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ECONOMIC REPORT
OF THE PRESIDENT






ECONOMIC REPORT OF THE PRESIDENT

To the Congress of the United States:

FIFTY YEARS AGO, the CONGRESS passed and President Tru-
man signed the Employment Act of 1946, which committed the
U.S. Government to promote policies designed to create employ-
ment opportunities for all Americans. | am proud that my Adminis-
tration has made President Truman’'s commitment a reality. Over
the past 3 years, we have created a sound economic foundation to
face the challenges of the 21st century.

Strong Economic Performance

Overall, the American economy is healthy and strong. In the first
3 years of this Administration nearly 8 million jobs were created,
93 percent of them in the private sector. The so-called “misery
index"—the sum of the inflation and unemployment rates—fell last
year to its lowest level since 1968. Investment has soared, laying
the basis for future higher economic growth. New business
incorporations have set a record, and exports of American-made
goods have grown rapidly. Ours is the strongest and most competi-
tive economy in the world—and its fundamentals are as sound as
they have been in three decades.

This turnaround occurred because of the hard work and ingenu-
ity of the American people. Many of the new jobs are high-wage
service sector jobs—reflecting the changing structure of the econ-
omy. The telecommunications, biotechnology, and software indus-
tries have led the high-tech revolution world-wide. Traditional in-
dustries, such as manufacturing and construction, have restruc-
tured and now use technology and workplace innovation to thrive
and once again create jobs. For example, in 1994 and 1995, Amer-
ica was once again the world’s largest automobile maker.

Our 1993 economic plan set the stage for this economic expan-
sion and resurgence, by enacting historic deficit reduction while
continuing to invest in technology and education. For over a dec-
ade, growing Federal budget deficits kept interest rates high and
dampened investment and productivity growth. Now, our deficit is
proportionately the lowest of any major economy.

Today, our challenge is to ensure that all Americans can become
winners in economic change—that our people have the skills and
the security to make the most of their own lives. The very explo-
sion of technology and trade that creates such extraordinary oppor-
tunity also places new pressures on working people. Over the past



two decades, middle-class earnings have stagnated, and our poorest
families saw their incomes fall. These are long-run trends, and 3
years of sound economic policies cannot correct for a decade of ne-
glect. Even so, we are beginning to make some progress: real me-
dian family income increased by 2.3 percent in 1994, and the pov-
erty rate fell in 1994 for the first time in 5 years.

Addressing Our Economic Challenges

I am firmly committed to addressing our economic challenges
and enhancing economic security for all Americans. People who
work hard need to know that they can and will have a chance to
win in our new and changing economy. Our economic agenda seeks
both to promote growth and to bring the fruits of that growth with-
in reach of all Americans. Our overall strategy is straightforward:

e Balancing the budget. In the 12 years before | took office, the
budget deficit skyrocketed and the national debt quadrupled.
My Administration has already cut the budget deficit nearly in
half. 1 am determined to finish the job of putting our fiscal
house in order. | have proposed a plan that balances the budg-
et in 7 years, without violating our fundamental values—with-
out undercutting Medicare, Medicaid, education, or the envi-
ronment and without raising taxes on working families. The
plans put forth by my Administration and by the Republicans
in the Congress contain enough spending cuts in common to
balance the budget and still provide a modest tax cut. I am
committed to giving the American people a balanced budget.

» Preparing workers through education and training. In the new
economy, education is the key to opportunity—and the edu-
cation obtained as a child in school will no longer last a life-
time. My Administration has put in place the elements of a
lifetime-learning system to enable Americans to attend schools
with high standards; get help going to college, or from school
into the workplace; and receive training and education
throughout their careers. We expanded Head Start for pre-
schoolers; enacted Goals 2000, establishing high standards for
schools; created a new direct student loan program that makes
it easier for young people to borrow and repay college loans;
gave 50,000 young people the opportunity to earn college tui-
tion through community service; and enacted the School-to-
Work Opportunities Act. Now we must continue to give our
people the skills they need, by enacting my proposals to make
the first $10,000 of college tuition tax deductible; to give the
top 5 percent of students in each high school a $1,000 merit
scholarship; and to enact the GI Bill for Workers, which would
replace the existing worker training system with a flexible
voucher that workers could use at community colleges or other
training facilities.



* Increasing economic security. We must give Americans the se-
curity they need to thrive in the new economy. We can do this
through health insurance reforms that will give Americans a
chance to buy insurance when they change jobs or when some-
one in their family is sick. We can do this by encouraging firms
to provide more extensive pension coverage, as | have done
through my proposals for pension simplification. In addition,
we should make work pay by increasing the minimum wage
and preserving the full Earned Income Tax Credit (EITC),
which cuts taxes for hard-pressed working families to make
sure that no parents who work full-time have to raise their
children in poverty.

» Creating high-wage jobs through technology and exports. We
must continue to encourage the growth of high-wage indus-
tries, which will create the high-wage jobs of the future. We
have reformed the decades-old telecommunications laws, to
help spur the digital revolution that will continue to transform
the way we live. We must continue to encourage exports, since
jobs supported by goods exports pay on average 13 percent
more than other jobs. My Administration has concluded over
200 trade agreements, including the North American Free
Trade Agreement and the Uruguay Round of the General
Agreement on Tariffs and Trade, seeking an open world mar-
ketplace and fair rules for exporters of American goods and
services. As a result, merchandise exports have increased by 31
percent.

* A government that is smaller, works better, and costs less. A
new economy demands a new kind of government. The era of
big, centralized, one-size-fits-all government is over. But the
answer is not the wholesale dismantling of government. Rath-
er, we must strive to meet our problems using flexible, non-
bureaucratic means—and working with businesses, religious
groups, civic organizations, schools, and State and local govern-
ments. My Administration has reduced the size of government:
as a percentage of civilian nonfarm employment, the Federal
workforce is the smallest it has been since 1933, before the
New Deal. We have conducted a top-to-bottom overhaul of Fed-
eral regulations, and are eliminating 16,000 pages of outdated
or burdensome rules altogether. We have reformed environ-
mental, workplace safety, and pharmaceutical regulation to cut
red tape without hurting public protection. And we will con-
tinue to find new, market-based ways to protect the public.

The Need to Continue with What Works

As The Annual Report of the Council of Economic Advisers makes
clear, this is a moment of great possibility for our country. Ours
is the healthiest of any major economy. No nation on earth is bet-



ter positioned to reap the rewards of the new era. Our strategy of
deficit reduction and investment in our people has begun to work.
It would be a grave error to turn back.

Our Nation must reject the temptation to shrink from its respon-
sibilities or to turn to narrow, shortsighted solutions for long-term
problems. If we continue to invest for the long term, we will pass
on to the next generation a Nation in which opportunity is even
more plentiful than it is today.

Q \
WM
THE WHITE HOUSE
FEBRUARY 14, 1996
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LETTER OF TRANSMITTAL

CouNciL oF EcoNnomiICc ADVISERS,
Washington, D.C., February 14, 1996.
MR. PRESIDENT:
The Council of Economic Advisers herewith submits its 1996 An-
nual Report in accordance with the provisions of the Employment
Act of 1946 as amended by the Full Employment and Balanced

Growth Act of 1978.

Sincerely,
Joseph E. Stiglitz
Chairman

Ndon®a,

Martin N. Baily
Member
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Alicia H. Munnell
Member






Fifty Years of the Council of Economic Advisers

The Council of Economic Advisers celebrates its 50th anni-
versary this year. The Council was established by the Congress
in the Employment Act of 1946. Over the years, it has provided
every President since Harry Truman with rigorous and inde-
pendent economic analysis and advice.

The Council's 50-year tradition and reputation as a high
guality, professional organization allows it to attract to govern-
ment service some of the most distinguished economists in the
country. For instance, a number of Council Members or staff
have earned or went on to earn the Nobel Prize or John Bates
Clark award.

Consistent with the mandate of the Employment Act, the
Council prepares each year an Economic Report of the Presi-
dent; provides the President with advice and analysis on a full
range of domestic and international economic issues; monitors
key macroeconomic indicators and advises the President on
how to interpret them; and publishes a monthly digest of eco-
nomic statistics in conjunction with the Joint Economic Com-
mittee of the Congress.

The Council's mission within the Executive Office of the
President is unique: it serves as a tenacious advocate for poli-
cies that facilitate the workings of the market and that empha-
size the importance of incentives, efficiency, productivity, and
long-term growth. This perspective has been essential to for-
mulating and advocating creative approaches for effectively ad-
dressing America’'s economic challenges. The Council has also
been important in helping to weed out proposals that are ill-
advised or unworkable, proposals that cannot be supported by
the existing economic data, and proposals that could have dam-
aging consequences for the economy.
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CHAPTER 1

Economic Policy for the 21st
Century

The American economy has performed exceptionally well over the
past 3 years. The combined rate of unemployment and inflation fell
to its lowest level since 1968. Productivity in the manufacturing
sector has increased by an average of 4 percent per year. Invest-
ment has soared, laying the basis for increased productivity in the
future, while exports have boomed: equipment investment and mer-
chandise exports both have climbed more than 25 percent since the
beginning of 1993. Yet despite these encouraging developments,
many Americans remain concerned about the state of their own
economic affairs. Their dissatisfaction reminds us of the many chal-
lenges that remain.

In 1992, more than 9 million Americans were unemployed, and
the unemployment rate was above 7 percent. In parts of the coun-
try, such as California, nearly one-tenth of the labor force was
without a job. By late 1995, however, the unemployment rate had
dropped to 5.6 percent, and the economy was poised to reach the
target the Administration had set for it: 8 million new jobs in 4
years.

Before the Administration could move ahead with its own posi-
tive economic agenda (which this Report describes), it had to ad-
dress some of the economic problems it had inherited. The economy
suffered from multiple infirmities—a weakened banking system, in-
creasing poverty, and lackluster overall performance—but the most
visible problem was the soaring budget deficit. The first step re-
quired to set the economy on the right course was to reduce the
Federal budget deficit. By cutting the Federal Government’s bor-
rowing needs, deficit reduction has contributed to lower interest
rates for businesses and consumers, thereby spurring investment
and growth.

The Omnibus Budget Reconciliation Act of 1993 (OBRA93),
which embodied the President’s deficit reduction plan, put the
country solidly on the road to fiscal responsibility. For over three
decades the country had been gradually reducing the burden of the
debt that had financed victory in World War Il: the ratio of debt
to gross domestic product (GDP) fell from 82 percent in 1950 to 27
percent in 1980. Within 12 years much of this progress was lost,
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and the debt to GDP ratio soared to 50 percent by 1992 (Chart 1-
1). Following passage of OBRA93, the debt to GDP ratio has sta-
bilized.

Chart 1-1 Federal Debt-to-GDP Ratio
After falling throughout the early postwar era, the Federal debt as a
percent of GDP rose in the 1980s and has now leveled off.

Ratio
1.0

0.6 —

04 —

1950 1955 1960 1965 1970 1975 1980 1985 1990 1995

Fiscal Years
Note: The GDP measure used is pre-January 1996 benchmark revision.
Source: Office of Management and Budget.

Since OBRA93, the deficit has been cut nearly in half, from $290
billion in fiscal 1992 to $164 billion in fiscal 1995. The drop is even
more dramatic when compared with the deficits that would have
occurred without OBRA93 (Chart 1-2). The deficit has been re-
duced in dollar terms for 3 consecutive years for the first time since
the Truman Administration. The decline in the deficit as a percent-
age of national output has been particularly striking: at 2.3 percent
of GDP, the fiscal 1995 deficit is the lowest since fiscal 1979 and
less than half the fiscal 1992 level of 4.9 percent. The Federal Gov-
ernment is now running a primary budget surplus: in other words,
were it not for the interest payments on the inherited debt, there
would be no deficit. And the general government deficit is now a
smaller percentage of GDP than in any of the other major indus-
trial economies (Chart 1-3).

This restoration of fiscal responsibility, achieved without sacrific-
ing crucial investments in our Nation’s human, physical, and natu-
ral resources, provided the background for the current bipartisan
resolve to eliminate the deficit within 7 years. A later section of
this chapter discusses the right way and the wrong way to elimi-
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Chart 1-2 Federal Budget Deficit
Budget deficits would have remained large relative to the size of the economy without
deficit reduction initiatives. Instead, deficits have fallen sharply.
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Chart 1-3 General Government Deficits of the Group of Seven Countries in 1994
The United States has the lowest general government deficit-to-GDP ratio of
any major industrialized country.
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Source: Organization for Economic Cooperation and Development.
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nate the deficit, and Chapter 2 of this Report examines budgetary
issues in more detail.

ECONOMIC CHALLENGES

The economy’s recent performance notwithstanding, pressing
challenges remain. In the short run, as discussed in Chapter 2, the
principal economic challenge is to maintain full employment with
low inflation. In the long run, the two paramount challenges are
to increase productivity growth and to ensure that all Americans
share in the benefits of a stronger economy. Since 1973, productiv-
ity growth has been relatively sluggish: its pace in the economy as
a whole is significantly slower than it was during the two and a
half decades immediately following World War I1. Output per hour
grew by an average of 2.9 percent per year between 1960 and 1973,
but has grown by only 1.1 percent per year since then. The cumu-
lative impact of this productivity shortfall, compounded over dec-
ades, is dramatic: output per hour would be over 40 percent higher
today if the pre—-1973 rate of productivity growth had been main-
tained. Slower productivity growth since 1973 has resulted in stag-
nating real wages. Because of the difficulties in measurement, the
extent of the weakness in wages may be overstated, but concern
over slow wage growth is genuine and cannot be ignored.

Some evidence suggests that the tide may now be turning. In
1994 real median family income rose for the first time since 1989.
But a 20-year trend cannot be corrected in one year. Indeed, even
with the 1994 improvement, real median family income was just
2.5 percent above its 1973 level. More needs to be done. The Ad-
ministration’s economic policies are intended to boost growth and
living standards well into the 21st century.

The negative effects of slower productivity growth have been
sharpened for low-income Americans by a marked increase in in-
come inequality. Between 1966 and 1979 Americans all across the
income distribution enjoyed the benefits of economy-wide growth in
real incomes: families in the poorest fifth of the population saw
their real incomes grow by 20 percent, while families in the top
fifth experienced real income growth of 28 percent. But since 1979
family incomes have grown apart. Between 1979 and 1993 real
family incomes in the bottom fifth fell by 15 percent, while the in-
comes of the top fifth rose by 18 percent (Chart 1-4).

It is too soon to tell for sure, but we may be beginning to succeed
in sharing the benefits of growth and reducing poverty. The pov-
erty rate, for example, fell in 1994 for the first time in 5 years. But
we must do more to reduce inequality and poverty: despite an im-
provement in 1994, over one-fifth of American children still live in
poverty.
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Chart 1-4 Changes in Average Real Family Income by Quintile
Real incomes have fallen or stagnated for most American families since 1979.
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PRINCIPLES FOR RAISING LIVING STANDARDS

The Administration’s economic policies address the twin prob-
lems of slow productivity growth and rising income inequality.
Three principles guide the Administration’s efforts to solve these
long-run problems: embracing change, creating opportunity, and
promoting personal responsibility. These principles reflect core
American values, and as such they provide the basis for a national
consensus for addressing our economic challenges.

Putting this consensus into practice requires a variety of partner-
ships—between workers and firms, between the public and the pri-
vate sector, between individuals and their communities, and be-
tween the Federal Government and State and local governments.
Competition is the driving force of a market economy, but compa-
nies compete more effectively when workers and managers cooper-
ate. The public and private sectors can cooperate in solving envi-
ronmental problems and in meeting skill shortages. And the Fed-
eral Government can work with the States to meet the need for in-
frastructure investment and a social safety net.

Much of the current debate over the economy and the budget
stems from different conceptions of the roles that markets, govern-
ments, and individuals should play in improving our society. Pri-
vate enterprise lies at the very heart of our modern economy. Indi-
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viduals and corporations provide the initiative and innovation that
have enabled the market economy to bring unrivaled prosperity to
our Nation, and the underlying dynamism of markets is fundamen-
tal to continued improvements in living standards.

Yet unfettered markets occasionally fail to yield desirable out-
comes or to meet important national objectives. For example, in a
completely unregulated marketplace, firms may produce too much
of some “goods,” such as pollution, and too little of others, such as
basic research and development. This failure to produce the “right”
amounts of certain goods and services is due to the presence of
externalities. Externalities arise when the actions of one firm or in-
dividual produce costs or benefits for others without that firm or
individual being charged for the costs or compensated for the bene-
fits. In such cases the government has a special role. The govern-
ment has an obligation to perform that role as efficiently as pos-
sible, minimizing the burden on the economy and the intrusions in
the lives of its citizens. Not every market “problem” calls for gov-
ernment action. In order to raise living standards, government ac-
tions therefore must meet two criteria: they must address some se-
rious imperfection in the private marketplace, and they must be
designed so that their benefits outweigh their costs.

A variety of government programs have proved extremely suc-
cessful in raising living standards. We take for granted many of the
government services—such as retirement and disability benefits
(Social Security), health insurance for the aged (Medicare), and un-
employment insurance—that the market had failed to provide (Box
1-1). Before Medicare was enacted in the 1960s, for example, many
elderly Americans lacked health insurance, whereas today almost
all have it.

Medicare is a good example of a government program that filled
a gap in the range of services provided by the private sector. But
government programs can and do go awry. Indeed, government is
sometimes part of the problem, not part of the solution. For exam-
ple, the construction of high-density public housing projects may
have contributed to some of the problems facing America’'s inner
cities. Chapter 4 of this Report describes some of the efforts the Ad-
ministration has made to make government work better, while
Chapter 5 examines the role of policy in making markets work bet-
ter.

In sum, government has a place, but government must know its
place. We now turn to exploring what government’s place should be
with regard to the three principles enunciated above: embracing
change, creating opportunity, and promoting personal responsibil-

ity.
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Box 1-1.—Programs That Raise Living Standards

Many public sector programs have been extremely successful
in improving living standards:

e Social Security. The Social Security system, created in
1935, provides monthly benefits to retired workers and
their dependents and to survivors of insured workers.
The program has dramatically reduced old-age poverty:
only 12 percent of elderly Americans now live in poverty,
down from almost 30 percent in 1966. The Social Secu-
rity Administration is also remarkably businesslike. A
leading financial news publisher recently ranked the
quality of the agency’s telephone customer service above
those of several private companies renowned for their
excellent customer service. And administrative costs only
amount to about 1 percent of Social Security outlays.

e The G.I. bill. The first G.I. bill of rights, signed by Presi-
dent Franklin D. Roosevelt on June 22, 1944, trans-
formed American society. It provided education benefits
for all honorably discharged World War Il veterans who
had served at least 90 days during the war. Almost 8
million received education benefits under the first G.I.
bill; more than 10 million veterans have received bene-
fits under its extensions. The G.I. bill also provided loan
guarantees for veterans to buy a home or a farm.

e Student grants and loans. The government provides var-
ious forms of financial assistance to students. Pell grants
provide aid to financially needy students for educational
costs at participating postsecondary institutions. Under
the Perkins loan program, the Federal Government con-
tributes the capital for qualifying institutions to make
long-term, low-interest loans to needy students. Under
the Stafford loan program, commercial loans to students
are backed by the government. And the new direct lend-
ing program for college students is designed to provide
educational finance in a less costly, less cumbersome
fashion. Under the program, the government provides
loans to students directly, rather than guaranteeing
loans from financial intermediaries, and offers a variety
of repayment schemes (including a new option to link re-
payments to students’ incomes). Chapter 7 discusses the
role of government in education.
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EMBRACING CHANGE

Our continued prosperity and well-being depend on our embrac-
ing, not retreating from, the constant succession of new opportuni-
ties and challenges of an ever-changing world. During the past few
years American firms have been through a technological revolution.
They have taken a hard look at what they do, how they do it, and
what they must do differently. The result: in many sectors Amer-
ican firms are the most competitive in the world. U.S. computer
firms continue to lead the industry at a breakneck pace of technical
innovation, of which the explosive growth of the Internet and the
increasing popularity of the World Wide Web are merely the new-
est manifestations. When firms and workers embrace change as
these industries have done, the economy as a whole benefits in the
form of higher real incomes, lower prices for goods, a wider variety
of products, and enhanced opportunities.

But while embracing change raises growth and average living
standards, not everyone is made better off. In a rapidly changing
economy some will find themselves without the skills required for
the new jobs being created. When workers with outdated skills lose
their jobs, they face the threat of prolonged unemployment or re-
employment at much lower wages. Estimates suggest that about
one-third of full-time workers who lose their jobs and are subse-
quently rehired at another full-time job take a pay cut of 20 per-
cent or more. By providing retraining, and by establishing one-stop
career development centers where workers can find out about both
training and job opportunities, the government can increase the ef-
ficiency of the economy even as it reduces the burden on those who
otherwise would be harmed by economic change.

This Administration has actively promoted change, by opening
up markets here and abroad, by sponsoring research and develop-
ment, by devising tax policies to stimulate the growth of new enter-
prises, and by easing the burden of government regulation. Critics
sometimes claim that open trade and investment harm the econ-
omy. But as Chapter 8 of this Report argues, outward-looking trade
and investment policies remain the best choice for America. They
boost living standards by encouraging firms to innovate and be-
come more competitive, by stimulating the flow of ideas across na-
tional borders, and by providing a wider variety of goods—at lower
prices—to consumers and firms.

This Administration has not only promoted change for others—
the workers and firms affected by its policies—but has embraced
it in its own practices. The Administration recognizes that what
the Federal Government does, and how it does it, is sometimes the
result of a seemingly haphazard accumulation of functions rather
than a coherent, concerted response to a present need. Programs
inaugurated yesterday with great optimism in response to yester-
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day’s exigencies too often survive long after their usefulness has
passed. In an era of difficult budget choices, those programs that
have outlived their purpose, or whose benefits no longer justify
their costs, have to be cut back or eliminated to make room for pro-
grams that may be needed for success in the 21st century. Efforts
to reinvent government over the past 3 years are explored in more
detail below.

CREATING OPPORTUNITY

The Administration is committed to extending opportunity to all
Americans. Opportunity means allowing each individual to live up
to his or her full potential, and ensuring that those who suffer tem-
porary setbacks have a chance to bounce back. The commitment to
opportunity is not only a fundamental American value; it is also
necessary for achieving faster growth rates and higher standards
of living.

Education and training are essential tools for expanding oppor-
tunity. Educational opportunities must be available at all stages of
a person’s life: from the preschool years through high school or col-
lege, and continuing through one’s career. But these opportunities
are not universally available. Children from low-income families,
for example, do not enter formal schooling with the same readiness
as their more economically advantaged peers—a disparity that
Head Start (a government program that provides a range of pre-
school services to young children and their families) helps redress.
And the difficulties involved in borrowing against future income
highlight the importance of government student loan programs. Al-
though college is an investment that usually pays high returns to
the student and to society, private lenders view these loans without
collateral as simply too risky. Chapter 7 of this Report examines
the government’s role in the student loan market.

Opportunity entails more than just education and training: hav-
ing learned the requisite skills, Americans should have the oppor-
tunity to obtain jobs. During the Great Depression, when the un-
employment rate soared to over 25 percent, our economy failed to
offer the opportunity to work to millions of Americans, unemployed
through no fault of their own. The Employment Act of 1946 com-
mitted the government to combating unemployment. The act de-
clared that “it is the continuing policy and responsibility of the
Federal Government to use all practicable means . . . to foster and
promote . . . conditions under which there will be afforded useful
employment opportunities, including self-employment, for those
able, willing, and seeking to work. . . .” The Administration’s mac-
roeconomic policies, described in Chapter 2, have provided oppor-
tunity to millions of Americans by fostering job growth and reduc-
ing unemployment.
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Opportunity in the labor market requires much more than active
education, training, and macroeconomic policies. It also requires
policies that make work pay for low-skilled workers and eliminate
labor market discrimination for all. Today a full-time, year-round
minimum wage worker with a family does not earn enough to stay
out of poverty. To help these low-income working Americans and
their families, in 1993 the President and the Congress expanded
the Earned Income Tax Credit (EITC), and the President has since
proposed an increase in the minimum wage from $4.25 to $5.15 an
hour.

All forms of discrimination contradict a fundamental tenet of
American society: that every American should have a fair chance
to succeed. Our Nation has made tremendous strides in reducing
discrimination, but the job is not finished. “Audit” studies, in which
white and minority job seekers are given similar resumes and sent
to the same sets of firms for interviews, indicate that discrimina-
tion remains a problem in the labor market. Our civil rights stat-
utes and affirmative action programs combat such discrimination
and seek to ensure equal opportunity, and the Administration is
fully committed to promoting opportunities in employment, edu-
cation, and government contracting for Americans subject to dis-
crimination or its lingering effects.

Finally, opportunity also means that those who suffer temporary
setbacks have the ability to put themselves back on the right track.
The EITC can help, and it does more than help those who directly
benefit: it also provides an enhanced sense of security to the mil-
lions of other Americans who know they might need assistance at
some time in their careers.

PROMOTING PERSONAL RESPONSIBILITY

It is each individual's responsibility to make use of the opportu-
nities that society offers, and not to abuse the protections that soci-
ety affords. The Administration is firmly committed to designing
policies and programs to bolster personal responsibility. But ulti-
mately it is up to each and every American to assume responsibil-
ity for his or her own life.

Policies must encourage people to assume responsibility for their
own lives, not discourage them from it. And policies intended to ad-
dress other challenges—for example, ensuring equity—must be
carefully designed to minimize any adverse impact on individual
incentives. A number of government programs provide, or can be
thought of as providing, insurance. Yet a problem common to all
types of insurance is moral hazard: having the insurance makes
the insured-against event more likely to occur. For example, fire in-
surance reduces the incentives for homeowners to take precautions
against fire, and thus may make fires more likely. In the policies
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they write, private insurance companies include mechanisms, such
as deductibles and copayment provisions, aimed at minimizing
moral hazard. Similarly, government programs that compensate for
misfortune—such as employment and disability insurance, and wel-
fare programs—must be designed so as to promote responsibility,
minimize adverse incentive effects, and diminish moral hazard, in-
cluding dependence on government programs.

In summary, an appropriate role for policy—an effective partner-
ship between the public and the private sector—is crucial to raising
living standards. Markets are the engine of prosperity, but some-
times government must help markets to work more efficiently.

THE ADMINISTRATION'S ECONOMIC POLICIES

Embracing change, creating opportunity, and promoting personal
responsibility—these principles are a common thread running
through the Administration’s economic policies. Those policies are
intended to bolster, not replace, the underlying strength of markets
in building a better society and raising living standards. Raising
living standards entails more than just raising incomes; it also in-
cludes providing educational opportunities for our children, protect-
ing the environment, and supplying security against devastating
adversity. The Administration’s economic policies include expand-
ing markets; investing in human, physical, and technological cap-
ital; making government more efficient; and reducing the budget
deficit.

EXPANDING MARKETS

Promoting Competition

Competition is the driving force of efficiency and innovation. But
as we all know, life is often more comfortable with less rather than
more competition. Over 200 years ago, Adam Smith recognized
that, “People of the same trade seldom meet together, even for mer-
riment and diversion, but the conversation ends in a conspiracy
against the public, or in some contrivance to raise prices.” It is all
too easy to advocate competition for others while seeking protection
from competition for oneself. Such protection is often rationalized
by claims of “unfair” competition. Economists have long criticized
such self-serving arguments and have advocated strong antitrust
laws to secure the advantages of effective competition: lower prices,
greater efficiency, increased output, more rapid growth, and en-
hanced innovation. Under the leadership of the Justice Depart-
ment’'s Antitrust Division, the Administration has implemented an
aggressive policy to prevent unhealthy concentrations of market
power and promote competition.
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Competition policy issues in telecommunications provide a
trenchant example of how ongoing change in the economy neces-
sitates change in economic policies. The telecommunications sector
not only has grown by leaps and bounds during the past 3 years,
but has also provided a spur to changes in other sectors. Govern-
ment has played a long and useful role in telecommunications,
from its financing of Samuel Morse’s first telegraph line between
Baltimore and Washington to the development of what has become
the Internet. But the 60-year-old legislation that regulated the in-
dustry until this year was out of tune with the times and stifled
innovation. Passage of the new telecommunications bill in Feb-
ruary 1996 is expected to stimulate competition and ease access to
the information superhighway.

Most analysts agree that the telecommunications regulatory
structure needed reform. But effective reform proved more com-
plicated than simply repeating a mantra of deregulation: an un-
regulated private monopoly can be just as stifling, if not more so,
than a regulated one. Deregulation done the wrong way could re-
sult in the growth of firms with market power that suppress com-
petition and innovation; equally important, deregulation that per-
mitted excessive media concentration could hamper the public’s ac-
cess to the full panoply of viewpoints. To avoid these pitfalls, the
new legislation is designed in a way that fosters competition, rec-
ognizing that today’'s bottlenecks to competition might be removed
in a few years. Chapter 6 details the constructive approach the Ad-
ministration has taken to regulatory reform in this and other
areas.

Promoting Exports

Both theory and evidence demonstrate that outward-looking
trade and investment policies raise wages and living standards:
jobs supported by merchandise exports pay 13 percent more than
the national average. Chapter 8 of this Report presents the ration-
ale for the Administration’s continued support of “compete, not re-
treat” trade policies. It also explores what trade policy can achieve
(higher living standards) and argues that the trade balance is not
the proper measure by which to judge the success of trade policies.

The Administration’s trade policy record includes several historic
trade agreements that have opened foreign markets. Over the past
3 years the Administration has brought the Uruguay Round to a
successful close; created the North American Free Trade Area with
our largest and third-largest trading partners; reached agreement
with 33 other countries to seek a Free Trade Area of the Americas
by 2005; set the vision for achieving free trade and investment in
the Asia-Pacific by 2020; concluded 20 bilateral trade agreements
with Japan; and promoted macroeconomic and trade policies that
have contributed to strong export growth (Chart 1-5). The Admin-
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istration’s aggressive support of intellectual property rights has
benefited not only American firms, which lead the world in re-
search and innovation, but also other innovative firms throughout
the world, providing a spur to innovation everywhere. U.S. living
standards have benefited and will continue to benefit from the Ad-
ministration’s efforts to promote trade.

Chart 1-5 Merchandise Exports
Goods exports have grown by 26 percent in real terms since the Administration took office.
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INVESTING IN PHYSICAL, HUMAN, AND
TECHNOLOGICAL CAPITAL

Increases in productivity are largely the consequence of invest-
ment: in physical capital (plant, equipment, and infrastructure),
human capital, and in the development of new technology. Govern-
ment can promote all three. Through the sound macroeconomic
policies of the kind pursued during the past 3 years, the govern-
ment can create an economic climate conducive to physical capital
investment. But the government must play an even more direct
role in making investments in people and in technology.

Investing in People

Preserving and extending lifelong investments in people has been
central to the Administration’s economic strategy. Investments in
people are estimated to account for approximately a fifth of the an-
nual increase in productivity achieved over the past three decades,
and economic studies have demonstrated the high returns of public

31



investments in this area. As Benjamin Franklin once put it, “An in-
vestment in knowledge pays the best interest.” Early childhood pro-
grams such as Head Start, seem to produce fewer repeated grades,
a lower likelihood of being assigned to special education classes,
and a higher likelihood of graduating from high school.

The Administration has expanded investments in education and
training not only as a pro-growth policy, but also as an essential
ingredient in breaking the vicious cycle of poverty. As Chapter 7
of this Report argues, past cutbacks in public support for education
have aggravated trends in inequality. Between 1980 and 1994 the
average tuition at public 2-year colleges increased by 70 percent,
and that at public 4-year colleges by 86 percent, while the value
of the maximum Pell Grant—the primary Federal program for low-
income students—fell by more than 25 percent in real terms. The
results of these changes are not unexpected. Returns to education
have risen sharply in the past 15 years, but the expected re-
sponse—increased enrollments—has occurred disproportionately
among the children of the better off: over the same time period, the
gap in enrollment rates between high-income and low-income chil-
dren has actually increased.

This Administration is working to revitalize the Federal role in
education and training. It has supported rigorous academic stand-
ards and comprehensive school reform through the Goals 2000:
Educate America Act, which provides funding for the implementa-
tion of voluntary content standards and local educational innova-
tion; created a new direct lending program for college tuition, to re-
duce costs and inefficiencies and make the terms of repayment less
onerous; and encouraged a smooth transition from school to the
workplace through the School-to-Work Opportunities Act. That
piece of legislation is especially important because it funds pro-
grams to prepare high school students for today’'s careers. The Ad-
ministration has also begun to transform the Nation's unemploy-
ment system into a reemployment system, by creating one-stop ca-
reer centers and proposing a system of skill grants (job training
vouchers) for low-income and dislocated workers. The Administra-
tion’s policies to improve both the quantity and quality of expendi-
ture on education and training are examined in more detail in
Chapter 7 of this Report.

Investing in Research and Development

The Federal role in research and development and technology—
both in conducting research and in disseminating the ideas that re-
search generates—dates back to the 19th century. That investment
has produced impressive returns: from a more productive agricul-
tural sector to the underpinnings of what is today one of America’s
largest export sectors, aeronautics, and to the basic science that
has given rise to one of America’s most prominent high-technology

32



sectors, biotechnology. Recent studies suggest that half or more of
all increases in productivity are due to improvements in tech-
nology, and these studies have verified the high total returns to
such investments—returns far in excess of those from investments
in plant and equipment. As the 21st century approaches, our tech-
nology programs must be both strengthened and reoriented to
emerging sectors. The Administration has promoted public sector
investments in technology through programs such as the Advanced
Technology Program and the Manufacturing Extension Partner-
ships (at the Department of Commerce’s National Institute of
Standards and Technology) and the Technology Reinvestment
Project (at the Department of Defense’'s Advanced Research Project
Agency).

MAKING THE GOVERNMENT MORE EFFICIENT

The Administration recognizes the need for change not only in
what the government does, but also in how it does it.

Reinventing Government

The reinventing government initiative was undertaken to im-
prove the efficiency of government, learning from the private sector
wherever possible, while acknowledging the differences between
public and private sector activities. The National Performance Re-
view, headed by the Vice President, has focused on making govern-
ment agencies more performance- and customer-oriented, develop-
ing performance measures, and ensuring that those measures are
used for evaluation. These efforts are already beginning to bear
fruit, in the form of better customer service and greater efficiency.

The Administration is committed to continuing the reinvention of
the Federal Government, eliminating outmoded programs designed
for the 19th and 20th centuries, and promoting new ones designed
for the 21st. For example, the Department of Agriculture has re-
duced the number of its agencies from 43 to 29 and is in the proc-
ess of closing or consolidating 1,200 field offices. It has also plowed
under a bumper crop of paperwork: America’s farmers this year
will fill out 3 million pages fewer of government forms than in
years past. Meanwhile the Administration has cut the overall Fed-
eral workforce by 200,000 positions. As a percentage of total em-
ployment in the United States, Federal employment is smaller
today than at any time since the early 1930s.

In its efforts to reinvent regulation, the Administration has at-
tempted to ensure that each regulation it reviews is consistent with
its identified objectives, and that the benefits from the regulation
justify its costs. Many of the proposals for reinventing government
are intended to reduce those costs by fundamentally changing our
regulatory philosophy. In its regulatory role, government should
seek to facilitate compliance, not to act as a disciplinarian. And
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regulations should be as market-friendly and performance-oriented
as possible. They should encourage innovation and cost-effective
ways of achieving the objectives of the regulation. They should take
advantage of incentives and market mechanisms, rather than try
to suppress them.

One set of regulations that the Administration has examined is
those affecting some private sector pensions. Two objectives of
these regulations are to prevent pension plans from becoming a ve-
hicle for tax evasion, and to keep them from discriminating against
low-wage workers. But in the aggregate these provisions have dis-
couraged firms from offering pensions, thus failing to encourage na-
tional saving. The Administration therefore proposed simplified
pension arrangements. The proposal would provide substantial safe
harbors from nondiscrimination rules if employers match employee
contributions; this should reduce the costs to small businesses of
administering pension plans.

Other strides have been made in reducing the burden of environ-
mental regulations and those affecting the banking and tele-
communications sectors. The proposals recognize the fundamental
changes in the economy that call for reform of regulatory struc-
tures, but also the need for real safeguards to be kept in place to
promote competition and innovation, and to protect consumers and
the environment. These reforms are described in greater detail in
Chapters 5 and 6.

Protecting the Environment

Americans want to know that the air they breathe, the water
they drink, and the rivers and lakes in which they swim and fish
are safe. They want to be sure that the places where they live and
work do not harbor threats to their health from contamination by
dangerous chemicals, and that the Nation’s natural resources are
properly protected and managed. Protecting the environment is one
of the best investments we can make on behalf of our children. Pre-
serving and improving our environmental heritage is an essential
part of maintaining and raising overall living standards.

The country has made enormous progress in this area. The air
we breathe today is cleaner than before the Clean Air Act was
passed. Substances that pose real dangers to human health and the
environment, such as lead and DDT, have been eliminated or their
use sharply reduced. Rivers and lakes have been restored to health:
25 years ago Lake Erie was all but dead; today life thrives in it
again. With U.S. leadership, the international community has
made considerable progress in phasing out substances that damage
the earth’s stratospheric ozone layer, which shields us from dan-
gerous radiation.

But the battle is far from over. Air quality in some locations re-
mains unacceptably poor. The outbreak of water poisoning in Mil-
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waukee in 1993, and other episodes in which drinking water in our
mayjor cities has failed to meet quality standards, do more than just
raise anxiety. Chemical runoff from cities, subdivisions, and farms
into our rivers and lakes is a constant challenge. Pressures from
economic development and increased demand still threaten the Na-
tion’s wetlands, fisheries, and other natural resources.

Although we all enjoy the benefits of cleaner air and cleaner
water, as individuals—whether managers of steel companies or of
oil refineries, or the producers or the drivers of automobiles—we
have little incentive to spend our own money to make these things
happen. Few are willing to shoulder all the costs of something for
which all share the benefits. Acceptable environmental quality can-
not be achieved without collective action. With appropriate poli-
cies—including cooperation with States and localities, partnerships
with the private sector that engender creative solutions as well as
set standards, and careful assessment of the advantages and dis-
advantages of alternative government action—environmental pro-
tection can be secured at an affordable cost.

The Administration is improving the way in which we protect the
environment, making government a partner rather than an over-
seer. The Environmental Protection Agency is eliminating 1,400
pages of obsolete regulations and revising 9,400 more. In the proc-
ess it is cutting paperwork requirements by 25 percent, saving pri-
vate industry about 20 million hours of labor per year. Chapter 5
of this Report examines environmental policy in more detail.

Devolution

The Administration has been examining not only what roles gov-
ernment should play, but also at what level—Federal, State, or
local—government should play its role. It has reexamined the part-
nership between the Federal Government and the States and local-
ities, to ensure that public funds are used most efficiently. In some
areas, such as national defense, the Federal Government has a
clear responsibility that cannot be delegated. Other areas have tra-
ditionally been matters of local responsibility. Chapter 4 of this Re-
port reviews the basis on which different responsibilities should be
assigned to different levels of government, and stresses that what
is usually required is a careful balancing of roles and responsibil-
ities between the different levels.

Redesigning Welfare Policies

The government has a crucial role to play in increasing economic
independence, rewarding work, and ensuring that children are not
trapped in poverty. This is important not only for social cohesion;
it is an economic imperative as well. Each year that a child spends
in poverty raises the probability of that child later dropping out of
school. And dropouts tend to contribute less to national income: in
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1994, mean annual earnings for a full-time, year-round worker
aged 25 to 34 who had dropped out of high school were $18,679.
Mean earnings for high school graduates in that age range were
$23,778.

Although individuals must ultimately be responsible for their
own actions, opportunities at least partially affect our behavior.
The limited economic opportunities available to dropouts make re-
course to antisocial behavior all the more likely. On any given day
in 1992, 25 percent of men aged 18 to 34 who lacked a high school
diploma were in prison, on probation, or on parole, compared to
only 4 percent of high school graduates. This is not merely a tragic
outcome for those young men: increased crime imposes a wider so-
cial cost, in the form both of greater expenditure by the criminal
justice system and of reduced personal security for all of us.

The policies adopted in the past to reduce income inequality and
poverty are in need of reform. Everyone agrees that the current
welfare system is broken. Welfare dependency does enormous harm
to individuals and families, by discouraging work and undermining
personal responsibility. Welfare recipients are robbed of their dig-
nity, and administrators spend too much time determining eligi-
bility and to little time helping families get back on their feet.

Figuring out how to fix the welfare system, however, is a great
challenge. With no easy answers, the Administration has worked to
give States the flexibility they need to experiment with new ap-
proaches to welfare. As of February 1996, 37 States have received
waivers allowing them to pursue a wide range of reforms. For ex-
ample, Wisconsin has received a waiver to impose stringent work
requirements and time-limited benefits.

In order to help move parents from welfare to work, the Adminis-
tration has proposed to impose a time limit nationwide. Within 2
years, parents would be required to work. Within 5 years, they
would lose their benefits. Children would receive vouchers for sup-
port if their parents’ benefits were terminated. Chapter 4 of this
Report discusses many of these issues in more detail.

REDUCING THE DEFICIT

Before it could pursue the rest of its economic agenda, the Ad-
ministration had to bring the Federal budget deficit under control.
One of the most detrimental legacies left by previous Administra-
tions was the perilous state of public finances. The large budget
deficits run up during the 1980s and early 1990s, and the associ-
ated increase in public debt, were restricting the private invest-
ment that is so crucial to growth and were deepening our indebted-
ness to foreigners.

Borrowing to finance the deficit absorbs funds that could other-
wise be used to finance investment in plant and equipment—in-
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vestment that would increase the productivity of the American
economy. Combined with a low rate of private saving, government
borrowing forces America to borrow more abroad, increasing our in-
debtedness to foreign countries. As discussed in Chapter 8, one of
the fallouts from previous Administrations’ economic policies was
that the United States went from being the world's largest creditor
country to being the world's largest debtor country in the space of
a few years.

Deficit reduction can right many of these wrongs and provide the
springboard for faster economic growth. But throughout the recent
debate over the budget, the Administration has stressed that there
is a right way and a wrong way to reduce the deficit. Deficit reduc-
tion is not an end in itself, but a means to the end of higher living
standards for all Americans. How the deficit is cut may determine
whether or not those ends are accomplished.

Deficit reduction done the wrong way will reduce living stand-
ards and worsen inequality. Cutting spending to reduce the deficit
requires hard choices. In making these hard choices, we must as-
sess what the government does now and what it should do in the
21st century. The Federal budget is not just a bland accounting
statement—it is an expression of the Nation’s priorities and values
and should reflect a vision of where the country is going and the
problems it faces. Some proposed budget cuts, such as those that
would reduce equality of educational opportunity, represent attacks
on fundamental American values. Others, such as in programs that
protect the environment and Americans’ health and safety, would
have adverse effects on living standards in the future, and thus un-
dermine the very purpose of deficit reduction.

Deficit Reduction and Public Investment

Investment is a key factor in stimulating growth. Reducing the
deficit should lower interest rates and stimulate private invest-
ment. Cutting the deficit by cutting high-return public investments
makes little sense: it merely substitutes one worthwhile investment
for another. Indeed, deficit reduction that reduces high-return pub-
lic investments—Ilike those in research and development, tech-
nology, education, and training—may compromise long-term eco-
nomic growth. Deficit reduction should not be achieved by running
down our public infrastructure, by failing to invest in research and
development, or by neglecting education and training.

Deficit Reduction and the Social Safety Net

Deficit reduction financed through ill-conceived and excessive
cutbacks in social programs is also counterproductive. Reducing in-
equality not only is essential to keep from shredding the common
fabric of our Nation, but may also be important in the more limited
objective of promoting economic growth.
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Economic growth would suffer if opportunities were reduced for
those Americans—and especially the children—at the bottom of the
income distribution. We would only worsen the inequality in our
society by reducing support for the most vulnerable members of so-
ciety while handing out large tax benefits to the richest. The better
course is to ensure that all Americans who work hard and play by
the rules have a chance to escape poverty. To do so would increase
national output at the same time that it reduces inequality.

Deficit Reduction and Health Care

As the President has long emphasized, growth in health care ex-
penditures must be contained. Failing to do so would not only pose
the renewed threat of large budget deficits; it could also force unac-
ceptable cuts in other programs that are vital to the country. It
would be wrong, however, for the richest country in the world to
abandon its commitment to increase access to basic health care.

Ongoing changes in our health care system not only allow us to
take advantage of structural reforms (such as more extensive use
of managed care), but also offer the hope that market forces will
help contain rising health care costs. The restraint exercised by
health maintenance organizations, for example, should serve to in-
crease the relative supply of health care services in other segments
of the market and, through the usual workings of supply and de-
mand, help bring down costs. But more is needed, and experiments
could provide the information required to implement effective re-
forms in the coming decade—reforms that would protect the elderly
even as they reduce the growth rate of public expenditures. Pos-
sible demonstration initiatives include reforming the reimburse-
ment system, developing a system of regional hospitals specializing
in certain high-cost treatments, and cutting administrative costs at
hospitals.

Deficit Reduction and Taxes

Fifteen years ago, marginal tax rates and the progressivity of the
tax system were dramatically reduced. Some suggested that these
policies would so spur economic growth that tax revenue would ac-
tually increase. The outcome of that experiment is now a matter
of record: not only did this response not occur, but the national
debt quadrupled in the span of a dozen years. Chapter 3 of this Re-
port reviews the arguments and evidence concerning the efficacy of
new tax proposals.

In developing its tax proposals, this Administration has empha-
sized fairness. The Administration has proposed tax cuts for the
middle class and argued forcefully against increasing taxes on low-
income families through a reduction in the EITC. And the Adminis-
tration objects to proposals that would give a disproportionate
share of tax relief to upper income individuals.
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At the same time, the Administration has argued that existing
expenditure and tax provisions that benefit particular sectors of the
economy, and that cannot be justified in terms of some market fail-
ure, should be reduced. Although the Administration succeeded in
persuading the Congress to eliminate some of the most obvious ex-
amples—the subsidies for mohair and honey, for example, and the
tax deductions for lobbying expenses—billions of dollars in cor-
porate subsidies and other loopholes remain.

APPROACHING THE 21ST CENTURY

The U.S. economy has changed profoundly in this century. It will
continue to change as we enter the 21st century. Advances in tech-
nology will continue at a rapid pace. The globalization of economies
will also continue. American firms will face competition from
abroad, and all the evidence indicates that they can and will rise
to the challenge. Lower priced imports and increased export sales
will play a role in increasing living standards, as the United States
is able to exploit its comparative advantage on an increasingly
global scale.

Some sectors of the economy, such as the services sector, will ex-
pand, while others will contract. In 1850, the majority of Ameri-
cans worked on farms; by 1950 only 12 percent did. In 1900, 20
percent of the workforce was employed in manufacturing; by 1950
this had increased to 24 percent. The manufacturing share has
since declined and now stands at 16 percent. Today, the main
growth sectors of the economy include service industries such as
telecommunications services. Service industries in the private sec-
tor accounted for 46 percent of employment in 1950; today they ac-
count for 63 percent.

People naturally tend to recall the past in a softened light that
obscures its blemishes, and to see in the future adversities that
may never materialize. For some, the prospect of a future in which
the service economy dominates even more than it does today is one
that raises anxieties. To be sure, some of the service sector jobs
that are being created are not good jobs. On the other hand, many
new service sector jobs—in computer programming and manage-
ment consulting, for example—are high-tech, high-wage jobs.

Markets and government will need to respond to ongoing changes
in the economy. For government, change will require rebalancing:
more emphasis on new problems, less emphasis on those of the
past. The best combination of policies to address the problems of
2030 will be markedly different from those that got us through the
problems of 1930 or 1830. ldeological and extremist solutions re-
flect neither the realities of today nor the tradition of American
pragmatism. Rather, the problems of the 21st century need to be
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addressed with a balanced perspective. Markets are at the core of
our economy, but they do not always operate fully efficiently and
do not adequately meet all the needs—even all the economic
needs—of Americans. It is then that the government can often
help. In the face of increased income inequality, for example, it can
make greater efforts to enhance educational opportunity so that the
vicious cycle of poverty is not perpetuated.

Government cannot solve all of society’s problems, and it cer-
tainly cannot solve the more persistent problems overnight. But
even if the benefits do not manifest themselves immediately, gov-
ernment must continue to invest in the future. Only by making
such investments can the long-term problems of slow productivity
growth and increasing inequality be addressed. This Administra-
tion firmly believes that government—through selective, focused,
and well-designed policies—can help American workers and fami-
lies achieve higher living standards and develop a more humane,
more just society.
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CHAPTER 2

Macroeconomic Policy and
Performance

ECONOMIC PERFORMANCE DURING the past 3 years has
been exceptional. The economy has grown fast enough to create
nearly 8 million new jobs and reduce the unemployment rate
sharply. Long-term interest rates have declined and remain rel-
atively low. And inflation, at its lowest average level since the Ken-
nedy Administration, is no longer the factor it once was in eco-
nomic decisions. This strong performance has been helped by mac-
roeconomic policies conducive to sustainable economic expansion.

A major part of this Administration’s macroeconomic strategy
has been its effort to reduce the Federal budget deficit. Reducing
the deficit is important because government borrowing to finance
budget deficits raises real interest rates, crowding out business in-
vestment that is vital for raising productivity and economic growth.
And to the extent that budget deficits spill over into current ac-
count deficits, they lead to a transfer of national wealth abroad.

But reducing the deficit is not an end in itself. Rather, it is a
way to create economic conditions favorable to this Administra-
tion’s ultimate goal of raising economic growth and thus the stand-
ard of living of all Americans. Once we recognize that deficit reduc-
tion is a means to achieving higher living standards, it becomes ap-
parent that how we reduce the deficit is important. This Adminis-
tration has supported responsible deficit reduction that preserves
and enhances investments in people, businesses, and the environ-
ment.

Thus far during the Administration’s tenure, the reduction in the
Federal budget deficit has been impressive. For the first time since
the Truman Administration the deficit has declined for 3 years in
a row. The deficit for the past 2 calendar years has been less than
the interest paid on the national debt, so that, except for interest
payments, the budget has been in surplus. And the structural
budget deficit—the deficit adjusted for the effects of the business
cycle—has declined since 1993. This reflects a sharp break with the
failed attempts to reduce the budget deficit during the 1980s. The
commitment to balance the budget over the next 7 years represents
a continuation of efforts to get the government's fiscal house in
order.
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This chapter first considers the role the government plays in set-
ting macroeconomic policy. It next reviews macroeconomic develop-
ments during 1995 and argues that all signs point to the current
expansion continuing into the foreseeable future. The chapter then
considers the effects on the economy and the implications for mone-
tary policy of the move to a balanced budget over the next 7 years.
The chapter ends with a brief analysis of the outlook for the econ-
omy and presents the Administration’s forecast for the 1996-2002
period.

THE TWIN ROLES OF MACROECONOMIC POLICY

Since the end of World War 11, the Federal Government has
played an important role in stabilizing fluctuations in the economy
in the short run and in fostering a climate for maximum economic
growth with low unemployment over the long run.

The government supports sound macroeconomic performance in
two broad ways. First, its macroeconomic policies cushion the econ-
omy from the short-term ups and downs of the business cycle, help-
ing to keep economic expansions from faltering. Both monetary pol-
icy and fiscal policy are important elements of these short-run sta-
bilization efforts. Monetary policy stabilizes the economy through
the adjustment of credit conditions, as reflected in interest rates
and credit availability. Fiscal policy, in principle, can use changes
in discretionary spending or the tax code to stabilize the economy,
but in practice the time lags involved in legislating and implement-
ing such changes tend to reduce their usefulness. Furthermore, in
present circumstances, the commitment to eliminate the budget
deficit limits any potential for using discretionary fiscal policy. As
a result, the ability of fiscal policy to dampen economic fluctuations
depends largely on its role as an “automatic stabilizer” whereby
outlays and tax revenues change in a way that reduces the ampli-
tude of the business cycle.

Second, the government's macroeconomic policies help lay the
groundwork for the private sector to generate long-term growth
with low unemployment. Policies that encourage businesses to in-
vest can raise productivity, increasing the economy’s potential out-
put. As discussed below, the Administration’s success at bringing
down the deficit has helped redress the investment shortfall that
developed during the 1980s. As the budget moves toward balance
over the next 7 years and the government reduces its drain on na-
tional saving, real interest rates should fall and investment and
growth should rise. Box 2-1 discusses how microeconomic policies
designed to address market failures also can enhance long-run
macroeconomic performance.
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Box 2-1.—Microeconomic Policies Can Improve Long-Run
Macroeconomic Performance

Microeconomic policies can reinforce macroeconomic policies.
Policies that support research and development, along with
policies that encourage education and training, complement in-
creased capital investment in raising potential output. Indeed,
as noted elsewhere in this Report, public expenditures on re-
search and development are complementary to private expendi-
tures, so that these expenditures can actually induce increased
private investments. Targeted tax policies—such as the re-
search and experimentation tax credit and the targeted capital
gains tax cut for small and emerging businesses included in
the Administration’s 1993 budget—can encourage research and
development expenditures and increase the flow of capital to
new enterprises.

Other microeconomic policies designed to make the labor
market work more efficiently—such as training programs, the
school-to-work program, and, more broadly, the Administra-
tion’s reemployment policies—can help reduce frictional unem-
ployment (unemployment caused by workers moving from job
to job) and thereby lower the rate of unemployment associated
with stable inflation. Accordingly, microeconomic policies have
payoffs in terms of macroeconomic performance.

These twin roles are often complementary. For instance, macro-
economic policies that keep the economy on an even keel in the
short run can also spur the economy’s growth in the long run by
creating an environment in which businesses and individuals are
more certain about the future. Freed from having to worry about
how to insulate themselves from short-term economic fluctuations,
businesses and individuals can plan for the long term. They are
thus more likely to make the investments that lead to increased
productivity and higher output.

IMPLICATIONS OF THE POLICY MIX

In pursuing these goals of short-run macroeconomic stabilization
and long-run maximum growth, fiscal and monetary policy need to
act in concert. Monetary policy must reflect changes in aggregate
demand relative to the economy’s potential output. For example, a
shift to a more expansionary fiscal policy when the economy al-
ready is operating at full employment and full capacity would re-
quire monetary policy to offset the effects of the fiscal expansion.
Should it fail to do so, the prospect of an overheated economy and
rising inflation is likely to trigger an increase in long-term interest
rates, as financial markets react to the change in the economic out-
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look. In either case, the shift in fiscal policy will be met with a fi-
nancial market response that generally cushions its effects on ag-
gregate demand. But without deliberate monetary tightening,
changes in interest rates may not be sufficient to stem a rise in in-
flation.

Although monetary policy can offset the effects on aggregate de-
mand from a shift in fiscal policy, changes in the mix of fiscal and
monetary policies will invariably alter the composition of output
and its potential level in the long run. During the early 1980s,
changes in fiscal policy put the country on a path to large and ris-
ing budget deficits (over and above what would have been expected
given the cyclical weakness of the economy) and left the Federal
Reserve little choice but to restrain the overheating economy by
further tightening monetary policy.

The high real interest rates that resulted from the burgeoning
deficits and tight money of the early 1980s were in large part re-
sponsible for skewing the composition of output away from fixed in-
vestment. Private fixed investment as a share of gross domestic
product (GDP) fell from over 18 percent in 1979 to under 15 per-
cent by 1989 (to compare 2 years when the economy was operating
close to capacity). The relative decline in private fixed investment
net of depreciation was even sharper, from about 8 percent to about
5 percent of GDP. At the same time, personal consumption expend-
itures increased as a share of GDP from 62 percent in 1979 to 66
percent in 1989. The effects on investment of the increase in the
budget deficit likely would have been somewhat less marked if pri-
vate saving over this period had risen so as to offset the decline
in public saving. But instead both personal and business saving as
a share of GDP fell over the 1980s, exacerbating the effects of defi-
cits on interest rates and thus on investment.

High real interest rates during the early 1980s also contributed
to a sharp rise in the value of the dollar as foreign investors, at-
tracted by high yields, bought dollar-denominated assets. The ap-
preciation of the dollar in turn caused a rapid swing of the current
account balance into substantial deficit. Growing current account
deficits quickly transformed the United States from the world’s
largest creditor country into the world's largest debtor by the late
1980s. Although access to foreign capital moderated the rise in in-
terest rates and the decline in investment, the resulting buildup in
our international indebtedness required that a portion of the econo-
my’s output be used to service the foreign debt. In addition, the ap-
preciation of the dollar, combined with the decline in investment’s
share of output, had strong adverse effects on U.S. international
competitiveness.

Today, with this Administration committed to eliminating the
budget deficit—and with substantial deficit reduction already
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achieved over the past 3 years—the environment is vastly different
from that of the 1980s. The imbalances that resulted from the fis-
cal extremism of that decade can now be corrected. In contrast with
earlier policies that raised interest rates, restrained investment,
and impeded our international competitiveness, our progress in re-
ducing the budget deficit has lowered interest rates, increased in-
vestment, and improved our competitiveness. As discussed later in
this chapter, further deficit reduction over the next several years
quite possibly will require monetary policy once again to stabilize
short-run movements in the economy, this time to prevent a tight-
ening fiscal stance from pushing the economy’s growth rate below
its potential. Such an accommodative stance of monetary policy
should, in concert with deficit reduction, further enhance the cli-
mate for private investment and ensure that the economy remains
on a healthier growth path over the long term.

OVERVIEW OF 1995:
RETURNING TO POTENTIAL GROWTH

Economic growth decelerated considerably in the first half of
1995 before regaining momentum in the third quarter. Some mod-
eration in growth was anticipated because the robust expansion of
the preceding 2 years had greatly reduced the slack in the econ-
omy. Between January 1993 and December 1994, the civilian un-
employment rate fell from 7.1 to 5.4 percent, and capacity utiliza-
tion in the industrial sector rose from 81.3 to 85.1 percent. Even
after accounting for the economy’s tightening capacity constraints,
however, the moderation in growth was greater than expected. Fol-
lowing the rebound in the third quarter, evidence suggested that
the economy was once again growing at its potential rate. This
moderate pace of growth was fully reflected in the path of the un-
employment rate, which, after falling by more than a percentage
point over the course of 1994, remained virtually unchanged during
1995.

The moderate growth and reduced pace of job creation during
1995 were evidence that the economy had entered a new phase: it
had moved from recovery following the 1990-91 recession to sus-
tained growth. Thus, with the economy operating near full capacity
by late 1994, significantly higher growth in the short term probably
could not have been accommodated without a rise in inflation. The
increase in short-term interest rates over the course of 1994 and
early 1995 represented an attempt to restrain demand pressures
and hold growth close to its long-run potential.
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EXPLAINING THE MODERATION IN GROWTH DURING
THE FIRST HALF OF 1995

The moderation in economic growth during the first half of 1995
was to a large degree the consequence of the rise in interest rates
during 1994 and, to a lesser extent, the result of the crisis in Mex-
ico that began in December 1994. Higher interest rates caused a
weakening in interest-sensitive spending and an associated buildup
in inventory that led producers to restrain output. The economic
crisis in Mexico induced a sharp deterioration in the U.S.-Mexico
trade balance, further moderating growth.

At the beginning of 1994, and increasingly over the course of the
year, many observers believed that the slack in the economy that
had emerged during the recession of 1990-91 had disappeared. As
already noted, this led to concern that continued growth at any-
where near the heated pace of 1993 would lead to an increase in
inflation. These concerns were evident in rising yields on long-ma-
turity bonds beginning late in 1993 and continuing through most
of 1994. The Federal Reserve responded by raising the Federal
funds rate by 3 percentage points between February 1994 and Feb-
ruary 1995.

Despite these rate increases, the economy continued to grow at
a rapid pace through the end of 1994, while the unemployment rate
dropped another three-quarters of a percentage point in the last
half of the year. Housing starts, one of the more interest-sensitive
indicators, did not peak until December 1994. Similarly, motor ve-
hicle sales continued at a rapid pace through year’'s end, and, an-
ticipating continued strength, automakers boosted production in
the first quarter of 1995.

Higher interest rates did not affect economic growth until the be-
ginning of 1995, and then their impact was reinforced by the eco-
nomic crisis in Mexico. The slackening economy was evident as
housing starts dropped in the first 3 months of the year. Although
housing activity stabilized and then moved higher over the balance
of 1995, the fall in starts translated into declines in residential in-
vestment during both the first and the second quarter. Motor vehi-
cle sales also weakened, resulting in a buildup of inventory that
reached uncomfortable levels by the end of the first quarter. In re-
sponse, automakers cut production sharply in the second quarter,
restraining GDP growth by almost 1 percentage point at an annual
rate.

The magnitude of the moderation during the first half of the year
seems clear in retrospect but was harder to read at the time. The
advance estimate of first-quarter GDP showed a 2.1 percent (chain-
weighted) annual rate of growth—a decline from the pace of 1994,
but not a dramatic one. First-quarter growth was not revised down
to its current estimate of a 0.6 percent annual rate until the bench-

46



mark revisions of January 1996. (Box 2-2 presents an overview of
the recently released benchmark revisions of the national income
and product accounts.) Although scattered indications of weakness,
such as the declines in motor vehicle sales and housing starts, were
beginning to accumulate early in the year, the first solid evidence
was the May employment report (published in June), which showed
the first substantial drop in payroll employment in over 3 years.

Partly as a result of the moderation in growth, interest rates fell
steadily throughout the year. In response, the housing and auto-
mobile sectors retraced much of their decline during the second
half of 1995. By the end of the third quarter, reduced automobile
production and a pickup in sales had worked off much of the inven-
tory overhang. Home sales and housing starts also had returned to
stronger levels.

A review of economic performance sector by sector provides a
more detailed picture of the economy as the expansion continued
during 1995.

CONSUMPTION EXPENDITURES

During the first quarter of 1995, consumption expenditures grew
by 0.8 percent at an annual rate, after averaging 3.0 percent dur-
ing 1994. The drop in spending growth was concentrated in durable
goods, which fell by nearly 9 percent at an annual rate, with weak-
ening demand for automobiles fueling the decline. Higher interest
rates, as discussed above, are likely to have been the primary rea-
son for the retrenchment by consumers. Spending on durables re-
covered sharply in the second and third quarters, offsetting some
weakening in spending on nondurable goods and pushing overall
consumption growth back to a solid pace of about 3 percent at an
annual rate for the second and third quarters of 1995.

As the year progressed, households continued to take on debt at
a rapid rate, raising concerns that they might soon have to reduce
their spending in order to meet debt obligations. Rising delin-
quency rates on consumer loans, especially credit card lending, sug-
gested that an increasing number of households were encountering
difficulties managing their debts. Household debt (consumer and
mortgage debt) grew faster than disposable personal income, con-
tinuing the pattern of the past several years. The burden of this
debt, as measured by debt service as a share of disposable personal
income, also rose during the year, although it remained below the
value reached during the late 1980s. The rise in the debt-service
ratio during 1995 occurred despite a general decline in interest
rates over the year, and reflected mainly the sharp rise in the over-
all debt level. As debt contracts are adjusted or renewed, however,
the recent decline in interest rates should moderate the rise in debt
service. Furthermore, consumption expenditures in the long term
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Box 2-2.—The Comprehensive Revision of the National Income
and Product Accounts

Early in 1996, the Bureau of Economic Analysis released
new estimates of the national income and product accounts.
These comprehensive revisions have been done about once
every 5 years and incorporate definitional changes, statistical
changes, and updated source data in an effort to portray the
evolving U.S. economy more accurately. The latest revision in-
corporates three major improvements:

e Measures of real output and prices are estimated using
“chained dollars,” which more accurately account for the
shifting mix of products purchased and sold in the econ-
omy (see Economic Report of the President 1995 for a de-
tailed discussion of chain-weighted GDP).

e Government investment is estimated separately from
government consumption expenditures, allowing a more
accurate description of government activities and im-
proving the overall measurement of gross investment
and national saving.

e Depreciation of fixed capital is estimated using a new
methodology that better reflects the service lives of dif-
ferent types of assets.

e The revised estimates of real GDP show average annual
growth of 3.2 percent over the period 1959 to 1994, 0.2
percentage point higher than had previously been re-
ported using fixed (1987) weights. Between 1959 and
1987 growth averaged 3.4 percent per year, 0.3 percent-
age point higher than reported earlier, whereas between
1987 and 1994 it averaged 2.3 percent, 0.1 percentage
point lower than reported earlier. Most of the change in
growth rates for real GDP, as well as that of its compo-
nents, is attributable to the shift from fixed weights to
chain weights. Boxes 2-3 and 2—6 discuss other aspects
of the revised data.

are related to overall net worth as well as to consumer indebted-

ness. Hence the stock market gain of over 30 percent during 1995

should help sustain consumer spending into 1996.

BUSINESS FIXED INVESTMENT

Business fixed investment grew solidly during the first three
quarters of 1995. The growth rate of business equipment invest-
ment fell back only slightly from its torrid pace in 1994 and was
sustained by rapid investment in computers, which grew even fast-
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er during the first three quarters of 1995 than in 1994. Investment
in structures continued its recovery from the recession of 1990-91,
and grew almost as fast as equipment investment in 1995 (Chart
2-1). The extremely slow recovery of structures investment follow-
ing the recession appears to have been due in part to the over-
supply of office buildings and retail space that characterized the
runup and subsequent collapse of the real estate market during the
late 1980s and early 1990s. The vacancy rate for office space has
fallen for 3 years and is now at its lowest point in 8 years.

Chart 2-1 Real Business Fixed Investment

Investment in durable equipment and in structures continued to grow robustly
in 1995.
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Source: Department of Commerce.

It has long been recognized that reported measures of gross in-
vestment for the U.S. economy understate actual gross investment
because government investment in equipment and structures has
always been treated in the same fashion as government consump-
tion, with both reported together as government purchases. The re-
cently revised national income and product accounts now report
government investment separately from government consumption
and thus provide a more complete view of investment in the econ-
omy (Box 2-3).

INVENTORIES

The buildup of excess inventories during the first quarter of 1995
led some producers to cut back output in the second quarter so as
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Box 2-3.—New Measures of Government Investment

The Bureau of Economic Analysis now measures government
expenditures for equipment and structures as investment,
similar to the treatment of such expenditures by the private
sector. Previously, government expenditures for fixed assets
were considered to be “current account” purchases. This treat-
ment understated gross investment and saving for the economy
and ignored the service flow (or “output”) of these assets over
their lifetimes. The new approach is more consistent with
international standards and will permit more accurate com-
parison of U.S. data with those of other countries.

The new treatment of government investment has three im-
portant effects. First, it increases the share of GDP accounted
for by gross investment expenditures. Second, it reduces the
government deficit measured on a current account basis and
thus increases measured saving of the public sector. Because
of these effects, gross domestic investment and national saving
as a share of GDP each are reported about 3 percentage points
higher compared with the earlier approach, to 18 percent and
15 percent, respectively, over the period 1970 to 1995. Finally,
the new approach partly accounts for services provided by the
government capital stock and thus raises the measured output
of the government sector and the economy. For recent years,
GDP is about 1.8 percent higher, due to the service flow of the
government capital stock.

A rough way of measuring the importance of government in-
vestment is to compare it to total investment. Between 1959
and 1994, total government investment as a share of private
nonresidential fixed investment plus government investment
fluctuated between 20 and 40 percent, while government
nondefense investment varied between 14 and 23 percent.
Thus, even leaving aside investment for defense purposes, the
earlier approach to measuring the economy’s fixed investment
misclassified a significant portion of spending aimed at aug-
menting and maintaining the Nation’s productive capacity.

The new approach does not measure government investment
in human capital or the environment. Investments in edu-
cation or a cleaner environment are hard to measure, but also
yield returns over time just as certain as those from invest-
ments in highways and office buildings.
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to reduce inventories relative to sales. Producers continued to pare
inventories, especially in the automotive sector, during the third
quarter. By late in the year much of the earlier overhang had been
worked off. By year's end, however, automobile industry data
showed the inventory-to-sales ratio moving back up, although it re-
mained below the levels reached earlier in the year.

RESIDENTIAL INVESTMENT

As alluded to above, a decline in residential investment during
the first half of the year was a major factor in slowing the rate of
economic growth. The rise in mortgage interest rates in 1994 had
a lagged effect on the housing market, which began to lose its foot-
ing in early 1995 as housing starts and home sales both fell during
the first quarter. Residential investment, which had shown hints of
weakness toward the end of 1994, declined abruptly during the
first half of 1995. By June, however, declining mortgage rates had
revived the housing sector, as both starts and sales regained some
ground. The improvement held firm over the summer and was re-
flected in a bounceback in residential investment during the third
quarter.

NET EXPORTS

After declining during the last quarter of 1994, the net export
deficit (imports minus exports of goods and services) rose sharply
during the first half of 1995. The rise was due in part to the severe
contraction of the Mexican economy that began at the end of 1994
following the peso crisis, and which resulted in a sharp fall in U.S.
exports to Mexico. The U.S. merchandise trade balance with Mexico
deteriorated from a surplus of about $1 billion in 1994 to a deficit
over the first half of the year of about $8 billion.

By the latter part of the year, however, other factors, notably
strong U.S. competitiveness and the lagged effects of earlier move-
ments in exchange rates reestablished the trend toward a shrink-
ing external deficit (see Chapter 8 for further discussion of ex-
change rates and the current account balance). By the third quar-
ter, exports of goods and services were once again growing briskly,
outpacing a slowing rate of growth for imports of goods and serv-
ices. As a result, net exports contributed importantly to growth
during the third quarter.

INFLATION

Inflation remained remarkably low and stable during 1995
(Table 2-1). The consumer price index (CPI) increased by 2.5 per-
cent over the 12 months of 1995—down 0.2 percentage point from
its year-earlier pace. Inflation as measured by the CPI has now run
at less than 3 percent per year for the past 4 years, for the first
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time since the 1960s. This impressive record suggests that a regime
change has taken place, whereby households and businesses have
come to expect low inflation for the foreseeable future.

TABLE 2—1.—Measures of Inflation

Measure 1994 1995

Percent change

GDP chain-type price iNdeX .........cccoueereveennne s s 23 127
Non-0il import Prices ......coomereeernererneenns s 38 23
CPI-U:
All items ....... et e 27 25
All items less food and energy ......... TR 26 3.0
PPI:
Finished goods ................ SO s 17 22
Finished goods less food and energ s s 16 25
Intermediate materials less food and energy ............ O RRROON 5.2 31
Crude materials .........cooevrverrerenrerinnns e -5 41
Employment cost index: 2
Total cOMPENSALION ......coovevereerrrirenns s 33 2.6
Wages and salaries . s s . 29 28
BENEFitS .oouvvvervcirierieisieinns e et 4.0 21

1 Preliminary.

2 For private industry workers.

Note.—Inflation as measured by the GDP price index and the employment cost index is computed from third quarter to
third quarter; by non-oil import prices, from November to November; and by the CPI-U and PPI, from December to December.

Sources: Department of Commerce and Department of Labor.

The increase in the CPI during 1995 was held down by a decline
in energy prices and a slowing in the rise of food prices, which in-
creased almost a percentage point less than a year earlier. Core in-
flation, as measured by the CPI excluding food and energy, in-
creased at a 3.0 percent annual rate over the 12 months of 1995,
up 0.4 percentage point from the year-earlier rate. Inflation seemed
to be proceeding at a faster pace during the first 5 months of the
year but eased off thereafter. The early runup and the subsequent
moderation largely reflected the pattern of used car prices, airfares,
and automobile finance charges.

Hourly compensation in the private sector, as measured by the
employment cost index, increased 2.6 percent in the year ending in
the third quarter, versus a 3.3 percent increase during the year-
earlier period. A slowdown in benefit costs—especially for health
insurance and retirement programs—accounted for almost all of
the deceleration. The increase in wages and salaries, in contrast,
was little changed from its year-earlier pace. Overall, the evidence
suggested an absence of any wage pressures as the expansion con-
tinued. The absence of significant acceleration in inflation, either
for prices or for wages, especially as the unemployment rate re-
mained around 5.6 percent for the year, led some observers to sug-
gest that the unemployment rate consistent with stable inflation
had fallen (Box 2-4). A possible decline in the sustainable unem-
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ployment rate raises important challenges for macroeconomic pol-
icymaking (Box 2-5).

Box 2-4.—Has the Sustainable Rate of Unemployment Fallen?

As the economic expansion continued during 1995, and un-
employment remained well below 6 percent without sparking
a rise in inflation, some economists suggested that the mini-
mum sustainable unemployment rate or so-called NAIRU
(Non-Accelerating-Inflation Rate of Unemployment) has de-
clined.

During the 1980s, the core rate of inflation increased when
the unemployment rate was below 6 percent and decreased
when it was above 6 percent (Chart 2-2). In contrast, for over
a year now the unemployment rate has fluctuated narrowly
around 5.6 percent, yet the core rate of inflation has remained
roughly stable rather than risen. (Wage inflation, as measured
by the employment cost index, also has remained stable.) This
recent evidence strongly argues that the sustainable rate of un-
employment has fallen below 6 percent, perhaps to the range
of 5.5 to 5.7 percent. The Administration’s forecast falls on the
conservative end of this range by projecting the unemployment
rate at 5.7 percent over the near term.

Explanations for why the sustainable rate of unemployment
may have fallen generally focus on structural changes in the
U.S. economy that may have restrained increases in wages and
prices. For example, increased domestic and international com-
petition, a decline in unionization, and increased concern about
job security are possible reasons why, at current levels of un-
employment, wage and price pressures have been so subdued.
In addition, since the sustainable unemployment rate is relat-
ed to frictional unemployment, and since such job mobility is
high among young workers, the recent fall in the labor-force
share of young workers may have contributed to the possible
decline in the sustainable rate, just as the increase in young
workers during the 1970s contributed to its rise.

EMPLOYMENT AND PRODUCTIVITY

During 1995, the economy managed to create enough jobs not
only to replace those lost as a result of corporate restructuring and
downsizing, but also to provide employment for new entrants. As
a result, the unemployment rate remained roughly constant.

A deceleration in the pace of job creation accompanied the econo-
my’s move from economic recovery to sustained economic expan-
sion. Growth in payroll employment dropped to 146,000 per month
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Chart 2-2 The Sustainable Rate of Unemployment in the 1980s
In the 1980s, inflation picked up when the unemployment rate fell below 6 percent. For over 17
months now, unemployment has remained below 6 percent without sparking a rise in inflation.
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Note: Change in inflation is the difference between the eight-quarter percent change in the CPI excluding food
and energy and its eight-quarter lagged value. Unemployment rate is lagged four quarters.
Sources: Department of Labor and Council of Economic Advisers.

in 1995—down from 294,000 per month a year earlier. Coming on
the heels of a strong fourth quarter of 1994, job gains remained
solid in the first quarter, slowed in the second, and then averaged
138,000 per month during the third and fourth quarters. The mod-
erate pace of job growth in the second half is about what can be
expected as the economy grows at its potential rate.

Official statistics show that 7.7 million jobs have been created
since this Administration took office, but the best estimate is con-
siderably stronger. Analysis of forthcoming revisions to estimates of
payroll employment indicates that the job gains between March
1994 and March 1995 were stronger than currently estimated. As
a result, after the revisions are announced this June, measured job
growth through the end of 1995 should exceed 8 million. Over 50
percent of job growth in the private sector during 1995 occurred in
“high wage” industries—those with an average wage above an em-
ployment-weighted median for all industries in 1993. For the past
3 years, the share of employment growth concentrated in these in-
dustries has continually risen.

The unemployment rate fluctuated in a narrow band around 5.6
percent during 1995, as increases in the number of jobs fully ab-
sorbed increases in the labor force. The growth rate of the labor
force from 1994 to 1995 differed little from the growth rate of the
population—a pattern that has persisted since 1989. Over this pe-
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Box 2-5. Macroeconomic Policy and the Sustainable
Unemployment Rate

A controversial issue in macroeconomic policy is whether the
benefits from further reducing the unemployment rate when
the economy is operating near full capacity outweigh the costs
of possibly increasing the inflation rate. This controversy cen-
ters on how the sacrifice ratio (the change in unemployment
associated with a given change in inflation) varies as inflation
is reduced or increased. For example, in terms of output and
unemployment, is the loss from reducing inflation by 1 percent-
age greater than the benefit from increasing inflation by 1 per-
centage?

The view that the unemployment rate must change by more
when inflation is reduced than when it is increased, and the
related view that a small increase in inflation may spark run-
away inflation, have been used as a basis for cautious policy.
For instance, some economists urge waiting until the evidence
is overwhelming that the sustainable rate of unemployment
has fallen before allowing an additional decline in the actual
unemployment rate. The argument is that the cost of returning
to the initial low rate of inflation if the sustainable rate has
not changed vastly outweighs the benefit of learning whether
it has in fact changed.

Much empirical work suggests, however, that for small
changes, increases and decreases in inflation exhibit the same
sacrifice ratio. And, small increases in inflation historically
have not triggered runaway inflation. Thus, if policymakers re-
duced unemployment in the belief that the sustainable rate
had fallen but were wrong and inflation increased, inflation is
unlikely to “take off,” and the cost of returning inflation to its
earlier level would roughly equal the benefit of having tempo-
rarily lowered the unemployment rate. The gain, of course, if
policymakers were right and the sustainable rate had fallen
would be lower unemployment with unchanged inflation.

Furthermore, the sustainable rate itself is determined, in
part, by institutional arrangements that result from the overall
economic environment. As the economy gradually moves to
lower inflation, arrangements that tend to amplify wage and
price movements, such as cost-of-living clauses, become less
common. In such an environment, gradual reductions in the
unemployment rate that cause little change in inflation can ac-
tually reinforce market participants’ views that the sustainable
rate has fallen.
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riod the labor force participation rate has remained virtually flat,
in sharp contrast to rising participation rates during the 1970s and
1980s (Chart 2-3). Because the participation rate is cyclical, rising
toward the end of an expansion, one might have expected the ear-
lier trend to reassert itself as the current expansion matured. In-
stead, the stagnant participation rate has been one of the more en-
during features of this expansion.

Chart 2-3 Labor Force Participation Rates
The overall participation rate has recently fallen below its trend rate of increase. A slower rise
in the rate for women accounts for most of this break from trend.
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Note: Data refer to persons 16 years and over. Pre-1994 participation rates are corrected for effects of the
revised Current Population Survey questionnaire.
Sources: Department of Labor and Council of Economic Advisers.

The stalling of the rise in the overall labor force participation
rate is due mainly to a deceleration in the participation rate for
women; the participation rate for men has fallen no faster than in
earlier years. The flattening out of the female participation rate is
probably the result of long-term demographic trends. As Chart 2—
4 shows, the ratio of children per woman aged 20 to 54 fell between
the late 1960s and the early 1980s, echoing the earlier pattern in
the birth rate. The decline in this ratio allowed an increasing frac-
tion of women to enter the labor force between the mid-1970s and
mid-1980s, but its subsequent flattening in the late 1980s has lim-
ited further increases in participation.

While the increase in the overall labor force participation rate
has slowed since the late 1980s, productivity growth appears to be
little changed. Labor productivity has grown at an estimated 1.1
percent annual rate since the last business cycle peak in the second
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Chart 2-4 Women'’s Labor Force Participation Rate, Child Dependency Ratio,
and Birth Rate

The upward trend in women'’s labor force participation has stalled, as both the
birth rate and the number of children per woman have leveled off.
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Sources: Departments of Health and Human Services and Labor, and Council of Economic Advisers.

quarter of 1990, about the same as the trend rate during the entire
post-1973 period (Chart 2-5). The figures discussed here are new
estimates of productivity using the recently revised GDP data. See
Box 2-6 for details about these estimates and Box 2—7 for a discus-
sion of the relationship between productivity and real wages.

Table 2-2 shows the relative contributions of productivity and
labor force growth to output growth, both over the past few decades
and as projected for the next several years. In the past, the relative
importance of these determinants of long-run growth have varied
substantially across time periods. During the 1960-73 period, out-
put growth was fueled by a rapid increase in both the working-age
population and productivity. Productivity growth slowed dramati-
cally after 1973, but was partially offset in the mid- and late 1970s
by an increasing rate of labor force participation. From 1981 to
1995, the growth rate of the working-age population slowed dra-
matically, but was countered by stabilization in the length of the
workweek and other factors. The Administration forecast of 2.3
percent average GDP growth for the next 7 years reflects projec-
tions of 1.2 percent average growth in productivity and 1.1 percent
average growth in the labor force. Measured productivity is ex-
pected to grow a bit faster than in the recent past as further deficit
reduction boosts investment, and planned adjustments to the CPI,
which affect productivity measures, are implemented.

57



TaBLE 2—-2.—Accounting for Growth in Real GDP, 1960-2002

[Average annual percent change]

1960 1 1973 \% 1981 | 1995 Il
Item to
1973 [\ 1981 1] 1995 1l 2002
1) Civilian noninstitutional population aged 16 and over .... 18 18 11 1.0
2) PLUS:  Civilian labor force participation rate 2 5 3 1
3) EQUALS: Civilian labor force?® ............ 20 24 14 11
4) PLUS:  Civilian employment rate ! 0 -4 1 .0
5) EQUALS: Civilian employment? .......... 20 2.0 15 11
6) PLUS:  Nonfarm business employment as a share of civilian em-
ployment 12 . . . 1 1 1 1
7) EQUALS: Nonfarm business employment 21 2.1 17 1.2
8) PLUS:  Average weekly hours (nonfarm business sector) -5 -7 0 0
9) EQUALS: Hours of all persons (nonfarm business) 16 13 16 12
10) PLUS:  Output per hour (productivity, nonfarm business) 29 11 11 1.2
11) EQUALS: Nonfarm business output 45 25 28 24
12) LESS:  Nonfarm business output as a share of real GDP3 .. -3 0 -2 -1
13) EQUALS: Real GDP 4.2 25 25 2.3

1 Adjusted for 1994 revision of the Current Population Survey.
2Line 6 translates the civilian employment growth rate into the nonfarm business employment growth rate.

3Line 12 translates nonfarm business output back into output for all sectors (GDP), which includes the output of farms
and general government.

Note.—Data may not sum to totals due to rounding.
Except for 1995, time periods are from business-cycle peak to business-cycle peak to avoid cyclical variation.

Sources: Council of Economic Advisers, Department of Commerce, and Department of Labor.

Chart 2-5 Actual and Trend Labor Productivity
Smoothed for cyclical fluctuations, labor productivity has grown at a steady
1.1 percent average annual rate since 1973.
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Box 2-6. New Productivity Estimates

The estimates of productivity in Chart 2-5 use the new,
chain-weighted measure of output and data from the product
side rather than the income side of the national income ac-
counts. The new estimates avoid the biases inherent in a fixed-
weight measure of output. The previous fixed-weight measure
biased productivity growth downward before the base year
(1987) and upward thereafter, with larger biases in years fur-
ther from the base year. These biases produce the illusion that
productivity growth had improved from the 1970s to the 1980s
and improved again to the 1990s. Still, many problems remain.
For example, quality improvements often go unrecognized, es-
pecially in the service sector, biasing estimates of service-sector
output downward. Although it is not clear that
mismeasurement in services is more important today than in
past decades, the increasing size of the service sector raises the
suspicion that these problems are now relatively larger (see
Economic Report of the President 1995 for a discussion of the
problems associated with measuring productivity).

INCOMES

Income growth during the first three quarters of 1995 moderated
a bit from its pace during 1994, reflecting mainly the deceleration
in employment growth. Real disposable income increased at an an-
nual rate of 2.4 percent for the first three quarters, just below the
2.6 percent rate over 1994. The slight decline from the year-earlier
pace was due to a pause in income growth during the second quar-
ter, which accompanied the overall moderation in economic growth.

Corporate profits increased in 1995, at about the same pace as
1994. The pattern over the year followed that of overall economic
growth, with profits softening during the first half and rebounding
strongly during the third quarter. Other components of national in-
come likewise increased at more moderate rates during 1995, with
the exception of rental income which declined through the third
quarter.

MONETARY POLICY AND INTEREST RATES IN 1995

Monetary policy changed little during 1995. After raising the
Federal funds rate by half a percentage point (to 6.0 percent) in
February, the Federal Reserve held it constant until July, when it
lowered the rate by a quarter of a percentage point. In late Decem-
ber, the Federal Reserve cut the rate another quarter percentage
point, so that 1995 ended with the Federal funds rate at 5.5 per-
cent, exactly where it had begun the year. In line with the relative
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Box 2-7. Productivity and the Real Wage

Do employees benefit on average, either directly through an
increase in compensation or indirectly through lower prices,
from increases in their productivity? Conventional economic
theory says that they should, at least over long periods. His-
torically, the evidence has borne this out. During the past few
years, however, questions increasingly have been raised about
whether the benefits of recent productivity gains have indeed
gone to employees.

Some observers point out that hourly compensation (wages
plus benefits) adjusted for changes in consumption prices has
not kept pace with productivity in recent years. This “real con-
sumption wage,” however, is not the appropriate measure for
assessing whether firms are remunerating employees for in-
creases in productivity. Because firms hire an additional em-
ployee only if the cost of doing so is less than or equal to the
value of that employee’'s output, a more appropriate measure
to compare with productivity is compensation adjusted for out-
put prices. This “real product wage” has tracked productivity
in recent years (Chart 2-6).

The real consumption wage has risen recently by less than
the real product wage because prices for goods and services
that employees consume have risen by more than prices for
goods and services they produce. A large part of this diver-
gence likely is due to computer prices, which have fallen rel-
ative to most other prices. Because spending on computers rep-
resents a smaller share of personal consumption expenditures
than computer production does of aggregate output, the decline
in their price has restrained output prices by more than it has
consumption prices.

Although the divergence between consumption and output
prices explains much of the gap between productivity and the
real consumption wage, pre-benchmark data also had shown a
small gap between productivity and the real product wage. The
new GDP data eliminate this gap.

Employees, of course, care more about the purchasing power
of their wages (the real consumption wage) than about any
“wage-productivity gap.” And the stagnation of wages over the
past two decades, particularly for the lower part of the income
distribution, is cause for concern. Ultimately, however, the only
way in the long run to raise real wages is to raise productivity.
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Chart 2-6 Measures of Real Compensation and Labor Productivity
The real product wage has kept pace with productivity, whereas the real
consumption wage has not.
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Sources: Departments of Commerce and Labor, and Council of Economic Advisers.

constancy of the Federal funds rate, other short-term interest rates
declined only modestly during 1995, with the rate on 3-month
Treasury bills dropping just half a percentage point compared with
the end of 1994.

In contrast, longer term rates declined sharply over the course of
the year. At the end of 1995, yields on 30-year, 10-year, and 3-year
Treasury securities had fallen more than 2 percentage points from
their peaks in late 1994. As a consequence, the spread between
long- and short-term interest rates narrowed sharply, and the yield
curve (which plots rates of interest for debt of different maturities)
was remarkably flat at the end of 1995 (Chart 2-7).

The flatness of the yield curve is consistent with several expla-
nations. The most probable is that investors expect short-term in-
terest rates, including the Federal funds rate, to decline further.
Certainly, evidence from the futures market for Federal funds sup-
ports this hypothesis and suggests that, as of February 5, 1996, in-
vestors expected a decline in the Federal funds rate on the order
of half a percentage point to occur by July 1996 (Chart 2-8).

An expected decline in short-term nominal interest rates could
reflect an expected decline in real interest rates or an expected de-
cline in future inflation, or both. Real short-term interest rates
might be expected to decline because the tightening stance of fiscal
policy (as the deficit is reduced) increases the probability that eco-
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Chart 2-7  The Yield Curve
The yield curve flattened in 1995 as long-term interest rates declined by more
than short-term interest rates.
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Chart 2-8 Federal Funds Rate
The futures market for Federal funds anticipates a decline in the Federal
funds rate over the first half of 1996.
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nomic growth will slow in the short run, and thus makes it more
likely that the monetary authorities would have to lower real short-
term interest rates to stabilize output. On the other hand, if output
is not fully stabilized and falls below its potential, the rate of infla-
tion should decrease. In this case, much of the expected decline in
future nominal interest rates would reflect a drop in the expected
premium for inflation.

The superb performance of the stock market—both the Dow in-
dustrial average and the broader S&P 500 index rose by more than
33 percent during 1995—seems to favor the view that real short-
term interest rates are expected to fall. In general, equity prices
should move positively with the current level and expected real
growth rate of dividends, and inversely with the real rate of inter-
est. Although dividend growth was very strong over the year, these
gains probably were not sufficient, even with an associated perma-
nent shift upward in the level of expected future real dividends, to
explain the phenomenal gains in stock prices during 1995. More
likely, investors anticipated that a decline in real short-term inter-
est rates would be forthcoming.

FISCAL POLICY IN 1995

The budget deficit for fiscal 1995 was $164 billion, substantially
below estimates made earlier in the year. The budget deficit has
now declined for 3 years in a row, for the first time since the 1940s.
Were it not for the interest payments on debt accumulated during
past Administrations, the budget last year would have been in sur-
plus (see Chart 2-9). The sharp decline in the budget deficit has
slowed the rise in the national debt sufficiently that the ratio of the
national debt to GDP has remained roughly constant for the past
2 fiscal years.

Part of the improvement in the deficit is likely to be associated
with the state of the business cycle. Tax revenues relative to ex-
penditures tend to rise during an expansion and fall during a re-
cession. To assess changes in fiscal policy, economists adjust the
budget deficit (or surplus) for economic conditions. On this basis,
the Administration’s progress in reducing the deficit also was evi-
dent during 1995, as the cyclically adjusted, or structural, budget
deficit continued to decline (Chart 2-10).

The progress in reducing the deficit was made possible by the
Omnibus Budget Reconciliation Act of 1993, which cut constant-
dollar government purchases of goods and services over the past 2
years. Furthermore, as part of the ongoing efforts of this Adminis-
tration to downsize government, the Federal workforce has been re-
duced substantially. Between January 1993 and November 1995,
Federal civilian employment (excluding the Postal Service) has de-
clined by about 215,000, leaving the Federal workforce smaller
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Chart 2-9 Federal Budget Receipts and Non-Interest Outlays
The Federal budget excluding net interest payments was in surplus last fiscal year.
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Chart 2-10 Federal Budget Deficit
As the Federal budget deficit has declined over the past 3 years, the deficit adjusted
for the business cycle--the so-called structural deficit--also has fallen.
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than at any time since the mid-1960s. Moreover, as the next few
years unfold, the drop in employment should approach the target
of 272,911 agreed to as part of the Federal Workforce Restructur-
ing Act of 1994.

Two government shutdowns occurred late in the year and tempo-
rarily interrupted the disbursement of some Federal spending. Be-
cause most of this spending was restored once the shutdowns
ended, the overall stance of fiscal policy was largely unaffected.
However, the shutdowns did exact a significant budgetary cost and
lowered real GDP growth by roughly 0.25 to 0.5 percentage point
at an annual rate during the fourth quarter of 1995.

The Congress also failed to pass legislation acceptable to the Ad-
ministration for an extended increase in the debt ceiling on Federal
borrowing authority, forcing the Secretary of the Treasury to take
extraordinary actions to ensure that the United States did not de-
fault for the first time in its history. As this Report went to press,
the Congressional leadership had made a commitment in a letter
to the President to pass a mutually acceptable debt limit increase
by February 29. Passage of a straightforward long-term extension
of the debt ceiling still is required to avoid a potential future de-
fault.

WHAT CAUSES ECONOMIC EXPANSIONS TO END?

The current economic expansion began in March 1991 and, as of
February 1996, had run for 59 months, a little longer than the 50-
month average for expansions since the end of World War Il and
the third-longest of the 10 postwar expansions (Chart 2—-11). As the
expansion continued past the postwar average, some reports point-
ed to its age and raised the possibility that it might soon falter,
with the economy dipping into recession. Expansions, however, do
not end simply because they have somehow reached the end of
their “normal” life span. Rather, expansions end because of changes
in economic conditions or policies.

The length of postwar economic expansions has varied substan-
tially, with the shortest one, in 1980-81, lasting only 12 months
and the longest, that of 1961-69, 106 months. Such large dif-
ferences make the average length of expansions a relatively
uninformative guide to the life expectancy of the current expansion
(Box 2-8). A far better way to judge whether the expansion is
about to end is to assess whether the economic symptoms that
often precede a downturn—rising inflation, rising interest rates, fi-
nancial imbalances, banking sector troubles, or an inventory over-
hang—have begun to appear, and if so, whether monetary or fiscal
policies could successfully offset these symptoms. In the early
1960s, for example, the Kennedy and Johnson Administrations ju-
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Chart 2-11 Length of Economic Expansions
The current expansion has run for 59 months, slightly longer than the average
postwar expansion.
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diciously applied tax policy as a tool of aggregate demand manage-
ment to abort an impending downturn.

Box 2-8.—Duration Analysis of Business Cycles

Economists have used statistical methods to determine
whether the end of an expansion or a recession becomes more
likely the longer it goes on. Most findings show that, for busi-
ness cycles since World War 11, expansions are not significantly
more likely to end simply because they get older, whereas re-
cessions are (Chart 2-12). Although this difference between ex-
pansions and recessions is consistent with several expla-
nations, the most likely reason is that policymakers since
World War Il have more actively engaged in countercyclical
monetary and fiscal policies. With policymakers attempting to
sustain expansions, events that precipitate downturns—such
as oil price shocks or policy mistakes—are as likely to occur
early as late in an expansion, so the length of an expansion
does not affect the chance that it will soon end. On the other
hand, if the pressure on policymakers to stimulate the economy
grows stronger the longer a recession persists, then a recession
that has lasted a while will be more likely to end in the next
month than a recession that has just begun.
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Chart 2-12 Probability that an Expansion or a Contraction Will End
The longer a contraction lasts, the higher the probability that it will end in the next month.
This is not true for expansions--they do not exhibit "duration dependence."
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ECONOMIC SYMPTOMS PRECEDING A DOWNTURN

The onset of most recessions since World War 1l has followed a
sustained increase in the core rate of inflation (Chart 2-13). The
rise in inflation sometimes has been precipitated by external
events—such as foreign crises that have raised oil prices—and
sometimes has resulted from overly stimulative fiscal or monetary
policies. In the case of a foreign price shock, core inflation may rise
if the foreign price increase gets incorporated into the process of
setting domestic wages and prices. In the case of overly stimulative
policies, core inflation may rise if the economy is pushed to operate
at a level above full capacity (the unemployment rate is forced
below its sustainable level).

A common pattern is that a sustained increase in the core rate
of inflation eventually triggers an increase in short-term interest
rates. In general, a greater ongoing acceleration of prices can lead
to a sharper subsequent downturn. For example, during the late
1970s, although the Federal Reserve had begun to tighten policy
just prior to the pickup in core inflation, the bulk of its tightening
came only as inflation was rising rapidly. As a result, the subse-
quent tightening was much greater than it might have been if
tightening had started somewhat earlier. Accordingly, one of the
most important factors in assessing the chance that an expansion
will end is the recent evidence on the core rate of inflation.
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Chart 2-13 Changes in Core Inflation
A sustained rise in core inflation has preceded most postwar recessions.

Percentage points
3

L
O\M /‘/ A | A /\/\/\ﬁ/ AN\

V V N VA% \/\IVV 9] VW\/V v

A Y I L1 Iy I I
-3
1967 1969 1971 1973 1975 1977 1979 1981 1983 1985 1987 1989 1991 1993 1995

Note: Data are differences in four-quarter percent changes in the CPI less food and energy. Shaded
areas denote recessions.
Sources: Department of Labor and Council of Economic Advisers.

After trending downward from its recent peak in 1990, core infla-
tion has been low and stable over the past 2 years (Chart 2-14).
In addition, during 1995 interest rates fell, especially during the
last part of the year. As they did so, the interest-sensitive housing
and automobile sectors recovered from their slackening earlier in
the year. Thus, with inflation stable and interest rates likely to de-
cline further, the evidence strongly supports continuing economic
expansion.

The 1990-91 recession, however, did not follow the typical pat-
tern of rising interest rates preceding a downturn (although it did
follow the pattern of a prior increase in core inflation). When that
downturn arrived, some short-term interest rates had been falling
for a full year. But a distinguishing feature of the period preceding
that recession was the weakened condition of financial institutions,
especially savings and loan associations and banks. Unlike in the
late 1980s and early 1990s, when savings and loan associations
and many banks were in financial difficulty due in part to the col-
lapse of an overheated real estate market, banks today are on a
more stable footing. The better financial situation of the banks sug-
gests that the system should be able to adapt more easily today to
any adverse shift in interest rates or real estate values, thereby
limiting the consequences for the overall economy.
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Chart 2-14 Core Inflation Rate
Core inflation has remained low and roughly stable for the past 3 years.
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Finally, a sharp rise in inventories can often signal that spending
has unexpectedly fallen, and can lead firms to cut production, pos-
sibly precipitating a recession. After a buildup of inventory during
the early part of last year, the subsequent moderation in produc-
tion helped to reduce the overhang. As a result, inventories pres-
ently are at more manageable levels.

SHORT-RUN MACROECONOMIC EFFECTS OF
REDUCING THE BUDGET DEFICIT

As the budget moves toward balance over the next 7 years, two
factors will help to ensure that deficit reduction sustains economic
growth in the short run. First, a forward-looking response of finan-
cial markets to deficit reduction can accelerate the decline in real
long-term interest rates, bringing forward the investment dividend
associated with balancing the budget. Second, an accommodative
monetary policy can validate the market's response and reinforce
its positive effects on short-run growth. But such a response by fi-
nancial markets that is backed-up by monetary policy ultimately
depends on the credibility of the deficit reduction itself.

The Response of Financial Markets

Cutting the deficit reduces the government’s claim on the output
of the economy, either directly through lower purchases of goods
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and services or indirectly through reduced transfer payments, free-
ing up resources for use by the private sector. Thus, the critical
question for the outlook is whether or not spending by the private
sector will rise and take advantage of the newly available re-
sources, thereby sustaining growth in the short term. The answer
depends largely on whether financial markets adjust sufficiently in
response to deficit reduction so as to support the level of aggregate
spending.

Adjustments in financial markets can stimulate spending in the
economy in two major ways. First, deficit reduction raises private
investment spending, primarily through a decline in real long-term
interest rates, that is, long-term interest rates adjusted for expecta-
tions of future inflation. Second, deficit reduction spurs inter-
national competitiveness, leading to an improvement in the current
account balance. Part of this improvement comes through expan-
sion of exports to our trading partners and part comes through
shifts by consumers and businesses away from imports and toward
more competitive U.S. products. How much of the stimulus comes
through investment and how much through net exports depends on
the response of interest rates and interactions between interest
rates and exchange rates. In the end, however, the stimulus will
depend largely on the magnitude and timing of the decline in real
long-term interest rates.

Some increase in spending could occur purely as a result of a fall
in nominal interest rates that reflects entirely a drop in expecta-
tions about future inflation, leaving real rates unchanged. This
might happen, for example, if qualifying standards for access to
mortgage credit are specified in nominal terms, so that a decline
in nominal interest rates allows more individuals or businesses to
borrow even though real interest rates have not declined. Overall,
though, a rise in aggregate spending due to this effect is likely to
be far less important than the rise in spending accompanying a
drop in real interest rates.

Deficit reduction can lower real long-term interest rates through
three channels. First, a shrinking deficit directly lowers real long-
term interest rates through a “portfolio” channel, as reduced gov-
ernment borrowing over time lowers the supply of government
bonds relative to other assets. Second, a shrinking deficit lowers
real long-term interest rates through an “aggregate demand” chan-
nel, as the shift to a contractionary fiscal policy weakens aggregate
spending and money demand. Third, a shrinking deficit lowers real
long-term interest rates through a “term-structure” channel. More
prudent fiscal policy diminishes the likelihood that monetary policy
in the future may have to restrain an overheating economy and
lowers expected real short-term interest rates. Since long-term in-
terest rates depend on the current and expected future levels of
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short-term rates, an expected decline in future short-term rates
will be reflected in a decline in long-term rates.

The Importance of Forward-Looking Expectations

When market participants are forward-looking and anticipate
(correctly) that the monetary authority will accommodate future
credible deficit reduction, real long-term interest rates fall by more
than when market participants either do not view future deficit re-
duction as credible or believe that monetary accommodation will
not be forthcoming. To understand why credible deficit reduction
accompanied by appropriate monetary accommodation leads to
greater declines in long-term interest rates, we have to understand
the relationship between short-term and long-term interest rates.
Market participants investing their funds for say, 10 years, have
a choice of buying a 10-year bond, or buying a 1-year bond, and
rolling it over next year into another 1-year bond, and so forth. Ad-
justing for the differences in risk, the two investment strategies
should yield the same return. In the absence of risk, this would
mean that the long rate would simply equal the average of ex-
pected short rates over the 10-year period.

Deficit reduction that is viewed as credible and likely to be ac-
companied by future monetary accommodation leads investors to
expect a future decline in short-term rates. Because long-term
bonds must yield the same return (up to a risk premium) as a se-
ries of successive short-term bonds, long-term rates also will de-
cline, typically by more than current short-term rates. In addition,
credible deficit reduction that is accompanied by a more stable and
certain fiscal policy, could further lower real long-term interest
rates through a reduction in the “risk premium.” With investors
more certain about the future, long-term investments become less
risky and the premium paid on such investments falls. On the
other hand, if market participants believe the deficit reduction is
not credible, then they will not expect additional future declines in
real short-term interest rates and the risk premium will not fall,
so that the decline in current real long-term rates will be less. In
this case, a larger drop in current short-term interest rates would
be necessary to lead to a sufficient decline in long-term rates so as
to sustain aggregate spending and ensure full employment.

The evidence over the past 3 years, which witnessed deficit re-
duction combined with economic recovery, shows that interest rate
declines can more than offset the contractionary effects when mar-
ket participants are forward looking. In particular, the decrease in
long-term interest rates occurred in anticipation of the deficit re-
duction, and had the desired effects of stimulating investment—not
only in offsetting the shift to a contractionary fiscal stance, but in
supporting the economic recovery.
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The success thus far of financial markets in ensuring that deficit
reduction does not compromise near-term growth does not mean
that appropriate monetary policy is unimportant. Monetary pol-
icy—which operates with long and variable lags—needs to antici-
pate both the pattern of deficit reduction and other events which
affect the level of aggregate economic activity. If monetary policy,
for instance, follows a rule and responds to increases in the unem-
ployment rate above its sustainable level only after the increases
have occurred, then paths of more rapid deficit reduction would be
accompanied by higher average levels of unemployment. But with
a pre-announced schedule of credible deficit reduction, the shifting
fiscal stance could be incorporated into monetary policymaking,
taking account of normal lags. And, with investors expecting future
deficit reduction, the market does much of the work of accelerating
the decline in interest rates, so that relatively little change may be
required in monetary policy to sustain growth in the short run.

Analysis using macroeconometric model simulations confirm
these patterns. In one simulation, with monetary policy following
a feedback rule (but not fully offsetting the effects of deficit reduc-
tion on the output gap) and with investors perfectly anticipating fu-
ture changes in interest rates, long-term interest rates fall much
more quickly than short-term interest rates—mirroring the pattern
observed during 1995. In another simulation, investors are not for-
ward-looking and monetary policy fails to accommodate the effects
of deficit reduction and instead holds constant the rate of increase
in the money supply. Although market forces lead to a decline in
short-term and long-term interest rates and an associated increase
in investment, in this simulation the decline in rates is not suffi-
cient to sustain the economy at full employment. The message from
this analysis is that the combination of credible deficit reduction
and a well-designed monetary policy that anticipates future deficit
reduction can avoid potential contractionary effects on the econ-
omy.

FORECAST AND OUTLOOK

The economic expansion is forecast to continue throughout 1996,
as the effects of recent declines in long-term rates boost spending.
Over the 7-year forecast horizon, output is projected to track poten-
tial output and the rate of inflation is expected to remain roughly
constant (Table 2-3).

Real GDP is projected to grow at its potential rate of 2.2 percent
during 1996 (on a fourth-quarter-over-fourth-quarter basis), as in-
vestment in both the housing and the business sectors responds to
lower interest rates and as consumption spending is supported by
recent gains in stock market prices. Inflation, as measured by the
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TABLE 2-3.—Administration Forecast

Actual
Item 1996 1997 1998 1999 2000 2001 2002
1994 1995
Percent change, fourth quarter to fourth quarter

Nominal GDP ............. 59 141 51 51 51 51 51 51 51
Real GDP (chain-

[1701:) S 35 115 22 23 23 23 2.3 23 23
GDP price index

(chain-type) .......... 23 125 2.8 2.7 2.7 2.7 2.7 2.7 2.7
Consumer price index

[(G2(E) I 2.6 2.7 31 2.9 28 2.8 2.8 2.8 2.8

Calendar year average

Unemployment rate

(percent) ... 6.1 5.6 5.7 57 5.7 5.7 57 5.7 5.7
Interest rate, 91-day

Treasury bills ........
(percent) ......ccoevvvene 43 55 49 45 43 4.2 40 4.0 40
Interest rate, 10-year

Treasury notes

(percent) oo 71 6.6 5.6 5.3 5.0 5.0 5.0 5.0 5.0
Nonfarm payroll em-

ployment (millions) 114.0 116.6 118.3 119.8 121.2 122.6 124.1 126.0 127.9

1 Estimates.
Note.—The figures for 1994 and 1995 reflect the benchmark revisions to GDP announced in January 1996 and may differ
from those used to prepare the Administration’s 1997 budget.

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

CPI, is expected to increase to 3.1 percent in 1996 from 2.7 percent
in 1995, as food and energy prices, which had held down the over-
all rate of price increase last year, are expected to rise in line with
overall inflation this year. The core rate of inflation is expected to
remain roughly unchanged during 1996, consistent with our fore-
cast that unemployment is likely to remain relatively unchanged,
and that at current unemployment rates, pressures for increasing
inflation are weak or nonexistent.

Although true inflation is expected to remain constant from 1996
onward, inflation as measured by the CPI is expected to edge lower
as revised procedures gradually remove part of the upward biases
in current CPI inflation figures. CPI inflation is likely to slow by
0.2 percentage point in 1997, when the Bureau of Labor Statistics
(BLS) will implement procedures to correct for problems associated
with bringing new stores into the survey sample. CPI inflation is
expected to slow by another 0.1 percentage point in 1998, when the
BLS updates the CPI market basket to reflect more recent data on
expenditure patterns. As a result of these adjustments, CPI infla-
tion is expected to fall from 3.1 percent in 1996 to 2.8 percent in
1998 and thereafter. Some of these CPI adjustments pass through
to the GDP price index and, given the growth rate of nominal GDP,
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raise estimates of real GDP growth. Consequently, real GDP
growth is projected to rise to 2.3 percent from 1997 onward.

The impetus from the decline in interest rates in the second half
of 1995 is expected to keep aggregate demand growing at the
economy’s potential rate for 1996. Over the medium term, interest
rates are expected to edge lower as projected reductions in the Fed-
eral deficit reduce demands on capital markets. The projected de-
cline in interest rates is expected to sustain growth at its potential
rate as deficit reduction further restrains Federal spending.

The unemployment rate is projected at 5.7 percent in the near
term and is expected to remain at that level throughout the fore-
cast period. Economic growth of 2.3 percent over the forecast hori-
zon is expected to generate enough jobs to employ all the new en-
trants implied by the expected 1.1 percent annual growth rate of
the labor force. This unemployment rate is also expected to be con-
sistent with long-term stability of the inflation rate.

As always, the forecast has risks. A basic assumption is that
monetary policy will be calibrated to offset the ongoing effects of
fiscal contraction. Obviously, monetary policy may not achieve this
goal. Monetary policy has long lags, and so the course of fiscal pol-
icy must be properly anticipated. But fiscal policy depends on budg-
etary and other policy decisions of the Congress, and at present fu-
ture Congressional action remains uncertain, despite bipartisan
consensus toward achieving a balanced budget.

In the short term, the economy may hit a pothole in the first
quarter of 1996, resulting at least in part from the effects of the
government shutdown and bad weather in the eastern United
States during January. But even if this should come to pass, the
economy is expected to rebound, and the growth rate over the four
quarters of 1996 is likely to be unaffected. The economy also faces
the risk that foreign economic growth may stall, reducing foreign
demand for U.S. exports. Still, the U.S. economy’s export perform-
ance in 1995, in the face of economic weakening in three of our
major trading partners, was impressive. Increased exports to
strengthening economies in Canada, Japan, and Mexico would help
offset any losses elsewhere.

CONCLUSION

As the year 1995 ended, the economy was fundamentally sound.
None of the imbalances that typically precede a recession were evi-
dent. All signs pointed to continued economic expansion at a sus-
tainable pace. Unemployment was expected to stay low, the infla-
tion rate was expected to remain low and stable, and business in-
vestment was expected to continue powering the economy as inter-
est rates declined.
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The economy during 1995 made the transition from economic re-
covery, during which growth was driven by removing slack from
labor and capital markets, to a period where growth is and will
continue to be determined by expansion of the economy’s capacity.
Although the transition to sustained growth was not entirely
smooth, the economy rebounded smartly during the second half of
1995 from the earlier bump in the road and should continue to ex-
pand during 1996.

Perhaps the best news during the year was that inflation re-
mained low and stable despite an unemployment rate that in the
past was associated with rising inflation. The stability of inflation
even as the unemployment rate was essentially unchanged at
about 5.6 percent appears to signal a shift in the economic environ-
ment. The improved economic environment also was apparent in
bond and stock markets, as long-term interest rates fell and stock
prices soared, reflecting in part an outlook for inflation reminiscent
of the early 1960s.

The bipartisan commitment to balance the budget over the next
7 years was the major macroeconomic policy event of the year, and
represents a continuation of Administration efforts to redress the
fiscal imbalance inherited from the past. As the deficit is further
reduced, private investment should increase, helping to raise living
standards. And, deficit reduction that is credible means that the
decline in interest rates needed to sustain growth in the short run
is likely to be forthcoming with only modest accommodation from
monetary policy. A significant portion of the decline in long-term
interest rates during 1995, particularly over the second half of the
year, probably reflected investors’ perception that credible further
deficit reduction was on the horizon. The Administration’s success
in reducing the deficit over the last 3 years certainly demonstrates
the firmness of its commitment to restoring balance to the Federal
budget.
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CHAPTER 3

Making Fiscal Policy Choices Within
and Across Generations

THE ROLE OF GOVERNMENT in a modern market economy
was discussed in Chapter 1. That discussion largely centered on
what government should do. This chapter shifts the focus to how
government should be financed. Although these decisions are inter-
related, separating them permits more detailed analysis of each. In
particular, this chapter examines the tradeoffs between equity and
efficiency that are pervasive in government finance.

The primary means of obtaining resources to fund government
activities is the tax system. Even if public goods and services are
financed initially by debt, the costs of debt service in later years
and the ultimate repayment of the debt are covered through taxes.
Decisions regarding the design of tax systems incorporate com-
promises between the sometimes competing concerns of economic
efficiency and equity, as well as reflect competition among entities
seeking favorable treatment. The current U.S. tax system reflects
these considerations in various ways both large (the proportion of
revenue raised by various components of the tax system) and small
(provisions affecting single industries).

Recently numerous policymakers and others have called for an
overhaul of the tax system because the current system is complex
and sometimes has inappropriate economic incentives. In thinking
about major or minor reforms to the tax system, it is important to
judge them on several criteria: equity, economic efficiency, revenue
adequacy, and simplicity. One should also remember that the de-
tails of tax proposals can affect greatly the extent to which a re-
form would satisfy these criteria.

As if the fiscal policy environment facing today’s policymakers
were not challenging enough, demographic trends are likely to
make future fiscal policy choices even more difficult. Today the
United States has 3.3 workers for every retiree. Under reasonable
projections, by 2030 that number is expected to fall to 2.0. This will
have major implications for government transfer programs such as
Social Security and Medicare. Private sector institutions may also
come under stress from these large and largely predictable demo-
graphic changes. How the U.S. economy adjusts to these changes
may be the single greatest economic challenge facing today’s chil-
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dren as they grow older. The second part of this chapter examines
the policy implications of these demographic changes.

THE STRUCTURE OF THE TAX SYSTEM

The Federal Government raises revenues from payroll taxes, in-
dividual and corporate income taxes, estate and gift taxes, and ex-
cise taxes on a wide range of commodities. Revenues from each
component of the tax system are the product of established tax
rates (e.g., cents per gallon, percentages of taxable income) applied
to defined tax bases (e.g., gallons of gasoline, dollars of taxable in-
come). In some cases, tax bases are easy to define, while in others
(such as taxable income) the definitions can be quite lengthy and
complex. Statutory rules and administrative interpretations affect
the amounts raised, as do the levels of compliance.

For over 200 years, Americans have debated the appropriate
base for taxation of individuals. Some have claimed that income is
the most appropriate base, because it provides a measure of an in-
dividual's (or household’s) ability to pay tax. Others have claimed
that consumption is a more appropriate tax base, because it meas-
ures how much of the resources available to society are claimed (or
consumed) by an individual or household. Economics generally can-
not settle this debate over what is, at heart, a philosophical con-
cern. However, economists can contribute to the debate by analyz-
ing the consequences of choosing alternative tax bases. For in-
stance, generally the broader the tax base, the lower the rate re-
quired to raise a given amount of revenue. Since income in any pe-
riod equals consumption plus saving, a broad-based consumption
tax is assessed on a smaller base than a comprehensive income tax.
In effect, a consumption tax exempts saving from taxation, whereas
an income tax does not. This means that to raise the same revenue,
lower tax rates can be applied to an income base than to a con-
sumption base. But this simple arithmetic ignores possible supply
responses to different tax systems (e.g., changes in saving behavior
or labor supply). Economic analysis can provide insight into the
likely magnitudes of these responses, contributing further to the
policy debate.

The Federal tax system (like most State and local systems) has
evolved into a hybrid, incorporating elements of both a consump-
tion tax and an income tax. Elements of consumption taxation are
the various excise taxes and the favorable tax treatment provided
to capital income under both the individual income tax (e.g., indi-
vidual retirement arrangements, pensions, favorable treatment of
capital gains income, favorable treatment of investment in owner-
occupied housing) and some provisions of the corporate income tax
(e.g., immediate expensing of certain investments and accelerated
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depreciation). These provisions either partly or completely exempt
the normal returns to capital investments from tax, either directly
through a low or zero tax rate on this income (as with capital gains
income; Box 3-1), or by allowing a deduction of all or part of an
investment from taxable income. Table 3-1 lists a number of con-
sumption tax components of today’s income tax (individual and cor-
porate), along with the amount of tax expenditure associated with
each. (A tax expenditure is the revenue loss due to preferential pro-
visions of tax law, such as special exclusions, exemptions, deduc-
tions, credits, deferrals, or preferential tax rates. These revenue
losses are measured against a comprehensive income tax base.)
Taken together, these components mean that the existing tax sys-
tem is part income tax, part consumption tax.

Contrary to what some have claimed, taxes collected at all levels
of government—Federal, State, and local—have been a fairly con-
stant proportion (between 26 and 30 percent) of gross domestic
product (GDP) for the last 30 years, despite numerous major
changes in the Federal and State tax structures. By this same
measure, the United States ranks among the lowest taxed of the
countries of the Organization for Economic Cooperation and Devel-
opment (OECD) (Table 3-2).

Federal revenues as a fraction of GDP have not changed dra-
matically over the past few decades (mostly fluctuating between 17
and 20 percent). However, the same cannot be said for the composi-
tion of revenues. Three major changes in revenue composition are
illustrated in Table 3-3: an increased reliance on payroll taxes (So-
cial Security, Medicare, and unemployment insurance), a reduced
reliance on the corporate income tax, and a reduced reliance on ex-
cise taxes. Increased payroll taxes reflect changes in the Social Se-
curity system as well as the creation of Medicare. The reduction in
corporate tax revenues reflects both lower corporate income tax
rates and, more important, a reduction in recent years in domestic
corporate profits as a share of the economy, as business organiza-
tional structures and financing arrangements have evolved.
Through this period, the significance of the individual income tax
has ebbed and flowed without any discernible pattern. Over time,
tax base and rate changes have combined to more or less maintain
the relative importance of the individual income tax as a Federal
revenue source.

The level of taxation is important, but so is the distribution of
the tax burden among individuals of different incomes. The recent
debate over the tax system reveals considerable confusion about
the share of taxes borne by taxpayers at various income levels. The
Office of Tax Analysis of the Treasury Department estimates that,
in 1995, effective tax rates for households generally increased with
family economic income, which is a broad measure of income (Box
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Box 3-1.—Taxation of Capital Gains Income

A capital gain (or loss) is the difference between what a tax-
payer sells an asset for and the purchase price. Under current
law, capital gains income is favored compared with other forms
of income, and especially other forms of capital income:

e Capital gains income for individuals is never taxed at
more than 28 percent, whereas other income is taxed at
rates up to 39.6 percent. This preferential rate provides
those facing the highest marginal tax rate with a benefit
equivalent to excluding 30 percent of the gain.

e Capital gains income is not taxed until the asset gener-
ating the gain is sold with the timing of the sale at the
option of the owner. Other forms of income (e.g., labor
and interest income) are taxed as earned. This feature
provides two distinct advantages to capital gains income.
First, for assets held many years, deferral of tax liability
significantly reduces the tax burden on capital gains as-
sets compared with assets that generate income taxed
annually. Second, taxpayers can strategically time sales
of assets with accumulated gains and choose to realize
gains in a year when they face a temporarily low tax
rate.

e Under the “step-up in basis at death” provision, the in-
come tax liability on assets with accumulated gains is
forgiven when the asset holder dies. Heirs claim a new
tax basis for these assets: the fair market value at the
time of the previous owner's death. Each year more than
$25 billion in capital gains income escapes taxation per-
manently through this provision.

e Taxpayers may defer gains from the sale of one primary
residence by purchasing another of greater value. More-
over, those age 55 and over may exclude up to $125,000
of gain on personal residences from taxation.

e The 1993 budget act contained a provision excluding half
of the gains on equity investments in certain “small”
businesses held at least 5 years.

The tax advantages enjoyed by capital gains income tend to
benefit disproportionately those taxpayers with the highest in-
comes, who tend to have the largest asset holdings. The 1 per-
cent of the population with the highest adjusted gross incomes
report over half the total capital gains realized and Treasury
Department estimates that for a recent year, about 12,000 tax-
payers realized gains over $1 million.
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TaBLE 3-1.—Selected Consumption Tax Elements of the Income Tax
[Billions of dollars]

Estimated tax
Consumption tax elements expenditure at
FY 1996 level

Expensing of:

Small investments ....... e 11

Research and development costs ... 26

Timber-growing costs .. 0.4

Multiperiod agricultural productlon COSLS o 0.1
Accelerated depreciation of:

Nonresidential real property ............ e 44

Machinery and equipment e —— 20.9
Exclusion of:

Pension contributions and earnings (employer plans) ................ s 59.0

Interest on life insurance savings ... et 11.2
Deduction of IRA contributions and deferral of earnings e 6.4

Source: Office of Management and budget.
TABLE 3-2.—Tax Share of GDP in Selected OECD Countries, 1994
Country Percent of GDP

Group of Seven

United States e 315

Japan ... 32.3

Germany .. e —————— 46.5

France ... 489

Italy ........... et 44.9

United Kingdom ............. s 36.4

Canada ..... e ——— 422
Australia .............. 329
Austria 475
BEIGIUM .o 51.1
DENMATK ..o 60.0
Finland . 53.1
Greece 354
Ireland .. 416
Netherlan 514
NOTWAY oo vvvetseservesss e seessse s 55.3
Portugal .... s 45.7
Spain ST 39.0
Sweden .....oocvvene et 58.4

Source: Organization for Economic Cooperation and Development.

3-2). These data (shown in Table 3-4) indicate that the Federal tax
system maintains some degree of progressivity. (A progressive tax
system is one where the proportion of income paid in taxes rises
with a person’s income.) This overall progressivity reflects the fact
that the more progressive elements in the tax system outweigh the
effects of the less progressive elements. When State and local taxes
are factored into the analysis, this overall progressivity is reduced
but not eliminated.

The Federal tax system has become somewhat less progressive
over the past few decades, as payroll taxes came to account for a
greater proportion of overall revenues. But the tax changes made
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TaBLE 3-3.—Composition of Federal Receipts
[Percent of total receipts]

Social in-
Individual | Corporation surance
Fiscal year income income taxes and | Excise taxes Other*
taxes taxes contribu-
tions

..................... 39.9 265 11.0 19.1 34
............ I 439 273 12.0 14.0 28
............ 44.0 232 15.9 12.6 42
............ 418 218 19.0 12.5 49
............ 46.9 17.0 23.0 8.1 4.9
............ 43.9 14.6 30.3 5.9 5.4
............ 47.2 125 305 47 51
............ 45.6 8.4 36.1 49 5.0
............ 453 9.1 36.9 34 5.4
...... 43.7 112 36.0 43 48

Lincludes estate and gift taxes, customs duties and fees, and Federal Reserve earnings transferred to the Treasury.
2 Estimate.
Note.—Detail may not add to 100 percent because of rounding.

Source: Office of Management and Budget.

Box 3-2.—Family Economic Income

The Treasury Department uses a broad measure of economic
well-being, called family economic income, when performing
distributional analyses on tax proposals. Family economic in-
come combines the incomes and taxes of related family mem-
bers who form a single economic unit. This fairly comprehen-
sive measure of income starts with adjusted gross income as
reported to the Internal Revenue Service and then adds an es-
timate of unreported income; deductions claimed for individual
retirement account (IRA) and Keogh contributions; employer-
provided fringe benefits such as health coverage; earnings on
pensions, IRAs, Keoghs, and life insurance policies; tax-exempt
interest; nontaxable cash transfer payments; and imputed rent
on owner-occupied housing. Capital gains are computed on an
accrual basis, with the inflation component removed (if pos-
sible). Inflation adjustments are also made to the incomes of
borrowers and lenders.

in the 1990 and 1993 budget acts tended to increase progressivity,
both in the income tax and overall.

Chart 3-1 shows Gini coefficients for the before-tax distribution
of income in the United States and for the distribution after tax
and transfer programs are included. (The Gini coefficient is a meas-
ure of income inequality, indicating the extent to which the actual
income distribution differs from equal incomes for all. A coefficient
of 0.0 indicates exactly equal incomes and a coefficient of 1.0 maxi-
mum income inequality.) The smaller Gini coefficient for after-tax
incomes indicates that the Federal tax and transfer system acts to
reduce income inequality. In general, the after-tax data tell a story
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TaBLE 3—-4.—Projected Effective Federal Tax Rates, 1996

Family economic income class ! tEaf;erc;gez

0-$10,000 .......... 8.0
$10,000-$20,000 8.8
$20,000-$30,000 133
$30,000-$50,000 175
$50,000-$75,000 19.9
$75,000-$100,000 211
$100,000-$200,000 ........... 22.0
$200,000 and over 23.7
Total ........ 20.1

L Family economic income (FEI) is defined as the sum of adjusted gross income, unreported income, IRA and Keogh de-
ductions, nontaxable transfer payments, employer—provided fringe benefits, tax—exempt interest, inside build—up on tax—fa-
vored investments, imputed rental value of owner—occupied housing, and inflation-adjusted capital gains and losses ac-

crued during the year. FEI aggregates the incomes for all family members.
2 Effective tax rate equals total taxes divided by family economic income.

Note.—Estate and gift taxes and custom duties are excluded. It is assumed that: individual incomes taxes are borne by
the people who pay them; corporate income taxes are borne by all owners of capital; excise taxes on purchases by individ-
uals are borne by the purchaser and those on business purchases are borne by individuals in proportion to total consump-

tion; and payroll taxes are assumed horne by employees.
Source: Department of the Treasury.

similar to the before-tax measures, with substantial increases in

income inequality occurring in the 1980s.

Chart 3-1 Gini Indexes for Before- and After-Tax Income of Households

After-tax income inequality, as measured by the Gini index, is less than before-tax inequality.

Both before- and after-tax incomes became more unequal in the 1980s.

Index
0.46
0.44 —
r Before tax
042 —
0.40 — _-
After tax L/ TN .-
0.38 - \
036 o
0.3a LI \ \ \ \ \ \ \ \ \

1967 1970 1973 1976 1979 1982 1985 1988 1991

Note: Different methods are used in calculating the two Gini indexes shown. For details see Current
Population Reports, Series P60-188. After-tax income is definition 14.

Source: Department of Commerce.
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When considering the distributional consequences of government
actions, it would be desirable to incorporate all aspects of the tax-
and-transfer system. However, distributional analysis for some im-
portant government transfer programs (such as Medicare, Medic-
aid, Food Stamps, and others) and discretionary spending is not as
completely developed as the analysis for the tax system. Steps to
integrate both tax and transfer programs into the same distribu-
tion tables can, in principle, lead to more informed decisionmaking.
In contrast, omitting tax components such as the earned income
tax credit from a distributional analysis of a tax proposal may be
misleading.

CHARACTERISTICS OF A WELL-DESIGNED TAX
SYSTEM

Three main traits define a well-designed tax system: fairness,
economic efficiency, and simplicity. As with almost everything else
in government finance, design of a tax system requires tradeoffs
among these desirable properties. Policymakers need to be aware
how the various components of the existing tax system contribute
toward meeting these objectives and how any potential reform of
the tax system measures up.

FAIRNESS

Fairness is generally characterized as horizontal and vertical eg-
uity. Horizontal equity means similar tax treatment (i.e., tax pay-
ments of equal size) for similarly situated taxpayers. Economists
generally view taxpayers as similarly situated when they have
similar abilities and similar levels of human capital and financial
wealth. However, economists may not agree about the type of ad-
justments necessary to reflect other personal circumstances (e.g.,
health status). Components of a tax system that do not meet the
basic standards of horizontal equity will appear unfair.

Vertical equity is often associated with a progressive tax system.
For the overall tax system to be progressive requires that at least
some major revenue-raising components be progressive. The indi-
vidual and corporate income taxes are generally judged to be the
most progressive elements in the portfolio of taxes that make up
the U.S. tax system. These elements more than offset the effects
of the other, less progressive elements.

Horizontal and vertical equity can be thought of as objective,
measurable indicators of fairness. But the perceived fairness (a less
measurable indicator) of a tax system is also key to its acceptance
by the public, which in turn is a very important determinant of the
level of compliance.
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EFFICIENCY

To be economically efficient, a tax system should not impede eco-
nomic growth and should avoid excessive interference with private
economic decisionmaking. In general, a tax characterized by a
broad base and a low tax rate will cause less distortion of economic
decisionmaking than one with a narrower base and higher rates
that raises a similar amount of revenue. Minimal distortion means
that competitive prices can better serve as reliable market signals,
promoting an efficient allocation of resources and, hence, overall
economic efficiency. These efficiency effects can be quite large and,
if economic decisions affected by the tax are sensitive (elastic) to
the tax rate, these distortions can be quite costly to the economy.
A key issue in this regard is how sensitive various economic deci-
sions are to contemplated changes in tax rates. For instance, many
economists believe that the interest elasticity of saving is relatively
low, so that reducing taxes on returns to a broad range of saving
may not elicit much additional private saving. In fact, unless reve-
nues are made up elsewhere, aggregate national saving may actu-
ally be reduced, as the increased Federal deficit (lower public sector
saving) resulting from lower tax revenues more than offsets any in-
creased private saving.

Correcting Market Failure. A tax system can also be used to ad-
dress market failure: the under- or overprovision of goods by the
private sector. For instance, a tax subsidy for research activities
may offset the tendency for private organizations to undertake too
little research because they cannot appropriate for themselves all
the benefits of that activity. In the case of negative externalities,
or spillover effects (e.g., pollution), a tax on the activities generat-
ing the externality may discourage them. It may be possible to de-
sign a revenue-neutral “tax swap” where, for example, revenues
generated by a pollution tax can be used to reduce the rate of a
distortionary tax elsewhere in the tax system. Judicious choice of
the elements of such a tax swap can, in principle, enhance eco-
nomic efficiency.

Direct Spending Versus Tax Expenditures. The government often
has a choice of methods to promote activities considered desirable
(e.g., because they vyield positive externalities): it can do so either
through the tax system (tax expenditures) or through direct spend-
ing programs. Two key issues in assessing the relative merits of
these alternative approaches are targeting and administrative
costs. The essential goal in targeting is “bang for the buck” how
much extra stimulation of the desired activity can be accomplished
per dollar of forgone tax revenue or dollar of direct expenditure.
Some beneficiaries of either tax expenditures or direct expenditures
would have undertaken the desired activity anyway, but claim the
benefit nonetheless. This concern may be addressed in a direct
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spending program by screening mechanisms to identify subsidized
activities that would not have been undertaken without the sub-
sidy. Of course, such mechanism requires administrative resources
(e.g., the cost of obtaining the required information). However, di-
rect spending programs are not always better at targeting. In some
situations, the tax system may be more effective than spending
programs at targeting subsidies, especially where income is a cri-
terion for targeting.

Sometimes the administrative costs of providing incentives
through the tax code can be lower than those for direct spending
provisions. Because tax incentives piggyback on the existing struc-
ture of the tax system, the added administrative costs of providing
an additional subsidy may be minimal. In contrast, spending pro-
grams may require a bureaucratic structure to deliver the subsidy,
increasing administrative costs. For some cases, then, the savings
in administrative costs associated with a tax subsidy can outweigh
its somewhat inferior targeting, compared with a well-designed di-
rect spending program. In other cases, however, the overall cost to
the Internal Revenue Service of administering tax expenditure pro-
grams can be quite substantial. Moreover, the costs of tax adminis-
tration for particular incentives may be hidden in the overall budg-
et for the Internal Revenue Service. The administrative costs of di-
rect spending programs, however, are explicitly accounted for.

The annual review process to which appropriated expenditures
are subjected may be another advantage of direct spending pro-
grams over tax expenditures. This regular review is especially im-
portant in today’'s austere fiscal environment to ensure that obso-
lete programs do not remain on the books. Tax code provisions do
not generally undergo annual scrutiny (although a handful rou-
tinely expire and must be renewed by the Congress). A determina-
tion that tax subsidies are desirable policy should be subject to the
same criterion that spending programs are: do the society-wide
benefits delivered exceed the social costs of the forgone revenues?

Corporate Subsidies and Loopholes. Subsidies can take the form
of tax preferences or direct Federal payments, or more subtle forms
such as import quotas that limit competition with domestically pro-
duced goods, below-market-rate sales or credits, or implicit govern-
ment guarantees. Recently many observers have called for a reex-
amination of these subsidies, with an eye toward trimming those
that lack adequate justification.

One strength of a market economy is that the incentives provided
by prices and profits—not government subsidy—generally lead to
the efficient supply of essential goods and services. The argument
for government intervention must be predicated on the
undersupply, absent government help, of valuable goods and serv-
ices. Such is the case for many expenditures on research and tech-
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nology development where large spillovers benefit other individuals
and firms. Government support for research activity can offset a
tendency for the private sector to underinvest in research. But
other subsidies do not generate such spillover benefits and are
much more difficult to justify on efficiency grounds.

Some might argue that government subsidies are necessary to
prevent profits in an industry from falling below the normal rate
of return, threatening the industry's existence. However, with or
without subsidies, industries whose products are valued by con-
sumers will survive. The only issue is their ultimate scale of oper-
ation and absent a significant market failure, such as associated
with an externality, market prices provide appropriate signals for
expansion or contraction. Market entry and competitive markets
tend to ensure that private, risk-adjusted rates of return, taking
into account all available government subsidies, are equated across
activities through adjustments in prices and aggregate supply. Re-
moving unwarranted subsidies would begin a process of exit from
the industry, driving up the returns for those that remain until
they reach competitive levels. In the end, ironically, because the
value of government subsidies is likely to get capitalized in the
value of scarce resources associated with an industry, the benefit
of current subsidy payments may accrue not to the current subsidy
recipient but to a previous owner of the scarce resource.

The bottom line is that unwarranted business subsidies lower
economic efficiency. In contrast, subsidies that compensate for mar-
ket failures, such as large positive spillovers, increase economic ef-
ficiency (as described in detail in Chapter 1).

Many business subsidies are hidden and receive scant attention
from policymakers, in part because they do not show up in annual
appropriations bills or on lists of tax expenditures, and because
they confer relatively subtle benefits. However, hidden subsidies
can be brought to light and undone in many ways. User fees can
be set to cover the full costs of service provision. Auctions can be
used to transfer resources to the private sector (e.g., portions of the
electromagnetic spectrum). Other hidden subsidies could include
below-market interest rates on government provision of credit to
businesses and the implicit Federal guarantee provided to govern-
ment-sponsored enterprises. Addressing these subsidies could in-
crease overall economic efficiency (for instance, well-designed auc-
tions would ensure that resources are allocated to those who can
best use them), eliminate a source of unfairness, and raise substan-
tial Federal revenues.

Other Efficiency Effects. Two other effects of the tax system con-
tribute to economic efficiency: the provision of macroeconomic auto-
matic stabilizers and the provision of a form of society-wide income
insurance. Automatic stabilizers are mainly associated with the in-
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come tax components of the tax system (i.e., the individual and cor-
porate income taxes). As the economy expands sharply, progressive
tax rates ensure that individual income tax revenues grow even
faster than the economy. Similarly, since corporate profits follow
the business cycle, an economic expansion leads to increased cor-
porate income tax revenues. These increased revenues exert a
contractionary effect by lowering the Federal deficit (or increasing
the surplus). The same effect happens in reverse when the economy
slumps: tax revenues fall, widening the deficit (or reducing the sur-
plus). The tax system thus helps stabilize the swings of the broader
economy. Although any tax that raises additional revenue when in-
comes increase may function as an automatic stabilizer, progressive
taxes are likely to be more effective automatic stabilizers than pro-
portional or regressive taxes.

A progressive component of the tax system, such as the individ-
ual income tax, can also provide a form of income insurance in an
economy where income fluctuations are unpredictable. This occurs
because a progressive income tax can substantially reduce the vari-
ability of after-tax incomes without reducing average income very
much. If incomes increase, in part because of an earner’s good for-
tune, a progressive income tax system claims more than a propor-
tional share of this increase. These additional revenues can be
thought of as providing income insurance to those whose incomes
are low, in part because of bad luck, by reducing their tax burden
more than proportionally. The progressive rate structure of the in-
come tax (including the earned income tax credit) accomplishes a
significant amount of this income insurance.

This income insurance has the direct benefit of reducing the in-
come risk borne by individuals themselves, shifting it to society as
a whole, but it also provides an indirect benefit. Because house-
holds will be willing to bear more risk if they have access to income
insurance, they will undertake investments (in both financial and
human capital, including increased labor mobility) with greater
risk and greater expected return. Aggregated over all individuals,
the effect of undertaking such investments is a higher expected na-
tional income. Private markets will not offer such income insurance
because the inherent difficulty of separating effort and luck from
an individual’s ability subjects private purveyors to adverse selec-
tion: those who expect poor outcomes would be more likely to pur-
chase the insurance. The income tax system, in contrast, applies to
virtually all economically active people, mitigating concerns with
adverse selection.

SIMPLICITY

The third element of a desirable tax system is simplicity, as
measured both by the cost of compliance to taxpayers and by the

88



administrative cost to the government. Recent studies have sug-
gested high costs of compliance (e.g., one study reports total compli-
ance and administrative costs of around $75 billion, or around 6
percent of revenues). These estimates may be overstated, however,
because it is difficult for taxpayers (especially businesses, for which
the costs may be especially high) to separate out tax compliance
costs from accounting and business planning costs they would incur
anyway. However, even if true compliance costs (those above costs
incurred for ordinary business reasons) are only half those re-
ported, the concern is well-founded, because resources used to com-
ply with the tax system do not increase output but are simply the
costs associated with transferring resources from one party to an-
other. A well-designed tax system attempts to minimize the sum of
administrative and compliance costs, subject, of course, to the sys-
tem attaining the other objectives.

ASSESSING THE CURRENT TAX SYSTEM

With respect to horizontal equity, the current U.S. tax system
has some shortcomings. Different types of income are taxed dif-
ferently, the composition of a household or family can affect its tax
liability but not its ability to pay tax, and some forms of consump-
tion are favored over others. Many of these departures from hori-
zontal equity result from decisions by the Congress and partly re-
flect the difficulty in determining whether individuals are truly in
“similar” positions in terms of ability to pay taxes.

Evaluating the current system in terms of vertical equity is more
difficult, because economic reasoning provides no objective guide to
what the degree of progressivity should be. We do know that the
current tax system is progressive and that the tax-and-transfer sys-
tem accomplishes a significant amount of redistribution. But ob-
servers disagree about whether the overall system exhibits an ap-
propriate degree of progressivity.

Survey data provide one way to analyze the perceived fairness of
the tax system. Public opinion polls often find that a substantial
portion of Americans view their tax system as unfair. This may re-
flect the concern that others are able to exploit loopholes and avoid-
ance mechanisms to reduce their tax payments. Whatever their ori-
gin, these feelings that the tax system is unfair have attracted the
attention of policymakers and tax administrators. One concern is
that, absent corrective action, these perceived inequities could lead
to erosion of the present level of compliance.

Concerns with efficiency often focus on the possible adverse in-
centive effects of high marginal tax rates. Some advocates of the
reforms that lowered the highest individual marginal tax rates in
1981 and 1986 argued that they would unleash supply-side re-
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sponses that would lift the economy to new heights and, as a re-
sult, would raise rather than lower overall tax revenues. The evi-
dence does not support these claims. Far from raising total tax rev-
enues, the tax reductions of 1981 were followed by reduced individ-
ual and corporate income tax revenues as a share of GDP. Even
though payroll taxes were increased, this led to the first huge
peacetime budget deficits in the United States. These deficits
crowded out private investment and led to the fiscal morass from
which we are now just emerging. Moreover, the statistical evidence
shows no significant break in the pace of productivity increases or
labor force participation rates with either the 1981 or the 1986 tax
changes. Whatever can be said for these tax changes, it cannot be
claimed that they had marked effects on economic growth.

The minor effects of these tax rate reductions on labor supply are
consistent with other evidence. Conventional estimates suggest
that primary earners in a household generally change their behav-
ior very little in response to relatively small changes in tax rates.
The response of secondary earners is generally found to be larger.
However, since secondary earners work fewer hours than primary
earners, the overall labor supply response to a change in marginal
tax rates is often quite limited. Similarly, conventional estimates of
the response of saving behavior to changes in after-tax rates of re-
turn suggest that changes in individual income tax rates should
not have a major effect on our low national saving rate.

Since 1986, marginal rates for individuals with the very highest
incomes have been raised modestly in order to reduce the Federal
deficit. Some have claimed that these rate increases (e.g., in 1993)
would do severe harm to the economy by creating a disincentive for
individuals to work and save. Again, these forecasts turned out to
be false, just as did the earlier, supply-side forecasts of rapid eco-
nomic growth from tax reductions.

Some critics claim that increases in marginal tax rates fail to
raise the predicted revenues. One recent study estimated that the
rate increases on high-income individuals in the 1993 budget act
raised less than half the revenues predicted by the Treasury. But
as Box 3-3 argues, subsequent analysis indicates that the 1993
provisions did raise the revenues predicted.

The current income tax system is often characterized as complex.
A large part of the complexity results from eight decades of statu-
tory and administrative modifications to address economic situa-
tions unforeseen when the income tax was originally enacted. An-
other part stems from tax initiatives intended to address important
policy concerns. Policymakers should periodically review existing
law to determine which provisions have outlived their usefulness
and which can be streamlined or otherwise simplified. This Admin-
istration, as part of its National Performance Review and other ef-
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forts, has proposed several simplifications. One example is the pen-
sion simplification initiative announced in June 1995 and incor-
porated in the Administration’s 1997 budget proposal. Other exam-
ples include simplified forms, greater use of electronic filing, and
increased access to filing individual tax returns by telephone.

The Administration recognizes that the current tax system has
some real and perceived problems. Some progress toward address-
ing them was made in the 1993 budget act. Further steps proposed
in the budget for fiscal 1996 are described in Box 3-4.

EVALUATING REFORM PROPOSALS:
THE FLAT TAX

Several proposals for a so-called flat tax have been offered over
the past few years. In its most basic form, a flat tax applies a sin-
gle tax rate on all business activities and individuals. This discus-
sion focuses on the flat tax in its prototypical form, which may dif-
fer in some details from any particular legislative proposal.

The prototype flat tax is effectively a consumption tax—that is,
a tax on wage income plus a tax on consumption from existing
wealth at the time the tax is imposed. As such, a flat tax shares
many of the benefits and shortcomings of other consumption taxes.

On the business side, all new investment could be immediately
expensed under a flat tax, effectively exempting the normal returns
to investment from tax. All types of business organizations would
be subject to the flat tax: sole proprietorships, partnerships, and
corporations. No deduction would be allowed for interest or divi-
dends paid. Purchases from other businesses could be deducted, as
could wage payments. However, the cost of fringe benefits (except
for employer-provided pensions) would not be deductible.

For individuals, a flat tax would provide a standard deduction
and some level of personal exemption for dependents. These
amounts are intended to be large enough to exempt many house-
holds from tax. But few, if any, other deductions would be allowed.
Moreover, individuals who run a business likely would have to file
both a business and an individual return, with wage compensation
from the business appearing as income on the individual return.

The prototypical flat tax would be less progressive than the cur-
rent income tax. Its single tax rate would be set far below the high-
est marginal rate in the present individual income tax. Therefore,
for the same amount of total revenue, it would raise less revenue
from upper income households than the taxes it would replace
(generally the individual and corporate income taxes). It follows
that lower and middle-income households would see their taxes
raised. If the earned income tax credit were repealed as part of the
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Box 3-3.—Revenue Effects of the 1993 Tax Rate Increases

The Omnibus Budget Reconciliation Act of 1993 (OBRA93)
raised income tax rates on higher income taxpayers. The mar-
ginal tax rate on couples with taxable income over $140,000
(over $115,000 for single taxpayers) was raised from 31 to 36
percent, and a 39.6 percent marginal rate was imposed on tax-
payers with taxable incomes above $250,000. A taxable income
of $140,000 roughly corresponds to an adjusted gross income of
$200,000, so these rate increases apply to the 1.2 percent of
the population with the highest incomes.

The Treasury Department predicted that these rate changes
would raise $16 billion in the initial year. But some claim that
revenues from these high-income taxpayers were as much as
50 percent smaller than predicted, as taxpayers reacted to the
changes. The data generally do not support these claims and
show that the revenues came in as predicted.

Analysts claiming substantial revenue shortfalls point to the
difference between income growth among a “control group” not
affected by the tax change and that of the affected group. This
technique has several shortcomings. First, the Treasury De-
partment estimates that taxpayers shifted at least $20 billion
in income from early 1993 to late 1992 in anticipation of higher
tax rates for 1993. This estimate is corroborated by data from
the Bureau of Economic Analysis, which show a $20 billion
spike in personal income in the fourth quarter of 1992. Such
income shifting (which is to be expected when taxpayers can
choose the timing of income receipts) is sufficient to explain
the revenue shortfall claimed by critics of the OBRA93 tax in-
creases. This is true even after accounting for another income
shift: some wage and salary payments moved from 1994 to
1993 in response to a scheduled increase in the Medicare pay-
roll tax.

Second, the incomes of taxpayers affected by the OBRA93
tax rate changes are notoriously hard to predict. Year-to-year
income variations for those in the top 1 percent of the income
distribution are large, because of the large share (over 50 per-
cent in 1993) of nonwage income (interest, dividends, capital
gains, and business income) in these taxpayers’ total income.
Predictions of income for this group on the basis of changes in
a lower income control group’s income are very imprecise.

Thus, although the marginal rate increases in OBRA93 may
affect economic behavior over the longer term, the evidence to
date suggests that they raised the revenues predicted.
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Box 3-4.—Tax Proposals in the Middle Class Bill of Rights

The Administration’s Middle Class Bill of Rights contains a
three-part tax package: a tax credit of $500 per child, a tax de-
duction for postsecondary training and education, and an ex-
pansion of individual retirement accounts to all middle-class
families. These proposals would encourage taxpayers to save
and invest in themselves and their children.

The proposed child tax credit is meant to partly compensate
for the failure of the personal exemption for dependent chil-
dren to keep pace with inflation and income growth over the
last 50 years. The $500 credit would apply to taxpayers with
children under age 13 and would be nonrefundable (that is, it
would not exceed the amount of tax otherwise due). It would
be phased out for families with adjusted gross incomes (AGIs)
between $60,000 and $75,000.

Taxpayers, their spouses, and dependents would be eligible
for the proposed deduction for postsecondary training and edu-
cation. When fully phased in, the measure would allow tax-
payers to deduct up to $10,000 per year in qualifying edu-
cational expenses (generally those paid to institutions and pro-
grams eligible for Federal assistance). The deduction would be
phased out for married couples with AGIs between $100,000
and $120,000.

The expanded IRA is intended to encourage households to
save more. The proposal doubles the existing income limits on
deductible IRAs for taxpayers with employer-provided pension
coverage. IRA contributions up to $2,000 would be completely
deductible for joint filers with AGIs below $80,000, with the
amount deductible phased out for those with AGIs up to
$100,000. In addition, these income limits and the maximum
deductible contribution ($2,000) would be indexed for future in-
flation. The proposal would also permit taxpayers to make
withdrawals from an IRA before age 59%2 without payment of
the 10 percent excise tax for the following purposes: to buy a
first home, to pay for postsecondary education, to defray large
medical expenses, or to cover expenses during spells of long-
term unemployment. Finally, the Administration proposes a
new form of IRA to which contributions would not be deduct-
ible but whose earnings would never be subject to income tax.

proposal, the tax burden of lower income working families would be
raised substantially.

Often the tax rate contained in flat tax proposals is between 15
and 20 percent. Revenue estimates generally conclude that such
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proposals would raise significantly less revenue than the taxes they
would replace, increasing future Federal budget deficits. One exam-
ple is the Treasury Department analysis of H.R. 2060 (the Armey-
Shelby flat tax proposal). At its proposed 17 percent rate, this tax
plan would raise about $138 billion less per year (at 1996 income
levels) than the taxes it would replace. Proponents of a flat tax re-
spond that lower tax rates will so stimulate economic growth, and
therefore raise tax revenues, that the projected shortfalls will van-
ish. However, these claims are generally not supported by the
available evidence, including the historical record of the 1980s. A
prudent reading of the economic literature suggests that the effects
of a shift to a flat tax on economic growth are likely to be small.

Other shortcomings of a flat tax have received much less atten-
tion. For instance, since a flat tax effectively exempts capital in-
come from taxation at the individual level, it would create strong
incentives for entities to recharacterize payments to individuals as
capital income. Similarly, since businesses would be taxed on gross
receipts from the sale of goods and services but not on interest in-
come, they would have an incentive to relabel payments they re-
ceive from other entities as interest. This distinction between the
taxation of payments labeled “interest” and other payments creates
an enormous potential loophole, and the concern is magnified when
multinational firms enter the picture (because firms outside the
United States would be subject to completely different tax regimes).
This is a problem that could be solved, but only at the expense of
introducing some complexity in distinguishing between payment
types. Such a solution, though, undercuts one of the main argu-
ments for the flat tax, namely simplicity. In addition, it indirectly
points out that defining the tax base often is a major source of com-
plexity, rather than the tax rate schedule.

The flat tax would change the relative desirability of many as-
sets. Owner-occupied housing has received particular scrutiny in
this regard. Housing would become much less tax-advantaged
under a flat tax that eliminates the deduction for mortgage inter-
est. The result could be a sizable drop in housing values. But
owner-occupied housing is only one type of asset that could be af-
fected in this manner. For example, existing plant and equipment
or tax-exempt bonds could also suffer a marked decline in value.
The impact on these assets indicates that tax reform proposals
must be attentive to short-run effects; designing adequate transi-
tion rules is a crucial task.

A flat tax would apply to more types of organizations than the
current tax. In addition to requiring separate business and individ-
ual tax returns for sole proprietorships and partnerships, a flat tax
could require many currently tax-exempt entities to file.
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Finally, since much middle-class saving is in the form of pensions
and IRAs and is thus already effectively exempt from income tax,
a flat tax would provide little additional benefit to saving for many
middle-income families. Instead, it would skew much of the benefit
of exempting capital income to the very wealthiest in society.

Although the flat tax discussed here is not the answer, reforms
of the current tax system can certainly be found that can meet
these three traditional tests. Our challenge is to design policies
that recognize the inherent tradeoffs among them and that reflect
deeply held American values. Moreover, decisions made today re-
garding tax reform are not made in a static economy. Any reforms
made must not only be appropriate for today's economy but, more
important, must also be flexible enough to address the long-term
challenges affecting tomorrow’s economy.

LONG-TERM DEMOGRAPHIC CHALLENGES

Both Republicans and Democrats agree that the Federal budget
should be balanced over the next 7 years. Balancing the budget will
require many tough choices, but putting our fiscal house in order
is an important first step toward meeting the many challenges that
stem from the aging of the population that is projected to begin in
the early part of the next century.

DEMOGRAPHIC TRENDS

The median age in the United States in 1995 was 33 years. By
2015 it is projected to be 37, and by 2030 it will be 39. The elderly
as a share of the population is projected to increase from roughly
13 percent today to over 20 percent by 2035 (Chart 3-2).

This aging of the U.S. population is the result of two demo-
graphic forces: a decline in fertility (lifetime births per woman of
childbearing age) since the 1950s and 1960s (Box 3-5), and an in-
crease in life expectancy. Whereas the average woman in 1950 had
three children over her lifetime, the average woman today has only
two. This decline in fertility means fewer children today and fewer
workers tomorrow. With the increase in life expectancy, more peo-
ple survive to age 65, and those who do live longer beyond 65. The
result is an increase in the share of the over—-65 population. Be-
tween 1950 and 1995, life expectancy at birth increased roughly 7
years for men and 8 years for women; life expectancy at age 65 in-
creased 2.5 years for men and 4 years for women over this same
period. In the future, life expectancy is projected to continue to in-
crease, although at a somewhat slower rate.

The total dependency ratio—the ratio of dependents (children
and elderly) to workers—can be used to summarize the effects on
the economy of the decline in fertility and the increase in life ex-
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Chart 3-2 Past and Projected Population Shares by Age
The U.S. population is aging. By 2030 more than 20 percent of the population
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Box 3-5.—Changes in Fertility Over Time

Chart 3-3 reports changes in the total fertility rate, defined
as the number of children a woman would bear in her lifetime
(assuming she survives her entire childbearing period) if she
were to experience the average birth rate by age observed in
the selected year. It seems clear that the baby bust associated
with the Great Depression and World War 11, and the postwar
baby boom that followed it, were temporary blips in a long-run
trend of declining fertility. Without the postwar baby boom, el-
derly dependency ratios would be climbing steadily and by
2070 would reach the levels currently projected. The cycle of
baby bust and baby boom actually observed accounts for the
path of dependency between now and then: relatively little
change over the next 20 years, as the relatively small cohort
born in the 1930s and 1940s reaches retirement, followed by
the rapid increases associated with the retiring of the baby-
boom generation.
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Chart 3-3 Past and Projected Fertility Rates
The baby boom of the 1940s and 1950s appears to be a temporary
aberration in a long-run trend of declining fertility.
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pectancy. The ratio is a rough measure of how many nonworking
people must be supported by the output of the economy’s workers.
Chart 3—4 reports trends in the total dependency ratio and its two
major components: the elderly dependency ratio, calculated as the
ratio of the population over 65 to the population aged 20 to 64, and
the youth dependency ratio, the ratio of those under 20 to those
aged 20 to 64.

The chart reveals that the total dependency ratio is currently
quite low by recent historical standards, because the youth depend-
ency ratio is relatively low and the elderly dependency ratio has
risen very little recently. In contrast, in the 1960s the ratio of chil-
dren to workers was very high, and in the future (after 2010) the
ratio of elderly to workers is expected to be high. Although the
total dependency ratio is expected to climb significantly in the fu-
ture, it will be climbing from a relatively low level and is not pro-
jected to reach the high rates experienced—and supported without
great difficulty—in the mid-1960s. From this perspective, the ex-
pected aging of the population does not look so threatening.

Yet children demand different resources from society than the el-
derly, so it is worth separating elderly dependency from total de-
pendency. Looking only at the elderly dependency ratio does show
a dramatically different picture. The ratio of elderly to the working-
age population rose slowly between 1950 and 1995, is expected to
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Chart 3-4 Past and Projected Elderly and Youth Dependency Ratios
The projected increase in total dependency is smaller than the projected
increase in elderly dependency.
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stay roughly constant between 1995 and 2010, and then is expected
to increase sharply, by roughly 75 percent, in the years between
2010 and 2035.

ECONOMIC EFFECTS OF AN AGING POPULATION

Much public discussion of the impact of demographic changes on
the economy has focused on the potential effects of aging on gov-
ernment programs like Social Security and Medicare. This focus,
although certainly not misplaced, may give the impression that the
aging of the population would have little impact in an economy
with no government programs for the aged. This is clearly not the
case. Population aging has broad economic implications in any
economy, regardless of the breadth of government support for the
elderly.

As discussed above, the aging of the U.S. population stems from
increased life spans and declining fertility. Increased life expect-
ancy—which accounts for only a small fraction of the change in de-
pendency over the next 40 years—has relatively direct effects on
individuals. Although living longer is undoubtedly a good thing
(and something in which we invest many research dollars), it does
require individuals to make certain adjustments. People need to
generate enough resources to support themselves over more years
of life. They can do this by working more years (if they are able
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to, Box 3-6), by increasing their saving rate while working, by re-
ducing their consumption when retired, or by receiving greater
transfers from those of working age during their retirement.

Box 3-6.—Will Increases in Longevity Permit Increased Work
Effort?

The impact of an older population will depend, in part, on
the ability of the elderly to remain active and economically pro-
ductive. An important question, therefore, is whether tomor-
row's 65-year-olds will be healthier than today’s. If so, delaying
retirement may be a viable option for many people. Advances
in medical technology not only save lives but also improve lives
by reducing the severity of disabling illnesses. For example,
cataract surgery preserves vision, and hip replacements pre-
serve the ability to walk, permitting people to remain inde-
pendent and active. On the other hand, to the extent that med-
ical advances extend life without reducing disabilities, increas-
ing years of work would not be a viable response to the in-
crease in longevity.

Which of these effects dominates the other is still uncertain.
Still, so long as the first effect is present, some individuals can
extend their working years, and the average work span can
thus increase.

The decline in fertility rates from the levels of the 1960s means
that the current generation of workers now has fewer children to
care for; they can therefore consume more. This corresponds to the
finding that the total dependency ratio is quite low now relative to
the 1960s. As members of this generation age, however, they will
also find that they have fewer children in the workforce. This cor-
responds to the increase in the elderly and total dependency ratios
expected in the early part of the next century. Since workers today
generally do not support their parents’ retirement directly, this re-
duction in the ratio of workers to elderly should not have large di-
rect effects. But it may have a number of indirect effects.

People can save for their retirement by purchasing homes and by
investing in financial assets, either directly or through a pension
fund, if they have one. When they retire, they support themselves
with the income they earn on these assets, and with money they
receive from selling them, and of course with benefits they receive
from programs such as Social Security and Medicare. The value of
those assets may be affected, however, by the number of workers
in the next generation. For example, if the number of workers in
the United States declines, the total value of what can be produced
may also decline (relative to what could have been produced by a
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constant number of workers). The result might be to reduce the
value of U.S. financial assets. Similarly, an economy with fewer
people of working age has less demand for houses, leading some
analysts to predict that housing values will not increase by as
much as they might otherwise, or might actually decline. On the
other hand, at our current rate of productivity growth, future gen-
erations will undoubtedly be better off than current generations.
And this Administration has focused on policies devoted to improv-
ing productivity—policies like job training, education, and tech-
nology investment—which should make future generations even
better off. Furthermore, some researchers have found that slow
growth in the workforce could actually spur productivity growth,
substantially offsetting or even eliminating the effects of aging on
output and on the value of assets (Box 3-7).

Box 3-7.—Linking Productivity Growth to Demographics

Demographic developments and the rate of productivity
growth have a number of potential links. Some observers argue
that population aging will lead to slower productivity growth
because of two factors. First, as the growth rate of the labor
force slows, so does growth in demand for new capital goods.
Innovation could become less profitable as the fixed costs of in-
novation are spread over fewer goods. Second, the aging of the
population means that the average age of the workforce will
rise. If innovators tend to be young, productivity growth could
suffer.

On the other hand, many analysts believe that the incentives
to innovate are strongest when labor is scarce. This theory,
that “necessity is the mother of invention,” predicts that as
labor force growth slows, labor-saving technology will be devel-
oped to keep economic output from falling.

Finally, the actual effects of population aging in the United
States will depend on international factors. If the United States
were a small economy that traded freely with the rest of the world,
the effects of population aging would be small: demographic
changes in the United States would have little effect on the value
of tradeable assets, which would largely reflect values established
in international markets. But the United States is not a small
economy—its population and income are too large for its demo-
graphic changes not to have significant worldwide effects. Further-
more, the demographic changes observed here are not confined to
the United States—if anything, the countries that are our current
principal trading partners are aging faster than we are (Box 3-8).
If current trading patterns continue, we are likely to see lower re-
turns to saving as labor force growth in the United States and in
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the rest of the industrialized world declines. If, however, conditions
for trade between the United States and what are today’'s develop-
ing countries improve substantially over the next few decades, as
they have over the past decade, it is possible that high-yielding in-
vestment opportunities in these countries will keep the rate of re-
turn on savings relatively high.

Box 3-8.—Demographic Changes Around the World

Chart 3-5 summarizes trends in the dependency ratios of the
United States, Japan, and the countries of the European
Union, as projected by the United Nations. Although the U.N.
projections are somewhat different from those in Chart 3—4,
which uses data generated by the Social Security Administra-
tion, the same general patterns emerge. In 1995, elderly de-
pendency is quite similar across the three regions. Dependency
in Europe and the United States is not projected to climb until
around 2010. In contrast, the elderly dependency ratio in
Japan is already on the rise. The U.N. projects that depend-
ency in Japan will be 54 percent higher by 2010 and 110 per-
cent higher by 2030.

Chart 3-5 Elderly Dependency Ratios in Europe, Japan, and the United States
Elderly dependency is projected to rise higher and faster in Japan than in the
United States or Europe.
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EFFECTS OF DEMOGRAPHIC CHANGE ON THE
FEDERAL BUDGET

Government support programs make up a large fraction of the
retirement income of the elderly. These programs have worked suc-
cessfully to reduce poverty among the aged (Chart 3-6) and en-
hance the health and economic security of both the aged and their
families. Social Security and the insurance value of Medicare alone
represent roughly half of all income (including the value of Medi-
care) received by elderly households. These programs also account
for a significant portion of Federal expenditures—over 30 percent
in 1995.

Chart 3-6 Poverty Rate of the Elderly
The percent of America’s elderly who are poor has fallen by more than half
since the 1960s and is near an all-time low.
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Social Security

The largest program for the elderly is Social Security. This pro-
gram has traditionally been financed on a pay-as-you-go basis; that
is, most of the payroll taxes collected from the current generation
of workers (largely the baby-boom generation) are used to pay cur-
rent benefits. However, Social Security is now developing a trust
fund that will permit some advance funding in the future, at least
temporarily. Accumulated assets in the trust fund are currently
equal to roughly 1.5 years of benefits.

As currently structured, then, Social Security is mainly an
intergenerational transfer program. The aging of the population
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will make such a transfer between workers and retirees more dif-
ficult. The Social Security actuaries consider three different sce-
narios for the program’s future: one in which the Social Security
program is in relatively good financial shape, with relatively high
birth rates and real growth in income, and relatively slow growth
in longevity; one in which the system is in relatively bad financial
shape; and an intermediate scenario, which we focus on here.

Small differences in growth rates, compounded over decades, re-
sult in large differences in estimates of levels of expenditures and
receipts. This means that we need to be cautious in interpreting
any particular scenario. On the other hand, we need to be at least
aware of some of the potential risks. How policy responds will de-
pend on our degree of risk aversion and the consequences of delay.
Under the Social Security actuaries’ intermediate assumptions,
benefits are expected to increase from the current 11.5 percent of
payroll to 17.3 percent by 2030; Social Security income (tax collec-
tions plus interest on the trust fund assets) climb more slowly:
from 12.6 percent now to 13.1 percent in 2030. Total income is pro-
jected to exceed benefits until 2020. After that, redemption of trust
fund holdings can help finance benefits for an additional 10 years,
until the trust fund finally runs out in 2030.

Clearly, steps need to be taken to ensure the long-term solvency
of Social Security, and a bipartisan effort will be required. The
Quadrennial Advisory Council on Social Security was charged with
developing ways to balance Social Security in the long run, and is
expected to release its recommendations in the near future.

Even without any changes to the program, the rate of return that
people will receive on their Social Security contributions is declin-
ing. In the early years of the program, the benefits conferred on re-
tirees far exceeded their contributions. Since then rates of return
have declined because of statutory increases in tax rates, increases
in the number of years that workers’ wages have been subject to
tax, and the slowdown in labor productivity growth, although these
have been offset somewhat by increases in life expectancy. (Produc-
tivity growth affects the rate of return received on Social Security
contributions because the calculation of a worker’s initial benefit
level reflects the productivity gains that occurred over his or her
working years.) Even at current levels, Social Security, by provid-
ing returns that are fully indexed for inflation, offers a kind of eco-
nomic security that is simply not available elsewhere in the mar-
ket. And, increases in productivity growth beyond what is currently
projected could lead to higher rates of return on Social Security
contributions in the future.

Medicare

Government expenditures on Medicare, the program that pro-
vides health insurance for the elderly, are also projected to grow
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over the next 75 years. The projected expenditure growth over the
first 25 years of that period is primarily due to projected increases
in the cost of providing health care. For the remainder of the pro-
jection period, however, most of the growth is attributable to in-
creases in enrollment stemming from the retirement of the baby-
boom generation.

Medicare is composed of two parts. Part A covers inpatient hos-
pital services, and Part B covers primarily physician and out-
patient hospital services. Part A is financed by a 2.9 percent pay-
roll tax, shared equally by employers and employees. Most of the
taxes are used to finance current benefits, but like Social Security,
at least until recently, some tax revenue was retained in a trust
fund to finance future health care benefits. According to the 1995
Annual Report of the Board of Trustees of the Hospital Insurance
Trust Fund, the trust fund for Medicare Part A is projected to be
exhausted by the year 2002. Medicare reforms proposed by this Ad-
ministration should extend the life of the Medicare Part A trust
fund through at least 2011. Medicare Part B is financed partly
from general revenues, but partly from premiums paid by bene-
ficiaries. Expenditures on Part B are also expected to increase with
the aging of the population.

Many policymakers have called for a commission, similar to the
Quadrennial Advisory Council for Social Security, to develop rec-
ommendations to ensure the long-term solvency of the overall Med-
icare program.

Medicaid

Medicaid, the program that provides health care to low-income
people with little wealth, is not exclusively a program for the elder-
ly. But Medicaid does pay for nursing home care for elderly and
other Americans who have depleted their assets. In 1995 roughly
one-third of total Medicaid expenditures went to the elderly (with
the remaining two-thirds split about equally between people with
disabilities and the nonelderly, nondisabled poor).

The aging of the population is bound to lead to a significant in-
crease in the number of people needing long-term care assistance.
Not only will the number of old people increase, but so will the av-
erage age of those over 65. People over 85 made up about 11 per-
cent of the elderly population in 1995; according to the Social Secu-
rity Administration’s projections, by 2050, they will make up over
16 percent. Older people are much more likely to be in a nursing
home: in 1993, 31 percent of those 85 and older spent time in a
nursing home, compared to just 7 percent of the general population
over 65. If this rate of nursing home utilization is maintained, pop-
ulation aging will bring significant increases in the nursing home
population and in expenditures on long-term care.
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Box 3-9.—Gauging the Accuracy of the Consumer Price Index

The consumer price index (CPI) is used to index Social Secu-
rity benefits as well as elements of the tax code (e.g., personal
exemptions, standard deductions, and tax bracket thresholds).
It is generally believed that the CPI overstates changes in the
cost of living, although opinion varies about the exact mag-
nitude of the overstatement. Correcting any bias in the CPI
would ensure that Social Security benefits and tax brackets in-
crease as intended—that is, to keep pace with the cost-of-liv-
ing.

The bias comes from a variety of sources, including the prob-
lem inherent in approximating a cost-of-living index by a fixed
weight price index like the CPI, and the difficulty of assessing
the value to consumers of quality changes in new and existing
products. (See Economic Report of the President, 1995 for de-
tails concerning bias in the CPIl.) The Bureau of Labor Statis-
tics is engaged in a multiyear revision of the CPI and has, as
well, been working to fix a technical limitation in the formula
used to compute basic components of the index. By 1998, these
efforts should reduce the bias in the CPI. It is more difficult
to address the remaining sources of bias because they are
harder to gauge and thus there is greater controversy over
their magnitude.

MAINTAINING VALUABLE PROGRAMS

The aging of the population will pose significant challenges for
the economy and in particular for the government. Although
changes to these programs are inevitable, certain features should
be maintained. Medicare and Social Security do provide unique
benefits that the private sector cannot provide. In particular, be-
cause Medicare and Social Security cover all Americans, they are
not subject to the adverse selection problems that can plague the
private annuity and health insurance markets. And Social Security
and Medicare provide income streams that generate constant real
purchasing power (Box 3-9). Administrative costs (which are less
than 1 percent of benefits for Social Security) are far lower than
for most private insurance plans or pensions. Social Security and
Medicare are programs of universal participation that have re-
ceived a great deal of public support. To maintain this support, it
is important that these programs remain universal, but it is also
important that they be put on a sound financial footing.
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CHAPTER 4

Devolution

THE APPROPRIATE ROLE of the Federal Government in the
U.S. economy has been a fundamental issue in this past year’s de-
bate over the budget. At issue are both the role for government in
general and the division of responsibility between Federal and
State governments. Chapter 1 of this Report addressed the question
of the broader role of government. This chapter addresses how re-
sponsibilities might best be apportioned among the levels of gov-
ernment.

This Administration has dedicated itself from the outset to mak-
ing government work better. Improving the efficiency of govern-
ment requires a rational division of responsibility among Federal,
State, and local entities. Today many support the notion that, in
several policy areas, authority ought to be devolved from Federal
agencies to States, localities, and individuals, to foster more cre-
ative and responsive solutions to the problems of diverse commu-
nities.

This Administration has been at the forefront of efforts to em-
power State and local governments by removing impediments to in-
novation and experimentation in public health, welfare, public
housing, and environmental protection, and by reducing the pro-
liferation of Federal unfunded mandates. But devolution of respon-
sibilities must be done carefully, to ensure that national objectives
are still met. In particular, a profound national interest lies in
maintaining a social safety net, to guarantee at least a minimum
standard of living for today’s vulnerable families, and in promoting
investment in education, research, and infrastructure, to ensure
high living standards for tomorrow’s families. The Federal Govern-
ment also has a clear interest in ensuring that all of its expendi-
tures, including those over which States and localities have some
degree of control, are spent in the manner intended. Devolution
that merely inserts an extra level of bureaucracy makes little
sense: in many cases it is far better to empower individuals directly
than to dispense funds to State and local governments on their be-
half.
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FACTS ON FEDERALISM

Despite major changes in our economy and in government pro-
grams over the past 25 years, the roles of the States and the Fed-
eral Government in the economy have remained relatively stable.

TRENDS OVER TIME

Total government expenditures—Federal, State, and local—have
rose slowly as a share of gross domestic product (GDP) over the
past three decades, from roughly 28 percent in the early 1960s to
over 34 percent today (Chart 4-1).

Chart 4-1 Expenditures by All Levels of Government
Government expenditures in relation to the broader economy have climbed slowly
over the past three decades.
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The Federal Government accounts for the largest share of this
spending. In 1993, if expenditures on State and local grants are in-
cluded, the Federal Government accounted for 69 percent of total
government spending. As Chart 4-2 shows, this share has not
changed dramatically over the past 25 years: the Federal share of
expenditures rose from 67 percent to 72 percent between 1970 and
1984, but has shrunk back to 69 percent since then.

COMPOSITION OF SPENDING

The Federal Government's major responsibilities include national
defense, Social Security, and Medicare. States and localities have
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Chart 4-2 Federal Expenditures as a Share of Total Government Expenditures
The Federal Government's share of all government expenditures has been
relatively stable.
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primary responsibility for public education, police and fire protec-
tion, and sewerage and sanitation. Highways are generally main-
tained by States and localities, but funds for new construction are
largely provided by the Federal Government. Medicaid and some
welfare programs are jointly financed by the Federal and State gov-
ernments but administered by the States. Table 4-1 documents the
current division of responsibility between the Federal Government
and State and local government.

This division of responsibility has evolved gradually. Public roads
and support for the needy, for example, are two areas where re-
sponsibility has traditionally rested with States and localities, but
in both areas the Federal Government has assumed an increasingly
important role. The Highway Revenue Act of 1956 created the
Highway Trust Fund and dedicated the revenue received from
taxes on diesel fuel and gasoline to this fund. These funds were
used to build the interstate highway system, which has changed
the face of America.

The growth of the Federal role in welfare arose in part out of the
widely shared view that all children, no matter where they were
born or who their parents were, should be entitled to certain basic
standards of nutrition, housing, and health—common decency in a
country as rich as the United States demanded no less. Although
the acceptance of this national obligation was fundamentally a
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TABLE 4-1.—Composition of Government Spending, 1993

Percent of
Percent of :
Spending by function non-interest ﬂeégﬁggg%?tsh
expenditures Federal grants
Federal Government:

National defense s s
Social SECUrity ......cocovervver TR s
MEAICATE vvuvvvveivrrireeisisee bbb
Veterans benefits and senllces welfare and social services, and housmg sub-

sidies ......... s 9.0
Civilian and military TELTEMENt ... s - 49
other ........... et 22.9

State and local government:

Education ....... SRR et 375 47
MediCaId .....vvvvererieens TN 15.9 57.9
Welfare and SOCIal SEIVICES v SRR 8.0 58.0
HIGhWays ......cocovevvreviennns SO 75 26.1
Police and fire protection ... s 6.2 8
COITECHIONS .vovevvererevreecreseesirree s e 37 N
Water, sewerage, and sanltatlon ............. 15 15.5
Other ........... 19.6 19.7

Note.—Data are on a national income and product accounts (NIPA) basis, and are as published in the Survey of Curent
Business, September 1994. No later data are available.
In this table, Federal grants-in-aid to State and local governments are not included in Federal Government expenditures.

Source: Department of Commerce.

moral decision, it was supported by self-interest, in the recognition
that the cost to society of not providing these minimal standards—
in terms of lost wages, higher crime rates, and the like—could be
very high.

THE RATIONALE FOR A FEDERAL ROLE

The reasons for the creation and expansion of these Federal pro-
grams provide considerable insight into the forces that drive the
expanded Federal presence in American society. Yet a sensible allo-
cation of responsibilities for governments in the future must be
based on more than historical precedent.

Some might make the case that the Federal Government should
do nothing other than national defense. After all, States and local-
ities are better able to tailor their programs to meet the different
needs and preferences of their residents, and competition among
the States may enhance efficiency and innovation, just as it does
in the private sector. But this view ignores the benefits of Federal
action in a number of areas. The enumeration of powers given to
the Federal Government under the Constitution suggests that our
forefathers, even in the early infancy of the Republic, recognized
the advantages of Federal involvement across a broad range of en-
deavors. The economic strength of the United States rests in part
on our vast national market, fostered not only by the free flow of
commerce without artificial trade barriers, but also by national
standards and a national transportation and communications sys-
tem.
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Economists have sought to identify some general principles that
would elucidate a “rational” division of responsibilities between lev-
els of government. At least four categories of arguments justifying
Federal action can be identified.

THE NEED FOR UNIFORMITY

Although diversity among State government programs is often
desirable, in some cases the benefits of uniform government action
across the States tip the scale toward Federal involvement. Uni-
formity of standards and regulations may improve efficiency. For
example, uniform rules for interstate commerce preserve one of
America’s strengths: our large national market. Conflicting State
regulation could fragment this market and impede producers’ abil-
ity to take advantage of economies of scale. Likewise, uniformity in
minimum safety net benefits would guarantee that all needy Amer-
icans, regardless of where they lived, enjoyed at least a certain
level of well-being, and would avoid distorting and inefficient move-
ments of households in response to differences in benefits.

DIRECT SPILLOVERS

Actions taken or not taken by States sometimes affect residents
of other States. Residents of a State might be willing to tolerate
pollution of their ground water, but the contaminated water could
seep across State boundaries and harm residents of other States.
States may also engage in activities that unintentionally benefit
the residents of other States. For example, one State’'s successful
innovation in its schools can lead the way for other States to re-
form their education systems, and States’ efforts to prevent com-
municable diseases can benefit the health of nonresidents. Simi-
larly, when States invest more in education, and incomes rise as
a consequence, they confer a positive benefit on all taxpayers: the
Federal Government reaps some of the rewards of the higher in-
comes in the form of higher Federal tax revenues. When the poli-
cies of one State affect the residents of others, for good or for ill,
States may lack the right incentives to provide an appropriate level
of public services, because the effects of policies on nonresidents
may not factor strongly in their decisionmaking.

THE EFFECTS OF POLICY-INDUCED MOBILITY

The freedom of people and firms to move at will from State to
State promotes competition among State governments. Although
this competition can enhance the efficiency of government, it can
also make it difficult for States to pursue certain worthwhile poli-
cies. For example, the fear of welfare-induced migration may cause
States to reduce welfare benefits to a level below what they would
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otherwise provide. Similarly, State competition for jobs may limit
the generosity of unemployment insurance programs.

INEQUALITY OF RESOURCES

States that are poorer than the average, or that are experiencing
temporary downturns, are able to raise less revenue, yet have to
spend more than other States to provide services for the needy.
Clearly, only the Federal Government can transfer resources
among the States. Not only does such redistribution help poorer
States, but financial assistance from the Federal Government that
increases during economic downturns can also help to stabilize re-
gional economies. This assistance can be given through a number
of channels: direct transfers of cash or in-kind benefits to lower in-
come individuals, grants to lower income States or localities,
matching grants to State or local programs for the needy, or direct
provision of public services in poor communities. The role of the
Federal Government in transferring resources to States and local-
ities is more complicated, both in theory and in practice, than is
often recognized, and will be discussed at greater length below.

These rationales for a Federal role are not mutually exclusive,
and sometimes it is their interaction that makes a strong case for
a Federal role in policy. For example, national safety standards,
when desirable, might evolve on their own, were it not for
spillovers. States could simply agree to a set of voluntary stand-
ards, and each State would weigh the benefits and costs of comply-
ing. In doing so, however, it would ignore the costs it might impose
on others. A State might adopt more lax safety regulation for its
cars, but then when its cars cross over into another State, the other
State bears part of the costs. Federal action is therefore needed to
ensure uniform national standards that avoid these spillover ef-
fects.

DEVOLUTION OF POLICYMAKING
RESPONSIBILITY

Determining which level of government should be responsible for
a particular program or activity is a delicate balancing act. It re-
quires weighing the benefits of innovation, greater responsiveness,
and competition that State and local control offers against the ra-
tionales for Federal involvement just outlined. Sometimes the an-
swer is simple and obvious: either purely Federal control and fi-
nancing or purely State control and financing. But many cases call
for a sharing of responsibilities.

All government activities have three basic elements: policy-
making, financing, and administration. These activities can be ap-
portioned between the Federal Government and State and local
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governments in various ways. The current debate centers largely
on how the policymaking role for programs that receive financing
from the Federal government should be shared. At one extreme,
the Federal Government could provide funds to States with no
strings attached—States would not even be told on which programs
to spend the money. Such an arrangement, used in other countries
and in the past in the United States (where it was called “general
revenue sharing”), is not currently under consideration. Instead the
debate has focused on whether to convert existing programs into
block grants (grants that can be used to fund programs in broad
policy areas) and on how much discretion to allow States in deter-
mining how those grants should be used.

This Administration strongly supports enhancing the role of
States and localities in policymaking. In many areas—job training,
community development, and welfare, for example—enhanced flexi-
bility for States and local communities is likely to yield better re-
sults. But it is important that this enhanced flexibility be provided
in a way that protects the national interest. For all the reasons
cited earlier, some Federal role in policy may need to be main-
tained. Furthermore, the Federal Government has a significant role
in financing programs, it also should have some role in policy in
order to ensure accountability.

ENSURING GOVERNMENT ACCOUNTABILITY

The Administration is committed to ensuring that government
funds are spent wisely, whether the Federal Government or States
and localities are doing the spending. A problem with revenue-
sharing arrangements or pure block grants is that the level of gov-
ernment making the policy decisions is no longer the one respon-
sible for financing the program. This separation of functions may
increase the likelihood that taxpayer money is not well spent. In-
deed, some evidence suggests that States spend money they receive
from the Federal Government differently from funds they raise
themselves—and restrictions on spending imposed by the Federal
Government do not account for all of the difference. Thus, the
availability of Federal highway money results in more spending on
highways than States would otherwise undertake, even though, at
the margin, most States pay 100 percent of each additional dollar
of highway spending (Box 4-1). Evidently, State taxpayers are con-
tent to give government officials more discretion over funds coming
from Washington than over funds contributed by their own State
tax dollars.

This is a two-edged sword. On the one hand, it means that the
Federal Government can influence the pattern of State spending
more easily than it might otherwise: Federal money may not just
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Box 4-1.—Federal Grants and the “Flypaper Effect”

The Federal Government provides substantial grants to
States and localities—over $228 billion in 1995. Most of this
grant money can be used for projects that these governments
might otherwise fully fund themselves, and most do not re-
quire that the State or locality contribute any matching funds.
Because these grants can simply serve to free up State and
local government funds for other uses, they can be viewed as
equivalent to pure transfers of cash from the Federal Govern-
ment. From an economic perspective, then, one would expect
States and localities to spend these grants in the same manner
as they would any other increase in income. For example,
States might allocate 5 to 10 cents of each grant dollar to in-
creases in their spending, and the rest would simply be used
to reduce State taxes.

Researchers have consistently found, however, that Federal
grants have much larger effects on State and local government
spending than this logic would suggest. Recent studies find
that the actual increase is on the order of 40 to 65 cents on
the dollar. This result has been dubbed the “flypaper effect”:
the money sticks where it hits. Moreover, not only does State
and local spending increase when Federal grants increase, but
the money tends to remain in the program area for which the
grant was intended: grants for education tend to increase edu-
cation spending, grants for infrastructure tend to increase in-
frastructure spending, and so on. Some of the grant money is
used to finance other areas of government and to finance tax
cuts, but such “leakages” are much smaller than economic the-
ory would predict.

substitute for State money, as many critics of block granting have
feared. (And, as is discussed later in the chapter, it is precisely the
Federal Government's desire to influence patterns of State spend-
ing that justifies a Federal role at all.) On the other hand, if the
substitution of Federal for local funding leads to less diligent mon-
itoring by taxpayers, the money may not be well spent.

Federal actions can also impose costs on the States. And just as
States may spend Federal money more readily than money raised
through State taxes, so the Federal Government may spend State
money more readily than funds raised through Federal taxes. Fed-
eral legislation that raises States’ costs—so-called unfunded man-
dates—has recently received considerable attention. Legislation
passed in 1995 attempted to address some of the most important
problems posed by unfunded mandates (Box 4-2).
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Box 4-2.—The Unfunded Mandates Reform Act

The Unfunded Mandates Reform Act, enacted in early 1995,
will restrict the ability of the Congress to impose costly man-
dates on States, localities, and tribal governments. This legisla-
tion requires the Congressional Budget Office (CBO) to analyze
the costs of any proposed mandates on State and local govern-
ments. Mandates certified by the CBO as costing States and lo-
calities $50 million or more in any of the first 5 years after be-
coming effective are not permitted. However, majority votes in
both the House and the Senate can waive this prohibition. The
CBO also is required to estimate the cost of any mandate on
private companies which exceeds $100 million in any year over
this same 5-year period.

The unfunded mandates legislation was enacted to restore
equilibrium to the relationships between Federal, State, and
local governments. For too long, Washington has placed overly
burdensome mandates on States and localities. The new law
rectifies this imbalance but also permits mandates that are in
the national interest. For example, some unfunded mandates
may be designed to control cross-jurisdictional externalities. A
State that dumps garbage in a river, polluting the shores of a
neighboring State, causes an externality every bit as important
as that generated by a private firm. The law provides a flexible
way of addressing unfunded mandates: it requires the disclo-
sure of relevant information, without being overly prescriptive.
With a majority vote, the Federal Government could, for in-
stance, still proscribe States from dumping garbage in ways
that adversely affect neighboring States. To do so imposes costs
on States, but these are costs that they should rightly bear.

The legislation also requires Federal agencies to assess the
gualitative and quantitative costs and benefits of any proposed
regulatory actions that would result in annual expenditures of
$100 million or more by State, local, and tribal governments or
the private sector before promulgating such actions. Agencies
must “. . . [1] identify and consider a reasonable humber of reg-
ulatory alternatives and [2] from those alternatives select the
least costly, most cost-effective or least burdensome alternative
that achieves the objectives of the proposed rule,” or explain
their decisions if a different action is adopted. Finally, the leg-
islation requires the Advisory Commission on Intergovern-
mental Relations, an independent agency, to make rec-
ommendations on paring existing mandates.
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DEVOLUTION AND THE PROVISION OF PUBLIC
SERVICES

In many cases, government action can correct inefficiencies in
the private market—so-called market failures—and so improve the
overall allocation of resources. As discussed in Chapter 1, to correct
market failures, government may need to provide certain goods di-
rectly (so-called public goods), adopt or enforce standards that
apply to other goods (such as safety standards), or encourage,
through subsidies or regulation, private firms to provide goods that
would otherwise be underprovided (i.e., those with positive
externalities). All of these activities can be viewed as providing
public services.

State and local governments have many advantages in providing
these public services. They can more easily address the differing
needs and preferences of particular communities. For example,
building codes should reflect local weather and geological condi-
tions, and communities should be able to choose their own level of
community services. Having a number of communities with dif-
ferent mixes of services (and of taxes to pay for them) improves
overall efficiency, if people can choose to live in the jurisdiction
that best meets their needs and desires.

Competition among localities can enhance this efficiency by mak-
ing it easier for people to hold their local government accountable
for the decisions it makes. For example, if a city, by operating effi-
ciently, is able to maintain a high level of public services with rel-
atively low taxes, residents of nearby cities may demand equally ef-
ficient government from their policymakers—and use the threat of
relocation to the efficient city to make their demands resonate.

But the problems described above require some Federal role in
the provision of many public services. Uniformity of regulations or
of standards, such as safety standards, can improve the effective-
ness and efficiency of certain policies. A uniform set of minimum
water and air quality regulations ensures that all Americans, re-
gardless of where they live, have clean air to breathe and water to
drink. Cross-jurisdictional spillovers also can be important. Some
types of public services, like national defense and subsidies to sci-
entific research, need to be provided by the Federal Government
because the spillovers from government action are so large. Public
services and goods, like national defense, that can only be provided
effectively at the national level are called national public goods.
Those whose benefits accrue exclusively to residents of a particular
locale are called local public goods.

Between purely local and purely national public goods are many
intermediate cases: many public services create some spillovers,
but still much of the benefit accrues within the community. High-
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ways are a prominent example. Many highways are used primarily
by residents of the State where the highway is located. But these
highways also provide significant benefits to out-of-State residents
who travel on them and who purchase goods that have been trans-
ported on them. If State residents had to pay for all the costs of
building highways in their State, their choices regarding highway
construction might take into account only the benefits they expect
for themselves. Thus they would construct fewer roads with small-
er capacity than would be socially desirable.

MATCHING GRANTS

One method used to solve this problem is the categorical match-
ing grant, in which the Federal Government pays a fraction of the
overall costs of the program. For example, the Federal Government
could match additional State spending on a 1-to-1 basis, or on a 2-
to-1 or 4-to-1 basis. Ideally, the match rate would be set so that the
fraction of the total costs paid by the States equals the fraction of
the total benefits that accrue to their residents. Under such a fi-
nancial arrangement, the decision on the level of expenditures can
be delegated to the States. Because the spillover effects are taken
into account in the “price” States have to pay, they will set the
level of expenditures at an efficient level.

In practice, however, a large share of Federal grants for public
infrastructure, education, and social services is not in the form of
matching grants, but rather in the form of categorical unmatched
grants (grants that provide funds for particular purposes, such as
education of the disabled or tuberculosis control, but do not require
States or localities to put up any of their own money). Further-
more, while there are grant programs that do require States to
spend their own funds in order to receive Federal money, many are
in the form of capped matching grants, which place a ceiling on the
total amount that the Federal Government will pay. From an
economist’s perspective, capped matching grants are much like cat-
egorical grants. Once the cap on Federal grants is reached, State
and local governments bear the full cost of additional projects. And
since, for many capped matching grant programs, States likely do
spend more than the amount required to receive the maximum al-
lowable Federal grant, the grants probably do little to change the
incremental costs of projects, but simply allow States and localities
to shift resources to other projects. Capped matching grants may
thus insufficiently address the problem of underspending arising
from cross-jurisdictional spillovers. Surprisingly, however, evidence
indicates that categorical grants and capped matching grants do
stimulate a significant amount of additional investment in the tar-
geted activities (Box 4-1), although they also serve to free up State
funds for other purposes. Open-ended matching grants, which
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would change the marginal cost to States, could have significantly
greater effects on State spending decisions, because they would af-
fect the prices faced by the States at the margin.

PUBLIC SERVICES AND DIFFERENCES IN LOCAL
RESOURCES

One of the rationales cited above for a Federal role in provision
of public goods is that some jurisdictions lack the resources to fi-
nance public services at a level deemed adequate by the Nation as
a whole. But a lack of sufficient State resources to provide services
does not necessarily imply that the Federal Government should
provide those services instead. In principle, the Federal Govern-
ment could, instead of providing grants for public services to poor
States, provide income transfers to poor individuals. Just as indi-
viduals, not the government, should decide how their income is
spent, so too individuals should decide for themselves about the
level of consumption of local public goods.

If taxpayers closely monitored their policymakers, the level of
public services would not depend on whether resources were trans-
ferred to State and local governments or directly to taxpayers, and
the transfer of resources to the States would simply substitute for
State governments levying taxes. But the evidence cited earlier
suggests that the way money is distributed does matter. Direct
transfers to individuals force State and local policymakers to justify
their choices of public services.

This general principle has two exceptions. First, Americans be-
lieve that society has a special responsibility to children, regardless
of the economic condition of their parents. Providing services that
go directly to children, rather than providing cash to their parents,
may be a more effective way of making sure that it is children who
ultimately benefit. More generally, society may not care so much
about inequality of income as about inequality in the consumption
of certain goods, and so may prefer to provide these goods instead
of cash. To the extent that these goods are public services—like
health care, clean water, decent schools, good job opportunities, and
safe places for children to play—Federal funding of such services
for poor neighborhoods is warranted.

A second reason why it may be better for the Federal Govern-
ment to provide direct financing for public services is to save on ad-
ministrative costs. Indirect financing, through Federal transfers to
citizens residing within the jurisdiction, involves two steps: dis-
bursing funds to individuals and collecting the money once again
at the State or community level. Because each step has its costs,
direct transfers to State and local governments may save on overall
transaction costs.
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BETTER GOVERNMENT THROUGH COMMUNITY AND
INDIVIDUAL EMPOWERMENT

Over time, a large number of Federal programs have evolved pri-
marily to meet certain perceived needs that were not being ade-
guately addressed at the State and local level. Although these pro-
grams direct attention and resources to real problems, in some
cases they leave too little discretion to States and localities in allo-
cating the funds, and Federal paperwork requirements lead States
and localities to devote too large a share of their resources toward
administrative costs. Furthermore, in some cases these funds could
be more effective if they were used to empower individuals, by pro-
viding them the wherewithal and the information to make appro-
priate choices, rather than having government—Federal, State, or
local—in the driver’s seat.

This Administration has put forward a new approach to Federal
grants:

* The Federal Government would provide States and local gov-
ernments with greatly enhanced flexibility: funds from numer-
ous programs would be consolidated, and regulations would be
pared back.

» Accountability would be ensured not by restrictions on the use
of funds but by performance measures. Programs that live up
to their stated goals could receive more funding.

* Individuals benefiting from government programs would also
be given as much discretion as possible to choose how those
funds should be spent, reducing the possibility that they would
be spent unwisely.

One example of this new approach is the Administration’s pro-
posed G.I. Bill for America’s Workers (Box 4-3). Under the current
Job Training Partnership Act, States are provided the funds to ob-
tain training for dislocated workers. Under the Administration’s
proposal, funds would instead be dispensed directly to individuals,
in the form of “skill grants” which they could use for tuition at pri-
vate or public institutions. States and localities would create one-
stop career development centers, which would provide individuals
with the information necessary to make good choices about how to
use their skill grants, would track participant earnings and job re-
tention, and would work with businesses to help match newly
trained workers with jobs. Allowing individuals to make informed
choices about what skills to obtain and where to obtain them will
ensure that only those institutions that provide high-quality, rel-
evant training will survive.

The Administration has also encouraged legislative efforts, such
as the proposed Local Empowerment and Flexibility Act, that
would waive programmatic regulations for local communities that
have a federally approved “Local Flexibility Plan” from certain Fed-
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eral laws and regulations that impede their efforts to meet their
plan. Similarly, as part of its overhaul of environmental regulation,
the Administration has initiated Project XL, which gives respon-
sible companies and other regulated parties the flexibility to re-
place the requirements of the current regulatory system with their
own alternative strategies to achieve better bottom-line environ-
mental results.

These efforts are similar to the project currently under way to re-
vitalize distressed communities: The Empowerment Zone and En-
terprise Community (EZ/EC) initiative provides block grants, tax
subsidies, and regulatory flexibility to a number of designated com-
munities that have formulated innovative strategic development
plans. A major element of these plans, and of the EZ/EC initiative,
is the inclusion of performance benchmarks, so that policymakers
can learn what works and what does not.

In cases where local control has not done the job, a reconsider-
ation of the intergovernmental partnership is in order. Public hous-
ing is one example of a program that needs major change (Box 4—
4). In its plan to reorganize the Department of Housing and Urban
Development (HUD), the Administration proposed providing great-
ly increased flexibility to well-performing housing agencies and
overhauling those public housing agencies that are chronically
troubled. In some cases, residents of severely distressed units will
be provided with rental vouchers, which could be used to obtain
private housing. After all, individuals have the best incentive to en-
sure that the dollars they receive for housing are well spent.

DEVOLUTION AND THE SAFETY NET

This country has reached a general consensus that providing a
minimum level of subsistence for our most vulnerable citizens, re-
gardless of where they live, is an essential government role. But
because differences exist across States—in job opportunities, in
family characteristics, and even in views on the appropriate level
of support for the poor—States also have a role in providing and
administering the safety net.

At the same time, safety net programs—programs that provide
assistance to those meeting certain income or asset tests, such as
Aid to Families with Dependent Children (AFDC) or Medicaid—
present several problems that require some Federal role. One prob-
lem stems from the mobility of the population. For example, when-
ever one State chooses to expand its welfare program—by raising
benefits or relaxing eligibility criteria—it may encourage poor peo-
ple from other States to move in. As they do, the welfare program
becomes more expensive, forcing the State either to reduce benefits
or eligibility, raise taxes, or both. If the State raises taxes to pay
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Box 4-3.—Rethinking Devolution: The Job Training
Partnership Act

The history of the Job Training Partnership Act (JTPA)
shows that simply shifting accountability and policy discretion
to the States does not always improve performance. When en-
acted in 1982, JTPA was designed as a block grant to the
States. JTPA reduced the role of the Federal Government, en-
hanced the role of the States, and retained a strong role for
policymaking and initiative at the local level. However, the
program became the subject of a growing number of reports.
The General Accounting Office concluded that Federal dollars
were being misused, while the Department of Labor’s Office of
the Inspector General found a serious lack of uniform control
and guidance. JTPA’s problems led the previous Administra-
tion and a coalition in Congress to reassert Federal account-
ability through a set of new rules and regulations enacted in
1992.

The 1992 legislation was an understandable response, but it
made JTPA less flexible. The dilemma facing JTPA is one of
the reasons why the present Administration has proposed a
G.l. Bill for America’s Workers. The new bill is based on a dif-
ferent model, one that replaces bureaucratic accountability
with market-driven accountability based on individual
empowerment, informed customer choice, and competition
among providers. It establishes appropriate and complemen-
tary roles for all three levels of government—Federal, State,
and local—in the design, implementation, and oversight of ef-
fective workforce development systems. It also provides for the
close participation of businesses, labor organizations, and local
elected officials to facilitate effective training and placement.

for the more expensive welfare program, residents with higher in-
comes may migrate to other States with lower taxes, again making
it harder for the State to finance its established level of benefits.
Accordingly, States and localities are discouraged from providing
safety net benefits. This phenomenon—sometimes labeled the “race
to the bottom”"—limits the ability of States to offer their residents
welfare benefits that are as generous as they would like in the ab-
sence of migration.

The severity of this problem depends on how prone people are to
move in response to differences in the generosity of welfare benefits
across States. The evidence is inconclusive. Some researchers have
found that low-income households are indeed more likely to move
from low-benefit to high-benefit States, whereas others have found
no evidence of welfare-induced migration. Even when welfare bene-
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Box 4-4. Rethinking Devolution: The Case of Public Housing

Since 1937 the Federal Government has invested some $90
billion in Federal housing. The legacy of that investment is
mixed. Public housing does provide affordable shelter for ap-
proximately 1.3 million households. But many public housing
projects are in abject disrepair.

One problem with the current system is the lack of account-
ability. The discipline of the real estate market seldom extends
to public housing. Instead, local public housing agencies ad-
minister the public housing stock, subject to the rules and reg-
ulations of a distant Federal bureaucracy. Under the reorga-
nization plan for the Department of Housing and Urban Devel-
opment, well-performing public housing agencies will be given
greater flexibility to improve their housing stock, through mod-
ernization or demolition, and to attract and retain a broader
range of families by setting their own rules for admission to
public housing.

But public housing agencies that exhibit persistent manage-
ment deficiencies will be overhauled. And some projects, such
as Chicago’'s infamous Cabrini-Green, will be demolished. In
many cases, residents of demolished units will be given rental
vouchers to live in better housing in the private market.
Vouchers permit tenants to demand quality housing, and also
make it easier for them to seek out gainful employment and
jobs that maximize their income, regardless of where they are
located. In other communities, a new form of public housing is
being tested. Instead of mammoth apartment buildings, small-
scale, townhouse-style housing is being constructed that would
provide housing to residents with a wide range of incomes. In-
stead of purely public ownership and management, this hous-
ing will be owned and managed by partnerships between pub-
lic entities and for-profit and non-profit developers.

fits are found to affect migration, the effects are generally small
and slow to happen. But even if the effects are small on average,
they could be substantial for neighboring States with population
centers in close proximity. Furthermore, the studies examining the
effects of differences in AFDC benefit levels on migration were all
done within the context of the current AFDC program, which does
impose some limits on the differences across States. For instance,
although average benefit levels and eligibility requirements vary
widely, States are required to provide coverage for all families
meeting the State income and asset requirements. Interstate com-
petition might be more of a problem if some States imposed rigid
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time limits on welfare recipiency or denied benefits to certain fami-
lies while others did not.

Some State legislatures have taken the position that welfare-in-
duced migration occurs and should be discouraged. As a result,
under waivers granted by the previous Administration, California
and Wisconsin were permitted to create “two-tier” welfare systems,
in which new residents on AFDC could receive a different level of
benefits than longer term residents of those States. However, some
have questioned the legality of the two-tier system: California’s
waiver was voided by the Court of Appeals, and Wisconsin's is the
subject of pending litigation.

Disparities in State resources—particularly in relation to the de-
mands put upon them—provide another rationale for a Federal
role. Poorer States feel that they cannot afford the same level of
safety net protection that wealthier States can. As in the case of
public services, this rationale does not necessarily imply that the
Federal Government should finance the safety net programs. Just
as the government can help provide public services in two ways, it
also has two ways of helping individuals: directly, and indirectly by
first giving it to States and communities. The direct method can
save on transaction costs, and the resulting empowerment of indi-
viduals may enhance the efficiency of the funds. On the other
hand, in cases where benefit recipients also require other govern-
ment help—for example, in finding child care or getting job train-
ing—transfers to States or communities to fund such services may
prove more effective.

Some States have historically been poorer than others, and these
differences are not likely to change any time soon. But in addition
to these persistent disparities, shorter term disparities arise from
fluctuations in the business cycle. In the past, Federal funding has
acted in part as a form of insurance against these shocks, with
those States experiencing increases in their poverty population re-
ceiving greater Federal funding. To some extent States can insure
themselves against temporary economic shocks if they maintain
“rainy day” funds or if they permit themselves to borrow during
hard times. However, political constraints that States face, such as
balanced budget requirements, may reduce their ability to insure
their safety net programs against adverse economic shocks.

THE FEDERAL ROLE IN THE SAFETY NET

All these considerations argue for a strong Federal role in safety
net programs. And in fact, most safety net programs are either fed-
erally run or run jointly by the Federal and State governments.
The Federal Government finances and makes policy decisions for
Food Stamps and Supplemental Security Income (SSI, the cash as-
sistance program for the low-income aged, blind, or disabled);
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States do have an administrative role in both, however, and many
States supplement SSI benefits with their own funds. Medicaid and
AFDC—which along with Food Stamps are the largest programs
for the nonelderly poor—are administered by the States, but States
and the Federal Government share responsibility for funding and
for policymaking. Other safety net programs, like housing subsidies
and energy assistance, are provided by both the Federal Govern-
ment and the States.

The Federal share of spending on safety net and social service
programs increased with the introduction of Medicaid, SSI, and
Food Stamps: from roughly 44 percent of the nationwide total in
1960 to over 70 percent in 1976, and has remained relatively stable
since then.

Under current law the Federal Government provides open-ended
matching grants to States for Medicaid and AFDC, with the Fed-
eral share of expenditures in 1995 varying, from 50 percent to 79
percent, according to State income. This open-ended matching re-
duces the States’ marginal price of providing benefits, giving States
an incentive to provide higher levels of benefits than they other-
wise would. Federal matching also helps offset the problems of
States offering lower benefits for fear of becoming welfare magnets
or because of insufficient resources. Yet despite their significantly
higher Federal matching rates, poorer States still tend to pay lower
AFDC benefits (Table 4-2).

Although the theoretical arguments supporting a Federal role in
welfare are strong, almost all observers, including welfare program
participants themselves, agree that the welfare system is not work-
ing well. For too long, it has undermined the values of work and
personal responsibility, not strengthened them.

Welfare policy presents a dilemma with which the Nation has
been struggling for 60 years: providing adequate support to low-in-
come families who fall upon hard times, and especially to their chil-
dren, without generating dependency. Despite a broad consensus
that the goal of welfare reform should be to move people from wel-
fare to work, how best to accomplish this goal is still unclear.

In such uncertain circumstances, the potential value of innova-
tion and experimentation is high, and States have shown increas-
ing interest in trying new approaches. This Administration has
used waivers effectively to allow States to engage in valuable ex-
perimentation. The Administration has made clear that it is open
to States’ proposals for alternative approaches to providing welfare
support. Since January 1993 the Administration has approved wel-
fare demonstration projects in 37 states. In an average month
these demonstrations will cover more than 10 million people, or ap-
proximately 73 percent of all AFDC recipients.
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TABLE 4-2.—Typical Maximum AFDC Payments for a Family of Three

[Dollars per month]

Three-person Three-person
State family State family
typical maximum typical maximum

Alabama ... 164 Montana 375
Alaska ... 923 Nebraska . 364
Arizona .. 347 Nevada ........ 348
Arkansas ... 204 New Hampshire . 550
California .. 607 New Jersey ... . 424
Colorado .... 356 New Mexico . . 381
Connecticut 581 New York ..... 577
Delaware ........ 338 North Carolina . 272
District of Columbia . 420 North Dakota ... 431
Florida ....... . 303 (0] 1] 341
Georgia . 280 Oklahoma 307
Hawaii 712 Oregon ... 460
Idaho 317 Pennsylvania 403
lllinois ... 377 Rhode Island ... 554
Indiana . 288 South Carolina . 200
lowa ... 426 South Dakota ... 430
Kansas .. 403 Tennessee ... 185
Kentucky ... 262 Texas ...... 188
Louisiana .. 190 Utah ... 426
Maine ... 418 Vermont .. 656
Maryland ... 373 Virgin Islands .. 240
Massachusetts 579 Virginia ....... 291
Michigan ... 459 Washington . 546
Minnesota . 532 West Virginia 253
Mississippi . 120 Wisconsin ... 517
MISSOUMT vvovvvverrvierienes i 292 Wyoming 360

Note.—"“Typical maximum” is amount paid for basic needs to a family (including one adult) with no income or special
needs in State’s highest caseload area.

Source: Department of Health and Human Services.

In their reform efforts, many States have sought to reduce wel-
fare dependency by beginning to experiment with time limits on
families’ welfare benefits. Others have sought to facilitate the
movement from welfare to work by setting strict job search or work
requirements, or by providing subsidies to private employers who
hire welfare recipients. Many States require recipients to sign “per-
sonal employability plans” or “self-sufficiency agreements,” with
specific goals and deadlines. Failure to meet the deadlines can re-
sult in reduction or denial of benefits.

The Administration has reinforced these state welfare reform ef-
forts with other policies that reward work over welfare. In 1993 the
President’'s economic plan cut the taxes of 15 million working fami-
lies through the earned income tax credit. The Administration has
also proposed raising the minimum wage to ensure that, in com-
bination with the Earned Income Tax Credit, a single parent with
two children working full-time would escape poverty. The Adminis-
tration has also strengthened collection of child support, enabling
more single parents to support themselves through a combination
of child support and work, instead of welfare.

MOVING FORWARD: WELFARE REFORM

The Administration has called for comprehensive, bipartisan wel-
fare reform legislation to impose time limits, work requirements,

125



and tough child support enforcement nationwide. Many in the Con-
gress, believing that the waiver process is still too burdensome and
uncertain, have proposed converting AFDC into a block grant pro-
gram, providing States the flexibility to design their own ap-
proaches to welfare reform without the need for waivers from
Washington, and putting an end to the open-ended entitlement
funding structure.

Converting AFDC to a pure block grant could have a number of
effects. First, under pure block grants, States would no longer re-
ceive additional funding for increases in benefits arising from eco-
nomic downturns or population growth, making it more difficult to
provide needed benefits. Second, under a block grant program,
States would receive a fixed amount of money from the Federal
Government, independent of the level of State expenditures. The
elimination of the Federal matching program would mean that
States would no longer receive extra Federal money when they
raised benefits, nor lose Federal support when they cut benefits.
This change in incentives (which would be greater for low-income
States since they now have the most generous Federal match rates)
might induce some States to cut their welfare spending.

On the other hand, converting AFDC to a block grant program
would also mean that States that managed to get people off welfare
and into jobs would realize all the resulting welfare savings. Under
the current program most State job training expenditures are not
matched, even though the Federal Government receives a large
fraction of the resulting welfare savings.

In any reform of the welfare system, the Administration has con-
sistently argued for crucial safeguards to promote work and respon-
sibility and to protect children. It has insisted on a strong mainte-
nance-of-effort requirement so that States keep their welfare
spending at adequate levels, and sufficient resources to pay for
child care so that recipients can leave welfare and go to work. Fi-
nally, the Administration has required that additional resources be
made available to States during economic downturns. Under the
current system, this occurs automatically through the Federal
match, but an adequately financed contingency fund with an effec-
tive trigger mechanism could also accomplish this goal.

Because the current system frustrates taxpayers and recipients
alike, the Administration plans to work with the Congress to enact
a bipartisan welfare reform bill. As part of its 7-year balanced
budget proposal, the Administration has proposed repealing the
AFDC program and replacing it with a new Federal program with
strict time limits on welfare benefits. The new program would re-
quire parents to go to work after 2 years or lose their benefits;
after 5 years benefits would end unconditionally. States would
enjoy new flexibility to tailor their welfare systems to local condi-

126



tions. At the same time, the plan would provide vouchers to protect
children whose parents reach the time limit. Because the Federal
government would continue to match State welfare spending,
States would be protected in the event of economic downturns or
caseload growth.

MOVING FORWARD: MEDICAID

This Administration has insisted upon maintaining the Federal
entitlement to Medicaid, for two main reasons. First, this Adminis-
tration believes that all Americans should be guaranteed access to
quality medical care, regardless of income or State of residence.
Second, the Medicaid program is not performing badly: it needs re-
form, not repeal. Although overall Medicaid expenditures have
been increasing at a rapid rate, part of this increase is attributable
to legislated increases in the eligible population.

This Administration’s insistence upon maintaining the guarantee
of health care coverage for poor families in no way contradicts its
commitment to flexibility, innovation, and experimentation. The
President's plan expands State flexibility in administering Medic-
aid programs, but maintains protection for beneficiaries and for
States facing population growth or economic downturns. To this
end, the Administration is committed to working in partnership
with the States to test new approaches to Medicaid through the
waiver process. The Administration shares States’ interest in devel-
oping innovative delivery systems, improving quality of care, and
expanding coverage to uninsured Americans. To date, the Adminis-
tration has approved 12 comprehensive health care reform dem-
onstrations. These waivers have allowed States to greatly increase
their use of managed care, to subsidize health insurance for em-
ployed but uninsured workers, and to expand Medicaid eligibility
by eliminating asset tests and increasing income limits. Further-
more, the Administration has granted 14 States Medicaid waivers
as part of larger welfare reform projects. These waivers enable
States to continue providing essential health care services while
encouraging independence from welfare. The Administration’s 7-
year budget plan would give States further flexibility to modify
their programs. In particular, it would no longer require States to
obtain a waiver in order to expand coverage to any person whose
income is at or below 150 percent of the poverty line, to use man-
aged care plans to provide health insurance to their Medicaid popu-
lation, or to move people from nursing homes to home- and commu-
nity-based settings. The plan also repeals the Boren Amendment,
thus allowing States greater flexibility in establishing their pro-
vider payment rates.
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THE CHALLENGES OF DEVOLUTION

This Administration is committed to making government more
efficient and effective. Designing government programs so that ac-
tivities are performed at the appropriate government level—Fed-
eral, State, or local—is one of the most difficult challenges associ-
ated with this task. Although in many areas the answers are
clear—national defense is a Federal responsibility, whereas sewage
treatment and water supply are local responsibilities—in many
other areas the advantages of Federal responsibility must be bal-
anced against the advantages of State and local responsibility. Fed-
eral grants to fund certain public services can reduce the problems
of spillovers, but if the sense of accountability for Federal funds is
different from that for funds raised through State or local taxes,
Federal grants may be spent unwisely. Restrictions on the use of
Federal funds may reduce this problem, but they may also impose
significant administrative burdens and severely limit State innova-
tion.

One approach to solving this problem is to ensure accountability
through results-oriented measures, rather than through conven-
tional rules and regulations. A results-oriented approach allows
States much more flexibility without severely hampering efficiency.
The Administration has proposed using this approach in housing,
job training, the environment, welfare, and numerous other policy
areas. Subjecting government expenditures to this discipline is like-
ly to be the best way to improve government efficiency. Further-
more, when possible, government should use the private market di-
rectly. For example, individuals can be provided housing vouchers
that permit them to live wherever they choose, and those in need
of job training can receive funds to pay for training at the institu-
tion of their choice. In this way, individuals are provided the
wherewithal to choose what is best for them, and only those provid-
ers that bring desirable services to market at the lowest cost—
whether it be rental housing or job training—will survive.

States must also be provided with greater flexibility where no
consensus has emerged on how to accomplish the goal. In these
cases, experimentation and innovation by the States could prove in-
valuable. But this enhanced flexibility must be provided in a way
that protects the national interest and advances the objectives of
the programs. What is appropriate in one program may not be ap-
propriate in another. In some cases the solution may entail Federal
regulation as a “default option,” with wide latitude for waivers to
allow for State and local adaptation. In other cases, block grants
with little Federal policy involvement may be called for.

Devising policies that ensure accountability and that protect the
national interest, while also allowing for flexibility, adaptability,
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and innovation at the State, local, and individual levels is a great
challenge. What worked in the past may no longer work today.
Carefully balancing the advantages and disadvantages to find the
right mix of policies is vital if government is to work at its best.
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CHAPTER 5

Economic Efficiency and Regulatory
Reform

OUR LIVING STANDARDS depend on more than just our mone-
tary income. We benefit from open spaces and clean rivers and
lakes. We gain a sense of security from safer airplanes, cars, food,
and toys for our children. We benefit from safer workplaces and
from safer financial institutions.

Over the years the U.S. Government has enacted a number of
laws and issued a number of regulations designed to protect con-
sumers, workers, and investors. These efforts are important for im-
proving our environment, public health, and safety. Reducing the
corrosion of factory equipment by polluted water, or the loss of ag-
ricultural productivity due to air pollution, also lowers business
costs. In some cases, efforts to correct environmental or safety
problems may stimulate other productivity improvements.

But regulation also inevitably imposes costs, and these can be
substantial. They include not only direct expenditures to enforce
and comply with regulation, but also indirect costs, such as loss of
flexibility and choice for consumers and businesses, diversion of in-
vestment from other productive activities, and delays in redevelop-
ing inner cities where hazardous waste sites are located.

To best serve the public interest, regulation should impose the
least burden necessary to achieve its objective, and its benefits
should justify its costs. A major theme of this Administration has
been reinventing regulation: taking a new look at regulation and
the regulatory process to ensure that regulations meet legitimate
social needs, and where necessary changing both content and proc-
ess to improve efficiency and effectiveness.

This chapter begins by surveying the broad and continuing de-
bate over the scope and design of regulation. It identifies the ra-
tionales for regulation and the basic principles of effective and effi-
cient regulation of threats to human health, safety, and the envi-
ronment. The balance of the chapter then illustrates the applica-
tion of these principles in the context of ongoing efforts to restruc-
ture regulations affecting the environment and natural resources.
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RATIONALES FOR GOVERNMENT REGULATION

The fundamental strength of a market economy is that the pur-
suit of private gain serves the public interest by stimulating effi-
ciency and innovation. But private gain and public interest are not
always so firmly tethered: they can and do diverge. In the absence
of regulation, polluters do not have an incentive to pay adequate
attention to the environmental damage they cause. Workplaces
may be unsafe. Consumers may be unwittingly exposed to defective
or unsafe products and services.

Economists refer to such divergences between public and private
interest as externalities, because in each case the amount paid for
a good or service fails to reflect its full cost to society—some costs
remain “external” to the transaction. Externalities are a form of
market failure. Government action is needed to correct this market
failure, by confronting economic actors with the full costs of their
behavior. Correcting externalities improves economic efficiency and
the quality of life. The United States has long used regulations as
a way of better aligning public and private interests within the
market. For example, legislation in the area of food and drug safety
was enacted in the 1930s. Internalization of externalities is an im-
portant role of government in modern society, to be set alongside
the provision of public goods like national defense and the mainte-
nance of a social safety net.

Although this chapter focuses on regulation, governments have a
variety of other tools to address market failure. These include di-
rect changes in incentives through subsidies or fees; changes in
legal liability standards; provision of information about products,
markets, and technologies; support for the development of new
technologies; and voluntary, cooperative ventures with the private
sector.

Changes in our economy and our society call for changes in regu-
latory policies. When pressures mount for both land development
and the preservation of undeveloped natural areas, new tensions in
land use and resource protection policies will have to be addressed.
As States demand a greater say over their own affairs, Federal-
State partnerships grow, leading to tensions between the objectives
of consistency and flexibility. Regulation also must adjust to reflect
changes in technology. For example, it is important to focus on the
risks posed by contaminants, not just the ability to measure their
concentrations in human tissues and the environment.

The Administration’s strategy of reinventing regulation address-
es these varied and sometimes conflicting concerns. It encompasses
not just deregulation and reform of the content of regulation, but
also a rethinking of how government regulates. The goal is to de-
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vise a regulatory system that both works better and is more re-
sponsive to public concerns.

Efforts to reinvent regulation are taking a variety of forms. One
important step is better targeting of regulatory efforts to where the
need is greatest. Another is a shift in emphasis from prescribing
methods of compliance to specifying desired outcomes. Still another
is harnessing economic incentives through market-based regulatory
mechanisms. The process of regulating can be improved through re-
duced paperwork burdens and streamlined reporting requirements,
better dissemination of information to the public, and increased op-
portunities for public participation in the regulatory process.

EVALUATING REGULATORY PERFORMANCE:
PRINCIPLES AND PRACTICE

Evaluating regulatory reforms requires consideration of the bene-
fits and costs of alternatives. This can raise a number of questions.
What range of consequences from regulation should be considered?
How does one address benefits or costs that are uncertain or inher-
ently difficult to quantify? How should concerns about fairness be
dealt with? How should regulators balance the need for consistency
in rulemaking with the advantages of flexibility? How can the as-
sessment process itself obtain high-quality analysis without creat-
ing an excessive administrative burden, and without imposing ex-
cessive societal costs from the delay of necessary actions?

SETTING REGULATORY PRIORITIES

Executive Order 12866, which the President signed on Septem-
ber 30, 1993, reflects the Administration’s basic philosophy and
principles for regulatory planning and review. The order stipulates
a number of criteria that should apply both to assessments of “sig-
nificant” new regulations (including but not limited to regulations
with an expected annual economic effect of $100 million or more)
and to reevaluations of existing regulations. The order requires
that Federal regulations address real needs while avoiding undue
economic burdens. In assessing the need for regulation, agencies
should consider a variety of alternatives, including alternatives to
new regulation. The assessment should use the best reasonably
available information, including information about risks and costs
and the uncertainties surrounding them, and it should encompass
both quantitative and qualitative benefits and costs. To the extent
compatible with existing statutes, agencies should show that the
chosen regulatory approach maximizes net benefits (including eco-
nomic, environmental, public health and safety, and other advan-
tages, as well as distributional impacts and equity), and that those
benefits justify the costs. The means of regulating should be cost-
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effective, imposing the least possible cost on society to achieve the
objective (after taking into account the potential for technical inno-
vation, requirements for verifying compliance, and equity con-
cerns). Federal agencies should also reduce regulatory inconsist-
ency and overlap; they should coordinate their activities with State,
local, and tribal governments; and they should provide significant
opportunities for contribution by the public to regulatory review.

The criteria for regulatory planning and review established in
the order recognize that some benefits and costs are difficult to
quantify but nevertheless important. The order acknowledges the
importance and limitations of benefit-cost evaluations for obtaining
good regulatory outcomes. The Administration opposes legislative
changes that would burden the regulatory system with rigidly pre-
scribed assessment methods, unnecessary costs and delay, and ex-
cessive opportunities for litigation.

DESIGNING EFFECTIVE REGULATORY POLICIES

To make regulation less burdensome, the order states that, wher-
ever possible, agencies specify regulatory goals in terms of perform-
ance standards, which specify desired outcomes, rather than design
standards, which prescribe methods of compliance. Performance-
based regulation lowers the cost of compliance by allowing a vari-
ety of compliance options and encouraging technical innovation. In
contrast, the input-oriented, design standards approach tends to
raise the cost of achieving regulatory objectives by limiting flexibil-
ity. For example, standards for atmospheric pollutants could speci-
fy a desired reduction in emissions or in the damages caused by
emissions, and a means for determining whether that reduction
has been achieved. This obviates the need to mandate investment
in specific pollution abatement technology such as scrubbers for
power plants.

Performance standards may require greater effort on the part of
regulators to ascertain the level of compliance. They also require
public confidence in the approach. The applicability of performance
standards in practice is limited by constraints on the ability to
monitor compliance and public acceptance. Improved measurement
capacities and increased confidence in the approach can be ex-
pected to increase its applicability, yielding significant improve-
ments in the cost-effectiveness of regulation.

Even with performance standards in place, the total cost to the
economy of complying with regulation may be higher than nec-
essary. The total cost can be reduced if those who face lower com-
pliance costs undertake more of the total effort required. Regula-
tions can employ economic incentives toward this end, rather than
rigid requirements. Society further benefits from incentive-based
policies because they can provide a strong inducement to the devel-
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opment of new technologies that reduce the cost of compliance for
all.

Tradeable emissions allowances for pollution control illustrate
these points. A tradeable emissions regime sets a limit on total
emissions from all sources and a nominal emissions limit for each
source. Sources can then vary their actual emissions above or
below that limit through voluntary exchange of emissions allow-
ances with other emitters. Those that can comply at lower cost can
cheaply cut emissions below their nominal limit, then sell their un-
used allowances to emitters with higher costs, who can then exceed
their nominal emissions levels. A further advantage of allowances
is that they essentially put a price on allowed emissions, providing
an incentive for the development of lower cost options for pollution
control and prevention.

Although regulation is necessary to curb negative externalities
such as pollution, in some cases government policy itself contrib-
utes to externalities. Then the challenge to designing effective poli-
cies includes reducing these government-induced distortions. For
example, ill-designed subsidies can contribute to environmental
harm. These include agricultural commodity programs that encour-
age overuse of soil, water, and chemical fertilizers, and access to
forests on government land at less than their opportunity cost. Re-
ducing or eliminating distorting subsidies offers an opportunity to
improve the environment and market performance simultaneously.

REGULATION AND DEVOLUTION

The question of who should regulate can be as important as how
to regulate. This question has no easy answer. Many of the argu-
ments parallel those raised in Chapter 4 on the devolution of ex-
penditure programs. If regulatory authority goes to that level of
government whose jurisdiction best corresponds to the scope of the
externality, this can help ensure a solution that is tailored to the
problem. For example, plans to clean up and rehabilitate contami-
nated industrial sites might be better made at the State or the
local level. State and local decisionmakers may be better able to as-
sess the benefits and costs of additional cleanup—greater public
safety, cleaner sites, but increased expense and delay—and to en-
sure that resources are used most efficiently.

Devolution of regulatory responsibility may not be appropriate,
however, for several reasons. Broader, cross-jurisdictional environ-
mental interests may be at stake. For example, protecting wetlands
and endangered species habitats is a national as well as a local
issue. The impacts of pollution may transcend local boundaries.
Federal regulation of air and surface water pollution is intended in
part to address the fact that some of these problems spill over city
limits and State lines. State or local authorities might have a weak
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interest in preventing or containing damages outside their jurisdic-
tions. Devolution of regulatory authority might also compromise
protection because of limits on local regulatory capacity (such as in-
adequate resources for monitoring or lack of enforcement experi-
ence), or because States or localities are in competition with each
other for economic development opportunities. In addition, dispar-
ate State or local regulatory standards can increase costs of compli-
ance by, for example, requiring excessive product differentiation.

Problems can arise when the impacts of externalities are felt by
one group of people, but political decisions are made by others. By
the same token, however, problems can arise when the bene-
ficiaries of policies to address externalities do not have a stake in
balancing the costs and benefits of policy intervention. This can
happen when decisions are made by States or localities but costs
are borne at the Federal level. Conversely, the imposition of re-
quirements on State and local governments without the funding to
meet those requirements—so-called unfunded mandates—has be-
come a point of contention. Some mandates could be seen as undue
restrictions on local discretion, but others may appropriately com-
pensate for market or policy failures at the State or local level. For
example, if a mandate restricts the ability of States or localities to
impose externalities on others, it can be justified on the same eco-
nomic grounds that apply to the regulation of private entities that
generate externalities. It can be difficult in practice to ascertain
into which category a particular mandate falls. In any case, the
Federal Government should be aware of the costs it imposes on
other levels of government. As noted in Chapter 4, legislation
passed in 1995 ensures that this information will be available dur-
ing congressional debates.

REGULATORY ASSESSMENT IN PRACTICE

The capacity to estimate the consequences of regulation has
grown enormously since the early days of benefit-cost analysis. And
even imprecise analyses can at least be useful in placing bounds
around potential benefits and costs. Nevertheless, a number of
methodological questions persist and are addressed in newly up-
dated guidelines issued by the Office of Management and Budget.
The following examples illustrate these issues and the means avail-
able to address them.

The primary purpose of much regulation is to reduce an identi-
fied threat to human health, safety, or the environment. However,
there are gaps in current knowledge about the nature and mag-
nitude of the hazards that different substances and practices pose
to different parts of the population, and about the costs of reducing
those hazards. With limited information, analysts will be able to
describe only a few possible scenarios; in other cases a more com-
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plete characterization of outcomes and probabilities may be pos-
sible. Such information may include measures of central tendency
(e.g., the median risk), upper and lower bounds, measures of the
uncertainty of possible outcomes, and effects on different popu-
lations. Where the level of risk depends on more than one factor
(e.g., both exposure and toxicity), statistical techniques can com-
bine these factors in a way that accurately describes the overall
risk without putting excessive emphasis on those outcomes that are
very unlikely.

The valuation of risk reduction is an important element of many
regulatory assessments. It is complicated, however, by the fact that
typically there are no markets that directly value the reductions in
risk achieved through regulation. Instead, indirect methods must
be employed. For example, the assessment of many health and
safety regulations centers on the question, By how much will this
regulation reduce the risk of illness or premature death? It is pos-
sible in principle to assign an economic value to the reduced risk
of premature mortality by posing the question, How much would
members of the affected public willingly pay for this reduction in
the probability of earlier death? This makes the issue analogous to
the willingness to pay for insurance—and quite different from plac-
ing a monetary value on a specific person’s life. (Even the notion
of putting a monetary value on risk reductions of this kind remains
controversial for many.) The question can be approached by exam-
ining, for example, how much more people pay for safer but costlier
products, or by estimating the wage premiums offered for riskier
occupations. However, debate continues about the reliability and
applicability of this information to the assessment of other kinds of
risks. Among the questions at issue are the degree to which the
risks in question are assumed voluntarily or involuntarily, and the
extent to which valuations should reflect the age of those affected
and the latency of the risk (that is, the lag with which any ill ef-
fects are likely to occur).

Discounting future benefits and costs is another complicated
methodological issue. Benefits received now or soon are generally
worth more to people—have higher present value—than the same
benefits received later. An important question here is the extent to
which the costs of regulation displace private consumption or in-
vestment. Displacement of investment implies a loss of future con-
sumption possibilities. Higher market returns on investment imply
a larger consumption displacement. The weighing of long-term ben-
efits and costs should also attempt to account for changes in the
relative scarcity of resources and the potential for irreversible
losses that result in a sacrifice of future as well as current benefits.

Analysis of issues with very long-term consequences, such as cli-
mate change and depletion of the stratospheric ozone layer, in-
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volves yet another complicated issue: tradeoffs among the interests
of different generations that may give rise to ethical considerations.
One way to introduce ethical elements into the analysis is through
intergenerational discount rates that explicitly reflect assumptions
about society’s attitudes toward such tradeoffs. Discount rates de-
rived from ethical considerations about fairness to future genera-
tions were calculated in one study to range between 0.5 and 3.0
percent (in real terms) for an advanced industrial economy. This
range is generally below rates of return to private capital, but not
necessarily below real short-term yields on government bonds.

SETTING REGULATORY PRIORITIES FOR THE
ENVIRONMENT AND NATURAL RESOURCES

Over the past 25 years environmental regulation has succeeded
in reducing a number of threats to human health and the environ-
ment. For example, emissions of lead into the air, which pose seri-
ous threats to human health, have fallen sharply (Table 5-1), and
lead paint has been banned. As a consequence, blood lead levels
have dropped sharply. Air quality in many cities has improved con-
siderably (Chart 5-1). The past quarter century has also seen ef-
forts to protect valuable natural resources such as wetlands, and
the ban on the pesticide DDT has reduced serious threats to spe-
cies like the bald eagle. The agreement to phase out the production
of substances that deplete stratospheric ozone is an important first
step toward greater international cooperation in protecting the
global environment. Nevertheless, concerns about local environ-
mental quality remain. For example, the frequency with which con-
centrations of fecal coliform bacteria in rivers and streams are
found to exceed standards shows little decline. And other regional
and global problems have come to the fore, such as the global loss
of biodiversity, marine pollution, stress on fisheries, and the threat
of global warming.

It is important to consider the costs of environmental policies as
well as their benefits. Direct public and private expenditures asso-
ciated with the regulations of the Environmental Protection Agency
(EPA) have been estimated to be between 1.6 and 1.8 percent of
GDP since the mid-1970s, a small but significant share of total eco-
nomic activity. In absolute terms, current-dollar expenditures in
1992 and 1993 were slightly over $100 billion, or almost as much
as total personal expenditures for religious and philanthropic ac-
tivities. These estimates exclude indirect costs associated with en-
vironmental regulations, and the costs of other regulations to re-
strict land and natural resource use. They also do not indicate the
marginal cost of stricter regulation.
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TaBLE 5-1.—Atmospheric Emissions of Lead, by Source, 1970-94

[Thousand short tons]

Non-
transpor- :
H Transpor- | Industrial
Year Total tation :
fuel com- | tAtion | processes
bustion
L1970 s 219.5 10.6 180.3 286
1975 e 158.5 10.3 135.2 13.0
1980 .o 75.0 43 65.5 51
1985 .t 201 5 16.2 34
1990 ... 5.7 5 19 33
T994 e 5.0 5 16 29
Note.—Detail may not add to totals because of rounding.
Source: Environmental Protection Agency.
Chart 5-1 Air Quality in Urban Areas
Air quality has improved markedly in just the last decade.
Days per year of "good" or "moderate” air quality
355
350 —
345 —
340 —
335 —
330 —
0 | | | | | | | | | |
1985 1986 1987 1988 1989 1990 1991 1992 1993 1994

Note: Data are averages for 23 urban areas.
Source: Environmental Protection Agency.

Satisfying public concern for protection of the environment and
natural resources without imposing an undue burden on the econ-
omy is a challenge. Part of the Administration’s response is
through programs like EPA’'s Common Sense Initiative. This pro-
gram is a pilot collaborative effort among government, business,
and the public to identify areas for improvement in how regula-
tions are structured and implemented, and how technologies can be
improved to help protect the environment. Another new initiative
is EPA’s Project XL, which invites companies to propose their own
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environmental performance standards, to increase flexibility and
improve environmental performance. The Army Corps of Engineers
has streamlined permitting procedures related to protection of wet-
lands to reduce regulatory burdens on activities involving small
tracts of land.

Beyond these efforts, resources devoted to regulation can be used
more efficiently through careful evaluation of benefits and costs,
keeping in mind the uncertainties inherent in such evaluations and
the need to consider qualitative or subjective factors such as dis-
tributional equity and environmental justice, as noted above. Three
recent regulatory reform initiatives—the reauthorization of the
Safe Drinking Water Act, the reform of waste management pro-
grams, and shifts in the focus of agricultural land retirement pro-
grams—illustrate efforts to target regulation better.

THE SAFE DRINKING WATER ACT

The unanimous reauthorization by the Senate of the Safe Drink-
ing Water Act in the fall of 1995 is a good example of bipartisan
legislative reform to increase the role of benefit-cost assessments in
setting more rational priorities. The previous version of the act put
EPA on a regulatory treadmill, requiring new standards for 25 sub-
stances every 3 years, regardless of the threat they posed. A study
by the Congressional Budget Office estimated the cost of reducing
cancer risk under standards that various administrations have
been required to promulgate for different contaminants under the
act. The estimates ranged from less than $1 million to over $4 bil-
lion per expected cancer death avoided. Although other important
health benefits besides reduced risk of cancer are also tied to
drinking water standards, a range this wide suggests that much
could be gained from better targeting of regulatory efforts on those
substances that pose the greatest risk.

The Senate revisions to the act would explicitly allow EPA to
consider the balance between potential public health benefits and
the costs when establishing drinking water standards. EPA would
be able to target those threats to public health that scientific as-
sessments indicate are more important. EPA could also modify
standards whose benefits do not justify the costs, so long as the al-
ternative standard chosen maintains or increases health benefits.
This general approach—protecting public health and environmental
values, but also providing greater latitude for balancing benefits
and costs—is an instructive example of how such balancing provi-
sions could be incorporated in other environmental laws and regu-
lations.
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HAZARDOUS WASTE

There are several important Federal programs for disposal of
hazardous wastes and cleanups of waste contamination. The Com-
prehensive Environmental Response, Compensation, and Liability
Act (CERCLA, otherwise known as the Superfund program) estab-
lished a program to clean up major disused contaminated sites.
CERCLA also requires those responsible to restore, replace, or pro-
vide compensation for the loss, injury, or destruction of natural re-
sources (Box 5-1). The Resource Conservation and Recovery Act
(RCRA) established a program that regulates ongoing management
of hazardous and solid wastes, as well as cleanups of facilities cov-
ered by the permitting requirements of the act. The Federal Gov-
ernment also is subject to these laws and cleans up sites managed
by Federal agencies or contractors.

CERCLA and RCRA require that cleanups and waste manage-
ment protect human health and the environment. To achieve this
goal, CERCLA currently contains a strong preference for remedies
that are permanent and involve treatment of contaminants, as op-
posed to lower cost alternatives that contain the contamination and
limit human exposure or environmental damage, without a full
long-term cleanup. CERCLA currently puts only limited weight on
cleanup costs as one of a number of factors to be balanced in select-
ing remedies. In addition, remedies must satisfy a variety of other
Federal and State statutory requirements directly or indirectly re-
lated to site cleanups; these can impose stricter standards than
CERCLA itself would require. Some standards for hazardous waste
disposal under RCRA require threats to human health and the en-
vironment to be “minimized,” regardless of the level of risk posed
by the waste or the cost of compliance. This requirement could
imply the need for waste management efforts to intensify as tech-
nical capacity improves, regardless of background environmental
quality or the hazard posed by the material.

The advantages of reform in waste cleanup could be substantial.
The Administration estimated that its 1994 CERCLA reform pro-
posals (discussed below) could reduce cleanup costs by 19 to 25 per-
cent (including savings at Federal facilities). A review of CERCLA
cleanup decisions by researchers at the University of Tennessee
found that increasing the flexibility of remedy selection could re-
duce the cost of actual site cleanup by anywhere from 20 percent
to more than 50 percent without compromising the basic statutory
goal of protecting human health and the environment. Since gov-
ernments and private parties spend several billion dollars each
year on CERCLA site remediation, the total savings could be sub-
stantial. Significant cost savings could also be realized from re-
forms of RCRA. For example, EPA has estimated that billions of
dollars in cumulative cost savings could be obtained by increasing
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the flexibility with which one category of materials—contaminated
materials excavated during site cleanups—is handled, without an
unacceptable increase in risk.

Improving the balance between the benefits of risk reduction, on
the one hand, and the costs of cleaning up old waste and managing
new waste, on the other, calls for both legislative and administra-
tive changes. These should build upon the basic principles laid out
earlier in this chapter. Cleanup remedies and regulations for man-
aging new wastes should protect human health and the environ-
ment. Policies should reflect sound assessments of the risks in-
volved. Decisionmakers should have greater flexibility in designing
remedies and waste management policies, and greater weight
should be given to costs than in the past. Decisions should take
into account the concerns of affected communities and the potential
for redevelopment of contaminated sites. And regulatory actions
should be able to proceed without bogging down in red tape. The
policy debate seems to center not so much on these basic principles
as on how reforms should be implemented and how tradeoffs
should be structured to achieve the stipulated goals.

During the 1994 debate on CERCLA reform, the Administration
proposed legislation that would have given more weight to cleanup
costs in choosing remedies, limited requirements for more stringent
cleanups due to other statutes, and required greater consideration
of the likely future uses of the site (e.g., residential versus indus-
trial) in assessing risks and selecting remedies. The reforms would
have limited the preference for permanent treatment to so-called
“hot spots,” such as portions of sites with high concentrations of
contaminants. Under this approach, greater use could be made of
remedies that prevent the spread of contaminants or avoid human
exposure without requiring the more expensive removal or destruc-
tion of contaminants. Although this legislation was supported by
industry and environmental interests, the 103d Congress failed to
vote on it before adjourning.

Legislation introduced in the 104th Congress proposes more
sweeping changes to the remediation process. The Administration
opposes changes to the remediation process that provide inad-
equate protection, fail to give due weight to State and community
interests, or pose an excessive administrative burden. Meanwhile
the Administration is pursuing a number of administrative reforms
to strengthen the reliability of risk assessments, put greater em-
phasis on sites of greater risk, and compare the potential risk re-
ductions and costs of alternative remedies. For example, high-cost
remedies will be subject to additional review to determine whether
a lower cost remedy would meet the cleanup goals. A finding of
high cost and limited risk reduction would provide a rationale for
waiving more restrictive remedy requirements.
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The Administration organized public discussions on reinventing
RCRA. These generated a variety of suggestions for the manage-
ment of newly created wastes: disposal restrictions could be made
more risk-based, barriers to economically and environmentally
sound recycling could be lowered, and there could be more flexibil-
ity in determining what substances will be regulated as hazardous
wastes. The Administration currently supports carefully targeted
legislative efforts to relax restrictions on certain low-risk types of
waste disposal. Through rulemaking, EPA is attempting to exclude
certain low-risk materials from RCRA hazardous waste require-
ments.

As indicated previously, cost savings also can be obtained from
increased regulatory flexibility in handling materials produced in
the course of cleanups. Even if these materials have low levels of
contamination, under current law they must be treated the same
as the most hazardous industrial process wastes. When large vol-
umes of these materials become subject to strict cleanup standards,
they can pose a significant cost burden. Reform can be achieved
without jeopardizing human health and the environment by com-
bining some relaxation of waste disposal requirements with a re-
quirement that a cleanup plan be approved by Federal or State reg-
ulators.

AGRICULTURAL LAND RETIREMENT PROGRAMS

Over the last decade, agricultural policies have reflected a broad-
ening of priorities to include concerns for environmental quality
and market efficiency as well as farm income. This can be seen in
changes in commodity programs that give farmers greater planting
flexibility and provide greater incentives to respond to market
prices rather than government support prices. Removal of market
price distortions and planting restrictions can stem the overuse of
chemicals and fertilizers on program crops and can encourage the
adoption of environmentally beneficial crop rotations.

Concern for environmental quality is also reflected in govern-
ment programs to idle cropland. These programs have been used
since the 1930s both to control agricultural output and to achieve
environmental goals. Program eligibility guidelines requiring the
removal of land from production impose costs on society by reduc-
ing output, raising consumer prices, and distorting agricultural
input markets. But idling certain tracts of land can also provide en-
vironmental benefits, for example by maintaining soil productivity
through erosion control, reducing water pollution from sediment
and chemical runoff, and increasing area for wildlife habitat. The
net benefits of land retirement programs depend on whether they
are designed primarily to control agricultural production or to pro-
tect the environment.
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Box 5-1.—Natural Resource Damages

In addition to authorizing the cleanup of contaminated sites,
CERCLA provides authority for certain “trustees” (Federal
agencies, State governments, and Indian tribes) to seek com-
pensation on behalf of the public for damages to public natural
resources and ecosystems caused by contamination with haz-
ardous substances. The 1990 Oil Pollution Act provides similar
authority to address damages from oil spills. The laws require
trustees to restore, replace, or acquire the equivalent of the
damaged or destroyed resources. Trustees must also obtain
compensation for interim losses incurred by the public while
recovery, restoration, or replacement is taking place.

Natural resources and ecosystems support recreation and
commercial ventures (such as fisheries) and provide a variety
of important ecological functions such as waste absorption and
species habitat. Beyond these more or less tangible benefits,
the very existence of natural areas can be a source of value for
people. However, quantifying the economic value of natural re-
source damages can be challenging. Even where the physical
effects on ecosystems (such as fish kills or beach contamina-
tion) can be measured with some precision, the corresponding
loss of benefits to people may be much more uncertain. The
EPA and the National Science Foundation are supporting a re-
search program to improve our understanding of the value of
ecological resources, as part of the Administration’s larger ef-
fort to expand and strengthen environmental research. The Ad-
ministration has also issued revised rules for assessing dam-
ages under the Oil Pollution Act. Under these rules, economic
assessment would determine the scale of investment when di-
rect comparisons are not possible between the damaged re-
sources and the resources being provided to compensate for the
damages.

The Department of Agriculture’s annual acreage reduction pro-

grams (ARPs) have historically required farmers to set aside a por-
tion of their assigned crop base acreage in order to receive direct
government payments and other benefits. Current law, however,
gives the Secretary of Agriculture limited discretion over how and
when planting restrictions are imposed. In many years, over 10

percent of U.S. cropland has been idled under the ARPs. By limit-
ing supply and raising market prices, ARPs reduce deficiency pay-
ments and shift the cost of farm income support from taxpayers to

consumers. The use of acreage restrictions to limit supply can also
cause overuse of other inputs. By raising prices, ARPs create incen-
tives to farm the land remaining in production more intensively.
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This can have unfortunate environmental consequences if more fer-
tilizer and pesticide are applied to the remaining acreage.

The Conservation Reserve Program (CRP), established in 1985,
allows farmers to enter into long-term land retirement contracts
with the Agriculture Department. Farmers receive “rental pay-
ments” from the government for taking environmentally sensitive
land out of production. The primary goal of the legislation was to
reduce soil erosion and its adverse environmental consequences, al-
though control of agricultural output was also a key objective at
the time (about one-quarter of the land enrolled in CRP may not
be highly erodible, although much of this land provides wildlife
habitat and other environmental benefits). Landowners bid com-
petitively for CRP contracts. Bid selection is based on the cost of
the rental payments and on an environmental benefit index. Tracts
of land receive an index score that indicates the potential environ-
mental benefits of idling those acres.

Agricultural land idled under all Federal programs has declined
considerably since the late 1980s, and the CRP has supplanted an-
nual ARPs as the main land retirement program. The 1990 Farm
Bill extended the CRP, placing greater emphasis on curbing water
pollution and other environmental problems. It also established the
Wetlands Reserve Program (WRP) to protect and restore wetlands
through long-term and permanent easements. These targeted pro-
grams complement the conservation efforts of private land trusts
(Box 5-2).

Recent Administration initiatives have continued to emphasize
the goal of environmental protection over that of controlling agri-
cultural supply. For the current Farm Bill the Administration rec-
ommended that ARPs be made a discretionary tool to be used only
when supply and demand are critically out of balance. Eliminating
annual ARPs could also reduce the costs of operating the CRP and
the WRP if the annual set-aside programs bid up the price of agri-
cultural land, making environmental easement contracts more cost-
ly to acquire. In 1995 the Department of Agriculture allowed the
early release of over 683,000 acres from CRP contracts, using a
new bid selection system to replace those acres with more environ-
mentally sensitive cropland.

How costs and environmental benefits are weighed in ranking
CRP bids also affects the geographic distribution of land enrolled
in the program. Most CRP acreage is currently in the Great Plains,
the Mountain States, and the Corn Belt. But as more recent
signups have placed more weight on water quality and habitat pro-
tection, enrollment has shifted toward the Great Lakes States, with
the Corn Belt also still accounting for a large share. If funding for
the CRP is reduced, decisionmakers may face more difficult trade-
offs between targeting the program for greater environmental bene-
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fit and maintaining income support for current beneficiaries. Re-
search to estimate the economic value of environmental improve-
ments from land retirement can provide better information on the
nature of these tradeoffs.

CREATING COST-EFFECTIVE POLICIES:
ECONOMIC INCENTIVES FOR ENVIRONMENTAL
PROTECTION

Policymakers can create and enhance economic incentives for
protecting the environment in a number of ways. Laws that specify
liability for environmental damages, such as those in the
Superfund program, can create incentives for increased care before
the fact. Economic theory also has long advocated the use of
charges or fees that induce more sparing use of nonmarket environ-
mental resources.

The use of tradeable allowances or harvest quota shares is an-
other approach for limiting the use of environmental resources (in
this case limiting pollution discharges) or the use of natural re-
sources such as ocean fisheries that are subject to excessive exploi-
tation. As described earlier, this approach sets a limit on total use
of the resource (a limit on the total fish harvest or waste discharge)
and nominal limits on individual users. Users can, however, exceed
their nominal limit by purchasing allotments from others, who then
use less than their allotments. The market price that emerges for
the use of the resource creates incentives to limit that use, just as
a user fee does. Unlike a fee, however, trading can be used without
a revenue transfer from the private sector to the government. The
ability to trade allotments helps to ensure a cost-effective outcome,
since those who can comply with the constraint on total resource
use most economically—that is, those with the most efficient har-
vesting operations or lowest pollution control costs—assume the
greatest share of responsibility for meeting the limit. The approach
also creates incentives to devise new technologies that lower com-
pliance costs, since all participants would like to reduce their al-
lowance purchases or increase their allowance sales. Finally, regu-
lators can use their flexibility in the initial allotment of allowances
or quota shares to treat distributional or equity concerns that may
arise from the limit on resource use.

This section discusses several examples of the use of pollution
trading or tradeable harvest quotas in practice. The discussion fo-
cuses on the use of emissions trading for air pollution control and
tradeable fishing quotas for regulation of overfishing. However, the
approach has a number of other potential applications. For exam-
ple, the Administration’'s 1994 assessment of the Clean Water Act
reauthorization estimated compliance cost savings of several hun-
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Box 5-2.—Land Trusts and the Tax System

Land trusts are private, voluntary, nonprofit conservation or-
ganizations that complement Federal and State programs by
preserving 14 million acres of scenic areas, farmland, and wild-
life habitat—more land than is held in State parks and recre-
ation areas in the entire United States. Land trusts are estab-
lished by national organizations such as the Nature Conser-
vancy, the Conservation Fund, and the National Audubon Soci-
ety as well as by groups at the local, State, and regional levels.
Land is preserved through outright purchase, purchase of de-
velopment easements, leases, and land management agree-
ments.

Land acquired by land trusts is often purchased later by
Federal resource management agencies. This acquisition se-
guence has several advantages. Local organizations may have
better information about the environmental characteristics of
particular tracts of land and more flexibility in conducting
timely transactions with private landowners. Resale of land to
the Federal Government, in turn, provides trusts with revenue
to continue their preservation activities. Federal tax policy also
affects land preservation activities. Land trusts try to acquire
land through donations or below-market-value purchases, rely-
ing on incentives provided by the income, property, and estate
tax codes to obtain properties or land use rights.

Federal interaction with land trusts raises two policy ques-
tions. First, do Federal agencies pay fair market value for land
purchased from trusts? A recent report by the General Ac-
counting Office suggests that they do. Second, should incen-
tives for land preservation be altered directly through targeted
programs such as the WRP, or more indirectly through
changes in tax codes? Direct land retirement programs have
some advantages over increases in broad-based tax incentives
in their ability to target properties and set priorities for land
preservation. For example, the WRP ranks easement bids ac-
cording to cost, significance of ecological functions, and geo-
graphic location, among other criteria. In contrast, income or
property tax credits or estate tax deferrals are available to all
owners of eligible lands. Eligibility can be conditioned on pro-
viding environmental benefits, but the lands eligible for the tax
incentive may not be the most ecologically desirable or cost-ef-
fective locations for such efforts. On the other hand, the great-
er budgetary visibility of direct programs may make them
more difficult to sustain.
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dred million to several billion dollars per year from expanded water
pollution trading. EPA is developing a framework for expanded use
of effluent trading. Expanded use of trading programs to protect
wetlands and species habitats, provided they are ecologically
sound, can also achieve regulatory goals while providing cost-reduc-
ing flexibility in the timing and location of protection efforts.

AIR POLLUTION TRADING

Precursors of today’s air pollution emissions trading programs
were established in the 1970s. An example is the “offset” program,
which allows new pollution sources in areas with poor air quality,
provided they reduce other emissions sources in the area by more
than their own emissions. Another example is the “bubble” pro-
gram. This program subjects a group of individual sources in close
proximity to a single common limit on total emissions, and allows
the sources to trade emissions rather than comply with individual
limits. Even though subject to numerous restrictions, these pro-
grams have delivered emission reductions at lower cost.

A more comprehensive approach to emissions trading was imple-
mented in the national program that allows power plants to trade
sulfur dioxide emissions (a precursor to acid rain) under the 1990
amendments to the Clean Air Act. This program, whose initial
phase began in 1995, allows firms to save money by complying with
performance standards rather than strict emissions controls requir-
ing the use of specific technologies. The shift to performance stand-
ards makes possible a broader range of cost-effective compliance
strategies, such as blending coals with different sulfur contents.
This flexibility has also created competition among compliance op-
tions, lowering the costs of both fuel switching and removal of sul-
fur from stack exhausts. These benefits have been achieved even
though the initial phase of the program has so far resulted in lim-
ited trading of allowances among firms. This phase requires only
a limited number of plants to participate and sets sulfur dioxide
standards that are less restrictive than standards in the second
phase will be. Under these circumstances, electricity producers
have been able to achieve the benefits of more flexible regulation
without extensive reliance on allowance trading with other produc-
ers. In the second phase of the program, beginning in 2000, per-
formance standards will be tighter and more plants will be in-
volved. Consequently, emissions trading among firms seems likely
to become more important.

Local and regional efforts along these lines are emerging as well.
In 1994 Southern California implemented a regional emissions
trading market for nitrogen oxides, which also cause acid rain and
contribute to haze and ground-level ozone pollution. Known as the
Regional Clean Air Incentives Market, or RECLAIM, the Southern
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California program is broadly similar to the national market for
sulfur dioxide emissions discussed above, but with some distinctive
features. For example, the program sets limitations on the location
of emissions that are traded, to help prevent “hot spots.” The RE-
CLAIM program for nitrogen oxides is part of a larger compliance
strategy that seeks to lower total emissions in the region toward
levels needed to achieve mandated air quality standards. Under
such an approach, regulators can simultaneously improve the envi-
ronment, enhance cost-effectiveness, and provide flexibility for eco-
nomic growth in the region. Other areas (notably the Northeast)
are in the process of developing their own nitrogen oxide trading
programs.

Programs like the national sulfur dioxide allowance market and
RECLAIM, which establish an aggregate emissions limit for a
whole class of emitters, entail setup costs to establish allowable ag-
gregate emissions limits, initial allocations of allowances, and trad-
ing rules. EPA has proposed an “open markets” system for trading
of allowances for both nitrogen oxides and volatile hydrocarbon
emissions in the absence of these elements. Under this approach,
various types of emitters can participate in a variety of cost-reduc-
ing trades. For example, a paint shop switching to a lower vola-
tility paint for 6 months could sell the short-term emissions reduc-
tions to a refinery with a temporary need to cover surplus emis-
sions. A similar approach to bilateral trading could be an important
complement to international efforts aimed at protecting the strato-
spheric ozone layer (Box 5-3).

Regulators face an important challenge in using the open market
approach: how will Federal and State air quality regulators obtain
adequate assurance that proposed emissions reductions are credi-
ble? EPA’s proposal reflects several approaches. The agency's pre-
ferred approach is a “buyer beware” plan whereby the user of an
open markets emission reduction credit ultimately is responsible
for the quality and integrity of the credit. This approach provides
maximum environmental security by giving buyers strong incen-
tives to check the legitimacy of credits, but it could also deter buy-
ers from participating in the market, since they would incur a li-
ability if sellers fail to live up to their obligations. EPA has identi-
fied alternative liability arrangements, such as placing more liabil-
ity on sellers (with a system of spot checks to detect inadequate
performance) and using third-party verification through brokers,
who would be able to absorb legal liability for the quality of credits
and provide warranties to buyers.

TRADEABLE FISHING QUOTAS

Overfishing—the consequence of unrestricted access to ocean fish
stocks—has put heavy pressure on many of the world's fisheries.
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Box 5-3.—Protecting the Stratospheric Ozone Layer: An
Incentives-Based Approach

Methyl bromide is a pesticide that is damaging to the strato-
spheric ozone layer which shields the earth from harmful ul-
traviolet radiation. Recent adjustments to the Montreal Proto-
col, the international treaty governing ozone layer protection,
place the first global limits on methyl bromide. Industrial
countries must phase out methyl bromide production and use
by 2010, except for certain essential uses such as treatment of
imports and exports (currently less than 10 percent of global
use). Use by developing countries (currently about 20 percent
of the world total) will be frozen in 2002, with additional con-
trols to be negotiated in the next 2 years.

Interim reductions by industrial countries en route to a
phaseout will also be required. By limiting the total quantity
of methyl bromide available, rising methyl bromide prices will
automatically and cost-effectively allocate the remaining sup-
ply to more highly valued uses. The signatories to the Montreal
Protocol will review the expanded use of market-based meas-
ures for controlling methyl bromide. One option, an inter-
national trading system, could allow some countries to reduce
their methyl bromide use more slowly, by purchasing allow-
ances from countries that have reduced use ahead of schedule.

Current U.S. law requires more stringent control on methyl
bromide use than do the adjustments to the Montreal Protocol.
The Clean Air Act bans, without exemption, all U.S. methyl
bromide production and use by 2001. U.S. agricultural produc-
ers have expressed concern that they will be placed at a com-
petitive disadvantage if other countries are allowed to continue
methyl bromide use. The Administration supports legislative
changes necessary to allow for continued methyl bromide use
beyond 2001, in cases where alternatives do not exist, to safe-
guard U.S. agricultural competitiveness.

Without limits on access, anyone with the necessary skills and fi-
nancing can enter the industry. The exercise of individual self-in-
terest in this case leads to serious economic waste from excess
entry and damage to the resource, since individual boat operators
do not take into account the long-term consequences of depletion in
their own harvesting decisions. Any unilateral exercise of forbear-
ance simply expands the catch available to others.

Traditionally, fisheries management has attempted to cope with
this problem through such measures as limited fishing seasons and
restrictions on allowable gear. These efforts slow depletion of stocks
in a costly manner by requiring the use of less efficient technology
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and creating market gluts during the abbreviated fishing seasons.
And in any event these efforts often are overwhelmed by technical
advances in harvesting methods.

A promising alternative is the use of individually transferable
quotas (ITQs). In a manner analogous to air pollution trading pro-
grams, ITQs operate by setting a limit on the total allowable har-
vest and creating tradeable rights to a share of the harvest. With
trade in ITQs, the harvest is undertaken by the most efficient oper-
ators, and since the quota rights can be used at any time during
the year, the harvest rate does not glut the market. The sale of
ITQs also provides a temporary financial buffer for less efficient op-
erators, who are induced to leave the industry as overcapitalization
declines.

Several challenges must be addressed in establishing an ITQ pro-
gram. These include determining the initial size of the quota, allo-
cating the quotas, and addressing the effects of an ITQ for one fish
species on others; setting up a monitoring program; and dealing
with the plight of fishing communities whose residents might not
remain competitive in the ITQ market.

ITQs are currently being used by two East Coast regional fishery
management councils, on a larger scale in an Alaskan fishery, and
in other countries. The effects of harvest limits and pressures to in-
crease harvest efficiency are shown in the decline of excess capital
applied in the East Coast fisheries: the number of vessels has de-
creased by more than 50 percent. Similarly, in one application in
British Columbia the decreased economic waste is indicated by an
increase in the net overall economic return to the fishery of 65 per-
cent.

TECHNOLOGY DIFFUSION FOR POLLUTION
CONTROL IN AGRICULTURE

Government can play a role in improving environmental quality
not only by internalizing externalities, but also by correcting mar-
ket failures in the provision of information. Improved production
techniques and management practices can improve efficiency and
cut waste and pollution, in effect substituting one clean input—in-
formation—for other, polluting inputs. However, information has
certain aspects of a public good—it is difficult for individual suppli-
ers to restrict its use to those who have paid for it. As a result, pri-
vate markets may undersupply information about environmentally
beneficial technologies. Information problems can also constrain the
adoption of new technologies by farmers. In such cases, the govern-
ment may be able to improve efficiency by collecting and providing
information about resource-conserving practices.
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U.S. agricultural policy has a long tradition of emphasizing edu-
cation, technical assistance, and subsidies to achieve economic and
environmental goals. Technology transfer programs dating back to
the 1930s have encouraged farmers to adopt soil conservation prac-
tices to maintain soil productivity through erosion control. The tra-
ditional extension and technology transfer system has increasingly
emphasized technologies aimed at off-site environmental damages.
Integrated pest management and conservation tillage are examples
of the environmentally beneficial practices that have been pro-
moted.

More recent programs have aimed at curbing water pollution
from agriculture through provision of public information and finan-
cial incentives for farmers. Demonstration programs have been set
up to encourage the adoption of best management practices
(BMPs). An assumption underlying such voluntary environmental
programs is that technological options can reduce both production
costs and pollution. In theory, if these practices do reduce costs
through more efficient use of water, fertilizer, and pesticides, dem-
onstration programs will encourage their long-term adoption. Pro-
grams frequently include short-term subsidies to encourage initial
adoption.

The adoption of BMPs has yielded some impressive results. For
example, one study found that depending on field conditions, corn
farmers in Nebraska who adopted soil nitrogen testing could reduce
their use of fertilizer up to 25 percent with no loss in yields. In this
case, the soil testing procedure substitutes information for chemical
fertilizer applications. Moreover, farmers who participated in the
Department of Agriculture’s educational programs appeared to
have made more effective use of nitrogen testing results than did
nonparticipants.

Although the history of government programs to promote BMPs
is still somewhat limited, useful lessons have already emerged.
First, familiarity with new management practices has been found
to encourage adoption, especially for BMPs that represent minor
changes in current operations. Second, although profitability is a
prime consideration in BMP adoption, it is not the only one. The
belief that a BMP improves water quality has been found to be an
important incentive for adoption, particularly in areas where agri-
culture has impaired ground water used for drinking. Third, sig-
nificant regional differences exist in the perceived profitability and
adoption rates of BMPs. Thus, no single set of practices may be
widely adopted, and a decentralized approach may be needed to
promote environmental technologies in agriculture. There may also
be a role at the State level for research that tailors BMPs to local
environmental conditions.
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CONCLUSION

Without regulation to protect health, safety, and the environ-
ment, the quality of life Americans enjoy would be significantly
lower than it is today. At the same time, regulation and the regu-
latory process must keep pace with changes in knowledge, tech-
nology, the economy, and social priorities. Reinventing regulation
to work more cost-effectively and to address the greatest needs is
a crucial step down this path. The efforts made thus far to enhance
the performance of environmental regulation illustrate how broad
are the opportunities for improvement.
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CHAPTER 6

Promoting Competition in
Traditionally Regulated Industries

AT THE CENTER OF THE SUCCESS OF our economy is the
market, and at the core of the success of the market is competition:
it is competition that drives down costs and prices, induces firms
to produce the goods consumers want, and spurs innovation and
the expansion of new markets abroad.

In stark contrast to the gains from competition are the inefficien-
cies that result from monopoly. Monopolists typically set an artifi-
cially high price and restrict output, and often have weaker incen-
tives to innovate than do competitive firms. The disadvantages of
monopoly are sufficient to warrant government action to ensure
competition or regulate the conduct of monopolies. Part of this Ad-
ministration’s commitment to strengthen the private sector in-
volves ensuring that robust competition prevails where competition
is possible, and guarding against the abuse of market power in
those limited instances where it is not.

Powerful market forces, coupled with increased recognition of the
costs of regulation, are strengthening the consensus to reform regu-
lation in order to promote competition in two of our country’s major
regulated industries: electric power and telecommunications. Regu-
latory policy needs to respond to the forces of change in these in-
dustries, and important reform initiatives are under way.

At the Federal level the Congress, with the Administration’s sup-
port, has recently passed sweeping legislation to rewrite the Com-
munications Act of 1934 and other rules governing competition in
telecommunications services. The Federal Communications Com-
mission, which helped foster competition in telephone equipment
and long-distance service, is developing policies for the interconnec-
tion of telephone networks that will promote competition in local
telephone service as well. And the Federal Energy Regulatory Com-
mission is trying to ensure access to electric utilities’ transmission
lines for all power generators. Various States also are moving to
promote competition in intrastate phone service and in electricity.
The stakes are high. Electricity and telecommunications are critical
elements of an economy'’s infrastructure, and in the United States
each sector accounts for over $200 billion in annual sales or, collec-
tively, over $800 per U.S. resident.
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Regulatory reform enjoys broad support, but disagreement exists
over how best to make the transition from regulated monopoly to
competition, and over the role of government once that transition
is complete. Although the debate is often couched in terms of “regu-
lation” versus “deregulation,” implying that deregulation by itself
will encourage competition and thus efficiency and innovation,
what is at issue is something far more subtle, namely, the form
and nature of regulation, with profound effects on both efficiency
and equity. It cannot be overemphasized that immediate blanket
deregulation is not a panacea. Well-designed regulations and anti-
trust safeguards are likely to result, ultimately, in more competi-
tive markets with more innovation than immediate deregulation
could provide. Moreover, until competition develops, it is important
to maintain safeguards to protect consumers and to prevent incum-
bent monopolists from stifling the growth of competition.

This chapter discusses the challenges facing regulatory and anti-
trust policies in the telecommunications (Box 6-1) and electric
power (Box 6-2) industries. It begins by discussing the growing
consensus for increased reliance on competition in traditionally reg-
ulated industries, then provides an overview of the main challenges
to successful regulatory reform. The two subsequent sections elabo-
rate on these challenges in the telephone industry, which accounts
for most telecommunications revenues, and in the electric power in-
dustry.

FROM REGULATED MONOPOLY TO COMPETITION

Public policy has historically taken two approaches to the prob-
lem of monopoly power: antitrust and regulation. The Congress
passed the first antitrust law, the Sherman Act, in 1890. Antitrust
policy seeks to encourage free market competition wherever pos-
sible by prohibiting parties from stifling competition through cer-
tain mergers, collusive practices, or unreasonable exclusion of com-
petitors. Antitrust policy does not outlaw monopoly or monopoly
prices, but instead seeks to prevent monopoly by promoting com-
petition.

But the main policy approach in public utility industries like
electricity, gas pipelines, and telephones has been regulation of pri-
vate monopolies. (Some countries have tried government ownership
as an alternative, but with few exceptions these have proven less
effective than private ownership and regulation.) The first Federal
law permitting regulation of monopoly, the Interstate Commerce
Act, dates back to 1887.

Usually the stated reason for resorting to regulation of a monop-
oly rather than promoting competition through antitrust is that the
industry in question is believed to be a natural monopoly—an in-

156



Box 6-1.—The Telecommunications Industry

The boundaries of the telecommunications industry are not
clearly defined. In the broadest sense, the industry spans the
entire backbone of our information economy. Some divide the
industry into three segments: “conduit” (including local and
long-distance telephone service; cable television; wireless serv-
ices; emerging services that combine data, voice, and image
transmissions; and communications equipment); ‘“content”
(such as broadcast television and radio and cable program-
ming); and “computers” (computer hardware and software, and
computing and processing services). In this chapter, “tele-
communications” generally refers to conduits, especially tele-
phones, cable television, and wireless services.

Telephone service generated about $150 billion in revenues
in 1994, television and radio broadcasting almost $42 billion,
and cable television about $28 billion. Cable television, al-
though small compared with the telephone industry, is an im-
portant component of the telecommunications industry. Almost
two-thirds of American households with televisions—more than
60 million households—subscribe to at least basic cable service,
and the industry employs about 112,000 people.

The telecommunications equipment market includes a vast
array of hardwares, from sophisticated equipment to facsimile
machines to public pay phones. This market is growing rapidly:
its sales of more than $63 billion in 1994 are projected to rise
to almost $100 billion by 1997.

dustry in which product demand can be supplied most efficiently
by a single firm. Natural monopolies arise mainly from large fixed
costs relative to the size of the market: for example, the cost of run-
ning telephone or video cables to a home, or the cost of electric
transmission lines. Such conditions create large economies of scale;
that is, unit costs drop significantly with the volume of firm’s out-
put. In such cases the judgment may be made that competition is
not workable and that the market is best served by a single monop-
oly firm that can fully exploit economies of scale but is prevented
by price regulation from exercising monopoly power over customers.

The last 25 years have witnessed a sea change in attitudes to-
ward regulating industries on grounds of natural monopoly. Eco-
nomic studies have increasingly questioned the extent of economies
of scale, challenging the view that many such industries are ubig-
uitous natural monopolies. More important, there has been a grow-
ing awareness of the major inefficiencies spawned by the regime of
regulated monopoly.
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Box 6-2.—The Electric Power Industry

Four main types of electric utilities operate in the United
States: investor-owned utilities, which are typically privately
owned, regulated monopolies; non-Federal publicly owned utili-
ties, which are nonprofit State and local government agencies
established to serve their communities and nearby customers
at cost; cooperative utilities, which are owned by and provide
electricity to their members; and Federal power agencies,
which are primarily electricity producers, wholesalers, and
transmitters. Although only about 250 out of the 3,204 electric
utilities nationwide in 1994 were investor-owned, they are by
far the most economically significant group, earning almost 80
percent of all electricity revenues. Over 99 percent of investor-
owned utilities’ revenues accrued to the 179 largest utilities.

Total electricity revenues in 1994 were $203 billion, or about
3.2 percent of gross domestic product (GDP). Of that sum, resi-
dential users accounted for almost $85 billion, commercial
users for about $63 billion, and industrial users for $48 billion.
The electric utility industry is one of the most capital-intensive
in the United States; the 179 largest investor-owned utilities
alone had almost $575 billion in assets in 1994, amounting to
almost 5 percent of the gross capital stock of all industries.

Competition typically offers important advantages over monop-
oly: it encourages innovation, which lowers costs and increases the
variety of products available to consumers. And regulated monopo-
lists generally have weaker incentives than unregulated monopo-
lists to cut costs, to launch new products, and to respond to chang-
ing customer demands. In addition, there are administrative costs
of regulation and, more important, the potential for losses due to
protracted disputes between the regulated firm, customers, and
regulators, which can cause long delays in adjusting prices or in
authorizing new investments.

The bottom line is that competition need not be perfect for it to
be preferable to regulated monopoly. The advantages of competition
can easily outweigh the disadvantage of not fully exploiting econo-
mies of scale.

ADAPTING REGULATION TO INCREASE COMPETITION

Although regulation has been the primary tool for addressing
monopoly in infrastructure industries, these industries have also
been subject to antitrust rules in some aspects of their operation,
such as interconnection in the case of the telephone industry. Regu-
lation and antitrust have had an uneasy coexistence, given their
somewhat inconsistent thrusts: antitrust encourages competition
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but for the most part does not attempt to control a firm’s prices,
investments, and technology choices, whereas regulation does at-
tempt to control such decisions and often restricts entry into the in-
dustry as well, thereby reducing competition. The difficulties in rec-
onciling these approaches, and the distortions that stem from regu-
lating monopolies, have created growing support for moving toward
a more integrated competition-cum-antitrust regime.

Regulatory reforms in the 1970s and 1980s demonstrated that
largely unregulated competition yields more efficient performance
in such traditionally regulated industries as air transport and
trucking, natural gas production, and long-distance telephone serv-
ice. More recently, technological advances have further increased
the scope for competition in local telephone and cable service and
in the electric power industry. Regulatory regimes should adapt to
changing conditions, to help shrink the boundaries of the regulated
sector and rely more on competition.

Removing Legal Entry Barriers

The need for regulatory reform is nowhere more glaring than in
telecommunications, with its blistering pace of technological
change. Several technologies may in the future offer economical al-
ternatives to today’s local telephone network. Cable companies are
experimenting with upgrading their existing lines to deliver tele-
phone service. Wireless technologies now used mainly for mobile
communications might also be used for ordinary telephone service
if costs fall sufficiently. Fiberoptic lines, now used principally by
companies that specialize in providing access to long-distance car-
riers, could be extended to homes and businesses. Mobile telephone
service from low-orbiting satellites could eventually provide basic
local service. Similarly, large-scale competition to cable companies
in delivering video services may come from various sources includ-
ing satellites, wireless land-based technologies, or telephone compa-
nies upgrading their networks. Meanwhile the rapid technological
change that is blurring industry boundaries in telecommunications
is also leading to the emergence of hybrid services such as multi-
media, which defy easy classification into traditional industry defi-
nitions.

With so much uncertainty about the shape of the communica-
tions networks of the future, and with significant potential for com-
petition, the best course is to leave their evolution to be determined
by the private sector. Policymakers should not attempt to prejudge
the outcome by assuming that local telephone and cable service are
natural monopolies best provided by regulated franchise monopo-
lists. Attempts to preserve artificial industry lines for the sake of
maintaining regulation under traditional monopoly franchises be-
come arbitrary, futile, and counterproductive.
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For many years, local telephone and cable monopolies were shel-
tered from competition by legal restrictions: States granted monop-
oly franchises to local phone companies, municipalities could grant
monopoly cable franchises, and, with some exceptions, Federal law
restricted phone companies’ ability to offer cable service. During
the past few years a broad consensus has arisen, both in the Con-
gress and in the executive branch, that it is desirable to try to
eliminate existing regulatory and artificial technical barriers to
competition in these industries. A number of States have started
to open up their local telephone markets to competition. The re-
cently passed telecommunications legislation requires immediate
removal of all State and local laws and regulations that unduly
prevent entry into telecommunications and cable services.

In electric power generation, the advent of smaller, more efficient
gas-fueled generators, coupled with falling prices for natural gas,
led to greatly reduced economies of scale. In addition, since the
1980s it has been demonstrated that independent generators can
be successfully integrated into utility-owned transmission grids.
These and other developments have prompted growing interest in
further promoting competition in electricity generation. Although
States now retain monopoly franchises for electric utilities virtually
everywhere moves to relax legal barriers to competition are gather-
ing steam. Many States are considering initiatives to permit some
competition, and some, like California, have developed concrete
proposals.

Assigning Spectrum Licenses Through Auctions

A major step taken by this Administration to promote competi-
tion and market forces in telecommunications is the recent, highly
successful use of auctions to assign certain licenses for use of the
so-called “spectrum”—the range of electromagnetic wave fre-
quencies used in wireless communications services, including radio
and television broadcasting, paging, and mobile telephones. The
huge sums of revenues raised in recent auctions have focused at-
tention on budget and equity issues. Auctions for other parts of the
spectrum, if appropriately designed, could raise billions of addi-
tional dollars. When the government does not auction off but sim-
ply assigns spectrum licenses for free, it is giving away public re-
sources worth billions of dollars. But more than revenue is at
stake. Auctions can help promote economic efficiency, by ensuring
that spectrum is deployed in the highest-return uses, including
emerging growth industries that entail innovative technologies and
services.

Assigning spectrum efficiently has taken on increased urgency as
the value of spectrum has risen with the growth of wireless tech-
nologies. Wireless technologies are among the most promising ave-
nues for delivering new services and for eventually providing com-
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petition to wireline local telephone and cable monopolies. The excit-
ing potential of wireless technologies is evidenced by the rapid
growth of cellular telephone systems (Chart 6-1) and of direct
broadcast satellite television service, which since its inception in
June 1994 has already attracted almost 2.5 million subscribers.

Chart 6-1 Growth in the Cellular Communications Industry
The cellular telecommunications industry has grown dramatically, illustrating
the market potential for wireless technologies in general.
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The Federal Communications Commission (FCC), charged with
managing spectrum use by the private sector, traditionally as-
signed licenses without charge, using hearings to judge which ap-
plicants would best serve the public interest. These trial-like hear-
ings resulted in large wasteful expenditures by applicants and long
delays in assigning licenses. In 1981 the Congress authorized the
FCC to use lotteries in certain cases. Lotteries reduced the delay
in assigning licenses, and the ability of lottery winners to resell li-
censes allowed users that valued spectrum highly to try to obtain
licenses in a secondary market. However, using the secondary mar-
ket can entail inefficiently large transaction costs, especially in as-
sembling suitable blocks of licenses. The lotteries also created
windfall profits for lottery winners—windfalls that became trans-
parent when certain lottery winners resold their licenses at huge
profits.

To avoid such inefficiencies and windfall gains to a lucky few,
economists have long urged the use of auctions to allocate scarce
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public resources such as the spectrum. Spectrum auctions have also
been advocated by the National Telecommunications and Informa-
tion Administration (NTIA) of the Department of Commerce, the
Council of Economic Advisers, and the FCC. In 1993 the Congress
gave the FCC limited authority to use auctions in assigning spec-
trum licenses to provide services for which subscribers pay fees (in
contrast to advertising-financed broadcasting), such as personal
communication services (PCS; these are advanced mobile two-way
voice and data communications services).

Designing good rules for PCS and other spectrum auctions pre-
sents novel and difficult problems. Bidders are often interested not
in a single license but in suitable blocks of licenses, which makes
the values of different licenses interdependent. Interdependence
arises, for example, because aggregating licenses over adjoining re-
gions allows a PCS device to use the same spectrum frequency over
a wider area and makes boundary coordination easier. Inter-
dependence can also arise because a bidder may be able to
reconfigure its planned network to use a different set of frequencies
as prices for some frequencies increase. Designing auction rules to
help bidders cope with such interdependence in license values can
both promote economic efficiency and bring in greater auction reve-
nue.

To date, the FCC—in consultation with economists—has devel-
oped innovative auction rules and has conducted very successful
auctions. For example, in the largest auction to date, winners were
able to assemble suitable aggregations of PCS licenses over fre-
quency bands and regions, as needed to form efficient communica-
tions networks. The auctions have attracted participation by nu-
merous entrepreneurial companies and promise to speed up the
availability of innovative services to consumers. In the short time
since their inauguration in July 1994, spectrum auctions have
raised over $15 billion for U.S. taxpayers.

DEREGULATION IS NOT ENOUGH: CHALLENGES TO
REGULATORY REFORM

Removing legal barriers to entry into traditional monopoly indus-
tries, although critical, is unlikely by itself to ensure the rapid de-
velopment of competition or an efficient and equitable transition.
To promote these and other goals, regulatory reform must address
several difficult and important challenges, which are outlined
below and discussed further in the later sections on the telephone
and electric power industries.

Promoting and Preserving Competition

Preventing regulated monopolists from distorting competition in
related markets. A common and difficult problem arises in bringing
competition to traditionally regulated industries when, whether for
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jurisdictional or technological reasons, a vital “bottleneck” segment
will continue for some time under the control of a regulated monop-
oly. For example, competition is envisaged in electric power genera-
tion, but for the time being transmission and distribution will re-
main regulated monopolies. Similarly, competition is expected to
develop more slowly in certain elements of local telephone net-
works, notably the final set of wires to a customer’s premises (the
“local loop™), which will therefore remain regulated longer.

The difficulty posed by such a mixture of regulation and deregu-
lation is that a price-regulated bottleneck monopolist has strong in-
centives to provide its own affiliates in unregulated segments bet-
ter access to the bottleneck than it offers to rivals. (This and relat-
ed issues are explored further in the section on the telephone in-
dustry below.) Such discrimination can inefficiently exclude rivals
from the potentially competitive segments, harming both the
would-be rivals and consumers. Preventing such access discrimina-
tion (and cross-subsidization, which, as discussed later, also dis-
torts competition) could be approached in alternative ways, all of
which have certain limitations.

Relying solely on regulation to prevent the regulated monopolist
from favoring its unregulated operations over rivals raises prob-
lems. Firms can devise many clever technological games to cir-
cumvent regulation, such as varying the quality of connections pro-
vided to competitors. An alternative approach is to separate the
regulated and unregulated parts of a monopolist’s business into dif-
ferent companies. This was done in the Department of Justice’s
landmark case that resulted in the 1982 consent decree and the
1984 breakup of the American Telephone and Telegraph Company
(AT&T, then the dominant U.S. telephone services provider). The
seven regional Bell operating companies (RBOCs) created under
the 1982 consent decree were allowed to offer regulated regional
telephone service but were barred from the largely unregulated
long-distance market.

Such forced structural separation helps promote level-playing-
field competition in the unregulated markets, but it may sacrifice
economies of scope—efficiencies in joint ownership and operation of
related segments of an industry. How to prevent discrimination
without unduly sacrificing economies of scope is a central challenge
in assessing whether and under what safeguards the RBOCs
should be permitted to offer long-distance service while they still
dominate local telephone networks; and whether electric utilities
should be allowed to sell unregulated power in competition with ri-
vals while they still control the vital transmission grids.

Preventing monopolists from unreasonably denying interconnec-
tions. One way in which network monopolists can stifle competition
is by denying potential competitors interconnection with their net-
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works. The telephone industry exhibits strong positive network
externalities—a user’s benefit from the network increases greatly
as additional users are connected. This feature marks an important
distinction between telephones and, say, textiles. A new textile pro-
ducer does not need much cooperation from other textile producers,
but an entrant to local telephone service needs the incumbent's co-
operation to let its customers communicate with the incumbent's
customers. With its much larger customer base, the incumbent
could hamper entry even by efficient entrants, by denying inter-
connection or by providing connections of poor quality or at an ex-
orbitant price. Ensuring suitable and fairly priced interconnection
may require government intervention.

Restricting mergers between likely potential competitors. Regula-
tion must be forward looking: it must consider the market not only
as it is today but also as it is likely to evolve. In most traditionally
unregulated industries, it is actual competitors—the firms already
present in a market—that largely determine the prospects for
present and future competition. But in traditionally regulated mo-
nopolies, future competition must largely come from the outside.
Mergers between regulated monopolists that are likely potential
competitors therefore can significantly reduce the likelihood of fu-
ture competition.

For this reason, the Administration opposes excessive loosening
of restrictions on mergers and cross-ownership between cable and
telephone companies in the same local area. Although there are
technological challenges in using telephone wires to deliver video,
and cable wires to deliver telephone service, cable and telephone
companies nevertheless are likely potential competitors because
both have wires to the home. Thus, consolidations among them
could delay competition.

Antitrust enforcers could attempt to block such anticompetitive
consolidations, but reviewing and challenging a potentially large
number of transactions in different regions on a case-by-case basis
would be quite costly. Maintaining clear prohibitions may be the
better course as long as such mergers promise no significant econo-
mies, and as long as local cable and telephone companies remain
among each other’s most likely potential competitors.

Improving the Regulation of Remaining Monopoly Segments

As noted earlier, although promoting competition is generally the
preferred approach, some segments of telephone and electric utili-
ties’ operations will continue to be regulated for some time. In
those segments it is important to devise better ways to regulate
prices. Traditionally, utilities have been subject to cost-of-service
regulation, under which prices are set to cover the regulated firm’'s
costs plus a “fair rate of return” on capital. Such regulation, how-
ever, reduces incentives to innovate or to contain costs, because the
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firm realizes essentially the same profits regardless of its efforts:
success at cutting costs is penalized by reducing the allowed prices.

Performance-based regulation (PBR) loosens the link between the
firm’s controllable costs and its allowable price. For example, pure
price-cap regulation places a ceiling on the firm’'s price at some ini-
tial level based on estimated cost, then lets the cap change only
with conditions outside the firm's control, such as the rate of infla-
tion. The firm then has an incentive to cut costs, because to do so
increases its profit. On the other hand, the firm also has an incen-
tive to cut costs by shading quality, and regulators must guard
against such attempts. Recognizing that suitably designed PBR can
often create better incentives than pure cost-based regulation, ulti-
mately benefiting both the firm and consumers, many States are
moving toward PBR in telephone service and in the transmission
and distribution of electricity.

Protecting Consumers and Investors During the Transition

Protecting consumers. When should an incumbent monopolist's
prices be deregulated? Setting a fixed date reduces investors’ un-
certainty, but at the risk that competition may not have developed
enough by that time to substitute for regulation in disciplining
prices. For example, critics of rapid deregulation of cable television
rates point out that substantial actual competition (not merely po-
tential competition) is needed to discipline prices, and argue that
the requisite competition will develop more slowly than proponents
of quick deregulation assume. In electricity, many economists favor
some temporary regulation of the prices that utilities can charge,
even if reforms are instituted to make generation competitive, be-
cause it will take time to build new plants and reduce existing util-
ities’ dominant share of generation assets.

A complicating factor in deregulating prices is that competition
often develops faster for some customers than others, typically fast-
er for large business customers than for residential users. It there-
fore may be appropriate to deregulate prices on a phased basis,
starting with those customers for whom competition develops earli-
est. But if the utility has large (current or past) fixed costs that are
common to all of its operations, which regulators allow to be recov-
ered through regulated rates, it becomes important to ensure that
deregulating one group’s prices will not shift onto others an in-
creased share of these common costs. One way to prevent this is
to deregulate some prices, but on condition that the utility agrees
not to raise prices to its remaining captive customers. Competition
should increase overall benefits, not be used as a cover for cost
shifting among customers.

Protecting investors. Nor should competition be a cover for unrea-
sonably shifting costs from customers to utility investors. To meet
their obligation to serve all customers in their monopoly franchise
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areas, electric utilities have made costly investments in long-lived
generating plant and other assets—with the regulators’ implicit
promise of a guaranteed return. Opening up utilities’ traditional
monopoly franchises to competition at a time when they have sig-
nificant excess capacity would greatly reduce the value of such in-
vestments, and subject utilities to so called “stranded costs.” As
discussed further in the section on the electricity industry below,
it is important to ensure that, in the transition to competition, util-
ities are not saddled with these stranded costs.

Promoting Universal Service and Other Social Goals

Promoting universal service—reasonably priced access to essen-
tial services for all customers—has been a longstanding goal of reg-
ulators in both the telephone and the electric power industries.
Traditionally this and other social goals (such as assisting certain
disadvantaged customers and reducing environmental pollution)
have been pursued by imposing obligations on and regulating the
price structure of utilities.

These regulations, however, have spawned inefficiencies. Moving
to competition and letting prices respond to market forces, so that
they more accurately reflect true costs, are likely to reduce these
inefficiencies and cut the cost to society of providing universal serv-
ice by lowering overall costs and prices. But doing so may require
devising alternative ways of funding service to those consumers
who would not be able or willing to pay the prices that might
emerge under competition.

Reassessing Jurisdictional Boundaries

In both the telephone and the electric power industries, State
and Federal regulators share jurisdiction. This can lead to differing
regulatory objectives and inconsistent policies. As is discussed in
Chapter 4, a main advantage of decentralizing regulatory jurisdic-
tion is to allow States the flexibility to pursue social and economic
policies tailored to different local preferences and conditions. As
markets become more competitive, the scope for pursuing such
goals through regulation may decline, although the States will play
a major role in ushering in an efficient and equitable transition to
competition.

On the other hand, decentralizing regulation also has its draw-
backs. Efficient networks in telecommunications and electricity
often involve facilities used to serve several States, which can lead
to inconsistent policies when such networks are regulated at the
State level. Multiple State regulatory regimes also can increase
firms’ uncertainty and costs of compliance. For these and other rea-
sons, jurisdictions such as the European Union have been moving
to harmonize the regulation of network industries. As the United
States attempts to increase competition in such industries, it too
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will have to reassess what jurisdictional boundaries are most effi-
cient. In any event, regulators must work across jurisdictional
boundaries to foster cooperative and consistent public policy goals.

PROMOTING COMPETITION IN TELEPHONE
SERVICE

The 1984 breakup of AT&T was a landmark event in fostering
competition in parts of the U.S. telephone industry. As explained
earlier, a regulated monopolist operating in related, unregulated
markets has incentives to stifle competition in such markets. To
prevent such behavior, the breakup aimed to separate local tele-
phone service, which many viewed as a natural monopoly that
would remain regulated, from manufacturing of telephone equip-
ment and from long-distance service, which were viewed as poten-
tially competitive and could eventually be deregulated. AT&T re-
tained its equipment manufacturing and long-distance service divi-
sions. Seven new regional Bell operating companies inherited
AT&T's regulated local-service monopolies, each within its region,
and were prohibited from entering the less regulated markets for
equipment and long-distance service.

Today the long-distance market is relatively competitive, where-
as local service remains largely a regulated monopoly, in most
cases provided by the RBOCs (Box 6-3). The new telecommuni-
cations legislation aims to increase competition further in equip-
ment manufacturing and long-distance service and allows the
RBOCs back into these markets under certain conditions. The leg-
islation also aims to introduce competition in local telephone serv-
ice, by removing State barriers to entry and by requiring local tele-
phone companies to grant entrants reasonable access to their net-
works. These legislative and related regulatory initiatives, together
with technological advances discussed previously, promise to foster
increased competition throughout the telephone industry.

The terms for allowing the RBOCs to enter long-distance service
have been one of the most contentious issues in the debate over
telecommunications reform and may have the greatest economic
consequences. Telephone service is by far the largest telecommuni-
cations industry (see Box 6-1), and establishing appropriate condi-
tions for allowing entry by the RBOCs into the other markets is
critical to achieving the legislation’s goals.

Allowing immediate, unrestricted entry by the RBOCs while they
still control vital local telephone networks would have been un-
likely to promote efficiency and consumer welfare in the way that
unrestricted entry normally does. To clarify this point, the next
part of this section explains the incentive—and the ability—of a
price-regulated monopolist in local telephone service to distort com-
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Box 6-3.—The Structure of the U.S. Telephone Industry

The 1982 AT&T consent decree distinguished “local” from
“long-distance” service by dividing those parts of the country
served by the Bell System into local access and transport areas
(LATAS). Each RBOC's territory encompasses multiple LATAS,
but an RBOC may provide service only within LATAs. For
interLATA service it must use the facilities of long-distance
carriers, also known as interexchange carriers. Local exchange
carriers (LECs) are the companies that provide the wire to the
home. There are many independent LECs, especially in rural
areas, but LECs owned by the RBOCs account for about 75
percent of total LEC revenues.

Although competition has been growing in parts of the local
network, notably in the provision of private lines connecting
business customers directly to long-distance companies, the
LECs still have virtual monopolies over local networks. They
receive over 96 percent of all fees paid to access local networks.
Their prices for local calls and for access to interexchange car-
riers are regulated by the States and the FCC.

In contrast, the long-distance market is largely unregulated
and relatively competitive; several carriers provide national
service (the three largest through their own facilities), and
many more carriers provide regional service. Reflecting this
competition, the FCC ruled in October 1995 that AT&T should
be reclassified as “non-dominant.” Chart 6-2 provides a break-
down of revenues from local and long-distance service.

petition in related, unregulated markets such as long-distance serv-
ice that are dependent on access to the monopolist’'s bottleneck fa-
cilities. We then analyze further the issues of RBOC entry into
long-distance and of local competition. The final part of this section
discusses the relation between increased competition and universal
service.

UNBUNDLING POTENTIALLY COMPETITIVE SERVICES
FROM REGULATED MONOPOLY SERVICES

As noted above, traditional cost-of-service regulation sets prices
so as to allow the regulated monopolist a “fair rate of return” on
its investment. Under such regulation, a monopolist can gain from
engaging in related businesses that are potentially competitive. As
long as regulation is not too stringent, the more businesses the mo-
nopolist is engaged in, the more likely it is to successfully conceal
profits from the regulators, because overstating costs slightly in
many businesses is more likely to escape detection than overstating
costs dramatically in a single monopoly business. Moreover, by ex-
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Chart 6-2 Telephone Industry Revenues in 1994
Local exchange carriers (LECs) account for two-thirds of all telephone industry
revenues when one includes the access fees paid by interexchange carriers (IXCs).

LEC revenues:
¢ $100 billion

Local service
($51.7 billion)

Cellular and other
($16.3 hillion)

IntraLATA toll calls
($13.4 billion)

Subscriber line charge
(87 billion) -,

The four major IXCs,
net of access fees
($35.7 billion)

Access fees paid
by IXCs to LECs
($27.7 billion)

Note: Access fees are not double-counted as net IXC revenues. Some cellular revenue accrues to LECs.
Source: Federal Communications Commission.

cluding all rivals from potentially competitive businesses, the mo-
nopolist can prevent regulation of these segments from becoming
more stringent: the exclusion of competitors denies regulators a sig-
nal of the true costs in those businesses.

To promote competition, regulators can mandate unbundling—
that is, they can require the firm to offer the monopoly service sep-
arately from other services, at a regulated price. But problems
arise if, as is often the case, regulators allow the monopolist to
offer the potentially competitive services at unregulated (or less
tightly regulated) prices, on the theory that competition will keep
these unregulated prices low. For example, a local telephone com-
pany’s access charges to long-distance carriers might be regulated,
but not its long-distance prices to consumers. Such partial regula-
tion induces the monopolist to favor its unregulated affiliates over
rivals in ways that are difficult for regulators to prevent. The mo-
tive of this favoritism may be largely to shift profits to unregulated
affiliates, but the effect can be to stifle competition.

Cross-Subsidization and Discrimination in Bottleneck Access

One way that such profit shifting occurs is through
misattribution of costs incurred by a firm’s unregulated businesses
to the regulated business. This is sometimes referred to as cross-
subsidization. Under cost-based regulation, shifting costs to the
regulated business allows the firm to argue for higher regulated
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rates. In principle, cross-subsidization may be a problem whenever
a regulated firm also operates in unregulated markets; but it is
more likely to escape regulatory detection when the markets are re-
lated, since there is more scope for interaffiliate transactions and
for mischaracterizing costs as common to both businesses.

Discrimination poses an even greater threat to competition. The
monopolist controlling the price-regulated bottleneck facility may
try to evade regulation through what is known as “tying.” Suppose
that customers seek to purchase an unregulated service, the provi-
sion of which hinges on access to the bottleneck service. The mo-
nopolist can then require, as a condition of access to the bottleneck,
that customers also purchase from it the unregulated service at a
high price. To implement such tying, the monopolist reduces com-
petition in the unregulated market by discriminating against com-
petitors in the technological and other nonprice terms it grants
them for access to the bottleneck.

AT&T's behavior before its breakup is consistent with these in-
centives. The monopoly local telephone service was a major cus-
tomer of equipment and a vital input into long-distance service.
AT&T's prices for long-distance service and equipment were regu-
lated more lightly than those for local service, creating incentives
for AT&T to favor its less regulated affiliates. Indeed, AT&T's local
affiliates were alleged to have paid its equipment affiliate Western
Electric inflated prices for possibly inferior equipment. AT&T is
also alleged to have discriminated against long-distance rivals in
various ways, including offering poorer connections to local net-
works and imposing unnecessary delays in honoring requests.

Resulting Inefficiencies and Harm to Consumers

When it occurs, cross-subsidization inflates the reported cost of
regulated services, leading to higher prices. For this reason regu-
lators consistently try to keep the cost accounting of unregulated
and regulated businesses as separate as possible. Prices of unregu-
lated services—whose costs are underreported—could fall, but need
not (for example, if underreporting involves fixed rather than vari-
able costs). Even if prices do fall, they will be artificially below cost,
and consumption of unregulated services will be inefficiently high.
Also, sales may be diverted away from more efficient competitors
in the unregulated markets, because the regulated firm attains an
artificial advantage through the cross-subsidies.

Discrimination in access terms raises the prices of unregulated
services, because the excluded competitors might have been more
efficient, and because even equally efficient competitors could curb
the monopolist’'s prices more effectively than can regulation alone.
Consumers also are denied the variety and innovation that com-
petitors might have offered. Finally, such potentially more efficient
or innovative competitors are denied profit opportunities. These
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losses resulting from discrimination can far exceed the gain to the
regulated monopolist: the monopolist is willing to exclude a rival
that would generate large benefits to consumers (say, by offering
a superior alternative), as long as exclusion yields even a modest
increase in its own profit.

ENTRY BY THE REGIONAL OPERATING COMPANIES
INTO LONG-DISTANCE

The Department of Justice sought AT&T's breakup, which sepa-
rated the ownership of the regulated-monopoly local telephone
service from other services, because it believed that regulation
alone could not, without imposing undue burdens, prevent the
many ways in which AT&T could use its control of local telephone
service to inefficiently favor its affiliates. (The Justice Department
and AT&T at one point tried to negotiate a settlement without di-
vestiture; the result was a draft consent decree which for its length
and complexity became known as Quagmire Il, or the Telephone
Book decree.)

Maintaining the consent decree’s prohibition of RBOC entry into
other markets may forgo some economies of scope that could be re-
alized therefrom, but it is likely to be more effective than regula-
tion alone in curbing access discrimination by the RBOCs against
competitors in these other markets. The new legislation attempts
to achieve the best of both worlds, by linking the RBOCs’ entry au-
thority to the emergence of competition in their local markets—
competition that should reduce their control of local networks and
ability to discriminate against competitors.

Arguments in Favor of Entry: The Drawbacks of Separation
Consumers could well benefit from one-stop shopping for all their
telephone needs; for example, an integrated provider could offer
simplified calling plans. The RBOCs could provide such one-stop
shopping if allowed into long-distance, although in principle this
could be provided even without RBOC entry. For example, the new
legislation requires all incumbent local telephone companies to sell
local service to other companies at discounted wholesale prices.
When authorized, long-distance or other companies could resell
such local service together with long-distance and other services.
Some economists contend that RBOC entry into long-distance
service is particularly important for lowering prices because the
long-distance industry is far from perfectly competitive. Although
there is some debate about how competitive the long-distance in-
dustry already is, the real issue is why entry would be more profit-
able for the RBOCs than for other firms. This could be the case ei-
ther because the RBOCs could use such entry to circumvent local
rate regulation (a “bad” reason), or because they have special cost
advantages in offering long-distance service (a “good” reason).
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A clear such cost advantage arises because any RBOC could link
its existing networks to provide long-distance service at lower cost
than could other entrants deploying entirely new facilities. Indeed,
the separation between local area service and long-distance service
(see Box 6-3) can be arbitrary and artificial: the boundaries of
“local areas” at times do not track economic or technological reali-
ties. This highlights a general problem with using structural sepa-
ration to prevent a regulated bottleneck monopolist from stifling
competition in potentially competitive markets. Where to draw the
boundaries depends on where the monopoly bottleneck lies, but the
bottleneck can shift location as technology changes. For local tele-
phone networks, most agree that the bottleneck includes the local
loop, but experts disagree over whether it includes additional up-
stream elements such as switches. The issue of where the bottle-
neck lies is relevant also for policy toward promoting local competi-
tion.

Arguments Against Entry: Preventing Access Discrimination

Combining local and long-distance service within a single firm is
likely to offer some economies of scope, but such economies also ex-
isted at the time of AT&T’s breakup. The policy judgment then was
that breakup was needed to protect competition in the potentially
competitive segments, given the incentive and ability of local net-
work monopolists to stifle it, and that the gains from competition
would outweigh the loss of economies of scope. On many counts the
breakup has succeeded: today the equipment and the long-distance
markets are reasonably competitive. Opponents fear that if the
RBOCs are allowed to reenter these markets before they face com-
petition in their core local phone markets, regulation alone could
not prevent them from inefficiently excluding competitors.

Long-distance service still hinges on access to local networks,
which for now are still largely monopolies controlled by the RBOCs.
Although cross-subsidization by the RBOCs from their regulated
local phone service to their unregulated businesses may be less of
a threat today, access discrimination against other providers of
long-distance service and perhaps of central-office switching equip-
ment remains a real concern.

Cross-subsidization may now be less of a threat because, in order
to improve regulated firms' incentives, States are replacing pure
cost-of-service regulation of local phone rates with performance-
based regulation. Such regulation also reduces the regulated firm's
incentives to cross-subsidize, because higher costs of the regulated
business are not passed through as fully or as rapidly in higher
regulated rates as under pure cost-of-service regulation. As added
protection, the new legislation requires the RBOCs to manufacture
equipment and provide long-distance service through separate sub-
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sidiaries for some time, to help regulators detect cross-subsidiza-
tion.

However, preventing RBOC discrimination against long-distance
companies in access to local networks remains a thorny challenge.
Performance-based regulation of local rates leaves intact incentives
to discriminate against long-distance rivals, in order to raise prices
in the unregulated long-distance market. Requiring long-distance
service to be offered through a separate subsidiary does not elimi-
nate discrimination incentives, because the subsidiary’s profits ac-
crue to common shareholders. Finally, regulators today may be
more attuned to the dangers of discrimination, but preventing
through regulation all avenues of technological discrimination in
network access is still likely to be difficult.

Allowing the regulated RBOCs to provide unregulated long-dis-
tance service gives them incentives to discriminate against long-
distance rivals. Allowing them to manufacture switches and other
network equipment could enhance their ability to discriminate, by
making it easier for them to retain proprietary control of important
technical information needed to interface with long-distance and
other unregulated services that rely on the network. If, as is likely,
regulation alone cannot adequately curb such discrimination, then
allowing the RBOCs to enter these other markets while they retain
monopolies over local networks could reduce prices temporarily in
those markets; but it could threaten rivals’ long-run viability, rais-
ing the specter of ultimately reducing competition and causing
higher prices and less innovation.

Competitive Safeguards

Local competition can greatly help prevent access discrimination.
It provides alternative ways of reaching some customers. It also of-
fers regulators a useful yardstick for policing discrimination: claims
that certain network services cannot be provided to competitors
will ring hollow if a local network competitor finds no difficulty pro-
viding such services. Although competition is coming to local net-
works, the RBOCs' dominance is unlikely to disappear overnight
even if regulatory entry barriers are relaxed. Potential entrants
have encountered technological problems, for example, in delivering
telephone service over cable lines. Wireless connections may even-
tually offer alternatives to the local loop for reaching a customer’s
premises, but those currently available are higher in cost, less se-
cure, and of lower quality than wireline connections.

Since local competition is both critical to safeguarding competi-
tion in long-distance and related markets but is in a nascent stage,
the new legislation not only imposes regulatory safeguards against
discrimination and other abuses but, importantly, links the RBOCs'
authority to enter these other markets to the emergence of local
competition. In broad brush terms, the new legislation provides the
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following process for authorizing RBOC entry into long-distance
(i.e. interLATA) service. Such service, as well as the manufacturing
of equipment, must be offered through a separate subsidiary. An
RBOC may offer long-distance service immediately on enactment of
the legislation in any State where it currently provides no local
service. But an RBOC must receive FCC approval to offer service
originating in any State where it does provide local service (and
likely controls many local networks). FCC approval is granted only
after the following requirements are met.

Within 6 months of the new law’s enactment the FCC will formu-
late rules for interconnection and network unbundling, discussed
further below, that all incumbent local exchange companies must
follow in dealing with new local competitors. At a minimum, an
RBOC must offer terms, including prices, which the State public
utility commission certifies are consistent with the FCC rules.
Moreover, if a new local competitor has requested interconnection
from an RBOC, then before being eligible to offer long-distance
service the RBOC must have fully implemented a binding inter-
connection agreement with the competitor. That agreement must
satisfy the FCC rules; the competitor must use predominantly or
exclusively its own facilities; and it must provide local exchange
service to both business and residential customers in the State
(pure access providers, for example, do not suffice). In short, the
local competitor is intended to have a significant presence.

Because these requirements help promote local competition but
do not guarantee its imminence or durability, the new legislation
provides further safeguards. Before authorizing RBOC entry, the
FCC must consult with the Department of Justice regarding the
likely competitive implications and give the Department’'s evalua-
tion “substantial weight.” This procedure offers an important safe-
guard, given the leading role that the Department’s Antitrust Divi-
sion has played in bringing competition to long-distance telephone
service through the AT&T breakup, and given its analytical exper-
tise in competition matters. Finally, the FCC must determine that
RBOC entry would be in the public interest. Preservation of com-
petition requires that antitrust enforcers and regulators have the
latitude to make judgments of this kind, because no mere checklist
could hope to capture all the relevant contingencies.

IMPLEMENTING LOCAL COMPETITION

As mentioned earlier, in order to foster local competition the new
legislation would require existing local exchange companies to co-
operate with entrants. Even a full facilities-based entrant (one that
serves its customers entirely through its own physical facilities)
would still require interconnection to the incumbent’'s network—to
enable its customers to communicate with the incumbent's cus-

174



tomers, to let customers keep their telephone numbers if they
switch to the entrant, and to access common signaling facilities and
data bases. The new legislation requires incumbent carriers to pro-
vide such cooperation on reasonable terms.

Other entrants might lease some or all facilities from the incum-
bent. A reseller of local services would lease all network facilities
in bulk but undertake all customer-related functions such as mar-
keting and billing (“retailer” might therefore be a better term). It
could offer to customers a package of local and other services such
as interexchange service or cellular service. A partial facilities-
based entrant would lease some elements and supply the rest itself;
it might, for example, install its own switches but use the incum-
bent's local loops. Both types of entrants require unbundling of the
local exchange carrier’'s integrated functions. A reseller would re-
quire unbundling of network functions from marketing and other
customer-related functions. A partial facilities-based entrant would
additionally require unbundling of some network functions. To ac-
commodate such entrants, the new legislation requires incumbents
to unbundle their networks and provide nondiscriminatory access
to all the unbundled components.

Inevitably the new legislation provides only a framework and
leaves such *“details” as the pricing of interconnection and
unbundled services to be determined later by the FCC and State
regulatory commissions. But these details will be crucial. To stay
in business, a reseller must be able to buy the local network serv-
ices at a sufficient discount below retail rates, reflecting the fact
that it undertakes costly retailing functions otherwise performed by
the incumbent. (The new legislation requires incumbents to offer
their services to resellers at wholesale rates, defined as retail rates
less the costs avoided by incumbents.) If the discount is too small,
even an efficient reseller will be unprofitable. A partial facilities-
based entrant likewise needs reasonably priced access to the facili-
ties it wishes to lease.

Determining the proper discount to resellers has already raised
controversy, embroiling regulators in defining and measuring the
costs a local phone company could avoid by delegating some retail-
ing functions. In long-distance there is already an active market in
capacity resale, as multiple owners of facilities compete to provide
capacity. But until competition arrives in local networks, imple-
menting resale of local service through mandated discounts will be
difficult. Mandated unbundling of physical network elements, as
opposed to just retailing functions as with resale, is likely to be
even harder. There are many joint and common costs, network con-
gestion is important in determining efficient prices, and
unbundling certain elements may pose technical problems.
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In short, introducing competition into local networks will be a
complex process, requiring continued active involvement by State
regulators, the FCC, the Justice Department, and possibly the
courts. Nevertheless, by defining the broad rules and providing for
active government involvement in implementing agreements and
refereeing disputes, the new legislation holds the promise of stimu-
lating ubiquitous, vigorous competition with potentially enormous
benefits to businesses and

REPLACING CROSS-SUBSIDIES AND PROMOTING
UNIVERSAL SERVICE

A longstanding policy goal in the United States has been univer-
sal service: widespread access to telephone service at reasonable
prices. Such a goal can be defended on narrow economic grounds
because the benefits of having a telephone on one’s premises accrue
not only to the subscriber but also to others who might be inter-
ested in calling that subscriber. Encouraging telephone subscrip-
tion by people who would not otherwise have a phone on their
premises can therefore also benefit others. Support for universal
service, however, is based also on broader social considerations—
that all members of a society should be entitled to a certain level
of key services.

Where attaining universal service is thought to require govern-
ment intervention, because without it prices would be deemed too
high in certain regions or to certain customer groups, economists
generally advocate the use of targeted, explicit subsidies, financed
through broadly based taxes. Traditional regulatory policy has not
taken this route. Instead, regulators have used the rate structure
of regulated telephone monopolists to promote universal service
and other goals. Many economists believe that this rate structure
is inefficient and incompatible with a move toward increased com-
petition in telephone service.

The new legislation requires the formation of a Federal-State
Joint Board, representing regulators and consumers, to thoroughly
review the existing system of Federal support for universal service
and recommend reforms within 9 months of the law’s enactment.
Within 15 months of enactment, the FCC is to establish a specific
timetable for implementation of reforms. This envisaged reform for
the most part promises to better harmonize the goals of promoting
competition and universal service.

Cross-Subsidies and the Tension with Competition

Cross-subsidization arises when the price in one market does not
cover the incremental cost of serving that market, and the deficit
is financed by charging a price significantly above incremental cost
in another market. The different markets can be for different prod-
ucts (e.g., long-distance versus local calls) or different identifiable
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customer groups (e.g., residential versus business customers of
local calls). As discussed earlier, cross-subsidies can arise from at-
tempts by a regulated monopolist to evade cost-based regulation by
misattributing costs of its unregulated business to the regulated
business. But cross-subsidies also can be mandated by regulators.

For many years regulators, with the support of the Congress,
used cross-subsidies between regulated monopolists to pursue uni-
versal service goals. Through a complicated nationwide pooling of
telephone costs and revenues, local telephone companies, especially
in high-cost rural areas, received substantial subsidies to keep
their rates low. The subsidies were financed by setting prices of
long-distance calls and of telephone equipment artificially high. In
addition, long-distance rates were set by geographic averaging:
rates for routes of the same distance were set equal despite dif-
ferent traffic densities and therefore different costs. There may also
have been subsidies from business to residential customers gen-
erally.

This system was administered by AT&T, whose affiliate compa-
nies provided most local telephone service nationwide and virtually
all long-distance service. The system came under strain once
AT&T’s virtual monopoly began to erode. The growth of competi-
tion in supplying customer premises equipment (such as telephone
sets) in the 1970s and later in long-distance service reduced the
funds available for cross-subsidies. In response, after the breakup
of AT&T the FCC introduced fixed monthly fees for all telephone
subscribers, reducing the need for subsidies; the FCC and State
regulators also instituted explicit access fees for all long-distance
carriers originating and terminating calls on local carriers’ net-
works. These access fees are still used to finance subsidies to rural
carriers.

The inflated access fees, however, prompted large long-distance
customers to bypass the local exchange and instead use private
lines to connect their premises directly to an interexchange carrier.
Such bypass again threatens the revenue used to cross-subsidize
other services. Some local telephone companies have also alleged
that revenue from high-volume local business customers cross-sub-
sidizes basic local service to residential customers, so that permit-
ting entry into local service also will threaten cross-subsidies: en-
trants will siphon off lucrative business customers and reduce the
revenue available for subsidizing rates to other customers.

Universal service and other social goals that may be threatened
by competition can be pursued through diametrically different ap-
proaches, as discussed below. One is to try to maintain a broad mo-
nopoly charged with meeting these social objectives, by legally pro-
hibiting entry or by requiring all entrants to make substantial con-
tributions to cover the incumbent's cost of providing below-cost
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services. The other is to permit widespread competition and de-
velop alternative, market-based ways of funding legitimate social
goals.

Joint Costs, Natural Monopoly, and Cream Skimming

Defenders of retaining monopoly might paint the following pic-
ture of local telephone service. Serving the different markets—be
they different customers or different services—is largely a natural
monopoly, because it entails large fixed and common costs. The
markets are therefore most efficiently served by a single firm, but
to cover the fixed costs, prices in some or all markets will have to
exceed the incremental costs of serving those markets. Entry could
then be profitable but economically inefficient, because an entrant
could engage in cream skimming—targeting only the monopolist’'s
more lucrative markets where the gap between prices and incre-
mental costs is greatest, thus saddling other groups with a higher
proportion of the common costs.

Charging different price-cost margins, which are vulnerable to
cream skimming, can be efficient if demands in different markets
exhibit different degrees of price sensitivity. The fixed costs are
then best covered by charging higher margins where demands are
less price-sensitive, as this pricing pattern minimizes the ineffi-
ciency from reduced consumption due to prices that exceed mar-
ginal costs (economists call this “Ramsey pricing”). For example, if
demand for local service were less price-sensitive than demand for
long-distance service, it might make sense to charge higher mar-
gins for local calls to finance the common costs, such as for wires
to the home, entailed in providing local and long-distance service.

Distortions in the Current System

If the view of the industry just outlined—as a ubiquitous,
multimarket natural monopoly that is pricing efficiently to recover
common costs but is vulnerable to cream-skimming entry—were ac-
curate, policymakers would face a tradeoff: restricting entry would
better allow exploitation of scale and scope economies, but would
deny the benefits of competition and impose regulatory costs. Many
economists, however, challenge this portrait of the local telephone
service industry. They are skeptical about characterizing too many
costs as “fixed and common” and the industry as a ubiquitous natu-
ral monopoly. Moreover, to the extent there do exist fixed and com-
mon costs, current regulated prices do not recover such costs effi-
ciently. Rather, the current price structure sends wrong signals
about the true costs, thereby distorting the decisions of entrants
and consumers.

Distorted entry decisions. Access fees charged by local network
operators to long-distance companies far exceed marginal costs.
These high fees cross-subsidize service in rural areas and perhaps
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basic local service nationwide, which may be priced below its mar-
ginal cost. Such pricing can distort entry decisions in two ways: ar-
tificially high prices can encourage inefficient entry, and artificially
low prices can discourage efficient entry.

Regarding possibly inefficient entry, inflated access fees may
have provided an artificial stimulus to the growth of so-called com-
petitive access providers: companies that bypass local networks and
link businesses directly to long-distance companies. Regarding the
discouragement of efficient entry, there may be greater potential
for competition in local services than is currently evident. Artifi-
cially low prices for the subsidized incumbent’s services (such as to
rural areas) can make it unprofitable for entrants to compete for
providing such services, even if the entrants are more efficient.
This comes about because under the current system only incum-
bents are eligible for certain subsidies.

Distorted consumer decisions. The current rate structure also dis-
torts consumer decisions. High long-distance rates subsidize tele-
phone subscription but discourage calling; raising the fixed charge
for telephone subscription and reducing the prices for calls would
stimulate calling. The benefits from lower toll rates and expanded
calling would make many consumers better off even after paying
higher fixed charges. Cross-subsidies from long-distance to local
service are sometimes defended on the grounds that low-income in-
dividuals use local service relatively intensively, but the correlation
between income and long-distance versus local calling may not be
strong, and some studies have indicated that high toll bills often
lead to low-income subscribers being disconnected for nonpayment.
Better ways can be found to assist those with low incomes.

Lack of transparency. A vital ingredient of any sound economic
policy is to make costs and objectives explicit and transparent. The
goals and methods of telephone cross-subsidies are now opaque; as
a result, the true extent of cross-subsidies needed to ensure univer-
sal service or other legitimate social goals remains unclear. In some
cases, cross-subsidies may instead reflect regulatory capture—some
groups may simply be more adept than others at manipulating the
regulatory process so as to procure subsidies for themselves. Com-
petition is likely to reduce the cost to society of providing universal
service by lowering costs and most prices and by introducing new
technologies. It may well reveal that most people would have af-
fordable access to basic telecommunications services even without
subsidies.

Challenges for Reform

The rapid changes in technology and the accompanying changes
in regulation described earlier imply that protecting universal serv-
ice by maintaining regulated monopolies is likely to become both
increasingly inefficient and untenable. Many economists favor giv-

179



ing competition freer rein and letting prices adjust to better reflect
true costs. Any legitimate social goals served by the current regu-
lated price structure should be addressed through other means that
are more transparent, more targeted to explicit goals, and do not
distort competition. A strong collaborative effort between Federal
and State regulators should be established in pursuit of these
goals.

What should be included in universal service? For many years
there was only one basic service to be universalized or not: a tele-
phone was a telephone. Today, however, telephone and other tele-
communications networks are evolving to permit a much broader
range of enhanced services. As conditions change, it will be impor-
tant to review, perhaps on an evolving basis, the range of services
targeted for universal service and to be clear about what is meant
by “sufficiently affordable” prices.

Increasingly, we have realized the potential of modern commu-
nications to affect other aspects of life, from health (via
telemedicine) to education. Access to computers and the Internet
can put at the instantaneous disposal of every child in America re-
sources superior to those available in even the best schools only a
couple of decades ago. This Administration, through the National
Telecommunications and Information Administration, has been
striving to ensure that all Americans have access to advanced in-
formation services, for example, through public institutions such as
schools and libraries. The new legislation includes the provision of
such access as a core principle to guide universal-service reform.

Who should be eligible for support? For example, should all rural
residents be eligible or only low-income consumers wherever they
reside? And how much should prices be allowed to vary so as to re-
flect differences in the cost of providing service? Another reform
principle adopted by the new legislation is that all consumers
should have access to telecommunications and information services
that are “reasonably comparable” in quality, variety, and rates to
those available in urban areas. It goes further, however, with re-
gard to interexchange and interstate telecommunications services
(which include, at a minimum, telephone service), by requiring the
rates charged to residential subscribers in rural areas to be “no
higher” than those charged in urban areas. Many economists would
hesitate to recommend such a stringent requirement.

How should universal service be funded? Once the goals have
been clearly identified, funding mechanisms should be devised that
do not distort competition. At present, subsidies to serve ostensibly
unprofitable markets are not offered to all comers on an equal foot-
ing but are largely reserved for incumbent monopolists and fi-
nanced through surcharges on long-distance and other services. Al-
ternative financing methods would be less distorting and more
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compatible with competition. An example might be a universal
service fund, financed by charges levied on all telecommunications
carriers, or even more broadly. All eligible consumers could draw
on the fund, to help them pay for the provider of their choice. Alter-
natively, the right to provide subsidized service to a designated
group could be allocated through competitive bidding among all
qualified potential providers.

In the absence of explicit mechanisms to fund universal service
or other social goals, regulators might feel compelled to meet such
goals by imposing obligations on entrants. Such obligations could
easily stifle competition. For example, regulators might be led to
require entrants to offer a configuration of services, regional cov-
erage, and rate structure very similar to that of the incumbent
local monopolist. But entry is more likely to occur and to be more
valuable if entrants have flexibility in choosing their technologies
and mix of services to best exploit their comparative advantage.
Revamping the funding of universal service therefore is an integral
part of a successful move toward increased competition in tele-
phone service. Consistent with this goal, the principles in the new
legislation call for making support mechanisms explicit and pre-
dictable; requiring all providers of telecommunications services to
make nondiscriminatory support contributions; and making all in-
terested carriers eligible for support to provide service in des-
ignated areas, with the exception of any area served by a rural
telephone company.

PROMOTING COMPETITION IN ELECTRICITY

The Nation’s major electric utilities have historically been verti-
cally integrated, engaged in both the generation and the delivery
of electricity. Delivery is over high-voltage transmission lines from
generators to substations, and from there over local distribution
lines to users. The Federal Energy Regulatory Commission (FERC)
regulates interstate transmission services and interstate wholesale
power transactions (sales to utilities for resale), whereas the States
regulate their investor-owned utilities’ retail sales. In the past the
supply of electricity within a given geographic area was seen as a
natural monopoly, and State public utility commissions awarded
utilities exclusive franchise areas. They required utilities to serve
all consumers in their franchise areas at regulated, bundled rates,
covering generation and delivery, based on cost of service.

A major crack in the vertically integrated structure of the indus-
try came with the Public Utilities Regulatory Policy Act (PURPA)
of 1978, which required utilities to buy power from nonutility gen-
erating companies that employed renewable energy sources or co-
generation (co-generation uses steam both to generate power and
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to heat adjoining buildings). Although its primary goals were to re-
duce dependence on imported oil and encourage renewable energy
sources, PURPA played a major role in promoting competition in
power generation. By giving rise to a class of nonutility generating
firms, PURPA created momentum for efforts to unbundle genera-
tion from delivery. Moreover, experience with PURPA dem-
onstrated that independents could build generators on time and on
budget and could be reliably integrated into the transmission grid,
subject to utilities’ control. Nonutility generating firms have grown
rapidly since PURPA's enactment. Their share of nationwide gener-
ating capacity has doubled from 3.6 percent in 1987 to 7.2 percent
in 1995; since 1990 they have contributed over half of all new in-
vestment in generating plant.

An obvious reason for some independents’ growth is obligations
imposed on utilities to purchase power from PURPA-qualifying fa-
cilities. Although PURPA required purchases at prices that were
supposed to reflect utilities’ expected costs were they to supply
power from their own sources, regulators in a few States calculated
these prices in ways that led to artificially high purchase prices.
But technological change also played a major role in the growth of
independents. The advent of small, efficient, natural gas-fueled
generators, coupled with falling gas prices, drastically reduced the
capital cost and minimum efficient scale of generating plants, mak-
ing it easier for independents to finance plants (because of shorter
construction lags and lower financing needs) and to build plants
under contract to serve a particular utility. Market innovations in
the financing of power plant construction by independents also
were important.

Asymmetrical regulatory treatment also contributed to the inde-
pendents’ growth. Independents had stronger incentives than utili-
ties to cut costs, because only they were exempt from cost-based
regulation. The Energy Policy Act of 1992 expanded this exemption
to a broader class of independents than PURPA had covered, allow-
ing such independents to enter the wholesale power market, where
they could sell power to utilities at unregulated market rates (un-
like PURPA, however, the 1992 Act did not oblige utilities to pur-
chase from the independents). In addition, some utilities may have
refrained from building their own plants, fearing that regulators
would later reject some of the costs when it came to resetting their
rates. And regulators in some States required utilities to look first
elsewhere, to nonutility generating firms or to other utilities with
excess capacity, to supply their incremental generating capacity
needs before building more plants themselves. In this the regu-
lators’ intent was to foster competition, as part of an effort to curb
the rise in electricity prices following the oil shocks of the 1970s.
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These changes expanded wholesale competition among generat-
ing firms to sell power to utilities. Pressure is growing to allow re-
tail competition as well: for generating companies or utilities to sell
directly to final customers in the franchise area of a different util-
ity, paying regulated rates to use the utilities’ existing trans-
mission and distribution lines. This pressure comes mainly from
large customers, who, among other things, can credibly threaten to
bypass their local utility by generating their own electricity using
small natural gas plants, or through municipalization (discussed
later in this section). Promoting increased wholesale competition
and introducing retail competition present three major challenges,
which are discussed below.

UNBUNDLING GENERATION FROM TRANSMISSION
AND DISTRIBUTION

To deliver power to final consumers, generating firms require ac-
cess to the transmission and distribution facilities that utilities
own and operate. These facilities appear to be natural monopolies,
likely to remain subject to price regulation. This gives rise to a by-
now familiar problem: if utilities are also permitted to generate
their own power and sell it at unregulated rates, they will have an
incentive to evade regulation by favoring their own generators and
realizing profits through unregulated power sales. Such favoritism
could involve cross-subsidizing the unregulated power generation
business from the regulated transmission and distribution business
or, more important, discriminating against outside generators in
providing access to transmission and distribution networks.

If there were no significant economies of scope between genera-
tion and other functions, an obvious way to prevent discrimination
would be to require separate ownership of regulated transmission
and distribution assets and of unregulated generation assets. How-
ever, as discussed below, transmission and generation may be sub-
ject to important economies of scope. The challenge to policymakers
and market participants is to devise solutions that balance poten-
tially conflicting goals: preventing access discrimination, but with-
out comprising the reliability of electricity supply, sacrificing econo-
mies of scope, or imposing excessive regulation.

The technological relationship between the generation and trans-
mission of electricity is more complex than that between production
and transportation in most other industries. Modern alternating-
current transmission networks require tight and rapid balancing
between power generated into and power withdrawn from the
transmission grid. Storing electricity in significant volumes is gen-
erally impractical, and failure to balance power inflows and out-
flows can result within seconds in serious deterioration of system
operation and widespread damage to equipment. The system is
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much less tolerant than, say, gas pipelines, which can accommo-
date imbalances for longer periods through external storage and by
changing the degree of gas compression within the pipelines. More-
over, electricity flows cannot be easily routed within an integrated
transmission network; rather, power flows automatically and in-
stantaneously along the path of least impedance. Imbalances at one
point on the grid therefore can have widespread and unpredictable
consequences throughout the network.

Although network operations are largely computerized, unfore-
seen contingencies can require central intervention by the grid op-
erator: transmission constraints may result from unforeseen de-
mand surges or equipment failures, requiring some generating sets
to be unexpectedly dispatched and others turned off. In addition,
there are common costs in operating a transmission network, such
as maintenance of reserves, and charging individual generators for
such costs requires a central authority. Operating such a complex
system therefore requires the grid operator to have substantial con-
trol over at least some generating assets, and over some network
functions that entail common costs.

Until now such complications have been addressed within the
context of a vertically integrated industry, and through regional
power pools and other voluntary associations. However, moving to
a more competitive regime may require devising alternative insti-
tutions. Vertical integration opens the possibility that utilities
would use their control of transmission to discriminate in favor of
their own generating plant. And, as explained below, reliance on
voluntary cooperation to resolve regional transmission issues may
be more difficult in a competitive environment.

The FERC has addressed the issue of expanding transmission ac-
cess by requiring utilities situated between one utility seeking to
purchase power and another utility or independent power producer
seeking to sell power to allow use of their transmission lines to
complete the sale. At first efforts to expand access were episodic;
for instance, approvals of utilities’ merger requests were made con-
tingent on their granting transmission access. The 1992 Energy
Policy Act explicitly authorized the FERC to require wholesale
transmission access upon request. The FERC is in the midst of an
important rulemaking to establish a comprehensive framework for
implementing open, nondiscriminatory wholesale transmission ac-
cess: a utility would have to grant access to outsiders seeking to
consummate wholesale transactions on the same terms as to its
own generating facilities.

Important as these initiatives are, some observers believe that
more will have to be done. Defining and policing against discrimi-
natory access may be difficult when an integrated utility runs the
grid. In addition, increased competition will strain the current sys-
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tem of informal coordination between utilities, each operating
transmission facilities that are connected into regional grids. Con-
necting such systems offers important advantages: it provides al-
ternative transmission paths and economizes on redundant facili-
ties, and it facilitates power sales to resolve temporary local imbal-
ances between supply and demand or to benefit from differences in
the cost of power over a wider region. Such informal coordination
worked reasonably well in an era when utilities had exclusive fran-
chises, but may become increasingly frayed in a competitive envi-
ronment.

To address these concerns, some observers have proposed, and
California regulators have recently endorsed, the formation of an
“independent system operator.” Investor-owned utilities and inde-
pendent nonpublic generating companies would bid competitively to
sell power into a regional grid. Utilities would retain ownership of
transmission facilities but would turn over their operation under
contract to an independent entity, which would manage the system
on a regional basis. The operator would have authority over deci-
sions such as how to respond to unforeseen contingencies and,
under FERC oversight, how to price certain network services and
allocate certain common costs. Although promising, this model also
raises some questions. Can an operator be truly independent of
utilities while they retain ownership of transmission and distribu-
tion? And will such a system cope well with coordinating invest-
ments in transmission and generation, given that different generat-
ing firms that rely on the grid can often have diverging interests?

In short, moving toward a more competitive market in electric
power generation will require innovations in both regulation and
market institutions. Maximizing the benefits from competition will
also require implementing pricing policies that more accurately re-
flect transmission congestion and the costs of generation at dif-
ferent times (peak and off-peak). Finally, the gains from increased
competition beyond those already being realized from today’s
wholesale competition may be modest in the short run, because
much of utilities’ expenses are associated with past investments,
and with fuel expenses, which cannot be greatly reduced.

Nevertheless, some efficiency gains could materialize even in the
short run: from increased utilization of excess capacity, from supe-
rior operation and maintenance of existing plants, and from boost-
ing labor productivity. In the longer run the gains may be greater,
since generation accounts for about half of the cost of electricity to
the end user, and increased reliance on competition rather than
regulation could allow both better operating decisions and better
investment decisions regarding the amount, mix, and speed of con-
struction of new plant.
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STRANDED COSTS

Allowing competition would put pressure on utilities’ prices and
customer base, threatening to create stranded costs. Stranded costs
are those unamortized costs of prior investments that are sched-
uled for recovery through regulated monopoly rates but would not
be recovered under competition. Stranded costs for the industry as
a whole have been estimated at $135 billion—well over half the
total equity value of all investor-owned utilities. Many of the vul-
nerable utilities are concentrated in California, New York, New
England, Pennsylvania, and Texas (Chart 6-3 provides a break-
down by region). Many of these utilities would be threatened with
bankruptcy if unfettered wholesale and, especially, retail competi-
tion were allowed without providing utilities assistance in covering
stranded costs.

Chart 6-3 Potentially Stranded Costs of Investor-Owned Electric Utilities by Region
Northeastern electric utilities have the highest potentially stranded costs,
both in dollars and as a percent of equity.
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One source of stranded costs is past investments that turned out
differently than expected. In some cases nuclear power proved
more expensive than projected, and gas prices much lower; there-
fore some investments in nuclear generators led to higher generat-
ing costs than those of modern gas-based plants at today's gas
prices. Second, in many regions utilities overestimated power de-
mand, leading them to build excess generating capacity. If this ca-
pacity were fully used under the pressure of competition, it would
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drive the price of power down to the short-run marginal cost, and
thus well below average cost (which includes sunk capital costs).
Although such pricing promotes short-run efficiency, it would im-
pose large losses on some utilities. Finally, stranded costs also
arise from regulatory obligations imposed on some utilities but not
on other suppliers, including requirements to buy power from
PURPA-qualifying facilities at prices above today's market prices,
to invest in pollution control equipment, and to fund demand con-
servation programs.

In unregulated markets the possibility of stranded costs typically
does not raise an issue for public policy—it is simply one of the
risks of doing business. However, there is an important difference
between regulated and unregulated markets. Unregulated firms
bear the risk of stranded costs but are entitled to high profits if
things go unexpectedly well. In contrast, utilities have been limited
to regulated rates, intended to yield no more an a fair return on
their investments. If competition were unexpectedly allowed, utili-
ties would be exposed to low returns without having had the
chance to reap the full expected returns in good times, thus deny-
ing them the return promised to induce the initial investment. A
strong case therefore can be made for allowing utilities to recover
stranded costs where these costs arise from after-the-fact mistakes
or changes in regulatory philosophy toward competition, as long as
the investments were initially authorized by regulators.

The case for allowing recovery is even stronger where stranded
costs arise from regulatory obligations imposed on utilities. Several
States, notably California, required utilities to purchase power
from qualifying facilities under PURPA at long-term contract prices
based on high estimates of future oil and gas prices, even after util-
ities resisted purchasing all the capacity offered at the high prices.
Utilities also were required to fit coal-fired generators with costly
pollution control equipment, again with the expectation that costs
would be recovered through regulated rates. Utilities should be al-
lowed to recover such costs mandated by regulation.

To be sure, utilities should be granted recovery only of costs pru-
dently incurred pursuant to legal and regulatory obligations to
serve the public. Investments made after utilities are notified that
competition is coming and are relieved of their obligation to serve
should not qualify; and utilities must try to mitigate their losses.
But recovery should be allowed for legitimate stranded costs. The
equity reason for doing so is clear, but there is also a strong effi-
ciency reason for honoring regulators’ promises. Credible govern-
ment is key to a successful market economy, because it is so impor-
tant for encouraging long-term investments. Although policy re-
forms inevitably impose losses on some holders of existing assets,
good policy tries to mitigate such losses for investments made
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based on earlier rules, for instance, by grandfathering certain in-
vestments when laws and regulations change.

Because stranded costs are sunk, economic reasoning suggests
that they should be recovered through mechanisms that do not ar-
tificially reduce power consumption. One possibility is a charge lev-
ied on transmission, but as a fixed fee rather than a marginal
charge: customers would be required to pay specified amounts,
based perhaps on their past consumption, regardless of their future
use of electricity.

Since stranded costs reflect policy decisions, recovery should be
borne broadly by all parties on whose behalf the stranded costs
were incurred, including customers that switch to other suppliers.
Consistent with this principle, the FERC proposed that wholesale
customers departing a utility be assessed a contribution toward
stranded costs. Although the FERC proposal would directly apply
to stranded costs resulting only from increased wholesale competi-
tion, it could also serve as a model for States contemplating retail
competition, and serve as the FERC approach to recovering strand-
ed costs resulting from retail competition in the unlikely event that
the State lacked authority to address the issue.

Most State discussions of initiatives to foster retail competition
in fact have included, as an integral part, mechanisms to recover
stranded costs. But some retail customers threaten to bypass this
process, for example, by resorting to “municipalization.” A munici-
pal utility within the franchise area of an investor-owned utility
may generate none or only some of its required power, and as a
power reseller it qualifies for FERC-mandated wholesaler access to
outside suppliers. Although municipal utilities typically serve le-
gitimate functions, they might at times provide a loophole for
avoiding fair sharing of stranded costs. A municipality might ex-
tend its boundaries to encompass the premises of a large industrial
customer served by the investor-owned utility; that customer be-
comes eligible to buy power from outside suppliers, using the mu-
nicipal utility as conduit. Such actions raise important issues of eq-
uity and cost-shifting, both for the local utility and for other cus-
tomers in its franchise area that may be stuck with a larger share
of stranded costs. The FERC has stated that municipalization
should not be a vehicle to escape responsibility for stranded costs.

COMPETITIVE PARITY, UNIVERSAL SERVICE, AND
ENVIRONMENTAL PROTECTION

For competition to work well, it must take place on a level play-
ing field: competition will be distorted if producers are given selec-
tive privileges, or subjected to selective obligations imposed to fur-
ther even legitimate social goals. This principle raises several is-
sues as we move toward increased competition.
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As competition grows, increasing distortions may result from
some entities having access to special privileges such as federally
tax-exempt bonds or other preferential treatment. Accordingly, re-
examining special privileges of various entities may become more
important.

On the other hand, producers should not be subjected to selective
obligations. New ways must be found, as in the telephone industry,
to address universal service, assist low-income consumers, and
meet other social goals currently addressed through obligations on
regulated monopoly utilities. Continuing to impose such require-
ments only on some producers would place them at a competitive
disadvantage and imperil their ability to meet these obligations.
Accordingly, these obligations would be better financed through
more broadly based mechanisms.

Increased competition in electricity can also affect the environ-
ment. To reap the advantages of more efficient electricity markets
and a cleaner environment, environmental policy will need to re-
spond to any risks that restructuring may pose for environmental
quality. But policy toward restructuring should also recognize those
risks and, where possible, facilitate appropriate responses. For ex-
ample, the burden of funding renewable energy sources or energy
conservation programs to reduce pollution should be shared broad-
ly, not placed solely on vertically-integrated utilities. Symmetrical
treatment of all players will address environmental concerns more
effectively and provide competitive parity.

CONCLUSION

Our telecommunications and electricity sectors are undergoing
sweeping transformations, which hold the promise of increased reli-
ance on market forces and competition, with potentially large divi-
dends for consumers and business. To facilitate such trans-
formations, regulatory and competition policy must adapt. Unnec-
essary legal restrictions on entry must be removed, and regulation
must be reformed to better address those industry segments where
monopoly power will persist. But blanket deregulation will not en-
sure an equitable, efficient, and durable transition to competition.
To ensure a successful transition and protect important social
goals, government will have to play an evolving but ongoing role.
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CHAPTER 7

Investing in Education and Training

THE FEDERAL GOVERNMENT HAS BEEN a vital partner in
education for more than 200 years. Even before the Constitution
was adopted, the Ordinance of 1785 set aside a section in every
township in the new territories west of Pennsylvania to support a
school. In 1862 the first Morrill Act authorized Federal land grants
to States for the establishment of colleges. As World War Il came
to an end, a grateful Nation offered the G.I. bill, which eventually
served nearly 8 million returning veterans—and fundamentally
changed the educational landscape of the country. Today, Federal
educational loans and grants open the doors to college for millions
of students who could not otherwise attend, and Federal grants to
low-income schools help more than 6 million children learn to read
and to do math.

Learning is a lifelong process, not limited to those between the
ages of 5 and 25. From early childhood education to college to
training for the unemployed, this Administration has sought to
complement the efforts of State and local governments in respond-
ing to the new demands of the labor market. The Nation is in the
midst of an educational renewal, and families, teachers, local school
districts, colleges, States, employers, and the Federal Government
all have a role to play in the transformation.

The renewed Federal interest in education and training is in part
a response to the two challenges outlined in Chapter 1: the slow-
down in the growth of productivity and the increase in earnings in-
equality. Education and training policy is one of the few policy le-
vers available to address both problems simultaneously.

One of the most dramatic changes in our economy during the
past 15 years has been the increased economic payoff to skills, as
reflected in the increased inequality in earnings between high
school and college graduates. In 1979 full-time male workers aged
25 and over with at least a bachelor's degree earned on average 49
percent more per year than did comparable workers with only a
high school degree. By 1993 the difference in wages had nearly
doubled, to 89 percent. To the extent that this rise in the payoff
to education reflects an increase in the value of skill, improving our
schools and expanding access to postsecondary training stimulate
economic growth. Based on estimates from the Bureau of Labor
Statistics, the rise in the average educational attainment of the
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workforce accounted for one-fifth of the annual growth in produc-
tivity between 1963 and 1992. International evidence reveals that,
all else equal, those nations with the highest school enrollment
rates in the early 1960s tended to enjoy the most robust growth in
subsequent decades.

Education and training policies can also help address the prob-
lem of growing inequality. A primary goal of Federal policy must
be to ensure that educational opportunities are not restricted to
those whose parents can finance an education out of their own
pockets. Federal programs such as Head Start, which helps low-in-
come children prepare for school; Title | of the Elementary and Sec-
ondary Education Act, which provides supplemental Federal assist-
ance to low-income schools and school districts; and Federal finan-
cial aid for college students are all designed to support those who
would otherwise not have an equal opportunity to invest in learn-
ing.

The sharp rise in family income inequality should not be allowed
to cause greater inequity in access to educational opportunities.
The widening disparity in earnings prospects between the more
and the less educated makes such efforts to equalize educational
opportunities even more imperative. Since the 1980s the Nation’s
track record in equalizing educational opportunity has been mixed.
In elementary and secondary schools, racial gaps in test scores in
mathematics, reading, and science have closed somewhat, even as
mean scores have risen for whites as well as blacks and Hispanics.
The black-white gap in high school graduation rates has also nar-
rowed since the mid-1970s, as high school graduation rates rose for
blacks.

However, gaps in college enrollment rates between low- and
high-income youth and between minority and white, non-Hispanic
youth have widened since the late 1970s (Chart 7-1). Although all
groups have responded to changes in the labor market by attending
college at higher rates, the increases have been larger for middle-
and higher income youth than for low-income youth. Because
blacks and Hispanics are overrepresented at the bottom of the in-
come distribution, the racial and ethnic enrollment gaps have wid-
ened as well.

The widening gaps in college enrollment are troubling for at least
two reasons. First, they may imply an increasing perpetuation of
inequity from one generation to the next—with access to higher
education increasingly allocated on the basis of ability to pay, not
ability to learn. In this country, which values the principle that
children’s success in life should not be held hostage to their par-
ents’ lack of resources, this is unacceptable. A second reason is that
low enrollments deprive the economy of the skills of those unable
to finance those investments. The labor market is demanding high-
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Chart 7-1 College Enrollment Rates of Young High School Graduates
Enrollment rates have increased for white, black, and Hispanic high school
graduates, but the increase in white enrollment has been larger.
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er levels of skill, and the economy will grow more quickly if we suc-
ceed in producing more skilled workers.

Education and training policy can contribute to reversing the
growth of inequality in the country in two ways. First, by targeting
educational resources more effectively, education and training pol-
icy may enable more of our citizens to benefit from the rising payoff
to skill. Second, a robust supply response that creates an abun-
dance of skilled labor and causes less-skilled labor to become rel-
atively more scarce may slow the rise in the price of skill in the
labor market, reducing the growth of wage inequality and possibly
even reversing it somewhat.

In short, the Administration’s education and training policies are
predicated on the three principles outlined in Chapter 1. They en-
courage students and schools to embrace change by developing the
skills demanded by the new labor market. They create opportunity
by targeting resources to the disadvantaged, providing greater op-
portunity to participate fruitfully in that market. And they promote
personal responsibility, by stressing to young people and workers
that they are responsible for making their own educational choices,
and by requiring them to share some portion of the cost: through
their efforts in school, through the earnings they forgo to remain
in school, through their participation in the Federal Work Study
program, and through their obligation to repay educational loans.
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This chapter first reviews the good news on the extent to which
the Nation has responded to the rise in the value of education since
the early 1980s, as well as the sobering news on how far we still
have to go. The chapter then examines the evidence from the eco-
nomics literature on the payoff to investments in schooling and
training. Finally, we describe the Federal role in education and
training policy in complementing State and local efforts.

AMERICANS ARE RESPONDING TO THE DEMAND
FOR SKILLS

Americans have always placed a high value on education, seeing
it as a ladder of opportunity. Therefore, the country was ready to
respond when A Nation at Risk, the 1983 report of a commission
appointed by the Secretary of Education, sounded the alarm over
declining nationwide test scores. Since then a number of States and
local school districts have launched ambitious reform projects.
After a decade of effort, progress clearly has been made:

» Students are spending more time on homework than they did
at the end of the 1970s. The proportion of 13-year-olds report-
ing that they had no homework or that they had not done their
homework declined from 38 percent in 1980 to 25 percent in
1992.

» The proportion of 11th- and 12th-grade students taking ad-
vanced placement courses grew by 138 percent between 1984
and 1992.

* In 1992 the average public high school graduate had completed
49 percent more courses in algebra or higher mathematics, 33
percent more coursework in science, and 8 percent more
coursework in English than his or her counterpart in 1982.

e Between 1980 and 1993, the proportion of students in grades
10 through 12 remaining in school rose for whites, blacks, and
Hispanics. The decline in the dropout rate was particularly
steep for blacks.

The hard work of students, parents, teachers, and school admin-
istrators has borne fruit in the form of higher test scores and high-
er college enrollment rates. Some year-to-year fluctuations notwith-
standing, most of the trends suggest that progress is being made:

* As measured by scores on the National Assessment of Edu-
cational Progress, average mathematics proficiency rose for
nearly every age, gender, and racial or ethnic group between
1978 and 1992.

« Average mathematics scores on the Scholastic Aptitude Test
(SAT) rose by 13 points overall and by 28 points for blacks be-
tween 1980 and 1994. These gains are particularly impressive
given the large increase in the proportion of high school stu-
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dents taking the SAT, which would have tended to reduce av-
erage scores.

The proportion of college-age youth (those 18 to 24 years old)
enrolled in college grew by more than one-third between 1980
and 1994, from 26 percent to 35 percent.

The numbers of associate, bachelor's, and doctoral degrees
awarded grew by 28 percent, 25 percent, and 29 percent, re-
spectively, between 1980 and 1993, even though the population
of college-age youth declined by 15 percent.

However, much remains to be done. Although average scores
have been rising in mathematics and science, much of the gain has
occurred in lower level computational skills rather than in higher
level problem solving. Reading and writing test scores declined
slightly for the weakest students during the late 1980s. Perhaps
most disturbing, students in the United States continue to lag be-
hind their counterparts in many Asian and European countries in
math and science (Chart 7-2).

Chart 7-2 Mathematics Proficiency of U.S. and Foreign Students
The median performance of U.S. 13-year olds in 1991 was below that of students
in several other countries.
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Although it is tempting to extrapolate from current trends and
to assume that the rise in skill-related earnings inequality will con-
tinue unabated, economic historians tell us that the payoff to edu-
cation has fluctuated over the past 50 years, rising and falling with
changes in supply and demand. For example, the ratio of the aver-
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age earnings of a college graduate to the average for high school
graduates is today roughly what it was in 1940. Economic theory
predicts that positive shifts in demand will be met by increases in
the quantity supplied. Although Americans have responded by en-
rolling in college in record proportions, so far the demand for skill
has outpaced the Nation's ability to produce more skilled workers.
But the demographic tide is gradually turning, as the number of
18- to 24-year-olds is expected to rise by 20 percent over the next
15 years. Eventually the rise in the labor market value of skill, and
the wage inequality it has brought about, may be dampened if
these new workers are better equipped to meet the demands of the
labor market. The remainder of this chapter discusses the role of
government policy in aiding that response.

DO EDUCATION AND TRAINING LEAD TO HIGHER
EARNINGS?

Throughout the 1980s the gap in real annual earnings widened
between American workers with different levels of education (Chart
7-3). Labor economists have argued for decades over whether edu-
cation actually causes differences in earnings, or whether those
with better earnings prospects—because of more favorable family
backgrounds or greater native ability—simply consume more edu-
cation. After literally hundreds of studies of the economic impor-
tance of education, most economists now agree that education does,
indeed, lead to higher earnings (although they may disagree about
the size of the effect). Each additional year of formal schooling is
associated with a 5 to 15 percent increase in annual earnings later
in life. Even without counting the other benefits offered by edu-
cation—a more active citizenry, breakthroughs in science and the
arts, less reliance on social welfare programs—such benefits are
often large enough to justify the public and private investments in-
volved (Box 7-1).

Questions of causation are difficult to resolve, however, because
unlike natural scientists working in the controlled setting of the
laboratory, researchers cannot simply assign people randomly to
different educational careers. Even if one tried to perform such an
experiment, those assigned to lower levels of educational attain-
ment or training could always decide to pursue their options else-
where. This implies that random assignment experiments can only
evaluate the incremental impact of specific programs over that of
opportunities available elsewhere—not the full value of the train-
ing. The more options available for education and training, the
smaller will be the incremental impact of any specific program—
even if the training itself is quite worthwhile. Therefore, in addi-
tion to using experimental evidence, economists have exploited sev-
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Chart 7-3 Percent Difference in Annual Earnings for College and High School Graduates
Differences in mean earnings by educational attainment have widened.
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eral other sources of variation in educational attainment in study-
ing the effect of additional education and training on earnings.

COMPARING THE EARNINGS OF SIMILAR WORKERS
WITH VARYING EDUCATIONAL ATTAINMENT

For decades survey researchers have collected information not
just on education and earnings but on other characteristics, such
as standardized test scores, parental education, and family income,
which might be related to both educational attainment and future
earnings. In analyzing these data, economists have attempted to
control for prior differences in earnings prospects between the more
and less educated, by studying the relationship between education
and earnings only among those who might be expected to have
similar earnings given their other characteristics.

In such studies, more than 75 percent of the estimated impact
of education typically remains even after controlling for test scores
prior to entering college. One recent study compared the earnings
14 years after high school of a sample of graduates of the high
school class of 1972 who had attended different types of postsecond-
ary institutions. Although those who had attended 4-year institu-
tions had higher earnings than either community college students
or those with no postsecondary training, they also had higher
grades, higher standardized test scores, and more favorable family
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Box 7-1.—Is a College Education a Worthwhile Investment?

Calculating the return on any investment involves assessing
both costs and benefits. Here we do some back-of-the-envelope
calculations of the economic return to a college education.

Although a college education certainly yields other benefits,
earnings differentials after college—the additional wages that
a college graduate earns compared with a high school grad-
uate—are perhaps the easiest to measure. It remains to be
seen how today’s college graduates will fare over the next 45
years of their careers; absent that information, the most
straightforward approach is to assume that the difference in
earnings observed among people of various ages and edu-
cational attainments today will persist into the future.

A college education clearly has high costs as well. In addition
to the $10,000 in average educational costs per year of college,
students forgo potential earnings while in school. Since a full-
time college student would typically miss 9 months of work ex-
perience in a year, three-quarters of the average annual earn-
ings of an 18- to 24-year-old male high school graduate, or
$12,200, is a reasonable estimate of earnings forgone for each
year of full-time college study. Therefore the total cost of a
year in college is the combination of educational costs and for-
gone earnings, approximately $22,200.

If these measures of costs and benefits are accurate, the in-
ternal rate of return on 4 years of college for a male, 13 per-
cent, is higher than that for most financial instruments. Even
if one attributes only 75 percent of the earnings difference be-
tween high school and college graduates to schooling, the inter-
nal rate of return is still 11 percent. Despite the high costs,
then, a college education continues to be a worthwhile invest-
ment.

backgrounds upon graduating from high school—all characteristics
that would have predicted higher earnings for them even if they
had not attended college. Comparing those who had similar family
backgrounds and academic characteristics in high school, the re-
searchers found that a year of community college was associated
with an increase in earnings of 4 to 7 percent, roughly the same
as that associated with a year in a 4-year college.

STUDIES USING TWINS

Admittedly, however, many of the characteristics that affect
earnings are difficult to measure. Such easily quantifiable variables
as family income or years of education received by one’s parents
may not fully capture the myriad differences in family background.
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Rather than attempt to collect information on a seemingly infinite
list of characteristics, some survey researchers have gone to great
lengths to follow the experience of pairs of identical twins. Because
identical twins growing up in the same household share a variety
of environmental and genetic factors, analyzing differences in their
earnings and educational attainment eliminates the need to meas-
ure the subtle ways in which backgrounds may differ between fam-
ilies.

The conclusion of this research is that, even among identical
twins, those with more education tend to earn more. In some stud-
ies, the difference in earnings associated with a year of education
has been as great as the 5 to 15 percent earnings difference per
year of education observed in the broader population. For example,
a recent study of this type found that each year of education was
related to a difference in earnings of between 12 and 16 percent.

NATURAL EXPERIMENTS

Just as individuals from different families may differ in ways
that are not easily measured, identical twins may have different
experiences growing up that would lead one twin to attend school
longer and to earn more in the labor market than his or her sib-
ling. A third approach, therefore, is to identify laws or institutional
differences that may have an effect on educational attainment but
are expected to have no independent effect on earnings.

Compulsory schooling laws provide one such opportunity. Many
States once had regulations that allowed only those turning 6 dur-
ing the current calendar year to enter first grade in the fall. In
other words, 5-year-olds with their 6th birthdays falling on or be-
fore December 31 could begin classes in the fall, while those born
on January 1 or later had to wait an additional year. Because com-
pulsory schooling laws specify a minimum age of mandatory at-
tendance (usually age 16 or 17) and not a minimum grade level,
those born during the first calendar quarter reached the age at
which they could drop out after having completed a year less of
school than those born in the last calendar quarter. As long as the
earnings of those born at different times of the year do not vary
systematically for reasons unrelated to educational attainment, the
interaction between compulsory schooling laws and calendar quar-
ter of birth provides a “natural experiment” for measuring the im-
pact of education on earnings. Researchers have found that those
with birthdays in the first calendar quarter were indeed slightly
more likely to drop out at lower grade levels than those born later
in the year. Moreover, each year of additional education was associ-
ated with a 5 to 10 percent increase in hourly wages later in life.

The study of compulsory schooling laws is particularly important
because it identifies the payoff to a year of schooling only for those
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who are constrained by such laws to remain in school, rather than
describing the average return to education for all who remain.
Therefore, the results suggest that even those who would have
dropped out earlier than compulsory schooling laws allowed seemed
to benefit from additional schooling. This is a strong argument for
measures to deter high school students from dropping out (Box 7—
2).

RANDOM ASSIGNMENT EXPERIMENTS

Even though, as noted above, random assignment experiments
can identify only the incremental impact of specific programs and
not the value of training itself, some programs do indeed seem to
raise the earnings of those who are assigned to them. The primary
advantage of being able to randomly assign some subjects to train-
ing and others to a comparison group is that one can expect that
any resulting difference in average earnings for the two groups is
due to the incremental training provided and not to some other dif-
ference between the two groups. Although the studies are usually
conducted on a small scale, random assignment evaluations have
often found that education and training raise the earnings of par-
ticipants. For instance, in recent years the Center for Employment
Training (CET) in San Jose, California, has achieved impressive re-
sults in two different random assignment evaluations. Out-of-school
youth receiving an average of 4.1 months of training at CET
earned 40 percent more per year (approximately $3,000 per year in
1993 dollars) than the control group during the third and fourth
year after being assigned. The total cost of the program per en-
rollee was $4,200. In a separate random assignment evaluation of
a program for minority single female parents, participants earned
$1,500 (again in 1993 dollars) more than the control group in the
second year after training. Earnings increases remained large in
the fifth year of the study, by which time those who had received
training and job placement services were still earning 16 percent
more than the control group.

Education and training for experienced workers yield economic
benefits as well. A recent random assignment evaluation of the Job
Training Partnership Act (JTPA), a Federal program providing
training for economically disadvantaged clients, found that partici-
pation increased the earnings of adult male participants by 7 per-
cent and those of adult female participants by 10 percent. These
earnings gains were one and one-half times greater than the costs
of producing them.

LEARNING OR SORTING?

Although labor economists would generally agree that education
and training do lead to higher earnings, it is more difficult to deter-
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Box 7-2.—New Opportunities for Potential Dropouts

One of the eight goals set out in the Goals 2000 Act is to
raise high school graduation rates to 90 percent by the year
2000. Indeed, dropping out of high school is not a good finan-
cial decision. A male youth who finishes the last 2 years of
high school will reap a net lifetime earnings increase of
$99,000 (stated in present value terms at a 3 percent discount
rate). Even when one considers the cost to taxpayers of 2 addi-
tional years of public secondary education ($5,600 per year),
the internal rate of return for a male completing high school
is 9.5 percent. Persuading young people to remain in high
school seems a particularly worthwhile investment.

Between 1987 and 1989 the Department of Labor conducted
a random assignment evaluation of JTPA programs for out-of-
school youth. The average youth assigned to JTPA did not re-
ceive higher earnings during the 30-month evaluation than did
those assigned to the control group, many of whom partici-
pated in other non-JTPA education and training programs. In
other words, the availability of JTPA programs did not seem
to add much to the existing array of services for out-of-school
youth.

In response, the Department of Labor is exploring alter-
native strategies. For instance, rather than providing training
to students once they drop out of school, the department is
funding a replication of a promising high school dropout pre-
vention program. The Quantum Opportunities Program (de-
scribed in more detail in the 1995 Economic Report of the
President) will be replicated with over 1,000 participants at
seven sites around the country.

The Labor Department is also conducting a major evaluation
of the Job Corps program, a comprehensive, residential job
training program for high school dropouts. Treatment and con-
trol subjects will be followed for 5 to 6 years to determine the
impact of the program on employment and other social out-
comes.

The Labor Department has also experimented with “geo-
graphic targeting,” saturating high poverty communities in
inner cities and rural areas with job training, work opportuni-
ties, school-to-work programs, and sports and recreation activi-
ties. The aim is to reach enough young people in a neighbor-
hood to reverse the effect of peer pressure. Although the satu-
ration approach made random assignment difficult, a
nonexperimental evaluation is yielding promising results.
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mine why they matter. Do employers pay their highly educated
workers more because of the skills they have learned, or do the
more educated earn more because educational attainment provides
other signals to an employer about them, such as their persever-
ance or level of motivation? The question is very difficult to resolve
empirically, since it is difficult to measure acquired skill as distinct
from educational attainment. For instance, we infer the extent of
a physician’s training not by directly measuring his or her medical
knowledge but by observing his or her educational credentials.

It is likely that some portion of the observed payoff to schooling
is due to both the “skills” and the “sorting” explanations. However,
it appears that technological change has increased the value of
some skills more than others. Even if sorting accounts for some
portion of the value of education, higher level problem-solving skills
have almost certainly increased in value with the availability of
computers. Furthermore, it would be difficult to attribute the large
increase in the payoff to schooling, even among those who have
been in the labor market for decades, to an increase in the value
of education as a signal. Greater success in producing these skills
not only would raise the earnings of those benefiting, but also
would contribute to economic growth. Moreover, when it comes to
improving the earnings prospects of the disadvantaged, whether it
is the skill learned or the credential acquired that opens the door,
such investments improve the prospects of those who may lack the
resources to invest in themselves and reduce the perpetuation of
poverty.

THE PAYOFF TO PUBLIC INVESTMENT IN
EDUCATION

Since the publication of Equality of Educational Opportunity
(commonly known as the Coleman Report) in 1966, researchers
have struggled with the question of whether increased expenditure
on schools improves student performance. The debate is often quite
contentious because of the large differences in expenditure per
pupil between rich and poor school districts. For example, during
the 1992-93 school year, New Jersey spent more than $9,400 per
pupil in public elementary and secondary schools, while Alabama
and Mississippi spent less than $3,900. Regional differences in the
cost of living can explain only a small part of such variation. Fur-
thermore, given the importance of local financing of public edu-
cation, expenditure per pupil can differ by a factor of two or three
even between districts in the same State.

Typically, analysts compare average test scores in high-spending
and low-spending districts to learn about the effect of additional re-
sources on scores. Not surprisingly, the high-spending districts
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have higher average scores. However, since high-spending districts
also tend to have higher average family income and parental edu-
cation, the differences in student performance may be caused not
by differences in the level of spending but by differences in family
resources. When analysts compare test scores in high- and low-
spending districts with similar family incomes and parental edu-
cation, the results are often considered provocative: districts that
spend more are often found not to have higher test scores.

However, additional resources could have other beneficial im-
pacts. The standardized tests used in much of the research may not
reliably measure the kinds of improvements that parents or policy-
makers would expect schools to produce with additional resources.
The benefits of new courses in American history, geometry, or cal-
culus or improved learning opportunities for the disabled—valuable
as they may be—would not be captured by such measures.

Consistent with this hypothesis, studies of the long-term impacts
of school expenditure on earnings and educational attainment—in
contrast to those that focus on test scores—yield more optimistic
evidence that public investment in elementary and secondary
schooling does generate benefits later in students’ lives. For in-
stance, better paid and better educated teachers and smaller class-
room size have been associated with greater educational attain-
ment and higher payoffs to education later in life, even if they have
not had large effects on the particular test scores used. One recent
study concluded that the payoff was not only positive but finan-
cially lucrative: a 10 percent increase in expenditures from kinder-
garten through 12th grade would produce additional lifetime earn-
ings valued at 1.2 times the additional cost (in present value
terms). Admittedly, studies of this kind remain few, and some au-
thors have reported less positive results, but some evidence sug-
gests that past increases in spending on education did bear fruit,
even if the results did not register on the particular tests used.

But the debate over such findings often misses a more relevant
question: rather than continue to debate how much of a difference
additional resources have made in the past, we should be asking
how programs and incentives could be structured today to ensure
even greater benefits from resources invested now and in the fu-
ture. It is difficult to believe that a knowledgeable school principal
could not find a way to use additional resources to improve student
learning, as long as the incentives in the environment rewarded
such gains. The task of policymakers should be to create an envi-
ronment in which incentives dictate that resources be invested
profitably.

On this question, Federal, State, and local governments are al-
ready a step ahead of the academic debate. Many of the edu-
cational reforms being pursued today seek to produce more decen-
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tralization and greater accountability, both of which are designed
to create an environment in which resources are used more effi-
ciently. The charter school movement is a good example. Minnesota
was the first State to pass a law allowing for charter schools in
1991. Since then 19 other States have enacted laws permitting the
development of charter schools. A charter school is usually the
brainchild of a committed group of teachers or set of parents who
want the flexibility to try a different approach. Typically, they
apply to the local school board or the State department of edu-
cation for a charter allowing them to open a new school with public
funding. Since charter schools are public schools, they do not
charge tuition. Such charters typically waive many of the regu-
latory requirements imposed on other public schools for 3 to 5
years, at which time they are subject to review.

Charter schools enhance accountability in two ways. First, char-
ter contracts often specify benchmarks for performance, such as
scores on specific State assessments. In exchange for the freedom
to innovate, charter school organizers are expected to produce re-
sults. Some contracts are more specific in spelling out such per-
formance expectations than others. As States develop better assess-
ment tools under the Goals 2000: Educate America Act (described
below), these performance expectations can be more explicitly stat-
ed. Second, the presence of charter schools is intended to encourage
innovation by nearby public and private schools, through the dem-
onstration of successful educational strategies and through the
threat of lost enrollment.

The Department of Education has helped to nurture the charter
school movement by providing seed money for the establishment of
charter schools. In the 1995 fiscal year, the Federal Government
provided nearly $6 million in grants to help cover startup costs for
charter schools. The Administration hopes to increase this commit-
ment significantly over the next few years.

But the establishment of charter schools represents only one way
in which States and local school districts are seeking to provide
better incentives for schools and teachers. School report cards, per-
formance bonuses for schools, magnet schools, and other forms of
public school choice are also being tested.

Publicly funded vouchers for use at private schools are another,
more radical approach. But vouchers have several problems. Their
advocates fail to recognize the many ways in which education for
children differs from conventional goods. The primary risk of
vouchers is that they may produce a dramatic increase in social
stratification. The cost in terms of the resulting damage to social
mobility and social cohesion could exceed any benefit in terms of
better school performance. Because they are public schools depend-
ent upon public support, charter schools can be more carefully
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planned to serve all children’s interests by locating them in urban
areas, by insisting on open admissions policies, by holding them di-
rectly accountable for results, and—when oversubscribed—by re-
quiring them to establish lotteries for admission. Charter schools
provide a framework for an improved educational system, with par-
ents and teachers working together to develop new and creative so-
lutions to the challenges they face, and demanding accountability
of all participants in the educational process.

Some approaches to accountability are better suited to some en-
vironments than others. For instance, school report cards are better
indicators of school performance when mobility between schools is
low and when one can control for differences in student character-
istics. Charter schools and magnet schools provide better incentives
when the quality of local transportation is good and parents are en-
gaged and well informed. Still another approach, which several Eu-
ropean countries employ, raises the stakes for students, through
more widespread use of achievement tests as a criterion for high
school graduation and college admission, or even by employers in
their hiring decisions (Box 7-3). Given the diversity of cir-
cumstances around the country, it is appropriate that each State
and school district pursue its own strategy for encouraging more
decentralization and accountability. The next section discusses the
various ways in which the Federal Government has chosen to com-
plement these efforts.

THE FEDERAL ROLE IN EDUCATION AND
TRAINING

The environment facing providers of education and training is
changing. Today parents and taxpayers increasingly expect results
from their investments. In partnership with State and local policy-
makers, Federal policy is helping to create this new environment
in several ways: by providing seed money to States developing con-
tent standards in core subject areas, by supporting States in the
development of assessment tools for measuring progress, by helping
States to invest in their teachers, and by supporting the establish-
ment of charter schools. But in addition to these efforts the Federal
Government serves many other roles in our education and training
system, such as guaranteeing student loans, channeling resources
to low-income schools and school districts, helping disadvantaged
children prepare to enter kindergarten, and helping States develop
new pathways from school to the world of work. As mentioned at
the outset of this chapter, the Federal Government has played a
vital role in education since before the Constitution was signed.
There are at least five reasons why.
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Box 7-3.—Raising the Stakes for Students

Despite recent gains, American youth continue to perform
poorly in science and mathematics relative to their counter-
parts in many other industrialized countries. American stu-
dents also seem to spend less time on their studies than stu-
dents in other countries. The Organization for Economic Co-
operation and Development has suggested that one of the
causes of the poorer U.S. performance is the lack of connection
between high school achievement and employment or schooling
opportunities.

Unless they are planning to attend a selective college, high
school students in America often have little incentive to do well
academically. Surveys suggest that employers have difficulty
collecting and interpreting transcripts from many different
schools. And except for the most competitive colleges, a stu-
dent's performance in high school has little impact on his or
her chances of admission to college. The skills developed in
school may well matter later in students’ careers, but many
students may fail to see a connection between performance in
school and immediate prospects for a job or college admission.

In contrast, many European countries require students grad-
uating from high school to take tests in various subject areas.
Universities use these scores in making admission decisions, as
do employers in their hiring decisions. Some precedent for such
high-stakes testing exists in the United States—the Regents
Examination in New York is an example. By raising the stakes
for high school performance—or, possibly more important,
making the actual consequences more visible—these tests may
induce students to work harder.

An achievement test may also strengthen the incentives of
students and teachers to work together. Absent an external
standard, schools judge individual students relative to their
classmates. But the relative scale gives students an incentive
to discourage their peers from “wrecking the curve.” In con-
trast, an external standard unites teachers, students, and their
classmates in a common objective: to perform well.

To focus attention on the value of high school achievement,
the Administration has proposed providing $1,000 scholarships
to the top 5 percent of every high school class, public and pri-
vate, for use at college. Although the reward is still based on
a relative standard, the goal of the awards will be to make the
new realities of the labor market more salient, giving students
in school a more immediate reason to strive harder.

206




First, Americans are a mobile people. Between 1993 and 1994
alone, 6.7 million Americans moved from one State to another. The
consequences of a good—or a bad—educational system therefore ex-
tend well beyond the borders of a single State. For this reason,
education is a national concern as well as a local one.

One consequence of that mobility is that the Federal Government
has a distinct advantage in administering educational loan pro-
grams. The average cost of a year at a public 4-year college is ap-
proximately $10,000, not counting room and board, earnings for-
gone while attending school, college expenditures on sponsored re-
search, or scholarships and fellowships. Even though States often
pay a large share of these costs through subsidies to public institu-
tions, relatively few families have the resources to finance such
large investments out of pocket. Moreover, because an education
cannot be repossessed like a car or a house, private lenders have
not been willing, absent government guarantees, to lend at reason-
able rates, even to the most promising student. Given the mobility
of the population, the Federal Government is in the best position
to guarantee these loans and to pool the risk associated with them.

Second, the Federal Government must share the responsibility of
guaranteeing equality of opportunity for all children. The commit-
ment to equal opportunity is founded upon both moral imperatives
and economic interests. The commitment to opportunity for all chil-
dren has long been a fundamental American value. The economic
interest is also clear. Without intervention by higher levels of gov-
ernment, many communities would not be able to invest to the full
extent worthwhile in their children’s educations. Although many
State governments do target resources on the most disadvantaged
schools and school districts, as argued in Chapter 4, Federal in-
volvement may be necessary to avert a “race to the bottom” in the
provision of State services to the disadvantaged. And even if there
were no race to the bottom, differences in resources would mean
children in disadvantaged communities or poor States might re-
ceive an inadequate education. The Federal Government can help
to equalize access to educational opportunities across States and
school systems.

Indeed, some progress has been made over the past decades. As
already mentioned, black youth have closed part of the gap in test
scores with their white classmates in elementary and secondary
school. Nevertheless, students continue to come out of our school
system with enormous disparities in basic skills. One recent study
has suggested that differences in basic skills among youth emerg-
ing from our school system may account for a significant share of
the difference in average earnings between black and white males
in their late 20s.
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Third, the Federal Government must play a role in research and
evaluation and in informing local decisionmakers about the payoffs
to alternative strategies. This is true of research and innovation in
education no less than in other areas. How much does classroom
size matter? Which teaching techniques produce better student per-
formance? Which training programs best meet workers’ and em-
ployers’ needs? To deploy a school’s resources wisely, teachers and
administrators must know which strategies work best for which
youth. The answers to these questions are public goods, of value to
educators everywhere. Although some school districts have con-
ducted evaluations of their own, no individual school or school dis-
trict has a sufficient incentive to invest, to the full extent worth-
while, in the kind of careful, expensive random assignment evalua-
tion necessary to resolve critical issues. The Federal Government—
through the Departments of Education and Labor, in particular—
has an important role in promoting, analyzing, and disseminating
this knowledge.

Fourth, the Federal Government has a critical role to play in en-
couraging States to set content standards in education and to de-
velop testing methods that are consistent with those standards.
Just as industries have found it essential to set national standards
to support a national market for their goods, so it is with edu-
cation: the national labor market is more effective and efficient
when employers in California know that a job applicant graduating
from school in New York was held to a reasonably stringent set of
standards. The recently enacted Goals 2000: Educate America Act
provides seed money to States to develop standards and assess-
ments.

Fifth, the Federal Government has a particularly important role
to play as a catalyst in developing a national response whenever
change occurs as suddenly as it has in the labor market over the
last 15 years. It performed this role admirably in the post-Sputnik
era, leading reforms in the math and science curricula of our Na-
tion’s schools. It is playing that role today in a number of areas.
For instance, the School-to-Work Opportunities Act allows the De-
partments of Education and Labor to jointly offer relatively small,
short-term grants to States to begin developing pathways to ca-
reers for high school students. Although the Federal funding is
short-term, scheduled to be phased out by 2001, the presumption
is that thereafter States and local governments will continue to fi-
nance the experiments that worked and drop those that did not.
Similarly, in response to an evolving labor market in which some
workers find themselves in need of retooling, the Administration
has been working to transform the unemployment system into a re-
employment system. A third example is the Federal Government’s
encouragement of charter schools. In these and other areas the
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Federal Government acts as a catalyst, providing startup funds to
encourage States to think in new ways about the problems pre-
sented by a changing world.

Federal efforts—in particular, research and evaluation and the
encouragement of standards and assessments—complement States’
systemic reform efforts. With the knowledge gained from rigorous
experimental evaluations of alternative educational interventions,
school principals will make better decisions. With well-defined
standards and assessments, parents and local school administra-
tors will have better information to back their demands for ac-
countability from the schools. Teachers, too, will have a clearer
idea about where to invest in their own training and classroom
preparation, so that they can effectively teach the material defined
in content standards at the State and local level.

ONGOING EFFORTS IN EDUCATION AND
TRAINING

State and local governments have traditionally borne most of the
burden of financing elementary and secondary education. As re-
cently as 1920, the Federal Government provided only 0.3 percent
of nationwide funding for public education from kindergarten
through 12th grade. (Currently, 9 out of 10 youth attend public ele-
mentary and secondary schools.) With the advent of the Great Soci-
ety programs of the 1960s and the growth in Federal aid to low-
income school districts, the Federal share rose, reaching a peak of
10 percent in 1980. That share has generally declined over the past
decade and a half, however. In 1992-93 the Federal Government
provided only 7 percent of total funding for public elementary and
secondary education, with State and local governments roughly
splitting the remaining 93 percent.

The Federal Government has traditionally played a larger role in
higher education than in elementary and secondary education. In
1993 Federal spending accounted for approximately 25 percent of
the revenues of all American institutions of higher education. (Of
that 25 percent, 9 percent went to provide student grants and
loans, 12 percent was for sponsored research, and the remaining 4
percent for direct appropriations and unrestricted grants.) In part,
the greater Federal role in higher education may reflect the fact
that highly educated people are more likely to move across State
lines. In 1990, 49 percent of 25- to 34-year-olds with a bachelor's
degree, but only 33 percent of those with less education, lived out-
side their State of birth.
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EARLY CHILDHOOD EDUCATION

The Head Start program, begun in 1965, provides educational,
nutritional, and health services to children up to the age of 5; 90
percent of program beneficiaries must be from families with in-
comes below the poverty level. The program has enjoyed bipartisan
support, as reflected in the fact that funding for Head Start more
than doubled between 1989 and 1995. In the 1995 fiscal year, the
Head Start program cost $3.5 billion and provided funds to ap-
proximately 2,000 programs and 750,000 children. In addition to
increased funding, the Administration has sought to improve pro-
gram quality by increasing the number of expanded day slots for
children from families with working parents and by seeking to im-
prove the quality of program staff.

Evaluations of Head Start have reported short-term gains in 1Q
among children enrolled in the program; enrollees are also less
likely in their later school careers to repeat grades or be assigned
to special education classes. The long-term impacts of Head Start
are more difficult to assess, given the long lag between investments
and results. One recent evaluation reported sustained improve-
ments in cognitive test scores for white participants, whereas ini-
tial favorable impacts seemed to diminish for black youth. Early
benefits may wither if they are not nurtured in elementary school.
Evaluations of Head Start have also pointed to its significant im-
provement in the delivery of preventive health services to children
from low-income families, as reflected in measures such as immuni-
zation rates.

Despite recent additional investments in Head Start, children
from high-income families remain much more likely to start school
having had the benefit of early childhood education. In 1993 only
33 percent of children from the poorest 20 percent of families were
enrolled in preschool or kindergarten, compared with 59 percent of
children with family incomes in the top quintile. Because Head
Start still serves fewer than 40 percent of eligible families, the Ad-
ministration has proposed its continued expansion. If we are to
reach the goal of equal access to high-quality early childhood edu-
cation, the Head Start program deserves continued and expanded
bipartisan support.

ELEMENTARY AND SECONDARY EDUCATION

To sustain the gains achieved in early childhood programs, ele-
mentary and secondary schools must provide challenging and en-
gaging curricula that set high expectations for all their students.
Three major initiatives over the past 2 years—the Goals 2000: Edu-
cate America Act, the reauthorization of the Elementary and Sec-
ondary Education Act, and the School-to-Work Opportunities Act—
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were designed to complement and support the reform efforts of
State and local school officials.

The Goals 2000: Educate America Act

The Goals 2000: Educate America Act, passed by the Congress in
1994, is the centerpiece of the Administration’'s effort to support
State and local school reform to raise standards of achievement. Its
purpose is twofold: to provide grants to States to set rigorous
standards for academic achievement, and to support local grass-
roots efforts to ensure that all students meet those standards. In
the first round of grants every State but two applied for funding
to support statewide systemic reform efforts as well as promising
local initiatives. In the first year of the program, total funding for
State grants was $90 million. States were required to distribute 60
percent of these grants directly to school districts, to support inno-
vative programs to improve student achievement in core subjects.
The remaining 40 percent could be used for statewide planning,
such as the development of academic standards and better state-
wide assessment tools. In the second year of the program, 33 States
have so far received grants totaling $274 million, of which States
are obligated to pass 90 percent along to school districts.

As argued above, educational investments are most likely to pay
off when the objectives are clear and when some measure exists for
tracking the progress of students and schools. Accordingly, States
applying for funding under the second year of the program must
develop or adopt challenging content and performance standards
and a means of assessing whether the standards were met. States
must also outline their plans for helping teachers develop their
abilities to teach to the challenging standards. States, school dis-
tricts, and schools are given a great deal of flexibility in their plan-
ning to achieve these goals. Indeed, the act expressly proscribes
Federal mandates, direction or control of a school’'s curriculum or
program of instruction or the allocation of State or local resources.

According to a survey by the Council of Chief State School Offi-
cers in May 1995, 47 States were working on more rigorous content
standards and means of assessment. In Vermont, for example, the
assessments encompass a broader range of student achievement
than do standardized tests. The mathematics standards are typi-
cally the furthest along, drawing on the efforts of the National
Council of Teachers of Mathematics during the mid-1980s. Perhaps
it is no coincidence that mathematics test scores have shown the
greatest gains since 1980.

In addition to providing grants for systemic reform, the Goals
2000: Educate America Act codified into law eight national goals,
for improving high school graduation rates, student achievement
and citizenship, math and science performance, adult literacy,
teacher education, school safety, school readiness, and parental
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participation. The act also provided funding for the National Edu-
cation Goals Panel, to monitor the Nation’'s progress toward meet-
ing those goals. The panel, an autonomous body established in
1990, is charged with publishing regular progress reports and with
making suggestions to Federal, State, and local governments that
will further the achievement of those goals.

The Improving America’'s Schools Act

Whereas the Goals 2000: Educate America Act intends to provide
momentum and direction to State education reform efforts, the Im-
proving America’s Schools Act (IASA) seeks to better coordinate
Federal aid with those State reform efforts. The most important
part of this act was its reauthorization of the Elementary and Sec-
ondary Education Act (ESEA) of 1965. The most significant budg-
etary change was the overhaul of Title I (formerly Chapter 1) of the
ESEA, which provides grants to States and local school districts for
the education of disadvantaged students. The program, for which
$6.7 billion was appropriated in 1995, was improved in five impor-
tant ways.

First, the act allows more schools with high proportions of stu-
dents from poor families to use their Title I grants for schoolwide
reform programs. Until the IASA was enacted, only schools in
which more than 75 percent of children came from poor families
had been allowed to use the money for schoolwide programs. The
IASA lowered the threshold further: eventually it will allow schools
with more than 50 percent poor children to use Title | grants for
schoolwide reforms. This corrects a longstanding problem that pre-
vented some students and teachers even in high-poverty schools
from using equipment purchased with Chapter 1 funds.

Second, States and local educational authorities are required to
monitor the progress of students in Title | programs using the
same standards and assessments used for other students. State
and local educational authorities are given greater authority to in-
tervene in schools that fail to show progress. Both measures should
allow local administrators to better coordinate Title | programs
with State and local reform efforts.

Third, the IASA eliminated the perverse penalty imposed on low-
income schools that succeeded in raising test scores. Prior to the
IASA, while poverty rates determined school eligibility, resources
were distributed among individual schools according to the per-
formance of their students. Low-income schools that raised their
performance could actually lose funds. Thirteen percent of prin-
cipals in a survey of elementary schools reported that their Chap-
ter 1 (now Title I) program had lost some funding as a result of
improved performance. Under the reauthorization, disbursement
within local educational authorities depends only upon the number
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and percentage of poor children, not on their academic perform-
ance.

Fourth, school districts are required to involve parents and com-
munities in the education of their children, and to use 1 percent
of their Title I money for such programs. Research consistently
finds that close parent and teacher collaboration is needed to help
students learn.

Fifth, Title | establishes two new, better targeted formulas for
disbursing money to poor districts and schools. As part of its 1996
budget, the Administration proposed distributing an additional $1
billion through the more targeted of the two new formulas, combin-
ing $700 million that was to have been distributed under the old
formula with $300 million in new money.

The IASA includes other legislation intended to improve teaching
and learning. For instance, the Eisenhower grants (Title Il of the
ESEA) are designed to support the efforts of schools and commu-
nities to develop high-quality teacher training in all core subject
areas, with particular emphasis on math and science. The Safe and
Drug-Free Schools Act (Title IV of the ESEA) provides funds to
States and communities to support prevention of drug abuse and
violence in their schools. In combination with the Goals 2000: Edu-
cate America Act, the IASA for the first time also grants the Sec-
retary of Education waiver authority to give States and local
schools more flexibility in implementing their reforms.

Promoting Uses of Technology in Education

The Administration has supported the creative use of technology
in schools. The Technology Learning Challenge, funded under Title
111 of the ESEA, provides challenge grants to partnerships of
schools, colleges, and the private sector for the development and
demonstration of educational technology. In 1995 the initial chal-
lenge grant competition for elementary and secondary education at-
tracted over 500 proposals and resulted in 19 grants totaling $10
million. The challenge grants have been matched by $70 million in
private sector contributions in the first year. For example, the Cap-
ital School District in Dover, Delaware, received a challenge grant
to bring educational curricula and communication links into stu-
dents’ and teachers’ homes. Using a device connected to their tele-
phone or cable lines, students use their family television sets to
communicate with their teachers and classmates, and so replace
passive television watching with learning time. The project, in-
tended eventually to reach all 16 of Delaware’s school districts, also
receives considerable support from the State government and pri-
vate sources.

During 1995 the President and the Vice President appealed to a
group of firms to bring Internet access to schools in California. The
goal of the privately funded effort is to establish Internet access to
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all elementary and secondary schools and set up local area net-
works within 20 percent of them by the end of this school year. Be-
fore this effort, California ranked near the bottom in the ratio of
students to computers available in schools, even though it is home
to much of the computer industry.

The Star Schools program provided $25 million in matching
grants in fiscal 1995 for projects using telecommunications tech-
nology in distance learning. For instance, a Star Schools grant sup-
ported the development of software to allow teachers from around
the country to contribute and draw from a data bank of lesson
plans in various topic areas such as math and science.

The IASA also provided $10 million in funding in fiscal 1995 for
six regional technology consortia. For instance, the South Central
consortium is made up of the Kansas State Board of Education and
colleges of education at Texas A&M University, University of Okla-
homa, University of Missouri-Columbia, and University of Ne-
braska-Lincoln. The consorti