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CHAPTER 1

Growth and Adjustment
in the United States Economy

THE UNITED STATES ECONOMY is in the fifth year of the cur-
rent expansion, and an acceleration of real growth with continued
moderate inflation is projected for 1987 and beyond. While the pace
of economic growth remained moderate in 1986, expansion proceed-
ed on a broad front. Real gross national product (GNP) rose by 2.2
percent during the year, with output expanding in most sectors. Due
in large part to a sharp decline in energy prices, inflation fell to the
lowest rate in more than two decades. Rising real personal income
and significantly lower interest rates contributed to strong growth of
consumption and of residential investment. Despite a decline in busi-
ness fixed investment and further deterioration of the trade balance,
the unemployment rate fell to 6.6 percent and total employment
grew by more than 2Va million persons. In each year of this expan-
sion, more jobs were created in the United States than in the combined
economies of the next six largest industrial democracies.

More than 4 years of economic expansion, with the inflation rate
remaining near or below 4 percent and interest rates declining to
their lowest levels in 9 years, have laid the foundation for sustainable
real growth with moderate inflation. The problems that remain in the
U.S. economy are primarily sectoral and structural: the Federal Gov-
ernment controls too much of the Nation's resources; a large trade
deficit adversely affects many trade-sensitive industries and encour-
ages protectionist sentiment; the domestic oil and gas industry and
local areas heavily dependent on it are suffering the consequences of
the decline in world oil prices; conditions remain depressed in much
of American agriculture; and excessive and inappropriate regulation
continues to burden business and consumers.

OVERVIEW OF THE REPORT

This Report analyzes the structural and sectoral problems that
remain in the U.S. economy. It assesses policies to deal with these
problems, while maintaining a sustainable rate of overall growth and
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making continued progress in moderating inflation. This chapter
begins with a summary of the Report.

THE MACROECONOMIC SETTING

The broad economic forces that shape the overall performance of
the U.S. economy and of its major sectors are the focus of Chapter 1.
This chapter first reviews the main economic developments of 1986
in the context of the current expansion and in comparison with past
expansions and with economic performance in other countries. This
leads to an examination of the main forces that have influenced the
performance and current problems of important sectors of the U.S.
economy.

Wide swings in relative product prices are among these forces. The
oil and gas industry and agriculture benefited from increases in the
relative prices of their products in the 1970s, and have suffered as
these relative prices declined in the 1980s. The problems of many
trade-sensitive industries are directly related to the 28 percent de-
cline in the relative price of imports between 1980 and 1986 and to
the downward pressure of a strong dollar on the relative price of
U.S. exports. On the positive side, lower relative prices of oil, agri-
cultural products, and imports have benefited consumers. Also, a de-
clining relative price of capital goods during this expansion has per-
mitted strong growth of real investment without a corresponding
drain on national saving.

Another critical factor influencing sectoral problems and structural
change is the wide swing in real interest rates and real asset values
that occurred in the 1970s and 1980s. During the period of rising in-
flation in the 1970s, real interest rates—the difference between nomi-
nal interest rates and anticipated inflation rates—were low and some-
times even negative. Borrowers benefited from low real borrowing
costs and real values of tangible assets rose, while holders of fixed-
interest rate instruments and equities experienced real capital losses.
As often happens during periods of disinflation, during the 1980s real
interest rates have been high by postwar standards. Borrowers have
often suffered, while holders of financial assets including equities have
enjoyed large gains that have contributed to substantial increases in
real household net worth.

Differential productivity growth also drives important structural
changes. Since 1981, productivity growth in manufacturing has accel-
erated above the postwar trend, while productivity growth in the
service sector has remained sluggish. These differential rates of pro-
ductivity growth, together with the relative constancy of the share of
manufacturing output in real GNP, have induced a decline in the
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share of manufacturing in total employment—a development that
might be less decried if its underlying causes were better understood.

Advancing technology and wide swings in interest rates and infla-
tion rates, together with financial deregulation, have contributed to
structural change in the banking and financial services industry and
to instability in the relationship between money growth and nominal
income growth. This instability has complicated the conduct of mon-
etary policy in its dual tasks of restraining inflation and avoiding dis-
ruption of real economic growth.

The prospect of gradual resolution of the economy's structural and
sectoral problems contributes to the forecast of stronger economic
growth discussed at the end of this chapter. The growth rate of real
GNP is projected to increase to 3.2 percent in 1987 and somewhat
higher in 1988-89. Because of the wearing off of the temporary, in-
flation-reducing effects of the decline in oil prices and the delayed
effects of dollar depreciation on import prices, the inflation rate is
projected to rise moderately in 1987. Subsequently, the inflation rate
should resume its decline, provided that the Federal Reserve contin-
ues to manage monetary policy in a manner consistent with sustain-
able real economic growth and with gradual reduction of the infla-
tion rate toward the long-run goal of price stability.

FISCAL POLICY

Chapter 2 examines two elements of fiscal policy, budget control
and tax reform, that influence both the sectoral and overall perform-
ance of the U.S. economy. Better control of the Federal budget is re-
quired to reduce the Federal deficit, primarily by reducing the share
of Federal spending in GNP. Realization of the long-run benefits of
the Tax Reform Act of 1986 is one of the many important reasons
for pursuing this approach to deficit reduction. This Act improves
overall incentives for economic activity and reduces disparities in
rates of taxation on different forms of economic activity. In the long
run, after the transition problems of some sectors are resolved, this
Act is estimated to increase net national product by approximately 2
percent. Evaluated at current levels of national income and product,
this implies approximately a $600 gain in the annual income of the
average American family, without any loss of Federal revenue.

INTERNATIONAL IMBALANCES

Chapter 3 demonstrates that the large U.S. trade deficit is primarily a
macroeconomic phenomenon. This phenomenon is fundamentally
related to the rapid growth of domestic demand in the United States
relative to the growth of U.S. output and relative to demand and
output growth in the rest of the world. It is also related to the
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appreciation of the U.S. dollar between 1980 and 1985, which re-
duced the international competitiveness of U.S.-produced goods and
services. And it is related to the deterioration of the U.S. national
saving-investment balance, which reflects not abnormal behavior of
the private saving-investment balance, but rather the persistence of a
large Federal deficit late into the current expansion.

Stronger internally generated growth in other industrial countries,
reduction of the Federal deficit through spending restraint, and
policy reforms that encourage growth and restore credit worthiness
in developing countries are critical elements in the global strategy to
reduce international trade imbalances. Stronger internally generated
growth in foreign countries is essential to maintain satisfactory rates
of real growth in the world economy. This is especially important
during a period when the growth of domestic demand is slowing in
the United States and when improvements in the relative competitive
position of U.S. tradable goods industries are shifting world demand
toward U.S. products. International coordination of economic poli-
cies, especially among the leading industrial countries, can help to
ensure that payments imbalances decline in an environment of great-
er exchange-rate stability and sustainable, noninflationary growth in
the world economy.

FREE AND FAIR TRADE

Protectionism is a false solution to the U.S. trade imbalance. How-
ever justified are the claims of unfair trade practices by other coun-
tries, the massive deterioration of the U.S. trade balance clearly has
not occurred primarily because foreign trade practices have become
vastly more unfair. Moreover, starting a world trade war by resorting
to protectionism would be especially imprudent at a time when the
improving competitiveness of U.S. industries appears likely to bring
significant expansion of U.S. exports.

As is discussed in Chapter 4, the Administration's policy of free
and fair trade is to avoid protectionism at home while opening mar-
kets to U.S. products abroad. This policy fits well with the broader
strategy of reversing the tide of macroeconomic forces principally re-
sponsible for the deterioration of the U.S. trade balance. Administra-
tion efforts to improve market access have brought significant results
in bilateral negotiations with Japan on sector-specific trade problems
and in cases initiated by the Administration against unfair foreign
trade practices under Section 301 of the Trade Act of 1974.

Major initiatives to extend the Administration's trade policy in-
clude bilateral discussions with Canada to move toward a free-trade
area and the new round of multilateral trade negotiations under the
General Agreement on Tariffs and Trade (GATT). The agreed pur-
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pose of the new GATT round is to secure a standstill or rollback of
existing protectionist policies, to improve GATT procedures for en-
forcing fair rules of international trade, and, most importantly, to en-
hance or extend GATT rules in areas of critical interest to the
United States: trade in services, protection of intellectual property
rights, rules governing international investment, and trade in agricul-
tural products.

REFORM OF AGRICULTURAL POLICIES

The problems of U.S. agriculture are the focus of Chapter 5. Gov-
ernment policies have directly or indirectly subsidized agricultural
production in the United States and in many other industrial coun-
tries. These policies have stimulated excess production that has de-
pressed agricultural product prices in world markets. Government
intervention has wasted resources by encouraging farmers to incur
costs in order to produce commodities for which only the govern-
ment provides a market. Much of the money spent on agricultural
support programs has been dissipated in outright waste or delivered
to owners of large farms that invariably receive the largest subsidy
payments.

The solution is to reform agricultural programs by gradually de-
coupling farm income support from farm production and linking it to
financial need. Simultaneous reform of agricultural policies in the
United States, the European Community, and Japan would reduce
the economic waste and budgetary cost of agricultural support pro-
grams for all countries.

RISK, REGULATION, AND SAFETY

Regulation is another mechanism through which the government
influences the performance of different sectors of the economy and
broader aspects of individual behavior. Chapter 6 discusses examples
of excessive and inappropriate regulations that unduly limit individ-
ual choice, raise costs, and discourage economic activity. In some
cases, regulations even work against their intended purposes. Rigid
rules, such as some designed to reduce workplace hazards, can
reduce production and employment opportunities without a corre-
sponding gain in occupational safety. In this and other areas where
government intervention may be indicated, the costs of regulations
should be weighed against their likely benefits. Reliance on personal
responsibility and market incentives often provides the best methods
for reducing risk.

WOMEN IN THE LABOR FORCE

The final chapter of this Report examines one of the most impor-
tant structural changes in the U.S. economy—increasing participation
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of women in the labor force. Over the past decade, women have ac-
counted for 62 percent of total labor force growth. Increasing labor
force participation of women has not led to large increases in unem-
ployment rates for either men or women, and has made an important
contribution to growth of real per capita income. Because many
women now plan longer careers and acquire the requisite education,
experience and skills, wages of women relative to those of men have
been rising in the 1980s. These developments testify to the flexibility
of U.S. labor markets and to the capacity of the market-oriented U.S.
economy to generate productive and rewarding jobs for an expand-
ing labor force.

THE U.S. ECONOMY IN 1986

Economic growth proceeded at a moderate pace in 1986, while sig-
nificant declines were recorded in both the inflation rate and interest
rates. Between the fourth quarter of 1985 and the fourth quarter of
1986 (preliminary estimate), real GNP rose by 2.2 percent. While the
unemployment rate declined by only 0.3 of a percentage point
during the year and remained relatively high by postwar standards,
the employment-population ratio for persons over 16 years of age
reached a new postwar peak of 61.3 percent at the end of 1986.
Given the impact of declining oil prices, the inflation rate, measured
by the consumer price index (CPI), turned negative in the first quar-
ter. Over the entire year, the CPI rose by only 1.1 percent, the lowest
inflation rate in more than 20 years. Nominal interest rates fell sharp-
ly early in the year and by yearend were near their lowest levels for
the year and since 1977.

COMPONENTS OF DEMAND

On the demand side, real GNP may be decomposed into real con-
sumption spending, real investment spending, real government
spending, and real net exports. Strong growth of real consumption
spending was the driving force behind demand growth for most of
1986. Real consumption spending rose at a 4.0 percent annual rate
in 1986, fourth quarter to fourth quarter.

After rising nearly $14 billion in the fourth quarter of 1985, real
nonresidential fixed investment declined by $19 billion in the first
quarter of 1986 and then fell an additional $6.8 billion in the next
three quarters. Real residential investment grew strongly, recording a
9.8 percent increase during the year. The continuing congressional
debate over tax reform and final passage of the Tax Reform Act of
1986, together with the effect of lower oil prices on the domestic
energy industry, apparently affected the pace and pattern of invest-
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ment spending in 1986. Anticipated repeal of the investment tax
credit, with an effective date of January 1, 1986, may have contribut-
ed to the sharp rise in real nonresidential fixed investment in the
fourth quarter of 1985 and to its decline in the first quarter of 1986.
The likelihood of an increase in business taxes and uncertainty about
the final shape of tax reform may have helped to depress this catego-
ry of real investment spending for the remainder of 1986. Lower
mortgage interest rates contributed to strong growth of residential
investment during 1986.

Real purchases by State and local governments grew 4.6 percent
during 1986. Real Federal purchases followed a somewhat erratic
path primarily because of fluctuations in defense purchases and pur-
chases by the Commodity Credit Corporation, and ended the year
1.8 percent above their level in the fourth quarter of 1985. Overall,
growth of real government purchases contributed 0.7 percent to real
GNP growth in 1986.

Real net exports of goods and services improved by $6.1 billion in
the first quarter of 1986, and then declined by $28 billion in the
second quarter and by a further $9.4 billion in the third quarter,
before recovering by $7.7 billion in the fourth quarter. Net exports
in nominal terms showed much less deterioration during 1986 than
real net exports. Specifically, between the fourth quarter of 1985 and
the third quarter of 1986, real net exports declined by $31.3 billion
of 1982 dollars, while nominal net exports declined by only $3.6 bil-
lion of current dollars. The reason for this difference is the low rela-
tive price of imports and the further decline in this relative price
during 1986, attributable primarily to the decline in the price of im-
ported oil.

THE OIL PRICE DECLINE

Probably the most important special factor affecting the U.S. econ-
omy in 1986 was the sharp drop in world oil prices, which was
promptly reflected in domestic oil prices. Between November 1985
and April 1986, the spot price of West Texas Crude fell from $30.90
to $13.75 per barrel. A further $2.45 per barrel decline in domestic
oil prices occurred between April and July, before prices recovered
to $17.60 per barrel in December. The sharp decline in oil prices
had pronounced adverse effects on the domestic oil and gas industry.
Real investment in this industry declined by more than $10 billion in
the first half of 1986, accounting for more than half of the decline in
real business fixed investment. Employment in the domestic oil and
gas industry fell by nearly 150,000, mainly in the first half. Further
employment losses occurred in regions heavily dependent on the oil
and gas industry.
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For the rest of the economy, the decline in oil and gas prices had
important beneficial effects. The CPI fell at an annual rate of 4.3 per-
cent between January and April, the first significant decline in this
index since 1954. The decline in consumer prices was clearly attrib-
utable to lower oil and gas prices, because the CPI excluding energy
rose at an annual rate of 2.9 percent between January and April. The
decline in consumer prices contributed to strong gains in real dispos-
able personal income that, in turn, fueled the strong growth of con-
sumer spending, which was the mainstay of overall economic growth.

The fall in oil prices, inflation, and inflationary expectations also
played a critical role in the sharp decline in nominal interest rates.
Interest rates on 10-year Treasury securities fell from 9.26 percent in
December 1985 to 7.30 percent in April 1986, and declined a further
19 basis points by yearend. Interest rates on 91-day Treasury bills
fell somewhat less, moving down from 7.10 percent in December
1985 to 6.06 percent by April 1986 and to 5.53 percent by yearend.
The sharp decline of interest rates spread rapidly to mortgage inter-
est rates.

Assuming no further substantial change in domestic oil prices,
most of the negative effects of lower oil prices have probably been
absorbed, while the beneficial effects are yet to be fully realized.
Lower energy costs will contribute to lower production costs in many
important domestic industries. Productivity growth may be enhanced
in the long run as firms adopt more efficient energy-using technol-
ogies, partially reversing the adverse productivity effects of higher
energy prices in the 1970s.

SECTORAL PERFORMANCE

The effects of economic advance were widespread across industries
and regions. Output expanded at about the same rate in goods-pro-
ducing and service-producing industries. Industrial production data
show increases in output in 18 of the 28 major industries for which
results are reported. Because of strong productivity gains in manu-
facturing industries, however, employment increases were concentrat-
ed primarily in service-producing industries.

The relative constancy of the share of manufacturing in total
output, combined with a declining share of manufacturing in total
employment, is a longstanding phenomenon. It does not reflect a
long-term weakness in the growth of output of manufacturing indus-
tries relative to the total economy. Rather, it reflects the general
tendency (discussed later in this chapter) for labor productivity
growth in manufacturing to exceed labor productivity growth for the
rest of nonfarm business.
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For analytical purposes, this phenomenon is most appropriately as-
sessed by comparing the behavior of the ratio of value added in man-
ufacturing to real nonagricultural gross domestic product (GDP) with
the ratio of manufacturing employment to nonfarm employment, as
illustrated in Chart 1-1. Data for value added by industry, which are
available annually through 1985, were used to construct the chart.
Data on final expenditure by sector, which are available quarterly
through 1986, confirm the general relationship illustrated in Chart 1-
1. Specifically, in 1986, when labor productivity growth in manufac-
turing remained substantially above that in total nonfarm business,
the share of final expenditures on goods output (which are dominat-
ed by manufacturing) remained essentially constant, while the share
of manufacturing in nonfarm employment continued to decline.

Chart 1-1

Percent
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-is Manufacturing as percent of nonfarm payroll employment.
-̂ Manufacturing as percent of real gross domestic product less agriculture, forestry, and fisheries.
Sources: Department of Commerce and Department of Labor.

REGIONAL DEVELOPMENTS

While GNP data are not available on a regional basis, data on em-
ployment by State provide a reasonably good impression of the re-
gional economic performance of nonagricultural business. The re-
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gional pattern of employment gains for 1986 is illustrated in Chart
1-2. The chart is constructed using data from the establishment
survey on employment in nonfarm business by State. The change in
employment from the same month a year ago is used to control for
seasonal factors, and the results for the 3 most recent months for
which data are available (September, October, and November) are
averaged in order to limit the effects of sampling error.

Chart 1-2

Nonfarm Payroll Employment by State
Percent Change September-November 1985 to September-November 1986

Percent Change

jj] 2 and above

^ Oto2

Q] Less than 0 to-1

ill -1 and below

Source: Department of Labor.

In 39 States and the District of Columbia, increases in employment
were recorded for the period covered by Chart 1-2. In 36 States, em-
ployment increased by at least 1 percent, and in 24 States, employ-
ment increased by at least 2 percent. In 11 States, employment fell
and in 6 States the decline in employment exceeded 1 percent. Not
surprisingly, States where the oil and gas industry is important,
Alaska, Louisiana, Oklahoma, Texas, and Wyoming, are among those
that recorded significant employment losses. If Chart 1-2 were ex-
tended to cover the period since the last cyclical peak (July 1981 to
November 1986), employment gains would be shown in all but 5
States. Employment gains of 10 percent or more would be shown in
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24 States and gains exceeding 5 percent would be shown in 40
States.

Widespread employment gains across most of the country do not
imply an absence of economic problems in some industries and re-
gions. Agriculture, mining, the oil and gas industry, and other trade-
sensitive industries have experienced problems for some time, and
particularly for the oil and gas industry, these problems have recently
deepened. In areas heavily dependent on declining firms and indus-
tries, economic problems have spread to the support and service in-
dustries. However, assertions that the United States is becoming a
"bicoastal economy" with broad areas of economic depression across
the Nation's midsection, are greatly exaggerated. Economic progress
has been widespread. Remaining economic problems tend to be con-
centrated in particular industries and in specific areas of the country.

THIS EXPANSION IN THE POSTWAR CONTEXT

The performance of the U.S. economy in 1986 should be assessed
in the broader context of the current expansion, in comparison with
economic performance in other industrial countries, and with earlier
postwar expansions in the United States. Viewed in this context, it is
important to note that despite a moderate pace of overall growth
since mid-1984 and continuing problems in some sectors, steady
progress has been made in reducing inflation and interest rates. The
foundation for sustainable real economic growth, with continued
moderate inflation, has been strengthened.

In other leading industrial countries, substantial progress has also
been made in reducing the rate of inflation during the 1980s. As is
discussed in Chapter 3, however, other industrial countries have gen-
erally recovered less strongly from the worldwide recession of the
early 1980s than has the United States. This is especially the case
when recovery is calibrated in terms of growth of real domestic
demand, which measures total real spending by the residents and
government of a country. Moreover, the deterioration of U.S. real
net exports during the current expansion contributed significantly to
economic growth in other countries, while limiting real GNP growth
in the United States. In contrast, during earlier postwar expansions,
growth rates of real GNP in most other industrial and in many devel-
oping countries typically exceeded the U.S. growth rate.

Comparison of unemployment rates in the United States and West-
ern Europe dramatically illustrates the relative strength of U.S. eco-
nomic performance during the current expansion. At 6.6 percent, the
total U.S. unemployment rate remains relatively high by postwar
standards, but is well down from its cyclical peak of 10.7 percent in
December 1982. In Western Europe, unemployment rates typically
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ran well below U.S. rates during the 1960s and 1970s. During the
1980s, despite recovery from the recession of 1980-82, the average
unemployment rate in the major countries of the European Commu-
nity has risen persistently, reaching 12 percent in early 1986.

The situation in the U.S. economy today should also be compared
with that prevailing at similar stages of earlier postwar expansions. In
the later stages of the long expansion of the 1960s, real growth re-
mained strong. However, after the slowdown in 1967, the inflation
rate and interest rates (although still low by recent standards) re-
sumed their upward movement. Tightening of monetary and fiscal
policy undertaken to curb rising inflation at the end of the expansion
of the 1960s probably contributed to the recession of 1969-70. The
expansion that began in 1970 was barely a year old when rising infla-
tion and a deteriorating balance of payments led to the imposition of
price and wage controls and to devaluation of the dollar. With the
removal of controls, the inflation rate and interest rates rose in 1973,
exacerbated at the end by the surge in world oil prices. Shortly there-
after, the economy collapsed into one of the deepest recessions of
the postwar period.

In the recovery from the 1974-75 recession, the inflation rate and
interest rates continued on a downward path for the first six quarters
of the expansion, and short-term interest rates kept falling for an ad-
ditional two quarters. However, by the fourth year of the expansion
(comparable to 1986 during the current expansion), the inflation rate
and short-term interest rates were more than 3 percentage points
above their minimum levels for the expansion, and this was before
the second oil price shock (in early 1979) contributed to a further
upsurge of inflation and interest rates.

This expansion ended in a double crescendo of rising inflation and
interest rates and falling economic activity. The tightening of mone-
tary policy in late 1979 and early 1980 and the brief recession in
1980 brought only temporary respite from high inflation and interest
rates at the cost of a sharp rise in unemployment. Following the re-
acceleration of monetary growth in mid-1980, the inflation rate and
interest rates rose to new peaks in 1981, while economic activity col-
lapsed into a deep recession.

Fortunately, the cure applied in 1981 proved more enduring, even
if more painful, than that attempted and aborted in 1980. Average
annual real GNP growth during the first 4 years of the current ex-
pansion has been 0.7 of a percentage point below that for the 4 years
from 1975 to 1979 (4.0 versus 4.7 percent). However, the inflation rate
and interest rates have continued to decline during the current expan-
sion, in contrast with behavior in the late 1970s. Currently, there are
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no signs of the developments associated with the unfortunate conclu-
sions of earlier expansions. The destructive sequence of business
cycles with progressively rising inflation rates and interest rates,
punctuated by severe recessions, has been broken. With appropriate
macroeconomic policies, the U.S. economy need not suffer, once
again, the painful process of wringing entrenched inflation out of the
economic system.

RELATIVE PRICES AND STRUCTURAL CHANGE

The 1970s and 1980s saw not only wide swings in the overall rate
of price inflation, but also dramatic movements in relative prices
among important sectors of the economy. Such relative price move-
ments are generally associated with important structural changes and
with adjustment problems for particular sectors of the economy. Sec-
tors experiencing relative price increases usually enjoy rapidly grow-
ing output and employment with rising incomes and asset values,
while sectors facing relative price declines often suffer stagnating
output and employment with falling incomes and asset values.

Movements in relative prices for several important sectors of the
U.S. economy over the past 30 years are illustrated in Chart 1-3. For
each sector, the relative price is the ratio of that sector's implicit
price deflator to the implicit price deflator for total GNP. The impor-
tant message conveyed by Chart 1-3 is that relative price movements
have been much larger in the 1970s and 1980s than they typically
were between 1955 and 1970.

RELATIVE FARM PRODUCT PRICES

After 15 years of modest fluctuations, the relative price of farm
products rose sharply in the early 1970s, declined substantially in the
mid-1970s, and then rose again until 1979, as shown in Chart 1-3
(top panel). Since 1979, the relative price of farm products has been
on a declining path, and in 1986 was below the 1955-70 average.
These movements in the relative price of farm products in the United
States were correlated with similar relative price movements in world
markets.

The rise in the relative price of farm products in the 1970s was
associated with substantial gains in real farm incomes and large in-
creases in the real value of farmland. This development encouraged
large-scale and sometimes excessive borrowing to finance purchases
of farm equipment and farmland. With the decline of the relative
price of farm products in the 1980s, however, farm incomes and land
values fell. Many farmers who borrowed heavily in the late 1970s
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Chart 1-3
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with the expectation of rising farm incomes and land values have ex-
perienced severe economic difficulties. The role of government
policy in creating these problems, and in correcting them, is dis-
cussed in Chapter 5.

RELATIVE IMPORT AND EXPORT PRICES

Movements in the relative price of products imported into and ex-
ported from the United States followed a pattern broadly similar to
that of farm products. The relative prices of imports and exports
were quite stable during the late 1950s and the 1960s, before rising
sharply in the early 1970s. After declining moderately between 1974
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and 1976, the relative prices of imports and exports rose again in the
late 1970s. Since 1980, the relative prices of imports and exports
have been declining and relative export prices are now near levels
typical of the period around 1960.

Increases in the relative price of imported oil contributed signifi-
cantly to the sharp rise in the relative price of all imports in 1973^-74
and again in 1979-80. However, movements in the relative price of
imported oil do not account for all of the movement in relative
import prices; the same general pattern is observed in the relative
price of non-oil imports (also shown in the top panel of Chart 1-3).
An important exception is that the relative price of non-oil imports
started to rise modestly in 1986, but the sharp decline in the price of
imported oil caused the relative price of total imports to continue to
decline.

As is discussed further in Chapter 3, movements in the relative
prices of both imports and exports have tended to mirror movements
in the real foreign exchange value of the U.S. dollar. The deprecia-
tion of the dollar in 1971 and especially in 1973 contributed to in-
creases in the relative price of imports and eased the competitive sit-
uation of U.S. exporters relative to their foreign rivals. The very
weak dollar in the late 1970s and 1980 had similar effects. In con-
trast, the strong real appreciation of the dollar between 1980 and
early 1985 was associated with a sharp decline in relative import
prices and placed U.S. exporters under severe pressure vis-a-vis for-
eign competitors. The substantial decline in the real foreign ex-
change value of the dollar that started in early 1985 began to be re-
flected in a higher relative price of non-oil imports only in 1986, and
is not yet clearly apparent in relative export prices. This may be
partly because relative import and export prices never fully reflected
the very high dollar, as well as because of longer than normal delays
in the adjustment of relative goods prices to a lower dollar.

RELATIVE CAPITAL GOODS PRICES

After 25 years of only very modest movements (Chart 1-3, bottom
panel), the relative price of capital goods (nonresidential fixed invest-
ment) fell by 12 percent between 1982 and 1986. This decline is
probably related to the same forces that depressed the relative prices
of many manufactured goods, especially those linked strongly to
international trade. The decline in the relative price of capital goods
made possible very strong growth of real business fixed investment
during the current expansion without correspondingly strong growth
of demand for investment financing. Specifically, between the fourth
quarter of 1982 and the fourth quarter of 1985, the ratio of real busi-
ness fixed investment to real GNP rose from 11.2 percent to a post-
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war peak of 13.2 percent. Over this period, the share of nominal
spending on business fixed investment rose from 11.0 to only 11.6
percent. Thus, the decline in the relative price of capital goods al-
lowed the share of real business fixed investment spending in real
GNP to rise by 2 percentage points, while the share of such spending
in nominal GNP rose by only 0.6 of a percentage point.

The lower relative prices of capital goods presumably made invest-
ment spending more attractive by reducing the cost of acquiring pro-
ductive assets. This contributed to the strong growth of real invest-
ment during the current expansion. As is discussed in Chapter 3, the
decline in the cost of capital goods allowed a given increase in real
investment to be financed with a smaller drain on national saving and
hence a smaller demand for foreign borrowing than would otherwise
have been the case.

EFFECTS OF RELATIVE PRICE CHANGES

In assessing the effects of relative price changes, it is important to
remember that the weighted average of the relative prices of all
the components of GNP or of total domestic spending is always con-
stant. If the relative prices of some components increase, this must
be offset by declines in the relative prices of other components. In
particular, as is shown in Chart 1-3, the relative price of services
(which constitute about one-third of GNP and of total domestic
spending) generally moves in the opposite direction from the other
relative prices (which refer to components of smaller magnitude).
This relationship is especially apparent in the 1980s, when all of the
other relative prices in this chart are declining.

The economic fortunes of particular industries have been strongly
influenced by movements in their own relative prices. Agriculture did
very well when the relative price of farm products and farm exports
rose in the 1970s, and has suffered with their decline in the 1980s.
The domestic oil and gas industry boomed during the period of high
relative oil prices, and has experienced severe difficulties since the
recent sharp decline in oil prices. Consumers of food and energy
have been on the other side, losing during the period of rising rela-
tive prices of these products in the 1970s, and gaining during the
period of falling relative prices in the 1980s.

A similar story applies generally for many U.S. manufacturing in-
dustries that must compete with imports of foreign products at home
or that seek to export their products to foreign markets. Under the
shelter of the weak dollar and high relative import prices in the
1970s, many of these industries prospered. Despite sluggish produc-
tivity growth in many manufacturing industries, output, employment,
and exports of many manufacturing industries expanded substantially
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in the 1970s. This situation reversed during the period of the strong
dollar and declining relative import and export prices in the 1980s.
Many U.S. manufacturing industries came under heavy pressure from
foreign competitors in both domestic and foreign markets, despite an
acceleration of productivity growth. Consumers of manufactured
products, of course, suffered from higher prices of these products
than probably would have prevailed if the dollar had remained
stronger in the 1970s. Consumers have recently benefited from sig-
nificantly lower relative prices of these products supplied by both
foreign and domestic producers.

Although movements of relative prices are often associated with prob-
lems of particular industries, they play an essential role in the effec-
tive and efficient functioning of the economic system. When real eco-
nomic conditions change because of changes in taste or technology
or the availability of productive resources, relative price changes
signal the need to alter patterns of consumption and production.
However, wide swings in relative prices that are associated with the
process of inflation and disinflation generate significant problems not
only for individual industries, but also for the economy as a whole.
To attempt to restrain relative price movements by any direct means
is no solution. Such attempts often generate surpluses or shortages
of products whose relative prices are controlled. They injure the
economy by limiting its flexibility to respond to economic and tech-
nological change. In the end, they create worse problems than they
resolve. The solution to the excessive and unnecessary volatility of
relative prices generally associated with inflation and disinflation is to
avoid the macroeconomic policies that contribute to inflation and to
the subsequent need to disinflate.

REAL INTEREST RATES, NET WORTH, AND SAVING

In addition to wide swings in relative goods prices, the past 15
years have witnessed substantial movements in real asset values and
rates of return. Anticipated real rates of return are important factors
in decisions about borrowing and lending and about saving and in-
vesting. Wide swings in the real values of assets strongly influence
real household net worth and therefore consumption and saving as
well. The causes and effects of these movements in real interest rates
and real asset values need to be understood within the context of the
process of inflation and disinflation that has dominated economic
events since the late 1960s.
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THE BEHAVIOR OF REAL INTEREST RATES

The real rate of interest on a loan or security is the nominal inter-
est rate less the inflation rate realized over the life of the loan or se-
curity. Thus the real rate of interest is the return paid by borrowers
to lenders, measured in real goods and services. The ex ante real in-
terest rate is the nominal rate of interest on the loan or security
minus the rate of inflation that is anticipated when the loan is made
or the security is purchased. Ex ante real interest rates, however, are
often difficult to measure because of the lack of reliable and consist-
ent information about expected inflation. A useful proxy measure of
ex ante real interest rates can be constructed by assuming that the
anticipated rate of future inflation corresponds reasonably closely to
recent past rates of inflation. This proxy measure of ex ante real in-
terest rates is probably most reliable during periods when the actual
inflation rate is stable, and anticipated rates of future inflation are
likely to correspond reasonably closely to recent past inflation rates.

The long-run behavior of this proxy measure of ex ante real inter-
est rates is illustrated in Chart 1-4. The yield on railroad bonds is
used to measure nominal interest rates from 1857 to 1936, augment-
ed by a composite of long-term government bond yields since 1919.
The annualized rate of increase in the CPI over the preceding 2 years
is subtracted from these nominal interest rates to construct the proxy
measure of the real interest rate. The CPI for early years is not com-
pletely comparable with the index used today, but this is not likely to
affect seriously the main results discussed below. For the past two
decades, the behavior of the proxy measure of real interest rates de-
picted in Chart 1-4 is broadly consistent with that shown by other
measures of real interest rates.

The real interest rate on long-term government bonds shown in
Chart 1-4 was in the range of 2 percent during the 1960s before de-
clining, sometimes to negative levels, in the middle and late 1970s.
Starting in 1981, real interest rates rose substantially above the levels
of the 1960s; the proxy measure shown in Chart 1-4 reached a peak
of 8.25 percent in 1984. Although high by postwar standards, the
level of real interest rates in the 1980s is not unprecedented over a
longer historical period. Over the period since 1857, the proxy real
long-term rate shown in Chart 1-4 averaged 3.11 percent; in the
1982-86 period, it averaged 6.13 percent. However, during a pro-
longed period in the late 1800s, real long-term rates were higher
than in the 1980s; during the 15-year period ending in 1880, the
real rate on railroad bonds shown in the chart averaged 10.44 per-
cent. Since 1900, there have been two periods (in the early 1920s
and again in the early 1930s) when real rates rose to levels as high as
in the early 1980s. There have also been several periods when the
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Chart 1-4

Proxy Measure of Real Long-Term Interest Rates
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^ Nominal yield minus the average annual percent change in the consumer price index over the
preceding 2 years.

Sources: Department of Commerce, Department of Labor, and Department of the Treasury.

proxy measure of real interest rates was significantly negative, as oc-
curred in the 1970s.

High real interest rates in the second half of the 19th century are
sometimes attributed to the rapid growth in the U.S. economy and
high prospective rates of return on investment that attracted capital
from overseas to finance the industrial boom. Similarly, the rise in
real interest rates in the early 1980s has been attributed to an im-
proved climate for capital investment in the United States, resulting
from the business tax cuts enacted in 1981, the decline in the infla-
tion rate, and strong real economic growth early in the expansion.

Other explanations relate high real rates in the early 1980s to the
emergence of large actual and prospective budget deficits and to a
shift to disinflationary monetary policy. Although most analysts agree
on the direction of the influence of budget deficits on interest rates,
the evidence of the strength of that influence is by no means unam-
biguous. The budget deficit increased in 1980 and 1981, but very
large budget deficits did not emerge until 1982, after much of the
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apparent rise in real interest rates had taken place. The increase in
real interest rates before 1982, therefore, would need to be related
to expectations of large future budget deficits.

It is plausible that restrictive monetary policy contributed to higher
real interest rates in 1980-82 and perhaps again in the second half of
1984. However, given rapid monetary growth over most of the expan-
sion, it is difficult to see restrictive monetary policy as the persistent
and predominant cause of high real interest rates (except insofar as
monetary policy has continued to contribute to the moderation of in-
flation). Moreover, the rising stock market and the boom in invest-
ment spending since 1982 are somewhat difficult to reconcile with
large budget deficits or disinflationary monetary policy as the exclu-
sive explanations of high real interest rates.

One apparent regularity in the behavior of the proxy measure of
real interest rates illustrated in Chart 1-4 is the strong inverse rela-
tionship between movements in the real interest rate and movements
in the inflation rate. During periods of rapidly changing inflation
rates, expectations of future inflation may differ substantially from
recent past inflation. Hence, caution is called for in interpreting
measures of the ex ante real rate such as those shown in Chart 1-4.
Recognizing this limitation, it is nevertheless the case that since
1857, all periods of high or rising inflation, including the middle and
late 1970s, were associated with sharp declines in the proxy measure
of the real interest rate. During all periods of sharply declining infla-
tion or deflation, including the early 1920s, the early 1930s, and the
early 1980s, the real interest rate turns strongly positive. When
placed in a longer historical context, neither the negative real inter-
est rates in the 1970s nor the rise of real interest rates in the 1980s
is particularly unusual, given the sharp movements in the inflation
rate that were also occurring. Although many factors have probably
contributed to movements of real interest rates in the past decade,
the evidence suggests that these movements are consistent with past
experience and should be viewed as normal concomitants of the
process of inflation and disinflation.

Adjustment of Inflation Expectations

The relationship between changes in the inflation rate and the
proxy measure of the real interest rate is consistent with a lag in the
adjustment of inflation expectations behind the actual inflation rate.
The potential effect of this adjustment lag is illustrated in Chart 1-5,
which compares two measures of the ex ante real long-term interest
rate during the past 8 years. The "proxy measure" is constructed by
subtracting the annual rate of change in the CPI over the preceding
2 years from the nominal yield on 10-year Treasury securities. The
"expectations measure" is calculated by subtracting from the same
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nominal yield a measure of 10-year inflationary expectations taken
from a survey of financial experts. Both measures of the ex ante real
interest rate in Chart 1-5 indicate that long-term real interest rates
rose sharply in the early 1980s and that real long-term interest rates
have been declining since 1984.

Chart 1-5
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-l/ The expectations measure is the yield on 10-year Treasury securities (constant maturity) minus 10-year
inflation expectations from the Decision-Makers Poll by Richard B. Hoey, Drexel Burnham Lambertjnc.

-2/The proxy measure is the yield on 10-year Treasury securities (constant maturity) minus the
average annual percent change in the consumer price index over the preceding 8 quarters.

Sources: Department of the Treasury and Department of Labor, except as noted.

The relative movement in the two measures of the ex ante interest
rate indicates a lag in the adjustment of long-term inflation expecta-
tions to actual inflation rates. During the period of high inflation, and
even 2 years after the inflation rate began to fall, the long-term ex-
pected inflation rate remained below the 2-year moving average of
the CPI. Accordingly, through 1982 the expectations measure of the
real interest rate remained above the measure based on actual infla-
tion. Long-term inflationary expectations began declining in 1981;
but because of the lag in the adjustment of such expectations, they fell
less rapidly than the 2-year moving average of the CPI. Since 1982, the
expected inflation rate has been consistently above the 2-year average
actual inflation rate. Accordingly, after 1982, the proxy measure
of the real interest rate is above the expectations measure.
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Thus, the divergence of the two measures of ex ante real interest
rates depicted in Chart 1-5 reflects the failure of inflation expecta-
tions to adjust quickly both to the rise in actual inflation in the 1970s
and to its subsequent decline in the 1980s.

The lag in the adjustment of inflationary expectations helps to ex-
plain why nominal interest rates remain relatively high in comparison
with actual inflation rates during periods of disinflation, and why
nominal interest rates tend to decline only gradually with the persist-
ence of lower actual inflation rates. Borrowers and lenders who con-
tinue to anticipate relatively high future inflation rates agree to loans
with nominal interest rates that reflect these expectations, rather than
lower actual rates of current inflation. As evidence of lower inflation
accumulates, inflation expectations are revised downward, and this
translates into lower nominal interest rates.

The steady and substantial decline since mid-1984 in the real inter-
est rates shown in Chart 1-5 reflects this process of the decline in
nominal interest rates in the context of a gradual, albeit uneven,
downward adjustment of inflation expectations. The expectations
rate in Chart 1-5 remains considerably below the real interest rate
measured with current inflation, reflecting the persistence of inflation
expectations that exceed recent actual inflation. To a large extent,
the difference between current and anticipated inflation in 1986 can
be attributed to the effects of the oil price declines on current infla-
tion, which are largely temporary. During the last 6 months of 1986,
10-year inflation expectations of 5 to 5Vi percent are apparently in-
corporated into nominal rates, which implies a 10-year anticipated
real interest rate of just over 2 percent. This is generally consistent
with the level of the proxy measure of the real long-term interest rate
recorded in the 1960s.

Consequences of Real Interest Rate Changes

The wide swings in real interest rates associated with the inflation
and disinflation of the past 15 years have had important, often ad-
verse, effects on the economy and on the financial system. In the
1970s, when actual inflation accelerated ahead of what had been an-
ticipated, lenders earned lower real rates of return than they had ex-
pected and suffered large capital losses as increases in nominal inter-
est rates depressed the market value of existing fixed-rate securities.
Borrowers generally benefited from paying lower (even negative) real
interest rates than they had anticipated, and enjoyed capital gains
from the reduced real value of their debts.

These wealth transfers between borrowers and lenders did not di-
rectly affect total wealth, but such arbitrary and unexpected redistri-
butions may have interfered significantly with the efficient function-
ing of national and international credit markets. Lenders, having ex-

40

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



perienced losses, likely became less willing to extend credit unless
compensated for the uncertainty about future inflation. The borrow-
ers most willing to continue to borrow at higher nominal rates im-
plicitly assumed continued high future inflation.

With disinflation in the 1980s, the situation of the 1970s was re-
versed. Borrowers experienced capital losses and lenders realized
gains as the real cost of credit rose above what had been anticipated.
When borrowers could not fulfill their obligations, lenders also faced
losses. In many cases (including loans to energy producers, agricul-
ture, and developing countries) debt problems were exacerbated by
declining relative commodity prices associated with disinflation.

The general association of wide swings in real interest rates with
the process of inflation and disinflation suggests that the high real
interest rates and associated difficulties of the 1980s are intimately
related to the inflation of the 1970s. In an environment of variable
inflation, it is more difficult for the public to foresee accurately
changes in the inflation rate. Hence, the public is likely to base lend-
ing, borrowing, saving, and investment decisions on information
about future real rates of interest that turns out to be incorrect. The
result is unanticipated capital gains and losses that can distort incen-
tives to borrow and lend or save and invest. The prescription to di-
minish the likelihood of a recurrence of these problems is to avoid
policies that contribute to a return of high inflation and therefore to
the painful consequences of subsequent disinflation.

REAL ASSET VALUES AND NET WORTH

Wide swings in real asset values have been another important
counterpart of the process of inflation and disinflation. Generally,
tangible assets such as farmland and owner-occupied housing that
provide reasonably good hedges against inflation rose substantially in
real value during the 1970s. During the 1980s, real farmland values
have declined, and the real value of owner-occupied housing has lev-
eled off. In contrast, the real value of financial claims against the pro-
ductive assets used by nonfarm businesses (the real value of bonds
and equities) declined during the period of rising inflation, and re-
covered strongly during the period of disinflation.

These swings in real asset values are reflected in the composition
of household net worth, as reported in Table 1-1. Between the third
quarter of 1965 (when the inflation rate was still under 2 percent)
and the third quarter of 1978 (just before the second oil price shock
and second surge of double-digit inflation), the ratio of household
net worth to GNP declined from 321 percent to 290 percent. Among
the components of net worth, the value of owner-occupied housing
grew more rapidly than GNP, while the values of consumer durables,
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noncorporate businesses (farm and nonfarm), pension fund and life
insurance reserves, other financial assets, and total household liabil-
ities maintained essentially constant ratios to GNP. Thus, the decline
in the ratio of the value of household holdings of corporate equities
to GNP more than accounted for the decline in the ratio of house-
hold net worth to GNP. Indeed, the real value of such holdings fell
absolutely by $755 billion of 1982 dollars between the third quarters
of 1965 and 1978.

TABLE \-\.—Real household assets and liabilities, 1965-86

[Outstanding, end of period]

Item

Total assets

Owner-occupied housing
Consumer durables
Other tangible assets

Total financial assets

Equity in noncorporate businesses:
Farm
Nonfarm

Corporate equities
Pensions and life insurance
Other financial assets

Total liabilities

Home mortgages
Installment and other consumer credit
Other liabilities

Household net worth

ADDENDUM:

Net Federal Government debt2

Level1

(billions of 1982 dollars)

1965 III

7,763

1,102
685
436

5,540

527
805

1,809
753

1,647

1,028

618
294
116

6,735

627

1978 III

10,675

2,017
1,091

955

6,611

838
1,169
1,054
1,122
2,428

1,577

954
432
191

9,098

670

1986 II

14,273

2,175
1,261
1,197

9,640

491
1,625
2,074
1,901
3,550

2,253

1,335
608
310

12,021

1,317

Percent of real GNP

1965 III

370

53
33
21

264

25
38
86
36
79

49

29
14
6

321

30

1978 III

340

64
35
30

211

27
37
34
36
77

50

30
14
6

290

21

1986 II

390

59
34
33

263

13
44
57
52
97

62

36
17
8

328

36

1 Deflated by GNP implicit price deflator.
2 Debt of Federal Government held by the public less Federal debt held by the Federal Reserve System.
Note.—Data include households, personal trusts, and nonprofit institutions.
Sources.- Department of Commerce (Bureau of Economic Analysis) and Board of Governors of the Federal Reserve System.

Next, consider the changes in net worth and its components be-
tween the third quarter of 1978 and the second quarter of 1986
(each the 14th quarter of its respective expansion). Real household
net worth rose by $2.9 trillion of 1982 dollars in just under 8 years,
exceeding its real gain during the 13 years between 1965 and 1978.
The ratio of household net worth to GNP rose to 328 percent, more
than recovering the ground lost between 1965 and 1978. Among the
components, consumer durables maintained a constant ratio to GNP.
The ratio of owner-occupied housing to GNP declined modestly, but
remained above that recorded in 1965. The real value of equity in
noncorporate farm business fell absolutely and as a share of GNP. Li-
abilities grew more rapidly than GNP, but so did total assets. The
value of financial assets primarily representing claims on nonfarm
business (equity in nonfarm noncorporate business, corporate equi-
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ties, pension and life insurance reserves, and other financial assets)
all grew significantly more rapidly than GNP. The combined increase
in the real value of these financial assets exceeded the gain in real
household net worth.

To some extent, gains in the real value of holdings of these finan-
cial assets reflected household saving and business retained earnings.
However, a substantial part of these gains was due to increases in the
real market value of existing financial claims against nonfarm busi-
ness. These capital gains reflect substantial increases in the real value
of the existing stock of productive capital employed by nonfarm busi-
ness. Thus, the reversal of the earlier downward movement in the
real value of claims on business enterprises played the key role in the
recent growth of real household net worth and in the recovery of the
ratio of net worth to GNP. As will be discussed below, this gain in
real household net worth has implications for the recent behavior of
household consumption and saving.

The nature and source of this gain also has potentially important
implications for business investment. One prominent theory of busi-
ness investment holds that when the market value of claims against
existing businesses is high relative to the cost of new investment,
there is a strong incentive for further business investment. According
to this theory, therefore, the combination of strong gains in the real
value of financial claims against nonfarm businesses with the recent
low relative price of capital goods (discussed earlier in this chapter)
implies the likelihood of renewed strength of business investment.

DEBT AND SAVING

In the second quarter of 1986, the ratio of household debt to dis-
posable personal income was at a postwar high of 86.2 percent. The
ratio of total consumer debt to disposable personal income was also
at a postwar high. Over the 4 years of the current expansion, the per-
sonal saving rate (the ratio of personal saving to disposable personal
income) has averaged only 5.2 percent, versus a postwar average of
6.8 percent. In 1986, the personal saving rate was only 3.9 percent—
the lowest personal saving rate since 1949. The concern is often ex-
pressed that with high levels of debt and low saving rates, house-
holds may not be able to sustain the growth of consumption spend-
ing that has been the mainstay of the current expansion. Even more
worrisome, in the event of an economic downturn, households might
be forced to cut back sharply on consumption, and difficulties might
arise for the financial system if debtors could not meet their financial
obligations in a timely manner.

Although these concerns have merit, especially for some heavily in-
debted households, their importance for the general economy should
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not be exaggerated. Real household net worth—the excess of the real
value of household assets over the real value of household liabil-
ities—has been growing strongly. The current ratio of household net
worth to GNP or to disposable personal income is high by the
standards of the 1970s. For the aggregate of all U.S. households,
increased borrowing over the past 8 years has, in effect, financed
increased gross asset holdings, rather than increased consumption. For
the reverse to be true, real household net worth would need to have
fallen, rather than risen both absolutely and relative to GNP and
disposable personal income. The fact that some of the growth of real
household net worth has been accounted for by nonprofit institutions
somewhat diminishes, but does not overturn, the force of this point.

In assessing saving behavior, it is important to take account of
business saving from retained earnings and depreciation that is not
counted as part of personal saving, but is part of private saving and
of national saving. During this expansion, gross business saving has
averaged 13.5 percent of GNP, exceeding the postwar average of
12.0 percent. The ratio of gross private saving (personal saving plus
gross business saving) to GNP in this expansion, has averaged 17.3
percent, versus a postwar average of 16.7 percent.

Further, in assessing private saving behavior, it is important to take
account of significant changes in real household net worth. Studies
have shown that at a given level of disposable personal income,
higher household net worth induces higher consumption spending.
Alternatively, it might be that when households enjoy gains in net
worth due to increases in the value of assets they already own, they
decide to save less of their income. Either story fits reasonably well
with the recent experience of large gains in real household net
worth, strong growth of real consumption expenditures, and a low
personal saving rate.

Some potential remains for further capital gains on existing pro-
ductive assets. For example, the ratio of the New York Stock Ex-
change Common Stock Price Index to the GNP implicit price deflator
increased 77 percent between 1982 and 1986, but is still below the
peaks recorded in the 1960s. However, much of the recovery of real
asset values, due to the decline in inflationary expectations and re-
newed optimism in future U.S. economic performance, may already
have been realized. Moreover, in the 1950s and 1960s, when house-
holds enjoyed significant capital gains on equity holdings and the ratio
of net worth to disposable personal income was as high as it is now, the
personal saving rate was above levels recorded recently.

At some point, therefore, the measured rate of personal saving will
probably need to rise above its 1986 level to maintain strong gains in
real household net worth. This suggests that while growth of con-
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sumer spending can continue to make significant contributions to
total demand growth, at some point real consumer spending will
need to grow less rapidly than real disposable personal income and
real GNP. The economic projections discussed at the end of this
chapter take account of these likely developments.

PRODUCTIVITY GROWTH AND REAL PER CAPITA GNP

Productivity growth is the main determinant of the economy's
long-run capacity to generate increases in real living standards, as
measured by the growth of real per capita GNP. When labor produc-
tivity (output per hour) was growing at a relatively strong 2.8 percent
annual rate between the cyclical peak in 1948 and the cyclical peak in
1973, real per capita GNP grew at a relatively strong 2.2 percent
annual rate. However, as reported in Table 1-2, when the growth
rate of labor productivity fell after 1973, so did the growth rate of
real per capita GNP.

TABLE 1-2.—GNP, productivity, and employment measures, 1948-86

[Average annual percent change]

Period

1948 IV to 1973 IV

1973 IV to 1981 III

1981 III to 1986 III

Real
GNP

37

22

2.5

Real
per capita

GNP

22

1.1

1.5

Labor
productivity1

28

.7

1.2

Employment-
total population

ratio2

03

.9

.8

1 Output per hour of all persons engaged in the business sector.
2 Ratio of business sector employment to population including Armed Forces overseas.
Sources: Department of Commerce (Bureau of Economic Analysis), Department of Labor (Bureau of Labor Statistics), and

Council of Economic Advisers.

Factors other than labor productivity growth also influence growth
of real per capita GNP and hence growth of real living standards.
The broadest aggregate for which labor productivity is measured is
the business sector of the economy, which currently accounts for
about 80 percent of real GNP. Changes in the relative size of the
business sector affect the relationship between growth of measured
labor productivity and growth of real per capita GNP. This relation-
ship is also affected by changes in average hours worked and in the
ratio of people employed to the total population. In particular, since
1973, the growth rate of the ratio of employment to total population
has exceeded the rate of decline of average hours worked. This has
contributed to stronger growth of real per capita GNP than of labor
productivity. Demographic developments suggest, however, that this
source of growth of real per capita GNP will not be much stronger
over the next decade than it has been over the past decade. Hence,
prospects for maintaining the growth rate of real per capita GNP,
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and for securing increases in this measure of the growth of real living
standards, depend critically on maintaining and strengthening growth
of labor productivity.

LABOR PRODUCTIVITY GROWTH

Labor productivity is influenced by several important factors: the
human capital of the labor force (education, training, experience, and
skill); the amount of physical capital, land, and other resources avail-
able to cooperate with labor in the production of goods and services;
and the technical efficiency of production processes. In the short run,
labor productivity is also affected by cyclical fluctuations because
businesses typically cut output more than employment during reces-
sions and achieve large increases in output without comparable in-
creases in employment during strong expansions. To assess underly-
ing trends in labor productivity, it is useful to abstract from these cy-
clical influences. This calculation is provided in Table 1-3 by com-
paring periods whose endpoints correspond to business cycle peaks
(treating the third quarter of 1986 as an end point).

TABLE 1-3.—Labor productivity growth rates by sector, 1948-86

[Average annual percent change]

Period

1948 IV to 1973 IV

1973 IV to 1981 III

1981 III to 1986 III

Postwar trend:

1948 IV to 1986 III . .

Total

2.8

.7

12

2.2

Farm

5.1

4.3

13

45

Business sector

Total

2.3

.6

1 1

18

Nonfarm

Manu-
facturing

2.7

1.5

38

26

Nonmanu-
facturing

2.1

.1

1

1.5

Note.—Data are for output per hour of all persons.

Sources: Department of Labor (Bureau of Labor Statistics) and Council of Economic Advisers.

Several factors contributed to the slowdown in labor productivity
growth that began in the early 1970s. Entry into the labor force of
large numbers of new workers who, on average, were less skilled and
less experienced than existing workers, tended to depress labor pro-
ductivity. Growth of capital-labor ratios in the private business sector
slowed somewhat during the 1970s. Large increases in the price of
energy in the middle and late 1970s diminished the economic effi-
ciency of much existing capital, and required that new investment
and research and development be directed toward improving energy
efficiency.

The general rate of technological advance also appears to have
slowed since the early 1970s. Although difficult to measure, this
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slowdown in technological progress seems to have affected most in-
dustrial countries. Other factors, such as slower growth of real out-
lays for research and development, and the rising costs of regulatory
compliance, have also been linked to the decline in productivity
growth during the 1970s. Most economists conclude, however, that a
large portion of the decline in productivity growth remains unex-
plained, except by a decline in technological progress that is difficult
to attribute to any identifiable source.

SECTORAL PRODUCTIVITY PERFORMANCE

In the current business cycle, the labor productivity growth in both
total business and in nonfarm business has picked up from the pre-
ceding two cycles, but remains well below the postwar average. In
manufacturing, the increase in labor productivity growth has been
much more dramatic. Over the past 5 years, the annual rate of labor
productivity growth in manufacturing has been 46 percent above the
postwar average and is more than double the rate of increase record-
ed in the previous two cycles.

Labor productivity growth in manufacturing is critical for the inter-
national competitiveness of the U.S. economy because exports and
imports of manufactures dominate U.S. trade. As is discussed in
Chapter 3, weak productivity growth is not the cause of the deterio-
ration of the international competitive position of U.S. manufactur-
ing, although stronger productivity growth could always help im-
prove this position. In fact, the combination of strong labor produc-
tivity growth and restrained wage growth (in comparison with pro-
ductivity and wage developments in other leading industrial coun-
tries) has reduced the relative unit labor costs of U.S. manufacturers—
a fact that has been concealed until recently by the strong appreciation
of the U.S. dollar between 1980 and early 1985.

During the current cycle, productivity growth remained near zero
in nonfarm business outside manufacturing. Although no official esti-
mates are published, very sluggish productivity growth in service-pro-
ducing industries (which produce nearly 90 percent of real GDP
of nonfarm nonmanufacturing industries) must primarily account for
this poor performance. The addition of large numbers of younger,
less-experienced, less-skilled workers to service sector employment
probably contributed to sluggish productivity growth in this sector.
Although many employees in service sector industries (such as health
care, and banking and finance) are high-skill, high-wage workers,
wage rates in service sector industries are generally below average
wage rates in manufacturing, indicating that skill levels are also
lower. Specifically, wage rates are relatively low in the two service
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sector industries (retail trade and personal and business services) that
have recorded the strongest employment gains since 1981.

Problems in measuring productivity in service-producing industries
may be partly responsible for low measured productivity growth in
this sector. To measure productivity growth, it is necessary to divide
increases in the nominal value of an industry's product into increases
in price and quantity. It is difficult to make this distinction when the
composition and quality of an industry's output is changing, particu-
larly for service-producing industries where no easy way exists to
define and measure a unit of output of constant quality. Indeed, for
some service industries, such as certain types of medical care and pri-
vate education and research, it is assumed that labor productivity
growth is zero. There is little evidence, however, that the slowdown
in measured service-sector productivity growth since the early 1970s
is attributable to more severe measurement problems. Nevertheless,
it should be recognized that a shift of output toward lower productiv-
ity service industries would reduce measured productivity growth for
all business.

PROSPECTS AND POLICIES FOR PRODUCTIVITY GROWTH

Slower measured labor productivity growth since mid-1984, rela-
tive to that recorded earlier in this expansion, probably partly reflects
the usual cyclical effect of slower output growth on productivity
growth. If real output growth accelerates in accord with Administration
projections (discussed in the next section), then productivity growth
should increase. Thus, the macroeconomic developments and policies
that underlie the Administration's forecast of moderately stronger real
GNP growth are critical for near-term prospects for stronger produc-
tivity growth.

Four important developments also seem likely to contribute to
stronger long-term productivity growth. First, as the labor force on
average grows older and more experienced over the next 15 years,
labor productivity is likely to advance more rapidly. Second, the
recent decline in energy prices should allow for some labor produc-
tivity improvement, especially in energy-intensive industries. Third,
expenditures on research and development, which declined as a
share of GNP in the 1970s, have been increasing since 1978 and
should contribute to a higher rate of technological progress. Fourth,
as is discussed in Chapter 2, tax reform may have a small negative
effect on the long-run capital stock, which would tend to depress
labor productivity. However, tax reform will also reduce distortions
affecting the distribution of capital among productive activities. A
more efficient distribution of capital should contribute to higher pro-
ductivity.
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Productivity can be promoted by avoiding policies that inhibit the
efficient functioning of private businesses and competitive markets.
For example, productivity is impeded by subsidies that keep unprofit-
able and inefficient firms in business, at the expense of more profita-
ble and efficient firms that must ultimately finance such subsidies.
This applies not only to direct subsidies, but also to tax subsidies and
to protectionist measures that provide subsidies by forcing consum-
ers to pay higher prices. Particularly troublesome are protectionist
measures applied to intermediate products. They increase production
costs and diminish economic efficiency for industries that use these
products, injuring their ability to compete with foreign firms, as is
discussed further in Chapter 4. Government can also contribute to
stronger productivity growth by eliminating or reducing burdensome
and inappropriate regulation. A number of initiatives in this area are
discussed in Chapter 6.

Government has a critical role to play in education, which equips
individuals with the basic knowledge and skills to be productive
workers and lays the basis for much scientific and technical advance.
The key governmental responsibility in education is that of State and
local governments that fund and operate most of the Nation's pri-
mary and secondary schools, as well as its public colleges and univer-
sities. In this regard, it is noteworthy that standardized measures of
educational performance in the Nation's primary and secondary
schools have been improving for about the past 10 years, following a
long period of decline during the 1960s and 1970s. Improved incen-
tives for educational performance through enhanced merit pay for
teachers might contribute to these developments. Increased parental
influence over school performance through tuition voucher systems
also might contribute to this end.

The Federal Government has an important role in funding basic
scientific research. Such research can contribute to technological ad-
vance in the longer term. However, its benefits are often too diffuse
and difficult to profit from for it to be undertaken by private business.
Included in this category are basic and some applied research in
biomedicine that not only contribute directly to human welfare, but
also help to improve the health component of human capital.

The ultimate objective of policies to improve productivity is to
enhance human welfare and increase real living standards. Govern-
ment policies serve these objectives by encouraging investment in
human and physical capital, improvement of productive technology,
and allocation of resources to their highest valued uses. The President
will soon present initiatives to enhance the Federal Government's
contribution in these areas. This will aid in the reversal that is already
under way of the forces that previously limited productivity growth.
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There is good reason to believe that rising labor productivity and a
falling unemployment rate will further raise real per capita GNP and
the real living standards of Americans in 1987 and beyond.

ECONOMIC POLICIES AND OUTLOOK

The future performance of the U.S. economy depends primarily on
the productive activities of individuals and businesses. Government
policies enhance economic performance by allowing the private en-
terprise system to function as freely as possible, by maintaining a
stable macroeconomic environment, by providing essential public
goods and services and support for the needy, and by correcting ex-
ternalities, distortions, and deficiencies in the operation of the eco-
nomic system. Policies that serve these vital purposes are examined
throughout this Report. Two broad areas of macroeconomic policy—
monetary policy and fiscal policy—require specific discussion before
presenting the Administration's economic projections.

FINANCIAL DEREGULATION, VELOCITY, AND MONETARY POLICY

The movements in real interest rates, inflation, and asset prices, as
well as structural and regulatory changes in the financial services in-
dustry, have altered the institutional environment in which monetary
policy is conducted. Apparently as a result of both deregulation and
disinflation in the 1980s, the velocity of money has behaved unusual-
ly, and measures of the monetary aggregates that historically have
been most reliable have become less dependable guides to monetary
policy. The velocity of money is the ratio of nominal GNP to the
money supply. If velocity behavior is reasonably predictable, then
control of monetary aggregates is a useful approach to the conduct
of monetary policy, and measures of the monetary aggregates can
provide important information about the likely economic impact of
monetary policy. The unusual behavior of velocity and the monetary
aggregates in recent years implies increased uncertainty about the
meaning and appropriateness of a given rate of money growth.

With higher inflation and nominal interest rates in the 1970s, the
effectiveness of interest rate ceilings and other restrictions on depos-
its was gradually eroded. In many cases, competitive market forces
found ways to circumvent these regulations, and the effects of exist-
ing regulations were widely perceived as inequitable or destabilizing.
In response, the Depository Institutions Deregulation and Monetary
Control Act of 1980 and the Garn-St Germain Depository Institu-
tions Act of 1982 mandated elimination of most of the regulations on
deposit interest rates that had been in place since the 1930s. The de-
regulation of deposit interest rates was largely completed in 1986
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when the remaining regulations on consumer-owned transactions ac-
counts were removed in January and the interest rate ceiling on pass-
book savings accounts was removed in March. Depository institutions
are now free to pay market-determined rates on all consumer-owned
deposits, and no legal restrictions remain on the maturity or mini-
mum size of such deposits.

These and previous regulatory changes, as well as shifts in con-
sumer preferences in response to changes in inflation and interest
rates, have altered the composition of the monetary aggregates. For
example, interest-bearing transactions deposits accounted for less
than 10 percent of Ml (currency plus transactions deposits) before
1981; since then, interest-bearing transactions deposits have grown
to nearly one-third of M1, while non-interest-bearing demand depos-
its have declined from their historical share of 75 to 80 percent of
Ml to approximately 40 percent at the end of 1986. Similarly, the
composition of the broader monetary aggregate, M2, has been affect-
ed by the availability of interest-bearing transactions deposits and the
relaxation of interest rate ceilings on time deposits. Passbook savings
deposits, for example, accounted for more than one-half of M2 in the
mid-1960s, but for only about 13 percent of M2 by the end of 1986.

The Behavior of Velocity

As illustrated in Chart 1-6, for most of the postwar period until
recently, the growth of Ml velocity has been reasonably stable. On a
quarter-to-quarter basis, of course, Ml velocity has always experi-
enced sizable fluctuations, and Ml velocity historically has shown a
cyclical component. Nevertheless, over longer periods, Ml velocity
has not deviated very far from its long-term trend. However, in the
1980s and particularly since the cyclical trough of 1982, Ml velocity
has fallen markedly below its postwar growth path. For the broader
monetary aggregates, velocity was typically less stable than Ml veloci-
ty earlier in the postwar period, and a sharp downturn in velocity for
these broader aggregates has also occurred in the 1980s.

The recent aberrant behavior of velocity raises important questions
for the conduct of monetary policy. Is the behavior of velocity in the
1980s evidence of a permanent breakdown of any reliable relation-
ship between money and income growth? Or, is that basic relation-
ship intact, with its characteristics altered (temporarily or permanent-
ly) by deregulation of bank deposits, declining inflation and interest
rates, or some combination of the two? If so, can a measure of the
money supply be devised that preserves a reliable relationship be-
tween it and GNP growth? Although considerable empirical research
has investigated these and related questions, it offers no completely
satisfactory explanation of recent velocity behavior. However, some
inferences can be drawn from the evidence currently available.
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Chart 1-6
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Sources: Department of Commerce and Board of Governors of the Federal Reserve System.

The available evidence does not justify the conclusion that the
basic money-income relationship has become permanently unreliable.
To the contrary, some researchers have specified stable demand for
money functions or expressions for velocity that are robust to
changes in income variables, interest rate variables, and sample peri-
ods. For example, recent empirical research identifies a break in the
trend growth of velocity in the third quarter of 1981, and once that
change is accounted for statistically, the relationship is stable.

It is much less clear, however, what caused the shift in the trend of
velocity. The change in the trend of velocity apparently occurred too
late to be attributable to the 1979 change in Federal Reserve operat-
ing procedures. Similarly, the shift is not closely associated in time
with increased volatility of interest rates. Also, the evidence suggests
that the record trade deficits of the 1980s have contributed little to
the observed decline in velocity.

A number of empirical studies indicate that the decline in Ml ve-
locity in the 1980s is not primarily a reflection of shifts of funds into
Ml induced by the introduction of new types of deposit accounts.
This view is supported by the fact that a similar shift in the trend
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growth of velocity is observed if velocity is calculated using either
currency held by the public or the monetary base. In addition, if ve-
locity is measured using a monetary aggregate that excludes the in-
terest-bearing accounts now included in Ml, some evidence remains
of a decline in velocity, albeit a less steep decline. Moreover, even
though M2 would be expected to be less distorted by financial de-
regulation, M2 velocity has also behaved atypically during the 1980s,
although its aberration has been less pronounced than that for Ml.

It appears that inclusion of interest-bearing deposits in Ml has in-
creased the interest-elasticity of the demand for money. With an in-
creased interest-elasticity, declining interest rates of the past 4 years
would explain more of the decline in velocity than can be explained
with lower interest-elasticities. It is also possible that the decline in
expected inflation in recent years has exerted additional downward
pressure on velocity growth, beyond the effect of expected inflation
on interest rates. Much of the empirical evidence available at this
time suggests that an increased interest-elasticity of the demand for
money in combination with the fall in interest and inflation rates may
well in time provide the best explanation of the unusual velocity be-
havior of the 1980s.

Finally, the demand for money balances is presumably affected by
the spread between market interest rates and those paid on deposits.
After a long history of legal restrictions on deposit interest rates,
these rates have been relatively slow to adjust to changing market
conditions since the restrictions were removed. It is therefore plausi-
ble that part of the Ml growth that occurred in 1985 and 1986 is
related to declines in market interest rates that reduced the opportu-
nity cost of holding Ml balances. Over time, additional changes in
market rates relative to deposit rates would be expected to affect the
demand for Ml. But with only limited experience in a deregulated
environment, it is difficult to predict how deposit rates will be adjust-
ed to changes in market interest rates and how the public will re-
spond to changes in relative interest rates.

Federal Reserve Policy

Two opposing types of risk are inherent in the conduct of mone-
tary policy. One risk is that monetary policy might be too expansion-
ary and that excess monetary growth will ultimately generate higher
inflation and the subsequent need to disinflate. The second risk is
that inadequate monetary growth might constrain the growth of real
economic activity. While the balancing of these two types of risk is
never easy, the task has been made more difficult in recent years by
the unusual pattern of velocity behavior, which reflects a less reliable
relation between money and nominal GNP growth.
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In 1986, monetary policy was influenced by a wide range of eco-
nomic and financial market developments. In the first 4 months of
1986, market interest rates declined substantially as the oil price de-
clines and other price developments had favorable effects on the
near-term outlook for inflation. In this period, the Federal Reserve
Board reduced the discount rate twice in order to realign it with
lower market rates. Money growth was relatively modest early in the
year as M1 expanded along the upper bound of its target range and
the broader aggregates were within or below their prescribed ranges.
As evidence of economic weakness emerged in the second quarter
and inflation remained subdued, the Federal Open Market Commit-
tee (FOMC) voted in July to ease reserve conditions and the Federal
Reserve Board approved another cut in the discount rate, again
largely in response to additional downward movements in market in-
terest rates that had occurred in June. Even though Ml growth accel-
erated rapidly beginning in the spring, these accommodative policy
actions were judged appropriate in light of the fact that the broader
monetary aggregates remained within their target ranges, and uncer-
tainty continued about the reliability of the linkage between Ml and
nominal income growth.

Similar policy actions were adopted again in August as economic
activity continued to appear sluggish and the broader aggregates still
grew at moderate rates, despite very rapid Ml growth. Because each
of the discount rate cuts in 1986 occurred after general declines in
market interest rates, the discount rate followed, rather than led, in-
terest rate movements. However, following the April and August dis-
count rate cuts, market interest rates generally increased. In addition,
in the 2 months immediately following the August discount rate cut,
long-term interest rates rose both absolutely and relative to short-
term rates, resulting in a steepening of the yield curve. This illus-
trates the limitations on the capacity of discount rate cuts to secure
lasting reductions in market interest rates.

By the summer of 1986, the broader monetary aggregates were
also growing more rapidly and M2 reached the upper bound of its
target range in August. The FOMC appeared to become more con-
cerned about the inflationary potential of money growth, a concern
that had been apparently discounted earlier in the year when Ml
alone was growing rapidly. Implicit in these decisions was the judg-
ment that with the uncertainty about Ml velocity, the broader mone-
tary aggregates were more reliable guides to monetary policy than
Ml. From the fourth quarter of 1985 to the fourth quarter of 1986,
Ml growth averaged more than 15 percent, well above the Federal
Reserve's target range of 3 to 8 percent. M2 growth from the fourth
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quarter of 1985 to the fourth quarter of 1986 was just at the upper
bound of its 6 to 9 percent target range.

Although the full consequences of monetary policy actions are
often not felt for more than a year afterwards, the record in 1986
suggests that the Federal Reserve did a reasonably good job in bal-
ancing the risk of inadequate money growth against the long-term in-
flationary risk of too much money creation. As the economy expand-
ed more slowly than expected during the year and inflation contin-
ued to be moderate, the Federal Reserve allowed Ml growth to
exceed its predefined target range and relied more heavily on a
broader range of economic data. Further depreciation of the dollar in
1986 was apparently not interpreted as a signal of the need for
slower money growth, probably because real dollar depreciation was
widely regarded as desirable to improve U.S. international competi-
tiveness, and because the lower dollar had little visible effect on the
inflation rate. In the context of moderate real growth, very low
inflation, and falling inflation expectations and given the uncertainty
about the behavior of velocity, the de-emphasis of Ml in favor of other
variables to gauge the conduct of monetary policy appears to have
been an appropriate judgment.

Despite weaker-than-expected economic growth in 1986, no evi-
dence suggests that the Federal Reserve has erred on the side of
monetary restriction. Based on money growth, interest rates, or ex-
change rates, it is not reasonable to conclude that monetary policy
was "too tight" in 1986. The failure of the real economy to perform
as well as most forecasters had predicted is clearly related to sectoral
problems, and is not the result of inadequate monetary expansion. In
particular, the adverse effects on the energy sector of the oil price
declines, the further deterioration of the trade balance, and the con-
tinued stress in the agricultural sector together appear to have limit-
ed economic growth in 1986.

One cannot dismiss the fact, however, that by historical standards,
Ml growth in 1986 was high. It substantially exceeded the Federal
Reserve's own target range, as well as most analysts' a priori views of
appropriate money growth. Until a more reliable relationship be-
tween Ml and nominal income growth is reestablished, however, the
implications of this rapid Ml growth remain uncertain. Given the var-
ious factors discussed above that appear to be working to alter—at
least temporarily—the relationship between money and GNP growth,
rates of monetary expansion that would have previously implied a re-
surgence of inflation appear to have been necessary in recent years
to satisfy an increase in the demand for real money balances relative
to income. Although the nature of the change in velocity behavior is
not fully understood at this time, no plausible assessment of the
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change in velocity growth would imply a permanent need for such
rapid money growth. Analysts agree that at some point the rate of
monetary growth must be reduced if the ultimate goal of price stabil-
ity is to be achieved. The difficult policy issue is one of timing—to
assess when sufficient money growth has been provided to satisfy in-
creased demand for money balances and to determine the extent to
which money growth should be decelerated.

From the outset, the Administration has emphasized the impor-
tance of promoting sustainable real economic growth within an envi-
ronment of long-run price stability. With a continuation of slower
than expected economic growth, moderate inflation, and serious
stress in some sectors of the economy, the dangers of a monetary re-
striction of economic activity are real and important. Given the eco-
nomic dislocation associated with the rise of inflation in the 1970s
and its reduction in 1981-82, the Nation also cannot afford to ignore
the dangers of allowing a reacceleration of inflation and the inevitable
economic cost of disinflation.

THE MACROECONOMIC EFFECTS OF DEFICIT REDUCTION

In fiscal 1986, the Federal deficit amounted to 5.3 percent of GNP.
Under the provisions of the Balanced Budget and Emergency Deficit
Control Act of 1985, commonly referred to as Gramm-Rudman-Hol-
lings (GRH), the deficit is scheduled to decline gradually to zero by
fiscal 1991. As outlined in the President's 1988 budget, it is assumed
that deficit reduction will be achieved primarily through restraining
Federal spending, not by raising taxes. In the long run, this approach
to deficit reduction should contribute to economic growth by freeing
resources that would have been used by the Federal Government for
more efficient use by the private sector. Also, by avoiding tax in-
creases, this approach protects private incentives to work, save, and
invest.

The analysis of the prospects for reducing the Federal deficit, pre-
sented in Chapter 2 of this Report, provides several facts relevant for
assessing the probable short-term macroeconomic effects of deficit
reduction. First, net interest expense of the Federal Government as a
share of GNP will decline by 1 percentage point, implying an equal
reduction in the Federal deficit as a share of GNP. This decline in
net interest expense will occur provided that the economy grows and
interest rates decline in accord with the Administration's projections,
and provided that growth of the stock of Federal debt is slowed by
reducing the Federal deficit in accord with the GRH targets. Second,
Federal receipts as a share of GNP are projected to rise by 0.9 of a
percentage point between fiscal years 1986 and 1991. A small part of
this rise is due to already scheduled increases in social security pay-
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roll taxes, but most is due to the expected revenue benefits of con-
tinued economic growth. Third, excluding net interest expense and
social security benefits (which are projected to maintain approximate-
ly a constant share of GNP), the composite of all other Federal
spending amounted to $655 billion in fiscal 1986, or 15.7 percent of
GNP. If real spending on this composite stayed constant at fiscal
1986 levels, projected real economic growth between fiscal years
1986 and 1991 would reduce the share of such spending in GNP by
2.4 percentage points.

It is plausible to suppose that these three sources of deficit reduc-
tion, which jointly account for 81 percent of the required reduction
in the Federal deficit as a share of GNP, will not generate any signifi-
cant, short-run, negative macroeconomic effects. Reaching the GRH
target of a balanced budget by fiscal 1991, however, will require
more than holding constant real government spending on the com-
posite that excludes net interest and social security benefits. It will
also require a cut of about $39 billion in real spending from this
composite. As is discussed in Chapter 2, achieving such real expendi-
ture reductions while providing for increased real Federal spending
in critical areas of national need will require hard political choices.
However, this magnitude of real Federal spending cuts, spread over
several years, should not have serious adverse consequences for over-
all economic activity.

Further, it should be recognized that at some time, the Federal
deficit must be reduced as a share of GNP. The potential negative
macroeconomic consequences of deficit reduction are minimized by
achieving deficit reduction gradually, when other economic forces
appear likely to sustain economic expansion. As improved U.S. inter-
national competitiveness contributes to a smaller trade deficit, the
likelihood increases that resources that might otherwise be used to
satisfy rising Federal expenditures will find other uses. A noninfla-
tionary monetary policy that fosters permanent reduction in interest
rates also eases the task of deficit reduction by contributing to lower
net interest expense for the Federal Government.

ECONOMIC FORECAST FOR 1987

The Administration forecasts a strengthening of economic growth
with continued moderate inflation in 1987. The impediments to eco-
nomic growth that brought past expansions to a halt are not evident:
inflation and interest rates remain low, inventory stocks are relatively
lean, and resource constraints and production capacity pressures are
absent. Table 1-4 summarizes key aspects of the Administration's
forecast for 1987. The Administration's estimate of real GNP growth
this year is 3.2 percent, measured fourth quarter to fourth quarter,
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compared with a growth rate of 2.2 percent in 1986. For 1987,
strong growth in employment is forecast to continue and the total
unemployment rate is predicted to be 6.5 percent in the fourth quar-
ter. An improved balance of trade, an increase in inventory invest-
ment, and cessation of the economic deterioration caused by the
drop in oil prices should contribute to stronger growth in 1987.

The inflation rate in 1987 is forecast to return to the 3.5 to 4 per-
cent range of recent years, before the decline in oil prices temporari-
ly depressed the inflation rate in 1986. Specifically, the GNP deflator
is forecast to rise at a 3.6 percent annual rate during 1987, after a
2.2 percent rate of increase during 1986. During 1987, the CPI is ex-
pected to increase at a slightly faster rate than the GNP implicit price
deflator, reversing the pattern in 1986. This is because the CPI em-
bodies import prices more directly than does the GNP implicit price
deflator, and import prices are expected to rise more rapidly than
domestic prices because of the continuing effects of depreciation of
the dollar.

TABLE 1-4.—Economic outlook for 1987

Item

Real gross national product.. .

Personal consumption expenditures
Nonresidential fixed investment
Residential investment
Federal purchases of goods and services
State and local purchases of goods and services

GNP implicit price deflator

Compensation per hour2

Output per hour2

Unemployment rate (percent)3.

Housing starts (millions of units, annual rate)

19861 1987
forecast

Percent change, fourth quarter to fourth quarter

2.2

4.0
54
9.8
1.8
4.6

2.2

2.6

1.1

3.2

2.3
2.5
1.5
25
2.7

3.6

4.8

1.9

Fourth quarter level

6.8

1.7

6.5

1.8

1 Preliminary.
2 Nonfarm business, all persons; fourth quarter 1986 estimated.
3 Unemployed as percent of labor force including resident Armed Forces.

Sources: Department of Commerce (Bureau of the Census and Bureau of Economic Analysis), Department of Labor (Bureau of
Labor Statistics), and Council of Economic Advisers.

The Administration's forecast embodies the following assessments
for the four main components of GNP: consumption, investment,
government spending, and net exports. First, growth of real con-
sumption spending is forecast to slow from the 4.0 percent annual
growth rate in 1986, but is still expected to make a substantial contri-
bution to real GNP growth in 1987. As discussed earlier, a rapid in-
crease and high level of real household net worth tend to raise con-
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sumption spending. However, the relatively low personal saving rate
in 1986 suggests that households may wish to hold growth of con-
sumption spending below that of disposable personal income in
order to restore personal saving rates to more normal levels. More-
over, the boost to real disposable personal income, and hence to real
consumption spending, from the sharp decline in oil prices in 1986, is
unlikely to be repeated in 1987.

Second, real investment is expected to strengthen because of gains
in nonresidential fixed investment and inventory investment, despite a
substantial slowdown in residential investment growth. Real nonresi-
dential fixed investment fell in 1986, partly because of the problems
of the oil and gas industry and perhaps also because of some short-
run adverse effects of the tax reform process. Lower interest rates,
rising corporate profits, stronger economic growth, and (as previous-
ly explained) a high ratio of the market value of financial claims for
ownership of business enterprises to the price of capital goods
should contribute to some strengthening of real nonresidential fixed
investment in 1987. Real residential investment, however, seems un-
likely to repeat the strong growth performance of 1986. In particular,
high vacancy rates and the effects of tax reform may inhibit growth
of multifamily housing construction. Concerning inventory invest-
ment, it is noteworthy that manufacturing inventories have generally
been falling for more than a year and a half and the inventory-sales
ratio is currently low for other sectors as well. With continued
growth of domestic sales and improvement in net exports, producers
should begin accumulating inventories at a faster pace.

Third, given their relatively strong budget positions, continued
modest growth of real spending by State and local governments
seems probable. In contrast, the program to reduce the Federal fiscal
deficit should lead to a modest reduction in real Federal purchases of
goods and services in 1987.

Fourth, after deducting 0.7 percent from economic growth in 1986,
real net exports are expected to contribute a similar amount to
growth in 1987. The falling dollar appears finally to be influencing
the prices of non-oil imports. The fixed-weighted price index for
non-oil imports rose 9.4 percent during 1986 and further increases
are expected in 1987. Higher relative prices for goods imported into
the United States and lower relative prices of U.S. exports in foreign
markets should improve U.S. net exports.

A special factor that should aid real GNP growth in 1987 is the end
of the decline of production and investment in the domestic oil and
gas industry. Following the oil price drop in early 1986, drilling op-
erations for gas and oil plummeted, pulling down nonresidential
fixed investment for most of the year. If oil prices remain near year-
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end levels, declining activity in the domestic oil and gas industry
should not continue to detract from real GNP growth in 1987. While
the direct effects of lower oil prices were largely completely absorbed
by the economy in 1986, secondary benefits may still be forthcoming.

ECONOMIC PROJECTIONS FOR 1988-92

The Administration's longer term economic projections represent
expected trends and should not be interpreted as year-to-year fore-
casts. They reflect the long-run economic policy goals of the Admin-
istration and long-run trends in the economy. Specifically, it is as-
sumed that the incentives for economic activity embodied in the re-
duced marginal tax rates contained in the Tax Reform Act of 1986
are preserved and that further gains are made in reducing govern-
ment spending and the burden of government regulation. Also, the
Federal Reserve is assumed to continue a policy that is both consist-
ent with gradual achievement of the long-term goal of price stability
and not so restrictive as to impair economic growth.

The Full Employment and Balanced Growth Act of 1978 requires
the Economic Report of The President, together with the Annual Report of
the Council of Economic Advisers, to include an Investment Policy Report
and review progress in achieving goals specified in the Act. The pro-
jections for 1987 through 1992 summarized in Table 1-5 constitute
the "...annual numerical goals for employment and unemployment,
production, real income, productivity and prices...", prescribed by
this Act. The projections go far in achieving the goals specified in the
Act for unemployment and inflation, while achieving many other aims
of the legislation such as balanced growth, reduced Federal spending,
adequate productivity growth, an improved trade balance, and in-
creased competitiveness of agriculture, business, and industry. Al-
though the goal of 4 percent unemployment, specified in the legisla-
tion, is not attained by 1992, this does not indicate a lack of commit-
ment to achieving full employment. On the contrary, the Administra-
tion is dedicated to bringing about full employment and stable prices
by creating an environment conducive to healthy and sustained eco-
nomic growth. There are no quick fixes to reach the legislation's
stated goals; government best serves these goals by allowing private
enterprise to flourish, thereby generating long-term growth and full
utilization of resources in a noninflationary environment.

Specifically, the Administration's economic projections detailed in
Table 1-5 show real GNP growth rising to 3.6 percent in 1989 and
declining slowly to 3.4 percent in 1992. Stronger real growth reflects
the long-term benefits of tax reform, as well as factors that will im-
prove growth in the current year and carry forward in later years.
Further improvements in real net exports are expected, especially in
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TABLE 1-5.—Administration economic assumptions, 1987-92

[Calendar years]

item

Real GNP

Real compensation per hour1

Output per hour1

Consumer price index2

Employment (millions)8

Unemployment rate (percent)4

1987 1988 1989 1990 1991 1992

Percent change, year to year

2.7

.8

.9

3.0

3.5

2.0

2.2

3.6

3.6

1.8

2.0

3.6

3.6

1.7

1.9

3.2

3.5

1.8

1.9

2.8

3.4

1.9

1.9

2.2

Annual level

113.5

6.7

115.8

6.3

118.0

6.0

120.2

5.8

122.0

5.6

123.9

5.5

1 Nonfarm business, all persons.
2 For urban wage earners and clerical workers.
3 Includes resident Armed Forces.
4 Unemployed as percent of labor force including Armed Forces.

Source: Council of Economic Advisers.

1988. Higher production will lift incomes and consumption, and
business investment should strengthen further in 1988 and beyond.
Production is projected to grow sufficiently rapidly to lower the un-
employment rate to 5.5 percent by 1992. Consistent with gradual
achievement of the long-term goal of price stability, the inflation rate
is projected to decline to 2.2 percent by 1991. Productivity growth is
projected to improve from recent levels because of the normal cycli-
cal effect of stronger output growth and because of expected im-
provements (discussed earlier) in the trend rate of growth of labor
productivity. Coincident with this improvement in productivity
growth, increases are expected in real compensation per hour.

These projections reflect the Administration's policies to promote
long-term, noninflationary growth by encouraging investment in
physical and human capital and improvements in productive technol-
ogy. The Administration believes that creating an economic environ-
ment that provides strong incentives for work and production is the
best policy for promoting investment and productivity growth. Re-
ducing disparities in the rate of taxation on different economic activi-
ties contributes to this result by encouraging resources to be allocat-
ed to activities where they can be used most productively. Chapter 2
describes how the Tax Reform Act of 1986 promotes these goals.
Also, as is discussed in Chapter 2, Federal spending restraint will free
resources to be invested more productively to support growing do-
mestic and foreign demands for U.S. products. Chapters 3 and 4 de-
scribe policies to improve the U.S. trade balance.
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UNDERLYING TRENDS IN ECONOMIC GROWTH

Long-run growth in the economy is governed by expansion in the
economy's capacity to produce. Growth in the working-age popula-
tion, in labor force participation rates, and in output per person all
play a role in this expansion. Table 1-6 outlines the contributions to
growth of these factors for historical periods beginning and ending at
cyclical peaks, for the current cycle so far, and for the projection
period. The table presents a simple progression of steps from popula-
tion growth to GNP growth.

TABLE 1-6.—Accounting for growth in real GNP, 1948-92

[Average annual percent change]

Item

GROWTH IN:

1) Civilian noninstitutional population aged 16 and over
2) PLUS- Civilian labor force participation rate

3) EQUALS- Civilian labor force . .
4) PLUS: Civilian employment rate

5) EQUALS: Civilian employment
6) PLUS: Nonfarm business employment as share of civilian employment

7) EQUALS- Nonfarm business employment
8) PLUS* Average weekly hours (nonfarm business)

9) EQUALS: Hours of all persons (nonfarm business)
10) PLUS- Output per hour (productivity, nonfarm business)

11) EQUALS: Nonfarm business output
12) LESS- Nonfarm business output as share of real GNP

13) EQUALS- Real GNP

1948 IV
to

1981 III

15
2

18

1.7
.1

1.7
-4

1.4
1.9

3.3
0

33

1973 IV
to

1981 III

18
.5

24
-.4

2.0
.1

2.1
6

1.5
.6

2.0
1

22

1981 III
to

1986 IV •»

12

1.7

1.8
.2

2.0
_ 1

1.9
1.1

3.0
5

24

1986 IV i
to

1992 IV

9
6

1.5

1.8
.2

2.0
1

1.9
1.9

3.8
3

35

1 Data for 1986 IV are preliminary.
Note.—Based on seasonally adjusted data. Detail may not add to totals due to rounding.
Sources: Department of Commerce (Bureau of the Census and Bureau of Economic Analysis), Department of Labor (Bureau of

Labor Statistics), and Council of Economic Advisers.

First, the sum of population growth and growth in the labor force
participation rate determines growth in the labor force. While
growth of the adult population has been slowing for some time as
the last of the baby-boom generation passes into working age, the
participation rate continues to climb. Continued growth in the partici-
pation rate of women and the incentives for increased work effort
provided by tax reform imply growth of the labor force well into the
1990s. A growing labor force coupled with further reductions in the
unemployment rate (represented by increases in the employment rate
in the table) determine employment growth for 1987-92 that is ex-
pected to match the 1981-86 experience.

In order to use published productivity figures, employment is ad-
justed to cover nonfarm business only, and then translated into
growth in total hours worked. The addition of growth in total hours
and output per hour (labor productivity) determines growth in non-
farm business output. Recently, productivity gains in sectors other
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than manufacturing have been disappointing. Expectations of future
gains, although above recent productivity growth, have been scaled
back somewhat from previous projections. Productivity is projected
to increase at approximately 1.9 percent, on average, over the 1987-
92 period, up 0.8 of a percentage point from rates experienced in the
current cycle to date. After adjustment for the stronger relative rate of
growth of the nonfarm business sector, the growth rate of real GNP is
given in the last line of Table 1-6. The calculations in the table indicate
that the projected improvement in productivity growth (output per
hour) from 1.1 to 1.9 percent per year is the key to stronger real GNP
growth and to the gains in real living standards that this growth will
generate.

CONCLUSION

Although 1986 was not an outstanding year in terms of real GNP
growth, the economic expansion proceeded on a broad front through
its fourth year, and important progress was made in expanding em-
ployment and reducing inflation and interest rates. The problems
that kept overall growth below expectations were largely sectoral: a
decline in world oil prices that depressed employment and invest-
ment in the domestic oil and gas industry; continued difficulties in
U.S. agriculture; and a further deterioration of the U.S. trade bal-
ance. Nowhere evident were the problems that usually portend the
end of expansions. Rather, the economic developments of 1986
affirm that the destructive sequence of progressively rising inflation
rates and interest rates, interrupted by severe recessions, has been
broken. The foundation for sustainable growth of production and
employment, accompanied by gradually declining inflation and un-
employment, has been strengthened.

For the future, real economic growth is projected to accelerate. In-
flation is projected to resume its gradual decline, after a modest
upturn because of erosion of the temporary effects of the recent oil
price decline. Continuation of stable macroeconomic policies is es-
sential to realizing these projections and to avoiding cycles of infla-
tion and disinflation that are associated with unnecessary swings in
relative prices, real interest rates, and real asset values, and ultimately
with many of the structural and sectoral problems that still beset the
U.S. economy. In particular, monetary policy faces a difficult task in a
period when the traditional guideposts for its conduct have become
less reliable. It must continue to tread cautiously between the risk of
inadequate money and credit creation that would jeopardize econom-
ic expansion in the short run, and the risk of excessive monetary
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growth that would reignite inflation and seriously damage economic
performance in the long run.

Ultimately, the long-run growth rate of the economy and the
growth of real living standards depend primarily on the produc-
tivity of individuals and businesses operating in the private sector. As
discussed here and in later chapters of this Report, government has an
important role to play in enhancing the efficiency and productivity of
the economic system. Its principal contribution is to maintain a stable
macroeconomic environment and to allow the natural incentives of
the flexible, private enterprise system to stimulate individuals and
businesses to increase the quantity and enhance the quality of pro-
ductive resources, to improve the efficiency of production processes,
and to deploy the Nation's resources to their highest valued uses.
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CHAPTER 2

Budget Control and Tax Reform

GOVERNMENT TAX AND EXPENDITURE POLICIES strongly
influence the economy's long-run performance. Government-provid-
ed goods and services improve economic performance if their value
exceeds their cost, as measured by the value of the private goods and
services they displace. The cost of government-provided goods and
services, in turn, depends on the efficiency of the tax system. An effi-
cient tax system entails low and unvarying marginal tax rates that
have minimal effects on private investment and consumption choices.

The Administration is committed to a policy of restructuring Fed-
eral fiscal activities to serve the national interest more effectively.
Tax reform, the Administration's number one domestic priority for
the past several years, has been accomplished. The Tax Reform Act
of 1986 significantly lowers tax rates and will decrease tax-induced
distortions in private economic decisions. Progress has also been
made in Federal spending restraint. The upward trend in Federal
Government expenditures as a share of gross national product (GNP),
which had persisted for most of two decades, was reversed in 1984. For
the first time since 1973, real Federal Government expenditure is
projected to fall in fiscal 1987. Further spending restraint, however,
will be necessary to achieve the future deficit targets set in the
Balanced Budget and Emergency Deficit Control Act of 1985 (popular-
ly known as Gramm-Rudman-Hollings), targets to which the Adminis-
tration is firmly committed.

This chapter surveys both the Administration's accomplishments
and its future agenda concerning the restructuring of Federal fiscal
activities. The chapter begins with a discussion of the Federal budget
deficit, the need for Federal spending restraint, and proposed
changes in the budgetary process. It argues that the objective of bal-
ancing the budget by 1991 can be achieved without a general tax in-
crease and without sacrificing programs essential to the national in-
terest. This task will require uncompromising efforts to eliminate all
unnecessary Federal spending, efforts that could be aided by appro-
priate reforms of the budgetary process. The chapter then turns to
an assessment of the economic effects of the Tax Reform Act of
1986. It finds that tax reform, while entailing minor transition costs,
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significantly improves the economy's long-run economic perform-
ance. Specifically, it is estimated that national net output of goods
and services increases approximately 2 percent because of the long-
run consequences of tax reform. In 1986, this would have amounted
to an increase of approximately $600 in the income of the average
American family.

SPENDING RESTRAINT AND DEFICIT REDUCTION

The current economic expansion marks the first occasion in the
postwar period when Federal deficits have exceeded 5 percent of
GNP, and when very large deficits have persisted into the
third and fourth years of an expansion. At comparable periods
during the expansions of the 1960s and 1970s, the Federal deficit as
a share of GNP was generally less than one-half the level of 1985 and
1986. The underlying cause of the growing Federal deficit is illustrat-
ed in Chart 2-1. The share of Federal spending in GNP has contin-
ued on an upward trend, while the secular trend in the share of Fed-
eral revenues has remained virtually flat.

Under the provisions of Gramm-Rudman-Hollings, significant defi-
cit reduction will occur in fiscal 1987. With moderately good eco-
nomic performance and absent large new spending initiatives, the
Office of Management and Budget projects that the Federal deficit
will decline by almost $50 billion between fiscal 1986 and fiscal 1987,
equivalent to more than a full percentage point of GNP. The Admin-
istration's proposed budget for 1988 provides for another important
step in the process of deficit reduction, to the target of $108 billion,
along a path to reach a balanced Federal budget by 1991. Five criti-
cal reasons explain why this process of deficit reduction must contin-
ue and why deficit reduction should be achieved primarily through
spending restraint.

REASONS FOR DEFICIT REDUCTION

First, persistent large Federal deficits, except during periods of
severe economic difficulty or extraordinary national need, constitute
an unfair burden on future generations. The principle that "there is
no free lunch" applies to lunches charged on Uncle Sam's credit
card. In the end, all Federal spending must be paid for by some form
of explicit or disguised taxation. Finance of current expenditures
through the issuance of Federal debt merely postpones the inevitable
day when the bill for current services (plus accumulated interest)
must ultimately be paid, either through higher taxes or through re-
duced public services. More specifically, interest payments on the
Federal debt must ultimately be financed by some combination of re-
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Chart 2-1

Federal Outlays and Receipts as Percent of GNP
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Sources: Department of Commerce, Office of Management and Budget,

and Council of Economic Advisers.

1987

during the growth of noninterest Federal outlays below the growth of
GNP or by higher future taxes relative to GNP. The longer large
deficits persist, the larger grows the outstanding stock of Federal
debt and hence the greater is the ultimate required adjustment in
future noninterest outlays or taxes. Thus, the choice is not whether
to reduce the budget deficit, but rather when and by what means.

Second, deficit reduction through spending restraint is essential to
preserve the long-term economic benefits of the low marginal tax
rates established in the Tax Reform Act of 1986. This chapter later
analyzes the gains to national income and national welfare from tax
reform. These long-run benefits will begin to emerge, however, only
if marginal tax rates are lowered as promised in 1988, and only if
individuals and businesses believe that these tax rates will not be in-
creased in the future.

Third, persistent large Federal deficits throughout an economic ex-
pansion could pose a difficult dilemma for macroeconomic policy in
the event of a significant economic downturn. In such a downturn,
Federal receipts automatically decline and transfer payments expand.

67

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



Either a sharply contractionary fiscal policy would need to be adopt-
ed during a recession to prevent a further increase in the Federal
deficit, or the share of the deficit in GNP would have to be allowed
to expand to levels not previously experienced in the United States
in peacetime. As is discussed in Chapter 1, there is no reason now to
expect a recurrence of the economic difficulties that contributed to
the steep recessions of 1974-75 and 1980-82. Nevertheless, it would
be imprudent to permit the persistence of large Federal deficits
throughout an economic expansion in light of the dilemma such defi-
cits could create in the future.

Fourth, reduction of the Federal deficit through spending restraint
is an essential component of the strategy to reduce international
payments imbalances. Substantial progress has already been made on
one component of this strategy—exchange-rate realignments that im-
prove the international competitive positions of many U.S. industries
and promise significant reductions in the U.S. trade deficit in 1987 and
beyond. As is discussed in Chapter 3, however, reduction of the U.S.
trade deficit and of the corresponding trade surpluses of other coun-
tries also requires that domestic demand in the United States grow
more slowly than U.S. GNP and conversely for foreign countries. Si-
multaneously, the United States must improve its national saving/in-
vestment balance (private saving less the sum of private investment
and the government deficit). Reduction of the Federal budget deficit
through spending restraint is a key U.S. contribution to achieving
these results in a manner consistent with sustainable, noninflationary
growth of the world economy. Furthermore, as discussed in Chapter
1, significant reductions in the trade deficit increase the likelihood
that resources that might otherwise be used to meet the demands
arising from Federal purchases will shift rapidly to meet the demands
of sectors producing exports and import substitutes.

Fifth, deficit reduction through spending restraint is required be-
cause Federal spending in many areas remains above levels necessary
to provide essential Federal services on an efficient and cost-effective
basis. Much has been accomplished during the past 6 years in cutting
back inessential, ineffective, and inefficient Federal programs. Larger
cutbacks can and should be made in a number of Federal programs
that serve special interests but whose benefits to the American
people do not justify the costs imposed on current or future taxpay-
ers. Equally important, new spending initiatives should be limited to
critical areas of national need in the realm of Federal responsibility.

Deficit reduction is ultimately an issue of priorities. The long-run
benefits of stronger economic growth from the relatively low margin-
al tax rates provided in the Tax Reform Act of 1986 can be pre-
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served only if the share of Federal spending in GNP is gradually re-
duced. Alternatively, Federal spending can be maintained and ex-
panded on programs that serve a variety of special interests, at the
expense of current and future consumption by American families and
investment by American businesses. In making the politically difficult
choices required for deficit reduction, however, damage to Federal
programs that promote peace, maintain national security, or provide
essential support to the poor and elderly is neither necessary nor de-
sirable.

GROWTH OF THE FEDERAL BUDGET DEFICIT

The tax rate reductions mandated by the Economic Recovery Tax
Act of 1981 (ERTA) reduced the share of Federal receipts in GNP to
the average of the 1960s and 1970s. In 1986, this share stood at 18.5
percent, virtually the same as in 1978 (also the fourth year of an eco-
nomic expansion). Between 1978 and 1981, the share of Federal tax
collections rose to a postwar high of 20.1 percent, primarily as the
result of bracket creep. A significant contribution of ERTA was the
indexation of tax brackets, standard deductions, and personal exemp-
tions, effective in 1985, which ensured that future inflation could not
once again push up the share of Federal revenues without an explicit
and visible decision to raise tax rates.

On the spending side of the Federal budget, total spending growth
has not been adequately restrained, but the distribution of Federal
spending has changed in important respects. Between 1978 and
1986, Federal spending rose from 21.1 to 23.8 percent of GNP. The
key changes in the distribution of Federal spending that occurred be-
tween 1978 and 1986 are illustrated in Chart 2-2 and may be sum-
marized as follows:

• The share of defense spending increased from 4.8 percent of
GNP to 6.6 percent, ending the long period of erosion of nation-
al defense capabilities.

• The share of social security benefits increased by 0.5 percent of
GNP, maintaining a critical commitment to older and disabled
Americans and their families.

• The share of medicare expenditures increased by 0.7 percent of
GNP, reflecting both increased health care benefits and the par-
tial success of efforts to limit the increasing cost of providing
such benefits.

• The share of net interest payments increased by 1.7 percent of
GNP, reflecting higher interest rates and the growing stock of
Federal debt.

• The share of general nondefense programs (except social securi-
ty, medicare, and net interest) declined by 1.8 percent of GNP.
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Chart 2-2
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• Within the broad category of general domestic programs, funds
were reallocated away from inefficient, ineffective, low-priority
programs and toward programs serving important national
needs. For example, funding for community and regional devel-
opment was reduced substantially and general revenue sharing
was eliminated, while outlays for health research and Federal law
enforcement activities increased significantly.

Despite the substantial progress already achieved in reorienting
budget priorities, important work remains to be done. Elimination or
curtailment of inessential, inefficient, and ineffective Federal pro-
grams is required to contribute to reduction of the share of Federal
spending in GNP and to allow room for expansion of programs that
serve critical national needs.

PROSPECTS FOR DEFICIT REDUCTION

The Administration is committed to achieving the targets for defi-
cit reduction prescribed by Gramm-Rudman-Hollings (GRH). The
first important step in this process will be taken during the current
fiscal year, with a reduction of the Federal deficit to almost $50 bil-
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lion below its fiscal 1986 level. Meeting the GRH deficit targets for
1988 and later fiscal years will not be an easy task, even with the con-
tinuation of reasonably strong economic growth and with further
moderation of inflation and interest rates. However, as the following
analysis suggests, the task is achievable provided the economic cli-
mate remains favorable.

In fiscal 1986, Federal spending amounted to 23.8 percent of GNP,
while Federal receipts absorbed 18.5 percent of GNP, leaving a defi-
cit of 5.3 percent of GNP. Under the Administration's economic pro-
jections, continued economic growth and previously legislated in-
creases in social security payroll taxes will increase the share of Fed-
eral receipts to 19.4 percent of GNP by 1991. These projections
imply that spending restraint must reduce the share of Federal
spending in GNP by 4.4 percent by 1991 to achieve a balanced
budget without general tax rate increases.

The President is firmly committed to no reductions in social securi-
ty retirement benefits. Fulfilling this commitment means that the
share of social security expenditures will remain virtually unchanged
at 4.5 percent of GNP. Reductions in the share of total Federal
spending in GNP must come from other sources.

Net interest payments amounted to 3.3 percent of GNP in fiscal
1986. If the economy grows and interest rates decline as projected,
and if growth in the outstanding stock of Federal debt is slowed by
deficit reduction in accord with GRH targets, then net interest ex-
pense will decline by at least 1 percentage point of GNP by 1991.
This process is the reverse of that through which a rapidly growing
stock of Federal debt (fed by large Federal deficits) and rising inter-
est rates contributed to the growth of net interest expense as a share
of GNP. To reverse this process, however, it is absolutely essential to
place the ratio of Federal debt to GNP on a descending path, mainly
through progress in spending reduction in categories other than net
interest expense. The sooner this task is accomplished, the easier will
be the subsequent task of deficit reduction.

The projected reduction of 1 percent in the share of net interest
expense and the relative constancy in the share of social security ben-
efits imply that to reach a balanced Federal budget, the combined
share of all other categories of Federal expenditure must decline
from 15.7 percent of GNP in 1986 to roughly 12.5 percent in 1991.
Total Federal spending in this broad composite amounted to $655
billion in fiscal 1986. If real spending in this composite remained
constant at the 1986 level, projected economic growth between 1986
and 1991 would reduce its share in GNP from 15.7 to 13.3 percent.
Thus, an absolute reduction of real spending in this composite of
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about $39 billion of 1986 dollars is required to achieve a balanced
budget.

Cutting $39 billion or 6.0 percent from composite spending of
$655 billion should not be an insurmountable task. The difficulty of
this task is heightened, however, by the need to accommodate real
spending increases in areas of critical national need and primary Fed-
eral responsibility. In particular, in the 1988 budget, the President
has identified the following major areas as requiring increased ex-
penditures: national defense, foreign affairs (including foreign aid
and embassy protection), scientific and health research (including ac-
quired immune deficiency syndrome research), drug abuse control
and treatment, space exploration, and implementation of the new im-
migration law. Increasing expenditures in these critical areas will re-
quire deeper cuts in less essential Federal programs if the deficit re-
duction targets are to be met.

PROPOSALS FOR SPENDING REDUCTIONS

The Administration's proposals for program reductions and termi-
nations are described in detail in the President's 1988 budget. A
brief review of some of these proposals helps to place the economic
issues associated with deficit reduction into proper perspective.

Spending on farm support programs has been the most rapidly
growing major category of Federal spending, increasing from $4 bil-
lion in 1981 to $25.8 billion in 1986. The desire to assist farm fami-
lies during a period of severe economic difficulty accounts for much
of this increased spending. However, total farm support spending has
now reached a level that would finance a direct payment of more
than $16,000 annually to each of 1.6 million farm families, or an
annual payment of more than $42,000 for each of the 619,000 com-
mercial-sized farms in the United States. By comparison, median
income for all U.S. families is less than $30,000. Moreover, most
farmers receive little or no financial assistance from Federal farm
price-support programs. Of the 34 percent of American farmers who
did receive direct assistance in 1985, one-fifth received almost 70
percent of the payments. In the cotton program in 1986, 12 percent
of the participants received more than one-half of the total payments,
with some receiving millions of dollars. The 50 largest rice producers
will each receive more than $1 million in 1986 payments.

As is discussed in Chapter 5, Federal farm support programs are
not only expensive to the taxpayer and ineffective in channeling sup-
port to the most needy, but they also generate huge economic waste.
Because current Federal programs link financial support to farm
output, they encourage production of crops for which there is no ef-
fective market. Appropriate reform of farm support programs can

72

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



reduce economic waste and lower Federal expenditures while main-
taining income support for distressed farm families.

The Federal Government continues to subsidize activities for which
the original rationale has disappeared or where no persuasive case
for Federal involvement can be made in the first place. For example,
mass transit systems can provide important benefits in the local areas
where they operate, but generally no good rationale exists for Feder-
al subsidies that distort local choices concerning the construction and
operation of such systems. The Administration proposes elimination
of discretionary grants for new mass transit systems.

Another example is the Rural Electrification Administration (REA),
which has gone well beyond its original purpose of encouraging ex-
tension of electrical supply in rural areas. Since 1935, when the
Agency was founded, farms receiving electric service through REA
have increased from 12 percent of all farms to 99 percent. Rural tele-
phone service (added as an REA responsibility in 1949) now extends
to 95 percent of all farms. REA's original goals have been achieved,
but it lives on, offering subsidized loans to electric cooperatives serv-
ing prosperous urban and suburban areas such as Atlanta, Georgia;
Denver, Colorado; Manassas, Virginia; and Minneapolis, Minnesota.
Loans have also been provided for electrification in exclusive resorts
such as Aspen, Steamboat Springs, and Vail in Colorado, and Hilton
Head Island, Kiawah Island, and Myrtle Beach in South Carolina.
The Administration proposes to curtail these practices by imposing
appropriate limits on REA lending and loan guarantees.

OTHER REVENUE MEASURES

The Administration's proposals for deficit reduction also involve
increasing Federal revenues by levying equitable user fees for Federal
services provided to identifiable beneficiaries, by selling some feder-
ally owned assets, and by instituting other relatively minor programs
to generate revenues. Both user fees and asset sales serve the dual
purpose of raising revenue for the Federal Government and encour-
aging economic efficiency. Efficiency in the use of services provided
by the Federal Government that are similar to services provided by
private business is encouraged when the user of the service, rather
than the general taxpayer, pays the cost of providing the service.
Economic efficiency is also often advanced when business-like oper-
ations are shifted from the Federal Government to the private sector,
where the profit motive and force of competition promote efficiency.

Major Administration proposals concern increased user fees for
guaranteed student loans and for home loans guaranteed by the Vet-
erans Administration (VA) and the Federal Housing Administration
(FHA), and for mortgage-backed securities guaranteed by the Gov-
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ernment National Mortgage Association (GNMA). Costs associated
with defaults on guaranteed student loans have run well ahead of
revenues from current fees—a situation that should be corrected.
The same is true for VA home loans. For FHA and GNMA, evidence
suggests that their association with the government provides an im-
plicit subsidy that allows them to charge less for their services than a
private business would have to charge for the same service.

In addition to continuing sales from the Federal Government's
loan portfolio, major proposals for asset sales include the sale of
Amtrak and the phaseout of subsidies to Amtrak, sale of the Naval
Petroleum Reserve, and sale of the Alaska Power Administration.
Transfer of these programs to the private sector would lead to more
efficient operation, as well as generating revenue.

Asset sales are a one-time source of revenue. Indeed, sales of loans
from the Federal portfolio and sales of government enterprises that
earn a profit increase current revenue at the expense of future reve-
nue. Such asset sales effectively transfer part of the task of deficit re-
duction from the present to the future. If adequate progress is being
made in attacking the core of the deficit problem, however, partial
transfer of this problem into the future through asset sales may be
desirable.

Once the budget is balanced on a cash basis, the nominal stock of
Federal debt will not grow and the ratio of Federal debt to GNP will
decline. As the ratio of Federal debt to GNP declines (assuming con-
stant interest rates), the share of net interest expense in GNP will de-
cline at a moderate pace. This development will allow room for other
categories of Federal spending to rise, absolutely and as a share of
GNP, without any increase in tax rates. Lost revenues from prior
asset sales can be made up under these circumstances without abso-
lute cuts in spending programs or tax rate increases. This strategy
works, however, only if asset sales play a limited role in the total
strategy of deficit reduction, as they do in the President's 1988
budget, and if the other elements of that strategy are pursued con-
sistently and effectively.

BUDGET CONCEPTS AND FISCAL AUTHORITY

Gramm-Rudman-Hollings significantly alters the congressional
budget process. It imposes targets for the Federal budget deficit in
each of fiscal years 1986-91 as well as a timetable and procedures for
meeting these targets. A number of other proposals have recently
been made to reform the process by which budget decisions are de-
liberated and implemented as well as to change the coverage and
content of the budget itself. Proposals to modify the coverage and
content of the Federal budget are motivated by the concern that the
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current budget does not adequately reflect the economic costs of
Federal credit programs or capital investments made by the govern-
ment. The line-item veto and a balanced budget amendment to the
Constitution are proposed reforms of the budget process that are
motivated by the fact that, absent the temporary Gramm-Rudman-
Hollings procedures that expire in 1991, congressional decisions to
increase outlays are not directly related to decisions affecting expect-
ed tax receipts.

Federal Credit Programs

The accounting for Federal credit programs is a major weakness in
the present budget. Currently, the budget costs of direct loan pro-
grams are measured by the net outlays of those programs, that is,
total disbursements and interest paid minus repayments and interest
received. Congressional appropriations for direct loan programs are
generally only necessary when new disbursements exceed repay-
ments. Loan guarantees do not result in recorded outlays except in
case of default. A loan guarantee represents a contingent liability of
the government that induces lenders to invest in particular loans,
thus allocating capital for federally determined purposes. Thus, a
loan guarantee may provide as large a subsidy as a direct loan obliga-
tion.

The budget neither measures nor controls the most salient aspect
of Federal credit—the size of the subsidy offered the borrower. With-
out some means of measuring and controlling this subsidy, neither
the executive branch nor Congress can make informed decisions
about Federal credit programs, either by comparing one with the
other or by comparing them with noncredit expenditure programs.

Some inadequacies of the budget treatment of Federal credit pro-
grams were rectified by introduction of the Federal credit budget
in 1980. The Federal credit budget measures direct loan obligations
and guaranteed loan commitments. Although it is a step forward, the
credit budget does not restrain the total volume of Federal credit ef-
fectively. Only about 55 percent of the credit budget totals for 1985
were capped by appropriation act limitations. Moreover, the credit
budget does not measure the subsidy costs, nor does it directly re-
strict the level of subsidy that a program offers the borrower.

The Administration proposes to change the budget treatment of
direct loans and loan guarantees. Legislation for this purpose will be
sent to the Congress in the spring of this year. The Administration's
proposal would divide the face value of a new direct loan into two
parts: the market value of the loan and the present value of Federal
subsidies. A Federal Credit Revolving Fund would be established
under the direction of the Treasury. Before an agency could make
direct loans, Congress would have to appropriate funds to that
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agency for the provision of direct loan subsidies. As loans were
made, the agency would provide the Fund with the information re-
quired to estimate the present value of the direct loan subsidies. The
central revolving account would be charged for the market value, or
nonsubsidized component, of direct loans. The agency would then be
charged for the subsidy component of direct loans.

In the case of loan guarantees, Congress would first make appro-
priations to the agency. As the agency granted loan guarantees, it
would provide the Fund with the information necessary to estimate
the present value of the guarantee subsidies. The agency would be
charged for the value of the subsidy and would also transmit to the
Fund any fees paid by the borrowers. The Fund would then assume
the contingent liability for the guarantees.

To establish an objective measure of direct loan subsidies, newly
made direct loans would be sold to the public without recourse. Simi-
larly, new loan guarantees would be reinsured with private insurers.

Adoption of the Administration's proposal would ensure that the
budget reflected the true economic costs of Federal credit programs.
It would provide the President and Congress with the information
necessary to make informed decisions about the allocation of budget
resources to these programs.

A Capital Budget

The Federal budget is a comprehensive statement of expected cash
outlays and cash receipts. The budget includes both operating and
investment outlays, but does not report separate operating and cap-
ital budget subtotals. However, details of Federal investment outlays
are presented in a special analysis that is published with the budget.
The comprehensive outlay and receipt totals are indispensable for
evaluating the effect of Federal policies on the level and composition
of aggregate economic activity. The unified budget deficit, which is the
difference between total Federal outlays and receipts, figures promi-
nently in macroeconomic analysis precisely because it measures the
government's demand for private domestic and foreign saving as well
as the change in the outstanding stock of government debt.

For many years, proposals have been made to separate the unified
Federal budget into an operating budget and a capital budget. Al-
though the proposals differ in important respects, all share the essen-
tial feature that Federal receipts and outlays would be disaggregated
into their operating and capital components. In general, investment
outlays would not be charged against operating receipts in the calcu-
lation of the operating deficit, and only the subsidy component of
direct loans and loan guarantees would be considered an operating
outlay. Investment expenditures and the market value of direct loans
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would constitute the outlays used in calculating the capital budget
deficit.

Several arguments have been made in favor of a capital budget.
First, it would provide the information and incentives necessary to
promote economically efficient government capital planning. Second,
borrowing to finance capital outlays would spread the cost of govern-
ment investments more equitably among current and future benefici-
aries and thus link the payment for a government investment with its
use. For this reason, it has been argued that operating and capital
budget subtotals should be calculated separately so as to distinguish
between Federal borrowing that finances current operations from
borrowing that finances capital investments yielding future benefits.

Opponents argue that the capital budget would not promote eco-
nomically efficient capital planning. Because capital outlays would
not be deducted from receipts in the calculation of the operating def-
icit, the constraint on capital outlays might be relaxed to such an
extent that budget decisions would be biased in favor of capital
spending. Furthermore, technical disagreement over the definition of
capital outlays would likely occur, such as whether expenditures for
research and development or education should be included in the
capital budget and thus not be charged against receipts in calculating
the operating budget deficit. More generally, opponents argue that a
unified budget is needed to hold public officials accountable for ap-
propriations of tax receipts. Separate capital and operating budgets
would, according to this view, invite manipulation to hide and
expand Federal spending.

It is important that the long-term benefits of government capital
investments be adequately assessed against the current budget cost
of the resulting capital outlays. However, it is at least equally critical
that budget deliberations take into account the effect of proposed
policies on total outlays, receipts, and the unified budget deficit.

The Line-Item Veto

The line-item veto would authorize the President to veto individual
line items in appropriation bills, subject to the current provisions for
overriding a veto of any bill. Governors in 43 States now have such
authority. Congress has approved such authority for the Governors
of the Commonwealth of Puerto Rico and the Trust Territories and
for the Mayor of the District of Columbia—but not for the President.

For more than a century, Congress has rejected Presidential re-
quests for this authority in order to maintain the opportunity to pack-
age spending proposals that the President would otherwise veto in
broader appropriations that the President would approve. Appropria-
tions are presented to the President in only 13 general appropriation
bills. Indeed, last year Congress did not pass a single one of the 13
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appropriation bills, but instead passed one 389-page omnibus spend-
ing bill. Because Congress had not completed action on the annual
appropriation bills, the President was compelled by law to shut down
the Federal Government. Such abrogation of a responsible budget
process by Congress not only discourages careful, prudent legisla-
tion—it encourages excessive spending and waste.

Effective use of the line-item veto would change the composition
and level of Federal expenditure. A Member of Congress is elected
by voters in a specific congressional district or State, while the Presi-
dent is elected by the voters of the Nation. As a consequence, a
Member of Congress has stronger preferences for programs and
projects that benefit his or her regional constituency, especially be-
cause only a fraction of the cost of such programs and projects are
borne by his or her constituency. The expected result of granting ap-
proval for a line-item veto would be a decrease in expenditures on
programs and projects whose regional benefits do not exceed the
cost to the Nation's taxpayers. This result should be a sufficient basis
for early approval of Presidential authority for a line-item veto.

Balanced Budget Amendment

The President has endorsed the concept of a balanced budget/tax
limitation amendment to the Constitution. The objective is to change
the rules by which decisions are made to borrow or to increase the
size of Federal outlays and receipts relative to national income. Al-
though several amendments have been proposed, two that have been
considered in the Senate share the following provisions:

• A requirement that total outlays be no greater than total re-
ceipts, unless three-fifths of the whole number of both Houses of
Congress decide otherwise in a vote devoted solely to that sub-
ject;

• A prohibition on increases in the public debt, absent approval by
three-fifths of the whole number of both Houses of Congress;

• A requirement that all or some revenue-increasing bills be en-
acted by a majority of the whole number of both Houses of Con-
gress by roll call vote; and

• The authority for Congress to waive these requirements in the
event of war.

Approval of this proposed amendment would be a recognition that
each generation may need to bind itself to responsible fiscal deci-
sions in the interests of the current and future American community.

The line-item veto and a balanced budget amendment cannot sub-
stitute for the hard choices necessary to restrain the growth of Feder-
al expenditure and to reduce the Federal deficit. Early approval of
these proposals, however, could force a resolution of the choices nec-
essary to resolve major near-term fiscal issues.
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TAX REFORM

This section assesses the economic effects of the Tax Reform Act
of 1986. The purpose of this assessment is twofold: to forecast the
effects that tax reform will have on future macroeconomic activity
and, by demonstrating the substantial benefits of tax reform, to
guard against possible future changes in the tax code that would
undo the important progress that has been made.

OVERVIEW

The Tax Reform Act of 1986 fundamentally alters the structure of
the Federal income tax. It broadens the personal and corporate
income tax bases and substantially lowers tax rates. These changes
will significantly alter private incentives and, accordingly, will influ-
ence the economy's performance through three principal channels:

• Lower marginal tax rates on personal income, in conjunction
with a broader tax base, will increase labor effort and reduce the
exploitation of tax loopholes.

• More uniform tax rates on income from alternative capital in-
vestments will induce a more efficient allocation of investment
funds.

• A somewhat higher overall marginal tax rate on capital income
will modestly reduce the economy's long-run capital intensity.

The analysis in this section indicates that tax reform will significantly
improve the economy's long-run performance. This improvement will
come from several sources, most of which have not been explicitly
quantified. Estimates that have been made, however, suggest that the
Nation's output of goods and services will permanently increase by
approximately 2 percent because of the long-run consequences of tax
reform.

This section begins with a discussion of the conditions leading to
tax reform and a brief explanation of the importance of marginal tax
rates for economic efficiency. The chapter then turns to an assess-
ment of the Tax Reform Act of 1986 (TRA). This assessment begins
with a description of the major provisions of TRA and an analysis of
their microeconomic implications. Finally, the chapter explores the
implications of TRA for long-run economic growth and short-run
macroeconomic activity.

THE CONDITIONS LEADING TO TAX REFORM

Despite legislated "tax reductions" during the 1960s and 1970s,
marginal tax rates rose substantially as inflation pushed taxpayers
into higher tax brackets. As is shown in Table 2-1, a family of four
with median earnings in 1965 paid 17 cents in tax on the last dollar
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of income earned. Such a family, therefore, had a marginal tax rate
of 17 percent. The marginal tax rate for a similar family in 1980, in
contrast, had risen to 24 percent due to bracket creep. The growth in
marginal tax rates was more dramatic at higher incomes: a family
with twice the median income in 1980 had a marginal tax rate almost
double that of a similar family in 1965.

TABLE 2-1.—Marginal personal income tax rates for four-person families, selected years,
1965-881

[Percent]

Year

1965

1970

1975

1980

1986

1988 (TRA) ...

One-half
median income

14

15

17

18

14

15

Family income

Median income

17

20

22

24

22

15

Twice median
income

22

26

32

43

38

28

1 Excludes social security taxes and State and local income taxes.

Source: Department of the Treasury, Office of Tax Analysis.

For income from capital gains, inflation not only increases the stat-
utory rate of tax because of bracket creep, but it also causes the ef-
fective tax rate to exceed the statutory tax rate. This phenomenon
was particularly important in the 1970s, when inflation rates were
high. In 1979, for example, a 1-year investment yielding a 10 percent
nominal capital gain yielded, after 9 percent inflation, a 1 percent
real capital gain. Federal taxes, however, are levied on nominal cap-
ital gains. A taxpayer in the 70 percent tax bracket who received a 10
percent nominal capital gain, therefore, earned a 7.2 percent nominal
after-tax return (taking the 60 percent capital gains exclusion into ac-
count). After 9 percent inflation, this translates to a minus 1.8 per-
cent real after-tax return. Hence, for this hypothetical investor, infla-
tion increased the effective tax rate on the 1 percent real pretax cap-
ital gain from 28 percent to 280 percent. This phenomenon is entire-
ly independent of bracket creep and, for the taxation of capital gains,
is quantitatively much more important.

Inflation also distorts the taxation of corporate bond interest. The
nominal rate of return on bonds includes an inflation premium that
is not distinguished, for tax purposes, from the real return. Corpora-
tions can deduct nominal bond interest paid from their taxable
income and individual bondholders must include nominal bond inter-
est received in their taxable income. Inflation, therefore, decreases
(increases) the effective rate of tax on debt-financed corporate invest-
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ment if the corporate tax rate exceeds (is less than) the marginal tax
rate of the marginal bondholder. Because of the offsetting effects of
the corporate and personal tax systems, inflation affects the taxation
of real corporate bond interest much less than it does the taxation of
real capital gains.

The high inflation rates of the 1970s distorted the taxation of cap-
ital income in still another way. Deductions for the depreciation of a
capital asset, which are properly subtracted from gross capital income
to determine taxable income, are set in accordance with the purchase
price of the asset. Inflation therefore reduces the real value of depre-
ciation deductions. This phenomenon, in addition to the taxation of
inflationary capital gains, caused the effective rate of tax on equity-
financed investments to rise substantially during the 1970s.

It became increasingly apparent in the late 1970s that these infla-
tion-induced increases in effective tax rates were stifling private in-
centives to work and to save and were impeding economic growth.
To restore private production incentives, therefore, the Administra-
tion proposed, and Congress passed, the Economic Recovery Tax
Act of 1981. ERTA called for a phased reduction in personal tax
rates that, when completed in 1984, substantially reduced personal
marginal tax rates (see the 1986 tax rates in Table 2-1). The top
marginal tax rate was reduced from 70 to 50 percent. ERTA also ex-
tended eligibility for individual retirement accounts (IRAs) to individ-
uals with other pension plans. Beginning in 1985, the rate schedule,
the zero bracket amount, and the personal exemption were indexed
to the price level. ERTA also included substantial investment incen-
tives. Although these incentives were scaled back somewhat by
TEFRA, the Tax Equity and Fiscal Responsibility Act of 1982, ERTA
and TEFRA together significantly lowered the effective tax rate on
income from most capital investments.

ERTA-TEFRA substantially reduced marginal tax rates but left two
particularly undesirable features of the income tax. First, ERTA-
TEFRA's investment incentives increased the opportunities for tax
avoidance. Second, ERTA-TEFRA did not help to equalize marginal
tax rates on alternative capital investments. In particular, investments
in corporate equipment retained their tax advantages over invest-
ments in corporate structures. Uneven tax rates on income from al-
ternative capital investments result in a misallocation of capital and a
lower value of output than would otherwise be obtainable.

To correct these problems and others, and to reduce marginal tax
rates further, the President submitted to Congress detailed proposals
for income tax reform in May 1985. These proposals became the
basis for congressional deliberations that culminated in TRA. This
law differs somewhat from the President's proposals but retains their
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overall thrust. TRA lowers marginal tax rates, broadens the personal
and corporate tax bases, and helps to equalize marginal tax rates on
alternative income-producing activities.

MARGINAL TAX RATES AND ECONOMIC EFFICIENCY

Marginal tax rates—the rates paid on the last dollar earned from
income-producing activities—influence the incentives to engage in
productive activities and, hence, are extremely important elements of
the tax system. The marginal tax on labor income, for example,
drives a tax wedge between the value of output that an additional
unit of labor produces and the after-tax wage received by workers,
thereby discouraging additional labor effort. A reform of the tax
system that lowers the marginal tax rate on labor income, while rais-
ing the same total revenue, therefore increases labor effort and eco-
nomic well-being. Economic well-being is increased because the value
of total output is increased by more than the total value of leisure is
decreased. Likewise, the marginal tax on investment income drives a
tax wedge between the pretax return to investment and the after-tax
return to saving. Additional saving that would be induced by a lower
marginal tax rate on capital income increases the total value of
output by more than it increases the inconvenience cost of postpon-
ing consumption.

A uniform tax on investment income distorts the overall savings
decision. A nonuniform tax on capital income introduces an addition-
al distortion in the allocation of saving and investment. Because in-
vestment funds tend to be directed toward assets with the highest ex-
pected after-tax returns and because the return to a particular asset
type declines with its quantity, alternative investments tend, in equi-
librium, to yield equal after-tax returns. Hence, the pretax return on
a particular investment tends to be higher, the higher is the effective
marginal tax rate. Unequal marginal tax rates on alternative capital
investments, therefore, result in an output loss. That is, the value of
output would be increased if investment funds were shifted away
from investments with low marginal tax rates and low pretax returns,
and toward investments with high marginal tax rates and high pretax
returns. The greater are the differentials among marginal tax rates
on alternative capital investments, the greater is the resulting output
loss.

High marginal tax rates on labor income also encourage excessive
consumption of untaxed employee fringe benefits. A worker with a
30-percent marginal tax rate, for example, gives up 70 cents in take-
home pay for each dollar of (untaxed) fringe benefits he or she re-
ceives. The worker, or the worker's union, therefore rationally seeks
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an amount of fringe benefits that have a value, at the margin, equal
to only 70 percent of their true cost.

More generally, high marginal tax rates increase incentives to
engage in tax avoidance and evasion. Tax avoidance occurs when tax-
payers make legitimate investment or consumption choices that are
influenced by the desire to reduce tax liabilities. As was demonstrat-
ed for the case of untaxed employee fringe benefits, tax avoidance
leads to an inefficient allocation of resources and is apt to increase
with the marginal tax rate on ordinary income. Tax evasion, con-
versely, is the failure to comply with the tax laws. The incentive to
hide income from the tax authorities, so as to evade taxes, increases
with the marginal tax rate. Tax evasion, like tax avoidance, ordinarily
results in wasteful expenditures of time, energy, and tangible re-
sources.

A MICROECONOMIC ANALYSIS OF THE TAX REFORM ACT

The Personal Income Tax

TRA significantly lowers tax rates on personal income. When the
law is fully effective in 1988, two tax brackets, set at 15 and 28 per-
cent, will replace the 14 that ranged from 11 to 50 percent. The 15-
percent bracket and the personal exemption are phased out for high-
income returns, which results in an implicit 33-percent tax rate for a
broad income range. As is shown in Table 2-1, TRA reduces margin-
al tax rates to levels that are similar to those that prevailed in 1965.

These rate reductions are made possible, in part, by TRA's base-
broadening measures. TRA broadens the personal tax base, or tax-
able personal income, to include the following: all long-term capital
gains, State and local sales taxes, IRA contributions for high-income
individuals with employer-provided pension plans, nonmortgage con-
sumer interest payments, miscellaneous itemized deductions less than
2 percent of adjusted gross income, net losses from passive invest-
ments, and net losses from active real estate investments for high-
income taxpayers. These base-broadening measures are partially
offset by substantial increases in the standard deduction and personal
exemption. By 1988, the personal exemption is nearly doubled and
the standard deduction is increased 36 percent for joint returns and
21 percent for single returns.

An important feature of TRA is its strong limitations on tax-shel-
tered activities, which have grown greatly over the past several years.
Two factors are largely responsible for the recent growth in tax shel-
ters; first, the high inflation rates of the late 1970s and early 1980s
increased the real value of nominal interest deductions on leveraged
investments, and second, ERTA-TEFRA substantially accelerated de-
preciation deductions. These factors increased the opportunities for
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claiming early losses in exchange for later capital gains that have the
advantages of tax deferral and a lower tax rate.

TRA limits tax shelters directly and indirectly. The elimination of
the capital gains preference, the deceleration of tax depreciation de-
ductions, more stringent limitations on investment interest deduc-
tions, and the lowering of marginal tax rates all serve indirectly to
make tax shelters less attractive. Moreover, any remaining tax avoid-
ance opportunities are subjected to TRA's provisions concerning pas-
sive business losses and real estate losses. In particular, net losses
from passive business investments and real estate investments for
high-income taxpayers cannot be deducted from ordinary income;
they must be carried forward and deducted from net income from
like activities in later years.

These tax-shelter limitations not only make the personal income
tax more equitable, but they should also result in more economically
efficient investment decisions. Investments that previously provided
opportunities for tax avoidance are put on a more equal footing with
other investments. Investment funds, therefore, should have a great-
er tendency to flow to their most highly valued uses.

The elimination of the nonmortgage consumer interest deduction
should also improve the current allocation of investment funds. Con-
sumer durables yield a flow of services that, unlike alternative invest-
ments yielding monetary income, is untaxed. By disallowing non-
mortgage consumer interest deductions, TRA partially eliminates the
tax preference that is currently afforded to consumer durables. TRA,
therefore, puts consumer durables on a more equal footing with al-
ternative investments and should lead to more efficient investment
decisions.

Allowing State and local taxes to be deducted from the Federal
income tax base is both inefficient and inequitable. It is inefficient
because it reduces the perceived cost of State and local government
services and, except possibly in cases where State spending generates
appreciable spillover benefits, encourages excessive State and local
spending. It is inequitable because it causes residents of low-tax lo-
calities, who enjoy relatively small amounts of State and local govern-
ment services, to pay a disproportionate share of Federal taxes. TRA
ameliorates these problems in two ways: it disallows the State and
local sales tax deduction, and, by lowering the marginal Federal tax
rate, it lowers the value of other State and local tax deductions.

TRA disallows IRA deductions for high-income individuals with
employer-provided pension plans. However, TRA still allows most
working individuals to deposit $2,000 (nondeductible) each year in
IRAs and defer tax on accrued interest until the funds are withdrawn
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at retirement. This tax advantage is substantial, accounting for a
large portion of the tax savings afforded by deductible IRAs.

Although TRA significantly limits itemized deductions, it substan-
tially raises the standard deduction. As a result, TRA is estimated to
reduce the number of itemized personal Federal income tax returns
in 1988 by 11.5 million, thereby yielding an approximate $1.3 billion
reduction in compliance costs.

Equity. TRA will cut total personal income taxes by about 6.6 percent
in 1988. Table 2-2 gives the percentage tax cut for eight income
classes. The estimates are based on an expanded definition of income
that equals adjusted gross income plus such items as excluded capital
gains, passive business losses, and tax-exempt bond interest.

TABLE 2-2.—Effects of the Tax Reform Act of 1986 on Federal tax liabilities and average Federal
tax rates, by income class, 1988

Income class (1986 dollars)1

0 to 10 000

10,000 to 15,000

15 000 to 20 000

20 000 to 30 000

30 000 to 50 000

50,000 to 100,000

100,000 to 200,000

200 000 and over

ALL INCOME CLASSES

Percent change
in income

tax liability

-56.2

-27.8

-14.8

-8.5

-7.1

-.9

-1.0

-.9

-6.6

Average tax rate (percent)

Prereform

2.0

5.4

7.0

8.9

11.0

13.9

17.4

13.6

10.3

TRA

0.9

3.9

6.0

8.1

10.3

13.7

17.1

13.4

9.6

1 The income concept (modified expanded income) is one of many possible income classifiers and was used by the Joint
Committee on Taxation to present the distributional effects of the Tax Reform Act of 1986. An alternative measure, "economic
income," was used in the Treasury Department's The President's Tax Proposals in 1985.

Note.—Distributions reflect most but not all of the provisions of the individual income tax code.
Source: Department of the Treasury, Office of Tax Analysis.

The percentage tax cut under TRA is largest for low-income re-
turns. The number of poor families paying Federal income tax is esti-
mated to fall by 4.3 million in 1988 under TRA. With one small
exception, the estimated percentage tax cut under TRA steadily falls for
higher income returns. Thus, these estimates indicate that TRA actually
increases the effective progressivity of the personal Federal income tax
despite a less graduated rate structure. This result is shown in the
last two columns of Table 2-2, which give the estimated average tax
rate for each income class under TRA and the prereform tax law.
TRA cuts the average tax rate much more for taxpayers with income
less than $50,000 than it does for higher income taxpayers.

Table 2-2 concerns only personal Federal income taxes. Because
all taxes are ultimately paid by individuals, a complete analysis of tax
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incidence would allocate undistributed corporate income and Federal
corporate taxes to the various income classes. Exactly how this
should be done, however, is uncertain. Current evidence is not con-
clusive, but it suggests that part of the corporate tax burden is borne
by workers and that the majority is borne by owners of capital. If this
inference is correct, it would imply that high-income taxpayers, who
earn a disproportionate share of capital income, bear a relatively
large share of the corporate tax burden. Because TRA shifts 6.6 per-
cent of the individual income tax burden to corporations, it would
follow that a proper imputation of corporate taxes to the various
income classes would probably reinforce the conclusion that TRA en-
hances the effective progressivity of the Federal income tax.

TRA increases the long-run horizontal equity of the Federal
income tax. Horizontal equity concerns the degree to which taxpay-
ers with equal amounts of economic income have equal tax liabilities.
Because of TRA's limitations on tax preferences, including the elimi-
nation of the capital gains preference, the limitations on tax shelters,
and a stricter minimum tax, it substantially reduces the variation in
the amount of tax paid by taxpayers with the same real income.

As does any significant reform of the tax system, TRA will cause a
one-time change in asset values that will redistribute wealth. Existing
assets that received tax preference under ERTA-TEFRA and have
their tax preferences curtailed under TRA suffer capital losses. Con-
trariwise, any existing assets that are taxed less heavily under TRA
than they were under ERTA-TEFRA enjoy capital gains. Special tran-
sition rules make these changes in asset values less severe in some
cases. The deductions for passive business losses and real estate
losses attributable to assets acquired prior to tax reform, for exam-
ple, are phased out gradually over 4 years. The same is true for de-
ductions of interest payments on preexisting nonmortgage loans.

This phenomenon of changing asset values is one reason why
changes in the tax law should be infrequent and implemented only
for compelling reasons. Investments tend to be inherently risky; fur-
ther riskiness introduced by frequent changes in the tax law unneces-
sarily destabilizes the business environment.

Business Taxes

The proper measurement of economic income from investments in
real assets requires that deductions be made for the decline in real
asset values attributable to depreciation. Since 1954, tax law has al-
lowed investors to deduct for more rapid depreciation on most assets
than actually occurs. Accelerating depreciation in this manner lowers
the cost of capital, which is defined as the minimum pretax invest-
ment return that is profitable. The cost of capital has also been re-
duced by the investment tax credit, which applied primarily to equip-
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ment assets and allowed investors to deduct a percentage of an
asset's purchase price immediately from tax liabilities.

TRA repeals the investment tax credit, allows less accelerated de-
preciation, and lowers the corporate tax rate from 46 to 34 percent.
These provisions taken together have two general effects: they tend
to raise the cost of capital overall, and they tend to equalize the cost
of capital for alternative capital investments. The latter effect is due
primarily to more equal effective rates of tax on investments in cor-
porate equipment and corporate structures.

Table 2-3 gives the estimated percent change in the cost of capital
brought about by TRA for three sectors of the economy and for vari-
ous assets within the corporate sector. For the corporate sector, the
calculations take into account corporate, property, and personal
taxes. Investments are taxed differently depending on whether they
are financed with debt or equity. Table 2-3 gives results for three
different modes of finance; for debt, equity, and a combination of
debt and equity.

TABLE 2-3.—Percent change in cost of capital under the Tax Reform Act of 1986

Sector

Corporate sector

Equipment
Nonresidential structures
Public utilities . . .
Residential structures
Inventories
Nonresidential land
Residential land

Noncorporate business sector

Owner-occupied housing

Total business

TOTAL

Financing mode

Debt

48.6

197.3
44.5
47.9
24.2
21.1
19.3
16.5

4.7

3.3

22.1

16.8

Equity

Old view1

48

26.6
1.0
6.5

-5.7
-18.6
-18.0

170

.6

1.6

28

-2.1

New
view1

4.7

43.7
10.6
16.2
2.1

110
-10.6
-9.9

.6

1.6

3.0

2.7

Debt and equity

Old view1

2.8

43.7
7.7

13.3
-.4
130

-12.5
116

1.9

2.2

2.4

2.3

view1

11.9

62.2
16.6
22.2
6.5

-5.8
-5.5

51

1.9

2.2

7.4

6.2

1 See text for explanation of the old view and the new view of dividend taxation.
Note.—Changes are relative to the prereform tax law. The computations take into account corporate taxes, property taxes, and

personal taxes at all levels of government.
Source: Department of the Treasury, Office of Tax Analysis.

As is shown in the first column of the table, TRA substantially in-
creases the cost of debt-financed capital investments. This result fol-
lows largely because the value of interest deductions falls with the
fall in corporate and personal tax rates.

There are currently two views in the economics profession con-
cerning the relative importance of taxes on capital gains and on divi-
dends for determining the cost of equity capital. The "new view" of
dividend taxation maintains that taxes on capital gains are very im-
portant, while taxes on dividends are nearly irrelevant, for determin-

87

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



ing the cost of equity capital. The "old view" of dividend taxation,
conversely, maintains that taxes on dividends, as well as taxes on cap-
ital gains, are important for the cost of equity capital. It follows that
TRA, which raises the marginal tax rate on capital gains and lowers
the marginal tax rate on dividends, increases the cost of capital more
under the new view of dividend taxation than under the old view. No
consensus has formed as to which of these two views is correct. Al-
though the new view gained wide acceptance when first introduced,
recent empirical evidence does not uniformly support either view
over the other.

The estimates in Table 2-3 indicate that the overall cost of equity-
financed investment falls under the old view and rises under the new
view. The cost of corporate equipment rises much more than the cost
of corporate structures. This finding also applies to the noncorporate
sector and is attributable to the repeal of the investment tax credit.
Because TRA reduces corporate and personal tax rates, the cost of
capital falls dramatically for nondepreciable capital assets, such as in-
ventories and land.

Historically, approximately one-third of investment is financed with
debt and two-thirds with equity. The last two columns of Table 2-3
use these weights to obtain overall percentage changes in the cost of
capital for both views of dividend taxation. These calculations indi-
cate that the overall cost of capital rises by 2.3 to 6.2 percent. Be-
cause debt finance becomes relatively more expensive under TRA,
and the financing shares are not allowed to respond to this change,
these estimates tend to overstate the rise in the cost of capital. On
the other hand, these estimates do not incorporate tax-shelter limita-
tions or changes in accounting rules, provisions of TRA that raise the
cost of capital.

TRA substantially evens the cost of capital across assets within
each sector. This effect is shown in the first part of Table 2-4, which
concerns the variation in the cost of capital within the corporate
sector. For every asset, TRA is estimated to reduce the magnitude of
the percentage deviation of the cost of capital from the overall aver-
age cost of capital in the corporate sector. Because relative costs of
capital within each sector depend primarily on the investment tax
credit and depreciation allowances, and these features of the tax law
are the same for the corporate and the noncorporate sectors, these
conclusions also apply to the noncorporate sector.

However, TRA does not alleviate the intersectoral distortions in
the capital income tax, as is shown in the second part of Table 2-4.
The corporate sector is taxed most heavily, followed, in order, by the
noncorporate sector and owner-occupied housing.
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TABLE 2-4.— Within-sector and between-sector variation in the cost of capital

Sector

Corporate sector:

Equipment
Nonresidential structures
Public utilities
Residential structures
Inventories .
Nonresidential land
Residential land

Corporate sector

Noncorporate business sector

Owner-occupied housing

Old view1

Prereform TRA

New view1

Prereform TRA

Percent deviation from average
corporate cost of capital

-34.9
69

-8.8
21.9
21.4
26.0
35.4

-8.9
-2.5

.5
18.1
2.7
7.4

16.5

-37.2
-6.3
-7.6
24.8
21.5
27.0
37.9

-8.9
-2.3

.9
18.8
2.4
7.3

17.0

Percent deviation from overall
average cost of capital

16.3

-5.9

-17.6

16.8

-6.2

-17.7

7.2

.5

-12.0

12.9

36

-15.3

1 See text for explanation of the old view and new view of dividend taxation.

Note.—Assumes financing is one-third debt and two-thirds equity.

Source: Department of the Treasury, Office of Tax Analysis.

A recent study indicates that eliminating the uneven taxation of
assets within sectors, and retaining the intersectoral distortions,
would cause investment funds to be reallocated so as to increase real
net national product—real GNP less capital depreciation—perma-
nently by about 0.2 percent. Because TRA reduces the within-sector
variance in the cost of capital by about 60 percent, this finding sug-
gests that this particular feature of TRA will, after a period of adjust-
ment, permanently increase net national product by about 0.1 per-
cent.

This estimate of the neutrality gains under TRA omits two impor-
tant factors. First, the cost-of-capital estimates do not take into ac-
count the possible "churning" of assets. Churning occurs when a
used asset is sold and redepreciated, for tax purposes, by the new
owner. Under ERTA-TEFRA, this investment strategy was viable only
for assets that have an active resale market, most particularly com-
mercial structures and rental housing. TRA's limitations on tax shel-
ters substantially reduce the tax preference afforded to such assets.
Therefore, the quantified neutrality gains under TRA are mismeas-
ured to the extent that TRA's neutrality gains associated with churn-
able structures are different than TRA's neutrality gains associated
with other structures. Second, TRA increases the relative tax prefer-
ence given to intangible assets, such as expenditures on marketing,
advertising, and research and development. This result follows from
the fact that TRA increases the overall cost of tangible capital, and
income from intangible capital assets is entirely untaxed (at the
margin) at the corporate level under both ERTA-TEFRA and TRA.
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Because intangible assets are not included in the cost of capital com-
putations, the quantified neutrality gains from TRA tend to be over-
stated.

Under both TRA and the prereform tax law, corporations are able
to deduct interest payments. Because dividend payments are not de-
ductible, equity finance is put at a disadvantage relative to bond fi-
nance, which presumably encourages corporate borrowing. The esti-
mates of the cost of capital indicate that TRA reduces the tax advan-
tage of financing corporate investments with debt rather than equity
by about 25 percent. TRA, therefore, should reduce the incentive for
corporate borrowing, thereby reducing bankruptcy costs and other
economic costs attributable to the issuance of corporate debt.

Under TRA as well as the prereform tax law, inflationary returns
to capital investments are taxed. Also, depreciation allowances are
not indexed for inflation. The cost-of-capital estimates in Tables 2-3
and 2-4 assume that the inflation rate is 3 percent. If the inflation rate
should rise, the cost of capital would increase. Table 2-5 gives the
percentage change in the cost of capital under TRA caused by a 5-
percentage-point increase in the inflation rate. The overall cost of
capital rises 3.2 percent under the new view of dividend taxation and
5.1 percent under the old view. Higher inflation would also exacerbate
the tax-induced distortion in the choice of debt and equity finance.
Inflation must be kept low, therefore, to maintain appropriate invest-
ment and financing incentives.

TABLE 2-5.—The cost of capital under the Tax Reform Act of 1986 for an 8-percent inflation rate:
Percent change from case of 3- percent inflation

Financing mode

Debt „

Equity:

Old view1

New view1

Debt and equity:

Old view1

New view1

Percent
change

-13.8

12.0
95

51
32

1 See text for explanation of the old view and the new view of dividend taxation.
Source: Department of the Treasury, Office of Tax Analysis.

TRA'S EFFECT ON LONG-RUN ECONOMIC GROWTH

It has been argued that TRA will lead to more efficient consump-
tion and investment decisions and, for fixed aggregate quantities of
productive inputs, will lead to an increase in output and economic
well-being. This section analyzes TRA's effects on the long-run sup-
plies of capital and labor and the implications for economic growth
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and economic well-being. This section abstracts from issues concern-
ing the composition of the capital stock and of output, topics that
were discussed in earlier sections.

Table 2-6 gives the marginal tax rate (averaged over taxpayers) for
all levels of government on labor income, capital income, and output
under TRA and the prereform tax law. So as to estimate conserv-
atively the long-run gains under TRA, the effective marginal tax rate
on capital income assumes that the new view of dividend taxation ap-
plies. The average marginal tax rate on labor income takes account
of the social security and medicare payroll taxes. In so doing, the
linkage between these payroll taxes and future benefits is assumed to
be sufficiently weak and uncertain that these payments are regarded
as taxes. As is shown in the table, TRA lowers the marginal tax rate
on labor and raises it on capital. The marginal tax rate on output,
which is a weighted average of the marginal tax rates on labor and
capital, falls 4.3 percent under TRA.

TABLE 2-6.—Average marginal tax rates on labor income, capital income, and output

Item

Labor income

Federal income tax
State and local income and sales tax *
Social security and medicare payroll tax 2

Capital income 3

Output 4

Prereform

41.6

25.8
4.9

109

345

398

TRA

38.0

21.7
5.4

10.9

38.4

381

1 Rate is the statutory tax rate (measured as State and local income and sales taxes divided by net national product in 1985)
adjusted down in accordance with the deducibility of State and local taxes (except sales taxes under TRA) from the Federal
income tax base.

2 Social security and medicare payroll tax rate, for both employees and employers, multiplied by the portion of total labor
income earned by individuals who are subject to the payroll tax at the margin.

3 Includes taxes at all levels of government.
4 Tax rate on labor income multiplied by .labor's share of income (0.75) plus the tax rate on capital income multiplied by

capital's share of income (0.25).
Sources: Department of the Treasury (Office of Tax Analysis) and Council of Economic Advisers.

The immediate effect of TRA will be to raise the net wage by 6.2
percent and lower the net return to saving by 5.9 percent. These
changes will increase labor effort and depress saving as a portion of
an enlarged pool of labor income. Relative to their baseline growth
paths, therefore, labor input will increase and capital input may in-
crease or decrease. Capital input is more likely to increase the more
labor compensation, and hence total income, increases. In any case,
the ratio of capital to labor is decreased.

The long-run economic effect of TRA is most appropriately meas-
ured in terms of real net national product. The effect of TRA on net
national product depends on its effects on capital and labor input.
Net national product is more likely to rise the more labor supply re-
sponds to the after-tax wage, and the less the supply of savings re-
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spends to the after-tax return to capital. The change in economic
welfare, or individual well-being, depends on changes in consump-
tion and leisure. Because changes in net national product and con-
sumption may come at the expense of less leisure, net national prod-
uct is an imperfect measure of economic welfare.

These factors have been analyzed in the context of a formal model
of economic growth. The assumptions of the model, among them
that population and productivity grow at constant rates, are extreme-
ly simple. None of the assumptions, however, is expected to lead to
biased results. That is, no a priori reason exists to believe that plausi-
ble alternative assumptions would yield qualitatively different conclu-
sions. The model therefore gives useful guidance, but the precision
of its estimates should not be overstated.

Table 2-7 summarizes the results of this analysis. The point esti-
mates of TRA's long-run effects are given in the first column of the
table. Relative to their baseline growth paths, it is estimated that real
net national product rises 2.2 percent, aggregate consumption rises
3.6 percent, capital input falls 0.4 percent, and labor input rises 3.1
percent. Because the value of consumption is raised more than the
value of leisure is decreased, economic welfare is increased. In fact,
TRA is estimated to increase individual well-being by as much as
would an annual distribution, from an outside source, equal to 1.2
percent of net national product.

TABLE 2-7.—The long-run simulated effect of the Tax Reform Act of 19861

Item

Percent change in:

Net national product
Consumption

Capital input
Labor input

Net capital return

Annual welfare change as percent of net national product

Point estimate2

22
3.6

_.4
3 1

26
49

1.2

Plausible

04 -
1.5 -

-4.6 -
20 -

34 -
42 -

.4 -

range3

29
4.3

1.3
38

6
52

1.9

1 The simulation model is adapted from Lawrence H. Summers, "Capital Taxation and Accumulation in a Life Cycle Growth
Model," American Economic Review, September 1981. The Summers model is extended to allow for endogenous labor supply and
an unfunded social security system.

2 Elasticity of substitution in production (ESP) = 0.75. Elasticity of intertemporal substitution (EIS) = 0.20. The
uncompensated elasticity of labor supply is zero for all cases.

3 ESP varies between 0.5 and 1.0 and EIS varies between 0.05 and 1.0.

Source: Council of Economic Advisers.

The point estimates incorporate assumptions about production
technology and behavior that, while consistent with the existing em-
pirical literature, are subject to error. The second column of Table
2-7 gives ranges for the long-run changes under TRA that corre-
spond to alternative plausible assumptions. All plausible assumptions
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lead to the conclusion that TRA increases economic welfare, net na-
tional product, and consumption.

An important factor that has been omitted in this analysis is TRA's
effect on productivity growth. The returns to education come, in
large part, through higher future wages. Because TRA decreases the
marginal tax rate on labor income, the incentive to invest in educa-
tion and other forms of human capital is increased. Hence, TRA
should lead to more human capital investment and consequently to
higher levels of productivity and output growth.

Also, the model underlying the long-run simulations assumes a
closed economy with no trade. The tax rates reported in Table 2-6,
however, reflect on TRA's effect on U.S. production costs relative to
those of other countries. The average marginal tax rate on output in
the United States is estimated to decline by 4.3 percent under TRA.
Hence, while TRA may cause the composition of U.S. exports to shift
toward labor-intensive goods and away from capital-intensive goods,
it should not adversely affect the overall U.S. current account trade
balance for given exchange rates and given after-tax returns to U.S.
factors of production.

THE SHORT-RUN MACROECONOMIC EFFECTS OF TRA

Although TRA will increase long-run economic growth, it may
cause some short-run adjustment problems. First, TRA will slow the
growth of investment to a modest extent as the capital stock adjusts
to its new long-run equilibrium growth path. Hence, unless consump-
tion or net exports takes up the slack, aggregate demand growth will
be dampened somewhat. Second, TRA will cause a reallocation of in-
vestment that, in the short run, will cause some industries to grow
less rapidly. Other industries, of course, will grow more rapidly
under TRA, but possibly with a short lag.

Aggregate Investment

The long-run simulation results illustrate the relationship between
investment and changes in the long-run equilibrium capital stock. If
the point estimates given in Table 2-7 are correct, TRA will induce a
0.4 percent decline in the long-run capital stock relative to its base-
line growth path. This result would imply that net and gross invest-
ment also fall 0.4 percent in long-run equilibrium. In the transition
to the long-run equilibrium, however, net investment would fall an
additional amount equal to 0.4 percent of the current capital stock,
or a total of about $50 billion. Assuming a short 5-year adjustment
period, this result would imply that TRA will cause gross investment
to fall by less than 2 percent from baseline in each of the next 5
years. After this initial period of adjustment, however, TRA should
have a minimal effect on investment.
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This method of estimating TRA's effect on short-term investment
encounters two problems. First, it assumes that the economy is cur-
rently on the long-run equilibrium growth path associated with the
substantial investment incentives included in ERTA-TEFRA. Recent
estimates, however, suggest that only about one-half of the additional
desired capital accumulation induced by ERTA-TEFRA has been
completed. This finding implies that Table 2-7 overestimates the
percentage decline in the long-run capital stock. Second, the simula-
tion results give a broad range for the probable change in the long-
run capital stock. In fact, a relatively small change in assumptions
raises the implied decline in the long-run capital stock from 0.4 to
1.0 percent. However, the conclusions regarding changes in econom-
ic welfare and net national product are robust with respect to alterna-
tive assumptions.

An alternative upper-bound estimate of TRA's effect on investment
is suggested by the observation that the equilibrium capital stock
path under TRA is significantly above that which would have pre-
vailed under the 1980 tax law, prior to ERTA. This conclusion fol-
lows from estimates indicating that, relative to the 1980 tax law, TRA
results in a similar cost of capital (the cost of equity capital, however,
is much lower under TRA) and a substantially lower cost of labor.
The resulting higher supply of labor under TRA, relative to what
would have prevailed under the 1980 tax law, will simultaneously in-
crease the demand for investment and the supply of savings. It fol-
lows that TRA only partially scales back the investment incentives in-
cluded in ERTA-TEFRA. An extreme upper-bound estimate of the
fall in the equilibrium capital stock under TRA, therefore, is the net
addition to the capital stock that has been induced by ERTA-TEFRA
over the past 6 years.

A recent econometric study concludes that ERTA-TEFRA's busi-
ness tax cuts increased gross nonresidential fixed investment by
about $28 billion in the first 2 years of the current economic expan-
sion. Extrapolating this result to each of the past 6 years, and assum-
ing the same proportionate effect on multifamily housing investment,
leads to the conclusion that ERTA-TEFRA's business tax cuts in-
creased gross investment by about $90 billion over the past 6 years.
After adjustment for depreciation, this change in gross investment
implies a $64 billion increase in the capital stock. TRA, therefore,
will cause the equilibrium capital stock to decline, relative to base-
line, by much less than $64 billion. Assuming a short 5-year adjust-
ment period, the implied upper-bound reduction in annual gross in-
vestment from baseline over the next 5 years is less than 2 percent.
An investment decline of this magnitude amounts to only 0.3 percent
ofGNP.

94

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



Investment in 1987 will be influenced by two additional factors.
Because the corporate tax rate is 40 percent in 1987 and 34 percent
thereafter, an incentive exists to shift investment from 1988 to 1987
so that the first year's depreciation allowances are written off against
the higher 1987 tax rate. On the other hand, some investment that
would have been made in 1987 may have been shifted to 1986 to
take advantage of more accelerated depreciation allowances.

It is important not to confuse the short-run effects of TRA with its
long-run effects. In the long run, investment will be little affected by
TRA and, because of an increased labor supply and more efficient
investment decisions, output and economic welfare will increase.

Transition Costs

A major advantage of TRA is that it evens effective marginal tax
rates on alternative capital investments, thereby improving the
economy's long-run allocative efficiency. Unfortunately, this evening
of tax rates entails short-run transition costs.

TRA will cause investment to shift away from assets that enjoyed
favorable tax treatment under ERTA-TEFRA. This shifting will di-
rectly affect producers of capital inputs. Construction, in particular,
will be adversely affected because the new tax rules will limit the abil-
ity of individuals to deduct net losses on investments in commercial
structures and rental housing in exchange for later capital gains.
These provisions of TRA have probably contributed to the recent
slowdown in the construction industry. New nonresidential construc-
tion expenditures were unchanged between 1985 and 1986 after
having risen at a 7-percent annual rate between 1982 and 1985. Like-
wise, multifamily housing starts in 1986 were down 12 percent from
the pace of 1985.

TRA may also induce a minor restructuring of the market for final
goods and services. The general increase in business taxes under TRA
does not significantly affect the relative cost of capital for the various
producers of final goods and services, but it will raise the relative cost
of capital-intensive goods and services. The mix of goods and services,
therefore, will shift toward more labor-intensive goods. The magni-
tude of this change, however, will be small. The overall cost of capital
rises less than 7 percent, which sets an upper limit on the increase in
the price of one industry's output relative to another.

SUMMARY

TRA will lead to substantial long-run increases in economic wel-
fare. Relative to net national product, the approximate changes in
economic welfare that have been quantified are 0.1 percent for a
more efficient allocation of investment funds and 1.2 percent for
changing long-run factor supplies. Additional welfare gains, which
have not been quantified, will result from greater levels of human
capital investment; from less tax bias toward corporate debt; from
less excessive consumption of employee fringe benefits, consumer
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durables, and State and local government services; and from less tax
evasion.

TRA will increase the long-run fairness of the income tax. All
income classes receive a personal income tax cut and the percentage
tax cut tends to be largest for low-income taxpayers. TRA also se-
verely limits the opportunities for tax avoidance and will tend to
equalize effective tax rates within income classes.

TRA will inflict some short-run costs on the economy as resources
are reallocated to more highly valued uses. However, these transition
costs will be minor relative to the permanent long-run gains.

CONCLUSION

The Tax Reform Act of 1986 is perhaps the most important
reform of the Federal income tax since its inception in 1913. TRA
restores incentives to work, save, and invest, and will substantially
boost economic growth and individual well-being.

Important progress has recently been made in restraining the
growth in Federal spending. More must be done. It is imperative that
the Federal budget deficit be brought under control in accord with
the provisions of Gramm-Rudman-Hollings. To preserve the gains of
tax reform, and to free more resources for use in the private sector,
deficit reduction should be accomplished primarily through addition-
al spending restraint. This task will be difficult but it can be achieved
without sacrificing essential government services. The effort could be
aided by appropriate reforms of the budgetary process.
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CHAPTER 3

Growth, Competitiveness, and the Trade
Deficit

THE DETERIORATION OF THE U.S. TRADE BALANCE has
been a disturbing feature of the current recovery. From a surplus
equivalent to almost 1 percent of real gross national product (GNP)
in 1982, U.S. real net exports of goods and services declined sharply
to a deficit equivalent to more than 4 percent of real GNP in 1986,
far larger than the deficit recorded in any postwar year before 1984.
The growing U.S. trade deficit is often cited as a principal cause of
the slowdown of real GNP growth since mid-1984 and of the prob-
lems of many trade-sensitive industries. This chapter assesses the
causes and effects of the growing U.S. trade deficit and discusses
policies adopted by the United States and other countries that will
gradually reduce international trade imbalances in a manner consist-
ent with sustainable growth in the world economy.

The increase in the U.S. trade deficit is a macroeconomic phe-
nomenon. Imports have grown strongly and exports have stagnated
primarily because of the strong growth of the U.S. economy (espe-
cially in terms of demand growth) relative to other countries, the dif-
ficulties faced by many developing countries in managing their exter-
nal debts, and the fall in U.S. price competitiveness associated with
the large appreciation of the dollar between 1980 and early 1985.
Underlying these developments are several macroeconomic imbal-
ances, including the deterioration in the U.S. saving-investment bal-
ance that has resulted from the failure of the Federal Government to
bring its expenditures in line with revenues.

Initially, the deterioration of the U.S. trade balance was associated
with developments that had favorable effects for the U.S. economy
(reduced inflation because of dollar appreciation and reduced
upward pressure on interest rates because of a capital inflow). It cer-
tainly had favorable effects for the rest of the world, which was suf-
fering from sluggish economic growth. More recently, however, large
trade and payments imbalances have been recognized to pose sub-
stantial problems for the world economy, including the stimulation of
protectionist sentiments.
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Important policy actions have been taken in the United States and
other countries to reduce international trade and payments imbal-
ances. Better convergence of performance and policies and efforts at
policy coordination have brought about exchange-rate adjustments
that improve the price competitiveness of U.S. industries. However,
there is a lag in the effect of exchange-rate adjustments on trade
flows.

Further efforts are needed to reduce current payments imbalances.
The United States must press forward in reducing the Federal fiscal
deficit through restraint on the growth of Federal spending. At the
same time, other industrial countries must undertake policies that
will strengthen internally generated economic growth. Developing
countries need to adopt growth-oriented strategies for resolving their
economic difficulties. The overall strategy is to reduce international
imbalances in a manner consistent with sustainable economic growth,
in the United States, in other industrial countries, and in the devel-
oping countries, rather than by moving toward protectionism that
would injure all countries.

THE MACROECONOMIC CHARACTER OF THE U.S.
PAYMENTS POSITION

By any measure, the United States has experienced an unprece-
dented deterioration in its international payments position. The U.S.
current account deficit—i.e., the excess of imports of goods and serv-
ices over exports, plus net transfers made to foreign residents—wid-
ened from $9 billion in 1982 to an estimated $145 billion in 1986
(Chart 3-1). Almost all of this change is attributable to the increase
in the merchandise trade deficit, which rose to an estimated record
$150 billion in 1986.

The deterioration of the U.S. trade balance has been across-the-
board. Between 1982 and 1986, the U.S. merchandise trade balance
(census basis) worsened in 9 of the 10 major product groups used to
classify trade, including such disparate sectors as chemicals, food and
live animals, and machinery and transport equipment. Among these
major product groups, the U.S. merchandise trade balance improved
only in the mineral fuels and lubricants sector. This exception, how-
ever, has clearly resulted from special factors, the most important
being the decline in oil imports following the 1979-80 oil shock and
the recent drop in petroleum prices.

Similarly, deteriorations in U.S. bilateral trade balances have been
widespread. Between 1982 and 1986, the U.S. bilateral trade position
worsened against all of the top 10 U.S. trading partners (based on
total trade) and 19 of the top 20. The widening of the U.S. bilateral

98

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



Chart 3-1

U.S. Trade and Current Account Balances
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Note.—Data for 1986 are first 3 quarters at an annual rate; seasonally adjusted.
Source: Department of Commerce.

trade deficit with Japan from $19 billion in 1982 to more than $55
billion in 1986 has attracted the most public attention, but this dete-
rioration is not unique. The change in the U.S. bilateral trade bal-
ance with Western Europe has been about as large, falling from a
surplus of $5 billion to a deficit of more than $30 billion. Substantial
deteriorations in U.S. bilateral trade positions have also been record-
ed with Latin America and the newly industrializing countries of East
Asia, in each case exceeding $10 billion.

Special factors have undoubtedly influenced bilateral trading pat-
terns and some markets are more open to U.S. exports than others.
It is not correct, however, to place primary blame for the more than
$100 billion increase in the U.S. trade deficit over the past 4 years on
unfair trading practices by U.S. trading partners. The deterioration of
the U.S. trade balance is too pervasive to be credibly explained by
analyses focused on a product-by-product, country-by-country, basis.
Rather, the great bulk of the widespread deterioration must be
viewed as a product of general macroeconomic developments in the
United States and the rest of the world.
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This point is demonstrated by recent developments in U.S. trade in
manufactures. Between 1982 and 1985, the U.S. deficit in manufac-
tures trade widened by $101 billion. Imports of manufactures in-
creased $112 billion. This increase in manufactures imports has been
a focus for protectionist pressures in the United States, especially re-
garding Japan. However, as shown by Table 3-1, most of the change
in U.S. bilateral balances in manufactures trade during this period re-
flects general movements in imports and exports, not country-specif-
ic changes in bilateral trading relations. Although the U.S. balance of
manufactures trade with Western Europe deteriorated by $21 billion
between 1982 and 1985, Western Europe provided virtually the same
percentage of total U.S. imports of manufactures and absorbed the
same percentage of total U.S. exports of manufactures in both peri-
ods. Japan supplied a somewhat higher share of U.S. imports of man-
ufactures in 1985 than in 1982. This increase in market share, how-
ever, accounts only for about one-sixth of the $32-billion increase in
Japanese exports of manufactures to the United States during this
period. At the same time, the share of total U.S. exports going to
Japan increased. Clearly, general movements in U.S. imports and ex-
ports, not changes in bilateral trade relations, represent the proper
focus for understanding the deterioration of the U.S. international
payments position.

TABLE 3-1.—U. S. trade in manufactures, 1982 and 1985

Country/Area

Canada

Japan .

Western Europe

Latin America

East Asian NICs1

Change in
bilateral
balances,
1982 to

1985
(billions of

dollars)

-4.6

298

-21.1

-10.4

-16.4

Percent share in

U.S. imports

1982

20.1

25.1

26.0

6.1

14.6

1985

18.8

26.6

26.1

6.2

15.0

U.S. exports

1982

19.8

6.6

26.7

12.2

7.0

1985

26.2

7.6

26.7

12.9

7.2

1 Newly industrializing countries: Hong Kong, Singapore, South Korea, and Taiwan.
Source: Department of Commerce, Bureau of the Census.

The general movements in U.S. imports and exports are summa-
rized in Table 3-2. Growth of U.S. spending on imports, while
strong, has not been especially rapid given the growth of the U.S.
economy. Imports of goods and services (on a national income and
product accounts basis) rose from 10.6 percent of nominal GNP in
1982 to 11.4 percent in 1986. Non-oil imports grew more rapidly,
but this was partly offset by a decline in the oil import bill. This
"normal" growth of import expenditures, however, masks a substan-
tial increase in import volumes. Import prices have fallen sharply rel-
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ative to other goods (most recently due to falling petroleum prices)
and real imports rose 55 percent between 1982 and 1986. Real ex-
ports, however, grew less than 3 percent during this period even
though real export prices have fallen significantly. This absence of
export growth, combined with continued import spending and rapid
growth of import volumes, accounts for the deterioration of the U.S.
trade balance.

TABLE 3-2.—U.S. Exports and imports of goods and services, 1980-86

Year

1980
1981
1982
1983
1984

1985
19862

As percent of GNP

Current dollars

Exports

12.8
12.5
11.4
,w.4
10.2

9.2
8.9

Imports

11.7
11.4
10.6
10.5
11.7

11.2
11.4

1982 dollars

Exports

12.2
12.1
11.4
10.6
10.6

10.1
10.1

Imports

10.4
10.6
10.6
11.2
13.0

13.1
14.2

Relative prices
(1982 = 100) 1

Exports

105.3
103.7
100.0
97.5
95.9

91.6
87.7

Imports

112.0
108.1
100.0
93.7
90.3

85.6
80.3

1 Implicit price deflator for exports or imports relative to GNP implicit price deflator.
2 Preliminary.

Source: Department of Commerce, Bureau of Economic Analysis.

In summary, the deterioration of the U.S. trade balance over the
past 4 years is a macroeconomic phenomenon. The trade bal-
ance has deteriorated against virtually all major trading partners and
in virtually all major product categories. This deterioration has been
associated with a stagnation in the growth of U.S. exports, strong
growth of U.S. imports in volume terms, but only about normal
growth of domestic spending on imports. The fundamental explana-
tion of these developments is to be found in the relatively strong
performance of the U.S. economy during the current expansion, in
the factors that underlie the deterioration of the U.S. national sav-
ings-investment balance, and in the forces that generated the strong
appreciation of the U.S. dollar and the associated loss of competitive-
ness of U.S. tradable goods industries during the early 1980s.

ECONOMIC GROWTH AND THE TRADE DEFICIT

A striking feature of the current expansion—and certainly one of
the key factors in assessing world economic performance—is that the
United States has enjoyed a strong expansion while the recovery of
economic activity in most foreign countries has been weak. This dif-
ference in growth has been especially marked in total national spend-
ing, known as domestic demand. As indicated in Chart 3-2, total do-
mestic demand grew much more rapidly in the United States than in
other countries during the first six quarters of the expansion
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(through mid-1984). Since then, differentials between U.S. and for-
eign demand growth have narrowed considerably, but a large cumu-
lative gap in domestic demand growth remains. This gap reflects the
fact that the current recovery of U.S. domestic demand is one of the
strongest of the postwar period. It also reflects the fact, however,
that the recovery of domestic demand abroad has been one of the
weakest.

Chart 3-2

Real Domestic Demand in Selected Industrial Countries
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Sources: Department of Commerce and country sources.

Note.—Domestic demand is the sum of personal consumption expenditures, gross private domestic
investment, and government purchases of goods and services.

These differences in output and demand growth have contributed
to the deterioration of the U.S. international payments position in
several ways. At an accounting level, the U.S. deficit on goods and
services trade signifies that total expenditures on goods and services
in the United States (domestic demand) exceed U.S. production of
goods and services (GNP), and that the United States is importing
the difference. Intuitively, the strong U.S. recovery—especially in
terms of domestic demand—has boosted expenditures on imports as
well as on domestically produced goods. Relatively weak growth
abroad, however, has limited the expansion of U.S. export markets.

102

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



Weak foreign growth has been a critical problem for the world
economy. Assessments of the U.S. recovery and the deterioration of
the U.S. payments position must take account of this weakness and of
the importance of the U.S. expansion to sustaining world growth.
Similarly, domestic demand growth abroad needs to be assessed not
only in terms of its effect on the U.S. trade balance, but also in its
role in sustaining foreign growth as the U.S. economy adjusts. This
section, therefore, reviews the recent economic performance of for-
eign industrial countries, developing countries, and the United
States, and analyzes the deterioration of the U.S. trade balance in
this regard.

FOREIGN INDUSTRIAL COUNTRIES

In the 1980s, the industrial countries faced critical economic chal-
lenges of reducing inflation rates generally from double-digit levels,
adjusting to the second oil shock of 1979-80, recovering from the
world recession, and halting or reversing the growth in government
expenditures. All countries achieved substantial reductions in infla-
tion, but experienced varying success in meeting other challenges.

Western Europe's recovery from world recession has been slack.
Between 1982 and 1985, real GNP in Western Europe grew at an av-
erage annual rate of about 2.2 percent, one-half of the growth rate
experienced in the United States, Canada, or Japan (Table 3-3).
Annual growth of domestic demand was slightly weaker, averaging
only about 1.8 percent. This slow growth has coexisted with rising
unemployment during much of the recovery. In 1986, the average
unemployment rate for the four largest European countries (France,
Italy, the United Kingdom, and West Germany) was about 10 per-
cent, roughly double its 1980 rate.

This slow growth is especially disappointing given the stimulus to
world growth provided by the strong U.S. recovery and the apprecia-
tion of the dollar (which increased these countries' relative competi-
tiveness). Most Western European countries, however, generally
coped successfully with the depreciation of the dollar in 1986. The
rapid passthrough of lower petroleum prices increased consumer in-
comes and both consumption and investment strengthened. This
strengthening of domestic demand enabled many Western European
countries to enjoy a slight acceleration of GNP growth despite a
weakening of real net exports. The cumulative growth rate of West-
ern European domestic demand over the course of the expansion,
however, remains low, especially for West Germany (despite strong
growth in 1986), where the level of domestic demand in 1985 was
only slightly above its 1980 level.
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TABLE 3-3.—Growth in real domestic demand and real GNP in major industrial countries,
1970-86

[Average annual percent change]

Country

United States

Canada

Japan

France

Germany

Italy

United Kingdom

1970 t(

Real
domes-

tic
de-

mand1

25

49

42

37

27

2.9

1.7

) 1980

Real
GNP2

28

46

47

36

27

3.1

1.9

1980 t

Real
domes-

tic
de-

mand1

34

21

28

12

2

.4

1.9

) 1985

Real
GNP2

24

25

39

12

13

.9

1.9

1982 t(

Real
domes-

tic
de-

mand1

56

42

31

8

19

1.5

3.1

) 1985

Real
GNP2

4.2

42

4.3

1.2

2.4

1.7

3.1

1985
tc

1986

Real
domes-

tic
de-

mand1

3.6

33

38

(3)

36

4.5

3.3

III

III

Real
GNP2

2.3

3.5

2.3

(3)

23

3.0

2.0

1 Domestic demand is the sum of personal consumption expenditures, gross private domestic investment, and government
purchases of goods and services.

2 Data for Canada, France, Italy, and United Kingdom are real GDP.
3 Not available.
Sources: International Monetary Fund and country sources.

Unlike Western Europe, Japan grew at a 4.3 percent annual rate
between 1982 and 1985. Much of this growth, however, was export-
led. Following the 1979 oil shock, domestic demand in Japan slowed
markedly as the country adjusted to the higher oil import bill. During
the first half of the 1980s, the average rate of domestic demand
growth was only about one-half its 1970-79 average. Rising exports,
however, enabled GNP to grow more than 1 percentage point higher
than domestic demand. This excess of output over demand growth
was reversed in 1986 as real Japanese exports fell in the wake of the
sharp appreciation of the yen. Japanese internal demand increased
somewhat, but not enough to offset the decline in exports, and
Japan's rate of GNP growth slowed to under 3 percent.

Despite differences in their growth rates, Western Europe and
Japan shared similar policies and challenges. They both faced the
sudden increase in petroleum prices while shifting to anti-inflationary
monetary policies. They both moved generally toward fairly austere
fiscal policies by restraining government expenditures. While the re-
sulting reduction in inflation and increased budgetary room for tax
cuts should provide a good foundation for stronger growth in the
long run, the initial effect of these developments was to depress eco-
nomic activity.

In Western Europe, these developments interacted with structural
rigidities that, in addition to reducing long-run growth, intensified
and prolonged the effect of macroeconomic shocks. Substantial non-
wage labor costs and excessively expensive job security arrangements
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discouraged labor mobility and new hiring. High marginal tax rates,
various regulatory burdens, and large subsidies to declining indus-
tries and to agriculture impeded adjustment and growth by retarding
the flow of investment toward high-growth sectors.

In Japan, structural rigidities did not prevent the economy from
growing strongly over much of the 1980s. They did, however, hold
domestic demand below what it could have been, giving the economy
a bias toward export-led growth. Restrictions that have prevented the
efficient use of scarce land, combined with mortgage instruments that
require substantial downpayments, have made housing less afford-
able. Limitations on consumer credit markets have dampened the
demand for consumer durables, discouraging investment aimed at
producing for local markets.

DEVELOPING COUNTRIES

Slack growth of output and demand during the 1980s has not been
confined to foreign industrial countries. With the exception of devel-
oping countries in Asia, growth in the developing world has been
particularly weak. Between 1980 and 1986, annual real GNP growth
in Latin America averaged 1 percent, less than one-fifth the average
growth rate enjoyed during the 1970s (Table 3-4). Real GNP grew
equally slowly in Africa over this period; in the Middle East, real
GNP declined. This slow growth has depressed U.S. exports. Devel-
oping countries are important trading partners for the United States.
In 1981, developing countries purchased 41 percent of all U.S. mer-
chandise exports. By 1985, however, their trade share had fallen to
34 percent.

TABLE 3-4.—Real GNP growth in developing countries

[Average annual percent change]

Region

Western Hemisphere

Africa

Middle East

Asia.

1970
to

1980

58

64

1980
to

19861

10

10

4

47

1980
to

1983

1 1

6

1983
to

1986 l

32

1.7

4.1

1 Preliminary estimates.
Source: International Monetary Fund.

The slow growth of many developing countries is the product of
many forces. The recession in the industrial countries in the early
1980s, followed by the slack recovery of domestic demand in Japan
and Europe, reduced the demand for many exports by developing
countries. Exporters of primary commodities suffered particularly, as
the shift from the inflation of the 1970s to the disinflation of the
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1980s, combined with sluggish world growth, depressed prices for
these products. Since 1980, the dollar price of raw agricultural com-
modities has fallen 20 percent; mineral prices have declined 30 per-
cent.

With the appreciation of the dollar, the real burden of the dollar-
denominated debt of many developing countries increased consider-
ably. Much of this debt was contracted at floating rates, making debt-
service payments highly sensitive to the sharp rise in nominal and
real interest rates in the early 1980s. These developments caused
many lenders to doubt the capacity of several developing countries to
meet their obligations, and to end abruptly the access of these coun-
tries to international capital markets.

The policies of many developing countries were an important
cause of the interruption of voluntary lending flows. Overvalued ex-
change rates, price controls, arid schemes to boost real wages by leg-
islative fiat made the production of many goods unprofitable and re-
duced the international competitiveness of many developing coun-
tries. Maintenance of substantially negative real interest rates, as well
as tax and regulatory policies that discouraged investment, induced
capital flight instead of encouraging the inward flows of capital
needed to promote more rapid development. Reliance on inefficient
public enterprises to produce a wide variety of goods and services
continued to be important drains on government budgets. These
drains further increased external deficits in these countries while fail-
ing to engender the productive investment needed to increase their
capacity to service the associated external debts.

Whatever the cause, the cessation of voluntary lending flows forced
developing countries with debt-management problems to cut import
spending rapidly in order to reduce their borrowing needs. Between
1981 and 1983, the value of U.S. merchandise exports to Mexico fell
$9 billion, a drop of almost 50 percent. Exports to the rest of Latin
America fell nearly 37 percent, or about $8 billion. In contrast, U.S.
exports to industrial countries fell 10 percent. Since 1983, exports to
Latin America have recovered somewhat but still remain below 1980
levels.

GROWTH AND THE TRADE DEFICIT

The strong recovery in the United States—and the resulting dete-
rioration of the U.S. international payments position—was a powerful
stimulant to growth in both industrial and developing countries. This
growth, which took place against the background of world recession,
provided a vibrant market for foreign exporters at a time when many
developing countries, suddenly facing credit constraints, needed to
expand exports to finance imports sufficient to maintain politically
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acceptable levels of output and income. In contrast, sluggish growth
in most other industrial countries limited increases in their imports.
Between 1982 and 1984, the United States absorbed about 95 per-
cent of the increase in merchandise exports by Latin American coun-
tries to industrial countries, much more than would be implied by the
normal 50 percent U.S. share of Latin American exports to industrial
countries.

At Crst, the deterioration of the U.S. payments position helped as
well as hurt the U.S. economy. During the first six quarters of the
expansion, real GNP grew at a healthy 6.8 percent annual rate; do-
mestic demand grew even faster, averaging 8.8 percent. In effect,
growing net imports allowed desired increases in spending to be sat-
isfied without pushing production growth to levels that would have
caused bottlenecks. Although the strong appreciation of the dollar
reduced U.S. international competitiveness, the resulting decline in
import prices boosted real incomes in the United States and helped
to ameliorate inflationary pressures.

Since mid-1984, domestic demand has grown at a 3.1 percent
annual rate. However, despite this slowing of demand growth to
more sustainable levels, increases in imports continued to outpace
exports, and the annual rate of real GNP growth from the second
quarter of 1984 to the fourth quarter of 1986 averaged only 2.4 per-
cent. Insofar as the expanding capacity of the U.S. economy was
more than sufficient to meet increases in total U.S. demand, the ex-
pansion of the U.S. trade deficit during this period was an important
factor limiting growth. This negative consequence has stimulated
protectionist sentiment in the United States, especially because the
burden of the resulting adjustment has not been spread evenly
through the economy. Industries that account for about 70 percent
of U.S. GNP produce either services that do not enter into interna-
tional trade or products that are largely nontradable. The deteriora-
tion in the U.S. balance in goods and services trade between 1980
and 1986, amounting to 5.7 percent of real GNP, was therefore
concentrated in sectors of the economy that account for only about 30
percent of GNP. Moreover, the distribution of the adjustment within
these sectors was not even.

THE SAVING-INVESTMENT BALANCE

The deterioration of the U.S. international payments position has
also been closely associated with movements in national saving and
investment. As discussed in the previous section, the U.S. deficit in
goods and services trade signifies that total spending in the United
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States on goods and services exceeds U.S. production of goods and
services. This necessarily implies that the United States is absorbing
foreign saving to finance the difference between expenditures and
income or, equivalently, that U.S. investment exceeds U.S. saving.
For example, in 1986, gross national saving in the United States was
$537 billion; gross private investment was $686 billion. The differ-
ence was financed by a net capital inflow of nearly $150 billion from
abroad.

THE PRIVATE SAVING-INVESTMENT BALANCE

The national saving-investment balance is the excess of the private
saving investment balance—the difference between gross private
saving and gross private domestic investment—over the general (Fed-
eral, State, and local) government deficit. Between 1982 and 1986,
the private saving-investment balance fell from 3.5 percent of GNP to
—0.1 percent. This decline reflected the strength of consumption
and investment growth, as is normal for a recovery. Given the length
of the current expansion, the current level of the private saving-
investment balance is not unusually low. The private saving-investment
balance was lower in 1969 and 1979 than it was in 1986.

Between 1982 and 1985, the gross private saving rate—defined as
gross private saving divided by GNP—fell less than one-half percent-
age point (Table 3-5). The ratio of private saving to GNP fell signifi-
cantly, but this decline was more than offset by increases in net busi-
ness saving. Such offsetting movements in household and business
saving are not surprising, since households are the ultimate owners of
all wealth, including the capital owned by businesses.

TABLE 3-5.—Private saving and investment

Year

1979

1980
1981
1982
1983
1984

1985
19864

As percent of GNP

Private saving

Gross1

17.8

17.5
18.0
17.6
17.4
17.9

17.2
16.2

Personal

4.7

5.0
5.2
4.9
3.8
4.5

3.6
2.8

Business
(net)2

2.5

1.4
1.4
.6

1.9
2.4

2.7
2.8

Gross private
domestic investment

1982
dollars

18.0

16.0
16.8
14.1
15.4
18.7

18.1
17.9

Current
dollars

18.1

16.0
16.9
14.1
14.7
17.6

16.5
16.3

Relative price
of investment
(1982=100)8

100.6

100.1
100.6
100.0
96.0
94.1

91.8
90.9

1 Gross private saving is personal saving plus net business saving and capital consumption.
2 Net business saving is undistributed corporate profits plus inventory valuation and capital consumption adjustments.
3 Implicit price deflator for gross private domestic investment relative to GNP implicit price deflator.
4 Preliminary.

Source: Department of Commerce (Bureau of Economic Analysis) and Council of Economic Advisers.

The gross private saving rate fell sharply in 1986. However, even
with the drop in private saving, most of the decline in the private
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saving-investment balance during the current expansion is accounted
for by strong investment growth. Real gross private domestic invest-
ment rose 46 percent between 1982 and 1984, boosting the share of
real investment in real GNP from a near record low of 14.1 percent to a
near record high of 18.7 percent. Although investment growth has
been sluggish since 1984, the share of real investment in real GNP has
remained near cyclical highs.

This strength in real investment spending, however, was partially
offset by a substantial decline in the relative price of investment
goods. As reported in Table 3-5, the relative price of investment
goods fell 9.1 percent between 1982 and 1986. In 1986, nominal ex-
penditures on gross private domestic investment accounted for 16.3
percent of GNP, well below 1978-79 levels and only 0.3 percentage
point above the average share of nominal investment expenditures
experienced over the past 25 years. Thus, the lower relative price of
investment goods allowed large increases in real investment to occur
with only moderate demands on nominal saving. This development
produced a normal cyclical decline in the private saving-investment
balance, despite the decline in the gross private saving rate and the
strength of real investment.

THE GOVERNMENT DEFICIT

The large increase in the general government budget deficit, how-
ever, stands in marked contrast to its normal cyclical behavior. The
general (Federal, State, and local) government budget deficit aver-
aged 3.4 percent of GNP in 1986. This deficit/GNP ratio, although
large, is not the largest experienced during the past 15 years. The
general government budget deficit exceeded 3.4 percent of GNP in
both 1975 and 1982. The 1975 and 1982 deficits, however, occurred
during sharp recessions; the current large deficit comes in the fourth
year of an expansion.

As indicated in Chart 3-3, until recently the general government
budget deficit has tended to track the private saving-investment bal-
ance during cyclical expansions and declines. National saving has ap-
proximated national investment and the current account balance has
been small. In recessions, government budget deficits typically widen
as a result of declining tax revenues and increased expenditures asso-
ciated with income support. The private saving-investment balance,
however, usually increases by more than the cyclically induced de-
cline in the general government budget deficit (because of weak in-
vestment and consumption spending), and the current account bal-
ance tends to improve. In the sharp 1975 recession, for example, the
largest general government budget deficit in the postwar era (meas-
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ured as a percent of GNP) coincided with one of the largest U.S.
current account surpluses.

Chart 3-3
Private Saving-Investment Balance, Government Deficit,

and Current Account Balance

Percent of GNP
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Note.—For current account balance, data for 1986 are first 3 quarters at an annual rate; seasonally adjusted.

Source: Department of Commerce.

Similarly, strong investment growth during an expansion usually
outstrips increases in private saving, and the private saving-invest-
ment balance declines. The associated growth in tax revenues, how-
ever, traditionally lowers the general government budget deficit, and
the deterioration in the U.S. current account deficit usually remains
modest. This pattern has not been followed in the current expansion.
The increased surpluses of State and local governments have been
more than offset by the large growth of the Federal Government
budget deficit. This unprecedented deterioration of the U.S. fiscal
position during an expansion, combined with a normal cyclical de-
cline in the private saving-investment balance, has been reflected in
an unprecedented deterioration in the U.S. current account balance.

It is important to emphasize that the government budget deficit
and the U.S. international payments position are the product of many
forces and that the link between them is complex. As noted above,
increases in the government budget deficit that result from a cyclical
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decline are typically associated with improvements in the U.S. inter-
national payments position. Clearly it is incorrect to say that move-
ments in budget deficits always cause equal movements in the U.S.
current account balance. It is equally clear, however, that the persist-"
ence of the Federal deficit late into the current expansion is one of
the most important factors contributing to the growth of the trade
deficit.

It is also important to emphasize that the desirability of any fiscal
measure taken to reduce the current large budget and trade deficits
depends critically on whether the measure is desirable in its own right.
Federal outlays have remained at a high percentage of GNP. Sustained
efforts to control Federal spending are needed not only to preserve the
benefits of tax reform but also to reduce the U.S. international
payments imbalance. The key point is that a substantial reduction in
the U.S. current account deficit will require restraint of U.S. domestic
demand growth relative to GNP growth. If this restraint does not come
from controlling government spending, it must come from the other
components of domestic demand—consumption and investment. Tax
increases are not the answer. Higher tax rates would not only lower
GNP growth in the short run, but would also continue to dull economic
incentives and to reduce growth far into the future. This would make
even more painful the necessary adjustment of consumption and
investment to bring domestic demand in line with GNP in the long run.

INTERNATIONAL CAPITAL FLOWS

The link between the current account balance and the national
saving-investment balance also helps to emphasize the importance of
international capital markets and net capital flows in the development
of the U.S. current account deficit. The counterpart to the U.S. current
account deficit is a capital account surplus; developments influencing
one account significantly influence the other. On the one hand, deep,
liquid international capital markets have represented a ready source of
financing for the large shortfall of U.S. saving relative to U.S. invest-
ment. On the other hand, changes in the desirability of holding U.S.
assets, particularly dollar-denominated assets, have had substantial
effects on exchange rates, thereby affecting the current account.

International capital markets channel resources from the ultimate
savers in the world economy to those countries that offer the most
attractive opportunities to invest. For example, through most of the
19th century, the inflow of capital from abroad helped the United
States to exploit its vast productive potential much more quickly than
if U.S. capital formation had been limited to U.S.-based saving. In
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this case, the associated current account deficit was part of a process
that invigorated a then-young economy.

Similarly, the capital inflows now associated with the U.S. current
account deficit have once again become an important source of in-
vestment financing. Several factors have made the United States one
of the most attractive places in which to invest funds. The strong
growth of the U.S. economy during the first six quarters of this
expansion stood in marked contrast to the sluggish performance
abroad, especially in Europe. This growth, combined with the reduc-
tion in capital taxation embodied in the Economic Recovery Tax Act of
1981 (ERTA), surely increased the relative attractiveness of investment
in the United States.

It is important to recognize, however, that the development of the
U.S. current account deficit has also been associated with a sharp drop
in the national saving rate (relative to the cyclical peak in either 1979
or 1981). Between 1981 and 1986, the national saving rate fell more
than 4 percentage points (Table 3-6). This drop has made the
United States increasingly dependent on net capital inflows to fi-
nance U.S. investment. In 1986, net capital inflows—and the associat-
ed buildup of foreign claims on the United States—equaled one-half
of U.S. net capital formation. To the extent that the drop in the na-
tional saving rate is not desirable, this dependence on net capital in-
flows to finance U.S. investment is also not desirable. Part of the de-
cline in the national saving rate has resulted from the failure to bring
government expenditures in line with revenues. Part of the increased
dependence on capital inflows to finance U.S. investment, therefore,
ought to be viewed as a by-product of a fiscal stance that should be
corrected by gradually reducing the share of Federal expenditures in
GNP.

TABLE 3-6.—National saving, investment, and net capital inflow

[Percent of GNP]

Year

1979

1980
1981
1982
1983
1984

1985
19864

Gross
private
saving

178

175
180
176
174
179

172
162

Government
saving1

05

-1.3
-10

35
-38

27

-34
34

Gross
national
saving

183

16.3
171
14 1
13.6
152

138
128

Net
capital
inflow2

01

-.3
_ 2

o
1.1
24

27
35

Gross
private

domestic
investment3

181

16.0
169
14 1
14.7
176

165
163

1 Federal, State, and local governments.
2 Includes statistical discrepancy.
3 Nominal prices.
4 Preliminary.

Source: Department of Commerce, Bureau of Economic Analysis.
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This conclusion, however, in no way minimizes the role capital
markets have played in driving the current account. Exchange rates
are determined in asset markets. As is discussed in the next section,
the strong increase in the demand for dollar-denominated assets
during the first half of the 1980s, and the consequent appreciation of
the dollar between 1980 and early 1985, was a key factor underlying
the deterioration of the U.S. current account balance.

EXCHANGE RATES AND COMPETITIVENESS

Exchange-rate changes are a direct channel through which interna-
tional divergences in economic policy are transmitted to domestic
economic performance. Exchange-rate movements that persistently
exceed international inflation differentials—real exchange-rate move-
ments—change the prices of a country's imports relative to domesti-
cally produced goods and alter the ability of its producers to com-
pete in world markets. This section reviews the behavior of the real
foreign exchange value of the dollar and the relative price of U.S. im-
ports over the past decade, investigates the sources of these real ex-
change-rate movements, and assesses the effect of these exchange-
rate movements on the international cost competitiveness of U.S.
manufacturers.

SOURCES OF REAL EXCHANGE RATE MOVEMENTS

The past decade has been characterized by wide swings in the for-
eign exchange value of the dollar and in the relative price of imports.
Chart 3-4 presents an index of the foreign exchange value of the
dollar against a trade-weighted basket of currencies from 18 other in-
dustrial and 22 developing countries. The index is adjusted for dif-
ferences in wholesale price inflation in each country and thus meas-
ures changes in the real foreign exchange value of the dollar. Also
presented is an index of the relative price of non-oil imports, com-
puted as the ratio of the import price deflator excluding petroleum
to the total GNP price deflator. As can be seen from the chart, broad
movements in the dollar's real exchange rate and the relative price of
imports over the past decade can be divided into three phases.

During the late 1970s, the real value of the trade-weighted dollar
depreciated and the relative price of imports increased by roughly 10
percent. According to many observers, the weakness of the dollar in
the late 1970s was directly related to the perception that the United
States was embarked on significantly more inflationary policies than
were Japan and many West European countries. This perception led
to depreciation of the dollar not only in nominal terms, but also in
real terms. The nominal foreign exchange value of the dollar fell
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Chart 3-4

Real Exchange Rate and Relative Price of Imports
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Sources: Morgan Guaranty Trust Company of New York and Department of Commerce.

more than was justified by the actual excess of inflation in the United
States over inflation in other countries, because the exchange rate re-
sponds to expected future inflation as well as to current and past in-
flation.

The relatively weak dollar during the late 1970s benefited many
trade-sensitive industries in the United States. The real depreciation
of the dollar shielded these industries from their foreign competitors
because, as is shown in Chart 3-4, import prices increased faster than
did the prices of domestically produced goods and services. This al-
lowed some manufacturing industries to remain profitable while in-
creasing real wage rates substantially more rapidly than in the rest of
the United States economy, despite slow productivity growth. The in-
sulation from foreign competition that the weak dollar provided to
many trade-sensitive industries in the United States in the 1970s left
many of these industries poorly prepared to deal with such competi-
tion in the 1980s.
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The first half of the 1980s was marked by an unprecedented surge
in the real foreign exchange value of the dollar. From the third quar-
ter of 1980 through the first quarter of 1985, the real value of the
trade-weighted dollar appreciated by some 47 percent and the rela-
tive price of imports declined by 22 percent. Although some observ-
ers have claimed that the dollar's appreciation can be attributed to a
single cause, several factors contributed to the sustained rise in the
dollar between 1980 and early 1985.

The shift in monetary policy from one of perceived ease and ac-
commodation to an actual and ultimately perceived anti-inflationary
stance in the early 1980s was likely critical to the reversal during
1981 and 1982 of the real depreciation of the dollar that had oc-
curred in the late 1970s. Between the third quarter of 1980 and the
fourth quarter of 1981, the dollar appreciated in real terms back to
its early 1977 level. The dollar appreciated an additional 12 percent
in real terms in 1982. This appreciation was likely due, at least in
part, to increasingly persuasive evidence that the Federal Reserve was
committed to an anti-inflationary monetary policy.

From the trough of the recession in the fourth quarter of 1982
through the first quarter of 1985, the dollar appreciated an addition-
al 15 percent in real terms. The initial dramatic decline and subse-
quent stability of inflation, in conjunction with the strong growth in
real GNP in comparison with both past expansions and growth in
most other industrial countries, probably played an important role in
the further appreciation of the dollar during 1983-84.

The excess of real domestic demand over real domestic output that
has characterized the current expansion translates into an excess of
real domestic investment over real domestic saving that, in turn,
equals the real net inflow of foreign capital. At least a portion of this
capital inflow and the appreciation of the dollar during 1983-84 likely
resulted from the increase in the after-tax profitability of physical in-
vestment in the United States during this period. The increase in the
after-tax profitability of investment resulted from the interaction of
the ERTA tax reductions with the decline in inflation, which in-
creased the value of original cost depreciation.

Real business fixed investment grew much more rapidly relative to
real GNP in the first 2 years of the expansion than in previous cycli-
cal upswings. Indeed, the share of real business fixed investment in
real GNP achieved a postwar record in 1984. This strength occurred
despite high real interest rates and concern that the Federal budget
deficit would crowd out private investment. Furthermore, the real
valuation of the corporate capital stock by the equity markets also
surged during this period. As discussed in previous Economic Reports,
these facts are consistent with the view that changes in the tax law
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raised the value in equity markets of new physical capital and the at-
tractiveness of foreign investment in the United States.

Since the first quarter of 1985, the real value of the trade-weighted
dollar has fallen by 20 percent, back to its late 1981 level. Although the
causes of this steep depreciation of the dollar are difficult to isolate
with precision, the decline in real GNP growth in the United States
since mid-1984 likely contributed to the dollar's fall. In addition, the
announced intentions of the Group of Five to seek a lower dollar in
the Plaza Agreement and subsequent actions to back up these inten-
tions, especially the continuation of the easing of U.S. monetary
policy that began in late 1984, probably contributed to further dollar
depreciation after September 1985. More generally, the convergence
of economic performance and economic policies of the leading indus-
trial countries in 1985 and 1986 was probably necessary to support a
significant adjustment of exchange rates.

So far, little evidence exists of the effect of the substantial depre-
ciation of the dollar on U.S. trade flows. Several factors help to ex-
plain this limited impact. Existing empirical evidence indicates that
import prices respond with a lag of up to 2 years to even large
changes in exchange rates. This phenomenon results from the choice
of foreign producers to boost profit margins as their currencies de-
preciate against the dollar and to allow these margins to narrow so as
to maintain market share as their currencies appreciate against the
dollar. According to one study, foreign producers widened their
profit margins considerably during the 1980-84 appreciation of the
dollar. This provided them ample room to narrow profit margins by
limiting price increases and thus maintain market share as the dollar
depreciated. Indeed, as is shown in Chart 3-4, non-oil import prices
actually declined in 1985 and began to rise only in 1986.

Another factor that has limited the immediate effect of the deprecia-
tion of the dollar on U.S. trade flows is that the dollar has not in fact
depreciated substantially against the currencies of several important
trading partners. Total imports from Canada, Korea, and Taiwan
exceed imports from Western Europe or Japan, yet the dollar
has depreciated less than 7 percent against the currencies of Canada
and Taiwan and has actually continued to appreciate against the
Korean won.

PRODUCTIVITY AND COMPETITIVENESS

Declining international competitiveness of the U.S. economy, espe-
cially manufacturing industries, is often cited as an important cause
of the deterioration of the U.S. trade balance. Programs to revive
supposedly sagging productivity growth are often recommended as a
means of improving competitiveness and reducing the trade deficit.
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In fact, as is discussed in Chapter 1, productivity growth in manu-
facturing during the current cycle has exceeded the postwar average
and substantially exceeded the sluggish rate of productivity growth
during the 1970s. Since the business cycle peak in the third quarter
of 1981, output per hour in manufacturing has grown at an average
annual rate of 3.8 percent, 46 percent faster than the postwar aver-
age of 2.6 percent per year and more than twice the annual average
rate of 1.5 percent recorded between 1973 and 1981. Furthermore,
real wage growth in the manufacturing sector has exhibited notable
restraint during the current cycle. Since the business cycle peak, real
hourly compensation in manufacturing has grown at an average
annual rate of 1.0 percent, 50 percent slower than the postwar aver-
age annual rate of 2.0 percent.

As the result of restrained wage increases and strong productivity
growth, unit labor costs in manufacturing have increased at an aver-
age annual rate of only 0.7 percent since the 1981 peak and have ac-
tually declined at an average annual rate of 0.8 percent since the re-
cession trough in the fourth quarter of 1982. By contrast, unit labor
costs in manufacturing have grown at an average annual rate of 3.4
percent over the entire postwar period and grew at an average
annual rate of 8.2 percent between 1973 and 1981.

Table 3-7 compares movements in unit labor costs in the United
States with a trade-weighted average of unit labor costs in 11 of the
largest foreign industrial countries. As is shown in the second
column of the table, when measured on a national currency basis,
growth in unit labor costs during the first half of the 1980s was 5
percentage points higher abroad than in the United States. In the ab-
sence of other developments, the relatively better U.S. perform-
ance—which was a product of surging productivity growth and re-
strained wage increases—would have improved U.S. international
cost competitiveness. However, the cost competitiveness of U.S. man-
ufacturers also depends upon the dollar exchange rate. Foreign im-
porters can charge a lower dollar price to cover the same level of na-
tional currency costs when the dollar appreciates against their own
currencies.

As indicated by the third column of Table 3-7, the appreciation of
the dollar during the first half of this decade overwhelmed the other
determinants of international cost competitiveness. In national cur-
rency terms, unit labor costs in the 11 largest foreign industrial coun-
tries rose more than 16 percent during the first half of the 1980s; in
dollar terms, foreign unit labor costs fell nearly 20 percent. Instead
of experiencing a 5 percent improvement in U.S. international cost
competitiveness between 1980 and 1985, the strong appreciation of
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TABLE 3-7.—U. S. and foreign unit labor costs, 1980-85

[1980=100]

Year

1980

1981

1982

1983 .

1984

1985

United
States

100.0

107.3

114.0

111.1

110.5

111.2

Eleven foreign industrial countries1

National
currency basis

100.0

108.2

114.4

115.4

115.1

116.3

Dollar
basis

100.0

96.9

91.6

88.5

81.9

80.3

1 Trade-weighted average of Belgium, Canada, Denmark, France, Germany, Italy, Japan, Netherlands, Norway, Sweden, and
United Kingdom.

Source: Department of Labor (Bureau of Labor Statistics) and Council of Economic Advisers.

the dollar boosted the ratio of U.S. unit labor costs to foreign unit
labor costs by 39 percent.

This gap between the unit labor costs in U.S. manufacturing indus-
tries relative to manufacturing industries in most other industrial
countries has been narrowed significantly by the depreciation of the
dollar that began in early 1985. According to the International Mon-
etary Fund, the ratio of unit labor costs in the United States to a
trade-weighted average of unit labor costs expressed in dollars in
other industrial countries fell almost 30 percent to its 1981 level be-
tween the first quarter of 1985 and the second quarter of 1986.

In sum, the deterioration of international cost competitiveness in
U.S. manufacturing during the first half of this decade was the result
of the real appreciation of the dollar, not sagging productivity growth
or excessive wage increases. This fact does not imply, however, that
the United States can or should rely solely on exchange-rate move-
ments to improve further its international cost competitiveness. Ex-
change-rate depreciation can increase competitiveness in the interme-
diate run by making foreign-produced products more expensive, but
at the cost of slower real income growth. By contrast, improving
international cost competitiveness through greater productivity and
economic efficiency increases real income growth. The United States
should seek to strengthen international competitiveness by imple-
menting policies that increase productivity. The President is sending
to the Congress a package of initiatives to enhance further U.S. pro-
ductivity and competitiveness, including increased funding for basic
and applied scientific research, reforms of Federal regulations to
reduce business costs while continuing to serve important regulatory
goals, and efforts to improve access for U.S. products and services in
foreign markets.
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POLICY COORDINATION AND EXCHANGE RATE STABILITY

There is general agreement among economists that better conver-
gence of economic performance and better coordination of economic
policies among the leading industrial countries is both desirable and
essential for achieving greater stability of exchange rates. At the
Tokyo Economic Summit, the leaders of the seven largest industrial
countries agreed to a flexible approach to improving the internation-
al monetary system by providing more effective procedures for the
coordination of economic policies. The approach adopted in Tokyo
represents an important step down the path to greater convergence
of economic performance and better coordination of economic poli-
cies—a path that was charted at earlier Economic Summits and Minis-
terial Meetings, including especially the Versailles Economic Summit
and the Group of Five meeting of September 1985. Three features of
the approach outlined at the Tokyo Summit deserve particular em-
phasis.

First, efforts at policy coordination will not focus narrowly on
achieving specific values or ranges for exchange rates. Policymakers
are to consider a broad class of indicators of economic performance
and economic policy: GNP growth rates, inflation rates, interest rates,
unemployment rates, fiscal deficit ratios, current account and trade
balances, monetary growth rates, reserves, and exchange rates. This
approach should help to avoid the inherent weakness of pegged ex-
change-rate systems: rigid commitments to particular exchange-rate
values or ranges become too expensive in terms of other important
policy objectives and ultimately collapse under the pressure of policy
conflicts. The Tokyo Summit leaders explicitly stated that the objec-
tives of policy coordination are much broader than limiting ex-
change-rate movements. Objectives include "promoting non-infla-
tionary economic growth, strengthening market-oriented incentives
for employment and productive investment, opening the internation-
al trading and investment system and fostering greater stability of ex-
change rates."

Second, individual nations are responsible for formulating their
economic objectives and forecasting the critical indicators of econom-
ic policy and performance. Collective assessment of the mutual com-
patibility of objectives and forecasts is required as the essence of
policy coordination, and the managing director of the International
Monetary Fund is assigned his traditional role in assisting multilateral
surveillance. However, no agency is asked to undertake the essential-
ly impossible task of forcing sovereign nations to pursue policies con-
trary to their perceived national interests. Instead, the onus is on in-
dividual nations to live up to their own commitments and forecasts.
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Third, when significant deviations from the intended and agreed
upon course arise, individual nations are pledged "to make their best
efforts to reach understanding on appropriate remedial measures. . . ."
This pledge is not an effort to fine-tune the world economy to cor-
rect for all of the minor and inevitable deviations from its forecasted
path. The emphasis is on "significant deviations from intended
course." Further, the Summit leaders agreed that remedial efforts
should "focus first on underlying policy fundamentals. . . ." This agree-
ment does not preclude official intervention in foreign exchange
markets, when such intervention would be useful. However, it does
place the emphasis for policy coordination where it belongs—on the
economic policies that ultimately influence important developments
in the world economy.

Experience with the operation of this new system of policy coordi-
nation will contribute to its further development. Even at this stage,
however, it is clear that better policy coordination offers the promise
of more stable exchange rates, reduced external imbalances, and a
more favorable economic environment for developing countries.

CURRENT REQUIREMENTS FOR POLICY COORDINATION

In the period ahead, the principal challenge of policy coordination
is to reduce present international payments imbalances in a manner
that will support sustained, noninflationary growth in the world econ-
omy. Unilateral actions by the United States are not sufficient to ac-
complish this goal. Although a sharp U.S. recession would probably
improve the U.S. trade balance, it would not only injure economic
well-being in the United States, but would also sharply curtail pros-
pects for growth in the rest of the world. Massive dollar depreciation,
by shifting world demand toward U.S.-produced goods, would help
reduce the U.S. external deficit but at a cost of increased inflationary
pressures in the United States and depressed output growth in the
main U.S. trading partners. Put simply, reduction of the U.S. current
account deficit requires that real GNP in the United States grow
more strongly than domestic demand. This implies that real GNP
growth abroad will fall short of foreign domestic demand growth.
Unless foreign domestic demand strengthens, improvement in the
U.S. current account balance will necessarily be associated with re-
duced foreign growth. Given the size of the potential adjustment in
the U.S. current account, the risk is that foreign growth would be
sharply reduced.

An essential element of any program to reduce current external
imbalances, therefore, is that other industrial countries must achieve
stronger, domestic-led growth. Stronger domestic demand growth is
needed primarily to maintain satisfactory output and employment
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growth in these countries while the United States adjusts. It is also
needed to engender the much needed expansion of U.S. export mar-
kets without having to rely on further massive depreciation of the
dollar. Finally, strengthened foreign domestic demand is needed to
maintain the growth of demand for the exports of many developing
countries. Many of these countries, especially those with debt service
problems, face considerable pressures to improve their external posi-
tions. The United States, however, will be reducing, not increasing,
its external deficit; thus, further improvements of the developing
countries' payments positions must come from the other industrial-
ized countries.

Because the reduction of the U.S. current account deficit will take
time, strengthened foreign growth must be sustained over the
medium term. Achieving such long-lasting improvements requires the
elimination of those structural (i.e., microeconomic-based) distortions
that have impeded growth. In particular, to ease adjustment in the
traded goods sectors, efforts must be redoubled to eliminate not only
those practices that have restrained domestic demand but also those
rigidities that have reduced the mobility of labor and capital between
sectors. In Western Europe, where the recent economic recovery has
coexisted with sustained rises in unemployment—in some countries
to depression levels—there is a clear need to reform those policies
that have reduced labor flexibility and have rendered employment
unprofitable. In Japan, where the emphasis has been on export-led
growth, the need is to eliminate those policies that have hindered do-
mestic demand. In many countries there is a need to consider tax re-
forms that would substantially lower marginal tax rates, without nec-
essarily reducing government revenues in the long run. These meas-
ures are desirable not simply because they would indirectly help
reduce present external imbalances; they are desirable because they
would improve long-term economic performance and well-being.

Efforts by foreign industrial countries to effect a growth-oriented
reduction in external imbalances must be matched by corresponding
efforts by the United States. Reductions in the U.S. current account
deficit require that domestic demand in the United States grow less
rapidly than GNP and that national saving increase by more than na-
tional investment. The United States can make a critical contribution
to achieving these results by reducing the Federal deficit through ex-
penditure restraint. Restraint on Federal spending would help slow
domestic demand growth, but the effects of this slowing would not
significantly reduce GNP growth, provided that stronger growth of
demand abroad and the lagged effects of dollar depreciation boost
U.S. exports.
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The preferred approach to unwinding current external imbalances
calls for continued growth of world demand, but with a smaller con-
tribution coming from the United States and a larger contribution
from surplus countries. Domestic demand growth abroad would
expand faster than potential GNP, while domestic demand in the
United States would grow more slowly than potential output. Move-
ments in exchange rates would offset the effect of these changes in
the sources of world demand for any one country's products. In the
•United States, the reduced size of the government would allow for a
greater percentage of the Nation's output to be devoted toward pri-
vate investment and consumption.

Two other elements are also essential for the effective implementa-
tion of this program. First, developing countries, especially those
with external debt problems, need to adopt more growth-oriented
policies. The critical issue here is really for developing countries
themselves to make the reforms necessary to support long-term
growth. However, the industrial countries and the international finan-
cial system have an important role to play in assisting countries that
are moving toward more growth-oriented reforms. This role is the
essence of the program articulated by the Secretary of the Treasury
in October 1985 to deal with the problems of debtor countries. The
long-term goal of this approach is to restore the access of these
countries to international capital markets by increasing their capacity
to service their debts. By taking the measures needed to restore their
access to international credit markets, these countries will not only be
pursuing policies that will promote long-term growth with existing
resources, but will also restore the capital inflows needed to under-
write additional investment and growth. These developments would
primarily benefit the developing countries themselves. They would
also expand markets for the products of the industrial countries.
Meanwhile, industrial countries can contribute to growth-oriented ad-
justment in developing countries by sustaining a growing market for
their exports. (For a detailed analysis of this subject, see Economic
Report of the President: 1986, Chapter 2.)

Finally, all countries must avoid new protectionist measures and
work to reduce and eventually dismantle existing barriers to interna-
tional trade in both goods and services. Much attention has recently
focused on growing protectionist sentiment in the United States.
Progress in reducing the U.S. trade deficit, combined with efforts
abroad to reduce protectionism in foreign markets, are clearly impor-
tant in resisting protectionist actions in the United States.

Similarly, efforts in the United States to resist protectionism are
needed to prevent the awakening of protectionist forces abroad.
International trade, after all, is dominated by trade in goods. Just as
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most of the deterioration of the U.S. trade balance was in manufac-
tures, improvements in the U.S. trade balance will come about large-
ly from a swing in manufactures trade. This development will present
serious adjustment problems for U.S. trading partners, especially as
the performance of manufactures output in many countries, notably
Western European countries, has been weak. It would be singularly
unfortunate, therefore, if the United States were to suggest—just as
its trade position was beginning to improve—that protectionist meas-
ures were an acceptable response to these adjustment pressures. In
the end, all countries share an important common interest in the lib-
eral system of international trade and must work to protect and
expand that system.

International policy coordination will always be made difficult by
intercountry differences in economic situation and policy priorities.
At a minimum, however, it is important to identify those situations in
which joint actions will reinforce efforts to achieve individual as well
as common goals. Clearly, it is in every nation's interest that interna-
tional payments imbalances unwind in an environment of continued
world growth. Actions by other nations to strengthen their domestic
demand and to reduce structural rigidities that have impeded adjust-
ment, combined with resolute action by the United States to restrain
Federal spending, offer a means of accomplishing this goal.
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CHAPTER 4

Opening International Markets
ONE OF THE MORE REMARKABLE FEATURES of the past 40

years has been the rapid increase in real income per capita in many
parts of the world. This economic expansion has been fueled in large
part by a tremendous growth in world trade. In turn, growth in world
trade has resulted from a major effort led by the United States and
other countries to reduce global barriers to international commerce.

These events stand in direct contrast with the decade preceding
the start of World War II. Then, stagnation in the domestic econo-
mies of major nations was compounded by the spread of import bar-
riers, export subsidies, trade wars, and a general emphasis on closing
domestic markets to foreign competition.

Determined not to see this scenario unfold again after the war, the
United States sparked a move to establish a world trade system com-
plete with firm rules to govern trade practices and to ensure that
trade policies would not degenerate into beggar-thy-neighbor protec-
tionism. International organizations were created to guide the world
economy along this new path. Among them was the General Agree-
ment on Tariffs and Tra<Jt? (GATT)^et up to initiate a reduction of
trade barriers and to mediate-commercial disputes between member
nations.

GATT has presided over seven multilateral rounds of negotiations
that have produced historic global tariff reductions. As tariffs have
come down, the volume of international trade has increased much
faster than world production. Unfortunately, while GATT has been
expanding trading opportunities among countries, largely through
tariff reductions, these efforts have been undermined by new and
much less transparent protectionist measures.

The world thus stands at a crossroads similar to the one it faced 40
years ago. The commercial playing field is littered with government
policies aimed at protecting various industries from the rigors of
international competition. Trade in major product sectors—including
steel, automobiles, electronics, textiles, apparel, and footwear—is be-
coming increasingly regulated by measures such as voluntary export
restraints and orderly marketing agreements. The cost of these poli-
cies is enormous while the benefits reach only a few. Unless some-
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thing reverses the trend toward government-sponsored trading ar-
rangements, the growth enjoyed by world economies over the past
four decades could be severely curtailed.

The United States, as the largest participant in world trade and as
a long-time champion of free trade, stands in a unique position to
fight this move toward greater protectionism. From its start, the Ad-
ministration has supported free trade. Most recently, it reaffirmed
this position in a policy statement issued on September 23, 1985,
which contained a multipronged program to enhance and strengthen
the international trading environment. Elements of the program in-
cluded macroeconomic policies aimed at dollar realignment, fiscal
deficit reduction, and an effort to ease the debt burden of developing
countries.

With respect to trade policy, the statement proposed that the
United States undertake a number of bilateral measures aimed at re-
ducing foreign trade barriers. A second thrust of U.S. trade policy
would be to rekindle the GATT process by urging fellow members to
enter into a new round of multilateral trade talks.

More than a year has passed since these policies were announced.
Using a series of self-initiated cases under Section 301 of the Trade
Act of 1974, the Administration has sought to eliminate certain
unfair trading practices of foreign governments. A fund of money has
been established to support Export-Import Bank loans as part of an
effort to persuade foreign countries to restrict and eliminate com-
mercial subsidy elements of their foreign aid grants. Bilateral talks
aimed at establishing free-trade areas have been concluded with
Israel and begun with Canada.

And because of a leading role taken by the Administration, a new
round of multilateral trade liberalization talks—held under the aus-
pices of GATT—has commenced in Geneva. This new round pre-
sents an important opportunity for rolling back interventionist meas-
ures and for strengthening rules of conduct in international trade.
Indeed, it offers prospects to rein in the various new forms of protec-
tion that have arisen because of current weaknesses in the GATT
process. The new round also provides the opportunity to extend
rules of commercial relations to areas previously exempted from or
not covered by GATT, including agriculture, services, direct foreign
investment, and intellectual property rights.

This chapter reviews the Administration's trade policy initiatives of
the past year, especially as they relate to efforts to open foreign mar-
kets. The fundamental premise behind these efforts is that free trade
offers Americans the greatest hope for a prosperous future. Conse-
quently, this chapter begins by reviewing the benefits of free trade.
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THE CASE FOR FREE TRADE

Governments have long interfered with the exchange of goods
across their boundaries. One purpose of their barriers was to collect
revenues through tariffs or tolls. Local industry usually supported
and benefited from the protective effect of these policies. Indeed, in
many instances, pressure from domestic producers induced govern-
ments to shelter them from foreign competition with trade restric-
tions. Another purpose was to achieve trade surpluses through
export subsidies and import restrictions. These policies, whose osten-
sible goal was to increase and preserve domestic wealth at the ex-
pense of other countries, became known as mercantilism.

For more than 200 years, many economists have argued against
mercantilist policies and made the case for free trade. They generally
believe that restrictions on commercial activity reduce wealth rather
than increase it. Conversely, the argument for free trade is relatively
simple yet compelling.

The case for free international trade is much the same as the case
for free internal trade. Commerce between the United States and
Japan benefits Americans as does commerce between New York and
California. The exchange of goods, internally or internationally,
arises as a natural outcome of specialization. Because of factors such
as climate, natural resource endowments, or technology, different
economic regions possess different abilities to produce certain goods.
Individuals, firms, and industries within these regions tend to con-
centrate their efforts in the goods and services that they are best able
to produce. Then their output is exchanged in the marketplace for
that of other economic agents.

Specialization allows for a more efficient use of scarce resources
and permits improved productivity of the economy. The larger the
size of the market, the greater are the possibilities for specialization
and for increasing the wealth of the community. The extent of spe-
cialization in international trade is related to the forces of interna-
tional competition. As barriers between markets are lowered, some
domestic producers will face increased competition from abroad.
Other producers will exploit export opportunities as accessible mar-
kets expand. Hence, production will tend to contract in industries
where foreign goods are superior relative to domestic goods on a
price and/or quality basis. In those industries where domestic goods
are relatively superior to foreign, local output will expand. These
latter industries are said to have a comparative advantage.

In essence, comparative advantage means that an industry will
export if it is more efficient relative to other domestic industries. An
industry's productivity relative to other industries within the same

127

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



country determines its ability to command scarce resources within
that economy and, thereby, to export to the rest of the world. Thus,
a local industry's efficiency compared with that industry in foreign
countries is not the main determinant of whether it exports or faces
import competition.

Because comparative advantage refers to an internal ranking of
productivity, a country may import goods even if the local producing
industry is more efficient than its foreign rival. A country will tend to
concentrate production in those industries in which it has the great-
est comparative advantage. Standards of living rise as resources are
put to their most productive uses. One sign of rising standards of
living, of course, is a rise in real wages.

A common misconception about international trade is that it is
unfair. For instance, some argue that because U.S. wages are high
relative to wages in other countries, U.S. producers cannot compete.
This argument is true for some industries, but not true in general.
U.S. wages are high because American workers are in general rnqre
productive than their foreign counterparts. The relatively high U.S.
productivity comes about from this Nation's enormous stock of physi-
cal and human capital. As U.S. productivity levels increase, so do
wages paid to workers. This puts upward pressure on wages even in
relatively inefficient sectors of the economy. But if wages rise and
productivity does not keep pace, then American firms will have trou-
ble competing.

An instructive example comes from the U.S. steel industry. From
1965 to 1981, wages rose much faster than labor productivity in steel
and faster than wages and labor productivity in overall manufactur-
ing. As a consequence, unit labor costs increased dramatically, and
the comparative advantage of U.S. steel products deteriorated badly.
In other sectors where wages are relatively high but productivity re-
mains strong, such as aircraft and computers, U.S. products compete
successfully in world markets.

In addition to raising the general standard of living, the forces of
free trade also produce dynamic gains for the economy. These bene-
fits accrue because, in the absence of government intervention, in-
vestment in new plant and equipment and in research and develop-
ment tends to concentrate in the most efficient sectors of the econo-
my. This increases the rate of growth of the economy. Conversely, in
an economy riddled with protectionist policies, investment is often
diverted from more efficient industries because of government-in-
duced distortions in relative rates of return.

Finally, political gains arise from free-trade policies. As countries
rely more on each other for goods and services, they are more likely
to settle international disputes through negotiation rather than hos-
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tile action. An example is the remarkable reduction in national ten-
sions between the countries of Western Europe since the adoption of
internal free-trade policies following World War II.

It is sometimes argued that the benefits of free trade depend upon
special assumptions about economic behavior. But the case for free
trade is quite general. Early arguments for free trade assumed that
industries were perfectly competitive and that trade arose from cli-
matic or technological differences between countries. Later, econo-
mists focused on trade resulting from relative differences in national
endowments of factors of production, such as labor and capital. In
both instances, the free-trade outcome was one where production ex-
panded along the lines of comparative advantage and countries en-
joyed the consequent gains of trade.

More recent theories of international trade flows stress the impor-
tance of imperfectly competitive market structures arising from such
phenomena as increasing returns to scale and domestic barriers to
entry. Even here, however, free international trade is beneficial. Ex-
pansion of markets because of freer trade may allow a firm to realize
economies of scale from an output level higher than would be ex-
pected in the absence of trade. These economies can then be passed
on to the consumer as lower prices. Expansion of markets through
free trade also leads to an erosion of monopoly power enjoyed by
those industries where both significant barriers to domestic entry and
foreign competitors exist. Another source of gain is the benefit to
consumers from an increase in product diversity, in both quality and
variety.

The benefits of free trade are relatively independent of actions
taken by foreign countries. In particular, it is often argued that be-
cause protectionist policies exist in foreign countries the United
States must follow suit. This argument is generally false. The benefits
to the United States flow from buying goods and services for which
foreign producers have a comparative advantage and selling U.S.
goods and services where U.S. companies have a comparative advan-
tage. To the extent that foreign policies reduce these trade possibili-
ties, those countries and the United States gain less.

Furthermore, the benefits of free trade do not require that trade
be balanced at any point in time. Indeed, overall trade balances and
the associated international capital flows allow countries the mutual
benefit of trading goods and services over time. Countries with over-
all trade deficits borrow from the rest of the world. Such borrowing
can provide the requisite funds for financing investment expenditures
crucial to economic growth. Countries with overall surpluses lend to
the rest of the world. This lending raises the wealth of the country if
it is allocated to projects that earn higher rates of return than would
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otherwise be possible. However, neither borrowing nor lending can
go on indefinitely, and economic forces will work over time to ensure
that imbalances are closed. Thus, trade in goods and services be-
tween any country and the rest of the world tends to be in balance
over the long run.

On the other hand, trade between any two countries may never be
in balance. For a variety of reasons, countries tend to amass surplus-
es with some countries and deficits with others. Unfortunately, inter-
est in bilateral trade balances—essentially a mercantilist trait—re-
mains great. In May 1986, the House of Representatives passed an
omnibus trade bill, H.R. 4800, that called for the President to identi-
fy countries that have "excessive" trade surpluses with the United
States and then to negotiate with or take actions against these coun-
tries, regardless of the underlying causes of the surpluses. The Presi-
dent labeled the bill "kamikaze legislation" and promised to veto the
measure, but it died when the 99th Congress adjourned.

Despite the obvious benefits of a liberal trading order, various
forms of protection abound and are proliferating at an alarming rate.
Why do governments continue to pursue these policies? Various jus-
tifications have been put forward by governments to defend protec-
tionist policies. Examples include government revenue, national de-
fense, unfair foreign trade practices, preservation of certain ways of
life, and short-term aid to revitalize industry.

Whatever the motive, protection in any form redistributes income
and wealth. And because the redistributive effects are usually not
readily apparent, special interest groups sometimes favor and govern-
ments often choose these methods over other more visible and much
less costly forms of subsidy. Protection raises the price of imports
and domestically produced import-competing products. But, consum-
ers are seldom aware of the tax imposed upon them by protection
because they rarely have the opportunity to observe the difference
between domestic and world prices. The cost of protection to con-
sumers can be quite dramatic. For instance, the Council of Economic
Advisers estimated that if Congress had been successful in its attempt
to override the President's veto of the Textile and Apparel Trade En-
forcement Act of 1985, Americans would have had to pay up to an
additional $44 billion for textiles and apparel over the next 5 years.

Given these considerations, the Administration supports policies
designed to improve the efficiency and productivity of the U.S. econ-
omy. Such steps should make Americans more prosperous. These
policies include retraining for displaced workers, reforming antitrust
laws, and strengthening property rights, both domestically and
abroad. Other initiatives include the repeal or reform of regulations
that unnecessarily impinge upon U.S. competitiveness.
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SECTORAL MARKET OPENING INITIATIVES

SECTION 301 ACTIONS

Trade imbalances are largely macroeconomic phenomena, not re-
lated directly to market access barriers or unfair trade practices by
foreigners. But trade barriers and unfair practices distort economic
activity and generally harm economic efficiency. For this reason, the
Administration is committed to eliminating foreign trade policies that
pose a significant burden on U.S. exports.

Section 301 of the Trade Act of 1974, as amended, provides the
authority and procedures for the President to act against certain
unfair trading practices of U.S. trading partners. The President must
first find that action is appropriate to enforce U.S. rights under any
trade agreement, or to respond to any act, policy, or practice of a
foreign country that (a) is inconsistent with the provisions of, or oth-
erwise denies the United States benefits under, any trade agreement,
or (b) is unjustifiable, unreasonable, or discriminatory and burdens
or restricts U.S. commerce. If he so finds, then he is authorized to
act to enforce these rights or to eliminate the act, policy, or practice.

Unjustifiable practices are those that violate or are inconsistent
with U.S. international rights. The term "unreasonable" refers to
acts, policies, or practices that are not necessarily illegal or inconsist-
ent with U.S. international legal rights, but are viewed as being
unfair. The act applies not only to practices that harm U.S. trade in
goods and services, but also to actions against U.S. direct foreign in-
vestment that affect trade in goods or services.

Section 301 is administered by the Office of the U.S. Trade Repre-
sentative (USTR). Petitions may be filed by any interested party or
they may be "self-initiated" by USTR on its own or at the request of
the President. Once an investigation has been opened, USTR, in co-
operation with other U.S. Government agencies, determines the
extent of harm to domestic interests and recommends action for the
President. At the same time, USTR consults with the foreign govern-
ment involved in the complaint and attempts to negotiate a settle-
ment.

Depending upon the specific nature of the alleged practice, USTR
has up to 12 months to conclude the investigation and recommend
action to the President. If no solution is reached, USTR may recom-
mend that the President impose duties or other restrictions on im-
ports from the foreign country or take any other action authorized by
law. Retaliatory actions taken under Section 301 may be nondiscrim-
inatory or solely against the goods and services of the foreign coun-
try involved in the dispute. The products subject to retaliation need
not correspond to the products related to the dispute.
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Between January 1975 and November 1986, 57 cases had been ini-
tiated under Section 301. Table 4-1 details the disposition of these
cases. In addition, numerous firms and industry groups have consult-
ed with USTR regarding the Section 301 process or have filed and
then withdrawn their petitions before a case could be initiated. More
than 60 percent of initiated cases were begun under the current Ad-
ministration. Until 1985, all of these came as the result of privately
filed complaints. Recently, however, the role of Section 301 as an
active component of U.S. trade policy has grown, with the President
directing USTR to self-initiate four investigations and three trade ac-
tions aimed at the practices of several U.S. trading partners. Five of
the seven proceedings have been favorably resolved, while two are
pending. Brief descriptions of the circumstances of these self-initiated
cases follow.

TABLE 4-1.—Summary of cases under Section 301

[January 1975 to November 1986]

Category

Petitions considered . . . ..

Petitions withdrawn

Cases terminated:

Due to resolution of dispute
Due to other reasons

Cases resulting in retaliation

Cases suspended

Cases pending

Number

57

6

20
4

12

3

15

Note.—Case resolutions do not equal number of petitions considered because cases may fall into more than one category.
Source: Compiled by Council of Economic Advisers from data provided by Office of the U.S. Trade Representative.

Self-initiated Section 301 Cases

On September 16, 1985, at the request of the President, an investi-
gation was begun into practices that act as a barrier to U.S. cigarette
sales in Japan. These practices included tariffs combined with inter-
nal ad valorem excise taxes, an absolute prohibition on the manufac-
ture of foreign cigarettes in Japan, discriminatory treatment in the
collection of excise taxes, and restrictions on the distribution of for-
eign cigarettes. Bilateral consultations were held between representa-
tives of USTR and the government of Japan. Japan promised to sus-
pend altogether tariffs on cigarette imports. It also agreed to elimi-
nate the discriminatory deferral in collecting excise taxes, terminate
discriminatory distribution practices, and make its price approval
system virtually automatic. On October 6, 1986, the President sus-
pended the investigation with the intent that it be terminated upon
full implementation of the agreement.
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In the autumn of 1985, the President directed USTR to self-initiate
two Section 301 investigations against the practices of Korea. The
first involved restrictions on the ability of U.S companies to sell fire
and life insurance in Korea. The second was aimed at the lack of ef-
fective protection of U.S. intellectual property rights, such as copy-
right protection for literary and artistic works, including computer
software, and patent protection for chemical and pharmaceutical
products. Bilateral consultations resulted in agreements covering
both complaints. The first increased U.S. market access to Korea's in-
surance market by allowing U.S. insurers to underwrite both life and
other insurance. The second promised to expand dramatically the
protection of intellectual property rights. The President approved the
agreements in August 1986, and the investigations were terminated.

On August 1, 1986, the President determined that Taiwan's prac-
tice of calculating customs duties based on prices listed in duty-
paying tables violated a trade agreement or was unjustifiable and a
burden on U.S. trade. In effect, this practice had led to increased
duties paid to Taiwan, because the prices in the tables often exceed-
ed transactions values. Before USTR could recommend an appropri-
ate method of retaliation, Taiwan agreed to stop the practice.

In October 1985, Taiwan agreed to provide greater market access
for U.S. exports of beer, wine, and cigarettes within 6 to 12 months.
In particular, Taiwan agreed to lift an import ban on beer and to
allow U.S. products to be sold at all retail outlets where Taiwanese
products were sold. It also agreed to limit retail markups on U.S.
products to the level applied to local products and to allow market
forces to determine the levels of importation of U.S. products.

On October 27, 1986, the President determined that Taiwan had
not honored the agreement and accordingly found the Taiwanese
practices to be unreasonable and a burden on U.S. commerce. He di-
rected USTR to retaliate. On December 5, 1986, before the retalia-
tion could be implemented, Taiwan agreed to settle the dispute and
the President ordered the case terminated.

On March 31, 1986, the President announced his intention to
impose quotas on several European Community (EC) products in re-
sponse to EC restrictions affecting U.S. exports of oilseeds and
grains to Portugal. He also vowed to increase tariffs on certain prod-
ucts if the EC did not provide compensation for reduced U.S. ex-
ports of corn and sorghum to Spain as a result of the replacement of
Spain's 20-percent tariff on these products by the EC's variable levy.
The EC had taken its actions in connection with the accession of
Spain and Portugal to the EC.

On May 15, 1986, the President imposed quotas on EC imports in
response to the Portuguese import restrictions. However, to date,
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these actions have not restricted trade. On July 2, 1986, the EC and
the United States reached an interim agreement, and the quotas were
lifted to permit continued sales of corn and sorghum to Spain for an
additional 6 months. Both sides had agreed to December 31, 1986,
as a deadline for the final agreement. Unfortunately, subsequent ne-
gotiations have failed to produce a settlement. Consequently, on De-
cember 30, 1986, the President announced that ad valorem tariffs of
200 percent would be placed on certain products, primarily imported
from the EC, with a trade value approximately equal to the estimated
loss of corn and sorghum exports. The tariffs will be implemented
no earlier than January 31, 1987, thus allowing additional time for
negotiations.

On September 16, 1985, at the President's direction, USTR began
a Section 301 investigation into all aspects of Brazil's computer and
computer-related (informatics) products policies. Included in the in-
vestigation were practices concerning import restrictions, limitations
on U.S. investment, and failure adequately to protect intellectual
property rights. On October 6, 1986, the President announced that
Brazil's informatics policy was unreasonable and a burden or restric-
tion on U.S. commerce, but ordered that the case be continued until
December 31, 1986, to give both sides more time to reach an agree-
ment. In the meantime, he requested that USTR notify GATT of
U.S. intentions to suspend the application of tariff concessions to
Brazil and to effect such suspensions when appropriate.

In the weeks that followed the Presidential announcement, some
progress was achieved on certain procedural aspects of Brazil's infor-
matics policy. Consequently, on December 30, 1986, the President
suspended those aspects of the investigation. In addition, he ordered
a further extension, until July 1, 1987, to give negotiators additional
time to settle remaining issues in the case.

Analysis of Section 301 Actions

The Administration's decision to self-initiate several Section 301
cases has sent important signals. First, U.S. industries know that if
they encounter unreasonable trade barriers in foreign markets, a
mechanism exists to help them overcome these barriers. Moreover,
both the self-initiations and actions in cases initiated in response to
industry filings demonstrate U.S. concern to its trading partners
about their commercial policies. The message of the Section 301
process is that in the products and countries involved in the various
cases, the United States thinks its comparative advantage is being un-
fairly denied.

Section 301 puts the weight of the President behind disputes over
specific, narrowly defined trade practices abroad. This attention
sharpens the focus of the dispute and allows pressure to build on a
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clear and remediable problem. The threat of retaliation can provide
leverage to negotiate an end to unfair foreign practices. Section 301
also encompasses a greater range of issues (in goods, services, invest-
ment, and intellectual property rights) than does GAIT.

Section 301 should be used with caution. Actions taken under it may
be perceived as an intrusion into the policies of a foreign government.
And, while these policies may clearly be egregious and often lower the
economic welfare of the foreign country, in some cases the threat of
retaliation may not provide the best incentive for successful resolution
of the issue.

Political leaders may not want to appear to be vulnerable to for-
eign threats and may resist a mutually beneficial agreement to pre-
serve national pride. Thus, Section 301 cases are most likely to suc-
ceed in areas that have little economic and political significance to
foreign governments, and retaliation is more likely in those cases
with significant foreign national interest.

The level of contentiousness is even higher when the process is ini-
tiated at the President's direction without a petition filed by a U.S.
firm or industry. In these cases, it is most unlikely that the investiga-
tion will lead to any finding other than unreasonableness. The possi-
bility of abandoning the case because the costs of retaliation are too
high is limited.

U.S. retaliation may inflict as much or more harm on the American
economy as it does on its target. In addition, unless carefully han-
dled, it is likely to violate GAIT rules, undermining an already weak
international dispute settlement process. Moreover, retaliation does
not always stop with the issue at hand, but may escalate into further
rounds of retaliation and counter-retaliation. The potential for mutu-
ally destructive trade wars rises with the magnitude of the case and
with the size of the trading partner.

While the focus of a Section 301 case is usually on a specific prod-
uct, the effects of a settlement may extend to other related areas. For
instance, the recently concluded agreement with Japan over trade in
semiconductor products has led, at least temporarily, to increases in
the prices of these products. As semiconductor prices rise, the com-
petitiveness of industries using these products as inputs may dimin-
ish.

Several proposed trade bills recently considered by the 99th Con-
gress would have amended the Section 301 decisionmaking process.
Most of these proposals are ill-advised. For instance, Senate bill
S.I860 would have mandated the President to self-initiate several
Section 301 investigations each year. It would also have required the
President to retaliate if settlement were not reached after a fixed
period of time. Such requirements add inflexibility to areas where
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flexibility is vital, and do nothing to address the fundamental prob-
lem of opening foreign markets. The decision to self-initiate raises
the stakes in the negotiating process. Section 301 currently allows the
President to lend the force of his office in those situations where it
most benefits the outcome of the process.

Finally, the credibility of U.S. complaints about foreign trade bar-
riers depends in part on the extent of its own barriers. U.S. tariffs are
low on average, but tariffs on certain products remain high and non-
tariff barriers affect a significant percentage of total imports. For ex-
ample, the United States participates in the international Multifiber
Arrangement, which authorizes complex bilateral trade-restricting
agreements between exporters and importers of textiles and clothing.
The United States has asked its trading partners to limit their exports
of steel and machine tools and uses nontariff barriers or high tariffs
to restrict trade in sugar, dairy products, lumber products, motorcy-
cles, and a number of other goods.

MARKET-ORIENTED, SECTOR-SELECTIVE TALKS

A much less confrontational approach to bilateral market opening
is represented by a series of sectoral negotiations between the United
States and Japan. Following the successful conclusion of talks to lib-
eralize Japanese financial markets, both governments sought to ad-
dress the often contentious issue of commercial trade with Japan. In
1985, high-level discussions, called Market-Oriented, Sector-Selective
(MOSS) talks, began with the purpose of identifying and removing
impediments to market access in Japan. Sectors initially chosen for
discussion were telecommunications, electronics, medical equipment
and pharmaceuticals, and forest products. Transportation machinery
was added later.

The MOSS talks have shown substantial progress. Japan has imple-
mented reforms in telecommunications, forest products, and medical
equipment and pharmaceuticals. MOSS discussions on electronics
were largely preempted by the semiconductor agreement. Negotia-
tions in transport machinery, especially involving trade in automobile
parts, still continue.

RECIPROCAL MARKET OPENING INITIATIVES

Opening markets on a piecemeal basis is difficult and inefficient. A
more fruitful approach is to enter into discussions with foreign gov-
ernments to open all markets reciprocally. These discussions can occur
on a bilateral or multilateral basis. Important progress was made on
both fronts in 1986.
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FREE-TRADE AREA NEGOTIATIONS

A free-trade area (FTA) is an arrangement between two or more
countries to remove barriers to trade among themselves but to main-
tain separate barriers with respect to nonmember countries. The
benefits from FTAs resemble those attributed to free trade in gener-
al: expansion of market size can lead to efficiency gains through spe-
cialization. Consumers gain because they pay lower prices for certain
goods because of increased competition.

Conclusion of FTA agreements can help to maintain the momen-
tum for liberalizing trade. When the international climate does not
permit widespread reductions of trade barriers, liberalization among
like-minded nations promotes free trade. When nations that refuse to
reduce their trade barriers see that others will achieve gains from
trade by reducing barriers bilaterally, they might reconsider their
commercial policies and join the effort to open markets.

FTAs have their problems. The potential cost of FTAs relative to
freer trade in general arises from the fact that FTAs discriminate in
favor of trade between member nations and against trade with non-
member countries. Hence, the source of trade may be diverted away
from the lowest cost world producer in favor of a higher cost FTA
member.

Both the Administration and Congress, however, think that free-
trade area arrangements are worthwhile. The Administration's 1985
trade policy statement noted that bilateral negotiations are no substi-
tute for multilateral negotiations, but that "such agreements could
complement our multilateral efforts and facilitate a higher degree of
liberalization, mutually beneficial to both parties, than would be pos-
sible within the multilateral context/' Congress, for its part, has
granted the Administration authority to enter into bilateral trade-lib-
eralizing negotiations.

FTA Agreement with Israel

The Trade and Tariff Act of 1984 specifically authorized the Presi-
dent to conclude an FTA agreement with Israel. Formal talks began
in January 1984. An agreement was signed in April 1985 and the first
stage of liberalization went into effect in September 1985.

The agreement covers both tariff and certain nontariff barriers that
exist between the two countries. Although most substantive elements
of the agreement address liberalized trade in goods, some relate to
trade in services and protection of intellectual property rights.

The U.S.-Israel FTA is the first such agreement reached by the
U.S. Government. One motivating factor for negotiating this agree-
ment was Israel's previous entry into a similar agreement with the EC
covering trade in manufactured products. By negotiating an FTA

137

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



with Israel, the United States regained the competitive advantage that
U.S. exporters had lost to their European competitors.

FTA Talks with Canada

More trade passes between the United States and Canada than be-
tween any two other countries. In 1985, this trade totaled about $120
billion. Canada is this country's largest foreign market, accounting
for 22 percent of total merchandise exports. The United States is
Canada's largest market, purchasing more than 75 percent of total
Canadian exports. The two countries engage in substantial trade in
services. In addition, about 20 percent of U.S. direct foreign invest-
ment is in Canada.

Over the course of U.S.-Canada relations, special trade pacts have
periodically been considered. From 1855 to 1866, trade between the
two countries was governed by special treaty. Since 1965, the United
States and Canada have had a sectoral agreement covering trade in
automobiles. However, more comprehensive and longstanding agree-
ments have eluded American and Canadian negotiators for decades.

Recently, a new effort to reinforce U.S.-Canada economic ties
began. On September 26, 1985, the Prime Minister of Canada called
for negotiations between the United States and Canada to achieve
"the broadest possible package of mutually beneficial reductions in
barriers to trade in goods and services." The Administration wel-
comed this proposal and formally notified Congress in December
1985 of its intent to enter into negotiations under the negotiating au-
thority established in the Trade and Tariff Act of 1984. These nego-
tiations were begun in May 1986.

After consultations with advisory committees representing industry,
labor, and agriculture, the Administration developed objectives for
the talks. The first objective is the elimination of Canadian tariffs. A
second broad goal is the elimination of nontariff barriers to certain
U.S. exports. The United States is also interested in eliminating bar-
riers to foreign investment in Canada, liberalizing trade in services,
and protecting intellectual property rights.

Canadian objectives include reducing U.S. tariffs and improving
access to the government procurement process, both Federal and
State, from which Canadian vendors have often been excluded be-
cause of various Buy American provisions. Both sides seek a dispute
settlement mechanism that could be used to enforce any agreement
emerging from these negotiations and to deal with individual dis-
putes in the future.

The mutual economic gains of liberalized trade with Canada are
likely to be substantial. The United States would benefit because Ca-
nadian tariffs are quite high and hence reduction of these barriers
could lead to increased market access for U.S. exporters. Canada
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would gain from taking advantage of the economies of scale that it
could achieve through producing for a market ten times larger than
its own. Both countries also stand to gain in many nonquantifiable
ways, not the least of which is the reduction of commercial tensions.

Since 1981, the Administration has concluded or examined com-
prehensive bilateral trading arrangements with several countries. Al-
though such arrangements are better, in general, than sectoral nego-
tiations between countries—and far better than negotiations conduct-
ed under threat of retaliation (such as Section 301)—multilateral
trade talks are the most efficient and all-encompassing means by
which to reduce global trade barriers. Hence, the Administration has
placed strong emphasis on a new round of GATT talks.

THE NEW GATT ROUND

An important Administration success in trade policy has been the
launching of a new round of talks in GATT to reduce barriers to
international trade and to strengthen and improve the global trading
system. The announcement of an agreement to begin this new round
was made at an international gathering of trade ministers at Punta
del Este, Uruguay, on September 20, 1986. Organized discussions
began on October 27, 1986; the negotiations are scheduled to con-
tinue for 4 years.

The Uruguay Round holds considerable promise for U.S. commer-
cial interests. In addition to traditional areas, new topics that will be
considered in the negotiations include trade in services, treatment of
foreign investment, and protection of intellectual property rights.
The Administration played a key role in ensuring that these issues
would be included in the talks.

History of GATT

GATT was created at the end of World War II as one of several
international agreements designed to promote world peace and de-
velopment. It serves both as a forum for trade liberalization talks and
international commercial dispute settlement and as a multilateral
body that sets rules of conduct in international commerce. Countries
that agree to follow GATT rules are said to be contracting parties.
As of December 1986, GATT comprised 92 contracting parties, in-
cluding all developed Western economies. In addition, numerous de-
veloping countries, as well as several Eastern-bloc countries, are
GATT contracting parties. Together, GATT members account for
about 85 percent of international trade.

As a code of commercial conduct, GAIT prohibits quantitative re-
strictions on trade in goods, and the GATT subsidies code outlaws
government export subsidies for nonagricultural products. It does
permit certain protective measures for balance of payments reasons,
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to provide temporary relief for local industries in distress (i.e., safe-
guards protection), or to promote infant industries in developing
countries. GATT has procedures for settling disputes arising be-
tween members. The dispute settlement process may sometimes be
long and problems over compliance with decisions may develop. In
the Uruguay Round, the United States hopes to streamline and
strengthen the dispute settlement process.

Since 1947, GATT has served as a forum for seven rounds of talks
aimed at reducing international barriers to trade. Perhaps the two
most successful and well-known are the Kennedy Round of the 1960s
and the Tokyo Round of the 1970s. The major achievement of the
Kennedy Round was across-the-board tariff cuts, averaging 35 per-
cent, on manufactured products. In the Tokyo Round, manufactured
goods tariffs were cut again, this time an average of 31 percent. In
addition, codes concerning nontariff barriers, such as government
procurement practices and customs valuation procedures, were estab-
lished.

The operating principle underlying the agreements to cut tariffs is
the unconditional most favored nation (MFN) treatment among coun-
tries. This notion holds that if a contracting party grants trade con-
cessions to another contracting party or to a nonmember country, it
must grant the same concessions to all contracting parties. The eco-
nomic basis for this principle is sound. Because all countries belong-
ing to GATT are treated alike, and because GATT members account
for most of world trade, trade flows will tend to occur along the lines
of comparative advantage. Thus, potentially trade-distorting discrimi-
natory treatment is minimized. The MFN rule also protects small
countries by preventing big countries from negotiating exclusive
mutual concessions. Thus, less developed countries benefit from the
full weight of U.S. influence in negotiating trade concessions. The
MFN rule is extremely efficient in that it enables countries to avoid
the huge administrative costs of conducting the thousands of bilateral
trade agreements that are the effective equivalent of a multilateral
GATT round.

ADMINISTRATION AIMS IN THE NEW GATT ROUND

Talks in the new round will be conducted on the basis of a com-
prehensive agenda in two parallel areas, one involving trade in goods
and the other trade in services. The negotiations involving trade in
goods represent an extension of previous negotiations. Topics to be
addressed include tariff and nontariff barriers, trade in tropical and
natural resource based products, textiles and clothing, agriculture,
and trade-related investment and intellectual property rights issues.
In addition, negotiations will seek to strengthen GATT rules related
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to subsidies, dispute settlement, and safeguards protection. The talks
involving trade in services represent the first multilateral negotiations
ever undertaken on this issue.

Dispute Settlement

GATT acts as a forum for the settlement of disputes concerning
the rules and obligations set out in the GATT agreement. In the first
years of GATT, the dispute settlement process was effective in inter-
preting the rules of GATT and pressing countries to adhere to
GATT rules. Beginning about 1960, however, confidence in GATT
procedures and compliance with its rules began to wane. The Tokyo
Round attempted to tighten the dispute settlement process, but sig-
nificant problems remain.

Basic weaknesses pervade the settlement process. The fundamental
problem is delay. It is not atypical for cases to drag on for several
years. Under current arrangements, parties to a dispute can block
adoption of settlement recommendations, thereby compounding the
problem of unsuccessful resolutions. Furthermore, the process is
least effective where GATT rules themselves are weak or ambiguous,
as with agriculture.

The United States is strongly committed to repairing and improv-
ing the dispute settlement system. The Administration supports new
rules and procedures designed to restore international confidence in
the system. Included in these rules would be the development of new
arrangements to ensure compliance with GAIT rules and rulings.
New and strengthened trade rules make no sense for the world trad-
ing system without effective enforcement.

Trade in Services

From 1950 to 1985, the production of services increased as a share
of total U.S. output from 47 to 57 percent. As employment in manu-
facturing was falling as a share of total employment, employment in
the services sector was rising faster than total employment. Today,
about 60 percent of American jobs are in the nongovernmental
services sector. Between 1950 and 1980, real service exports rose
faster than real GNP. Other developed economies have shared simi-
lar experiences. In the economies of developed countries, on aver-
age, services now account for about 50 percent of value added and
constitute approximately 20 percent of international trade.

Despite the growing • importance of the production and trade of
services in the U.S. economy and the economies of other developed
countries, little has been done to limit government policies that re-
strict or distort trade in services. A key element of the Ministerial
Declaration at Punta del Este was the establishment of a negotiating
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group on services: the object is to fashion a legal framework to
reduce barriers to and govern trade in services.

The agreement to consider trade in services required considerable
effort by U.S. negotiators. Opposition to negotiations over services
was largely related to issues of national sovereignty. Several countries
remain concerned about their ability, in the face of foreign competi-
tion, to develop domestic services industries in such sectors as tele-
communications and insurance. Moreover, these countries fear that
without domestically supplied services they will be at risk. These fa-
miliar mercantilist arguments have no more validity in this instance
than they do with trade in goods.

The Administration has stated objectives regarding talks in serv-
ices. It would like to see a legal framework that consists of at least
the following elements: transparency of restrictions, so that all parties
to the agreement are aware of laws and regulations in place to pro-
tect local industry; open regulatory procedures; limitations on the ac-
tivities of local monopolies; a dispute settlement process; and a com-
mitment to pursue liberalization in future talks.

Negotiators will still face the appropriate definition of the service
sectors. The Administration seeks a framework covering activities
readily traded internationally, including but not limited to, insurance,
telecommunications, data processing, shipping, aviation, construc-
tion, and engineering. A second and potentially more difficult prob-
lem lies with the measurement of production and trade in services.
For most countries, adequate data on trade in services do not exist.
Developing better measures of activity in the services area could be
an important by-product of the Uruguay Round.

Investment

The international diversification of capital through direct foreign
investment raises economic welfare around the world. In countries
that receive the investment, standards of living rise because real
wages rise, resources are used more efficiently, and technology levels
increase. Countries that export financial capital under free market
conditions also benefit because they allocate their capital to projects
that earn higher rates of return than could have been earned other-
wise. Thus, the international flow of capital between countries is mu-
tually beneficial, in a fashion similar to the free exchange of goods.

Governments that unnecessarily restrict the location and operation
of foreign capital lower the welfare of their citizens by lowering their
incomes. All investment policies that distort or impede trade alter the
pattern of trade away from that dictated by comparative advantage
and lower the economic well-being of both the countries that impose
the laws and the rest of the world.

142

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



The United States has traditionally welcomed foreign investment
and only limits it in a few sensitive areas, generally on essential na-
tional security grounds. Many countries have established free-trade
zones and offer incentives to potential foreign investors. In effect,
they subsidize direct foreign investment in their countries and there-
by distort capital and trade flows. Typical trade-distorting incentives
include performance requirements, which establish minimum export
levels expected of the foreign corporation. Laws that require the use
of domestic parts or labor, exchange controls, controls on technology
transfer, local equity requirements, and regulations on licensing, re-
search, and development are other common restrictions. In the Uru-
guay Round, the United States will seek to develop effective multilat-
eral disciplines over the whole range of trade-distorting investment
measures.

Intellectual Property Rights

Economic growth is spurred through the inventive, innovative, and
creative activities of individuals and companies. When the resulting
ideas are disseminated widely, the ideas of one person often contrib-
ute to the creative activities of others. In order to encourage this
process, countries establish systems of laws to promote and protect
inventions, literary and artistic works, trademarks, and other forms of
intellectual property. These patent, copyright, and trademark laws
provide incentives to create intellectual property by granting exclu-
sive rights to their creators. For instance, patents afford inventors
time to recover their investment and the costs of creating and mar-
keting inventions. Copyrights give authors control for a period of
time over the reproduction, dissemination, and public performance
of their works. Trademarks assure consumers about product character-
istics such as quality.

Different countries provide different levels of intellectual property
protection. The United States seeks comprehensive protection for all
forms of intellectual property. Certain other nations afford little pro-
tection to foreign holders of intellectual property or limit protection
in several important areas. Some countries provide only minimal pro-
tection and use compulsory licensing to acquire foreign technology
or reproduce copyrighted works. This problem is becoming increas-
ingly important as U.S. producers expand the marketing of items
such as computer software and pharmaceutical products abroad.

The Administration hopes the conclusion of an enforceable multi-
lateral trade agreement will eliminate trade-distorting practices aris-
ing from inadequate protection of intellectual property. Part of this
agreement would seek the adoption by GATT members of minimum
standards of protection contained in existing international conven-
tions where the United States perceives standards to be adequate. In
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areas where no convention exists or the standards under existing
conventions are considered inadequate, the Administration will seek
greater protection.
Agriculture

Trade policies affecting agricultural products are perhaps the most
difficult and contentious issues awaiting the new round. Virtually all
countries distort their trade in agriculture through tariffs, quotas, and
export subsidies.

Industrialized countries adopt domestic agricultural policies aimed
at raising farm income. Instead of providing farmers with income
transfers decoupled from production, governments employ price-dis-
torting policies that encourage agricultural production. In order to
limit the cost of these programs, governments typically will also
impose import tariffs or nontariff barriers, such as quotas or variable
levies, and may subsidize the export of unwanted surpluses of do-
mestic production. Thus, a direct relationship exists between domes-
tic agricultural policies and the distortion of agricultural trade.

The cost of these policies, to both consumers and taxpayers, is ex-
ceedingly high. Consumers are often forced by their governments to
pay several times more than world price for the same product. For
instance, the price of sugar in the United States has recently been
300 percent above the world price. Japanese consumers currently pay
eight times the world price for rice. Beef prices in the EC are cur-
rently more than twice world prices.

The budget costs are also enormous and are worsening. Trade in
agricultural products should be determined by comparative advan-
tage; instead it is determined by which government is willing to tax
its own citizens the most in order to subsidize domestic producers.
This situation has prompted competitive, countersubsidy trade wars
among the industrial countries in an effort to capture world markets.
It is not surprising that the predominate source of all GAIT dispute
settlement cases has been agricultural trade. The same is true for
Section 301 cases. Current rules on agricultural trade are weak,
vague, and easily circumvented. Practices are tolerated that GATT
has elsewhere forbidden.

The keen interest of the United States in negotiating tougher rules
to govern agricultural trade stems in part from its role as a major ex-
porter of agricultural products. In 1985, U.S. farm exports totaled
$29.6 billion, accounting for 13.9 percent of U.S. merchandise ex-
ports. U.S. agricultural exports have been declining rapidly, however.
In 1981, the peak year for U.S. trade in this area, exports totaled
$43.8 billion, 18.7 percent of all U.S. merchandise exports. Some of
the loss of export markets can be attributed to the strength of the
dollar. In addition, recent technological advances in agricultural pro-
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duction have allowed countries that were only recently net importers
of agricultural products to increase their production levels and
become net exporters. High support prices in other countries have
had similar effects. For example, in the mid-1970s, the EC was a net
importer of 25 million tons of grains—20 percent of world trade in
these products. By 1985, largely because of its internal farm policies,
the EC had become a net exporter of 16 million tons, a swing of 41
million tons in the world market in a decade.

Some of the lost market for U.S. products has been caused by the
production and export subsidy practices of certain competing na-
tions. In order to stave off this reduction in markets, the United
States has resorted to subsidizing exports. The Uruguay Round
offers the opportunity to end this costly and counterproductive subsi-
dy war. Stable, undistorted world agricultural markets offer the best
opportunity for America's farmers to export their products.

The United States seeks to improve the climate of international ag-
ricultural markets by bringing them under effective and enforceable
multilateral rules. The United States hopes the Uruguay Round will
make progress in reducing import restrictions on agricultural prod-
ucts, in outlawing export subsidies, and in reducing other forms of
market barriers in developed and developing countries alike. Clearly,
the key to achieving fundamental reform in this area will be for coun-
tries to agree to eliminate distorting domestic agricultural policies.

CONCLUSION

The Administration seeks to open foreign markets to U.S. export-
ers. Administration actions include the increased use of Section 301,
which attacks specific foreign trade practices; the initiation of negoti-
ations leading to bilateral free-trade areas between the United States
and several important trading partners; and the achievement of a new
round of multilateral trade liberalization talks in GAIT.

The Administration's approach stands in sharp contrast to efforts
proposed by some to attack the trade imbalance with protectionist
policies. Instead of bilateral market opening, these forces recommend
bilateral restrictions. Instead of multilateral trade liberalization, they
call for general import surcharges. Calls for protection ignore its cost
to consumers, its deadening effect on the efficiency of U.S. industry
and the global economy, its invitation to counter-retaliation that
stings U.S. exporters, and the inspiration it gives to other industries
to seek government assistance in the guise of import relief. Raising
trade barriers would only reduce the opportunities to open world
markets for American products. Through its efforts to contain and
reverse the growth of protectionism both at home and abroad, the
Administration hopes to ensure that the postwar expansion continues
in the years to come.
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CHAPTER 5

Toward Agricultural Policy Reform

U.S. AGRICULTURAL PROGRAMS have resulted in enormous
budgetary costs, benefits that do not reach those most in need, huge
surpluses of farm products, major trade disputes with other coun-
tries, and great harm to well-functioning international markets. Pro-
grams instituted at the Federal level have distorted economic incen-
tives sufficiently to create serious long-term problems. Programs for
some commodities have imposed substantial losses on consumers.
Chronic surpluses of major commodities exist throughout the world,
largely because of high U.S. Government target prices and heavy
subsidization of agricultural production by most other developed
countries.

Despite the massive taxpayer and consumer costs of current pro-
grams, the U.S. agricultural sector faces its most severe economic
crisis since the 1930s. Instability within the sector continues, with
little improvement apparent in the financial condition of many family
farms and rural banks. Soil erosion and the pollution of surface and
groundwater with toxic waste continue with only moderate signs of
relief.

Agricultural policies have become contentious issues of immense
importance to all countries. The shift in U.S. agriculture from its
prosperous state in the inflationary period of the 1970s to its unset-
tled existence in the 1980s is linked to events abroad and to the poli-
cies pursued in both the agricultural sector and the U.S. economy in
general. For these reasons, this chapter focuses on the current state
of U.S. and world agriculture, how the Nation arrived at this state,
and what public policies would foster a healthy U.S. farm economy.

CHANGES IN U.S. AGRICULTURE

Over much of the 20th century, agriculture has been one of the
most innovative and productive sectors of the U.S. economy. In the
1930s, no perceptible difference in crop yields was visible among the
United States, England, India, and Argentina. In the subsequent 50
years, however, U.S. agricultural productivity has increased dramati-
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cally. It has grown faster than other industries and, until the mid-
1970s, faster than agricultural productivity in other countries.

Farmers in the United States represent less than 3 percent of the
civilian labor force, but they produce enough food to feed the entire
domestic population, while maintaining the capacity to export large
quantities to the rest of the world. Farming operations represent only
one component of a total food and fiber system that embraces all ac-
tivities from the provision of farm inputs through commodity produc-
tion and on to final consumption. Defined in this fashion, the food
and fiber system accounts for approximately one-fifth of the Nation's
gross national product (GNP) and slightly more than one-fifth of
total labor force employment.

Factors that affect U.S. agriculture can be categorized as follows:
macroeconomic, financial, and exchange-rate factors; demand and
supply; and agricultural and food public policies. The interaction of
these three forces, along with the inherent instability of the U.S. agri-
cultural sector, explain the changes in the U.S. food and fiber system.

During the 1970s, the combination of these forces had the effect of
pushing agricultural prices and incomes to record levels. In the
1972-73 period, the fall in the U.S. dollar, the emergence of a well-
integrated international capital market to finance trade, the lack of
supply response in many foreign countries due to trade barriers, and
the growth in real income around most of the world boosted demand
sharply for U.S. farm output. The elimination of the huge U.S. gov-
ernmental stocks in 1972 that had accumulated during the 1960s
made the system more vulnerable to shocks.

Throughout the 1970s, supply and demand worked both to expand
world agricultural trade and to increase the U.S. share in trade at an
unprecedented pace. Foreign food consumption grew by 34 million
tons per year while the annual average increase in foreign grain pro-
duction was only 24 million tons. For the decade as a whole, world
trade expanded -fourfold while U.S. exports increased sixfold. By
1980, more than one-third of U.S. cropland was committed to pro-
ducing for export, while 2 out of every 5 tons of farm products
traded were produced in the United States.

Rapid inflation in 1973-74 and again in 1978-80 boosted nominal
agricultural prices and helped drive up the price of agricultural land.
Higher land prices made additional borrowing more attractive, which
was further stimulated during much of this period by negative real
interest rates.

In the early 1980s, the forces that stimulated the agricultural pros-
perity of the 1970s reversed direction. The need to control inflation
led to a mix of U.S. fiscal and monetary policies that drove ex post
real interest rates to postwar highs. The rise in the value of the
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dollar in the first half of the 1980s, the worldwide recession that re-
duced demand for U.S. exports, the increase in supplies of agricul-
tural products from other countries, and record U.S. crops in 1981,
1982, and 1985 all combined to reduce world prices and U.S. export
sales. The Food and Agricultural Act of 1981 made it more profitable
for U.S. farmers to forfeit their output to the Commodity Credit Cor-
poration (CCC) at rigidly fixed loan rates than to export at lower
world prices. This imbalance led to larger and larger stocks and, in
turn, to larger and larger acreage reduction programs, which culmi-
nated in 1983 with more cropland idled in the United States than all
of Western Europe planted to crops.

The decline in the growth rate of worldwide consumption in the
1980s was attributable to the low rate of income growth in much of
the world and, in many countries, the high interest costs of large ex-
ternal debt. The rate of growth of consumption decreased from 34
million tons of grain to 19 million a year. With foreign grain output
increasing 29 million tons per year during the 1980s, the 10-million-
ton yearly increase in net foreign grain imports of the 1970s was re-
placed by a 10-million-ton annual decline during the 1980s.

Throughout the developed world, increasing self-sufficiency has se-
verely contracted available export markets. For example, during the
1970s, the European Community (EC) was a large net importer of
grains. In particular, in the mid-1970s, the EC imported about 25
million tons of grain, a fifth of world trade. By 1985, the EC was ex-
porting 16 million tons. That change reduced the annual size of the
world market available to the United States by 41 million tons a year
in a single decade.

With falling rates of return to agricultural production during the
1980s and the increasing attractiveness of financial instruments, the
value of agricultural assets, particularly land, dropped sharply. The
change in asset values resulted in a loss of owners' equity since 1981
of almost $300 billion. Owners' equity can no longer shield many
farmers from their debt repayment problems, resulting in an in-
creased frequency of farmer bankruptcies and rural bank failures.

MARKET, GOVERNMENT, AND RESOURCE RISK

The special characteristics of U.S. agriculture include inherent in-
stability and uncertainty because of unpredictable weather patterns,
the lack of complete insurance markets for sharing risk, the immobil-
ity of certain resources in farming, and particular environmental ef-
fects of farming on the Nation's resource base.

Some human resources are trapped in farming with few off-farm
rural employment opportunities. Despite falling commodity prices
and widespread overcapacity, many farmers are reluctant to enter
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other occupations. This reluctance is reinforced by government poli-
cies that encourage an overcommitment of resources to the agricul-
tural sector. However, the immobility of farmers has declined as a
distinguishing characteristic of U.S. agriculture as farms have grown
larger and have become more integrated into the rest of the economy.

Macroeconomic developments induce increased volatility of com-
modity prices. Because agricultural prices are generally more flexible
than nonagricultural prices—due to product homogeneity, modern
integrated markets, biological time lags, and shorter contracts—mon-
etary shocks cause agricultural prices to respond sharply while leav-
ing other prices relatively unchanged. This phenomenon helped fuel
the explosion of agricultural prices in the 1970s and their dramatic
fall in the early 1980s.

Public policies have been designed to reduce the risk associated
with high variations in commodity prices and production in the agri-
cultural sector. Farm policies, such as price stabilization schemes and
crop insurance, are supposed to help the agricultural sector cope
with the capricious nature of its physical and economic environment.
When the government guarantees farmers a certain price, for in-
stance, it absorbs risk and eliminates some of the uncertainty faced
by many in the agricultural sector.

While government policies have absorbed risk in many instances,
government itself has also created risks by contributing to com-
modity market instability. The Food and Agriculture Act of 1977
changed commodity programs to permit a wider fluctuation in prices.
The export embargo of 1980, variations on the rules of the Farm-
Owned Reserve program since 1980, the payment-in-kind program of
1983, and the issuance of generic certificates of 1986, to name but a
few large government agricultural programs, make it clear that policy
uncertainty can be a major contributor to private commodity market
instability. In addition, the mere existence of governments is one
reason why private stockholders may not store commodities for ex-
treme contingencies and, thus, provide needed price stabilization.

If complete risk markets existed, the inherent instability and uncer-
tainty within the agricultural sector would not be sufficient justifica-
tion for public policy. One reason more comprehensive risk markets
do not exist within the agricultural sector is because of heavy govern-
ment involvement. So much of the risk is borne by the public sector
that little incentive exists for the emergence of private institutions to
manage inherent instabilities and risk. For example, the introduction
of commodity futures options markets has provided an important
mechanism for hedging risk. Options markets allow agricultural pro-
ducers, merchants, and processors to take advantage of favorable
prices while limiting the risk associated with harmful price move-
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ments. These risk-transfer mechanisms offer distinct advantages to
producers relative to traditional futures markets because of the avoid-
ance of margin calls and their associated demands on liquidity. How-
ever, because of government policy most farmers have little if any in-
centive to use these options markets.

Government policy, while perhaps achieving its direct goal, may
have side effects and consequences that are unanticipated and unin-
tended. Once it is known that the government intends to redistribute
income from one group to another, specific economic groups lobby
the government to gain these lucrative transfers for themselves. If,
for instance, the government has reduced the downside risk in pro-
ducing certain commodities, farmers will specialize in these commod-
ities because they offer a less variable rate of return than was previ-
ously the case. Farmers will then also have an economic incentive to
push for the political maintenance of that government program from
which they benefit.

Environmental effects of farming activities justify some corrective
public policy. Some lands currently under cultivation are highly erod-
ible. Current irrigation levels with average precipitation result in
"mining" of more than 22 million acre feet of water from aquifers in
the Western United States. Nationally, nearly a quarter of the
groundwater used by agriculture is not replenished. Groundwater
contamination from agricultural as well as nonagricultural sources
has also become serious in many parts of the country. Western irriga-
tion practices have raised groundwater salinity. Perhaps one-quarter
of the lands currently under irrigation in the West depend heavily on
nonrenewable water supplies, and the productivity of several million
additional acres is threatened by rising salt levels. Excessive applica-
tion of fertilizer, pesticides, and other chemical uses in agricultural
production generate much of these off-farm environmental risks and
adversely affect the quality of groundwater and surface water.

THE STRUCTURE OF AMERICAN FARMS

Today, slightly more than 2 million farms in this country have
gross sales exceeding $1,000, a third of the number 50 years ago. Al-
though the rate of decline has slowed, fewer but bigger farms are ex-
pected in the future. Over the past 50 years, average farm size has
increased in terms of sales, acreage, and the real value of assets.

The population of farms can be divided into three groups. First, a
large number (1.6 million) of farms have gross sales under $40,000
per year. More than one-third of all farms have sales less than
$5,000, and three-fifths have sales less than $20,000. The farms with
sales under $40,000 per year account for 72 percent of all farms,
but only generate 10.3 percent of gross farm income. Net farm
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income is usually a minor component of average income for these
farms—in fact, averaging a $1,635 loss in 1985. But off-farm income
averaged $20,740 per farm. These farms are minimally affected by
agricultural policies and, in fact, receive only 9.5 percent of govern-
ment payments.

A second class of farms have sales from $40,000 to $250,000, con-
stitute about a fourth of all farms (544,000), and account for 40.9
percent of gross farm income. For these enterprises, farming is the
major occupation and livelihood of their owners, and family members
provide most of the labor. Off-farm income amounts to 55 percent of
net farm income, and they receive 58.6 percent of direct government
assistance to agriculture.

Finally, a small number of farms (93,000, or only 4.1 percent of all
farms) have gross sales of more than $250,000 and account for 48.8
percent of gross farm income. Off-farm income constituted only 10.2
percent of net farm income for this group. The largest farms gain
disproportionately from government support. Those with sales over
$250,000 receive 32 percent of government payments, while those
with sales over $500,000, representing 1.2 percent of all farms, re-
ceive 13.3 percent of such assistance.

In terms of income and assets, farming is not as badly off as is
sometimes popularly portrayed. Individual hardship cases do indeed
exist. Compared with the past, however, poverty or low farm income
is not as important a rationale for farm policy as it once was.
Average net cash income per farm was $11,745 in 1960, or 58 per-
cent of median family income, but, in 1985, stood at $19,256, 69 per-
cent of median family income (all figures in 1985 dollars). In 1986,
government payments were high enough to pay an equivalent of
$42,000 to each U.S. commercial farm (those with sales above
$100,000) while U.S. median family income was $27,735.

The current financial stress suffered by farmers has focused atten-
tion on the debt/asset position of farming as a whole. The agricultur-
al sector had $866.8 billion worth of assets, primarily in land, and
$204.9 billion of debt as of December 31, 1985. Because of the dra-
matic declines in land values and the large accumulation of debt
during the 1970s, the debt relative to net farm income currently is
almost twice as high as 15 years ago.

CURRENT AGRICULTURAL POLICY: PROBLEMS AND
OUTLOOK

Public policy has played a major and, in some instances, domi-
nant role in U.S. agriculture over the past 50 years. The Food Securi-
ty Act of 1985 is the most recent omnibus farm law that provides the
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basic authority for implementing U.S. food and agricultural pro-
grams. Like the 1981 act, the 1985 legislation provides income sup-
port to farmers through deficiency payments. Deficiency payments
are computed as the difference between the target price, which is set
by law, and the higher of the basic loan rate or the average price re-
ceived by farmers over the first 5 months of the marketing year. Loan
rates for each commodity are announced by the Secretary of Agricul-
ture before the commencement of the marketing year. The Secretary
has some discretion in the case of feedgrains and wheat to lower the
loan level up to 20 percent below the basic loan rate. For soybeans,
the loan level can be lowered no more than 5 percent. For cotton
and rice, the effective loan is set at world market prices. As a result,
cotton and rice farmers participating in government programs can
first pledge their output as collateral for a loan at the basic rate, and
at maturity repay the loan at the then world market price if it is lower
than the basic rate.

The payment base for each farmer is determined by base acreage
and "program" yield (based on the individual's or county's past
yields), adjusted for any acreage reduction programs. For the 1987
crop year, deficiency payments are limited to $50,000 and loan defi-
ciency payments, based on the difference between the basic loan rate
and the Secretary of Agriculture's announced loan rate, are limited to
$200,000. For cotton and rice, the $200,000 limit pertains to the dif-
ference between the basic loan and the marketing loan repayment
rate. Chart 5-1 shows the recent history and current legislative provi-
sions for target prices, loan rates, and market prices for corn.

As with previous legislation, the 1985 act requires acreage reduc-
tion programs in an attempt to manage total market supply. In es-
sence, the government induces farmers to participate voluntarily by
offering subsidies in the form of deficiency payments. In return, the
government asks the farmer to idle some portion of the farm's land.
By idling land, the government hopes to reduce supply to markets,
thereby raising market prices and indirectly lowering the amount of
deficiency payments.

Some features of the 1985 act allow market discipline to operate
while other features have moved U.S. agriculture farther away from
the free market. The former features include the dramatic reduction
in operative loan rates for several important commodities. In the case
of cotton and rice, the introduction of the marketing loans has elimi-
nated price supports. This particular feature, however, has increased
significantly the cost of these commodity programs to the govern-
ment.

Moreover, the use of generic commodity certificates has reduced
the effectiveness of the loan rate as a price floor for corn and wheat.
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Chart 5-1

Corn: Target Price, Loan Rate, and Market Price
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The negotiable generic commodity certificate allows the holder of
the certificate to take ownership within a specified period of time,
usually 9 months, of most commodities that are held in CCC stocks.
The certificates may also be exchanged for cash or used to redeem
outstanding commodity loans. The certificates are specified in dollars
and can be exchanged for a quantity of the commodity based on
local market prices. Thus, CCC stocks can be placed on the market
even when prices are below loan levels.

The reduction in price supports has made the United States more
competitive internationally and, in the case of some commodities,
lowered prices for U.S. consumers. Other features of the act also
gradually lower direct income support for some commodities. In par-
ticular, the act allows a producer to receive deficiency payments on
92 percent of permitted acreage if 50 percent or more of eligible
land is planted. In this instance, permitted acreage is defined as the
acreage that remains after land has been idled under an acreage re-
duction program.

The 50-92 provision provides a partial decoupling of the link be-
tween deficiency payments and planted acreage. Because farmers can
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collect payments on 92 percent of the permitted acreage, the only
reason to plant more than 50 percent is if the market price or the
loan rate exceeds variable production costs. However, if farmers
choose to plant less than 92 percent of eligible acreage, they cannot
grow other crops on the land that is idled. Very little use was made
of the 50-92 provision during the 1986 crop year, in part because of
the large setup costs associated with planting any portion of a farm-
er's acreage base.

Another instance of partial decoupling is the freezing of historical
program yields in the determination of deficiency payments. This
change means that farmers no longer have an incentive to manipulate
their yields in current and future years in order to increase the level
of production on which deficiency payments are determined.

Between 1981 and 1985, the Federal Government spent about $60
billion on farm price and income-support programs. The original es-
timate for farm program outlays for 1986 was significantly below the
actual cost of $25.9 billion associated with CCC activities to support
the agricultural sector. Other related programs also support agricul-
tural production and rural America; in 1986 the outlays for these
programs amounted to approximately $14 billion. The largest single
item was Farmer Home Administration outlays at $8 billion.

Other features of current programs act directly or indirectly on the
demand for farm output. Major trade programs include amendments
to the Agricultural Trade Development and Assistance Act of 1954
(Public Law 480), short- and intermediate-term trade credit guaran-
tees, targeted export assistance, and the export enhancement pro-
gram. In fiscal 1986, the value of commodities exported under Public
Law 480 (both Titles I and II) amounted to $1.4 billion; $2.5 billion
of export guarantees were provided; and the export enhancement
program that subsidizes U.S. agricultural sales abroad cost the U.S.
Government nearly $0.75 billion. In the domestic market, food assist-
ance programs cost $20.2 billion in fiscal 1986; the bulk of this ex-
penditure supports the food stamp program and the women, infants,
and children feeding program.

Target prices, the remaining partial coupling of deficiency pay-
ments to production, and the implied export subsidies have contin-
ued to cause distortions in economic incentives and further misallo-
cations of economic resources. Moreover, the 1985 act has continued
to impose waste and economic losses on the American economy in
other commodity programs, especially sugar and dairy. Over much of
the 1980s, taxpayer costs of government programs designed to sup-
port U.S. agriculture have been at record levels. In 1980, govern-
ment outlays for corn, wheat, and rice represented less than 7 per-
cent of the crop value. This share grew to about 57 percent by 1986.
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Given the current level of the Federal budget deficit, growth in the
outlays for agriculture simply cannot be sustained. Unfortunately,
program expenditures are not expected to improve much during
fiscal 1987 with CCC outlays for direct income and price supports
projected to be between $23 billion and $28 billion.

Furthermore, the distribution of program benefits is viewed by
many as inequitable. The benefits provide little assistance to those
suffering the greatest financial hardship. As is shown in Chart 5-2,
government payments are concentrated among the larger farming
operations, with the average payment to all farmers having annual
sales exceeding $500,000 per year being almost $40,000. Since many
large farms do not produce commodities eligible for government
programs, participating farms receive considerably more than this
$40,000.

Chart 5-2
Average Direct Government Payments per Farm

by Sales Class, 1985
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Source: Department of Agriculture.

The commodity programs with the largest outlays include corn,
wheat, cotton, and rice. Table 5-1 shows how much is going to the
growers of various crops and what proportion of farmers are receiving
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large payments. One large California cotton producer is expected to
receive more than $12 million in CCC payments; the crown prince of
Liechtenstein as a partner on a Texas rice farm received a subsidy of
more than $2 million; and 112 dairy producers in California, Florida,
Idaho, Texas, and Arizona received payments exceeding $1 million
each under the dairy termination program.

TABLE 5-1.—Direct government payments for 1986 agricultural programs

Program

Corn

Wheat

Cotton

Rice

Payments

Total
(millions of

dollars)

6,147

3,454

1,523

814

Average
payment to
all payees

$8,000

6,000

14,000

25,000

Payees receiving over $50,000

Portion
of

all payees

Portion
received of

total payments

Percent

6

1

12

20

24

9

55

61

Note.—Data are estimates for 1986 crop year.

Source: Office of Management and Budget.

FINANCIAL STRESS AND ECONOMIC WASTE

Financial stress in U.S. agriculture continues to be a serious prob-
lem. Approximately 11 percent of all farms were in serious trouble at
the beginning of 1986. The Department of Agriculture considers a
farm to be financially distressed if its debt/asset ratio exceeds .40
and it cannot generate sufficient cash to pay its bills. A comparison
of Chart 5-3 with Chart 5-2 shows that much of the money spent on
Federal agricultural programs does not go to distressed farmers,
partly because many farms are not eligible for commodity programs.
Even though the participation rate among farms eligible for com-
modity programs wras very high in 1986, only about 30 percent of all
farms had access to direct government payments. Financial stress is
concentrated among family-size commercial farms; farms with sales
between $40,000 and $250,000 represent about 25 percent of the
total number of farms, but include in their numbers more than 50
percent of all financially stressed farms.

The benefits received by farmers include not only the government
outlays for agricultural programs, but also the gains from higher
prices that are the result of government policies. Such policies, even
if they do riot entail government outlays, impose extra costs on con-
sumers and taxpayers that exceed the amount of income transferred.
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Chart 5-3
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Source: Department of Agriculture.

The higher prices result from price supports, acreage reduction pro-
grams, or trade barriers.

The benefits to farms are directly tied to output. Taxpayer trans-
fers are specifically tied to the acreage base of each farmer. The
larger the stream of future subsidies, the higher the value of land.
This feature of government programs increases the cost of produc-
tion and makes the United States less competitive relative to other
exporting countries.

Table 5-2 summarizes estimates of the consumer and taxpayer
costs and producer gains from the major commodity programs. In most
instances, economic resources are wasted because producer gains are
less than the sum of losses to consumers and taxpayers. Most of
these estimates assume U.S. policies do not affect world prices, when
in fact the United States is an influential agricultural producer and
consumer whose public policies can affect world prices. For example,
U.S. sugar policies have such a large influence on world prices that
Table 5-2 includes estimates of the costs and gains, taking account of
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such changes. If U.S. sugar prices were determined by a free market,
the world price would rise; thus, producer gains and consumer losses
would be lower because the gap between the internal and world price
would be narrower.

TABLE 5-2. —Annual gains and losses from income-support programs under the 1985 Food Security
Act and trade restrictions

[Billions of dollars]

Commodity

Corn

Sugar I3

Sugar II3

Milk

Cotton

Wheat

Rice ..

Peanuts

Tobacco

Consumer
loss

05 11

18 - 25
11 - 18

16 - 3 1

(2)

1 - 3

02 - 06

2 - 4

. 4 - 7

Taxpayer
cost1

105

0
0

10

2.1

4.7

1 1

o
.1

Producer
gain

104 - 109

1.5 - 1.7
1.0 - 1.4

1 5 - 2 4

1.2 - 1.6

3.3 - 3.6

8 - 1.1

15 - 40

.1 - .2

Net
loss

06 - 07

.3 .7

.1 - .4

1 1 - 1.7

.5 - .9

1.4 - 1.5

.06- .32

0 - 0 5

.4 - .6

1 Includes CCC expenses after cost recovery.
2 Less than $50 million.
3 Case I assumes U.S. policies do net affect world sugar prices. Case II takes into account the fact that U.S. policies reduce

world sugar prices. The value of sugar import restrictions to those exporters who have access to the U.S. market (that is, value
of quota rents) is $250 million.

Note.—All figures reflect Gramm-Rudman-Hollings.

Source: Compiled by the Council of Economic Advisers from various sources.

Given the incentives provided by agricultural policy in the United
States, it is no surprise that surpluses have become burdensome. At
the beginning of the 1981-82 crop year, the world's wheat exporters
held 49.5 million metric tons of wheat stocks, of which the United
States held more than half. At the end of the 1985-86 year, stocks of
the major world wheat exporters were estimated to be 83.2 million
tons, of which the United States held 62 percent (Chart 5-4) or the
equivalent of about 2 years of domestic consumption. Of the amount
stored in the United States, most was held by the government (32.6
million tons). For coarse grains, at the end of 1986-87, it is estimat-
ed that U.S. stocks, which will be about 76 percent of world stocks,
will represent approximately 1 year's domestic consumption and
almost four times the amount of U.S. exports of coarse grains in any
given year.

The overcapacity that exists and the chronic surpluses of major
commodities continue to be sources of bad news for the future of
American agriculture. During the 1980s, world stocks of sugar have
risen 45 percent; world butter stocks have soared to a massive 2.1
million metric tons, which is approximately 33 percent of annual con-
sumption, and prices have fallen by 50 percent; stocks of beef within
the EC have risen to more than 30 percent of total world trade.
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Chart 5-4
Carryover Stocks of Coarse Grains and Wheat
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Note.—Data are for crop years; 1986/87 data are preliminary estimates.
Source: Department of Agriculture.

Within the United States, overcapacity is in the neighborhood of one-
third of recent annual production of corn, wheat, and rice; and in
1985 overcapacity in the dairy industry was approximately 10 percent
of total milk production.

PROMISING DEVELOPMENTS

Several developments engender hope that the current overcapacity
in the U.S. agricultural sector may begin to ease. The Tax Reform
Act of 1986 eliminated or severely curtailed many of the tax shelter
features that led to an overcommitment of resources in agriculture.
Special tax rates for capital gains have been eliminated, so the capital
gain benefits for breeding and dairy livestock no longer will apply.
Opportunities provided by cash accounting have also been restricted.
Farmers will be able to deduct the costs of prepaid feed, seed, fertil-
izer, and similar supplies when they are purchased only to the extent
that they are 50 percent or less of total farm expenses; those exceed-
ing 50 percent will have to be deducted when used. In addition, only
those involved in farming on a regular, continuous, and substantial
basis can now use farm losses to offset wage and salary income.
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Growth in the use of many inputs has fallen significantly. Invest-
ment in machinery and structures has been below replacement levels
since 1981 and thus should act to curtail capacity. The demand for
new credit, which already has declined approximately 20 percent,
should continue to slow as farmers pursue cost-cutting strategies.
The dramatic drop in energy prices will offer farmers large savings in
production costs. Furthermore, the changes in how government defi-
ciency payments are computed should lead to reduced output.

The declines in interest and exchange rates have begun to improve
the outlook for the U.S. agricultural sector. Because farming is ex-
tremely capital intensive and debt-to-asset ratios have risen steeply,
movements in real interest rates have significant effects on the cost
structure facing agricultural production. In 1985, interest accounted
for 16 percent of farm production expenses, excluding depreciation.
Storable commodity prices are particularly sensitive to changes in in-
terest rates; for nonstorable commodities (for example, cattle and
hogs), breeding stocks are interest-rate sensitive.

The downturn in outstanding farm debt that began in 1983 contin-
ued through 1986. The large drop in interest rates during 1986 ulti-
mately should offer improved returns to farming by eliminating sev-
eral billion dollars of interest expense. The fall in production ex-
penses is expected to boost net cash income about 14 percent in
1987 over 1986.

From a longer term perspective, existing overcapacity in the U.S.
agricultural sector today can be altered by increases in demand or by
the introduction of new cost-reducing technologies. Unfortunately,
relief from current surplus conditions is unlikely to come from a
growth in U.S. demand for food. Over the past quarter of a century,
there has been no appreciable growth in per capita U.S. food con-
sumption. On the other hand, U.S. agricultural productivity has been
growing at a significant rate. The divergence between these two
trends highlights the need to find markets for U.S. agricultural
output beyond U.S. borders, or else experience further shrinkage of
the farm sector. Fortunately, the rather steady growth in foreign food
markets since 1960 provides a major outlet for U.S. excess supply.

One major source of world trade growth is the developing coun-
tries. Developing countries' effective demand for food has significant-
ly outpaced their growth in food production. The result is large in-
creases in trade; for example, during the period 1961-80, the 29 de-
veloping countries with the fastest growth rates in staple food pro-
duction increased net imports of staple foods SVa-fold. Between 1970
and 1980, less developed country (LDC) net grain imports increased
from 18 million to 53 million tons. Unlike the EC and centrally
planned countries, LDC imports have continued to grow in the
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1980s, reaching 68 million tons in 1984. Even though growth has
stagnated over the past few years, the developing countries still
remain the major potential growth market for U.S. exports.

Foreign economic growth rates are likely to increase over the next
several years because of improved macroeconomic and financial con-
ditions. Expanding incomes and global trade, declining inflation, and
lower interest rates are providing the basis for recovery in purchasing
power. Moreover, the world will add another 80 million people per
year in the late 1980s. As a result, the growth rate of foreign demand
for agricultural products could more than double the early 1980s'
rate of 1 to 1.5 percent per year.

To enhance their rate of growth, LDCs must be encouraged to im-
plement effective strategies, including those that improve the per-
formance of their own agricultural sectors. Recent studies have dem-
onstrated that such policies do not lead to reduced export demand
for U.S. agricultural products. On the contrary, by fueling domestic
growth and increasing rural income, many developing countries
become better customers for some agricultural products that only the
United States and other developed countries can provide.

Another promising development is on the emerging technology
front. The United States is at the threshold of a revolution in bio-
technology and genetic engineering. This revolution has the poten-
tial to increase agricultural productivity and reduce unit cost of pro-
duction to levels that will significantly enhance U.S. trade competi-
tiveness. The expected technological advances will result in some
painful adjustments that, when completed, should eliminate the over-
capacity that exists within the industry, provided that market signals
are not distorted by government policies.

In addition, more intensive use of resources, more effective man-
agement, and regional shifts in production patterns could, under the
right circumstances, expand the production of agricultural products
within the United States. These potential changes have led to a 2.4
percent productivity growth rate forecast for U.S. agriculture as a
whole, which is significantly above the rate of growth for the sector
since 1950. Countries that allow market incentives to operate and
that effectively manage commercialization of biotechnology and ge-
netic engineering are expected to lower their costs of production and
reap substantial benefits as a result of their greater international
competitiveness.

Conditions may now be in place for an eventual economic and fi-
nancial recovery of the U.S. agricultural sector. Nevertheless, the
painful adjustment process currently underway will continue. Given
appropriate reforms in government policies, these adjustments will
eventually lead to a lower cost structure for the sector, fewer farmers,
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ultimately higher incomes per farmer, and an improved financial
structure for American agriculture.

GLOBAL DISTORTIONS IN AGRICULTURE

Not only has the United States subsidized its agricultural sector,
but other developed countries have also pursued similar strategies.
Until the Food Security Act of 1985, however, one major difference
existed because of high and inflexible price supports within the
United States: U.S. commodity programs frequently encouraged
farmers to turn their commodities over to the government. As a
result, much of this supply became locked up in public stocks and did
not enter the export market. Some countries, using the high U.S.
price as an umbrella, promoted expansion of production and exports
that would be otherwise unprofitable. Accordingly, U.S. agricultural
exports fell from their 1981 peak of more than $43 billion to a level
of $26 billion in 1986.

In fact, the net agricultural trade balance for the United States was
negative for several months during 1986. Although this fact may be
surprising, especially in light of the recent decline in the foreign ex-
change value of the dollar, several reasons contributed to this deficit.
The dollar fell against major currencies, but not against the curren-
cies of major agricultural exporters such as Argentina, Australia,
Brazil, and Canada. Also, the recession of the early 1980s, from
which many Third World countries have still not recovered, reduced
economic growth abroad. Large harvests in a number of countries
(e.g., Soviet Union) also played an important role. And because the
Food Security Act of 1985 dramatically lowered price supports from
one crop year to another (1985 to 1986), major importers during the
first half of 1986 had no incentive to purchase supplies from the
United States until new dollar price supports took effect. For exam-
ple, at the end of July 1986, cotton was priced in the United States at
approximately 64 cents per pound; at the beginning of the new crop
year, August 1, cotton cost about 31 cents.

But the fundamental difficulty behind U.S. export performance is
pervasive government intervention in domestic agricultural markets.
World agricultural markets have been distorted by government poli-
cies in both the developed and the developing world. Policies in
some industrial countries support and protect domestic farmers and
shrink potential import markets. Sometimes the policies are so dras-
tic as to turn net importers into net exporters. A dramatic rise in the
yen against the dollar will have little impact on U.S. agricultural ex-
ports to Japan if trade barriers restrict the flow of such goods, re-
gardless of price.
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As a general rule, developed countries raise farm prices above
market levels through policies that lead to an overcommitment of re-
sources to agriculture. On the other hand, developing countries have
taxed the agricultural sector, forcing prices below levels that would
be generated by the market, often causing local shortages. Thus, de-
veloped countries are pushed toward a net export position and devel-
oping countries toward a net import position—regardless of underly-
ing comparative advantages.

In the industrialized world, governments generally increase the size
and scope of the agricultural sector. Often the underlying goal of in-
dustrialized countries is to raise farm income, which is achieved
through schemes that protect their small but sacred agricultural
sector against foreign competition. For example, Japan protects its
inefficient rice producers through trade barriers, the EC protects
almost all of its farmers, arid the United States shields components of
its agricultural sector from import competition and assists its exports
through subsidization (Table 5-3).

TABLE 5-3.—Sources of producer support equivalents for selected countries and major commodities,
1982-84

Commodity

Grains

Oilseeds

Dairy

Livestock

Sugar

Japan

State trading

Deficiency payments

Price supports through
government
stockholding and trade
barriers

Some deficiency
payments

Beef-
Quotas
Tariff
Domestic price
stabilization

Pork:
Variable levy

Poultry:
Tariff

Price stabilization
Import levy

European Community

Price supports maintained
by intervention
purchases

Variable levy
Export refunds

Deficiency payments

Price supports maintained
by intervention
purchases

Variable import levies
Export refunds

Price supports maintained
by intervention
purchases

Variable import levies
Export refunds

Price supports maintained
by intervention
purchases

Variable import levies
Export refunds
Production quotas

United States

Deficiency payments
PIK entitlements
CCC inventory operations

and commodity loans

CCC inventory operations
and commodity loans

Price supports maintained
by tariffs, quotas, and
government purchases

Beef-
Tariff

Other:
General (research and

development,
inspection, etc.)

Price supports
Import quotas

Source: Department of Agriculture, Economic Research Service.

The cost of the "common agricultural policies" in the EC is enor-
mous, with about the same budgetary costs as in the United States.
The direct subsidy cost of the EC agricultural policy during 1986 is
estimated to have been $23 billion, with as much as $3 billion spent
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on surplus disposal. Taxpayers and consumers together subsidized
farmers in the EC by up to $40 billion a year during 1984. This subsidy
is now significantly higher. In Japan, which has about half the GNP of
the United States or the EC, taxpayers subsidized farmers by $10.5
billion in 1985, but as consumers they paid many orders of magni-
tude above this amount. Japanese consumers pay food prices that are
estimated to be around 60 percent higher than would be the case if
the fall in world prices and the yen appreciation since 1980 had been
reflected in internal agricultural prices.

For the early 1980s, a recent World Bank study found that if all
the subsidies and protectionism throughout the industrialized world
were removed, taxpayers and consumers would save $100 billion a
year, while farmer incomes would fall slightly more than $50 billion.
For 20 or so developed countries, current taxpayer and consumer
costs are in the neighborhood of $150 billion per year.

Government price supports give rise to incentives to import those
goods, potentially displacing the farmers the government seeks
to help. Thus, governments have two choices: introduce barriers
to trade, or purchase domestic and imported supplies until the world
market price is bid up to the internal level. Because the latter policy
would require extraordinary government outlays, most governments
impose trade restrictions that involve no budgetary expenditures but
impose losses on consumers. With few exceptions, trade restrictions
instituted through border measures are in place solely to validate do-
mestic farm programs. Hence, a country's agricultural trade policy is
derived largely from its domestic support programs.

Import quotas are quite common because they are more binding in
their protection. A classic example is the impori quota that the
United States imposed recently to maintain internal price supports
for sugar at three to four times the world price. As the differential
between internal sugar and world prices has increased, the import
quota has become more binding, as shown in Chart 5-5. Sugar im-
ports have fallen dramatically, while use of a major substitute, corn
sweeteners, has increased significantly because of the high internal
prices of sugar. The high price not only makes the production of
substitutes more profitable, but induces consumers to switch con-
sumption away from expensive sugar. Furthermore, protection for
sugar has led to protection for other goods. In 1985, the United
States put quotas on processed goods that contain sugar (e.g., cakes
and pancake mixes) because sugar quotas encouraged their import.
The large gap between the U. S. and the world price of sugar even
made it profitable to extract the sugar from these goods and sell it in
the United States.
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Chart 5-5
Shares of Total U.S. Consumption of Sweeteners

Corn Syrup and other Sweeteners
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Note.—Data are for crop years; 1986-87 are preliminary estimates.
Source: Department of Agriculture.

Protection in the industrial countries has, to some extent, prevent-
ed the developing world from sending more agricultural products
abroad. This result, combined with the export subsidies used to dis-
pose of surplus production, has allowed the export share of industri-
al countries to rise from about 42 percent in the early 1960s to about
63 percent in the mid-1980s.

By contrast, agricultural policies in developing countries are, in
general, biased against the agricultural sector, regardless of the coun-
try's net export or import position. Government interventions tend
to shift resources out of agriculture by lowering its profitability rela-
tive to industry and manufacturing. Because of the large size of the
agricultural sector compared with other sectors in many developing
country economies, agriculture is taxed heavily to raise government
revenue. Export taxes in the range of 50 to 75 percent are not un-
usual. This taxation reduces the country's exports and market share
in world trade.

One way to quantify the effect of government policies on agricul-
ture in developed and developing countries is to compare producer
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subsidy equivalent levels and consumer subsidy equivalent levels.
These ratios indicate the net effect of government policies on pro-
ducer and consumer incentives. Producer subsidy equivalents meas-
ure, as a percent of crop revenues, the value to producers of trade
and domestic policies. The most recent producer subsidy equivalents
(1982-84) indicate clearly that all developed countries subsidize their
agricultural producers. Across all commodities, the weighted produc-
er subsidy equivalents (in percentage terms) for some of the major
industrial countries over the period 1982-84 are as follows: Japan,
70; EC, 41; U.S., 22; Canada, 24; and Australia, 6. In 1986, these
figures for all countries have increased, especially the U.S. subsidy
equivalents. In the case of wheat, beef, and dairy, the cost of produc-
er support is borne mainly by consumers in the EC and japan, while
the United States and other developed countries use budget contri-
butions (except in dairy or sugar support) to assist producers (Table
5-4).

TABLE 5-4,—Who bore the cost of support to producers, 1982-84

[Percent of producer support]

European Community

Borne by consumers
Budget contribution

Japan

Borne by consumers
Budget contribution

United States

Borne by consumers
Budget contribution

Wheat

67
34

63
37

29
71

Commodity

Beef

92
8

76
24

42
58

Dairy

77
23

58
42

95
5

Note.—Data are for crop years.

Sources: Department of Agriculture (Economic Research Service) and Council of Economic Advisers.

Consumer subsidy equivalents measure the value, as a percent of
consumer costs, of government policies to consumers, with negative
figures indicating consumer taxation. Consumer subsidy equivalents
show that developed countries tax consumers almost uniformly
across commodities. For example, these equivalents for beef, pork,
and poultry are around — 5 for the United States and range between
— 1 and —25 for the EC. The developing countries are divided again:
East Asian newly industrialized countries generally tax consumers,
whereas some countries such as India, Argentina, and Nigeria often
subsidize consumers.

The importance of the disincentives inflicted upon agriculture in
LDCs can best be dramatized when those disincentives are removed.
After two decades of sluggish growth, agricultural output in the Peo-
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pies Republic of China has soared since 1978, when regulations were
liberalized and prices were allowed to rise and approach market-de-
termined levels. This remarkable expansion, making China now the
largest wheat producer in the world, was achieved almost entirely
through productivity gains. The amount of land (including irrigated)
under cultivation and the use of tractors for farming declined be-
tween 1978 and 1983; the major change was the incentive system.

Nations that have not liberalized their agricultural policies, particu-
larly those in Africa, have suffered from food shortages and even
widespread malnutrition and famine. When the enormous surpluses
of the developed economies are juxtaposed with the situation of
poorer LDCs, the world agricultural imbalance seems particularly
galling. The problem is not one of agricultural supply, however, but
one of allocation. The poorer countries are not underfed because
they need more agricultural production, but because they lack the
income to buy more food on world markets. By liberalizing their ag-
ricultural policies and allowing market incentives to motivate their
farmers, poorer LDCs can not only increase domestic production in
products for which they have comparative advantage, but they can
also increase rural incomes so they may trade for the foodstuffs es-
sential for a healthy populace.

INTERNATIONAL COSTS OF AGRICULTURAL POLICIES

Even though agricultural policies may be aimed at domestic con-
cerns, their effects spill over to the rest of the world. For example,
the distorted price incentives in industrialized countries stimulate
production that directly or indirectly depresses world prices. The de-
pressive effect is particularly pronounced when a government subsi-
dizes the sale of stocks on the world market, makes concessional
sales, or simply donates the food as aid.

Sugar is a glaring example of the international cost of industrial-
ized country policies. The EC and the United States have both guar-
anteed high prices for domestic sugar producers, which has led to
growing domestic production. The EC sugar program turned the
Common Market from a net importer to a net exporter in 1977. The
United States, under its current sugar policy, may make the same
change soon. The U.S. and EC sugar policies have placed great bur-
dens of adjustment on many developing countries. These sugar poli-
cies have not only eliminated a major importing market for countries
whose climate is more naturally suited for sugar production, but also
promise to make the EC and the United States export competitors.
One study estimates that industrialized countries' sugar policies cost
the developing countries about $7.4 billion in lost export revenue
during 1983, reduced their real income by about $2.1 billion, and in-

168
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



creased price instability in the residual world market for sugar by ap-
proximately 25 percent. The list of sugar-producing countries that
suffer from these policies almost coincides with the list of countries
and regions that are of utmost interest to American policymakers,
e.g., Philippines, Brazil, and Central America.

In essence, by expanding output and depressing domestic demand,
the agricultural protectionist policies of industrialized countries
reduce world prices and distort the relative prices of agricultural
versus other goods. Prices for the most highly protected products are
depressed more than prices of other agricultural products. These dis-
torted prices make the use of resources in world agriculture even less
efficient. If Japan were to reduce its protection of the rice varieties in
which other Asian countries have a comparative advantage, they—
and Japan—could achieve greater efficiency and higher income.
When fanners in the Netherlands produce vegetables in greenhouses
because energy costs are subsidized, they indirectly discourage farm-
ers in Mediterranean countries from pursuing their natural advan-
tages in the production of these products.

Differential rates of subsidization also create particular difficulties
for LDCs when the rate of support for processed agricultural prod-
ucts exceeds that for raw products. In industrialized countries, tariff
and nontariff barriers tend to be higher on more processed forms of
a particular good. As a result, escalating support of agri-processing
severely disrupts economic development by blocking the most natural
step toward industrialization. Such policies have resulted in industri-
alized countries exporting larger quantities and importing smaller
quantities of processed products than of related raw materials. For
example, the EC accounts for 11.4 percent of world wheat exports,
but 48.9 percent of wheat flour exports. Developing countries often
respond to such policies by subsidizing local processing industries,
which inevitably encourages further inefficiencies and compounds the
direct harm arising from industrial countries' tariffs.

Any one country's competitiveness depends not only on its own ef-
ficiency but also on the political decisions of other countries. The re-
turns to a country from the world market may be undermined by in-
creased direct and indirect subsidies. For example, high target prices
for U.S. rice coupled with marketing loans have resulted in large
U.S. exports imposing significant costs on Thailand, a major rice ex-
porter. The same basic policies for cotton have generated similar, al-
though riot as dramatic, effects for Egypt, Bangledesh, Mexico, Gua-
temala, Paraguay, and other cotton-exporting countries.
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EXPORT-MARKET RESPONSIVENESS

During the policy debates on the Food Security Act of 1985, sup-
porters of the legislation emphasized the dependence of the U.S. ag-
ricultural sector on foreign markets. The general view was that ex-
ports led to the boom of the 1970s and the bust of the early 1980s.
As a result, if American agriculture were to escape its plight, exports
would have to lead the way once again. Unfortunately, the length of
time before lower price supports would improve U.S. agricultural
export performance was underestimated.

The effectiveness of the new policy in enhancing exports of U.S.
agriculture depends critically upon the responsiveness of export
demand to price. The evidence shows that the short-run responsive-
ness of export demand for many commodities from the United States
is relatively weak. As a result, increases in export volume will lead to
lower total values of exports in the short run because the fall in
prices will be sharp enough to offset the increase in volume sold.
Over the longer run, 3 to 5 years in the case of many commodities,
lower prices can be expected to drive inefficient producers out of the
market, force some government policy changes, and stimulate greater
consumption, thereby increasing export sales at higher prices.

Exports of agricultural products depend heavily on government be-
havior throughout the industrialized world. Only if protectionist poli-
cies are curbed will it be possible to increase demand for farm prod-
ucts from those countries that have comparative advantages. Certain-
ly over the next few years, major competitors of the United States
can be expected to make some adjustments in their production. How-
ever, if total market demand increases only moderately in response to
declining market prices and slow growth in foreign income, any sig-
nificant increase in either the U.S. share of world trade or in the
volume of exports is unlikely. Some increase in share and some gain
in volume might occur, of course, but they may not correspond to
the dramatic reduction in U.S. price support levels. The current pro-
tectionist policies that are pursued throughout the world, the large
overcapacity in place, and the worldwide market fragmentation will
serve to limit growth of U.S. exports over the balance of the 1980s.

REFORM OF U.S. AGRICULTURAL POLICY

The Food Security Act of 1985 and its predecessors have helped to
create many new problems that afflict the U.S. agricultural sector,
and have failed adequately to solve many old problems. The
fundamental flaw is that Federal farm subsidy payments are linked di-
rectly to farm production. Because farmers are paid subsidies (explic-
it or implicit) that are proportional to their output, they are encour-

170

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



aged to produce even more. Excess production must either be stock-
piled by the government, dumped on v/orld markets, or restrained
through inefficient land or production restrictions.

To the extent that price supports are above market-clearing prices,
government stocks accumulate while exports fall. This design has
also contributed to instability and uncertainty on private markets. For
example, government management of commodity generic certificates
can exacerbate the volatility of wheat and corn markets. If no further
generic certificates are released, the market will expect corn and
wheat prices to rise above current loan rates, because most stocks
will be held in government hands rather than by the private sector.
In contrast, if the Department of Agriculture releases a large number
of generic certificates, market prices will fall below the loan rates.

Two of the major features of the Food Security Act of 1985 are the
high target prices and the relationship between government income-
support payments and production decisions. Under the act, target
prices are set at high levels and are not permitted to decline until
1988 for feedgrains and wheat and 1987 for cotton and rice; further-
more, the scheduled reductions in target prices are far too small (2,
3, and 5 percent, respectively, for the years 1988, 1989, arid 1990 in
the case of feedgrains and wheat). The limited decoupling of govern-
ment income payments and production decisions provided by the 50-
92 provision is insufficient. This small step in the direction of decou-
pling is not expected to have any major effect on the current chronic
surpluses and overcapacity within the sector.

The Administration seeks major revisions in the 1985 act in order
to reduce budget exposure, provide fairness, restore a sense of pro-
portion to agricultural policy, attempt to set loan rates at or below
market-clearing levels, and move more meaningfully in the direction
of decoupling production from payments. Specifically, the Adminis-
tration proposes to extend the 50-92 provision to a 0-92 provision;
administratively and legislatively tighten the definition of a "person"
for purposes of the payment limitations; limit the total payments to
$50,000 per person; reduce target prices from 1987 by 10 percent
per year through 1990; and provide more flexibility in establishing
loan rates for program crops.

Under the 0-92 provision, farmers would receive payments based
on historical acreage, without being required to plant the program
crop on those acres. To ease the adjustment from chronic surpluses,
any land that might be idled under this provision could not be used
to produce any other crop. Hence, this provision does not allow total
decoupling of program payments and farmer production decisions.
The proposed revision simply means that participating farmers can
collect 92 percent of what their income subsidies would be under full
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production, even though all of their land is idle. Current law requires
that at least half of their land be planted.

The proposed $50,000-per-person payment limitation pertains to
deficiency and land diversion payments, as well as to marketing loan
payments in the case of cotton and rice, and loan deficiency payments
for other program crops. Under current law, the 1987 limit is
$250,000. Tightening the definition of a person will achieve consist-
ency and fairness in the application of payment limitations by closing
loopholes that circumvent current legislative intent. The current
loose definition of "person" has fostered a proliferation of overlap-
ping partnerships and other farm reconstitutions in order to qualify
for multiple payment limits.

The proposed reduction in target prices is expected to lead to a
decline in agricultural program outlays by $13 billion over fiscal 1988
through 1990. This action would reduce the current incentive to
overproduce and also contribute to reductions in the budget deficit.

If loan rates are above market prices, incentives will still remain to
plant for the government and not the market. Thus, an important
step in decoupling is to reduce loan rates to below market prices.
Under the proposed revisions, the Secretary of Agriculture could
reduce loan rates by up to 10 percent per year. Current law estab-
lishes loan rates by formula (75 percent of 5-year moving average,
dropping the high and low price), but superimposes a limit on how
fast annual adjustments can be made to the computed formula loan
rate. The current limit is 5 percent, after a special provision of 20
percent for some commodities. The proposed revision would allow
U.S. prices to be more competitive, reduce incentives to produce for
the loan rate itself, and make the decoupling more effective.

Because the program for crop year 1987 has been largely deter-
mined, many of the revisions can be adopted only for years 1988
through 1990. The 0-92 decoupling provision could, however, be in-
stituted immediately. The proposed revisions for the past 3 years of
the current legislation would provide an effective transition to a more
comprehensive and coherent agricultural policy.

The Administration also proposes changes in the U.S. sugar pro-
gram to deal with the distortions generated by current policy. The
proposed reform would lower the price-support loan rate to 12 cents
a pound while providing transition payments to cane and beet pro-
ducers over a 4-year period. Prices paid by domestic sugar consumers
will fall as a result. By modifying the incentives that distort domestic
production and consumption, U.S. sugar policy moves slowly toward
a more market-oriented position.

172

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



SUPPLY MANAGEMENT BIAS

The cornerstone of any comprehensive reform of agricultural
policy is the elimination of incentives to produce for government
programs rather than for the market. As long as such incentives exist,
surpluses will be generated. As a consequence, the government will
attempt to manage supply by acreage reduction programs, voluntary
diversion, acreage set-asides, or production quotas.

Given the changes that have occurred within agriculture, the
supply management bias of current programs is doomed to failure.
The sector's capacity to produce under the stimulus of favorable eco-
nomic conditions and large government subsidies is extremely high.
As a result, the cost of agricultural commodity policies that attempt
to restrain production and enhance prices through land controls are
in short, toweringly expensive. Moreover, a program attempting to
limit supply by renting land from farmers, by outright purchases of
farm commodities, or by mandatory supply controls cannot avoid di-
recting its benefits to the largest producers. For a given supply re-
duction, most of the idled land or the eliminated production must
come from the 15 to 20 percent of all producers who account for ap-
proximately two-thirds of total production.

Attempts to limit supply fail to exploit the continued growth in
world food markets. Although increases in the acreage reduction and
the voluntary diversion programs can provide some short-term assist-
ance in reducing current chronic surpluses, this benefit can only be
achieved by incurring other costs. These other costs include the
losses imposed upon consumers, the reduction in markets for the
farm supply industry, and the increase in costs for food processing
and distribution. Moreover, acreage controls result in the excessive
use of other inputs, which partially offsets the desired production
cutback. Such programs are not cost-effective in terms of government
outlays.

Mandatory acreage controls could be more effective than current
voluntary programs in managing the total amount of land allocated
to a particular crop but at a high social cost. Recent Department of
Agriculture studies show that a 125-million-acre reduction in crop-
land would be required to raise commodity prices 30 to 40 percent.
This program would discourage domestic use, cut exports sharply,
devastate the farm supply industry, raise costs for the entire food
processing and distribution chain, and impose huge losses on U.S.
consumers. This option applied to feedgrains would reduce earnings
for livestock producers throughout the United States. Exports of
farm commodities could be expected to fall 40 percent. This manda-
tory control program would reduce GNP by $64 billion and eliminate
approximately 2.2 million jobs, a number almost equal to all the

173

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



farmers in the United States. The greatest impact would fall on the
poor, who spend the largest portion of their income on food. More-
over, in comparison with current programs, the concentration of ben-
efits among large producers would be even greater, with no effective
payment limitation.

Subsidies could be offered to counteract some of the adverse ef-
fects, such as those on the U.S. livestock industry and on export
sales. Such subsidies, however, would drive the cost of the mandatory
acreage control program above even the high costs that were in-
curred during fiscal 1986.

All attempts to limit production will impede the international com-
petitiveness of the U.S. agricultural sector, both in cost and output.
In acreage reduction programs, for example, farmers must retire a
certain fraction of their acreage base, e.g., 20 percent in the case of
corn, to receive deficiency payments. Thus, every firm in the industry
is asked to spread its total fixed cost over 80 percent of its potential
output. This scheme raises the average cost of production, relative to
competitors who suffer from no such constraints. Moreover, supply
management policies create an artificial scarcity of farmland, bidding
up its price to a higher level than otherwise would have occurred.

Finally, limiting output places the United States in the position of
being the residual supplier to world commodity markets. Whatever
growth occurs in world food markets is allowed to be tapped by
major competitors. Moreover, the supply management bias of agri-
cultural programs in the United States lowers the costs to other
countries of subsidizing their agricultural sectors. As a result, U.S.
programs operate to improve the position of major competitors in
terms of both their access to major markets and the cost of their agri-
cultural policies.

A COHERENT LONG-TERM AGRICULTURAL POLICY

A comprehensive policy to foster and maintain a vital and progres-
sive U.S. agricultural sector would contain four major components:
complete decoupling, targeting, resource conservation, and negotia-
tion and trade cooperation.

Complete Decoupling

Under complete decoupling, payments to farmers would not be
linked to current production either through subsidies or artificially
high prices. Production decisions would be based on economic incen-
tives, not governmental policy. Set-asides and acreage reduction pro-
grams could be phased out over a specified period of time. Distor-
tions such as intensive use of inputs would diminish, and budgetary
outlays would largely be known in advance.
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Decoupling could be phased in by allowing increasing discretion
with regard to the use of idle land. For example, after a period of
time in which idle land could not be used for any other crop, 20 per-
cent of the land could be planted in any crop, then 40 percent, and
finally 100 percent. Income support could also be decoupled from
prices. Farmers should receive a known payment regardless of what
they plant and the market price they receive. The income support
that has been decoupled from production and prices should be
phased out.

Targeting

Separating payments from production and prices would make it
possible to target such transfers so as to preserve the family farm and
rural communities while protecting the rural landscape. Targeted
income-deficiency payments would preserve some farms unable to
manage the riskiness of their operations, and would ease the costs of
labor adjustment from agriculture for other farmers. Income supports
targeted at those who rely more heavily on farm income and yet do not
have the immediate resources for retraining, job searching, etc., would
ease the inevitable pain of change and improve the long-term flexibility
of U.S. agriculture.

Targeted farmers should receive income supports unconditionally.
Farmers could then employ their support in whatever fashion they
considered most appropriate—from retraining to remaining in farm-
ing. One possible method of targeting would be to have payments
based on current acreage and historic yields with a limit to the quali-
fying farm size.

Resource Conservation

One feature of the Food Security Act of 1985 that is in the long-
run interest of the United States is the provision for placing highly
erodible land in the conservation reserve. Under the 1985 legislation,
lands that pose significant off-farm environmental threats—for exam-
ple, water quality damage—can also be included in the conservation
reserve program. It is the largest conservation program in the history
of Federal agricultural policy, calling for the voluntary, gradual en-
rollment of 40 million to 45 million acres of land. Under this pro-
gram, landowners agree not to produce on qualifying cropland for 10
years in exchange for an annual rental payment. Unfortunately, this
program is hampered by competing supply management programs.
In essence, the government is bidding against itself to idle farmland.
Currently, most farmers are better off collecting deficiency payments
or diversion payments for idling acreage under commodity programs
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than by idling land on a long-term basis under the conservation re-
serve program.

Over the period that supply constraints are being phased out, diffi-
culties stemming from the concurrent operation of the conservation
reserve program and the price-support programs must be resolved.
The joint operation could be effectively managed by the introduction
of a land-targeting scheme. Lands declared eligible for the conserva-
tion reserve program would be declared ineligible for the acreage re-
duction program.

A redesigned conservation reserve program, combined with decou-
pled and targeted income support, would reduce incentives for inten-
sive land use that arise when farmers seek to increase their immedi-
ate cash incomes. Finally and most significantly, the elimination of
commodity programs that connect income supports to production
levels would ease the extensive and intensive use of land and other
resources in production. The significant reductions in the use of pes-
ticides and other chemical inputs resulting from these program
changes would also reduce environmental damage.

Negotiation and Trade Cooperation

The current state of agricultural trade can be described as one in
which many countries feel trapped. If any country reduces its export
subsidies or limits its farm support, it will lose market share. Its own
action will rarely be sufficient to induce a significant rise in world
prices. Thus, the rewards to individual countries from unilateral agri-
cultural policy reform often seem too little to encourage change.

Simultaneous action by many countries might break this trap. The
Administration began a coordinated move to raise the issue of agri-
cultural protectionism at the last economic summit. How to achieve
multilateral, systematic rationalization of policies across sovereign
states with different resource endowments and policy mechanisms, if
not policy objectives, remains a major challenge.

The difficulty of international cooperation in adjustments, howev-
er, does not excuse delay in U.S. policy reform. Reform is in the self-
interest of the United States and should be initiated regardless of
whether trading partners act as well. In addition, the reformed policies
would eventually stimulate other protectionist countries to make
similar adjustments.

Although sound economic grounds exist for greater market orien-
tation even with no action by other countries, the chances of signifi-
cantly reducing the degree of protection provided to U.S. agriculture
are far better if coordinated moves also occur in other major agricul-
tural exporting countries. The political feasibility of implementing
decoupled and targeted deficiency payments is greatly enhanced if
other industrialized countries would pursue similar actions,
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A cooperative effort of major agricultural exporting countries
could involve coordinated and lockstep moves in decoupling. The
possibility of such cooperative ventures is much higher in today's en-
vironment because of the huge subsidization under the Food Security
Act of 1985. In contrast with the U.S. legislation governing the early
1980s, many exporting countries, including Australia, Canada, and
Argentina, now have far more incentive to enter a cooperative effort
to reduce worldwide protectionist trade policies.

CONCLUSION

Today's highly complex patchwork of agricultural policies has
become increasingly antiquated and unproductive. Agriculture and
rural communities have become so vastly different in structure and in
their relationships to the domestic and world economies that the
premises underlying current policies are no longer valid. Besides
costing taxpayers and consumers billions of dollars and representing
a significant portion of the Federal deficit, agricultural policies divert
land, labor, and other resources from more to less productive uses.
The huge surpluses generated in the United States and throughout the
world harm U.S. allies and less developed countries, while providing
huge windfalls to powerful economic interest groups. These programs
are unfair, with some individuals receiving millions of dollars from the
government.

The policy reforms outlined here would correct the major imbal-
ances that exist within U.S. agriculture. Other reforms are also
needed. For example, some Federal marketing orders attempt to
maintain or enhance commodity prices by restricting either the
amount produced or the amount marketed. These market regulations
tend to tax consumers in order to generate extra profits for estab-
lished producers of the protected commodities. Such marketing
orders should be deregulated. In contrast, marketing orders that
focus on research, promotion, and providing timely information to
producers and consumers should continue to be supported. The
Farm Credit System faces huge losses and is currently unable to di-
versify the risk of its loan portfolio; it needs to be restructured. Fed-
eral and State governments must address problems such as depleted
aquifers, groundwater contamination, water salinity, and the exces-
sive use of irrigation water attributable to inappropriately adminis-
tered prices. The challenge facing both the public and private sector
is to invent the means for enhancing agricultural productivity while
reducing the cost of environmental externalities.

To be sure, the Food Security Act of 1985 will not yield easily to a
major overhaul. These policies, after all, are tied to a long series of
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legislative precedents, deeply embedded goals and objectives, and
the vested interests of powerful groups. Major opposition will doubt-
less arise to the reforms outlined here, which are in the best interest
of the U.S. taxpayer and consumer. Reforming agriculture would lead
to huge gains not only here in the United States but in the rest of the
world.
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CHAPTER 6

Risk and Responsibility

RISK IS A FACT OF LIFE. Every person balances risks of accident
and injury against the attainment of other goals, and trades off some
kinds of hazards against others. Whether to smoke, take a particular
job, travel by automobile or airplane, use a safety belt while driving,
or engage in a dangerous recreational activity are all decisions that
involve risk. People are subject to hazards from the actions of other
individuals as well. Determination of the proper role of government
with regard to personal risk is a complex and important public policy
issue.

Health and safety have improved dramatically in the United States
during the 20th century. Life expectancy at birth increased from 47.3
years in 1900 to 62.9 years in 1940 and, by 1983, had risen to 74.7
years. Much of this improvement is attributable to the decline in
infant mortality, but adult life expectancy has also increased. In 1900,
a 40-year old could expect to live to age 67.9. This expectation in-
creased to 71 by 1940, and rose further to 77.2 by 1983. This repre-
sents a gain of 9.3 years, or a 33 percent increase in the expected
number of years remaining at age 40.

Accident fatality rates have declined at the same time. Chart 6-1
shows annual fatality rates from motor vehicle and all other acciden-
tal causes. The rate from all causes other than motor vehicles
dropped from 82.4 per hundred thousand population in 1910 to 20.9
in 1982. Motor vehicle deaths per hundred thousand population gen-
erally have been steady since the late 1930s. Automobile travel has
increased substantially over this period, however, and traffic fatalities
per hundred million vehicle miles have fallen almost 80 percent,
from 10.89 in 1940 to 2.47 in 1985.

Both the home and workplace have become safer. The home acci-
dental death rate per hundred thousand population decreased from
21.2 in 1948 to 8.6 in 1985. The accidental death rate at work has
fallen by more than two-thirds since the 1930s (Chart 6-2). Work-re-
lated death rates differ across industries, and one cause of reductions
in the overall rate has been the change in employment patterns as
production has shifted from agriculture and other relatively danger-
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Chart 6-1
Rates of Accidental Deaths by Cause
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cms goods-producing industries to the relatively safer service indus-
tries.

The underlying source of these improvements in health and safety
is economic growth and a rising standard of living. Higher incomes
enable people to purchase better nutrition, clothing, and shelter as
well as more and better medical care. A higher standard of living en-
ables consumers to purchase safer products, safer forms of transpor-
tation (including safer automobiles), and safer living environments.
Increased wealth supports improved public health measures, from
vaccinations to water and sewage treatment. Economic progress has
been a major factor leading to advances in science and medicine that
have mitigated or eliminated many dread diseases and have improved
the treatment of accident victims.

But accidents, injuries, and disease can never be avoided entirely.
Individuals do not seek to avoid all risks, and the human lifespan
cannot be extended without limit. Increases in health and safety often
cannot be achieved without cost, and are only one way in which eco-
nomic progress can be translated into greater well-being.
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Chart 6-2
Rates of Home and Work Deaths Due to Accidents

Deaths per 100,000 Persons
40

35

30

25

20

15

Work (per 100,000 Workers)

"-•••'~--j
/"

Home (per 100,000 Resident Population)
10 '

I I I I I I I I i i I I I I I I I I I I I I I I I I I i i i I I I I I I I I I I I I I I I i I i I i I I
1935 1940 1945 1950 1955 1960 1965 1970 1975 1980 1985

Note.—A change in classification resulted in a break in the home accident series in 1948.

Source: National Safety Council.

PROTECTION AGAINST RISK

Every individual can reduce risk by exercising personal care. If re-
sponsible adults voluntarily undertake risky activities, such as hang
gliding, their choices must be respected in a society that values indi-
vidual liberty and autonomy. This general principle of respecting
personal choice is compatible, however, with governmental action to
reduce risk in particular circumstances, especially when the actions of
some increase the risks to others.

The institutional means for increasing safety and reducing risk are
provided through three social arrangements—markets, the legal
system, and government regulation. Markets create incentives for safe
behavior and allow individual choice in decisions involving risk. Con-
sumers can purchase reductions in risk directly by choosing safer
products. Safety is a desirable product characteristic, like durability
and energy efficiency. Companies that earn reputations for making
unsafe products face retribution in the marketplace, just as if they
charged excessive prices or offered shoddy goods. The market also
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promotes safety in the workplace. All other things equal, employers
must pay higher wages for riskier jobs, which creates an incentive to
reduce occupational hazards.

Private insurance enables individuals and firms to protect them-
selves against the costs of various risks. Consumers purchase insur-
ance against losses from death, illness and accidents, and some kinds
of natural disasters. Manufacturers insure against product liability
lawsuits, and professional practitioners insure against liability for
malpractice. By spreading the costs of risk, insurance can also under-
mine incentives for safe behavior; but where premiums are closely
linked to the likelihood of events insured against, safety incentives
are substantially preserved.

Markets cannot entirely protect an individual from being harmed
by the actions of others. The legal system, specifically tort law, pro-
vides victims the opportunity to be compensated. By transferring to
those who cause harm the costs they impose on others, tort law cre-
ates incentives for individuals to behave responsibly.

GOVERNMENT MANAGEMENT OF RISK

Government provides the legal and judicial framework for the
market and tort systems, offers insurance against some risks, imposes
regulatory standards, and operates programs to control risk directly.
Government protects the integrity of the marketplace by prohibiting
dissemination of false or fraudulent information by sellers. Govern-
ment supports basic health research, and informs the public about
health and safety characteristics of products.

Several circumstances may provide a rationale for government reg-
ulation. First, consumers may lack the information or the ability to
assess particular risks accurately. Second, individuals or firms fail in
some cases to take account of the costs of harm they impose on
others. The tort system may not be able to force a person who
causes harm to bear these costs if the person's wealth is insufficient
to compensate the victim, the cost of using the tort system is too
high, or the person who caused the harm cannot be identified. Third,
if markets and the tort system cannot adequately control externalities
such as those leading to environmental pollution, government regula-
tion may be warranted. Government regulates risk and safety through
agencies such as the National Highway Traffic Safety Administration
(NHTSA), the Consumer Product Safety Commission (CPSC), the
Occupational Safety and Health Administration (OSHA), and the En-
vironmental Protection Agency (EPA).

Regulatory policy encompasses both risk assessment (determina-
tion of the probabilities of harm) and risk management. Risk manage-
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ment should reduce and not merely displace risk. If one dangerous
product is banned, more harmful ones may be used. Substitutions of
this sort can exchange known risks for unknown ones. Effective risk
management assesses the relative benefits and costs of actions to
reduce particular risks. The benefits of regulation include avoidance
of deaths, injuries, and property damage, as well as saving resources
that otherwise would be used to mitigate these adverse conse-
quences. Costs of regulation include the resources, both public and
private, that must be devoted to meeting regulatory standards, as
well as reduced competition in some cases. Government regulation
sometimes restricts freedom of individual choice by imposing
common standards. Regulation may, in addition, retard innovation
and investment, thus slowing economic growth.

If some regulations show a much lower cost per life saved or acci-
dent avoided than others, adoption of the more cost-effective ones
would save more lives for a given level of risk-reduction costs. Regu-
latory actions with the highest expected net gains should be under-
taken first, leading to consistency in cost-effectiveness across regula-
tions. A policy of consistency should apply to all activities of govern-
ment that affect risk: for example, statutes and regulations; Federal
programs that directly affect safety, such as air traffic control and the
oversight of aircraft maintenance; and State and local activities, such
as highway construction and firefighting. Complete consistency, how-
ever, is neither attainable nor desirable. States determine their own
regulatory policies in many areas, in accordance with principles of
federalism. Special significance may be attached to reducing particu-
lar types of risks, such as those faced by children, or risks that are
not assumed voluntarily.

Statutory language sometimes impedes the realization of consisten-
cy by setting goals that do not take account of costs. Examples are
portions of the Clean Air Act, Clean Water Act, and Occupational
Safety and Health Act, as well as the Delaney Clause of the Food,
Drug, and Cosmetic Act. Agencies may also fail to promote consist-
ency in their rulemaking by implicitly assigning widely differing
values to saving a life. A recent study shows that the average cost per
life saved varies across regulations from as little as $100,000 for
NHTSA's 1967 steering column protection rule to $132 million for
the Food and Drug Administration's 1979 ban on diethylstilbestrol
(DES) in cattle feed. Some proposed regulations have even higher
costs, such as EPA's proposed restrictions on the disposal of dioxins
and solvents on land, estimated to cost $3.5 billion per life saved.
The regulatory review and coordination process implemented by this
Administration is designed to improve consistency across Federal
regulations, to the extent permitted by law.
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Regulatory review established under Executive Orders Nos. 12291
in 1981 and 12498 in 1985 is meant to ensure that regulations are
worth their costs and that the most cost-effective regulatory activities
are given priority. The oversight process is based on the principle
that government regulations, when such interventions are appropri-
ate, should maximize the net benefits to society. Where regulation is
excessive, deregulation is indicated.

PERSONAL RESPONSIBILITY

Individuals can mitigate or eliminate many of the most serious
risks they face by exercising personal choice. Government can inform
individuals about the nature of risks, alter incentives that influence
individuals' decisions, or require safe behavior. Two risky activities—
cigarette smoking and automobile use—illustrate these points.

SMOKING: THE GREATEST AVOIDABLE RISK

Smoking presents the largest single source of health risk in Amer-
ica. Table 6-1 lists risks of various activities in terms of the annual
fatalities for every 1 million exposed individuals. The fatality risk of
smoking is more than 26 times greater than that of work.

TABLE 6-1.—Estimated risks of various activities

Activity or cause

Active smoking ,
Alcohol

Accident
Disease

Motor vehicles
Alcohol-invoived
Non-alcohol-involved

Work
Swimming ,
Passive smoking1

All other air pollutants1

Football
Electrocution
Lightning ....
DES in cattlefeed
Bee sting
Basketball

All causes ,. .
All cancers

Annual fatalities
per 1 million

exposed persons

2,950
541
275
266
187
95
9?

113
22
19
6
6
2
05
03
02
002

8748
1917

1 Cancer deaths only.

Note.—Activities are not mutually exclusive; there are overlaps between categories. Differences in fatalities do not imply
proportionate differences in years of life lost.

Sources: Office of Management and Budget and Council of Economic Advisers.

Every annual report of the Surgeon General since 1964 has identi-
fied cigarette smoking as the single most important source of prema-
ture mortality among Americans. Studies estimate that of the 565,000
deaths each year from heart disease, 170,000 result from cigarette
smoking. Of the 412,000 deaths each year from cancer, 125,000
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result from cigarette smoking, with more than 100,000 of these from
lung cancer alone. A 25-year-old man who smokes one pack of ciga-
rettes per day can expect to live 4.6 fewer years than one who does
not smoke at all, and one who smokes two packs per day can expect
his life to be shortened by 8.3 years. Life insurance companies usual-
ly charge smokers higher premiums reflecting their greater mortality
risk. Some health insurance carriers have also introduced premium
differentials based on smoking.

The issue of smoking goes beyond matters of individual choice;
secondary smoke affects others. The Surgeon General reports that a
nonsmoker whose spouse smokes more than one pack of cigarettes
per day has a risk of lung cancer 1.3 to 1.9 times higher than a non-
smoker whose spouse is a nonsmoker. Passive smoking results in an
estimated 2,500 fatal cancers per year. Children of smokers have
more respiratory problems, and are more frequently hospitalized for
bronchitis, pneumonia, and respiratory allergies. Smoking-related
fires led to 1,500 deaths and another 4,000 injuries in 1984.

It is not clear whether the pleasures of smoking outweigh the
health risks and other costs, even for smokers themselves. When sur-
veyed, more than 90 percent of smokers say they want to quit, and
the majority of smokers have tried to quit at least once and failed.

Most smokers begin to smoke as adolescents. Studies of why
people start smoking identify the influences of parents, siblings, and
friends as the most important causal factors. School curricula in the
past tried to discourage smoking by emphasizing its long-term health
effects. Newer curricula, targeted at ages 10 through 14, focus on the
social influences that encourage the initiation of smoking. Such pro-
grams aim at helping children acquire the behavioral skills to resist
these influences and at changing perceptions that smoking is mature
and sophisticated. Students who participate in these programs have
started smoking at rates 15 to 50 percent lower than those in control
groups.

The price of cigarettes also influences whether people smoke.
Higher prices discourage young people from starting to smoke, but
have a much smaller effect on habitual users. The Federal excise tax
on cigarettes was raised from 8 cents per pack to 16 cents per pack
in 1983, but was scheduled to revert to 8 cents in 1985. Instead, the
tax was maintained at 16 cents, and as a result an estimated 1.9 mil-
lion fewer people smoke, including more than a million fewer under
age 25.

Current Federal agricultural policies toward tobacco do not under-
mine public health efforts to discourage smoking. A system of allot-
ments allows farmers to produce only specified quantities of tobacco
and limits the amount they can market. The net effect of the allot-
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ments plus price supports and other subsidies is to hold tobacco
prices slightly higher, and quantities slightly lower, than they would
be in the absence of these programs.

Evidence suggests that information on the consequences of smok-
ing influences behavior. The largest decline in per capita sales of
cigarettes, a fall of 8.9 percent, occurred during 1953-54, following
publication of two retrospective epidemiological studies that linked
lung cancer to smoking and the first laboratory demonstration that
the tar in cigarette smoke could cause cancer in animals. During this
time, tobacco companies competed vigorously by advertising pur-
portedly less harmful brands, indirectly reminding smokers of the
dangers of smoking. The second largest decline in per capita sales
occurred in 1968-69, during the height of the antismoking cam-
paigns on television. The largest decline in the number of smokers
followed the 1964 Surgeon General's report.

The effects of tobacco advertising are complex. There is little evi-
dence that advertising results in additional smoking. As with many
products, advertising mainly shifts consumers among brands. Evi-
dence from other countries suggests that banning tobacco advertising
has not discouraged smoking. Four industrialized countries with
market economies—Italy, Finland, Iceland, and Singapore—have
completely banned advertising for tobacco products, yet have experi-
enced a rise in the per capita consumption of tobacco, Sweden and
Denmark enacted partial advertising bans, yet achieved greater suc-
cess in reducing consumption than did Norway and Finland, which
imposed total advertising bans. After the broadcast advertising ban in
the United States, cigarette use continued to decline, but at a slower
rate than before the ban.

The ban on broadcast advertising was supported by the large to-
bacco companies. Tobacco advertising expenses were about 35 per-
cent lower in the 5 years following the ban. It is likely that reduced
access to public attention made it harder for new brands of cigarettes
to enter the market, thus solidifying the market shares of existing
companies and brands. Moreover, with no tobacco advertising on tel-
evision, the antismoking messages required under the Fairness Doc-
trine were eliminated.

Increased awareness of the health risks of smoking has brought a
change in public attitudes and government policies. Forty-two States
and the District of Columbia restrict smoking in public places, includ-
ing government workplaces. Twelve States restrict smoking by public
employees and also by those in private businesses. New rules for
Federal employees prohibit smoking in nearly all public work areas,
including general office space, and permit smoking only in designat-
ed areas.
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AUTOMOBILE SAFETY

Many automobile deaths stem from avoidable behavior such as
drunk driving and failure to wear a safety belt. In 1985, about 44,000
Americans died in motor vehicle accidents, including 6,800 pedestri-
ans and 890 bicyclists. Nearly half of the fatalities involving occu-
pants of motor vehicles occurred in single-vehicle crashes. Despite
this substantial loss of life, 1985 was the safest year on record for
motorists: the death rate per hundred million vehicle miles traveled
(HMVM) was 2.47, down from 5.50 in 1966 and 21.0 in 1923.

Drunk Driving

Alcohol impairs physical coordination and can increase aggressive
behavior. Alcohol contributes to many kinds of accidents and injuries
and is involved in more than 50 percent of fatal automobile acci-
dents. Drunk driving is the leading cause of death for persons in the
15-to-24 age group. About one-half of all single-vehicle crashes and
two-thirds of nighttime single-vehicle crashes involve alcohol-intoxi-
cated drivers. In 1982, 63 percent of those killed in alcohol-related
automobile accidents were drivers, bicyclists, or pedestrians who had
been drinking. Twenty percent were passengers (both drinking and
sober) of drinking drivers. The remaining 17 percent, nearly 4,000
people, were sober victims.

Evidence from other countries and recent experience in the United
States suggest that programs to deter drivers from drinking by in-
creasing penalties and enforcement tend to succeed in the short run
to the extent that they alter drivers' perceptions of the certainty of
punishment. But the ability of such programs to achieve lasting re-
ductions in drunk driving fatalities has not been established. This
may be because none of the programs or experiments to date has
been able to sustain an increase in the probabilities of apprehending
and punishing drunk drivers.

State and local actions to restrict the availability of alcohol to
young people by raising the minimum drinking age have contributed
to reduced traffic fatalities. In 1982, 31 States allowed people under
21 to buy alcoholic beverages, but by 1985, only 7 States did. In
those 3 years, motor vehicle fatality rates fell 3.0 percent for the gen-
eral population, but 6.3 percent for drivers aged 24 and under. If the
traffic fatality rate for this group had fallen only by the same amount
as for the general population, approximately 600 additional young
drivers would have died in automobile accidents in 1985.

Higher alcohol taxes would also reduce fatalities. Federal excise
taxes on beer and wine have remained constant in nominal terms
since 1951. As a result of this and other factors, the real price of
beer fell 27 percent, of wine 21 percent, and of hard liquor 48 per-
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cent between 1951 and 1983. Studies of teenage drunk driving indi-
cate that if the real excise tax on beer were at its 1951 level, an esti-
mated 1,000 fewer deaths per year would result, primarily of persons
aged 18 to 21.

Safety Belts

Motor vehicle occupants who wear a safety belt are less than half
as likely to die in the event of an automobile accident as those who
do not. If all occupants of motor vehicles wore safety belts, 12,000 to
15,000 fewer persons would die annually. Safety belt use is a clear
example of how an individual can reduce risk by taking a simple pre-
caution. For this reason, some State courts, although not going so far
as to hold that an accident victim's failure to wear a safety belt con-
stitutes contributory negligence, have reduced the unbelted victim's
damage award on the grounds of failure to mitigate the harm.

Even though voluntary safety belt use is an extremely low-cost way
to reduce deaths and injuries, as of 1984 only about 12.5 percent of
passenger car drivers were estimated to use them. Usage among
teenagers appears to be particularly low. Since 1984, 26 States and
the District of Columbia have enacted laws requiring use of safety
belts (although two States recently repealed theirs). Safety belt usage
increases after passage of a belt law, but the longer term effect does
not appear to be as great as the initial response.

Compliance with child safety seat laws has been much higher than
compliance with safety belt laws, and has been effective in reducing
fatalities among young children. In 1977, the first child safety seat
law went into effect. Now all 50 States require safety seats for small
children. Compliance rates are between 50 and 60 percent. The
motor vehicle fatality rate for the overall population fell 10 percent
between 1975 and 1985, but for children under 5 it fell 32 percent.

Air bags and automatic safety belts are passive restraints that do
not require the cooperation of the driver or passengers. Air bags are
more costly to install than either automatic or conventional safety
belts. Moreover, their cost-effectiveness relative to safety belts falls
with more widespread belt usage. Even if air bags were required in
all new cars, they would not come into nearly universal use until
about 10 years later. Current Department of Transportation regula-
tions require phased installation of passive restraint systems unless
States comprising two-thirds of the U.S. population enact safety belt
laws.

The 55-Miles Per Hour Speed Limit

The driver who speeds assumes a higher risk of death and injury
but also increases risk for others. It is because of this externality that
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a maximum speed limit is in the interest of most drivers. The main
cost of a lower speed limit is more time spent traveling.

The primary goal of the National Maximum Speed Limit Act of
1974 was energy conservation. Today, with low real oil prices, debate
concerning the 55-miles per hour (MPH) speed limit focuses more on
safety than energy conservation. From 1973 to 1974, the overall
death rate per HMVM dropped 14 percent from 4.12 to 3.53. (A
similar drop of 13 percent in the death rate, from 3.17 to 2.76 per
HMVM, occurred between 1981 and 1982.) Although drivers have
gradually increased their average speed since the 55-MPH limit was
introduced, they have not returned to the speeds at which they were
driving before the Federal limit was enacted. The fatality rate per
HMVM, however, has continued to fall, suggesting that factors other
than speed are important in the declining fatality trend.

Variations in fatality rates across States and types of roads suggest
that speed limits should be tailored to local conditions. In 1985, the
automobile accident fatality rate ranged from 4.1 deaths per HMVM
in New Mexico to 1.6 in North Dakota. The safest roads are the
interstate highways in urban areas, with a fatality rate of 1.01 deaths
per HMVM. Local rural roads are the least safe, with a fatality rate of
4.99. Driving at night is three times more risky than driving during
the day.

Although it left enforcement of the 55-MPH speed limit to the
States, the Federal Highway Safety Act of 1978 directed withholding
a portion (up to 10 percent) of a State's Federal highway funds if it
failed to achieve at least 50 percent compliance. As a result, States
assign their highway patrol officers to enforcing the 55-MPH limit,
diverting them from other efforts that would be more effective in
saving lives. To reach compliance, States have an incentive to allocate
most officers to work during the day, when traffic is the heaviest, rather
than at night, when a majority of motor vehicle deaths occur. State
discretion in the regulation of highway speeds could improve safety
more than centralized Federal regulation.

The Unintended Hazards of Fuel Economy Regulation

Like the 55-MPH speed limit, the Corporate Average Fuel Econo-
my (CAFE) regulations are a vestige of the "energy crisis/' The
CAFE standards (enacted as part of the Energy Policy and Conserva-
tion Act of 1975) established minimum average levels of fuel econo-
my for passenger cars sold by each automobile manufacturer. To
meet the standards, manufacturers took a number of steps, including
switching to lighter materials and reducing the weight and size of
cars. Market forces also shifted the automobile fleet in the direction
of smaller cars while gasoline prices remained high. Automobiles
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have become safer as design has improved. Other things equal, how-
ever, small automobiles are less safe than large ones.

In single-vehicle crashes, occupant death rates are inversely related
to car size. In multiple-car crashes involving cars of the same size,
occupants of small cars have a death rate higher than occupants of
large cars. In crashes between cars of different size, the occupants of
the larger car have a better chance of survival than if they had been
involved in a crash with a car the same size, but occupants of the
smaller car have a worse chance of survival than if they had been in a
crash with another small car.

There is evidence that drivers of small cars attempt to mitigate
their increased risk by driving more carefully. One study indicates
that, taking age into account, drivers of small cars are somewhat less
likely to be involved in an accident than are drivers of larger cars.
Even so, the fatality rate associated with small cars is higher than that
of large cars.

The "energy crisis" has passed, but Federal regulation of automo-
bile fuel economy persists. To the extent that CAFE has reduced the
size of cars driven by Americans, it also has indirectly reduced auto-
mobile safety.

THE TORT SYSTEM

In addition to self-inflicted injury, harm can result from the actions
of others. Tort law, the civil law governing harms other than breach
of contract, serves to compensate persons injured by the negligent or
wrongful conduct of others, and also to deter such conduct.

Two general rules of liability guide accident law—negligence and
strict liability. Negligence is determined by reasonableness of con-
duct. If the injurer acted unreasonably, that is, failed to exercise due
care, then ordinarily the injurer would be required to compensate the
victim. Strict liability, on the other hand, focuses on whether a prod-
uct that caused an injury was defective in such a way as to make it
unreasonably dangerous for its intended use. Both standards seek to
impose a duty of care; strict liability, however, allows demonstration
of the breach of that duty by examination of the product itself.

The product user's degree of care also can affect the risk of acci-
dents. In certain instances, the user can more easily eliminate or
reduce the risk of injury than can the manufacturer. The rule of con-
tributory negligence limits the scope of liability so that an injurer is
not liable for harm that could have been avoided had the victim not
been negligent. Many States have adopted the rule of comparative
fault, under which an injurer is liable only for that share of the harm
corresponding to the injurer's share of responsibility. Determining
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the reasonableness of a party's conduct depends in part on the costs
of avoiding the accident. When both parties can affect the probability
or seriousness of an accidental injury, the rule of negligence (or the
rule of strict liability accompanied by the defense of contributory
negligence or comparative fault) leads both the potential injurer and
potential victim to behave reasonably to avoid accidents.

THE "LIABILITY CRISIS"

During the past several years, products and services as diverse as
vaccines and skating rinks have been withdrawn from the market be-
cause of the greatly increased price or unavailability of liability insur-
ance. Investment in product innovations, such as new pharmaceuti-
cals, has been retarded because of potential liability costs. Some ex-
planations of the "liability crisis" attribute the scarcity of liability in-
surance to an expansion in liability exposure under tort law. In par-
ticular, the alleged crisis has been linked to trends in legal rules on
fault and causation and to larger jury verdicts for damages.

In the early 1960s, courts began to replace traditional common law
rules of negligence with strict liability. It was argued that expanding
liability would encourage the supplier of a good to prevent accidents;
in addition, the supplier would provide insurance for unpreventable
injuries. Some courts went so far as to say that business defendants
could spread the cost of compensating victims across all consumers
simply by charging higher prices for their goods and services. This
viewpoint assumed that society would benefit from replacing person-
al responsibility for accidental injuries with expanded liability for
those supplying goods and services. Carried to its extreme, this ap-
proach would entirely remove the issue of fault or wrongdoing from
the determination of liability.

The growing trend toward no-fault liability has increased defend-
ants' expected tort costs and, therefore, their need for insurance cov-
erage. Historically, tort law required a plaintiff to prove a direct
cause-and-effect relationship between the defendant's act and the
plaintiffs harm. This requirement of proximate cause eroded as
some courts allowed plaintiffs to recover an entire judgment award
from any of a number of parties who might have contributed to the
harm. This application of joint and several liability to product liability
cases increased the potential financial exposure of defendants and
further weakened the traditional legal requirements of fault and
proximate causation. In practical terms, joint and several liability
threatens any defendant having substantial financial resources with
the risk of having to pay the entire damage award in a lawsuit involv-
ing multiple defendants, even if this defendant was only slightly at
fault for the plaintiffs injury.
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TORT REFORM

Many States have enacted or are considering reforms in tort law.
The Administration has also supported legislation to address the fac-
tors that have led to the high price and scarcity of product liability
insurance. This legislation would ensure that fault remains a basis for
determining legal liability for injury caused by a defective product.
For a manufacturer to be found liable under strict product liability,
the product would have to be defective and unreasonably dangerous
because of its defect. This reform would limit strict product liability
to situations in which the doctrine originally applied, before the ex-
pansion of no-fault liability.

Another provision of the Administration's tort reform proposal
would make joint and several liability inapplicable to product liability
cases. A manufacturer found liable for damages would be responsible
for at most those damages directly attributable to its share of fault
for the injury; the manufacturer could not be held responsible for
damages arising from another party's share of fault. However, joint
and several liability would still be available where two or more de-
fendants consciously acted together in a common scheme or plan
that directly caused the plain tiffs injury.

These proposals seek to ensure that fault and wrongdoing contin-
ue to be essential to determining liability for defective products.
These reforms should lessen the unpredictability of product liability
awards for manufacturers and insurers and, by emphasizing the im-
portance of personal responsibility, reduce accidents.

CONSUMER PRODUCTS AND THE WORKPLACE

Of the 92,500 accident fatalities in the United States in 1985,
about half were caused by motor vehicle crashes, 22 percent by acci-
dents at home, and 13 percent by accidents at work. In an effort to
improve safety, the government requires consumers and private firms
to devote resources to meeting regulatory standards, develops and
disseminates information, requires controlled testing of new drugs,
and requires injury compensation insurance for workers. Government
rules also modify market incentives for safe behavior.

CONSUMER PRODUCT SAFETY

Markets generate strong incentives for the production and safe use
of consumer products. Safer products may be more expensive, be-
cause of superior materials, product design, and quality control.
Many consumers are willing to pay higher prices for safer products as
long as they perceive that the benefits of improved safety exceed the
additional costs. Consumers acquire safety information through per-
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sonal experience and word of mouth, as well as from manufacturers,
specialized testing laboratories, and consumer groups. The risks of
unsafe products generally are borne directly by consumers, with little
spillover of hazards beyond the immediate household. Thus, market
incentives will guide manufacturers to produce products as safe as
consumers' willingness to pay allows.

The Food and Drug Administration (FDA) regulates food, drugs,
and cosmetics. Its standard-setting and inspection activities are de-
signed to reduce hazards about which it is difficult to obtain informa-
tion in the marketplace. Examples include the safety of food additives
and the safety and efficacy of pharmaceuticals.

The Delaney Clause of the Food, Drug, and Cosmetic Act has been
interpreted to ban all food additives found by the FDA "to induce
cancer in man or animal." In effect, this restriction has grown more
stringent over the years, as advances in chemistry have permitted the
detection of extremely small amounts of substances in additives. In
1985, the FDA proposed that methylene chloride be banned in hair
spray, but that it be allowed as a decaffeinating agent in coffee be-
cause its risk in that use is negligible. This de minimis interpretation
of no-risk statutory provisions is intended to reduce regulation that is
overly costly. Recognizing the excessively restrictive nature of the
Delaney Clause, Congress has exempted saccharin from its reach.

The Consumer Product Safety Commission (CPSC) has broad au-
thority to set standards and order bans, recalls, and modifications. Its
purpose is to reduce hazards by improving products' technological
safety characteristics. Such activities, however, may fail to benefit
consumers and can have adverse effects. Sometimes safer products
are more costly, and regulation may impose higher safety levels than
consumers are willing to purchase. To reduce the likelihood of this
result, the law mandates cost-benefit analysis for formal CPSC rule-
makings. The CPSC has adopted cost-benefit criteria for its other ac-
tivities, such as implementing voluntary standards.

Even if a product standard meets a cost-benefit test, the market
might have achieved an equivalent level of product safety. Moreover,
even if the estimated costs of regulation match the benefits, regulat-
ed product standards may not be desirable because benefits that stem
from product diversity will be lost. Consumers value safety, like other
product characteristics, differently, in part because not all consumers
use products in the same way. If a household appliance is to be used
by children, parents may buy a safer model at a higher price than
they would otherwise. Individuals benefit from the opportunity to
make their own tradeoffs based on price, quality, and safety.

When product regulation reduces competition and thereby in-
creases prices, it restricts consumers' choices. For example, in 1975
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the CPSC issued a bicycle standard that imposed numerous technical
design features that would increase costs and exclude some bicycles
from the market. Some of these specifications, such as the one that
handlebars be between 14 and 28 inches wide, were overturned in
court for lack of evidence that their absence would pose an unreason-
able risk of injury.

The effectiveness of product regulation in improving safety can be
undermined and even reversed by risk displacement. For example,
manufacturers of children's sleepwear used the flame-retardant
chemical Tris to comply with the flammability standard issued in
1973. Later, when it was discovered that Tris can be carcinogenic, the
sale of Tris-coated sleepwear was banned. Some consumers may stop
buying products whose prices rise as a result of safety regulation,
only to substitute alternatives that are more dangerous.

THE REGULATION OF NEW DRUGS

Advances in pharmacology have produced drugs that prolong life
and improve health. Many diseases that took a substantial toll in the
past, such as polio and pneumonia, are now inexpensively prevented
or treated with vaccines or drugs.

Regulation of the introduction and use of new drugs poses difficult
policy questions. Government oversight of the testing and approval
of new drugs has both therapeutic benefits and costs. It is not in the
public interest to introduce a drug with side effects or risks more
severe than the disease it is intended to treat. The relative efficacy of
a new drug compared with existing therapies cannot be established
without controlled experiments, including clinical trials. However,
the time spent in testing means that some potential beneficiaries of a
new drug are not able to obtain it. Unnecessarily stringent regulatory
requirements can lead to more deaths and lower health levels.

The 1962 amendments to the Food, Drug, and Cosmetic Act
added a proof-of-effectiveness requirement that expanded the experi-
mental and testing procedures required by the FDA for new drug ap-
proval. Some evidence indicates that the result was a delay in the in-
troduction in the United States during the 1970s of certain innova-
tive therapeutic drugs by as much as 3 to 6 years after their introduc-
tion in Great Britain. The 1962 amendments increased costs to phar-
maceutical companies of introducing a new drug, and also length-
ened the approval process, shortening the time that a manufacturer
could retain patent protection. Incentives to innovate were thereby
reduced.

Recent legislative and administrative changes have expedited drug
review. Legislation in 1984 allowed an abbreviated approval process
for generic versions of drugs previously proven safe and effective,
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and restored patent life lost during FDA review. In 1985, the FDA
rewrote approval procedures for new drugs to reduce paperwork and
allow expanded use of valid data from foreign studies. The FDA has
also allowed controlled use of experimental drugs that show substan-
tial promise in treating fatal diseases. Limited use of azidothymidine
(AZT) has been permitted for treatment of acquired immune defi-
ciency syndrome (AIDS). In certain cases, the agency also allows use
of experimental drugs by patients suffering from serious diseases
when there is no alternative treatment.

OCCUPATIONAL SAFETY

Risks of death from work accidents, along with other types of
safety hazards, have declined sharply. Injury rates, which are less reli-
ably measured than death rates, have also declined, but less rapidly.
As people demanded better working conditions and safety on the
job, they also sought increased government regulation of workplace
safety. Among the many laws and regulations that address job safety,
the major ones are State workers' compensation acts and the Federal
Occupational Safety and Health Act. Both workers' compensation
and the OSHA statute were expected to reduce work injuries, but
many of their possible effects on costs were overlooked.

Labor Market Safety Incentives

Work-related accidents and diseases impose costs on employees
that include premature death and disability, suffering, loss of earn-
ings, and medical expenses. Safety and health on the job are not pro-
duced by employers alone, but are determined jointly by the actions
of workers and employers. Individuals can reduce job risks by acquir-
ing information about job safety and using that information to bar-
gain for safer working conditions, as well as by exercising personal
care. Workers and employers can enter into contracts or labor agree-
ments that specify safe working conditions or payments to be made
in the event of an injury.

The labor market provides strong incentives for employers to im-
prove safety. In order to make a hazardous job attractive to workers,
a firm must offer higher wages than it would have to pay otherwise.
Wage premiums are a critical device for controlling job hazards be-
cause they provide employers with incentives to reduce hazards in
order to reduce wage costs. Additional incentives for employers to
increase job safety include the desire to reduce work accidents and
injuries in their firms and the costs associated with job hazards—ab-
sence from work, interruptions in production, and employee turnov-
er. The level of workplace safety is determined in a way that equates
the marginal cost of additional safety measures with their marginal
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benefit to employers, as indicated by savings in wage premiums and
other costs.

In efficient labor markets, wage premiums result in appropriate
matching of workers and jobs based on risk and other factors. Work-
ers who are more risk-averse will demand higher wage premiums for
risky jobs than workers who are less risk-averse, and thus will be less
likely to take jobs with relatively high probabilities of injury. Similar-
ly, the labor market offers incentives to both workers and employers
to implement job matches based on differing personal vulnerabilities
to job hazards. For example, if short police officers face greater risks
of assault, smaller people will be less likely to take police jobs for a
given wage. To some extent, however, legal prohibitions against dis-
crimination limit the ability of firms to screen workers on the basis of
vulnerability to job risks.

Imperfect information may militate against fully efficient labor
market outcomes, thus providing a rationale for regulation or other
government intervention. However, studies have found evidence that
job safety information, although not perfect, is generally adequate.
Workers have reasonably accurate perceptions of risks, and if they ac-
quire new information suggesting risks greater than they originally
had expected, their likelihood of quitting increases.

Workers' knowledge of health risks is probably less accurate than
their knowledge of safety risks. It is more difficult to link disease and
work than accidental injuries and work because of the delayed onset
of symptoms, difficulty of detecting many harmful agents, multiplicity
of causes, and uncertainties in the relationship between exposure
levels and health effects. Workers, however, are often aware of health
hazards, and in some cases perceive very high risks from possible car-
cinogens in the workplace.

Government also has limited knowledge of occupational health
hazards, but it can improve the information available to both employ-
ees and employers by supporting research on job safety and dissemi-
nating the results. Government, however, has no clear advantage
over workers, labor unions, and employers in using this information
to determine appropriate levels of workplace safety or the best way
to reduce hazards.

Pecuniary costs of job injuries are commonly shifted to the general
public by income transfers such as social security disability payments,
welfare, and food stamps. This reduces firms' incentives to take
safety measures, by enabling them to pay lower wage premiums.
Even where information is not perfect or pecuniary externalities
exist, however, wage premiums serve a useful function in providing
safety incentives and in matching workers with jobs.
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Workers' Compensation

Workers' compensation statutes were enacted in most States early
in the 20th century. Before that, the principal recourse of workers
who suffered job injuries was to sue their employers for compensa-
tion. Proving that the employer had been negligent and that the
worker had not contributed to the accident was difficult, however,
and damage awards were highly uncertain. Under workers' compen-
sation, employers assumed no-fault but limited liability for work inju-
ries, and industrial accident victims gained the right to prompt com-
pensation for a portion of lost wages and medical expenses.

Except for the largest firms, which are allowed to self-insure, em-
ployers must buy insurance from a private carrier or a State insur-
ance fund to cover their workers' compensation liabilities. Some
State funds are exclusive carriers, but others compete with private in-
surers. Premiums are experience-rated—that is, linked to past loss
experience—only for larger firms. The smallest firms generally are
rated by industrial-occupational classifications; the degree of experi-
ence rating increases with firm size. Most workers are employed by
firms that are either experience-rated to some degree or self-insured.

Although the impetus for adoption of workers' compensation was
to replace employers' tort liability with a no-fault system, safety in-
centives were an additional consideration. Workers' compensation
was expected to induce employers to provide greater workplace
safety because each firm would assume the costs of its workers' inju-
ries more predictably than under tort liability. The costs of industrial
injuries thus would be included among other business costs, and em-
ployers would be motivated to reduce them by increasing job safety.
This expectation of improved safety, however, overlooked factors
that would undermine safety: reduced wage premiums in response to
lower but more certain recovery of damages, and reduced incentives
for employers to increase safety when workers' compensation premi-
ums are not closely related to the injuries suffered by employees.

A growing body of research has found that workers' compensation
benefits have unfavorable effects on safety. Higher benefits appear to
increase both the frequency of work injuries and the number of com-
pensation claims filed. One explanation for the positive connection is
the claim effect. Even if actual injuries remain constant, workers are
more likely to file claims when benefits are higher, thereby producing
more reported injuries.

Lack of experience rating of workers' compensation premiums re-
duces an employer's incentives to invest in safety measures. A firm
that is not forced to bear the full costs of compensating its workers
for their injuries has a diminished incentive to make expenditures
that promote safety. Recent research has found that increased bene-
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fits produce a smaller increase in injury rates in firms whose premi-
ums are more highly experience-rated than in firms that pay class
rates. Employers' safety incentives could be strengthened by requir-
ing them to make a deductible payment and copayment on each
claim. Many insurance companies maintain staffs that help their cli-
ents correct occupational health and safety problems, such as work-
site fire hazards. To the extent that private carriers provide more ac-
cident-prevention services than exclusive State insurance funds, more
of such services would become available by allowing private insurers
to compete with or supplant such funds.

Workers' compensation has improved the reliability of compensa-
tion to injured workers. By replacing lost wages, it also has enabled
injured workers to recuperate more fully before returning to work.
There is evidence, however, analogous to findings on the effects of
unemployment insurance, that higher levels of workers' compensa-
tion benefits create work disincentives. Recipients whose benefits are
relatively high compared with their previous wages have longer dura-
tions of work disability. Work disincentive effects can be important:
because benefits are not taxable, the after-tax rate of wage replace-
ment for some workers exceeds 100 percent of their prior wages.

Although one goal of workers' compensation was to reduce the
high transactions costs of litigation, many workers' compensation
claims are still contested. Workers, moreover, are making liability
claims with increasing frequency against suppliers of inputs, com-
monly in situations where adverse effects on health, such as those re-
lated to cancer, may be delayed. Such suits are not barred under the
no-fault workers' compensation system.

Regulation of Job Safety

The Occupational Safety and Health Act's sweeping mandate is to
ensure that "so far as possible every working man and woman in the
Nation [has] safe and healthful working conditions." OSHA has
issued several thousand workplace standards, the large majority of
which were adopted soon after OSHA's formation and formalized ex-
isting industry practices. Some of the most obviously ineffective of
these have since been revoked. Most of OSHA's rules deal with safety
rather than health hazards. Employers continue to complain that
OSHA's regulations are costly, but no comprehensive estimates of
compliance costs have been made.

Compared with the magnitude of safety incentives provided in the
market, OSHA's fines and enforcement activities are small. One esti-
mate of wage premiums generated by job risks is approximately $90
billion per year, which compares with about $9 million in OSHA
fines. By comparison, workers' compensation benefits are about $20
billion annually.
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A number of studies have found that OSHA's activities have not
been effective in promoting workplace safety. Before the establish-
ment of OSHA, evidence was lacking that working conditions were
safer or healthier in States with stricter regulatory standards. Over
recent decades, the job fatality rate has declined fairly steadily by
more than 2 percent per year. OSHA has not made an identifiable
difference in this rate of decline. One recent study, however, has
found that OSHA's activities have resulted in a small reduction in
work injuries. It is more difficult to assess OSHA's effects on health,
because of the time lag between a worker's exposure to a toxic chem-
ical or environmental hazard and the manifestation of disease. This
Administration has taken steps to enhance the effectiveness and
reduce the burdens of OSHA's inspections. Inspections are now less
confrontational and are targeted toward high-risk firms and serious
workplace hazards.

OSHA's effects on health and safety may be small because of the
type of regulations it has promulgated. Many require specific changes
in the physical work environment rather than encouraging safe be-
havior. For example, OSHA has not required the use of automobile
safety belts, although motor vehicle fatalities account for about one-
third of total work deaths (Chart 6-3). Even in manufacturing, motor
vehicle deaths are close to 20 percent of work deaths. Executive
Order No. 12566, issued in 1986, requires safety belt use by Federal
employees.

Although precise causation of work injuries is difficult to establish,
studies show that individual behavior is a major factor in many work
accidents. Studies of occupational fatalities have found that 9 to 40
percent are alcohol-related.

Executive Order No. 12291 broadly requires the use of cost-benefit
criteria for agency rulemaking, to the extent permitted by law. The
Supreme Court has interpreted OSHA's legislative mandate as pro-
hibiting the balancing of costs and benefits in formulating health reg-
ulations. OSHA has adopted a restricted cost-effectiveness approach
in accordance with this decision, allowing lowest cost methods of
compliance in achieving a given technical standard. Studies of past
OSHA rules show that costs typically exceed expected benefits. The
recent OSHA hazard communication standard, requiring that workers
be informed of workplace hazards, is an important exception.

A major criticism of OSHA is that many of its regulations have un-
necessarily increased costs by preventing employers from using flexi-
ble means to meet health and safety goals. In contrast, OSHA's
hazard communication rule requires that workers be informed about
chemical hazards, but leaves employers leeway in implementation.
OSHA regulations have tended to specify technical characteristics of
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Chart 6-3
Motor Vehicle Deaths as Percent of Total Work Deaths
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workplace design. Performance standards, which define acceptable
levels of workers' exposure to hazards and allow employers to find
the most cost-effective ways to meet them, are often at least as effec-
tive. In the case of the cotton dust standard, for example, the risk of
lung disease could be reduced by allowing the use of disposable
masks. OSHA's preference for engineering controls rather than per-
sonal protective equipment is based, among other factors, on con-
cerns that protective devices may be cumbersome, may not be used
consistently, and may not provide adequate protection over long pe-
riods of time.

OSHA's preference for engineering controls is particularly costly in
the case of noise control. Relatively inexpensive ear plugs can often
protect workers as effectively as reducing the noise level, which gen-
erally can be achieved only through costly modifications in work
processes, machinery, or plant design. It has been estimated that al-
lowing greater flexibility in methods of compliance would reduce the
cost of occupational health regulations by 20 to 80 percent.

Many of OSHA's standards increase costs and reduce productivity
and competitiveness. Where OSHA's rules increase capital require-
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ments, they also reduce employment opportunities, by encouraging
the substitution of capital for labor. Where OSHA's rules specify
characteristics of workplace design, they impose fixed costs that tend
to favor larger firms over smaller ones.

The evidence on whether workers' compensation and OSHA have
improved safety is mixed at best. Most studies indicate that these
programs have failed to reduce job injuries in the aggregate. Al-
though workers' compensation achieved some of its goals, it also may
have undermined safety incentives. Both workers' compensation and
OSHA have generated costs and indirect effects that have tended to
reduce productivity.

ENVIRONMENTAL RISK

Environmental externalities stem from the release of harmful sub-
stances into a common resource, such as the air, a lake, a river, or
the ocean. Lack of private ownership of such resources makes it diffi-
cult for those injured or inconvenienced to charge polluters for the
losses suffered. The costs of organizing those harmed by pollution
hampers the use of tort remedies. Also, the cause of the harm is fre-
quently impossible to identify. The same pollutant may be produced
by automobiles, utilities, industrial plants, and natural processes.

Management of environmental risk entails dealing with large un-
certainties in the magnitude of potential losses. Environmental risks
frequently involve effects extending over a wide area or across inter-
national boundaries, and sometimes include effects that may occur
far in the future.

CONTROL OF AIR AND WATER POLLUTION

Direct controls have been the most common regulatory strategy for
reducing pollution in the United States. Alternatively, if emissions
were taxed or if permits for emissions were in a form that could be
traded, emitters would take account of the costs of pollution they
produce. Actual or implicit market valuation of these permits would
induce firms to include the costs of pollution among their other costs
of production. A market in pollution permits would result in a reduc-
tion of emissions to the required level at the lowest total cost. The
Environmental Protection Agency has begun to implement market-
based control programs, including "bubbles," which allow several
sources to be considered as a group in meeting emissions targets.
These emissions-trading strategies ensure that sources having the
lowest costs of control will reduce emissions most.

The United States has devoted considerable resources to reducing
pollution. In 1984, total public and private expenditures for pollution
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abatement and control were approximately $68.5 billion (1984 dol-
lars), or 1.8 percent of GNP. Of these expenditures, 45 percent was
for control of air emissions and 38 percent for water pollution con-
trol.

Measurable improvements in environmental quality have been
achieved. Average concentrations of the six atmospheric pollutants
subject to National Ambient Air Quality Standards (NAAQS) have
declined over the past decade (1975-84). The NAAQS have been
reached in almost all parts of the country for sulfur dioxide, nitrogen
dioxide, and lead. In some areas, carbon monoxide and total sus-
pended particulates standards have not been met. Surface-level
ozone is the largest remaining problem, although most people live in
counties that meet the ozone standard. Significant improvements in
water quality have also been reported. It is difficult to determine,
however, whether these gains carry with them benefits larger than
the costs of their attainment.

Misallocations of capital and reduced productivity result from cer-
tain features of current environmental regulation. One example of
this sort of distortion is the "new source bias." New plants must
meet more stringent air emissions standards than old ones. Another
example is that regions with air that is cleaner than national stand-
ards must regulate new sources to achieve "prevention of significant
deterioration" of their already superior air quality. The first of these
requirements gives an economic advantage to older plants compared
with newer ones, while the second favors particular regions over
others. Both discourage investment in more modern facilities.

CONTROL OF ENVIRONMENTAL RISKS

Management of environmental risk addresses more than the failure
of markets to motivate firms and individuals to take account of the
effects of their actions on the environment. Insufficient scientific
knowledge often makes it difficult to balance the costs and benefits
of alternative environmental policies.

Stratospheric Ozone Depletion

Stratospheric ozone has been a focus of research and policy con-
cern since the 1970s. Certain otherwise useful and harmless chemi-
cals—primarily chlorofluorocarbons (CFCs)—released into the atmos-
phere eventually diffuse to the stratosphere, where they may interact
with and break down the ozone layer. A reduction in the amount of
stratospheric ozone would allow more biologically damaging ultravio-
let radiation to reach the Earth's surface. Increased ultraviolet radi-
ation has been associated with deleterious effects on health, including
various forms of skin cancer, and with reductions in the yields of

202

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



some crops. CFCs also are greenhouse gases, like carbon dioxide,
which may contribute to global warming.

CFCs and related compounds are stable chemicals used in refriger-
ation, air conditioning, and fire extinguisher systems; in foam pro-
duction; as aerosol propellants; and in electronics manufacture.
Annual world output of the two most important CFCs increased
almost fivefold from 1960 to 1985. Worldwide production of these
two chemicals peaked in 1974 and then declined until 1982, primarily
because of reduction in their use as aerosol propellants in the United
States (which banned nonessential aerosol applications in 1978) and
a few other countries. Nonaerosol usage accounts for approximately
70 percent of all CFG applications, however, and total world produc-
tion of the main CFCs has grown since 1982 by approximately 5.3
percent per year. Because of the long lifetime of the molecules, emis-
sions may affect the ozone layer for many years.

Although the consequences of stratospheric ozone depletion may
be extremely serious, estimates of the magnitudes of the potential
damages are highly uncertain. The largest unknowns involve fore-
casts of future emissions of CFCs and other greenhouse gases, the
physical and chemical mechanisms of ozone depletion, and the ef-
fects of increased ultraviolet radiation on living organisms. The
recent discovery of large changes in the seasonal pattern of ozone
levels over Antarctica raises doubts about the current state of knowl-
edge about stratospheric ozone dynamics and chemistry. Some scien-
tists claim that CFCs are the cause of these changes, but others be-
lieve they have a natural cause.

Ozone depletion is a global issue. Most world CFC production is
concentrated in the industrialized countries, with the U.S. share
slightly over 30 percent in recent years. Unilateral action to control
CFCs is not likely to be effective, and could even reduce the oppor-
tunity for international cooperation by removing some of the incen-
tive for other nations to reduce CFC release. International agreement
on controls would prevent the loss of competitiveness that could
result if the United States were to act alone to control CFCs further.

In 1985, the United States signed the Vienna Convention for the
Protection of the Ozone Layer, which provides for international co-
operation in research, monitoring, and information exchange. The
United States is currently participating in negotiations to implement
this agreement, and has proposed a near-term freeze on ozone-de-
pleting emissions, a long-term reduction of emissions, and periodic
review of controls. In view of the uncertainties regarding the extent
and consequences of ozone depletion, it is appropriate that emissions
reduction policy provide for periodic reassessment of the levels and
effectiveness of controls as new information becomes available.
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Acid Rain

Acid deposition, known as acid rain when it takes the form of
liquid precipitation, is another major environmental concern. Acid
deposition may have a number of adverse effects on the environ-
ment, but few are well established. Emissions of some air pollutants
contribute to the acidification of certain sensitive lakes and streams,
but other cause-and-effect relationships are not clearly understood.

Combustion of many types of fossil fuels produces oxides of sulfur
and of nitrogen. These combustion products can be chemically trans-
formed into acidic compounds, sometimes after being transported
hundreds of miles from their source. Rain is naturally acidic, but
manmade contributions to acid deposition are much greater than nat-
ural sources in industrial regions such as the Eastern United States
and Southeastern Canada.

Air pollutants that are precursors of acid deposition are regulated
under the NAAQS. The direct effects of these pollutants, such as
soot, smog, and haze, as well as their possible hazards to health, are
distinct from their indirect effects through acid deposition. Thus, re-
ducing these primary pollutants would have benefits beyond those
associated with the resulting reduction of acid rain.

The mechanisms of atmospheric transport in the acid deposition
process are not well understood. The areas of North America that
show apparent effects of acid deposition are generally downwind of
the power plants, smelters, and urban areas that are the main sources
of precursor emissions. But it is not known specifically what fraction
of acid deposition in the Adirondacks, for example, originates in par-
ticular regions. Further, deposition varies from site to site and from
year to year at the same site because of meteorological variations.

Uncertainty also surrounds the effects of acid deposition. Visible
damage to U.S. forests appears to be confined largely to trees in the
East, with most of the damage occurring at higher elevations. The hy-
potheses that have been advanced to account for the decline of these
forests include the effects of climate cycles and other air pollutants as
well as acid deposition. The effects of acid precipitation on surface
waters are complex. Damage to lakes and streams can occur only if
they are sensitive to acidification, that is, only if they lack naturally
occurring neutralizing chemicals in their watersheds. Most large lakes
in the Eastern United States are not acidified, either because they are
not sensitive or are not located in areas of sufficient acid deposition.
Although higher acid concentrations present a potential danger of
dissolving heavy metals in municipal water supplies, no such contami-
nation has been established in the United States. Adverse effects of
acid rain on crops and soils have been suggested, but have not been
shown to be significant.
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Transboundary deposition is of major concern to Canada. The
usual difficulties of assessing environmental risks and internalizing
costs are magnified because some costs and benefits occur in another
country. Acid rain has been the subject of high-level discussions be-
tween the United States and Canada, and the U.S. Government has
endorsed a recommendation that it undertake a 5-year, $5-billion
program in conjunction with private industry to develop a more ex-
tensive set of commercial control technologies than is now available.

Some proposals to control acid precursor emissions have been
made that go far beyond these demonstration projects. Acid rain
control programs that have been proposed in Congress would
impose costs of $3 billion to $9 billion per year. Sulfur dioxide con-
trol methods include switching to coal with lower sulfur content, re-
moving some of the sulfur before combustion (coal washing), or re-
moving the sulfur during or after combustion. Costs tend to be lower
for programs that involve switching from high-sulfur to low-sulfur
coal, but switching would disrupt the regions that mine high-sulfur
coal.

Current regulations and laws might be modified to alleviate acid
deposition at relatively low cost. The Powerplant and Industrial Fuel
Use Act of 1978, for example, prohibits use of natural gas in new in-
dustrial or electricity-generating facilities without a special exemp-
tion. Natural gas combustion releases minimal levels of sulfur dioxide
and fewer oxides of nitrogen than coal burning. Use of coal is also
encouraged by obstacles to the construction of nuclear power plants.
More stringent air quality emissions standards for new sources have,
along with other factors, prolonged the useful lifetime of older power
plants, which produce relatively more acid precursors.

A large and rapid reduction in emissions nationwide would be very
expensive. Low-cost options, such as liming of lakes, may be able to
mitigate acidification in some cases. Identifiable economic benefits of
lower levels of acid deposition in the United States appear to be
small, although reducing acid precursors might benefit urban areas
by improving ambient air quality. For any large-scale control effort,
questions remain as to how best to achieve the desired results. For
example, better understanding of atmospheric transport mechanisms
is necessary to decide whether to target emissions from particular re-
gions. The costs of undertaking an ambitious emissions control pro-
gram need to be balanced against the relatively low risks of waiting
to resolve the scientific uncertainties surrounding the causes and ef-
fects of acid deposition.

Biotechnology

Biotechnology is the use of biological systems and organisms in
household, agricultural, and industrial production. In its broadest
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context, it is an ancient practice that includes such familiar applica-
tions as the use of yeast in baking bread and brewing beer and the
use of cultures in making cheese and yogurt. The most recent ad-
vances include genetic manipulation technologies, such as recombi-
nant DNA, recombinant RNA, and cell fusion, that allow more pre-
cise and predictable methods of producing old products or creating
new ones.

The benefits of biotechnology to society are substantial, and in-
clude opportunities for new and better medicines and therapies for
disease, more efficient food production, and pollution control. Bio-
technology has already provided new drugs and improved existing
drugs and vaccines. It has reduced the cost of insulin and interferon.

Health and safety concerns related to use of living organisms in-
clude the effects of accidental release from contained facilities and
the side effects of environmental applications. Releases that occur
commonly in facilities using low-risk microorganisms to produce
products such as penicillin, tetracycline, or industrial enzymes are not
harmful to persons or the environment. More stringent containment
conditions are employed for hazardous organisms.

Introduction of new plants, animals, and microorganisms into the
environment has long been commonplace. It occurs whenever new
crop varieties are planted or animals are selectively bred. Microorga-
nisms are released as pesticides and to improve plant growth. For ex-
ample, large numbers of genetically improved nitrogen-fixing bacte-
ria are added to agricultural soils in the United States each year.

The environmental risk from the release of a genetically engi-
neered organism is that it may have unforeseen effects on plants, ani-
mals, or human beings. Because living organisms are self-replicating,
it might be difficult to control the spread of an organism whose
harmful effects were discovered only after its release. Adverse conse-
quences from bringing an alien species into a new environment, how-
ever, are not confined to cases of genetic manipulation. The kudzu
vine was introduced to the United States for soil conservation, but
rapidly spread, becoming a pest in some areas. Other imported spe-
cies, such as the gypsy moth, have caused environmental damage.

A framework for coordinating Federal regulation of biotechnology
was established in 1986. This framework built on existing legislation
and practices, but imposed additional levels of Federal review for
certain environmental applications, particularly of new microorga-
nisms. To the greatest extent possible, responsibility for regulating a
specific product will be placed with a single agency. Regulatory co-
ordination should reduce uncertainty, encourage consistency in the
rigor of scientific reviews across agencies, and provide the flexibility
to modify regulations as scientific knowledge advances. The aim of
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the Administration's regulatory policy is to safeguard public health
and the environment without blocking the development and commer-
cial use of this highly productive new technology.

CONCLUSION

Government regulation can reduce some risks significantly, but it
can also reduce productivity, personal income, and individual choice.
Risks ordinarily cannot be controlled without cost. The resources
used to reduce them are not available for alternative improvements
in safety or well-being. When government regulates, makes public ex-
penditures, or requires private expenditures to reduce risk, the cost
of these actions should be weighed against their likely benefits.

It is not possible to eliminate all hazards to safety and health, nor
is it desirable for the government to attempt to reduce risks that
could be controlled in less costly ways. In many cases, government
control of risk is neither efficient nor effective. Markets accommodate
individual preferences for avoiding risk and produce information that
helps people make informed choices. Markets and the legal system
provide powerful incentives for reducing personal hazards; govern-
ment regulatory actions should avoid diminishing the incentives for
safety that markets and tort law provide. Because many of the great-
est risks are subject to personal control, government regulation can
never replace the need for responsible individual action.
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CHAPTER 7

Women in the Labor Force

WOMEN NOW CONSTITUTE 44 percent of the U.S. labor force.
They provide services that range from teaching, air traffic control,
medicine, and legal advice to administrative and technical support.
Women have always played a major productive role in American soci-
ety. In this century, however, they have increasingly shifted their pro-
ductive activities from the home to the marketplace. This shift was
accomplished through market processes, without the intervention of
government in either job training or job placement activities.

In the early 20th century, about 20 percent of women worked out-
side the home, and those who did were typically single or widowed.
By 1986, the majority of adult women (two-thirds of those between
the ages of 25 and 54) worked outside the home and most were mar-
ried. Female employment increased throughout the century, but the
pace has accelerated since World War II. In the postwar period, the
number of women working in the United States has risen from 16
million to 49 million. That this important structural change was ac-
complished in an environment of rising real wage rates underscores
the flexibility and resilience of the U.S. economy. The chapter exam-
ines these extraordinary changes from an economic perspective.

Care and management of the home have always been important to
society. One major reason that more women are able to enter the
work force today is that household management requires less time than
it did in the early 20th century. Previously, it required one full-time
person (generally the woman) to perform necessary household tasks.
Improvements in technology have increased the number of labor-
saving devices in the home, and more goods that were formerly
produced in the home can now be purchased outside it. Moreover, the
decline in the birth rate has also reduced work demands in the home
and provided more time for work in the market.

As demands on women in the household were falling, women's
wages in the market were rising. The changes in technology that
made labor-saving devices in the home widely available also altered
the nature of market work and increased the returns to labor. Physi-
cal strength became less important in many jobs, service sector em-
ployment grew, and wages and salaries increased.
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Changes in the household and the market meant that the wages
women could command outside the home rose relative to the value
of time spent in the home. This growing market opportunity encour-
aged women to enter the labor force. Real earnings of men increased
throughout the 1950s and 1960s, at a time when married women
were rapidly entering the labor force, implying that family standards
of living would have risen even without the earnings of the wife.
Thus, while higher real incomes for male wage earners meant less fi-
nancial need for their wives to work, the attraction of higher wages
and less need for women to work at home drew women into the
labor market. In some years in the 1970s, however, real wages for
both men and women fell. Then, many married women probably did
enter the labor market to maintain family incomes. The 1980s have
brought increases in both women's real earnings and women's earn-
ings relative to men's, changes that further encouraged work in the
marketplace.

The remainder of the chapter is divided into three sections. The
first section describes the increase in women's labor force participa-
tion and the changes in their employment patterns. The second sec-
tion discusses factors that affect occupational choice, and chronicles
changes in the occupational distribution of employed women. The
third section analyzes earnings differentials, and examines the pay
gap between men and women.

EMPLOYMENT

The percent of the U.S. labor force that is female has risen from
18 percent in 1900 to 29 percent in 1950 to 44 percent in 1986.
Table 7-1 shows the rapid rise of women's participation in the labor
force since the turn of the century. As women entered the labor
force, the market responded and a variety of new opportunities were
created. The market also accommodated the preferences of many of
these women for part-time work or flexible scheduling of hours.

Dramatically increased participation of women in the labor market
is not a phenomenon confined to the United States. A recent study
of 12 major industrialized countries shows similar patterns of socio-
economic change: urbanization, decreasing birth rates, increasing
female education, and the growth of the service sector.

But the U.S. economy displayed a far greater capacity than the
economies of other industrialized countries to absorb additional
workers and create new jobs. Between 1960 and 1984, job growth in
the United States increased by an average of 2 percent per year,
double the rate for Japan. Over the same time period, there was vir-
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TABLE 7-1.—Labor force participation rates of women, by age, 1890-1986

[Percent]

Year

1890
1900

1920
1930
1940
1950
1960
1970
1980

1986

Women 20-64

All

17.4
19.3

22.9
25.4
29.4
33.3
42.3
50.0
60.8

66.4

White

14.9
16.5

20.7
23.3
27.9
32.2
40.9
49.1
60.5

66.3

Black and
other

38.4
41.0

43.1
44.1
42.9
43.2
54.0
57.2
62.8

66.4

All women

20-24

30.2
31.7

37.5
41.8
45.6
43.6
46.1
57.7
68.9

72.4

25-34

16.8
19.4

23.7
27.1
33.3
32.0
36.0
45.0
65.5

71.6

Source: There is some controversy over the Census counts of women workers in the 1890-1940 time period. Data here for
1890-1950 are from Bureau of the Census monograph, Gertrude Bancroft, The American Labor Force, New York, Wiley, 1958.
Data for 1960-86 are from Department of Labor, Bureau of Labor Statistics.

tually no job growth in Great Britain or Italy, and employment in
West Germany fell.

In recent years, a pattern of increased employment of married
women with young children has emerged in most industrialized coun-
tries. As Table 7-2 shows for the United States, the historical pattern
of married women staying home to care for children, especially small
children, has changed considerably in recent decades. Women who
maintain families alone have had high rates of market participation
throughout the postwar period, and although participation rates for
these mothers have grown, the major increase in female employment
in recent decades has come from married women. The sharpest in-
creases have been for wives with very young children. About 54 per-
cent of wives with children under the age of 6 participate in the labor
force. The rate for wives with infants is almost 50 percent, more than
double the percentage in 1970.

TABLE 7-2.—Labor force participation rates of women by age of youngest child, March of selected
years, 1970-86

[Percent]

Presence and age of child

Total

With children under 18 years

Under 6 years
Under 3 years .. ..

1 year and under
3-5 years

6-17 years ». . ..
6-13 years

Wives, husband present

1970

40.8

39.8

30.3
25.8
24.0
36.9
49.2
47.0

1975

44.5

44.9

36.8
32.6
30.8
42.2
52.4
51.8

1980

50.2

54.3

45.3
41.5
39.0
51.7
62.0
62.6

1986

54.6

61.4

53.9
51.0
49.8
58.5
68.5
68.0

Women
maintaining

families
alone,
1986

62.1

69.5

57.9
50.9
44.7
64.5
76.8
74.5

Source: Department of Labor, Bureau of Labor Statistics.
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Although marital status and age of children are less important pre-
dictors of market participation than they were in the past, they still
influence behavior, most notably for full-time employment. In
monthly survey data for 1986, 36 percent of married women with
children under 18 years of age worked full time, but 47 percent of
widowed, divorced, separated, or never-married mothers with chil-
dren in the same age group did so. The proportion of women who
worked full time was lowest for those with very young children.
Among married women with children aged 6 to 17, 45 percent work
full time. But among those with children under 6, only one-third
work full time.

Probably because of family responsibilities, more women than men
work part time (fewer than 35 hours per week). Although the number
of women who are working part time has increased, the proportion
of the adult female labor force that wants part-time jobs has not
changed since 1970. And, over this same time period, approximately
one-third of all women who worked in a year worked part time. How-
ever, the percent of women with the strongest time commitment to
the labor force (full-time and full-year) is rising, while the percent
with the weakest time commitment to the labor force (part-time and
part-year) is falling. In 1985, virtually half of women who worked in
the market worked full time for the entire year, while only 12 percent
worked part time for part of the year.

UNEMPLOYMENT

In the 1950s and 1960s, unemployment rates were higher for
women than men, even though women tended to be employed in in-
dustries and occupations where layoffs were less common. Women's
higher unemployment rates can be attributed primarily to their more
frequent movement into and out of the labor force. Moreover, be-
cause men tend to work in industries that are more affected by busi-
ness cycles, differences between male and female unemployment
rates widened in upswings and narrowed during recessions. In the
late 1960s, a period of generally low overall unemployment, the un-
employment rate for women was about 70 percent greater than that
for men. In the 1980s, however, overall rates of unemployment are
higher than in the 1960s and male and female unemployment differ-
ences have narrowed considerably. In 1982 and 1983, the female un-
employment rate fell below the male rate for the first time in the
postwar period.

Seasonally adjusted unemployment rates were 6.6 percent for both
men and women in December 1986. Equal male and female unem-
ployment rates, however, reflect the outcome of two opposing forces:
a higher proportion of female new entrants and reentrants, which in-
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creases women's rates relative to those of men, and occupational and
industrial employment patterns that lower women's unemployment
rates relative to male rates.

HOME WORK VERSUS MARKET WORK

Individuals tend to split their hours between home and market
work such that an additional hour spent in each will furnish roughly
equal benefits. Urban residence, fewer children, and labor-saving
household appliances decrease the time required to produce a given
level of benefits from work in the home, and thereby reduce the
number of hours necessarily devoted to home work. More education
and previous labor market experience raise market productivity and
the value of market time, providing additional incentives for work
outside the home.

The marginal rate at which income is taxed influences decisions
about market work, nonmarket work, and leisure. Taxes create a dif-
ferential between the individual return to an hour of market work
(the after-tax wage) and the productive return to society (the before-
tax wage). In 1980, the top marginal Federal tax rate on labor
income was 50 percent, and in some special cases was even higher.
With this marginal rate, individuals could have been considerably
more productive in market than in nonmarket work, but would have
been better off working an extra hour in the home than in the work-
place because the output was not taxed. Under the Tax Reform Act
of 1986, the top marginal rate will be 28 percent, although a sur-
charge on certain relatively high incomes will make it 33 percent.
Therefore, the tax reforms that the Administration is implementing
should reduce the disincentives against market work built into previ-
ous tax rates.

Although labor-saving devices played an important role in reducing
the number of hours women spent doing housework in the 1940s
and 1950s, working wives still spend substantial time doing house-
work. Survey estimates from the mid-1970s indicate that wives em-
ployed full time averaged 25 hours of work in the home and 39
hours of work in the market each week, while husbands employed full
time averaged 13 hours of work in the home and 47 hours of work in
the market. (Work in the market includes commuting time.) As
women have increased their market work and reduced their nonmar-
ket work over the past two decades, men have done the opposite. Be-
tween the mid-1970s and the early 1980s, men aged 25 to 44 cut
their market work by 1 hour a week and increased their work in the
home by almost 3 hours a week, while women in the same age group
increased their market work by 4 hours and cut their work in the
home by a little more than an hour.
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The Role of Wages in Increased Participation

Researchers estimate that over half the growth in female employ-
ment between 1950 and 1980 was in response to the real wage in-
creases illustrated in Chart 7-1. Real wage growth affected market
participation both directly, through the attraction of more income,
and indirectly, through reductions in the number of births. The indi-
rect effects were estimated to be as large as the direct effects. The
peak of the postwar baby boom in 1957 was 3.8 births per woman,
but over the past decade the rate has been about 1.8 births per
woman.

Chart 7-1

Women's Real Annual Earnings
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Note.—Data are median wage or salary income of year-round, full-time, civilian workers (14 years
and over through 1978 and 15 years and over after 1978). Self-employed persons are
excluded. Data beginning 1975 are not strictly comparable with earlier figures.

Data are converted to 1985 dollars using the consumer price index for all urban consumers.

Sources: Department of Commerce, Department of Labor, and Council of Economic Advisers.

The rest of the growth in female employment is related to factors
such as decreases in the time required for household work and
changes in husbands' income. Between 1973 and 1981, husbands'
real earnings fell about 10 percent and, in response, wives probably
increased their work effort. In addition, as work expectations gener-
ally increased, labor supply decisions were probably based more
on long-term individual wage expectations than on year-to-year
changes in wages. Finally, some of the growth in women's participa-
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tion can be attributed to the fact that proportionately more women
were single, divorced, or widowed.

The Role of Expectations

Along with changes in labor market opportunities and in wages,
people's attitudes about work have changed greatly. Questions con-
cerning women working appeared in at least six polls in the 1930s,
and fewer than 25 percent of the respondents in any of the polls ap-
proved of married women working outside the home. In a 1960 na-
tional survey, slightly more than one-third of husbands had either fa-
vorable or qualifiedly favorable attitudes toward their wives working.
By the 1980s, however, the overwhelming proportion—nearly two-
thirds—of both men and women reported that it is less important for
a wife to help her husband's career than to have one of her own.

Table 7-3 shows how young women's expectations about future
work in the market changed between 1968 and 1979. In 1985,
women surveyed in 1968 would have been between 31 and 41 years
old; thus, the table also shows 1985 labor force participation rates for
women in these age groups. With the dramatic increase in labor
force participation rates, more women were working than had expect-
ed to work. The differences between expectations and actual later be-
havior were considerably greater for white than for black women,
probably because the increase in labor force participation has been
so much greater for white women.

TABLE 7-3.— Young women's work expectations for age 35: Trends and current participation rates

[Percent]

Race

White

Black

Percent of young women
expecting to work at age 35

1968 sample

27.5

55.6

1979 sample

71.7

85.9

1985 labor force participation
rate by age

25-34

70.9

72.4

35-44

71.4

74.8

Sources: The 1968 data are from the 1968 National Longitudinal Survey of 5,000 women aged 14-24 years. The 1979 data are
from the 1979 National Longitudinal Survey of Youth Labor Market Experience, a survey of over 12,000 young men and women
aged 14-21 years (over 6,000 women). The tabulations exclude those answering "don't know" or "other." All survey data were
weighted to a nationally representative sample. The 1985 labor force participation rates are from Department of Labor, Bureau of
Labor Statistics.

What and how long women study, what jobs they take, and what
occupations they choose depend, in part, upon how long and remu-
nerative they expect their careers to be. The dramatic increases in
women's employment were unanticipated. Not surprisingly, many
women seriously underestimated how many years they would work in
the marketplace. As a result, women, on average, were less trained
for labor market activities than they would have been had they antici-
pated their future work histories. Today, young women expect to
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spend a much greater fraction of their adult lives working in the
labor market than their mothers did.

Young women are changing their training and initial job plans as
they anticipate greater commitment to the labor force. This is evident
in the increased proportion going to college. As Chart 7-2 illustrates,
women now receive about half of the bachelor's and master's and
more than one-third of the doctoral degrees. The sharpest growth in
the past decade has been in professional degrees. In 1985, women
received 30 percent of the degrees in medicine (up from 13 percent
in 1975), 21 percent in dentistry (up from 3 percent in 1975), and 38
percent in law (up from 15 percent in 1975).

Chart 7-2
Percent of Earned Degrees Received by Women

20 -

10 -

Bachelor's
Degrees

Master's
Degrees

Doctoral
Degrees

Professional
Degrees

Note.—Data are for 12-month period ending June 30 of year shown. Data for professional degrees
are for first professional degrees, and are primarily in law, medicine, and dentistry.
Source: Department of Education.

Women's college major choices are converging toward those of
men. In 1960, 46 percent of degrees awarded to women were in edu-
cation. Since then, the increased commitment of women to the labor
force has led them to choose a greater variety of college majors. In
the fall of 1985, only 10 percent of women beginning college intend-
ed to major in education, while 28 percent opted for business,
making it the most popular major for women as well as for men.

216

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



Roughly equal numbers of male and female college graduates now
major in the arts and humanities, as well as in the biological sciences
and management. Although considerably fewer women major in edu-
cation than before, 76 percent of education majors are women.
Women represent only 13 percent of engineering majors, but a
decade earlier they represented a mere 2 percent.

OCCUPATIONAL CHOICE

Work performed in the home would, under paid circumstances, be
categorized in the service sector. Women made an occupational shift
during the postwar period, as many left full-time homemaking. In
terms of the proportions of the labor market involved, the shift away
from homemaking is greater than the migration of the workforce out
of agriculture that occurred earlier in this century. Both structural
shifts in employment were massive and, again, the market-oriented
U.S. economy accommodated them in an environment of generally
rising wages.

Occupational choices seem to be driven not only by expectations
regarding lifetime hours of work, but also by tradeoffs among the
characteristics of different occupations. For example, individuals bal-
ance wages against job characteristics such as riskiness, effort, work
environment, and fringe benefits. Characteristics such as amount of
training required, usual hours, and rate of skill atrophy are also im-
portant. Women who expect to have long and continuous work ca-
reers make choices different from those who expect more disruptions
in their labor market work because of family demands. Women's di-
vergent goals are reflected in the differing characteristics of the occu-
pations they choose. And the market provides individuals with the
opportunity to choose among occupations with very different fea-
tures.

The amount and type of training women acquire signal expecta-
tions for lifetime hours of work. Women who plan continuous careers
are more likely to choose apprenticeship training or make specific in-
vestments in schooling as preparation for a particular occupation.
The amount of additional training undertaken while employed also
depends on the expected length of labor market participation, as
women who expect lengthy and continuous careers are more likely to
undertake career investments that enhance future earnings.

The type of training also affects working wives' occupational
choices. Some couples invest more heavily in the career of the hus-
band than of the wife; if the wife chooses to work, she must find em-
ployment wherever the family locates and is thus less likely to acquire
job-specific or nontransferable skills. Similarly, occupations in which
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skills deteriorate or require knowledge of a rapidly changing body of
information, may not be good choices for women who plan substan-
tial interruptions in their labor market careers for marriage or child-
bearing. The cost of taking time off is much greater in engineering
than in editing, because the decay of knowledge is much greater.

Job characteristics valued by many, especially women with children,
are work-time flexibility and shorter work hours. Women have long
dominated elementary and secondary school teaching, occupations
that allowed them to spend summers and holidays with family.
Workers in the clerical fields, where women have often been employed
full time throughout the year, generally work fewer hours per week
than the average full-time worker.

Physical strength, access to financing, societal expectations, and
legal barriers constrain occupational choices for both men and
women. Barriers to entry for women have included Federal regula-
tions prohibiting certain work in the home, State "protective" legisla-
tion barring entry into occupations requiring heavy or dangerous
work, certain military occupations (because of congressional bans on
women in combat), and employer or union discrimination. Employer
or union discrimination on the basis of sex, race, or age is now
against the law, and virtually all State "protective" legislation has
been repealed. Federal regulations still prohibit the manufacture of
some types of goods within the home. The Department of Labor in
1984 partially lifted the ban and in 1986 proposed further liberaliza-
tion of these rules.

Some argue that women's occupational choices have also been af-
fected by what is broadly called sex-stereotyping of occupations. Al-
though occupational choices of women are changing, most employed
women are still found in a relatively small cluster of occupations.
Women have often chosen these occupations because they require
general skills that were easily transferable and could be used in the
home, and because the occupations permitted the flexibility in hours
or labor force discontinuity that many women wanted. Few legally
valid restrictions to occupational choice remain. And as women raise
their expectations about their work time in the market, they are in-
creasingly entering occupations considered nontraditional.

OCCUPATIONAL DISTRIBUTIONS

Women's tendency to choose clerical, service, and social service
fields over crafts and manufacturing is a phenomenon not confined
to the United States. A study of Great Britain, Sweden, the United
States, and West Germany in the 1960s and 1970s indicated that
these patterns were strongest in Sweden. Gender differences in occu-
pational choice narrowed only slightly in the United States between
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1950 and 1970. During the 1970s and increasingly in the 1980s,
women have been choosing a greater variety of occupations. Table
7-4 shows the percentage of women in the labor force, in the six
broad census occupational groupings, and in a variety of more de-
tailed occupations. Women are increasing their participation in
highly skilled occupations that traditionally had been almost exclu-
sively male. For example, in 1970, when 38 percent of the total work-
force was female, only 5 percent of lawyers and judges were female.
By 1986, women constituted 45 percent of employed workers under
35 years of age and 29 percent of lawyers and judges.

TABLE 7-4.—Percent female in selected occupations, 1970, 1980, and 1986

[Female workers as percent of total workers]

Occupation

Percent of employment that is female

Managerial and professional
Mathematical and computer scientists
Natural scientists
Health diagnosing occupations

Physicians
Health assessment and treating occupations

Registered nurses . ..
Lawyers and judges . . .

Technical, sales, and administrative support
Technicians and related support

Engineering and related technologists and technicians
Sales occupations
Administrative support, including clerical

Secretaries stenographers, and typists
Mail and message distributing . . . . . . . . .

Service occupations
Sheriffs bailiffs, other law enforcement officers
Bartenders . ..
Waiters and waitresses ..
Cooks except short-order . . .

Precision production, craft, and repair
Precision woodworking occupations

Operators fabricators, and laborers
Motor vehicle operators

Bus drivers
Printing machine operators

Farming forestry and fishing

1970

38

34
17
14
8

10
85
97
5

59
34
9

41
73
97
25

60
6

21
91
67

7
8

26
5

28
14

9

1980

43

41
26
20
12
13
86
96
14

64
44
17
49
77
98
30

59
13
44
88
57

8
14

27
g

49
27

15

19

All

44

43
36
23
15
18
85
94
18

65
47
18
48
80
98
34

61
14
49
85
51

9
17

25
11
50
28

16

86

Under
35 years

45

49
41
28
24
(i)
85
(i)
29

66
48
22
54
80
98
40

58
(i)
(i)
(i)
I1)

8
(i)

22
10
(i)
(i)

14

1 Not available.
Note.—All data are based on the 1980 Census job classification system.
Sources: Department of Commerce (Bureau of the Census) and Department of Labor (Bureau of Labor Statistics).

Women are also expanding their roles as entrepreneurs. Female-
operated nonfarm sole proprietorships have grown about twice as
rapidly as all such proprietorships since 1977. In 1983, female entre-
preneurs operated 28 percent of nonfarm sole proprietorships, up
sharply from earlier periods. Most of these businesses are in areas
such as retail trade, insurance, and real estate, but an increasing
number are in areas considered nontraditional.
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EARNINGS DIFFERENTIALS

Differences in earnings arise partly because of differences in
demand for the goods and services provided by particular jobs, and
partly because of differences in the number of qualified individuals
willing to take those jobs. Different skills that stem from past train-
ing, work histories, motivation, and talent all contribute to variation
in earnings. Continuous work histories and longer job tenures with
particular employers lead to higher earnings. Jobs that begin with
comparatively more on-the-job training also pay less at first than jobs
that offer no training; individuals seek jobs with training because of
the potential for future wage growth.

Within race and sex categories, individual characteristics (hours of
work, education, age, union membership, urban location, etc.) ex-
plain some of the variation in earnings. Adding those factors to other
readily measured characteristics—such as actual work experience,
interruptions in work experience, tenure with employer, and occupa-
tion, job, or industry characteristics—explains about half of the earn-
ings variation.

The average employed man has more work experience, fewer inter-
ruptions in that work experience, and longer tenure with his current
employer than does his female counterpart of a comparable age.
However, these differences are now beginning to narrow. For exam-
ple, in 1963, women's median years of tenure with their current em-
ployer were 2.7 years less than men's; 20 years later, in 1983, the dif-
ference was 1.4 years. For women 25 to 34 years old, the tenure dif-
ferences were 1.5 years and 0.6 years respectively.

Just as unexplained earnings differentials exist among men or
among women whose readily measured characteristics are identical,
unexplained earnings differentials also exist between men and
women. These pay differences can result from the failure to measure
all of the gender differences that affect market productivity, or from
discrimination, or from both.

One example of a characteristic that is not generally measurable is
anticipated future market work time. Such information, however, is
available from the 1968 survey of young women discussed previously
in this chapter. Because the survey was longitudinal and the same
basic question was asked each year, it was possible to compare the
earnings of women who had consistently expected to be working at
age 35 with those who had not. Recent analysis of these data shows
that the earnings in 1980 of women who had answered the question
in the affirmative throughout the first 7 years of the survey (1968
through 1975) were almost 30 percent higher than the earnings of
women who had not, but who were comparable in other respects. No
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doubt many of those who expected to be working continuously chose
different occupations and made greater investments in their skills and
careers than those who believed otherwise.

TRENDS IN THE PAY GAP

Two data series, illustrated in Chart 7-3, are often used to com-
pare male and female earnings. The first series, the ratio of female to
male median wage or salary income for year-round, full-time workers,
was 58 percent in 1939 (not shown), rose to 64 percent in the mid-
1950s and then fell to 58 percent in the mid-1960s. From the mid-
1960s to 1981, it drifted in a narrow range. Since 1981, it has begun
to climb, reaching 64 percent in 1985. The ratio for the second data
series, median usual weekly earnings of full-time wage and salary
workers, shows a similar pattern for the available time period. Since
1979, it has risen steadily, reaching 69 percent in 1986. Although
both series are for full-time workers, gender differences occur in
hours worked even for full-time workers. In 1985, full-time women
workers averaged 6 percent fewer hours than full-time male workers.

Chart 7-3

Ratio
0.70

Ratio of Female to Male Earnings for Full-Time Workers

.68

.66

.64

.62

.60

.58

.56 tr

Usual Weekly Earnings-^

Annual Wage or
Salary Earnings &

I I I I I I I l I 1
1955 1960 1965 1970 1975 1980 1985

_y Median usual weekly earnings of all full-time workers, 16 years and over. Excludes self-
employed persons whose businesses are incorporated. For details on data consistency, see
Bureau of Labor Statistics Bulletin 2239, February 1986.

-2/ Median wage or salary income of year-round, full-time, civilian workers (14 years and over
through 1978 and 15 years and over after 1978). Self-employed persons are excluded.
Data beginning 1975 are not strictly comparable with earlier data.

Sources: Department of Commerce, Department of Labor, and Council of Economic Advisers.

221

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



Recent research has examined the reasons why the ratio of median
earnings did not rise until the 1980s. The 1950s, 1960s, and 1970s
were decades of increasing female participation in the labor force.
The sharp increases in market participation by women with little pre-
vious market work experience depressed the average experience level
of women workers for much of the postwar period, widening the ex-
perience gap between the typical male and female worker. A modest
reduction in the experience gap occurred in the 1970s, particularly
among younger workers, but by 1980, a typical employed female had
only a few months more experience than in 1940. Education played a
somewhat similar role as the schooling levels of male workers in-
creased relative to female workers in the 1950s and 1960s, stimulat-
ed, in part, by the GI bill. As the work experience of women relative
to men as well as the educational differential between working men
and women widened, the median earnings ratio fell. Because both ex-
perience and educational differences are now narrowing, the ratio is
rising, as Chart 7-3 shows. And the underlying trends in women's
work commitments discussed in this chapter suggest that the ratio
should continue to rise.

The pay gap is smaller for younger workers. Table 7-5 shows the
ratio of female to male earnings for full-time, year-round workers in
different age groups. Earnings ratios are not only higher, but are in-
creasing rapidly for younger workers.

TABLE 7-5.—Earnings of females as percent of earnings of males, by age, 1979, 1982, and 1985

[Percent]

Year

1979

1982 .

1985

Age of workers

20-24
years

76.7

82.4

85.7

25-34
years

67.5

72.0

75.1

35-44
years

58.2

61.1

63.2

45-54
years

57.0

60.0

59.6

Note.—Data relate to median usual weekly earnings of full-time wage and salary workers.
Source: Department of Labor, Bureau of Labor Statistics.

As mentioned above, employed men and women differ in many of
the basic characteristics that influence earnings, such as labor market
experience and employee tenure. When these differences in charac-
teristics are accounted for, almost half of the gap between men and
women is explained. In general, studies that sample only younger
workers or those in similar jobs find smaller pay gaps. Some recent
research, incorporating work expectations of men and women into an
analysis of the pay gap, suggests that as much as 90 percent of the
differences in male and female earnings can be explained when
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gender differences in work expectations are included in the calcula-
tions. Accurate measurement of work expectations, however, is ex-
tremely difficult, and these results should be considered tentative.

Discrimination

Some observers attribute all, or almost all, of the unexplained por-
tion of the wage gap between women and men to discrimination.
Other observers attribute all, or almost all, to unmeasured or diffi-
cult-to-measure differences in characteristics between men and
women. There is no consensus on the magnitude of discrimination.
Discrimination is illegal. The Equal Pay Act of 1963 and Title VII of the
Civil Rights Act of 1964 contain remedies for discrimination. The Equal
Pay Act requires equal pay for equal work and thus outlaws gender wage
discrimination. The 1964 legislation prohibits gender barriers to entry,
and thus outlaws discrimination in hiring or promotion.

Discrimination also reduces gross national product. Resources are
allocated most efficiently when prices are determined by the free
interplay of supply and demand. Barriers to entry based upon character-
istics such as sex, age, or race, impede the workings of the market,
reduce allocative efficiency, and retard economic growth. These bar-
riers are also costly to business. A firm that hires or promotes a less
competent man over a more competent woman has higher costs of
production than one that hires or promotes the most competent person.
Barriers may include unequal educational opportunity or occupational,
union, and trade association restrictions. Breaking down barriers that
remain and promoting equal opportunity are commitments of this
Administration.

The Earnings of Black Women

The relative constancy of the ratio of median earnings for all full-
time workers disguises the sharp increases in earnings experienced-
by black women in the postwar period. Since black women's earnings
are not available in separate series until the late 1960s, Chart 7-4 il-
lustrates the earnings ratio of black and other women to white
women from the mid-1950s to the present. (In years when black and
other female earnings and black earnings are both available, the two
series are virtually identical.) While Chart 7-1 showed sharp real in-
creases in the earnings of all women, Chart 7-4 shows that the earn-
ings of women in the black and other category were growing consid-
erably faster than the earnings of all women.

There are at least three important reasons for this extraordinary
increase in black women's earnings. First, black women had high
labor force participation rates throughout the postwar period, and
the increases in their participation were much smaller than those for
white women. The median work experience of employed black
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women grew during the period because it was not diluted by a high
proportion of new entrants, and this contributed to the growth in
black women's earnings.

Chart 7-4
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Note.—Data are median wage or salary income of year-round, full-time, civilian workers (14 years
and over through 1978 and 15 years and over after 1978). Self-employed persons are excluded.
Black women constitute the great majority of the category black and other women.

Data beginning 1975 are not strictly comparable with earlier data.

Sources: Department of Commerce and Council of Economic Advisers.

Second, and more important, schooling levels of black women
workers increased sharply throughout the period. In 1940, only
about 7 percent of black women over the age of 25 had completed
high school. By 1960, the percent had almost tripled and today it is
about 60 percent. Finally, in the early postwar period, a great majori-
ty of employed black women worked in only two occupations, private
household worker and farm laborer. While in 1940 more than 70
percent of black working women were in these two occupations, by
1960 the fraction had fallen to below 40 percent. By 1970, the frac-
tion was below 20 percent; today it is about 5 percent.

The increase in black female education, and the changes in their
occupational distribution in the past 40 years have been dramatic.
Real wage changes for black women have been larger than those for
any other group. In 1939, the earnings ratio depicted in Chart 7-4
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was 0.38; by 1960, it was 0.70; and since the mid-1970s, the ratio has
fluctuated between 92 and 99 percent.

The growth in the real earnings of black and other women was as
rapid in the late 1950s and the early 1960s as it has been since 1964.
The increases in black women's schooling, and their movement out
of the occupations of private household worker and farm laborer,
contributed significantly to the growth in these earnings.

CONCLUSION

This chapter tells two stories. The first is about women and their
shift from work in the home to work in the market. The number of
women in the labor force has tripled, women's real earnings are
rising, and women are increasingly entering higher paid occupations.
Women have successfully integrated work in the market with work in
the home, making important contributions to both their family's
income and the Nation's output.

The second story, which underlies the story of women's economic
achievements, is about the adaptability and flexibility of U.S. labor
markets in accommodating such a major structural change. Not only
has the economy created over 30 million additional jobs filled by
women since World War II, but it has also created jobs that interest
and attract women: in business and the professions, science and tech-
nology, and the service sector. The market produced these jobs while
still providing rising real wages and incomes for both men and
women.

The success of the responsive and flexible U.S. labor markets has
not been confined to adapting to increasing numbers of women. Last
year the Council of Economic Advisers chronicled the labor market
success of immigrants. Since 1950, the United States has absorbed
about 13 million legal immigrants. During the same time, 4 million
workers left farming and found other jobs. The market provided non-
farm jobs for those who left agriculture, as well as jobs for immi-
grants who often knew neither the English language nor American
customs. It did this without major government programs to force ac-
commodation.

The central conclusion that can be drawn from this chapter, as
from many other sections of this Report, is clear. The success of the
markets is reflected in their adaptability. In the labor market, as with
all markets, it is important to retain this ability to respond to change.
Regulations to mandate wages or benefits would, even if enacted
with the best of intentions, restrict this flexibility and inhibit the abili-
ty of markets to adapt. In contrast, free and flexible labor markets

225

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



provide employment opportunities for new workers, even in the face
of enormous and rapid structural change.

As this Report demonstrates, the success of the U.S. economy in
creating employment opportunities, increasing national income, and
raising real living standards begins with reliance upon private enter-
prise and a competitive-market system. The incentives for individual
effort and initiative generated by this system provide the essential
stimulus for economic progress. By facilitating the operation of this
system, government policy most effectively contributes to the goals
specified 40 years ago in the Employment Act of 1946: ". . .maximum
employment, production and purchasing power."
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