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ECONOMIC REPORT
OF THE PRESIDENT



ECONOMIC REPORT OF THE PRESIDENT
To the Congress of the United States:

For the last 5 years this Administration has worked to strengthen
our Nation for the 21st century, expanding opportunity for all Ameri-
cans, demanding responsibility from all Americans, and bringing us
together as a community of all Americans. Building a strong economy
is the cornerstone of our efforts to meet these challenges.

When I first took office in 1993, the Federal budget deficit was out of
control, unemployment was unacceptably high, and wages were stag-
nant. To reverse this course, we took a new approach, putting in place
a bold economic strategy designed to bring down the deficit and give
America’s workers the tools and training they need to help them thrive
in our changing economy:.

Our strategy has succeeded: the economy has created more than 14
million new jobs, unemployment is at its lowest level in 24 years, and
core inflation is at its lowest level in 30 years. Economic growth in 1997
was the strongest in almost a decade, and the benefits of that growth
are being shared by all Americans: poverty is dropping and median
family income has gone up nearly $2,200 since 1993. We also saw the
biggest drop in welfare rolls in history. Many challenges remain, but
Americans are enjoying the fruits of an economy that is steady and
strong.

THE ADMINISTRATION’S ECONOMIC STRATEGY

From the beginning, this Administration’s economic strategy has
had three crucial elements: reducing the deficit, investing in people,
and opening markets abroad.

Deficit reduction. In 1993 this Administration’s deficit reduction plan
set the Nation on a course of fiscal responsibility, while making critical
investments in the skills and well-being of our people. When I took
office, the deficit was $290 billion and projected to go much higher. This
year the deficit will fall to just $10 billion and possibly lower still. That
is a reduction of more than 95 percent, leaving the deficit today small-
er in relation to the size of the economy than it has been since 1969.
And this year I have proposed a budget that will eliminate the deficit
entirely, achieving the first balanced budget in 30 years.

Beyond that, it is projected that the budget will show a sizable sur-
plus in the years to come. I propose that we reserve 100 percent of the
surplus until we have taken the necessary measures to strengthen the
Social Security system for the 21st century. I am committed to address-



ing Social Security first, to ensure that all Americans are confident
that it will be there when they need it.

Investing in our people. In the new economy, the most precious
resource this Nation has is the skills and ingenuity of working Amer-
icans. Investing in the education and health of our people will help all
Americans reap the rewards of a growing, changing economy. Those
who are better educated, with the flexibility and the skills they need
to move from one job to another and seize new opportunities, will suc-
ceed in the new economy; those who do not will fall behind.

That is why the historic balanced budget agreement I signed into
law in 1997 included the largest increase in aid to education in 30
years, and the biggest increase to help people go to college since the
G.I. Bill was passed 50 years ago. The agreement provided funds to
ensure that we stay on track to help 1 million disadvantaged children
prepare for success in school. It provided funding for the America
Reads Challenge, with the goal of mobilizing a million volunteers to
promote literacy, and it made new investments in our schools them-
selves, to help connect every classroom and library in this country to
the Internet by the year 2000.

The balanced budget agreement created the HOPE scholarship pro-
gram, to make completion of the 13th and 14th years of formal educa-
tion as widespread as a high school diploma is today. It offered other
tuition tax credits for college and skills training. It created a new Indi-
vidual Retirement Account that allows tax-free withdrawals to pay for
education. It provided the biggest increase in Pell grants in two
decades. Finally, it provided more funds so that aid to dislocated work-
ers is more than double what it was in 1993, to help these workers get
the skills they need to remain productive in a changing economy.

But we must do more to guarantee all Americans the quality edu-
cation they need to succeed. That is why I have proposed a new ini-
tiative to improve the quality of education in our public schools—
through high national standards and national tests, more charter
schools to stimulate competition, greater accountability, higher quali-
ty teaching, smaller class sizes, and more classrooms.

To strengthen our Nation we must also strengthen our families. The
Family and Medical Leave Act, which I signed into law in 1993,
ensures that millions of people no longer have to choose between
being good parents and being good workers. The Health Care Porta-
bility and Accountability Act, enacted in 1996, ensures that workers
can keep their health insurance if they change jobs or suffer a family
emergency. We have also increased the minimum wage, expanded the
earned income tax credit, and provided for a new $500-per-child tax
credit for working families. To continue making progress toward
strengthening families, the balanced budget agreement allocated $24
billion to provide health insurance to up to 5 million uninsured chil-



dren—the largest Federal investment in children’s health care since
Medicaid was created in 1965.

Opening markets and expanding exports. To create more good jobs
and increase wages, we must open markets abroad and expand U.S.
exports. Trade has been key to the strength of this economic expan-
sion—about a third of our economic growth in recent years has come
from selling American goods and services overseas. The Information
Technology Agreement signed in 1997 lowers tariff and other barriers
to 90 percent of world trade in information technology services.

To continue opening new markets, creating new jobs, and increasing
our prosperity, it is critically important to renew fast-track negotiating
authority. This authority, which every President of either party has
had for the last 20 years, enables the President to negotiate trade
agreements and submit them to the Congress for an up-or-down vote,
without modification. Renewing this traditional trade authority is
essential to America’s ability to shape the global economy of the 21st
century.

SEIZING THE BENEFITS OF A GROWING, CHANGING ECONOMY

As we approach the 21st century the American economy is sound
and strong, but challenges remain. We know that information and
technology and global commerce are rapidly transforming the econo-
my, offering new opportunities but also posing new challenges. Our
goal must be to ensure that all Americans are equipped with the skills
to succeed in this growing, changing economy.

Our economic strategy—balancing the budget, investing in our peo-
ple, opening markets—has set this Nation on the right course to meet
this goal. This strategy will support and contribute to America’s
strength in the new economic era, removing barriers to our economy’s
potential and providing our people with the skills, the flexibility, and
the security to succeed. We must continue to maintain the fiscal disci-
pline that is balancing the budget, to invest in our people and their
skills, and to lead the world to greater prosperity in the 21st century.

THE WHITE HOUSE
FEBRUARY 10, 1998
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CHAPTER 1

Promoting Prosperity in a High-
Employment Economy

THE PAST YEAR SAW THE NATION’S ECONOMY turn in its
best performance in a generation. Over the course of 1997, output
growth and job creation remained vigorous while inflation declined.
Real (inflation-adjusted) gross domestic product (GDP) grew 3.9
percent, and employment rose by 3.2 million, for an average rate of
267,000 jobs per month. The unemployment rate dropped below 5
percent for the first time in 24 years, yet core inflation (as measured
by the consumer price index, excluding its volatile food and energy
components) averaged only 2.2 percent, its lowest rate in over 30
years. This exceptional economic performance occurred during a
period of historic deficit reduction: the Federal budget deficit, which
reached $290 billion in the 1992 fiscal year, declined to only $22 bil-
lion in fiscal 1997. And the Administration has submitted a budget
for fiscal 1999 that projects a balanced budget for the first time
since 1969.

As 1998 begins, the prospects for continued growth with high
employment and low inflation remain excellent. The economy is
remarkably free of the symptoms that often presage an economic
downturn—such as an increase in inflation, an accumulation of
inventories, or evidence of financial imbalance. Inflation fell in 1997,
and developments in East Asia, by reducing U.S. import prices, are
likely to exert additional downward pressure on U.S. inflation in
1998. Economic turmoil in East Asia could affect the global economy,
but if international efforts to restore stability there succeed, the
main effect on the U.S. economy could simply be to allow continued
growth and job creation with a more moderate outlook for interest
rates. Another sign that an expansion is nearing its end would be a
sudden accumulation of inventories, as businesses find their sales
falling short of production. Yet sales were strong in 1997, and inven-
tory-sales ratios are near historical lows. Financial imbalances can
also threaten to disrupt an expansion. But today banks and other
financial institutions do not appear overextended, as they did in the
late 1980s and early 1990s, and the stock market shrugged off a one-
day plunge in October (although its continuing high valuation
relative to earnings is a source of concern to some). Although the
business cycle may not have been vanquished, the economy is in fun-
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damentally sound shape and well-equipped to handle any unexpected
bouts of rougher weather.

A principal force behind the current expansion has been private
fixed investment. Almost none of the growth in GDP over this expan-
sion has come from increased government spending, whereas close to
one-third has come from greater private fixed investment (Chart 1-1).
Because of the Administration’s deficit reduction efforts, the contri-
bution of government spending to overall growth has been much
lower than in most previous postwar expansions (real Federal
Government spending has actually declined), while that of private
fixed investment has been substantially higher. One benefit of this
burst of investment has been a rapid expansion of industrial capaci-
ty: over the past 3 years average annual capacity growth has
exceeded every previous growth rate since 1968.

Policies such as deficit reduction have contributed to an invest-
ment-led recovery and a climate conducive to sustained economic

Chart 1-1 Investment and Government Spending in Overall GDP Growth
Real GDP growth during this expansion has been driven by private spending,
particularly on fixed investment.
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growth. But the lion’s share of the credit for the economy’s perfor-
mance goes to American workers and firms, who have risen to the
challenges of a competitive global economy and rapidly changing
technology. The role of government in such an economy is not to prop
up economic growth with government spending but, more subtly, to
provide individuals and businesses with the tools they need to flour-
ish through their own efforts. The range of appropriate government
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policies in such an economy includes promoting private investment
through sound macroeconomic policies, encouraging the formation of
skills through training and education, securing opportunity for the
marginalized members of our society, and—where necessary—provid-
ing assistance to the most vulnerable. Using government to
complement, not replace, the market and the private sector has been
a fundamental, guiding principle of this Administration’s economic
strategy from the very beginning. And it is this strategy that has
borne fruit over the last 5 years.

Despite the economy’s recent exemplary performance, a number of
challenges remain. The first is to preserve and nurture the successes
achieved so far. And although progress has been made in addressing
the longer term problems that have affected the economy since the
productivity slowdown of the early 1970s—problems like slow growth
in wages and incomes and widening income inequality—more needs
to be done. This chapter describes the principles and policies of this
Administration for achieving its two basic, overarching goals: secur-
ing high and rising living standards now and in the future, and
ensuring that the benefits of a higher standard of living are extended
to all Americans.

THE ADMINISTRATION’S ECONOMIC STRATEGY

The Employment Act of 1946 (which created the Council of
Economic Advisers), together with its later amendments, gave the
Federal Government responsibility for stabilizing short-run economic
fluctuations, promoting balanced and noninflationary economic
growth, and fostering low unemployment. This Administration’s
strategy in pursuing this mandate has focused on getting the funda-
mentals right: reducing the budget deficit, investing in technology
and the American people, and opening markets at home and abroad.
These were the right policies for encouraging the job creation needed
to move the economy to full employment, and they are the right poli-
cies for attacking the longer term problems of sluggish productivity
growth and widening income inequality that began to afflict the econ-
omy in the early 1970s.

But there is more to the Administration’s policy agenda than can
be measured by aggregate economic statistics alone. Getting the funda-
mentals right means removing the barriers that block people from
realizing their potential; it means promoting their sense of individual
responsibility and giving them the tools to succeed. Getting the funda-
mentals right also means fostering a personal commitment by
all Americans to help others, a sense of shared responsibility for
our Nation’s children, and a sense of community in an increasingly
multiethnic society.
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A CREDIBLE PLAN FOR DEFICIT REDUCTION

The policy course set in 1993 has contributed to the Nation’s recent
economic health and strength. In 1993 the economy was still recover-
ing from the 1990-91 recession, and it labored under the burden of a
Federal budget deficit that had ballooned to $290 billion, an all-time
record. The linchpin of the Administration’s economic strategy was a
credible budget plan that could achieve substantial deficit reduction
over the longer term, yet be balanced and gradual enough to allow the
economy to gather strength and move toward full employment in the
short term. The success of this program rested on achieving an inter-
est rate environment conducive to investment, which would allow the
economy to grow in the face of a contractionary fiscal policy. This in
turn required that financial markets correctly anticipate an appro-
priately accommodative monetary policy. In large measure, that is
exactly what happened. Long-term interest rates fell to 25-year lows
in 1993, spurring a pickup in economic growth.

A key feature of the Administration’s deficit reduction plan was its
credibility. A credible and realistic program for deficit reduction—one
that observers and financial markets judged likely to be fully imple-
mented—was a precondition for the reduction in interest rates that
spurred investment-led growth. Fundamental to the plan’s credibility
was the adoption of a set of economic projections that represented
conservative, mainstream forecasts of future growth and inflation.
These projections eschewed the “rosy scenarios” of previous budgets,
which invariably fell short of reality; they were not meant to indicate
the best that the economy could do, but rather how the economy was
most likely to perform given past experience. In fact, the economy’s
performance has been stronger than the Administration projected.

In the 1980s expansive fiscal policy required relatively tight mone-
tary policy in the form of high interest rates to prevent the economy
from overheating. This policy mix is particularly unfavorable from
the standpoint of fostering longer term growth: high interest rates
impede capital formation, while burgeoning government deficits
depress national saving and contribute to more borrowing from
abroad. The net result of deficit reduction in the 1990s has been to
promote a more balanced mix of fiscal and monetary policy. Deficit
reduction has also had an important collateral benefit, namely, a
restoration of Americans’ confidence in the ability of their government
to manage its own affairs.

INVESTING IN PEOPLE AND TECHNOLOGY

The primary purpose of deficit reduction, however, is to encourage
investment. Hence, this Administration recognized from the outset
that a plan that balanced the budget at the expense of the govern-
ment’s own productive investments would ultimately be
self-defeating. Far from curtailing public investment, the
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Administration has given investment in people and technology a
major place in its economic agenda.

Government invests in people by promoting public health and safe-
ty, encouraging opportunity and individual responsibility, and
assisting in the formation of human capital through education and
training. This last function is especially vital in today’s high-technol-
ogy economy, where a skilled work force is an essential condition for
future growth. Education is critical if Americans are to capitalize on
the opportunities created by new technologies and more open global
markets. And education and training programs are of particular
importance in the present economic environment as a means of pre-
venting poverty and ensuring opportunity for all. The return to
education has risen dramatically since the late 1970s; today, highly
skilled workers command a large premium in the labor market over
their less skilled counterparts. This rising skill premium is an impor-
tant reason why earnings inequality is greater today than it was in
the late 1970s. Governments have an important role to play in ensur-
ing that all Americans have the opportunity to accumulate the skills
necessary for economic success. This requires initiatives to improve
public education at the primary and secondary levels, as well as pro-
grams to make higher education more accessible. It also requires
recognizing that learning must be a lifelong activity in an economy
where technological change is ongoing.

Investing in basic research and the development of new technolo-
gies is another important function of government. The private sector
spends billions of dollars every year on research and development.
But economists have long recognized that private sector spending
alone in these areas will be less than the optimum. Since the fruits of
a new scientific discovery, for example, are enjoyed not merely by the
discoverer but by society as a whole, the private incentive for pursu-
ing scientific research falls short of the total social benefit. Moreover,
new theories of economic growth place a special emphasis on
advances in knowledge through research and development as the
motive force behind long-run increases in living standards. This
analysis implies that the return to government investment in basic
research and technology is likely to be especially high.

OPENING MARKETS AT HOME AND ABROAD

A third major component of the Administration’s economic agenda
is the promotion of freer and more competitive markets at home and
abroad. Domestically, this has involved the pursuit of initiatives
directed at enhancing competition—particularly in such industries as
telecommunications, electric power, financial services, and health
care—and a vigorous approach to antitrust enforcement. It has also
meant addressing market failures in such areas as health care and
environmental protection. In some cases the effect of these initiatives
is a one-time boost to the level of output, through greater efficiency
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and lower costs. But these policies can also sometimes lead to a faster
rate of economic growth. For example, past experience provides evi-
dence that sensible deregulation can not only help raise efficiency, but
also spur continued innovation through greater competition.
Moreover, some benefits of these policies are not captured in the GDP
statistics at all, but rather take the form of improvements in our qual-
ity of life.

The Administration is also committed to reducing the burden of
government regulation and ensuring that the benefits of new regula-
tions justify their costs. Many government regulations apply to
industries in which technological change is rapidly altering the
nature of market competition. A key precept of this Administration’s
approach to regulation, therefore, is that the regulatory process must
be dynamic, with regulatory policies under constant review so as to
minimize their burden on consumers and businesses. Another impor-
tant precept is to refrain from policies that regulate through
government fiat in favor of policies that use market-based incentives
to attain the desired outcome. Experience with such policies as per-
mit trading for sulfur dioxide emissions suggests that this approach
can help ensure that compliance with socially beneficial goals is
achieved efficiently and cost-effectively.

This Administration has also worked hard to open markets abroad
by encouraging fairer and freer international trade. From his earliest
days in office, the President has advocated an outward-looking, inter-
nationalist trade policy. During the Administration’s first 4 years the
United States concluded over 200 trade agreements with other coun-
tries. Some of these agreements, such as the North American Free
Trade Agreement (NAFTA) and the Uruguay Round agreement of the
General Agreement on Tariffs and Trade, were comprehensive in
scope, whereas others had much more limited aims—but all are vital
to our Nation’s competitive future.

Economists generally recognize that an open economy offers both
static and dynamic advantages. First, trade benefits an economy by
allowing it to specialize in what it does best—a point that economists
have made since the early 1800s. Even if a country is more efficient
than its neighbors at producing every good it consumes, it can still
benefit from trade by specializing in the production of goods in which
it is relatively more efficient, and then trading its surplus production
for whatever else it wants to consume. In addition, a new view of
international trade argues that increased trade actually raises an
economy’s rate of growth, because increased competition and larger
markets spur the acquisition of new skills and the development of
new technologies. If so, the case for trade liberalization becomes even
more compelling, since raising the economy’s growth rate—even by a
few tenths of a percentage point per year—has vastly more signifi-
cance for long-run living standards than even a relatively large
one-time increase in the level of output.
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A RECORD OF ACCOMPLISHMENT

Focusing on the fundamentals in shaping economic policy has paid
off by helping to produce an economy that is stronger than it has been
in decades. This past year alone saw a drop in the unemployment rate
to its lowest level in a generation and the forging of a budget agree-
ment that promises to bring the Federal deficit under control for the
first time in decades. Last year also saw significant advances in this
Administration’s economic agenda along other fronts.

BENEFITS OF A HIGH-EMPLOYMENT ECONOMY

Driven largely by strong growth in business fixed investment,
growth in real GDP and employment picked up in the second half of
1993 and persisted in 1994. This robust growth led to a series of mon-
etary policy tightenings over the course of 1994, which resulted in
more moderate growth in 1995. In retrospect, 1995 may have been the
pause that refreshes. Economic growth exceeded expectations in
1996, and strong growth continued through 1997. The result has been
a high-employment economy with the potential to overcome some of
the longer term problems of productivity growth and income distrib-
ution that built up in the 1970s and 1980s.

A high-employment economy brings enormous economic and social
benefits. Essential to personal economic security is the knowledge
that work is available to those who seek it, at wages sufficient to keep
them and their families out of poverty. A tight labor market increases
the confidence of job losers that they will be able to return to work,
lures discouraged workers back into the labor force, enhances the
prospects of those already at work to get ahead, enables those who
want or need to switch jobs to do so without a long period of jobless-
ness, and lowers the duration of a typical unemployment spell.
Returning the economy to full employment yields a direct benefit by
ensuring that the economy’s resources—human and material—are
not squandered by needless cyclical unemployment. On average,
reducing the unemployment rate by a percentage point raises output
by approximately 2 percent; in 1997, 2 percent of GDP was $160 bil-
lion, or roughly $600 for every American man, woman, and child.
Wasted resources from not producing at potential, together with the
human cost of unemployment, are intolerable; the elimination of this
waste is the principal benefit of a sustained return to full employ-
ment.

But a high-employment economy in which jobs are plentiful and
labor markets tight yields other benefits as well. Short-term econom-
ic conditions can affect long-term structural unemployment. A tight
labor market encourages participation by those who might otherwise
be forced to sit on the sidelines, and makes it easier to absorb less
skilled or younger and more inexperienced workers into the labor
force. These new labor market entrants gain much-needed job experi-
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ence, building the skills they will need to hold down a job in the
future. The importance of this can be seen from the experience of
some European countries: prolonged stagnation or recession may
have led to a permanent increase in unemployment there, as the
unemployed and the never-employed have seen their skills atrophy or
become obsolete. Running a high-employment economy, then, may be
one of the surest ways to ensure that an unacceptably large fraction
of our citizens are not consigned to long-term joblessness and eco-
nomic marginalization.

From the 1980s until the early 1990s, the economy’s ability to
reduce poverty through growth alone was hampered by a strong head-
wind: sustained declines in wages at the low end of the earnings
distribution that offset the benefits of an expanding economy for the
poorest Americans. As a result, holding a job no longer ensured that
a less skilled worker would be able to lift his or her family out of
poverty. This adverse secular trend raises even further the stakes of
maintaining a high-employment economy.

Keeping the unemployment rate low and job growth high is also
necessary if we are to move current welfare recipients into the work
force. Early, indirect evidence here is encouraging: employment and
labor force participation rates among single women who maintain
families—about two-thirds of whom have children under 18—have
increased in the past few years. This is probably in part the result of
recent welfare reform: the greatest acceleration in employment rates
has occurred among those single women most likely to be affected by
welfare reform, namely, those with young children. Nevertheless, it is
obvious that fostering an economy in which job opportunities are
plentiful plays a crucial part in aiding the transition from welfare to
work.

We have begun to see heartening signs that the current expansion
is yielding gains in living standards for all Americans, especially
those at the bottom of the income distribution. The poverty rate fell
to 13.7 percent in 1996, from 15.1 percent in 1993; the poverty rate
for black Americans is at a historical low, and in 1997 unemployment
among blacks fell to its lowest rate since 1973. Since 1993, household
income has grown in each quintile of the income distribution, with the
largest percentage increase going to the poorest members of our soci-
ety (Chart 1-2). Maintaining a full-employment economy is essential
if this progress is to continue.

DEFICIT REDUCTION: COMPLETING THE TASK

The most significant economic policy event of 1997 was the passage
of a deficit reduction package that will finish the task of balancing the
Federal budget by 1999. This will be the first balanced budget since
1969, and only the ninth since World War II (Chart 1-3).

Some have claimed that the expanding economy, not government
policy, deserves all the credit for vanquishing the deficit. It is cer-
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tainly true that ups and downs in the business cycle have an impor-
tant effect on both revenues and outlays, leading to fluctuations in
the deficit. But even when cyclical factors are thus accounted for, it

Chart 1-2 Real Household Income Growth by Quintile, 1993-96

From 1993 to 1996, households in the lowest quintile of the income distribution enjoyed
the fastest growth in real incomes.
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Chart 1-3 Federal Budget Deficit as a Percent of GDP
The budget is projected to be in balance in fiscal 1999 for the first time since 1969.
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is evident that policy has played a major role in bringing the deficit
under control. It is also worth noting that in January 1993, before the
1993 deficit reduction package was adopted, the Federal deficit was
projected to reach $350 billion in fiscal 1998 and to rise to $650 billion
in fiscal 2003, even when the economy was projected to be at full
employment. Finally, it is difficult to imagine that the economy’s per-
formance would have been anywhere near as strong as it has been
without a credible and successful attempt to put the government’s fis-
cal house in order. Improvements in economic conditions have played
a part in reducing the deficit, but a balanced budget would not now be
in sight had the Nation remained on the fiscal course in place in 1992.

Although a balanced budget is often taken as the goal of fiscal pol-
icy, from an economic standpoint the motivation for deficit reduction
is to raise national saving, thereby augmenting society’s future con-
sumption possibilities. When the government’s budget is in surplus,
in the sense that revenues exceed outlays, the government makes a
positive contribution to national saving. As discussed in Chapter 2 of
this Report, a case for higher national saving can be based on the high
return on saving in the United States and the fact that private sav-
ing remains low. A higher rate of national saving now would lead to a
larger economy when the baby-boom generation retires, thus making
it easier to provide for their retirement without imposing undue bur-
dens on younger generations. Although a balanced budget does not
add to the government’s outstanding debt to the public, which past
deficits have ballooned, it does not subtract from it either. Leaving a
large public debt in place implies that a sizable portion of existing
government resources will continue to be absorbed by interest pay-
ments, leaving less for all other spending. Indeed, one legacy of the
runup in the national debt that accompanied the deficits of the 1980s
and early 1990s has been a sharp increase in the share of total out-
lays that must be used to make interest payments on the debt (Chart
1-4).

POLICIES TO RAISE GROWTH, REDUCE INEQUALITY,
AND INCREASE OPPORTUNITY

A significant part of the Administration’s economic agenda also
involves investment in people: in a broad sense, this encompasses
education and training, measures to promote health, and policies that
extend opportunity to all Americans. A number of policies have been
put in place to ensure that these investments are made.

Education

The 1997 balanced budget agreement included the largest Federal
investment in education in a generation, in the form of initiatives to
improve the quality and accessibility of primary, secondary, and high-
er education.
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Chart 1-4 Net Interest as a Share of Federal Outlays

Net interest payments now represent twice as large a share of total outlays as they did
in the 1970s.
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Higher education is a particular priority. The earnings of college
graduates have risen sharply relative to those of workers with only a
high school education; in today’s economy, a college degree has
become as vital for success as a high school diploma was a generation
ago. Even post-high school education that does not lead to a bachelor’s
degree (such as an associate’s degree program or vocational or tech-
nical training) boosts earnings substantially over just completing
high school (Chart 1-5).

Moreover, learning must be a lifelong process. A fundamental char-
acteristic of our economy is constant technological change. Such
progress holds the promise of higher living standards for all, but it
also requires workers to adapt to employers’ demands for a well-
trained, highly skilled work force. It is therefore critical to provide all
individuals—including those not traditionally thought of as “school
age”—with access to additional education or training.

The President’s higher education initiatives reflect these principles.
Specific measures include:

® The largest Pell grant increase in 20 years. The balanced budget
agreement raises the maximum Pell grant by over 10 percent, to
$3,000. Approximately 3.7 million students receive Pell grants, and
close to a quarter of a million families will become eligible for the
grant for the first time.
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Chart 1-5 Returns to Education
Earning an associate's degree raises earnings significantly.
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® HOPE scholarships for post-high school education. In his 1997 State
of the Union address, the President called for making the 13th and
14th years of education as universal as a high school education is
today. The HOPE scholarship program accomplishes this by provid-
ing a tax credit for higher education expenses of as much as $1,500,
enough to cover tuition at a typical community college.

* A tuition tax credit for Americans of all ages. A 20-percent tax cred-
it for post-high school tuition expenses will be available for the first
$5,000 (and after 2002, $10,000) of qualified education expenses.
This tax credit is offered not just to school-age Americans but to
those already working as well, to permit workers to upgrade their
skills at any time during their life.

* Tax exemptions for employer-provided education benefits. The bud-
get agreement extends Section 127 of the tax code for 3 years,
allowing workers to exclude up to $5,250 of employer-provided edu-
cation benefits from their taxable income.

* A tax deduction for interest on student loans. Up to $1,000 of inter-
est payments on loans for higher education expenses will be
tax-deductible in any given tax year, starting in 1998. This deduc-
tion will rise by $500 each year until 2001.

Because public education in the United States is largely adminis-
tered by local authorities, the Federal Government’s ability to
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influence primary and secondary education is somewhat less direct.
Nevertheless, this Administration recognizes that there is much that
the Federal Government can do to improve our public schools, and
has worked to enact programs that will ensure that our children have
access to the best possible primary and secondary education. These
initiatives include:

e Establishing national standards. Research shows that students in
countries that have standardized, mandatory examinations do bet-
ter than students in countries that do not. The Administration’s
voluntary national testing program has received full funding; this
will allow for the development of national fourth-grade reading and
eighth-grade mathematics examinations.

e Expanding Head Start. The balanced budget agreement raised
funding for Head Start by $374 million, to $4.4 billion, to reach the
Administration’s goal of having 1 million children in the Head Start
program by 2002. Since 1993, funding for this program, which has
shown great success in preparing low-income preschoolers to enter
school, has increased by 57 percent. The program will serve over
830,000 children and their families in 1998, including 40,000
infants and toddlers in the Early Head Start program.

e Establishing a comprehensive literacy strategy. Every child should
be able to read by the third grade. To meet this basic goal, the
President’s comprehensive literacy strategy will receive nearly $46
million in new funding in 1998 for State teacher training, family lit-
eracy, and tutoring efforts; $210 million was provided in an advance
appropriation to be available in 1999, contingent on authorization
of a literacy initiative such as the America Reads Challenge.

¢ Increasing funding for charter schools. The President set a goal of
having 3,000 locally designed public charter schools in operation by
early in the next century. Funding for charter schools is increased
by over 50 percent in the balanced budget agreement, to allow the
Department of Education to support nearly 1,000 charter schools by
the end of 1998.

Health

This Administration has made promoting health, increasing access
to health insurance, and improving the functioning of health insur-
ance markets a major priority. The Balanced Budget Act of 1997
allocates $24 billion over 5 years to assist States in providing health
insurance for up to 5 million children through Medicaid or State pro-
grams. This represents the single largest investment in children’s
health since Medicaid was begun in 1965. The Administration’s 1999
budget proposes to expand access to health insurance further by
allowing uninsured Americans between 62 and 65 years old, as well
as 55- to 61-year-olds who have been laid off or displaced from their
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jobs, to buy into the Medicare program. These measures are fully off-
set so as not to increase the cost of Medicare to the government.

The Balanced Budget Act also takes important steps toward ensur-
ing that Medicare itself remains viable. Structural reforms—such as
expanded choice among health care plans and the restructuring of
payment systems—will help save $115 billion over 5 years. Recently
passed legislation also provides additional funding for preventive
care, such as mammograms, which can help keep health care expens-
es down by catching and treating health problems before they become
serious. These and other measures will keep the Medicare trust fund
solvent for at least the next decade. The Balanced Budget Act also cre-
ated a commission to examine long-term solutions to the problems
that will face Medicare as a result of the demographic changes com-
ing in the 21st century.

The Administration has also promoted policies to improve the func-
tioning of health insurance markets, increase consumer protection,
and improve access to new pharmaceuticals. The Health Insurance
Portability and Accountability Act of 1996 helps workers who change
jobs by making it easier to carry their health insurance with them to
the new job. In 1997 the President’s Commission on Consumer
Protection and Quality in the Health Care Industry, established to
advise the President on changes in the health care system, respond-
ed to the President’s request to develop and recommend a “Consumer
Bill of Rights and Responsibilities.” The President urged the
Congress to pass appropriate and necessary legislation to ensure that
a range of protections are extended to all Americans. And the Food
and Drug Administration Modernization Act of 1997, which codifies a
number of initiatives taken by this Administration as part of the
reinventing government initiative, will help ensure the timely avail-
ability of safe and effective new drugs. These policies and others are
considered in greater detail in Chapter 5 of this Report.

Finally, teenage tobacco use is one of the most important public
health concerns that the Nation faces, and it has been rising in recent
years. The increase in the tobacco tax passed last year not only will
help fund the expansions in children’s health insurance coverage
described above, but also will help reduce teen smoking. The rise in
the tax complements recent Food and Drug Administration rules to
limit advertising targeted at youth. Finally, the Administration has
indicated its support for national legislation designed to achieve large
reductions in teen smoking, with strict financial penalties on the
tobacco industry if specific targets in this effort are not met.

Welfare Reform and Poverty Alleviation

Welfare reform presents an ongoing challenge: to ensure that our
neediest citizens can maintain a decent standard of living without
creating incentives that encourage a life of dependency. This
Administration has committed itself to a policy that combines work
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incentives and community efforts to move people off of welfare and
into employment. This has contributed to the largest reduction in
welfare rolls in history.

The same long-term changes in the wage structure that give greater
rewards to education and skill also imply that some workers will find it
difficult to raise themselves and their families out of poverty, even with
a full-time job. To make work pay, all those who work must be guaran-
teed a minimum level of earnings. The Administration has made an
expansion of the earned income tax credit (EITC), which raises the
take-home pay of eligible low-income workers, a cornerstone of its
strategy to promote work and reduce poverty (Box 1-1). This expansion
has occurred alongside two increases in the minimum wage (the second

Box 1-1.—Poverty Alleviation, the Earned Income Tax
Credit, and the Minimum Wage

A typical cash assistance program guarantees its maximum
benefit to those who receive no income, then phases out this ben-
efit as the recipient’s income from other sources (usually labor)
rises. The disincentive to work that such programs create has
been a major concern—perhaps the major concern—of policy-
makers with regard to welfare policy. These disincentives will
persist so long as we confine ourselves to considering policies
with this structure.

One way to avoid these work disincentive effects is to design
programs that add to the wages of low-income workers. One
such program, the earned income tax credit, was expanded sub-
stantially in 1993. Under the EITC, eligible low-wage workers
receive a credit against their income and payroll tax liability;
this credit is rebated in cash if the worker’s income tax liability
is zero. The EITC differs from the typical cash assistance pro-
gram in that no benefits are paid to those who do not work, and
benefits rise as earnings increase (up to some threshold earn-
ings level). It therefore largely eliminates the typical program’s
work disincentive effects.

The minimum wage complements and enhances the EITC.
When used by itself to guarantee a subsistence level of income,
the minimum wage must be set very high. But an excessively
high minimum wage (that is, substantially above the current
one) could discourage hiring. On the other hand, using the EITC
alone to guarantee an income floor would require payment of a
large subsidy, which would then have to be phased out slowly to
minimize the disincentive to earn additional income. This
makes the program much more costly. Hence, the minimum
wage and the EITC are best employed jointly in designing an
optimal assistance package.
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of which, in September 1997, raised the minimum wage from $4.75 to
$5.15 an hour).

In August 1996 the President signed into law a comprehensive,
bipartisan welfare reform bill, which established the Temporary
Assistance for Needy Families program. This created a new system of
block grants to States and dramatically altered the nature and provi-
sion of Federal welfare benefits in America. This legislation has
changed the Nation’s welfare system into one that requires work in
exchange for time-limited assistance and provides support for fami-
lies moving from welfare to work.

Although these policies have helped shrink the welfare rolls signif-
icantly since 1993, much remains to be done. To that end, two
additional initiatives have been put in place to advance this
Administration’s strategy for moving welfare recipients into employ-
ment. The first is a tax credit for employers who hire long-term
welfare recipients; the credit rebates to employers up to $3,500 in
wages paid in the first year and up to $5,000 in the second. The sec-
ond initiative is the Welfare to Work Job Challenge Fund, which will
assist States and communities in moving long-term welfare recipients
into lasting, unsubsidized employment. A hallmark of this fund, for
which $3 billion has been earmarked, is that it is targeted to those
areas of the country most in need of poverty alleviation.

The Child Tax Credit

The Administration proposed a tax cut to help working families
with the expense of raising their children. The Taxpayer Relief Act of
1997 will reduce taxes for 26 million families by providing a tax cred-
it of $500 per child. This credit will benefit over 40 million children
under age 17, including over 10 million children from working fami-
lies with incomes below $30,000. Because the credit is partly
refundable, large families who have paid significant out-of-pocket
payroll taxes can benefit even if they have little or no income tax lia-
bility.

STRENGTHENING CITIES AND COMMUNITIES

This Administration has worked to make Federal resources avail-
able for investment in our Nation’s cities and communities. First, the
Administration has sought to expand the number of Empowerment
Zones and Enterprise Communities. The initial round of competition,
in 1994, led to the establishment of 95 Enterprise Communities and
9 Empowerment Zones; both urban and rural areas were represent-
ed. The Taxpayer Relief Act of 1997 established 22 additional
Empowerment Zones. To compete for these designations, communi-
ties submitted strategic plans for revitalization; this requirement is
intended to mobilize local communities and encourage them to har-
ness their talents and resources in framing a plan for local economic
development. Designated zones and communities receive tax benefits
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and flexible grants and are entitled to apply for waivers of certain
Federal regulations; the underlying principle of the program is that
communities know best how to solve their own problems but may lack
the necessary resources.

The Administration has also worked to promote fair access to
loans and investment capital for residents of low- and moderate-
income areas. Reform of the Community Reinvestment Act
regulations required banks to focus on performance—actual lend-
ing, investments, and services—rather than paperwork. Since 1993,
conventional home mortgage lending to black Americans has
increased by 67 percent, lending to Hispanic borrowers is up nearly
50 percent, and lending activity in low- and moderate-income com-
munities has risen by 37 percent. The Administration also obtained
$80 million in funding for Community Development Financial
Institutions, which make investment capital and other financial
products available to low- and moderate-income communities. The
President’s 1999 budget requests an additional $45 million for this
program.

In addition, the President signed into law the “brownfields” pro-
gram, which will provide tax incentives for the restoration of urban
land contaminated by pollution. These incentives will leverage more
than $6 billion for nationwide private sector cleanups and the rede-
velopment of 14,000 contaminated and abandoned sites in
economically distressed urban areas.

Several basic principles inform these policies. First, they seek to
equip communities with the tools they need in order to flourish—they
are helping hands, not handouts. Second, they place the principal
responsibility for community development with the communities
themselves, because they are closest to their problems. Third, they
emphasize private sector engagement rather than government man-
dates. And finally, they stress results over process: the Enterprise
Communities/Empowerment Zones program, for example, gives com-
munities broad scope to determine for themselves the best path for
development; similarly, the reformed regulations implementing the
Community Reinvestment Act use criteria based on actual outcomes
to judge compliance with its provisions.

STRENGTHENING THE PERFORMANCE OF
DOMESTIC MARKETS

As part of this Administration’s commitment to free and open mar-
kets, the Antitrust Division of the Department of Justice has worked
together with the Federal Trade Commission to vigorously enforce the
Nation’s antitrust laws. Recent cases and investigations reveal that
the Department of Justice and the Federal Trade Commission have
both pursued an aggressive but balanced approach in enforcing
antitrust law; in particular, both agencies have sought to ensure the
continued growth and competitiveness of high-technology industries.
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Chapter 6 of this Report describes how the antitrust agencies have
worked to attain these goals in several recent cases.

OPENING FOREIGN MARKETS

Progress was also made in 1997 toward opening foreign markets to
U.S. goods, as a number of important international trade initiatives
were made final. Trade agreements affecting three important sectors
were reached, concluding some unfinished business from the
Uruguay Round of multilateral negotiations. The first of these agree-
ments, the Information Technology Agreement (ITA), will eliminate
tariffs on a large array of information technology products, in which
U.S. firms tend to be highly competitive. Also successfully concluded
were an agreement covering financial services, which will foster
broad liberalization of banking, securities, and insurance markets,
and a key agreement to liberalize basic telecommunications services
(including telephone services). Chapter 7 of this Report considers the
Administration’s trade policies in more detail.

These negotiations illustrate an important point about trade liber-
alization. Even though all three agreements involved sectors in which
the United States is generally thought to have a competitive advan-
tage, other countries were willing nevertheless to agree to their
liberalization. They did so because they recognized that the entry of
efficiently produced foreign products in these markets would improve
the competitiveness of their own economies: securing goods of the
highest quality at the lowest possible price is good for any economy.

PROMOTING AN ECONOMICALLY SOUND
ENVIRONMENTAL AGENDA

The Administration took several important steps in 1997 to pro-
tect the environment. These included efforts to address global
climate change and to improve air quality. In December representa-
tives of the United States and some 160 other countries, meeting in
Kyoto, Japan, agreed to establish binding limits on industrial coun-
tries’ greenhouse gas emissions. These limits are intended to stem
the disruptive effects of climate change by stabilizing atmospheric
concentrations of greenhouse gases. (Because developing countries
will emit an increasing share of global greenhouse gases, the
President has indicated that the Kyoto agreement will not be sub-
mitted for ratification without meaningful developing-country
participation.)

The Administration has proposed several market-based approaches
to meeting the Kyoto limits. Domestically, tax incentives for energy-
efficient technologies and research and development will spur early
efforts to reduce emissions. A national system of tradable permits for
greenhouse gas emissions, patterned after the successful permit trad-
ing program for sulfur dioxide emissions, will be implemented later
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under the President’s proposal. In addition, the Kyoto agreement
allows for trading in greenhouse gas emissions permits on an inter-
national scale, as well as opportunities for firms in the industrial
countries to receive emissions credits for investing in climate-friend-
ly technologies in developing countries. All of these efforts will help
the United States attain its greenhouse gas emissions target in a cost-
effective way.

In July 1997 the Environmental Protection Agency (EPA) issued a
significantly more stringent standard for ground-level ozone and a new
standard for fine particulate matter in the atmosphere. Although the
Clean Air Act does not allow for the consideration of costs in setting
these standards, under the President’s policy the EPA must implement
these health-based standards in a cost-effective manner. The
Administration’s plan for achieving the new air quality standards
departs from traditional command-and-control approaches by design-
ing regional strategies that will complement local efforts, and
encouraging the development of trading programs for emissions of
nitrogen oxides, which are ozone precursors. The nitrogen oxide trad-
ing program, like the acid rain program and the trading program
envisioned for greenhouse gas emissions, enlists market incentives in
controlling pollution and should reduce pollution more cheaply than do
traditional regulatory approaches. Chapter 5 of this Report provides a
detailed assessment of the Administration’s environmental policies.

FACING THE CHALLENGES AHEAD

In many ways the U.S. economy today is very different from that in
which our parents and grandparents lived and worked. Today, 24 per-
cent of families are headed by a single parent, compared with 14
percent 25 years ago. And three in five married mothers with children
under 6 are in the work force—twice as large a share as in 1970. This
makes affordable, quality child care a pressing concern for most fam-
ilies. Meanwhile the nature of the labor market has changed
significantly: few American workers expect to be working for the same
employer—or even to be in the same career—when they retire.
Industry has also changed radically: in the 1950s the information
technology industry barely existed; today it employs a larger share of
the labor force than the automobile industry did in the 1950s and
1960s. And the U.S. population is aging, implying that in the next
century there will be fewer workers for every retiree.

This Administration’s economic agenda is designed to deal with
these changes and the challenges they pose. If the American economy
is to maintain its preeminence as the strongest and most dynamic in
the world, both policymakers and citizens will have to meet and over-
come a number of challenges in the 21st century.

Several such challenges already loom large for this Administration
and Congress. Perhaps the most important is preparing for the aging
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of the population, which requires reforming Medicare and Social
Security and promoting retirement security more generally. As
reported above, some progress was made in addressing Medicare’s
immediate problems, but comprehensive reforms are still needed to
ensure the program’s long-term viability. Likewise, steps will have to
be taken to strengthen the finances of the Social Security system.

For almost 60 years Social Security has provided Americans with
income security in retirement and protection against loss of family
income due to disability or death. A large share of elderly Americans,
particularly those with low incomes, rely on Social Security as their
primary source of pension income in retirement. The system has
enjoyed dramatic success in reducing poverty rates among older
Americans. However, many Americans now fear that Social Security
will not be there for them when they are ready to retire. This concern
reflects the widespread recognition that, under current “intermedi-
ate” projections of the Social Security trustees, the system faces a
long-term funding gap: beginning in 2012, unless the system is
reformed by then, the government will be unable to pay current Social
Security benefits in full out of current payroll taxes; it will then have
to draw down the system’s trust fund, and by 2029 those funds will be
exhausted. If still nothing has been done, the government would then
face several options which it could adopt singly or in combination: it
could reduce benefits until they are in line with collections, raise pay-
roll taxes to cover an unchanged level of benefits, or finance the
shortfall from other parts of the budget, by raising other taxes, cut-
ting expenditures on other programs, or borrowing and allowing the
budget deficit to increase. One or more of these measures will have to
be taken so long as no changes are made to the present system.

Although the seriousness of the financial imbalance facing Social
Security should not be downplayed, its magnitude is not so large as to
be insurmountable, particularly if early action is taken. For example,
even if nothing is done and the trust fund is exhausted, payroll taxes
will still be sufficient to permanently finance roughly 75 percent of
benefits. Put another way, the difference between the anticipated
income and the anticipated expenditures of the Old Age, Survivors’,
and Disability Insurance program over the next 75 years amounts to
around 2% percentage points of taxable payroll, or approximately 1
percent of GDP. (The imbalance is somewhat larger when viewed over
a longer horizon.) These facts suggest that the problem of placing
Social Security on a sound financial footing can admit of eventual res-
olution, and the President has proposed a process to devise an
appropriate solution over the next 2 years. The President has also
proposed that any budget surpluses should be reserved until Social
Security reform is achieved.

Medicare reform presents a somewhat thornier problem, in terms
of both its complexity and its scale. Unlike Social Security, Medicare
promises not just the payment of a sum of money but the delivery of
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a service: health insurance. The government has little influence over
the rate of increase in the cost of providing this service, which has
been rising faster than general inflation for decades, largely driven by
technological advances in medical care. Higher costs for medical care
are projected to account for the bulk of the increase in Medicare
expenditures for the next 25 years or so, after which the aging of the
baby-boom generation will act to raise expenditures still further
through increases in program enrollment. Hence, any long-term
reform will have to involve slowing both the rise in health care prices
and the growth in volume and intensity of use of covered services.
Neither will be accomplished easily.

Before last year’s budget legislation was enacted, the trust fund for
the component of Medicare that covers hospital costs was projected to
fall to zero in 2001. The 1997 reforms will delay the trust fund’s deple-
tion until 2010. The legislation also calls for the establishment of a
bipartisan commission to assess and recommend the structural
changes that will be needed to ensure Medicare’s long-term viability.

A second major policy challenge involves continuing the drive for
more open international markets. Preferential trade agreements are
being negotiated among countries around the world at a rapid pace,
and the United States could easily be left behind through inaction.
Since 1992, countries in Latin America and Asia have negotiated 20
preferential trade arrangements that exclude the United States. One
of these is MERCOSUR, a customs union among four South American
countries. The European Union has begun a process intended to cul-
minate in a free trade agreement with Brazil, Argentina, and the
other MERCOSUR nations; the President of one European nation has
even gone so far as to declare that the economic interests of Latin
America lie with Europe, not the United States. Meanwhile the MER-
COSUR nations are attempting to extend their preferential trade
arrangement to the entire continent. It is clear that now, more than
ever, continued engagement with the world trading system will
require an active effort on the part of the United States.

In 1997 the Senate voted to move forward on extending the
President’s so-called fast-track negotiating authority. This authority
allows the President to negotiate trade agreements and submit them
to the Congress for a yes-or-no vote, without amendments. However,
in the House of Representatives the vote to renew fast-track was post-
poned. Some have voiced concern that free trade hurts American
workers and contributes to the U.S. trade deficit. As discussed in
Chapter 7, however, market-opening initiatives do not cause net job
losses to the U.S. economy as a whole, although they do result in a
reallocation of jobs into expanding, export-oriented industries. As the
chapter documents, the jobs created by increased trade are good jobs,
offering high pay. But some workers are indeed hurt by more open
markets, just as some workers are harmed by technological innova-
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tion, even though market-opening initiatives unambiguously benefit
the economy as a whole.

This Administration has realized from the beginning that the gov-
ernment can minimize the impact of dislocations affecting workers
who lose their jobs, by speeding the adjustment process. For example,
one of the key provisions of NAFTA involved monitoring those indus-
tries that were in danger of being adversely affected by the
agreement, and the Administration committed itself early on to pro-
viding for dislocated workers through retraining programs. The
President’s 1999 budget includes proposals to expand the scope of
trade adjustment assistance and to increase funding for these pro-
grams. More generally, the Administration’s commitment to investing
in people through education and training serves as a strong comple-
ment to its policy of trade liberalization.

A widespread misconception is that one of the benefits of increased
trade comes in the form of an improved balance of trade. Economic
policies do indeed affect the current account (the broad measure of
U.S. international transactions that includes investment income and
transfers as well as trade in goods and services), but it is budget, sav-
ing, and investment policies, not trade liberalization policies, that do
so. The Nation’s current account deficit equals its borrowing abroad
to finance any excess of investment over domestic saving. The current
account is therefore a macroeconomic phenomenon that mirrors the
gap between what we as a Nation invest and what we save. The large
Federal budget deficits of the 1980s and early 1990s were a form of
negative saving, or dissaving, which reduced the total amount of
national saving available to cover the Nation’s investment in plant
and equipment. In an important sense, the Nation was overconsum-
ing in the 1980s, financing its consumption binge by borrowing from
foreigners. The result was a large and persistent current account
deficit.

We still have a current account deficit today, but for a very differ-
ent reason. The near elimination of the budget deficit has left more
saving available for investment in plant and equipment by the pri-
vate sector. National saving has risen. But because of the investment
boom during this expansion, the gap between investment and saving
has persisted. Once again, this shortfall is made up by borrowing
from abroad, and the result is a current account deficit. But there is
a big difference between borrowing to invest—as the Nation is doing
now—and borrowing to consume, as it did in the 1980s. In fact, run-
ning a trade deficit in order to expand the Nation’s productive
capacity is not new to American history—we did much the same thing
in the last century, to build up the Nation’s infrastructure, most
notably during the railroad construction boom. Ironically, therefore,
today’s trade deficit reflects the economy’s current success in growing
more rapidly than our trading partners and investing so much—and
not our free trade policies.
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It is always difficult to explain this macroeconomic perspective on
the trade deficit to those who are primarily concerned with the micro-
economics of their daily lives. But making the case in favor of trade is
particularly important now, because real danger threatens should
countries turn their backs on a progressive and integrated world eco-
nomic order. Besides postponing the renewal of the President’s
traditional trade-negotiating authority, the Congress chose not to
support the sort of financial participation in international institu-
tions that is vital for the sound functioning of the international
system. Meanwhile financial crises in East Asia have made U.S.
international engagement more important, rather than less. Other
emerging-market countries are themselves in danger of reacting to
the East Asian crises by turning inward. It is important for their eco-
nomic well-being, as well as our own, that they continue along the
path toward an outward-oriented market system, on which they had
until recently been making such astonishing progress. This will
require difficult macroeconomic and structural adjustments on their
part, including reducing their dependence on foreign borrowing. As a
result, these countries will have to reduce their trade deficits, and in
some cases even turn them into trade surpluses. This will inevitably
lead to an increase in U.S. bilateral trade deficits with some East
Asian countries. Again, however, such deficits are not the proper
gauge of the success or failure of U.S. trade policy.

The Nation faces other, broader challenges in shaping economic
policies for the 21st century. First, we must act to help families
address the problems they face in today’s economy. More American
workers today are faced with the need to juggle the demands of the
workplace with the demands of family and home. Government must
act to ease this burden by ensuring that families have access to qual-
ity child care and health care. For this reason the President’s 1999
budget includes a $21 billion increase in funding for child care, to
make it accessible to more families and raise its quality. An important
part of this proposal is increased tax credits for 3 million working
families to help them pay for child care, as well as an increase in block
grants to States that will directly subsidize child care for low-income
families. In addition, the proposal calls for a new Early Learning
Fund, along with support for the enforcement of State child care
health and safety standards, scholarships for up to 50,000 child care
providers per year, and funding for research and consumer education.

We must also continue to invest in our Nation’s children. Chapter 3
of this Report shows that the last 3 years have witnessed notable
improvements in children’s well-being along several fronts, including
decreases in child poverty, increases in consumption of basic health
care services, and improvements in health status and in some mea-
sures of educational achievement. However, many children remain
economically vulnerable. One in five children in the United States
lives in a family whose income is below the poverty line, one in seven
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does not have access to health insurance, and a large proportion of
children fail to achieve basic levels of proficiency in science, mathe-
matics, and reading. Chapter 3 considers ongoing and proposed
Administration initiatives that address these problems.

Finally, this country’s longstanding goal of achieving equality of
opportunity among racial and ethnic groups has not yet been
attained. Chapter 4 of this Report reviews differences in economic sta-
tus among blacks, Hispanics, non-Hispanic whites, Asians, and
American Indians. Although there has been progress in narrowing
these gaps in the postwar period, it has been very uneven, with rapid
progress in the 1960s and early 1970s followed by 20 years of stagna-
tion from the early to mid-1970s to the early 1990s. For example,
since the mid-1970s the wages of young black college graduates have
fallen relative to those of their white counterparts. Although the cur-
rent expansion has brought signs of renewed progress, substantial
disparities in economic status persist. For example, the median
wealth of white families is by some estimates 10 times that of black
and Hispanic families. More needs to be done to promote equality of
opportunity for all Americans. Many of the Administration’s current
and proposed policies, such as those that encourage community
empowerment and education, are intended to address these dispari-
ties. And this Administration has pledged itself to furthering a
dialogue on race in America.

CONCLUSION

The United States today enjoys some of the most favorable eco-
nomic conditions in a generation: high growth and low unemployment
combined with low and stable inflation. And the success of Americans
in adapting to the new economy in which they find themselves has
been truly remarkable. But that success—and the economy’s present
strength—cannot be taken for granted. Recent developments do not
herald the end of inflation, the conquest of the business cycle, or the
permanent reversal of such secular trends as weak productivity
growth and rising income inequality. Rather, there are still long-term
changes at work that demand action by individuals, businesses, and
governments alike. This Administration has put in place a set of poli-
cies that has allowed the economy to grow and to flourish—in
particular by putting the Nation’s fiscal house in order. But we must
continue to pursue sound policies aimed at opening markets at home
and abroad, promoting private and public investment, and ensuring
that all Americans, regardless of age or origin, have the skills they
need to prosper in a world of change and opportunity.
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CHAPTER 2

Macroeconomic Policy and
Performance

MACROECONOMIC PERFORMANCE over the past 5 years has
been excellent, and the record in 1997 was truly remarkable. In gen-
eral, the behavior of the economy last year bore out the analysis of
macroeconomic conditions presented in last year’s Economic Report
of the President, which was confident that the economy would con-
tinue to grow without rising inflation. What was not anticipated fully
at that time, however, was how rapidly the economy would grow or
how strong the pace of job creation would be—or that inflation would
actually decline.

Last year the Administration forecast 2-percent growth during
1997 with an average unemployment rate of 5.3 percent. This fore-
cast was not meant as an assessment of the best the economy could
do. Rather, it represented a conservative and credible set of econom-
ic assumptions to be used for forecasting Federal revenues, outlays,
and deficits in the preparation of the budget. Last year’s Report rec-
ognized that the actual outcome could be even better. And it was,
with growth at nearly 4 percent and the unemployment rate averag-
ing only 4.9 percent. More jobs were created in 1997 than in either of
the 2 previous years. Yet inflation remained subdued, with the con-
sumer price index (CPI) rising just 1.7 percent during the year.

This chapter’s analysis of macroeconomic policy and performance
concludes that the economy should continue to grow with low infla-
tion in 1998. The chapter begins with a review of macroeconomic
performance and policy in 1997, to show in some detail where the
year’s growth came from and how inflation remained so tame. The
second section examines the important question of whether our
understanding of inflation and our ability to predict it have changed
in significant ways. This question is part of a broader inquiry into
whether the economy has changed in such fundamental ways that
standard analyses of how fast it can grow without inflation need to
be replaced with a new view. The conclusion reached here is that no
sea change has occurred that would justify ignoring the threat of
inflation when the labor market is as tight as it is now; however, the
unemployment rate at which rising inflation becomes a serious
threat appears to be lower than it was in the 1980s, and the rate of
growth of potential output may be higher.
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Prudence dictates keeping a wary eye on inflationary pressures,
but, as discussed in Chapter 1, the economy remains remarkably free
of the kinds of imbalances that often appear at the end of expansions.
For example, the analysis in the third section of this chapter indicates
that the financial condition of households remains fundamentally
sound, even though they took on considerable debt in 1997. Two cau-
tionary notes are introduced. First, the rise in the stock market over
the first 7 months of 1997 put price-earnings ratios and other mea-
sures of stock market valuation near historical highs. Second,
households are continuing to consume a very high proportion of their
disposable income and are saving little. The implications of this low
saving rate for long-term growth are explored in the fourth section of
the chapter, which also assesses the positive contribution of deficit
reduction. The chapter concludes with the Administration’s forecast
and outlook.

OVERVIEW OF 1997: ABURST OF GROWTH

Economic growth exceeded expectations in 1997, and the unem-
ployment rate declined to a 24-year low. Households and firms both
increased their spending at robust rates as continued low inflation,
low unemployment, declining costs of business equipment, and lower
long-term interest rates contributed to a favorable economic environ-
ment for both consumers and producers. Federal Government
purchases of goods and services declined in real terms, and purchas-
es by State and local governments increased only modestly. Net
exports continued to be a restraining influence on growth.

Strong investment in new productive capacity in the past few years
has helped the economy accommodate higher spending without rising
inflation. But inflation has also been held in check by several other
favorable developments that have kept prices from accelerating even
as wage growth has picked up. Chief among these have been the rise
in the value of the dollar on foreign exchange markets (which makes
imports cheaper), unusually steep declines in prices for computers,
and continued moderation in employer costs of health insurance.

Late in 1996 the economy was already operating near the consen-
sus estimate of its noninflationary potential. Continued robust
economic growth in the latter part of 1996 and early 1997 promised
to increase resource utilization rates even further, raising concerns
that inflationary pressures would build, and the Federal Reserve
raised short-term interest rates in March. With inflation low and sta-
ble—and in light of the turmoil in Asian financial markets that began
to emerge in mid-1997—the Federal Reserve made no further inter-
est rate moves.
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AGGREGATE SPENDING IN 1997

An accounting of the sectoral contributions to growth in 1997 shows
that increases in private domestic spending for consumption and invest-
ment combined exceeded growth in gross domestic product (GDP; Table
2-1). Modest increases in State and local government expenditures
accounted for the increase in total government spending. Net exports

became more negative.

TABLE 2-1.—Components of GDP and Growth in GDP, 1997

Contribution to growth
Item B|I2?ns Percent
dollars of GDP Percentage Percent of
points total change

Personal consumption expenditures................ 5,488.6 67.9 25 65.2
Gross private domestic investment.... 1,237.6 153 1.5 384
Fixed investment 1,173.0 14.5 1.1 213
Nonresidential.. 845.4 10.5 8 213
Structures..... 230.2 2.8 -0 -6
Producers’ durable equipment... 615.2 1.6 9 219
Residential 327.5 4.1 2 6.0
Change in business inventories.................. 64.6 8 4 10.9
Net exports of goods and services................... -96.7 -1.2 -4 -10.0
Exports 958.8 11.9 1.2 317
Imports 1,055.5 13.1 -1.6 -41.9

Government consumption expenditures
and gross investment..........ccccooeeeeieiieieennns 1,453.9 18.0 2 6.1
Federal 524.8 6.5 -0 -0
State and local.........cccoovcvnciiricinnricen, 929.1 11.5 2 6.1
GROSS DOMESTIC PRODUCT ... 8,083.4 100.0 39 100.0
MEMORANDUM: FINAL SALES.. 8,018.8 99.2 3.5 89.1

Note.—Data are preliminary estimates. Contribution to growth is measured fourth quarter to fourth quarter.
Sources: Department of Commerce (Bureau of Economic Analysis) and Council of Economic Advisers.

Private Domestic Spending

The factors traditionally thought to determine household spending
are household income, consumer sentiment, and household net worth
in the current and recent years. Signals were favorable for all of these
fundamentals through most of 1997: real disposable personal income
grew 3.7 percent over the four quarters of the year, consumer senti-
ment remained at or near record highs for most of the year, and
year-end stock market values were up about 30 percent from a year
earlier. Outlays grew even faster than income, and as a result, the
personal saving rate edged down.

Although consumption was robust over the past year, it was not
smooth. Real consumption grew in excess of a 5-percent annual rate
in the first and third quarters, but at only a 0.9-percent annual rate
in the second. No reason for this volatility is apparent; neither fluc-
tuating income, changes in consumer confidence, nor ups and downs
in the stock market explain it. Although the stock market dipped in
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April after the Federal Reserve’s interest rate hike, it had fully recov-
ered by mid-May. At the same time, consumer sentiment continued to
rise. Most of the volatility was in goods consumption; services con-
sumption grew at around a 4- to 5-percent annual rate in each
quarter. Durable goods, which rose at double-digit annual rates in the
first and third quarters but fell at a 5-percent annual rate in the sec-
ond, accounted for much of the quarter-to-quarter fluctuations in
growth. Light motor vehicle sales of roughly 15 million units in 1997
were about the same as in each of the past 3 years; over this 4-year
period, sales of light motor vehicles were just shy of the record 4-year
pace set in the mid-1980s.

Like those for consumption, the signals for the traditional determi-
nants of business investment—lagged GDP growth, cash flow growth,
and the cost of capital—were strongly favorable throughout 1997.
Several special factors added further impetus to investment spend-
ing. Business equipment grew 12 percent over the four quarters of the
year, with strong demand for most types of equipment. Industrial
equipment grew a healthy 7 percent over the year, and transportation
equipment advanced 10 percent, with particularly rapid growth in
aircraft purchases.

The standout categories of business equipment investment in 1997
were office and computing equipment and telecommunications equip-
ment. Growth in real computer spending was fueled in part by price
declines that were even sharper than normal (32 percent over the
past year). Real spending on telecommunications equipment
increased 10 percent. One factor possibly boosting sales in this indus-
try is the rapidly expanding capacity and availability of cellular
telephone and other wireless services. Although nominal spending on
computers and telecommunications equipment represents about 25
percent of investment in equipment, measured relative declines in
computer prices have been rapid, so that these categories now
account for a rising fraction of real equipment purchases.

In contrast to the strength in equipment spending, investment in
nonresidential structures was about flat last year, following solid
gains in 1996. Construction of new office buildings made solid gains,
as the strength in the economy allowed the sector to grow out from
under an overhang of empty office buildings at the beginning of the
decade. These gains were offset by small declines in the construction
of industrial, utility, and mining structures.

A pickup in inventory investment added 0.4 percentage point to
real GDP growth over the four quarters of 1997, with an especially
large buildup in the first quarter. The demand for inventories was
probably a result of strong final sales, which increased faster than
inventories over the first three quarters of the year. As a result, stocks
remained lean in relation to sales.

Residential construction increased 6 percent over the four quarters
of 1997, with much of that growth occurring in the fourth quarter. The
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pickup toward the end of year reflected in part the pattern of mort-
gage rates, which after rising through April, fell more than 1
percentage point later in the year. Falling mortgage rates, together
with strong real income growth, resulted in an increase in housing
affordability in the second half of the year. In addition to new home
construction, real estate commissions moved up over the year, as
sales of existing homes grew by 3 percent over 1997 as a whole to
their highest level ever.

When consumption and investment are combined, real private
domestic demand grew 4.8 percent over the four quarters of 1997; this
was somewhat faster than plausible estimates of the sustainable long-
run growth rate of the economy. The impact of this surge of private
spending was muted, however, by an erosion in net exports, a continu-
ing decline in real Federal Government spending, and slow growth in
spending by State and local governments.

Government Spending and Fiscal Policy

Government expenditures made only a modest contribution to
growth in real GDP in 1997—and all of that came from expenditures
by State and local governments. Real Federal Government expendi-
tures were lower last year than in 1996. Fiscal policy was tight in
1997, with the adjusted structural budget deficit (the deficit mea-
sured at a standardized level of economic activity) declining by $54
billion in fiscal 1997 from $112 billion in fiscal 1996.

These developments reflected ongoing efforts to restore Federal fis-
cal responsibility, which culminated in the Balanced Budget Act of
1997. The Federal Government’s unified budget deficit for fiscal 1997
was $22 billion, a reduction of $86 billion from 1996. The Federal bud-
get position has now improved in each of the last 5 years, the longest
unbroken period of improvement since 1948. Last year’s unified
deficit was just 0.3 percent of GDP, the smallest by this measure since
1970. Relative to the size of the economy, last year’s general-govern-
ment deficit (the combined deficit of all levels of government) is
estimated to have been smaller than that of any other large industri-
al country except Canada. Moreover, last year’s primary Federal
surplus (defined as revenues less outlays other than net interest) was
$221 billion; as a share of GDP this was the largest since the 1950s.
It reveals that the overall budget would have shown a substantial
surplus last year were it not for the interest obligations on debt run
up during the period of large deficits.

Much of the long-term progress on the deficit can be traced to the
effects of the Omnibus Budget Reconciliation Act of 1993. However,
last year’s improvement in the deficit was considerably greater than
had been anticipated; as recently as February 1997 the projected
deficit for fiscal 1997 was $126 billion.

The continuing vigor of the economy is clearly responsible for part
of this progress toward a balanced budget. Of course, sound policies—
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including a credible commitment to deficit reduction—have nurtured
the expansion. About $30 billion of the improvement in the deficit
resulted from lower-than-expected expenditures. Robust economic
growth also was responsible for some of the $76 billion in unantici-
pated revenues collected by the Treasury. However, revenues
increased even more than would have been predicted on the basis of
observed economic growth (Box 2-1).

Box 2-1.—Accounting for the Deficit Surprise During
Fiscal 1997

In last year’s budget the current-services deficit for fiscal 1997
was projected at $127.7 billion. (The current-services deficit
assumes no change in law. The President’s budget, which
includes policy proposals, was projected at $125.6 billion.) The
actual budget deficit was $21.9 billion—or $105.8 billion lower
than the current-services projection. Although a full accounting
for this deficit surprise will not be possible for several years, the
table below summarizes what is now known.

Of the $105.8 billion difference between the actual and the cur-
rent-services deficit, $30.3 billion was accounted for by
lower-than-expected outlays. About one-quarter of these savings
were in income security programs such as food stamps, unem-
ployment insurance, and family support programs; spending on
all of these programs is typically linked to economic performance.

The remaining $75.5 billion of the difference was attributable
to unexpectedly high revenues. Only $12.3 billion of this rev-
enue surprise was accounted for by higher-than-expected
collections of corporate, social insurance, excise, and other
taxes. Most ($63.2 billion) of the unanticipated revenues came
from individual income taxes. A large portion of the unantici-
pated individual income tax revenue, $28.2 billion, came in as
payments on 1997 obligations. A full accounting of this surprise
will have to wait until 1997 tax returns are processed, but a
large share of the unanticipated collections on 1997 liabilities is
likely related to better-than-expected economic growth in 1997.
Approximately $6.0 billion in additional individual tax receipts
came from payment of back taxes or from taxes on trusts.

Another $29.0 billion of the revenue surprise arrived in the
form of higher-than-anticipated final payments and lower-than-
anticipated refunds on 1996 individual income tax liabilities.
The largest identifiable contributing factor was higher-than-
anticipated tax liability on capital gain realizations, which
accounted for $20.1 billion of the $29.0 billion in unanticipated
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Box 2-1.—continued

payments on 1996 obligations. The remaining $8.9 billion came
from higher-than-expected tax liabilities on pensions, dividends,
distributions from Individual Retirement Accounts, interest pay-
ments, and wages and salaries, which were partially offset by
higher-than-anticipated deductions.

Accounting for the Fiscal 1997 Deficit Surprise

[Billions of dollars]

Item Actual minus projected’
Outlays -30.3
Income security programs -1.3
Other -23.0
Receipts 75.5
Individual income taxes 63.2
On 1996 liability 29.0
Wages and salaries 8
Capital gains 20.1
Pension and IRA distributions 41
Interest income 53
Dividend income 1.9
Itemized deductions -3.2
On 1997 liability 28.2
Back taxes and fiduciaries 6.0
Corporate income taxes 6.1
Social insurance taxes 3.6
Excise taxes 29
Other -3
Increase in surplus or reduction in deficit 105.8

! Current-services projection.
Sources: Department of the Treasury and Office of Management and Budget.

In national income accounting terms, the slowdown in the growth
of government expenditures and the improving general-government
budget balance have exerted a moderating influence on overall aggre-
gate demand that has partly offset the robust stimulus coming from
private consumption and investment. Nevertheless, the combined
impetus from private and government spending exceeded the
increase in domestic aggregate production, so that net exports
declined further.

Net Exports and the Current Account

U.S. exporters had a good year in 1997, as real exports rose 10.9
percent. However, robust growth in domestic demand pushed real
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imports up by 13.3 percent. Real net exports fell by $35.8 billion over
the course of the year, and their contribution to growth in real GDP
was —0.4 percentage point.

One useful perspective on the performance of real net exports
comes from looking at the pattern of growth in the global economy. At
least four major locomotives matter for global economic growth: North
America, Europe, Japan, and—in the past decade—the East Asian
industrializing economies. Expectations at the end of 1996 were that

Box 2-2.—Turmoil in Asian Economies

The outbreak of financial crisis in Asia was one of the most
notable—and troubling—developments in the global economy
during 1997. Events began in midyear as a currency crisis and
intensified over the rest of the year, spilling over to the real sec-
tors of the affected economies as well as to the rest of the world.

By May 1997 Thailand was in the throes of the fourth specu-
lative attack on its currency, the baht, since August 1996. By
then the buildup of financial difficulties and balance of payments
pressures had reached such a point that efforts to defend the
baht could not be sustained. Pressures soon spilled over to other
emerging Asian economies (especially Indonesia, Malaysia, and
South Korea), most of which also had some balance of payments
weaknesses, as well as to Eastern Europe. These countries’ dif-
ficulties shook financial market confidence elsewhere in Asia
and in emerging markets around the world, even those with
sounder policies and economic fundamentals, in a contagion
effect.

Since June, four of the countries in the region (Indonesia, the
Philippines, South Korea, and Thailand) have requested and
received assistance from the International Monetary Fund
(IMF). In each instance the adjustment programs developed by
the domestic authorities and the IMF have included a heavy
emphasis on financial and structural adjustment measures (for
example, to reform bank lending practices and further liberalize
the economy), as well as the more traditional macroeconomic
adjustments necessary to restore financial market stability. For
each of the affected economies, the question of when their finan-
cial and balance of payments situations will stabilize depends,
first and foremost, on whether and how aggressively they imple-
ment their policy commitments, and second, on the easing of the
contagion effect from those economies that continue to experi-
ence difficulties. In the medium term the return of these
economies’ strong growth performance will depend significantly
upon the degree to which structural and financial sector reforms
are implemented.
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growth would slow in the United States and that the other regions
(except Japan) would easily outpace it. Instead, the United States
(and Canada) saw higher growth rates in 1997 (about 4 percent each),
while growth among our trading partners in the other regions slowed.
In Japan the recovery from the recession of the early 1990s came to a
standstill. In Europe growth continued in 1997, especially in a north-
ern tier composed of the British Isles and the Nordic countries. In the
developing economies of East Asia, slowing growth turned to financial
crisis in the second half of the year (Box 2-2).

Growth rates in the United States and its trading partners, along
with exchange rates, are major determinants of short-run fluctua-
tions in real net exports. The fact that income increased more rapidly
here in 1997 than it did in most other advanced industrial economies
worked to increase U.S. imports from those economies more rapidly
than their imports from the United States. The negative effects of the
East Asian crunch on U.S. net exports to developing countries had
barely begun to materialize at the end of the year.

In analyzing the components of real growth, it is appropriate to
look at real net exports. But the focus generally shifts to nominal
imports and exports when examining current income flows between
the United States and the rest of the world. The comprehensive mea-
sure of such flows is the current account balance, which comprises not
only the trade balance in goods and services but also net investment
income and transfers.

In a fundamental sense, trends in the current account balance
reflect movements in saving and investment. When the demand for
investment in the United States exceeds the pool of national saving,
the difference is made up by borrowing from foreigners. Conversely,
when saving exceeds investment, the surplus is invested abroad. The
United States first experienced large current account deficits during
the mid-1980s, when net investment fell as a share of national income
and net national saving fell even faster. The deficit shrank briefly as
investment collapsed in the 1990-91 recession, but it has reemerged
in the current expansion. The good news in this expansion is that
investment has been booming. But saving does not appear to have
kept pace. (The interpretation of current trends in saving, invest-
ment, and the current account is complicated by the statistical
discrepancy between GDP measured as the sum of all spending on
output and GDP measured as the sum of all income generated in pro-
ducing that output.)

The current account deficit for the first 9 months of 1997 was about
$8.7 billion greater than in the comparable period in 1996, and the
deficit for the year is likely to be moderately higher than the $148 bil-
lion (1.9 percent of GDP) recorded in 1996. Much of the increase
reflects the emergence of a deficit in the balance on investment
income. As a result of past deficits, foreign holdings of U.S. assets are
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now sufficiently large that the investment income paid to foreigners
now exceeds investment income earned on U.S. holdings of foreign
assets. The balance on all goods and services may show little change
at all from last year’s $111 billion. The modest size of the increase in
the trade deficit last year is probably related to changes in the
exchange rate of the dollar.

The effect of exchange rates on the nominal trade balance last year
is complicated. The trade-weighted exchange rate of the dollar rose
about 3 percent during the first quarter of the year (that is, the dol-
lar strengthened against a weighted average of the currencies of our
trading partners). In the long run the effect of a stronger dollar is to
slow exports and probably raise spending on imports, thereby
depressing the trade balance. But in the short run the effects on the
nominal trade balance may go the other way. This is because, with a
stronger dollar, importers do not have to pay out as many dollars to
obtain the foreign currency they need to pay for previous quantities of
imports (in what is called a valuation effect), and because it takes
time for the quantity demanded to adjust. There can be a lag of 2
years or more before price changes have their full effect on trade vol-
umes, but when they do they dominate the valuation effect. (This
pattern of response is often called the J-curve, because the dollar
value of imports at first declines with a stronger dollar but later
rises.) The difficulty in interpreting what happened in 1997 is due to
the fact that in 1996, before the most recent appreciation, the dollar
had also increased in value. Thus the lagged effects from that earli-
er appreciation may have partly canceled out the immediate effects
from the 1997 appreciation. The delayed effects of the dollar’s appre-
ciation, together with the other effects of the East Asian financial
crisis, are likely to show up in a more marked increase in the trade
deficit, by all measures, in 1998.

MONETARY POLICY AND FINANCIAL MARKETS

The Federal Reserve raised its target Federal funds rate by 25 basis
points in March, to 5.5 percent. The proximate cause of the rate
increase was the perception that strong demand would boost utiliza-
tion rates, which were already approaching levels that in the past had
been associated with rising inflation. The mild deceleration in GDP
prices in the second half of the year translated into a slight upward
drift in the real Federal funds rate as 1997 came to a close, putting the
real rate slightly above its mid-1995 peak. Moreover, the rise in the
real short-term rate did not appear to feed through to intermediate-
and long-term real rates, which remained essentially unchanged—or,
by some measures, even declined—in the second half of the year.

Short-term interest rates fluctuated within a narrow range over the
course of the year, whereas long-term rates rose slightly early in the
year but then declined, finishing the year roughly 50 basis points (half
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a percentage point) lower. Long-term interest rates remain very low.
The yield on 10-year Treasury notes remained within 50 basis points of
its 30-year low, while the 30-year Treasury yield stood near its lowest
level since that bond’s introduction in 1977. This largely reflects two
related factors: continued progress in deficit reduction, which lowers
nominal interest rates by reducing expected future real rates, and mar-
ket participants’ expectations of low future inflation, which act to
reduce nominal rates. In addition, turmoil in foreign asset markets in
the second half of the year helped make U.S. securities more attractive
to investors; this “flight to quality” probably boosted demand for U.S.
assets, putting additional downward pressure on nominal interest
rates. The net result was a flattening of the yield curve, with the spread
(the difference in interest rates) between 3-month Treasury bills and
10-year Treasury notes falling to roughly 60 basis points by the end of
1997. This spread is now well below its historical average of 135 basis
points and is roughly equal to the level that prevailed during the 1960s.
The risk premium on corporate debt—measured as the spread
between the yield on Baa-rated corporate bonds and the 30-year
Treasury bond yield—averaged roughly 125 basis points in 1997 (a
Baa rating denotes bonds of intermediate credit quality); this spread
remains quite narrow by historical standards. The spread between
riskier, high-yield corporate debt (“junk” bonds) and 10-year Treasury
securities also remained narrow in 1997 but began to rise toward the
end of the year. Taken as a whole, these low risk premiums suggest
that market participants perceive the financial and business sectors to
be quite healthy; most relevant statistics provide support for this view.
In the banking sector, business loan charge-offs and delinquency rates
remained low, while bank capital ratios remained high. Although busi-
ness failures increased in 1997, a large portion of this increase appears
to reflect special, one-time factors, not a permanent change in trend.
For equity markets 1997 was a noteworthy year. The rise in stock
prices was checked only slightly following the Federal Reserve’s March
tightening, and even sharp declines in some foreign stock markets were
unable to do more than temporarily slow the market’s advance. All
three major stock price indexes—the Dow Jones Industrial Average, the
Standard & Poor’s (S&P) 500, and the NASDAQ composite—shattered
previous records; the S&P 500, for example, peaked in October at
983.12, a record high and 40 percent above its October 1996 average.
The runup in stock prices appeared to be fueled by continued high prof-
itability in the corporate sector and forecasts of strong future earnings
growth, and it pushed aggregate price-earnings ratios up sharply. By
some measures price-earnings ratios are at levels not seen in decades.
Declines in foreign stock markets spread to domestic markets later in
the year, causing them to retreat from these record highs. On October
27th the Dow posted a 554-point decline—the 12th-largest in percentage
terms in its history. The drop was steep enough to cause the New York
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Stock Exchange’s system of “circuit breakers” to suspend trading tem-
porarily for the first time ever (Box 2-3). The day after the plunge saw
the volume of shares traded on the New York Stock Exchange reach a
record high of 1.2 billion (the market made up much of its previous
day’s decline that day). The stock market rebounded quickly following
its October losses, with the S&P 500 index and the Dow finishing
1997 near their highs for the year. Turmoil in East Asia apparently
continued to be a source of downward pressure on stock prices for the
remainder of the year.

The rise in stock prices in 1997 represents the continuation of a
trend that has seen major indexes more than double over the past 3
years. One explanatory factor is market expectations of strong future
corporate earnings. Another possible factor is a reduction of the pre-
mium that investors require to hold stocks in lieu of less risky assets.
Such a reduction could occur if the perception has become more wide-
spread that stocks represent an attractive, high-return asset, or if
investors’ interest in longer term investments for retirement has
grown. Still other possible explanations are a reduction in investors’
expectations of future inflation or of future real interest rates, or the
effect of financial innovations in channeling a larger share of savings
into the stock market by way of mutual funds and pension funds.

There is some scattered evidence that investors have come to view
stocks as a less risky investment: for example, a survey of individu-
als’ attitudes toward the stock market shows a marked decline in the
perceived riskiness of stocks since 1994. Similarly, participants in the
largest private retirement savings plan in the United States have
directed an increasing fraction of their retirement saving contribu-
tions to equities since 1986; however, it is unclear how much this
reflects a reduction in participants’ tolerance for risk, a change in
their perception of the riskiness of the stock market, or other factors.
If the risk premium on stocks has declined, this could explain why
price-earnings ratios are at historically high levels; a simple calcula-
tion indicates that even a relatively small change in the risk premium
is sufficient to raise price-earnings ratios sharply. Nevertheless, the
possibility exists that price-earnings ratios will eventually return to
more normal levels, given that periods in which price-earnings ratios
are high tend to be followed by slower future growth in stock prices.

INFLATION AND THE LABOR MARKET

Inflation remained remarkably subdued in 1997. Both GDP and core
CPI inflation (a measure of inflation that excludes the volatile food and
energy components) fell over the course of the year, continuing a decline
that began in 1995. Surprisingly, this deceleration of prices occurred in
an economic environment that was characterized by extremely low
unemployment: as 1997 came to a close, the unemployment rate had
been at or below 5.5 percent for almost 2 years, and at or below 5 per-
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Box 2-3.—Circuit Breakers

“Circuit breakers” are rules that automatically halt trading on a
securities exchange when prices move by a given amount. The
boards of a number of major exchanges, including the New York
Stock Exchange (NYSE) and the Chicago Mercantile Exchange,
set up circuit breakers in the wake of the 1987 stock market crash.
The NYSE circuit breakers provide a good example of how such
rules operate. Before the October 27th stock market decline, the
circuit breakers were set to halt trading for 30 minutes if the Dow
Jones Industrial Average declined more than 350 points from its
morning opening price, and for another hour if the Dow were to fall
an additional 200 points. Both of these limits were hit on October
27th, and the circuit breakers operated as designed and closed the
market twice (the second event occurred less than an hour before
the closing bell and thus ended trading for the day).

When they were introduced, it was argued that circuit breakers
would reduce the chance of a major market disruption in three
ways: by preventing an overload of the exchanges’ trading systems
during periods of extraordinary price movements; by reducing the
possibility that sharp (and possibly unchecked) declines in stock
prices would leave market participants unable to make good on
their trading commitments; and by providing a forced pause in
trading—a chance for market participants to “take a deep breath.”

Many observers and market participants criticized the role that
the circuit breakers actually played on October 27th. The trigger
limits had only been adjusted once since 1988, and the percentage
declines in the Dow that they reflected were only about a third as
large as they were when the triggers were set up in 1988.
Furthermore, the securities exchanges now have enormously
greater capacity to process trades than they did in 1987; by all
accounts the record trading volumes on October 27th and 28th did
not remotely threaten to overload the system. And concerns about
fulfillment of trading commitments appear to have been at
least partially allayed, because traders now have greater access
to emergency credit. The “deep breath” argument is more diffi-
cultto assess, because nobody knows what would have happened
had the markets not closed early on October 27th. But some crit-
ics argue that circuit breakers can add to market volatility by
causing a race to the exit—a sharp selloff in shares—as stock
prices approach the threshold for a trading halt. Indeed, many
traders argue that that is just what happened when the NYSE
reopened after the first of its two shutdowns on October 27th. The
NYSE has announced that it will propose modifications to the rule
in 1998.
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cent for 9 months. The unemployment rate fell from 5.3 percent in the
fourth quarter of 1996 to 4.7 percent in the fourth quarter of 1997; all
major demographic groups participated, with declines of 1.0 percentage
point among blacks, 0.6 percentage point among whites, and 0.6 per-
centage point among Hispanics.

The pace of job creation was quite rapid. More than 3.2 million jobs
were created in 1997, for an average of 267,000 new jobs per month—a
substantially faster rate than in either of the 2 preceding years. Factory
employment rose significantly, by 230,000 new jobs, while employment
at construction sites rose by 210,000 jobs following a slightly larger gain
in 1996. Among the service-producing industries growth was particular-
ly rapid in computers and data processing (which increased 13 percent)
and engineering and management services (which increased 7 percent).

These hiring gains were matched by large increases in industrial
capacity. Nevertheless, tightness in labor markets was reflected in a con-
tinued acceleration of wages during the year. Hourly wages as measured
by the employment cost index (ECI) rose by 3.9 percent in 1997, 0.5 per-
centage point faster than in 1996. The ECI for total hourly compensation
accelerated by a slightly smaller amount, and continued slow growth in
the cost of benefits—particularly health insurance—kept the growth rate
of total hourly compensation 0.5 percentage point lower than that for
hourly wages. Trend unit labor costs (defined as compensation growth
relative to trend productivity growth) continued to rise moderately
through the year, while overall price inflation fell slightly (Chart 2-1).

Chart 2-1 Inflation and Trend Unit Labor Costs
Inflation has dropped below growth in trend unit labor costs.
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Note: Trend unit labor costs defined as the four-quarter percent change in compensation as
measured by the employment cost index minus 1.1 percentage points.

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

Growth in output per hour worked picked up sharply in 1997: over the
first three quarters of the year the official measure of productivity in the
nonfarm business sector rose at an average annual rate of 2.6 percent.
This measure has exceeded its trend rate of growth in all but one of the
past eight quarters. These recent gains were sufficient to offset the ear-
lier weak performance of this product-side measure of productivity,
bringing it back to its post-1973 trend. (Trend growth in productivity is
discussed in the “Forecast and Outlook” section of this chapter.) Part of
the surge in productivity probably reflected special factors: productivity
growth in the third quarter of 1997 was boosted in part by a decline in
hours worked by self-employed workers; these data tend to be more
volatile and somewhat less reliable than measures of hours worked by
employees. However, even when self-employed workers are excluded,
measured productivity growth in the third quarter remains over twice
as fast as its trend rate. The pickup in productivity growth is significant
because it occurred at the same time that hourly compensation showed
some signs of accelerating. This has kept growth in unit labor costs from
rising by as much as compensation, thus eliminating a potential source
of inflationary pressure.

EXPLAINING RECENT INFLATION PERFORMANCE

Inflation continued to moderate in 1997 even as the unemployment
rate reached a 24-year low. To what extent can recent inflation perfor-
mance be explained with the traditional tools of macroeconomic
forecasting and analysis?

RECENT INFLATION PERFORMANCE AND THE NAIRU

The present combination of low and declining inflation and sustained
low unemployment would appear to pose a challenge to models of price
inflation based on the concept of a NAIRU, or nonaccelerating-inflation
rate of unemployment. As discussed in the 1997 Economic Report of the
President, historical experience indicates that the chances are high that
inflation will rise in periods when the unemployment rate is very low,
and fall when unemployment is unusually high. The NAIRU can there-
fore be defined as the unemployment rate at which—absent special
factors—the odds of falling and rising inflation are roughly balanced.
Although a specific value of the NAIRU represents a forecaster’s best
estimate of the rate of unemployment that can be sustained on average
without causing an increase in inflation, any estimate of the NAIRU is
subject to some degree of imprecision, inasmuch as there will be periods
when inflation is falling even though unemployment is below the
NAIRU, and vice versa. In addition, the NAIRU itself is not invariant
over time, but is instead affected by such factors as the demographic
composition of the labor force and changes in the structure of labor and
product markets.
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The 1997 Report indicated that reasonable estimates for the NAIRU
lie between 5 and 6 percent, with a midpoint of 5.5 percent. In 1997 the
unemployment rate averaged 4.9 percent, about one-half percentage
point below the midrange estimate of the NAIRU. A forecasting model
built around a NAIRU of 5.5 percent would therefore have predicted
some acceleration in prices over the course of 1997; one reasonable esti-
mate would have been a 0.3-percentage-point increase in core CPI
inflation. Instead, core CPI inflation finished the year roughly 0.4 per-
centage point below its year-earlier rate, although 0.1 percentage point
of this deceleration can be accounted for by methodological changes
introduced into the calculation of the CPI.

The observed decline in inflation is consistent with the view that
changes in inflation are influenced by other factors besides labor market
slack (measured here by the gap between the actual unemployment rate
and the NAIRU). A number of factors did in fact help mitigate inflation-
ary pressure in 1997. First, the costs of providing workers with nonwage
compensation (such as health insurance) continued to rise at a very low
rate; as mentioned above, this helped keep growth in labor costs from
adding to inflation. Second, also as noted above, computer prices have
recently declined at a faster-than-average rate; without this decline,
overall inflation would have risen steadily since early 1994 (Chart 2-2).
Although it is always possible to find components of GDP whose prices
are growing faster or slower than the average, relative price changes for
computers are particularly noteworthy in that they are largely driven by
technological change, as opposed to cyclical forces such as shortages in
raw materials, bottlenecks in production, or rising labor costs.

Chart 2-2 Computer Prices and Total Inflation

Declines in computer prices have helped to keep overall inflation from increasing in
recent years.
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Advisers.

58



Overall price inflation has been further reduced by sharp declines
in the relative price of imported goods, particularly non-oil merchan-
dise imports. Since the second quarter of 1995 the relative price of all
imported goods has fallen by 14 percent, and the relative price of non-
oil merchandise imports has declined by 15 percent. In part this
decline in import prices reflects two interrelated factors: significant
excess capacity—and hence low rates of inflation—abroad, and the
dollar’s appreciation against other major currencies. It is difficult to
determine precisely what effect this has had on overall inflation, but
some estimates indicate that this factor could have reversed much if
not all of the increase in inflation that would have been predicted
solely from the gap between the actual unemployment rate and the
estimated NAIRU.

Judged from the perspective of a NAIRU model, therefore, it seems
possible that the economy is currently operating at an unemployment
rate that is inconsistent with stable inflation over the long run, but
that the influence of special, possibly transitory factors has prevent-
ed prices and labor costs from accelerating. Although this is a
plausible explanation for recent inflation performance, it is certainly
not the only one; an alternative hypothesis is that structural changes
in labor and product markets have led to further declines in the
NAIRU. If true, this would imply that at least some portion of the
recent decline in the unemployment rate can be sustained without an
eventual increase in inflation.

The rate of unemployment consistent with stable inflation would be
expected to vary over time in response to such factors as shifts in
labor force demographics, changes in the relation between workers’
real wage demands and their productivity, and structural shifts that
alter the degree of mismatch between workers and jobs (both sec-
torally and regionally). For a number of reasons, however, it is
difficult at present to justify a large additional reduction in the esti-
mated NAIRU on the basis of recent experience. First, the presence of
fortuitous supply shocks clouds the inflation picture significantly;
although it is evident that these shocks have contributed to lower
inflation, the exact extent of this contribution cannot be perfectly
gauged. Second, although inflation in goods and services prices has
not risen as unemployment has fallen below 5.5 percent, some accel-
eration in wages has occurred (Chart 2-3), which might reflect labor
market tightness. Finally, the unemployment rate has been below 5.5
percent for too short a time to allow any certainty that the risk of a
gradual buildup of inflationary pressure is entirely absent.

However, a small downward revision to the estimated range of the
NAIRU is indeed justifiable. A portion of recent inflation performance
cannot be explained by special factors; moreover, the fact that prices
have not accelerated as the unemployment rate has fallen below 5.5
percent suggests that the estimated range should be shifted down. A
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model that accounts for supply shocks such as recent declines in rel-
ative import prices and that allows the NAIRU to vary over time
indicates that a reasonable range for the NAIRU now has a midpoint
of 5.4 percent, 0.1 percentage point lower than in previous estimates.
The Administration’s budget forecast has been revised to reflect this
slightly lower estimated midpoint of the NAIRU’s range.

Chart 2-3 Wage Growth and the Unemployment Rate
Wages have accelerated as the unemployment rate has fallen.
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ALTERNATIVE MEASURES OF UTILIZATION
AND CAPACITY

The unemployment rate is a useful predictor of future inflation in
that it can directly indicate the potential for rising inflationary pres-
sure on the cost side, as excess demand in the labor market tends to
raise nominal wages and thus nominal labor costs. The unemploy-
ment rate can also proxy for the state of aggregate demand in the
economy, and thus help assess the degree of excess demand in prod-
uct markets. However, the unemployment rate is not the only
indicator of resource utilization and demand (even for the labor mar-
ket), nor does it necessarily provide the best forecast of future
inflation. It is therefore of interest to consider what other measures of
resource utilization and labor market tightness suggest about the
current degree of inflationary pressure in the economy.

Several plausible indicators—such as the State insured unemploy-
ment rate, the demographically adjusted unemployment rate, and the
unemployment rate for men of prime working age—imply a degree of
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labor market tightness that exceeds that which has historically been
associated with stable inflation. In addition, an index of help-wanted
advertising (which can be considered a proxy for the job vacancy rate)
fails to reveal a large degree of slack in the labor market at present;
earlier in the expansion some observers argued that this measure
indicated a weaker labor market than did the unemployment rate.
The picture painted by these labor market variables is therefore one
in which the potential for inflationary pressure is relatively high.

The effects of a tight labor market on wages may have been muted
by the presence of widespread worker insecurity, which has been evi-
dent since the 1990-91 recession. Despite a strong job market and a
high level of consumer confidence, surveys indicate that workers’
fears of job loss remain high relative to the level that prevailed before
the recession. Quit rates are low as well, which could reflect workers’
unwillingness to leave their current jobs in the hope of “trading up”
to better jobs. And strike activity is at a low ebb, although this is
related at least in part to declines in unionization rates. These factors
suggest that workers may be relatively unwilling to press for the
wage gains that they could normally command in a labor market as
tight as that of today.

One indicator that tempers somewhat the general conclusion that
labor and product markets are tight is the rate of capacity utilization
(both in the manufacturing sector alone and for all industry).
Capacity utilization remains below its peak for this expansion and is
roughly at the level historically associated with stable inflation. It is
also noteworthy that core producer price inflation, which more close-
ly reflects the output price measure that is relevant to manufacturing
capacity utilization, has declined rapidly since the end of 1995. This
suggests that industry has not yet reached the point where produc-
tion bottlenecks or other capacity constraints are putting upward
pressure on inflation. Gains in capacity, which have followed an
increase in real private investment growth, have helped keep capaci-
ty utilization in the noninflationary zone; measured capacity growth
increased sharply after 1993 and has stayed high as real business
fixed investment growth has remained strong. In fact, recent revi-
sions to the capacity utilization data indicate that the economy had
more industrial capacity over the past 4 years than was previously
thought (Box 2-4), making the recent declines in core producer price
inflation somewhat less of a mystery. However, manufacturing repre-
sents only about 20 percent of total output, and although total goods
output (which includes manufacturing as well as trade and mining)
accounts for a larger fraction (40 percent), it is still less than half of
the economy. The possibility of overheating in the economy as a
whole, therefore, should not be dismissed.
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Box 2-4.—Recent Revisions to Capacity and Utilization

In December the Federal Reserve revised its estimates of
capacity and industrial production, on the basis of improved
source data. For the preceding 2 years estimates of industrial
capacity and utilization had largely been extrapolated from
national accounts data on real investment. The recent revision
incorporates direct estimates of utilization based on survey data
and industry reports, as well as more comprehensive data on
physical output and labor and other inputs.

The new data indicate that industrial capacity has been growing
about 1 percentage point faster than previously estimated. Over
the past 3 years capacity has grown at an average annual rate of
4.7 percent. In each of the past 3 years average annual capacity
growth has exceeded every previous growth rate since 1968.
Similarly, recent estimates of the rate of capacity utilization were
revised downward by more than a percentage point. Currently,
production as a share of total capacity is about 83 percent; this is
only slightly higher than the series’ long-term average.

ANEW ERA FOR THE ECONOMY?

To summarize the chapter thus far, the past few years have seen
rapid growth in output with stable inflation, gradual declines in the
NAIRU, strong growth in profits and stock prices, and a pickup in
productivity that, if sustained, would herald a significant departure
from past productivity trends. Indeed, economic performance in
recent years has been so extraordinary that some have wondered
whether it reflects fundamental structural change in the economy—
change so great that a “new paradigm” is needed to describe an
economy that is in a “new era.”

Many such assessments are extreme and unsupportable. In partic-
ular, any claim that the business cycle has been vanquished must be
viewed with considerable skepticism. Nevertheless, it is possible to
identify a number of areas in which fundamental changes are proba-
bly influencing the economy’s current performance, in many cases
favorably.

First, U.S. producers face increased foreign and domestic competi-
tion. Exports and imports today play a greater role in the U.S.
economy than at any other time in history. And here at home, dereg-
ulation has taken place or is under way in a number of industries,
including telecommunications, transportation, electricity, and bank-
ing. Increased competition and more open markets contribute to
greater efficiency, thus helping raise the level of output. But it is pos-
sible that greater competition also fosters a faster pace of innovation,
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inducing long-run improvements in productivity and thus a higher
rate of output growth.

Labor and product markets have also changed in significant ways.
Since the early 1980s the unionization rate has dropped by nearly
half, continuing a decline in union membership that began in the late
1960s. In addition, the use of temporary and contingent employees is
much higher than it was 15 years ago. Although this has probably
made labor markets more flexible, it might also have contributed to
an increase in worker anxiety. Information technology might prove as
revolutionary as the steam engine or the automobile. Adoption of just-
in-time inventory management by manufacturers also represents a
significant development, since changes in inventories have often been
an important source of business-cycle fluctuations. Whether just-in-
time inventories will be able to dampen future business cycles,
however, remains to be seen.

Even the public sector has been transformed in recent years. Our
system of social welfare has been changed to help welfare recipients
make the transition to employment. The end of the Cold War saw a
vast amount of defense-related resources freed up for civilian uses.
The government itself is being reinvented to make it more efficient
and responsive. Perhaps most important, deficit reduction has
increased private sector investment; this recent expansion in capital
investment raises productivity by providing workers with more mod-
ern and efficient workplaces.

Not all of these changes represent unalloyed boons. Nor is it possi-
ble to quantify the effects of these changes on the economy or on
specific groups or sectors with any degree of precision (although these
factors would have to be very large to reverse the post-1973 produc-
tivity slowdown to any significant degree). And even if these changes
are having a significant influence on recent economic performance, it
may imply not that a new model of the economy is needed, but rather
that certain key parameters of the current model, such as the NAIRU
or trend productivity growth, have changed. Hence one cannot
declare with any certainty that the old rules no longer apply. But the
factors just described suggest that the economy may be experiencing
some important structural changes that will shape our economic
analysis and forecasts in the years ahead.

THE ECONOMIC CONDITION OF HOUSEHOLDS

Both aggregate statistics and consumer surveys painted an excep-
tionally favorable picture of the economic circumstances of American
households in 1997. The tight labor market that led to a 24-year-low
in the unemployment rate also lured enough new workers into the
labor market to set an all-time record for the labor force participation
rate. The combination of healthy wage growth and increasing employ-
ment helped push real disposable personal income up a solid 3 percent
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over the year. Despite the stock market volatility witnessed in the
second half of the year, at year’s end all major market indexes
remained sharply above their levels at the end of 1996, representing
a substantial boost to household net worth. Largely reflecting this
combination of favorable circumstances and the low inflation rate,
consumer sentiment reached record highs in early summer and
remained near those levels for the rest of the year. Growing income
and wealth together with buoyant sentiment led to a 3.8-percent rate
of spending growth over the four quarters of 1997—outpacing even
the robust growth of disposable income.

Against this backdrop of general prosperity only a few potentially
worrisome trends were discernible. The first was the drop in the per-
sonal saving rate implied by the excess of consumption growth over
income growth. A temporary shortfall in personal saving would not
necessarily be a problem, but the personal saving rate has remained
low for about a decade now, raising questions about whether
American households are preparing adequately for the future. A sec-
ond persistent concern has been the ongoing buildup of household
debt. Upon analysis, however, this growth in debt does not appear
very menacing, both because household assets have risen even faster,
and because households still appear to be able to service their rising
debt loads comfortably. A final potential concern has been the contin-
uing rise in personal bankruptcies despite the robust economy, which
might seem to suggest an increase in the number of households expe-
riencing sudden financial shocks. However, the bankruptcy rate has
been trending upward for about 20 years now, and the available evi-
dence suggests that the uptrend is attributable to a complex mix of
economic, legal, and social developments rather than a dramatic
worsening of the economic shocks hitting households.

THE CONFIDENT CONSUMER

Early in the summer of 1997 the Index of Consumer Sentiment con-
structed by the University of Michigan reached an all-time high; it
remained near that record level for the remainder of the year (Chart
2-4). Some observers have suggested that consumers have become
overly optimistic, and that a return to more normal levels of confi-
dence could have adverse economic consequences. But a major part of
the surge in consumer sentiment in 1997 can be explained by the
simultaneously favorable values of all four of the indicators that have
historically influenced consumer sentiment: the inflation rate, the
unemployment rate, the performance of the stock market, and, to a
lesser extent, the growth rate of household income. Moreover,
although Chart 2-4 shows that the actual level of sentiment in 1997
has been even higher than would be predicted given the values of
these indicators, the size of the underprediction is not large compared
with typical past prediction errors.
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The Michigan index comprises two subindexes: one for current con-
ditions and one for expected future conditions. Recently, both have
been hovering near record levels. Roughly two-thirds of the increase
in the index of expected conditions over 1997 can be attributed to the
favorable economic environment, and the remaining underprediction
is not large by historical standards. This suggests that consumers are
not unrealistically optimistic about future developments. However,
very little of 1997’s increase in the index of current conditions can be
explained by changes in observed aggregate variables. Again, the mag-
nitude of underprediction is not very large; moreover, there are good
reasons not to attribute this prediction error to irrational confidence
on the part of consumers. Because the current conditions index large-
ly reflects consumers’ answers to questions about their own individual
financial circumstances, a plausible interpretation of the prediction
error is simply that economy-wide variables such as the inflation rate
and the unemployment rate do not fully capture the complex elements
that influence consumers’ assessments of their personal financial situ-
ation. It therefore seems more appropriate to accept consumers’ rosy
assessments of their personal financial circumstances at face value.
And judging by past episodes when sentiment has exceeded the pre-
dicted value, the danger appears modest of a sudden sharp plunge in
sentiment that would quickly return it to the level that aggregate indi-
cators would predict.

Chart 2-4 Consumer Sentiment

Much of the increase in consumer sentiment recently can be explained by the
exceptional performance of the economy.
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Other measures of consumer attitudes also reflect optimism. The
Conference Board’s Consumer Confidence Index, the main alternative
to the Michigan index, rose to a 28-year record in December; as with
the Michigan index, a large part of the improvement in the Conference
Board index can be attributed to observable economic conditions. Both
the Michigan and the Conference Board surveys contain many ques-
tions that are not incorporated in their overall indexes, and answers to
these other survey questions have also generally been quite favorable.
For example, throughout the year consumers interviewed for the
Michigan survey said they expected low inflation rates to continue and
believed it was a good time to buy automobiles and houses.

THE CONDITION OF HOUSEHOLD BALANCE SHEETS

The exceptional performance of the stock market appears to be one
of the factors contributing to consumers’ sanguine assessments of
their financial circumstances. The rise in the stock market boosted
total household net worth by around $2.6 trillion over the course of
1997, following similarly strong gains in 1995 and 1996. Higher stock
prices lifted the ratio of household net worth to disposable income to
record levels (Chart 2-5).

Chart 2-5 Ratio of Household Net Worth to Disposable Personal Income

The stock market boom helped boost the household net-worth-to-income ratio to a
record level in 1997.
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Despite the recent boost to stock market wealth, the family home is
still the most valuable single asset most American households own.
On this front, too, 1997 brought encouraging news: the rate of home-
ownership reached a new all-time record, boosted by robust income
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growth and relatively low mortgage interest rates. Another factor
that has likely contributed to the increase in the homeownership
rates in the 1990s is the increasing availability of sub-prime mort-
gage loans, which do not meet traditional industry lending guidelines.
Such loans carry a higher interest rate to compensate lenders for the
extra risk. For example, home buyers who put up less than the tradi-
tional 20-percent down payment usually have to purchase private
mortgage insurance to guarantee repayment of the loan; the premium
for this insurance rises as the size of the down payment declines.
Indeed, mortgages that require no down payment at all are now
available for consumers willing to pay very high rates.

Home buyers who take advantage of these loans, of course, take on
more debt than was typical of past buyers who put up a traditional
down payment of 20 percent. The relaxation of down payment con-
straints is therefore probably part of the explanation for the runup in
mortgage debt depicted in Chart 2-6. Some of this rise, however, is
attributable to the increasing popularity of home equity borrowing. A
substantial part of new home equity borrowing likely reflects the
growing use of home equity loans to buy motor vehicles, to pay for
home repairs and additions, and to finance other large expenses that
might previously have been financed by separate consumer loans.
Home equity loans are an attractive way of financing such expendi-
tures because their interest is tax deductible, whereas the interest on
traditional consumer loans lost its tax-deductible status with the tax
reform of 1986.

Chart 2-6 Household Debt by Type
The ratio of household debt to disposable income has risen sharply since the
mid-1970s, mostly in the form of higher mortgage debt.
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The increasing substitution of mortgage debt for other kinds of debt
suggests that any assessment of the aggregate household balance
sheet needs to look at the value of all debts combined, not just mort-
gage debt. As Chart 2-6 shows, the uptrend in overall household debt
is somewhat less dramatic than that for mortgage debt alone; the
ratio of total debt to disposable income increased from 77 percent in
1986 to 92 percent in 1997. Nevertheless, the ratio of overall debt to
disposable personal income has been trending upward since the mid-
1970s, except for pauses around the recessions of the early 1980s and
early 1990s.

The chart does not support the common perception that aggregate
credit card borrowing has soared out of control. Although revolving
debt (which consists mainly of credit card debt) has grown more
rapidly than other kinds of borrowing, it still represents only a mod-
est fraction of consumers’ debt load. Most of the runup in total debt
instead reflects the sharp rise in mortgage debt.

Chart 2-7 Household Debt Delinquency Rates

After rising from 1994 to 1996, delinquency rates on credit cards and consumer loans
have stabilized. Mortgage delinquencies edged down to the lowest rate since 1980.
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The dominance of mortgage debt in household balance sheets
implies that the mortgage delinquency rate is a particularly impor-
tant indicator of the magnitude of debt repayment problems. Chart
2-7 shows that the mortgage delinquency rate has actually edged
down over the last year and remains well below rates posted in the
mid-1980s, suggesting that comparatively few consumers have found
their rising mortgage debt insupportable. The chart also shows that
although delinquency rates on credit card borrowing and consumer
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loans have gone up, they remain below their peak levels of the early
1990s and appear to have flattened off in the past year or so.

One probable reason why the continuing runup in debt has not
caused greater repayment problems is that interest rates have fallen,
reducing the payments required to service the outstanding stock of
debt (the debt service burden). The debt service burden has also been
lightened by an increase in the average duration of loans. Chart 2-8
shows that although the aggregate debt service burden has risen sub-
stantially since its trough in 1993, it is still below the level attained
in the late 1980s and certainly does not exhibit the relentless uptrend
evident in the ratio of total debt to disposable income.

Chart 2-8 Household Debt Service Payments

The debt service burden fell after the 1990-91 recession but has risen since 1994.
Although high by historical standards, it remains below late-1980s levels.
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On the whole, then, aggregate statistics paint a favorable picture of
the financial condition of households. Although household debt has
risen, the aggregate value of household assets has risen even more,
leading to a net gain in aggregate household net worth. Judging from
mortgage delinquency rates, the recent rise in the debt service burden
does not seem to be causing unusual strain. And although credit card
debt has been growing, this category still represents a relatively
minor fraction of the aggregate debt households owe.

Aggregate statistics, however, can sometimes mask divergent trends
among different subgroups of the population. If, for example, the rise
in household assets were occurring entirely among the affluent, and if
the rise in household debt were concentrated among lower income
households, then the increase in aggregate household net worth would
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not provide much reassurance about the ability of the indebted house-
holds to repay their debt. In practice, however, household-level data do
not seem to be telling a story very different from that told by the aggre-
gate data. Although affluent households still hold disproportionate
amounts of stock, the surging popularity of mutual funds and the rise
of 401(k) and other tax-sheltered retirement plans have considerably
increased the fraction of households who benefit directly from stock
market gains. Indeed, a recent poll found that roughly half of
American families own stock in some form. And as Table 2-2 shows,
although the debt service burden for the median household increased
somewhat between 1983 and 1989, by 1995 the combination of falling
interest rates and lengthening debt maturities had reduced the medi-
an household’s burden to near its 1983 level; the fraction of households
with high or very high debt service burdens (defined as debt service
payments greater than 30 and 50 percent of income, respectively) was
actually lower in 1995 than in 1983.

TABLE 2-2.—Household Debt Service Burden

Item 1983 1989 1995

Debt service burden of the median
household (percent of income) ... 12.8 15.2 131

Percent of households with debt
service burden:

Over 30 percent 18.8 23.1 16.3
Over 50 percent 6.4 7.9 5.6

! Debt service burden is required debt service payments as a percent of income.
Note. — Data are for households whose heads are employed.
Sources: Board of Governors of the Federal Reserve System and calculations of the Council of Economic Advisers.

THE PERSONAL SAVING RATE

The personal saving rate has been trending downward since the
mid-1980s. According to the preliminary figures currently available,
the personal saving rate in 1997 was only 3.8 percent, down from 4.3
percent in 1996. Given the exuberant level of consumer sentiment and
the large gains in household wealth last year, the fact that there was
a modest decline in the saving rate from 1996 to 1997 is neither sur-
prising nor disturbing; such modest annual fluctuations are of little
consequence. The longer term decline in personal saving, however, has
aroused considerable concern among academic economists and policy-
makers, for at least three reasons. First, because national saving is the
sum of personal, business, and government saving, low personal sav-
ing contributes to a low national saving rate, and low national saving
has a variety of negative consequences, which are discussed in more
detail later in this chapter. Second, the falling saving rate raises ques-
tions about whether many American consumers are preparing
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adequately for their retirement. Finally, families with too little savings
may be unprepared to deal successfully with financial emergencies
such as a spell of unemployment or large medical expenses.

Personal Saving and Retirement

One of the most obvious reasons for households to save is to provide
for a comfortable standard of living in retirement. One way to judge
whether personal saving is too low, then, is to ask whether consumers
appear to be saving enough for retirement. Several recent studies
have examined whether the baby-boom generation, in particular, is
doing enough retirement saving. One set of studies has concluded
that typical baby-boomers need to roughly triple their saving rates if
they hope to maintain their living standards in retirement. Another
study, however, asserts that even if they do not change their saving
behavior at all, the majority of boomers probably will not experience
a sharp drop in living standards upon retirement.

These different conclusions largely reflect a difference in approach.
The first set of studies begins by calculating the gap between the
income that baby-boomers can expect to receive from the combination
of Social Security and traditional pensions, and the income that
would be required to maintain their preretirement standard of living.
These studies then calculate the “target” saving rates that baby-
boomers would need to achieve to plug that income gap, and show
that the saving rates of typical baby-boom households are only about
a third of the target rates, leading to a “baby boom retirement ade-
quacy index” of 33 percent.

Critics point out that this approach can be misleading, in part
because it is not a measure of the consequences if consumers decide
not to increase their saving. In particular, an index value of 33 per-
cent does not imply that retirement spending will have to be one-third
the level of preretirement spending. For example, consider a house-
hold for whom Social Security and pensions will provide sufficient
retirement income to finance spending at 80 percent of preretirement
income, and suppose that the household only needs 85 percent of pre-
retirement income to maintain its accustomed standard of living.
(Spending needs could decline in retirement for several reasons,
notably the decline in commuting and other work-related expenses.)
Such a household could save nothing, and therefore would have an
index value of zero, yet would only experience about a 5-percent
decline in its standard of living at retirement.

An alternative way to evaluate the adequacy of retirement saving
is to calculate the ratio of the level of sustainable retirement spend-
ing to the level of spending necessary to maintain standards of living.
Using this measure of retirement adequacy, a recent study calculated
that, under plausible assumptions about the rate of return on sav-
ings, and assuming no changes in saving behavior or in the Social
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Security system, almost half of married-couple baby-boomer house-
holds in which the husband works full-time are saving enough to
maintain their standard of living in retirement. (Single baby-boomers
are probably not faring as well, however.) And only about a third of
these married-couple baby-boomer households are projected to suffer
large cuts in their standard of living. These figures improve if home
equity is included in the measure of retirement savings, although
there is some debate whether including home equity is appropriate.
The recent runup in the stock market would improve the picture fur-
ther, although most of the improvement would likely be concentrated
among the third of households who are already best prepared for
retirement to the extent that they hold a disproportionate share of
equity investments.

Even the optimists, however, acknowledge that current saving
rates of most baby-boom households are not high enough to provide
much of a cushion against the many uncertainties that they face. In
particular, if their retirement savings earn low rates of return, or if
rising medical costs or other unexpected expenses increase their
spending needs in retirement, or if retirement income from sources
other than personal savings falls substantially short of the projec-
tions made on the basis of current pension and social insurance
programs, then many baby-boomers may end up wishing they had
saved much more. And even under optimistic assumptions, it appears
likely that unless they boost their saving, most unmarried boomers
will reach normal retirement age with insufficient assets to fully
maintain their preretirement standard of living.

On the whole, therefore, it does appear that unless their saving
rates rise, a very substantial proportion of the baby-boom generation
is at risk of reaching retirement age with insufficient assets to main-
tain their standard of living. One response may be for them to delay
retirement. Since Social Security and many other pension benefits
are adjusted upward for those who delay retirement, some of the
boomers who are not saving enough to retire at the normal retirement
age may nevertheless be able to retire in relative comfort several
years later. Of course, those who have saved little but whose state of
health or line of work prevents them from remaining in the work force
may have no choice but to accept significantly lower living standards
in their retirement years.

Personal Saving and Financial Emergencies

When consumers are asked about their primary reasons for saving,
the most common answer is that saving is important in order to build
up resources that can be drawn upon in case of emergency. Although
precautionary saving of this kind cannot plausibly explain either the
practice of regular payroll deductions for pension plans or the accu-
mulation of wealth held by the richest few percent of households, it
can account for the consistent finding by consumer surveys that most
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households usually have on hand an amount of liquid assets that cor-
responds to between a few weeks’ and a few months’ worth of spending.

It is difficult to judge whether these liquid assets are enough to
cushion consumers against financial emergencies. Certainly, they
alone would not be enough to fully maintain spending through the
worst possible emergencies such as a long spell of unemployment. But
most households could probably substantially cut their spending dur-
ing an extended unemployment spell. Also, in today’s economy most
consumers have the option of credit card, home equity, or other kinds
of borrowing to finance emergency spending. Indeed, a potential par-
tial explanation of the drop in the personal saving rate over the past
decade is that some consumers have decided that credit cards or other
consumer credit sources can help fill the buffer role traditionally
served by liquid assets.

Unquestionably, credit card availability has risen in recent years.
Particularly notable has been the increase in availability of credit
cards to consumers in lower income and wealth brackets: in 1983 only
28 percent of consumers with annual incomes of less than $15,000 (in
1992 dollars) held credit cards, but by 1995 the ownership rate for
that group had increased to 44 percent. In addition, those groups of
consumers who already had credit cards in 1983 have seen a large
increase in their credit limits in recent years: the median total credit
limit among all consumers with cards increased from about $6,000 in
1989 to over $9,000 in 1995 (both in 1992 dollars).

As might be expected, credit card borrowing has increased as cred-
it has become more available. But the increases in borrowing have
been fairly modest compared with the increases in credit limits.
Table 2-3 shows the distribution of credit balances (the part of the
credit card bill that consumers choose not to pay off at the end of the
month) as a percentage of income for employed working-age con-
sumers in 1983, 1989, and 1995. Whereas the median ratio of credit
card balance to income was close to zero in all 3 years, consumers at
the 75th and 95th percentiles of the distribution had increasingly
large balances relative to their incomes. Still, even in 1995 con-
sumers at the 95th percentile of the distribution had credit card debt
equal to only 22 percent of annual income—a substantial but by no
means unbearable burden.

TABLE 2-3.—Household Credit Card Balances as a Percent of Income

Point in distribution ' 1983 1989 1995

Median household 0 0 1
Household at 75th percentile 2 3 6
Household at 95th percentile 7 14 22

! Distribution is that of households according to credit card balances as a fraction of income.
Note. — Data are for households whose heads are employed.
Sources: Board of Governors of the Federal Reserve System and calculations of the Council of Economic Advisers.
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The available data are consistent with the idea that the expanding
availability of credit card debt may have somewhat reduced the need
for consumers to hold buffer stocks of liquid assets, and thus may
have contributed at least modestly to the drop in the personal saving
rate. But for most households credit availability appears to have
increased considerably more than credit use, so that there appears to
be little reason to worry that typical households have less capacity to
withstand financial shocks. Even the small subset of consumers who
have run up quite substantial credit card debts could plausibly expect
to be able to repay those debts, if they do not experience a major dis-
ruption to their income or a large unavoidable expenditure. On the
other hand, consumers with large credit card debts who do experience
a major financial blow may be forced into bankruptcy.

THE LONG-TERM UPTREND IN THE BANKRUPTCY RATE

After remaining roughly stable over much of the 1960s and 1970s,
the personal bankruptcy rate began rising sharply sometime around
the late 1970s or early 1980s. Some have argued that this uptrend
resulted from passage of the Bankruptcy Act of 1978, which eased
some of the burdens of bankruptcy. Other analysts argue that the
approximate correspondence between passage of that act and the
beginning of the uptrend in bankruptcies is just a coincidence, and
that rising bankruptcy rates reflect other social and economic devel-
opments that would have led to a rising bankruptcy rate even if the
law had remained unchanged.

One intuitively plausible explanation is that the rise in bankrupt-
cies reflects the increasingly aggressive marketing of credit cards to
high-risk consumers who previously would not have been granted
credit at all. As noted above, it is true that some households have bor-
rowed increasingly large amounts on credit cards. Some of those
highly indebted individuals presumably end up in bankruptcy if they
lose their jobs or experience other large financial shocks. But there
are reasons to doubt that increased availability of credit cards pro-
vides a full explanation of the rise in bankruptcies. First, some
suggestive evidence indicates that credit card debt is not a large frac-
tion of the total debt of consumers who declare bankruptcy;
consumers who end up in bankruptcy court must therefore have bor-
rowed heavily from non-credit card sources. Second, much of the
increase in bankruptcy appears to have come not from low-income
consumers who until recently could not get cards, but from the kinds
of middle-income consumers who have presumably had access to cred-
it cards all along.

If excessive credit card borrowing is not a complete explanation for
the rising bankruptcy rate, what does explain the rise? One possibil-
ity is that an increasing number of consumers are simply taking on
more debt than they can manage, in non-credit card form as well as
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with credit cards. On its face, this explanation seems plausible in
light of the large increases in aggregate household debt over the past
15 years, depicted in Chart 2-6. But as noted above, although the
aggregate debt service burden has climbed recently, it remains below
its late-1980s levels, yet the bankruptcy rate has continued to rise.
And as shown in Table 2-2, the proportion of households who had
either high or very high debt service burdens was actually lower in
1995 than in 1983. Hence, the available data do not seem to support
the theory that bankruptcy has risen simply because increasingly
large numbers of ordinary consumers have unwisely taken out so
much debt that any financial shock will send them into bankruptcy.

Unfortunately, the evidence on alternative explanations is scant,
and no consensus has emerged among experts. One researcher points
out that, under the post-1978 bankruptcy law, up to 15 percent of
households could increase their net worth by declaring bankruptcy;
this researcher and others argue that the rise in the bankruptcy rate
over time largely reflects consumers learning about the costs and ben-
efits of declaring bankruptcy, perhaps partly through advertising by
bankruptcy lawyers. A related hypothesis is that there has been a
decline in the stigma associated with bankruptcy. This theory is con-
sistent with evidence showing that, controlling for other factors,
people who live in areas where the bankruptcy rate has been high in
the past are more likely to declare bankruptcy.

Other authors have suggested that increasing divorce rates, sky-
rocketing medical costs, or large legal judgments or settlements may
have contributed to the rise in the bankruptcy rate. However,
although each of these factors is clearly important in many individual
bankruptcy cases, none appears to be sufficient to explain more than
a small fraction of the increase in bankruptcies. For example, the
divorce rate stabilized in the mid- to late-1980s, yet bankruptcies
have continued to rise. And some evidence indicates that only a mod-
est fraction of bankrupt consumers have significant amounts of
medical debt or large legal judgments against them.

Whatever is driving the increase in bankruptcies, the rising bank-
ruptcy rate has focused attention on the bankruptcy system. In
response, in 1994 the Congress established a commission to recom-
mend reforms in the bankruptcy system. The National Bankruptcy
Review Commission released its final report in October 1997 (Box 2-5).

LONG-TERM GROWTH: BUDGET DEFICITS AND
NATIONAL SAVING

Since its first budget proposal in 1993, this Administration has
demonstrated a strong commitment to reducing the Federal budget
deficit. As a result, the deficit has declined from $290 billion in 1992
to only $22 billion in 1997, or from 4.7 percent to 0.3 percent of GDP.
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Box 2-5.—The National Bankruptcy Review Commission

The National Bankruptcy Review Commission, created by
Congress in 1994 and charged with recommending bankruptcy
reforms, released its final report in October 1997. The commis-
sion’s proposals for business bankruptcy reform are largely
uncontroversial. Perhaps partly because of a lack of compelling
evidence, the commissioners were unable to achieve consensus
on what has caused the rise in personal bankruptcies, and
therefore could not agree on a set of final recommendations for
personal bankruptcy reform. Many of the commission’s final rec-
ommendations regarding personal bankruptcy were approved
by a bare 5-4 majority of commissioners, and the minority wrote
a series of detailed dissents explaining their objections. The dis-
senting commissioners argue that the recommendations of the
report are too lenient toward debtors. For example, the majori-
ty’s reform plan does not mandate that consumers with incomes
over some threshold be forced to repay a portion of their debts
out of future earnings.

In August 1997 the President and the Congress sealed a historic
agreement that was projected to lead to a balanced budget by 2002;
the continuing robust performance of the economy since August has
improved the outlook further, leading the President to propose a bal-
anced budget for fiscal 1999.

Balancing the budget has been achieved in large part through a
combination of expenditure restraint and increases in income
taxes for the 1 percent of households with the highest incomes. Both
budget cuts and tax increases are difficult and painful measures.
Why did the Administration judge that taking such measures was so
important? Principally because persistent budget deficits as large as
those of the 1980s and early 1990s constitute an unacceptable drain
on national saving.

To see why budget deficits reduce national saving, it is useful to
imagine the private saving of all Americans as flowing into a common
national pool. This pool of saving is then made available to borrowers.
The budget deficit measures how much of this pool of saving is drawn
down by the government; national saving is the amount left in the
pool after the government has borrowed what it needs to pay for that
portion of current expenses that exceed its current revenues.

Because of the reduction in Federal borrowing, net national saving
(gross national saving less depreciation of the private and public cap-
ital stock) has increased from 3.1 percent of GDP in 1992 to 6.4
percent in 1997 (on the basis of incomplete data for the year). But
even this net national saving rate is far below the 10-percent aver-
age over the period 1960-80.
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Given the Nation’s favorable recent economic performance even
without a high national saving rate, it might be tempting to conclude
that the low national saving rate does not matter. But such a con-
clusion would be a mistake. There are still good reasons to believe
that the benefits of boosting national saving would outweigh the
short-term pain of cutting back on spending.

SAVING IN A CLOSED ECONOMY

One way of thinking about whether more saving would make the
Nation better off is to ask whether the aggregate capital stock is at
the “golden rule” level—the level that maximizes sustainable per
capita consumption. (Economists call this the golden rule level
because every generation must resist the temptation to consume
more than its share and thereby leave less for future generations.)

Whether an economy is at the golden rule level can be determined
by comparing the net extra output that would be produced by more
capital against the cost of equipping the growing work force with
that extra capital. If the extra output is greater than this cost, then
total national output could be increased by adding to the capital
stock. In the United States, economists estimate that the before-tax
rate of return on additional capital is much higher than the cost of
equipping the work force with extra capital, implying that the
Nation’s capital stock is well below the golden rule level.

The golden rule, however, is an imperfect way to judge whether
saving should be higher. The principal problem is that the rule pro-
vides no way to weigh the short-term pain from lower current
consumption against the long-term gain from eventually higher
future consumption. A more flexible framework is provided by the
“modified golden rule,” which makes explicit assumptions about how
current consumption should be traded off against future consump-
tion. The modified golden rule assumes that society as a whole is
slightly impatient, in the sense of preferring current consumption to
future consumption, and that consumers prefer gradual changes in
the level of consumption and dislike abrupt changes. But under plau-
sible assumptions about the before-tax rate of return, the rate of
impatience, and the degree to which one year’s consumption is sub-
stitutable for another year’s, even the modified golden rule implies
that the saving rate is too low.

SAVING IN AN OPEN ECONOMY

In an economy closed to foreign trade and capital, all domestic invest-
ment must be financed by domestic saving. One of the principal
benefits of increasing globalization of trade and capital markets is that
the ability to borrow and lend in foreign markets relaxes the need to
balance national saving with national investment in every year. If
attractive investment opportunities are available at home but domestic
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saving is insufficient to pursue them, foreign investors can step in;
the resulting excess of investment over national saving is manifested
in a current account deficit. This aspect of globalization has been a
favorable development for the United States, because it has allowed
the economy recently to invest in capital equipment at high rates
despite the persistently low national saving rate. The high rates of
investment in capital equipment over the past few years have been
critical in preventing the kinds of production bottlenecks that have
often led to rising inflation rates at comparable points in past busi-
ness cycles.

But maintaining national investment above national saving over
long periods does come at a price: growing indebtedness to foreign
investors. In the long run, increased foreign indebtedness means that
a portion of the extra future output generated by the extra invest-
ment will be needed to pay a return to foreign lenders. In light of the
demands that will be placed on the economy over the next 30 or 40
years by the retirement of the baby-boom generation, and considering
that countries that are currently lending to us face similar demo-
graphic challenges, there remains a strong argument that it would be
better to finance our high investment rates more through higher
national saving and less by borrowing abroad.

IMPLICATIONS

This Administration has believed from the beginning that the case
for a higher national saving rate is compelling. That conviction led to
the Administration’s steadfast commitment to reducing the budget
deficit. But as important as the progress on the budget deficit has
been, the net national saving rate is still too low. One important pri-
ority for the Administration and the Nation is to address the actuarial
imbalance in the Nation’s entitlement programs in a way that
increases the national saving rate and thereby increases the
resources available to meet the impending demographic crunch.

FORECAST AND OUTLOOK

THE ADMINISTRATION FORECAST

The Administration projects GDP growth over the long term at
about 2.4 percent per year—a figure consistent with the experience so
far during this business cycle as well as with reasonable growth rates
of its supply-side components. From the business-cycle peak in the
third quarter of 1990 until the third quarter of 1997, real output
growth has averaged 2.4 percent per year. This figure is the average
of real growth rates of the product side (gross domestic product, 2.3
percent) and the income side (gross domestic income, 2.6 percent).
Because the unemployment rate fell by 0.1 percentage point per year
over this period, the empirical regularity known as Okun’s law sug-
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gests that these growth rates overstate the growth of trend output by
0.2 percentage point—a calculation that results in a backward-look-
ing estimate of 2.2-percent growth of potential output.

This estimate is likely understated by about 0.2 percentage point
because of methodological problems with the CPI that have been or
will soon be corrected (Box 2-6). By lowering measured inflation
while leaving nominal GDP unaffected, these methodological changes
will boost measured real output (and better capture its true value).

Box 2-6.—Methodological Changes in the Consumer
Price Index

The Bureau of Labor Statistics has recently made several
methodological changes that have improved the accuracy of the
consumer price index; a few more changes are planned over the
next several years (Table 2-4). Most of these improvements have
reduced the measured increase in the CPI, and many of these
also will affect the deflation of nominal output, and therefore
will raise the growth rate of measured real GDP. Changes made
through 1997 include the substitution of generic drugs when
patents expire on proprietary brands; the correction of a prob-
lem in rotating new stores into the survey through a procedure
called “seasoning” (a problem that was corrected first in the food
category and later in other categories of goods); the modification
of the formula for measuring increases in rent; and a change to
measuring transaction rather than list prices for hospital ser-
vices. Changes scheduled to be made in the next 2 years include
a switch to measuring computer prices by their intrinsic char-
acteristics (“hedonics”); an update of the market basket from
1982-84 to 1993-95; the use of geometric rather than arithmetic
means to address substitution bias within categories; and more
frequent rotation of the items sampled in categories with many
new product introductions.

The changes made through 1997 have a combined effect of
lowering the CPI inflation rate by 0.28 percentage point per
year, and raising real GDP growth by 0.06 percentage point per
year. The post-1997 changes lower CPI inflation by 0.41 per-
centage point per year and raise real GDP growth by 0.14
percentage point per year.

In addition, continued capital deepening may add a bit to produc-
tivity growth as the net capital stock grows faster than GDP. This
would not happen in a steady state where capital and output are
growing at the same pace. But the economy is projected not to reach
a steady state during the forecast period, as the relative price of cap-
ital is expected to continue to fall.
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TABLE 2-4.—Expected Effects on Changes in the CPI and Real GDP of CPI
Methodological Changes

Percentage-point
Y effect on:
Change in method _ ear

¢ introduced cPl Real GDP

percent percent

change change
Pre-1998 -0.28 0.06
Generic prescription drugs ......oeveeevevveeeveeierinns 1995 -01 .00

Food at home seasoning............ . 1995 -.04 0

Owners’ equivalent rent formula . 1995 -.10 .00
Rent composite estimator..........coocoveveirsrierrsrinnns 1995 .03 .00
General seasoning 1996 -10 .06
Hospital services index. ........ccccoevereeverierierierinnns 1997 -.06 .00
1998 and after -A41 14
Personal computer hedonics..........coovvevereerinrinns 1998 -.06 .00
Updated market basket ........c..cooocvvvvevervriccinnne. 1998 -.15 .02
Geometric means 1999 -15 .09
Rotation by item 1999 -.05 .03
Total -.69 20

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

COMPONENTS OF LONG-TERM GROWTH

After rising rapidly in the 1970s and 1980s, the labor force
participation rate was relatively flat between 1990 and 1996. But
the participation rate rose 0.3 percentage point to 67.1 percent in
1997—the first year in which it surpassed the 1990 level (after
correcting for the redesign of the Current Population Survey).
One might interpret the pickup in participation in 1997 as
a return toward the rapid growth of earlier decades, but other
explanations, which suggest that the increase in the rate of
participation growth will not endure, are also likely. Given the strong
growth of labor demand, it seems that some of last year’s labor force
pickup ought to be interpreted as a cyclical response to a tight labor
market.

The welfare reform law passed in the summer of 1996 may also
have boosted labor force participation growth last year and can be
expected to do so for several years to come. The legislation requires
that, by 2002, States either reduce their welfare caseloads by 50 per-
cent or have 50 percent of the caseload either working or engaged in
work-related activities (such as vocational or job skills training), or
some combination or the two (with some exemptions). This legislation
also set a 2-year time limit on any spell of welfare recipiency and a 5-
year lifetime limit, except that 20 percent of a State’s caseload may be
exempted from this requirement. Rough calculations suggest that the
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requirement for work-related activities and the 2-year limit on wel-
fare spells together could cause the labor force participation rate to
grow by almost 0.1 percentage point per year over the next several
years.

At the same time, the long-term demographic forces that have
restrained growth in labor force participation in the 1990s are
expected to remain in place. The stalling of the overall participation
rate in the 1990s is accounted for largely by a deceleration in the
participation rate of women; the participation rate for men has
fallen no faster than in earlier years. The child dependency ratio
(the number of children per woman aged 20-54) 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 fraction
of women to enter the labor force between the mid-1970s and
the 1980s, but its subsequent flattening in the late 1980s has
limited further increases in participation.

Balancing these influences, the Administration’s long-term outlook
includes a 0.1-percent per year increase in the participation rate
through 2007. Together with population growth of 1.0 percent per
year for the working-age population, this implies labor force growth
of 1.1 percent per year (Table 2-5).

PRODUCTIVITY

A good way to begin the analysis of productivity growth is by exam-
ining the recent past. Labor productivity (that is, worker output per
hour) can be measured using either the product-side or the income-
side measure of output (Chart 2-9). By the product-side measure,
labor productivity has grown at a 1.1-percent annual rate since the
business-cycle peak in the third quarter of 1990, whereas the income-
side measure shows productivity growth at a more robust 1.5-percent
annual rate. Because neither of these two measures is perfect, an
argument can be made for averaging them, to yield an estimated
annual rate of 1.3 percent over this business cycle.

By either measure, productivity growth was particularly rapid over
the first three quarters of 1997, as noted earlier. An acceleration in
productivity is not usually observed in the latter part of an expansion
(Chart 2-10); historically, productivity growth has tended to slow
as the economy returns to full employment. This tendency could
reflect several factors, such as overly optimistic hiring decisions
by firms, or firms’ having to hire less productive workers as the labor
market tightens. Whatever the explanation, the fact that no
such slowdown is now apparent is evidence that none of these
imbalances are currently present, and that the economy is behaving
as if it remains in a mid-expansion phase, rather than an end-of-
expansion phase.
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TABLE 2-5.—Accounting for Growth in Real GDP, 1960-2005
[Average annual percent change]

1960 11 1973 IV 1990 111 1997 1
Item to to to to
1973 IV 1990 111 1997 111 2005

1) Civilian noninstitutional population aged 16 and over ... 1.8 1.5 1.0 1.0
2) PLUS: Civilian labor force participation rate ' 1
3) EQUALS: Civilian labor force ' 2.0 2.0 1.1 1.1
4) PLUS: Civilian employment rate .......ccc.ooevveeeeemrresresrienisesis 0 -1 1 -1
5) EQUALS: Civilian employment * 2.0 1.9 1.2 1.0
6) PLUS: Nonfarm business employment as

a share of civilian employment *2... 1 1 2 1
7) EQUALS: Nonfarm business employment ...........ccccccvmeevevnnerennne 2.1 2.0 1.4 1.1
8) PLUS: Average weekly hours

(nonfarm b ) -5 -4 1 0
9) EQUALS: Hours of aII persons

(nonfarm b 1.6 17 15 1.1
10) PLUS: Output per hour

(productivity, nonfarm BUSINESS)........ccccrreeereereerienriieesiiressienns 2.9 1.1 1.1 ¥l5) 1.3
11) EQUALS: Nonfarm business output..........cooccveeeeevverrerserernsenens 4.5 2.8 27 3.0 2.4
12) LESS: Nonfarm business output as a share

of real GDP * 3 1 A4 (4) 1
13) EQUALS: Real GDP 42 2.7 23 °(2.6) 2.3

! Adjusted for 1994 revision of the Current Population Survey.

“Line 6 translates the civilian employment growth rate into the nonfarm business employment growth rate.

* Income-side definition.

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

° GDP growth is projected to fall below its long-term trend (2.4 percent) as the employment rate is projected to fall 0.1
percent per year over this period.

Note.—Detail may not add to totals because of rounding.
Except for 1997, time periods are from business-cycle peak to business-cycle peak to avoid cyclical variation.

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

Because hours worked usually reacts to changes in output with a
lag, hours probably have not caught up with the acceleration
in GDP in 1997. As a result, the growth of productivity over
the four quarters ending in the third quarter of 1997 likely exceeded
its trend rate, as it often does midway through an expansion. A better
estimate of trend productivity growth comes from a model that takes
this lagged adjustment into account. This procedure estimates that
the trend rate of productivity thus far in this business cycle
has been similar to the 1.1-percent annual rate that has prevailed
since 1973. Looking ahead, measured productivity can be expected to
grow at a 1.3-percent annual rate because of the 0.2-percentage-point
effect that the CPI methodological adjustments will have on real
GDP.

82



Chart 2-9 Alternative Measures of Productivity
Since the last business-cycle peak, the income-side measure of productivity has grown
significantly faster than the product-side measure.
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Chart 2-10 Productivity Growth and the End-of-Expansion Effect
Nonfarm business productivity growth has slowed in the late stages of almost all
previous postwar expansions. Over the past year, productivity accelerated.
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INFLATION CONSIDERATIONS

Continued labor market tightness can be expected to put some up-
ward pressure on inflation. With the relative price of investment goods
continuing to fall, strong growth of investment is expected to keep
industrial capacity relatively more ample than labor supply. And the
future development of inflation will also be affected by the factors that
have thus far suppressed it. The restructuring of the Asian economies
virtually guarantees that the price of imports from these economies will
remain low and may fall further. The relative price of computers will
continue to fall, although the rate of decline is expected to return to the
roughly 15-percent annual rate that has prevailed over much of the
1990s. Finally, the methodological changes to the CPI planned to be
implemented before 2000 are eventually expected to lower annual CPI
inflation by another 0.4 percentage point, and the price index for GDP
by 0.1 percentage point. With these considerations in mind, the Ad-
ministration projects CPI inflation to creep up by about 0.3 percentage
point over the next few years, to 2.3 percent by 2000.

THE DEMAND FOR HOUSING

A surge in the fourth quarter raised residential investment growth
above that of GDP during the past year. New home construction (hous-
ing starts and shipments of mobile homes) was roughly unchanged in
1997 from its year-earlier pace, despite a jump in the fourth quarter.
Demographic trends indicate stable demand for housing during the next
decade.

The current shape of the age distribution reflects the legacy of the
baby boom and the baby bust. Because most new households are formed
by young adults, the passage of the first wave of baby-boomers into the
prime years of household formation in the late 1970s was associated
with a rapid pace of home construction and rising house prices. But
household formation fell to an annual rate of about 1.1 million per year
during the first half of the 1990s as the smaller baby-bust cohort moved
into adulthood. Demographic forecasts project a similar rate of house-
hold formation over the second half of the 1990s.

In addition to growth in the number of households, demand for new
homes is created by the replacement of homes that are scrapped or
destroyed and by the increase in the number of second homes and
vacant homes (Table 2-6). Replacement demand (which can be estimat-
ed over long periods only) has averaged about 300,000 units per year.
The increase in “vacant” homes (which includes second homes) is high-
ly cyclical and has reflected the general economic strength of recent
years, but tends to average about 200,000 units per year. Altogether,
housing demand has averaged 1.53 million units per year thus far in the
1990s and, in light of the demographic forecast, is expected to continue
at a similar pace for the next decade.
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This projection of the long-run demand for housing is slightly
stronger than what has prevailed thus far in the 1990s, but not quite
as strong as demand in the past 2 years. As Table 2-6 shows, long-run
demand is consistent with a rate of housing starts of roughly 1.40 mil-
lion units per year, slightly below the 1.48-million-unit pace of
homebuilding in 1997. Of course, economic conditions can push housing
starts away from their demographic fundamentals. Recessions gener-
ally slow the pace of both home construction and household formation
as young people remain longer in their parents’ homes—this is what
happened in 1990. In good times, people spend more on larger homes
and second homes. If the current good times continue, homebuilding
could exceed these projections of its demographic determinants.

TABLE 2-6.—Contribution of Selected Determinants of
Demand and Supply for New Homes

[Millions, annual average]

Determinant 1970s 1980s 1990-96 1996-2006

Demand:
Household growth 1.73 1.26 1.05 1.10
Change in vacancies 20 A0 18 24
Net removals .30 .30 .30 .30

Total demand 2.23 1.96 1.53 1.64

Supply:
Single-family homes 1.14 .99 1.05 1.08
Multifamily homes .62 51 24 .30
Mobile homes .37 25 .26 .26

Total supply 2.12 1.75 1.54 1.64

Measurement error A1 21 -.01 .00

Note. — Detail may not add to totals because of rounding.
Sources: Department of Commerce (Bureau of the Census) and Council of Economic Advisers.

THE NEAR-TERM OUTLOOK

Both supply- and demand-side considerations argue for some mod-
eration in real GDP growth from its rapid 3.6-percent annual pace of
the past 2 years (Table 2-7). On the supply side, the unemployment
rate has fallen about a percentage point over the past 2 years, and it
is therefore doubtful whether a further decline of this magnitude could
be accommodated without inflationary consequences. Labor force
growth has not kept up with demand in the past 2 years, nor can it be
expected to keep up with a repetition of that kind of demand growth.

On the demand side, some restraint is likely to come from the inter-
national economy, where the recent rise in the dollar and the restruc-
turing of several Asian economies may slow the demand for
American-built products. Because the direction of trade responds
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with a lag to changes in the exchange rate, the large rise in the dol-
lar over the past 2 years is likely to boost demand for imports and
limit growth of our exports. The recent movements of the Asian cur-
rencies are particularly dramatic and will make imports from these
economies less expensive. Even so, the cloud formed by the Asian
restructuring has a silver lining: aggressive competition from foreign
producers is likely to restrain domestic inflation—as it has during the
past 2 years.

TABLE 2-7.—Administration Forecast

Actual

Item 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004
1996 | 1997
Percent change, fourth quarter to fourth quarter
Nominal GDP 56| '5.8| 40| 41| 43| 46| 46| 46 47
Real GDP (Chain-type) ............ccooemurrvvevervnerrvnirenens 32| 89| 20| 20 20| 23| 24| 24 24
GDP price index (Chain-type) ......cccccvevverervvreveeenens 23] '18 2.0 2.1 2.2 2.2 2.2 2.2 2.2
Consumer price index (CPI-U) ....cooovvvrvvereieriirs 3.2 1.9 2.2 22 2.3 2.3 2.3 2.3 2.3

Calendar year average

Unemployment rate (percent) ...........coooceevveeervennes 5.4 49 4.9 5.1 5.3 5.4 5.4 5.4 5.4

Interest rate, 91-day Treasury bills (percent) ...... 5.0 5.1 5.0 49 4.8 47 4.7 47 47

Interest rate, 10-year Treasury notes (percent) ...... 6.4 6.4 59 58 5.8 5.7 5.7 5.7 5.7

Nonfarm payroll employment (millions) ................ 119.5('122.3 | 124.0 | 125.4 | 126.8 | 128.4 | 130.4 | 132.5| 134
! Preliminary.

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

Other factors also are expected to slow the growth of demand.
Business purchases of capital goods have been growing faster than the
overall economy, and because the relative price of equipment invest-
ment is falling, this trend is expected to continue. However, some
moderation of the recent torrid pace is expected as business demand
for capital goods becomes more sated. A similar effect may limit
expenditures on consumer durables, where—given the length and
strength of this expansion—pent-up demand has been exhausted.

The rate of inventory investment was particularly strong during the
first half of 1997 and remained high despite tapering off somewhat in
the second half of the year. Because output grew so rapidly, invento-
ries remain lean with respect to sales, and certainly no overhang of
excess inventories exists at this point. Still, the rate of inventory
growth during 1997, at about 5 percent, is in excess of what will be
needed once demand moderates to its trend. As a result, inventory
investment is also expected to restrain near-term growth in demand.
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As in recent Administration projections, a moderation in output
growth to 2.0 percent is projected in the near term—slightly below the
economy’s long-run growth rate, but in line with the consensus of pro-
fessional economic forecasters. The balance of the Administration’s
forecast is built around a growth rate for potential output of 2.4 per-
cent per year. The Administration does not think that 2.4-percent
annual real growth is the best that the economy can do; rather, this
projected growth reflects a conservative estimate of the effects of
Administration policies to promote education and investment and to
balance the budget. The outcome could be even better—as it has been
in the past 2 years. But the Administration’s forecast is used for a very
important purpose: to project Federal revenues and outlays and the
Federal budget deficit. For this purpose excessive optimism is danger-
ous and can stand in the way of making difficult but necessary budget
decisions. In the final analysis, the most important goal is the creation
of a sound forecast that accurately captures likely economic trends.

As of December 1997 the current expansion had lasted 81 months,
making it the third longest in the postwar record. There is no fore-
seeable reason why this expansion cannot continue. As the 1996
Report argued, expansions do not die of old age. Instead, recent post-
war expansions have ended because of rising inflation, financial
imbalances, or inventory overhangs. None of these conditions exists
at present. The most likely prognosis is therefore for sustained job
creation and continued noninflationary growth.
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CHAPTER 3

The Economic Well-Being
of Children

AFTER DROPPING SHARPLY IN THE 1960s, the official pover-
ty rate among children trended upward from 1969 to 1993, reflecting
increases in the share of children in single-parent families and
declines in real wages at the bottom of the income distribution.
Recently, however, the picture has improved, as the child poverty
rate declined by 2.2 percentage points from 1993 to 1996.

Other measures of children’s material well-being have improved
recently as well. Since the early 1990s the share of children in house-
holds reporting that they did not have enough food to eat has
decreased, the share of households with children living in inade-
quate housing has fallen, and children’s use of basic health services
has increased. Continued declines have also been recorded in infant
and child mortality rates, and some measures of children’s educa-
tional achievement have improved.

Nevertheless, many children remain economically vulnerable. In
1996 one in five children was officially poor; in 1995 one in nine lived
in households paying more than half of their income for housing, and
one in seven did not have health insurance; and in 1994 one in 56
lived in households where children experienced hunger due to inad-
equate resources for food. These factors place children at risk of both
current and future hardship, as many of these factors may be criti-
cal to children’s long-term development.

This Administration has adopted a range of strategies to improve
the economic and social well-being of children. The first of these is to
put in place a system that guarantees that children’s basic needs are
met. For this reason the Administration has supported major initia-
tives to expand health insurance, child care, and subsidized housing
and has substantially strengthened the child support enforcement
system. The second strategy is to provide financial support to needy
families in a way that promotes work and personal responsibility. To
achieve these goals the Administration proposed and the Congress
enacted increases in the minimum wage, an expansion in the earned
income tax credit (EITC), and a major restructuring of the welfare
system. The third strategy is to invest in programs that enrich chil-
dren’s educational opportunities, by expanding the Head Start
program and encouraging higher standards for elementary and sec-
ondary schools.
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This chapter begins by describing recent economic and demograph-
ic trends that have influenced the economic well-being of children,
and recent programs designed to improve the economic status of fam-
ilies with children. The second section reports on changes in two key
components of children’s material well-being: food sufficiency and
housing conditions. The third section describes recent changes in chil-
dren’s health outcomes, access to health care, and health insurance
coverage rates. The concluding section discusses child care and edu-
cational programs for children.

TRENDS IN THE ECONOMIC WELL-BEING
OF CHILDREN

THE LINK BETWEEN INCOME AND
CHILDREN’S WELL-BEING

The adequacy of family income is a critical predictor of both the pre-
sent and the future well-being of children. Children who grow up in
low-income families score lower on standardized academic achieve-
ment tests, are less likely to complete high school, complete fewer
years of school, and are likely to have lower earnings when they enter
the labor market than children who grow up in higher income fami-
lies. Most studies find that family income is more strongly correlated
with children’s achievement than parental schooling or family struc-
ture.

Low family income might affect children’s well-being for any of sev-
eral reasons. One is that low-income parents may not be able to afford
to invest as much in the things that improve their children’s well-
being, such as food, shelter, medical care, and education. A second is
that the poor are more likely to live in neighborhoods with a high con-
centration of poverty and thus may face higher crime rates, poorer
quality schools, and more limited connections to mainstream econom-
ic activity. A third is that low-income families may experience higher
levels of emotional distress, due to the economic pressures of living on
a limited income.

Finally, income may be highly correlated with children’s achieve-
ment not because income directly affects child well-being, but because
income is associated with some other, hard-to-measure factor that
does affect child well-being, such as the value that parents place on
education. For example, children from high-income families may per-
form better on standardized academic tests than children from
low-income families not because they have higher incomes but
because their parents encouraged them to work harder in school. If
this is so, increasing family income will not necessarily increase chil-
dren’s academic achievement unless it also increases parents’
commitment to their children’s education. A recent study found that
more sophisticated techniques that control for potential differences
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across families produced lower estimated impacts of family income on
child well-being than suggested by simple correlations of family
income and child well-being.

MEASURING TRENDS IN CHILD POVERTY RATES

One of the most commonly used measures of the adequacy of fami-
ly income is the poverty rate. The poverty rate is the percentage of the
population who live in families with before-tax cash incomes below a
defined level of need, called the poverty line. The official poverty line
in use today was devised in the early 1960s and based on the mini-
mum cost of a nutritionally adequate diet. This amount was
multiplied by three, because data from the late 1950s suggested that
the typical family spent one-third of its income on food. Since then the
poverty line has been updated annually for inflation using the con-
sumer price index for all urban consumers. In 1996 the poverty line
for a family of two adults and two children was $15,911. Many people
have argued that the official poverty measure should be modified to
account for family income and family income requirements different-
ly. Box 3-1 describes a recent proposal by the National Research
Council to change the way we measure poverty.

Box 3-1.—How Does Our Poverty Measure Affect Our
Conception of Poverty?

A 1995 report by the National Research Council (NRC) rec-
ommended a number of changes in the way we measure poverty.
Its recommendations include the following:

® Defining income. On the one hand, the definition of family
income should be expanded to include other important
sources of purchasing power, such as the EITC, food
stamps, and housing subsidies. On the other hand, some
necessary expenditures that reduce a family’s resources
available for basic consumption needs should be subtracted
from income, such as taxes, necessary child care and other
work-related expenditures, child support payments, and
out-of-pocket medical expenditures.

e Setting a threshold. Poverty thresholds should be adjusted
to provide a more accurate measure of family income
requirements. First, the consumption bundle used to derive
thresholds should be based on food, clothing, and shelter,
not food consumption alone. Second, thresholds should
reflect regional variations in housing costs. Third, thresh-
olds should be adjusted for family size in a more consistent
way than currently. Finally, thresholds should be updated
to reflect changes in expenditure patterns over time.
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Box 3-1.—continued

A recent study used key elements of the NRC proposal
to estimate alternative poverty rates from 1991 to 1996. These
estimates produced increases in poverty from 1991 to 1993 sim-
ilar to, and decreases in poverty from 1993 to 1996 somewhat
larger than, those under the official measure. In addition, under
the alternative measure a smaller proportion of the poor are
children, black, or members of female-headed households. These
changes reflect the fact that the new measure more completely
accounts for in-kind transfers, such as food stamps and housing
benefits, and for work-related expenditures. As a result, the new
measure tends to decrease the relative poverty rate of persons
who are more likely to receive in-kind transfers, and to increase
the relative poverty rate of employed low-income persons with
higher work-related expenses.

Chart 3-1 shows that the poverty rate for children declined sharply

from 1960 to 1969 and has since trended upward, with peaks in 1983
and 1993. (Throughout this chapter “children” refers to persons under
age 18 except where stated to the contrary.) Chart 3-1 also illustrates
an experimental poverty measure developed by the Bureau of the

Chart 3-1 Poverty Rates of Children
The child poverty rate rose between 1978 and 1993 after falling steeply in the 1960s. It
has declined again since 1993, especially after including taxes and in-kind benefits.
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Census, which includes taxes and in-kind transfers in family income.
Including taxes and transfers reduces the estimated poverty rate in
each year but does not substantially affect the trend in poverty from
1979 to 1993. Since 1993, poverty rates have declined more rapidly
under the experimental than under the official measure. This is
largely attributable to recent expansions in the EITC, which affect
the experimental but not the official measure of poverty.

Estimates of changes in the poverty rate are sensitive to the
method used to adjust the poverty line for inflation. Some have
argued that the price index used in the official poverty measure has
overestimated the actual level of inflation. (See the 1997 Economic
Report of the President for a discussion of this issue.) Under some
alternative estimates of poverty that incorporate different inflation
estimates, poverty trends for children are flat or down over the last
several decades.

Table 3-1 shows poverty rates for children of different ages, races,
family status, and incomes in 1996. In that year 20.5 percent of all
children were poor, 9.0 percent were in extreme poverty (defined here

TABLE 3-1.—Children with Family Incomes Below Different
Income Cutoffs, 1996

[Percent of children in each category]

Family income
Demographic
category Less than half Less than Less than twice
of poverty line poverty line poverty line

Age of child:'

Under 6 . 10.5 22.7 46.2

6-17 ...... 74 18.3 40.7
Race/ethnicity of child:

White ... 6.6 16.3 38.2

Black ... 20.6 39.9 68.0

Hispanic 14.7 40.3 72.0
Family status:

Female-headed ..o 25.8 49.3 76.3

Married couple 2.8 10.1 31.0

All children 9.0 20.5 43.2

! Children in families.
Note.—Income is before-tax cash income.
Source: Department of Commerce (Bureau of the Census).

as family income less than half the poverty line), and 43.2 percent
were poor or near poor (defined here as family income less than twice
the poverty line). The poverty rate for children under age 6 was 1.25
times that for children aged 6-17, the rate for black and Hispanic chil-
dren was 2.5 times that for white children, and the rate for children
in female-headed households with no husband present was nearly
five times that for children in married-couple families. Over one-quar-

93



ter of children in female-headed families lived in families with
incomes below half the poverty line, and over three-quarters of this
group lived in families with incomes below twice the poverty line.

EXPLAINING RECENT CHANGES IN CHILD POVERTY

Changes in family structure, labor market opportunities, and
transfers are all likely to have an important influence on child pover-
ty. This section briefly describes each of these three factors. It then
estimates the relative influence of these factors on changes in child
poverty since 1979.

Family Structure

Changes in family structure are likely to have had a substantial
influence on child poverty rates over the past few decades. The per-
centage of children living with their mother only has nearly tripled
since 1960. This reflects increases both in the percentage of children
living with a mother who is divorced or who is married but not cur-
rently living with her husband and in the percentage living with a
never-married mother (Chart 3-2). Because children in female-head-
ed households have poverty rates nearly five times those of children
in married-couple households, an increase in the percentage of chil-
dren in female-headed households is likely to increase child poverty.

Chart 3-2 Children Living with Their Mother Only, by Marital Status of Mother
The percent of children living with their mother only has nearly tripled since 1960.
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Children in female-headed households have a higher risk of living
in poverty for two reasons. First, most single mothers do not receive
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child support and must therefore rely on a single income. Nearly two-
thirds of all divorced, separated, or never-married women with
children did not receive child support payments in 1991. Second, that
single income is likely to be lower in a female-headed than in a male-
headed household, because women typically earn less in the labor
market than men. In 1996 the median earnings of full-time, year-
round workers were about 25 percent lower for women than for men.

Macroeconomic and Labor Market Conditions

Both macroeconomic and labor market conditions can affect child
poverty because they influence the quality and quantity of jobs avail-
able to parents. Table 3-2 shows how changes in child poverty rates
are related to two key indicators of macroeconomic performance: the
unemployment rate and the economic growth rate, as measured by
annual growth in real gross domestic product per capita. The marked
decline in child poverty from 1959 to 1969 coincided with both high
economic growth rates and decreases in unemployment. Some studies
have attributed the decline in poverty over this period to these strong
macroeconomic conditions.

TABLE 3-2.—Changes in Child Poverty Rate and
Selected Macroeconomic Indicators

Period

Change in official
poverty rate of
children
(percentage
points)

Average annual
growth rate in
real GDP
per capita
(percent)

Change in
unemployment
rate
(percentage
points)

1959-69 -133 3.0 -2.0
1969-79 2.4 2.1 2.3
1979-89 3.2 18 -5

1989-93
1993-96

3.1
-2.2

3
18

16
-1.5

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

Despite continued strong rates of economic growth, the child pover-
ty rate increased during the 1970s and 1980s. This was partly a result
of the increase in the unemployment rate from 1969 to 1979, and
partly attributable to an increase in wage inequality since the 1970s.
(See Chapter 4 of the 1997 Economic Report of the President for a dis-
cussion of these trends.) Two recent studies have concluded that the
increases in overall poverty in the 1980s were largely attributable to
increases in wage inequality and to decreases in the real wages of
low-wage workers.

During the 1990s changes in child poverty have been more closely
aligned with changes in unemployment and economic growth rates.
The increase in child poverty from 1989 to 1993 coincided with
increases in unemployment and low economic growth rates, whereas
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the decrease from 1993 to 1996 coincided with lower unemployment
and higher rates of economic growth.

Changes in Transfer Policy

One other factor that has had an important influence on child
poverty is changes in the generosity of the tax-and-transfer system.
The real value of cash transfers available to low-income families with
children has deteriorated significantly since the 1970s. This reflects a
decline in the real value of benefits under the Aid to Families with
Dependent Children (AFDC) program, the main cash assistance pro-
gram for low-income families with children until 1996. Although this
decline was offset somewhat by expansions in food stamps, combined
benefits from both AFDC and food stamps have also decreased (Chart
3-3).

Since 1993, expansions of the EITC have increased the transfers
available to low-income working families. In addition, the welfare sys-
tem has been restructured to promote work and family responsibility.
These changes are described further below.

Chart 3-3 Monthly AFDC and Food Stamp Benefits for a Family of Four

The purchasing power of AFDC and food stamp benefits has eroded since 1970. AFDC
payments alone have lost nearly half their real value.
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Assessing Relative Magnitudes—A Decomposition

Table 3-3 presents estimates of the impact of changes in family
composition, earnings and other before-tax-and-transfer income, and
taxes and transfers on the change in child poverty since 1979. It pre-
sents two measures of poverty: the official measure, which is based on
before-tax cash income, and an alternative measure, which includes
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both taxes and means-tested food and housing transfers. These esti-
mates may not accurately reflect the full impact of each of these
factors on poverty over this period, because they assume that the
observed changes in family composition have not been influenced by
changes in underlying poverty rates for married couples and single-
parent families. These estimates may also be sensitive to the order in
which each income source is accounted for in the analysis.

The first line of the table shows the impact of changes in family
structure on changes in the child poverty rate for various periods
since 1979. It shows how changes in the percentage of children living
in each of three family types—married couples, female householders
with no husband present, and male householders with no wife pre-
sent—would have affected child poverty in each period, if the poverty
rates of each group had not changed. The second line shows the
impact of market earnings. It shows the effect of changes in before-
tax-and-transfer poverty rates of children in each family category.
The third line shows the impact of cash transfers (social insurance
and welfare payments). It shows the effect of changes in the percent-
age of children within each family category whose incomes are
brought above the poverty line when cash transfers are included in
income. The fifth and sixth lines show similar calculations for means-
tested food and housing transfers and for taxes.

TABLE 3-3.—Accounting for Changes in Child Poverty

[Percentage points]

Factor 1979-89 1989-93 1993-96 1979-96

Change in official poverty measure attributable to changes in:

Family structure 1.2 0.8 0.3 23
Earnings and other before-tax-and-transfer income ................ 1.1 35 -3.0 1.6
Social insurance and welfare payments .........coeeevererrnrerenins 1.0 -1.1 5 4

Total change in official poverty measure ........c.cooevemmrinnne 3.2 3.1 -2.2 4.1

Change in extended poverty measure attributable to changes in:

Means-tested food and housing transfers 4 -3 .0 1
Taxes 3 0 -2.5 =22
Total change in extended poverty measure ...........ccoecevvennes 4.0 29 -4.7 22

Note.—A positive number indicates an increase, and a negative number a decrease, in the child poverty rate resulting from
that factor.
Detail may not add to totals because of rounding.

Sources: Department of Commerce (Bureau of the Census) and Office of Management and Budget.

These calculations imply that the increase of 3.2 percentage points
in the official poverty rate from 1979 to 1989 is attributable to
changes in family structure (1.2 percentage points), increases in
before-tax-and-transfer poverty (1.1 percentage points), and decreas-
es in social insurance and welfare payments (1.0 percentage point).
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Changes in food and housing transfer payments further increased the
extended poverty measure by 0.7 percentage point.

By contrast, the 2.9-percentage-point increase in the extended child
poverty measure from 1989 to 1993 is mainly attributable to an
increase in before-tax-and-transfer poverty (3.5 percentage points)
and to changes in family composition (0.8 percentage point). These
factors were offset by transfers, which tended to decrease poverty
over this period.

Finally, the table suggests that the 4.7-percentage-point decline in
the after-tax-and-transfer extended child poverty measure from 1993
to 1996 is attributable to both a 3.0-percentage-point decrease in
before-tax-and-transfer poverty and a 2.0-percentage-point increase
in the proportion of children moved out of poverty by taxes and trans-
fers (primarily the EITC). Changes in family structure had a small
impact on child poverty during this period, increasing the poverty
rate by 0.3 percentage point from 1993 to 1996.

Overall, this table suggests that changes in family structure have
put upward pressure on child poverty rates since 1979. The long-term
increase in wage inequality has been reflected in an increase in
before-tax-and-transfer poverty since 1979, although there have also
been cyclical fluctuations in before-tax-and-transfer poverty in the
1980s and 1990s. Finally, the tax-and-transfer system did more to
reduce child poverty in 1996 than in 1979. This largely reflects the
recent expansion of the EITC.

POLICY INITIATIVES TO SUPPORT FAMILY INCOMES

This Administration has established a number of initiatives to
expand the resources available to families with children in a way that
creates positive incentives for work and personal responsibility.
Recent policy initiatives include:

* A higher minimum wage. The Congress and the Administration
increased the minimum wage from $4.25 to $4.75 per hour in
October 1996, and to $5.15 per hour in September 1997, bringing
the minimum wage to its highest level in real terms since 1984.

* An expanded EITC. In 1993 the Congress approved the
Administration’s proposal to expand the EITC. The EITC is a refund-
able tax credit designed primarily for low-income working families
with children. In 1997 the maximum credit for a family with one
child was $2,210 (a 54-percent increase since 1993), and that for a
family with two or more children was $3,656 (a 140-percent increase
since 1993).

* Welfare reform. The Personal Responsibility and Work Opportunity
Reconciliation Act of 1996 dramatically restructured the welfare
system to promote work and personal responsibility, and to allow
States greater flexibility in designing welfare assistance programs.
The law converted the Aid to Families with Dependent Children
program into a new block grant, called Temporary Assistance for
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Needy Families. To promote work and personal responsibility, the
law includes new work requirements, a 5-year limit on the length of
time that families can receive assistance, and new measures to
strengthen child support enforcement. The law also expands fund-
ing for child care to make it easier for families to move from welfare
to work. Even before the new welfare law was enacted, the
Administration had granted waivers to 43 States to allow them to
reform their welfare systems to require work, make work pay, and
encourage parental responsibility.

¢ Increased child support enforcement. Federal legislation in 1993,
1994, and 1996 included measures designed to make the child sup-
port enforcement system more effective. Key reforms include
streamlined procedures to establish paternity, a new-hire reporting
system to track delinquent parents across State lines, uniform
interstate child support laws, computerized registries of statewide
child support collections, and tough new penalties, such as revoca-
tion of the driver’s licenses of delinquents.

These initiatives have already had noticeable effects. The combi-
nation of a higher minimum wage with an expanded EITC
guarantees a more adequate income to working families with chil-
dren. A single mother with two children can now earn enough, if she
works full-time, to bring her income with the EITC above the pover-
ty line. In addition, because the EITC benefit increases the financial
reward to working, it encourages parents to enter the labor market.
Research has shown that expansions in the EITC have been associ-
ated with increases in the employment rate of single mothers with
children.

The changes to the welfare system have already been associated
with a large decline in welfare caseloads. The number of children on
welfare declined by 23 percent from January 1993 to June 1997.
Research suggests that the decline in welfare caseloads from
January 1993 to January 1997 was due to a strong economy and
to recent State welfare reforms that the Federal waiver process
facilitated.

Finally, the child support enforcement system has become more
effective in guaranteeing that absent parents fulfill their obligations
to pay child support. From 1992 to 1996, child support collections
increased by 50 percent, to a record $12 billion. In addition, the num-
ber of paternities established for children born to unmarried women
rose to 1 million in 1996, almost double the number in 1992. These
changes are reflected in a substantial increase from 1992 to 1996 in
the percentage of never-married mothers who received child support
payments.
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OTHER MEASURES OF
CHILDREN’S MATERIAL WELL-BEING

Two alternative measures of the adequacy of housing conditions
and the sufficiency of household food supply suggest that the materi-
al well-being of children has improved since 1989. These trends are
consistent with the reduction in child poverty over this period, under
the extended measure of child poverty that includes taxes and means-
tested food and housing benefits.

AVAILABILITY OF FOOD

One alternative measure of children’s material well-being is the
adequacy of household food supply. It has been shown that house-
holds that report having an insufficient food supply consume smaller
quantities of essential nutrients than other households.

Estimates from the Department of Agriculture’s Continuing Survey
of Food Intakes by Individuals (CSFII) provide information on the
percentage of children living in households where there sometimes or
often was not enough to eat in the last 3 months. These estimates
may overstate the prevalence of hunger among children, if many
adults typically go without food before they let their children go hun-
gry. Estimates from the CSFII suggest that the percentage of
children living in households without enough to eat has fallen from
4.1 percent in 1989-91 to 3.0 percent in 1994-96 for all children, and
from 13.5 percent to 9.4 percent for children in households with
incomes below 130 percent of the poverty line (Table 3-4).

TABLE 3-4.—Children in Households Reporting That There Was
Sometimes or Often Not Enough to Eat During the Last 3 Months
[Percent]

Category 1989-91 1994-96

Children in households at or below 130 percent of poverty line ........ccccccovveervieerennne 13.5 9.4

Children in households above 130 percent of poverty line

All children 4.1 3.0

Source: Department of Agriculture.

The Department of Agriculture’s Food and Nutrition Service has
recently developed a detailed questionnaire that makes it possible to
separately identify whether children or adults in the household expe-
rienced hunger. This questionnaire was incorporated into the April
1995 Current Population Survey. The survey found evidence that
hunger is more likely among adults than among children: among
households with children, 4.3 percent had adult members who had
been hungry in the last year due to insufficient resources, but only 1.8
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percent had children who had been hungry in the last 12 months
because the parents could not afford to buy more food. This survey
also suggests that it is unusual for children to go without food for an
extended period: 0.9 percent of households with children reported
that at least one of their children had skipped a meal in the past year,
and 0.2 percent reported that their children had not eaten for a whole
day at least once in the past year because of insufficient resources.

ADEQUACY OF HOUSING

Estimates from the Annual Housing Survey and the American
Housing Survey present a mixed picture of the changes in housing
conditions of households with children. On the one hand, the per-
centage of these households that have high rent burdens has
increased substantially. The percentage of households with children
that spend more than half their income on housing has increased
from 6.5 percent in 1978 to 11.5 percent in 1995 (Table 3-5). For
renters with very low incomes (defined as households with incomes
below 50 percent of the median income for their area), this figure has
increased from 31.0 percent to 37.6 percent.

TABLE 3-5.—Housing Problems Among Households with Children

[Percent of all households with children]

Housing cost or condition 1978 1989 1993 1995

All households with children:

Housing costs more than 50 percent of income 6.5 8.7 10.9 115
Housing costs 31-50 percent of income 83 15.1 15.6 16.7
Severe physical problems with housing 31 32 2.0 2.2
Moderate physical problems with housing 5.6 5.5 5.1 5.0
Crowding (more than 1 person per room) 9.4 7.0 6.3 6.6

Very low income households with children:

Housing costs more than 50 percent of income 31.0 36.1 38.2 37.6
Housing costs 31-50 percent of income 28.0 30.6 29.1 30.6
Severe physical problems with housing 15 5.8 36 34
Moderate physical problems with housing 10.5 12.0 10.1 9.5
Crowding (more than 1 person per room) 21.9 16.7 14.2 17.0

Note.—Income is before-tax cash income. Very low income is defined as family income below half the median for the area.
Source: Department of Housing and Urban Development (Office of Policy Development and Research).

On the other hand, measures of housing quality for households
with children have shown improvement. The percentage of all house-
holds with children living in housing with either moderate or severe
physical problems fell from 8.7 percent in 1978 to 7.2 percent in 1995,
and from 18.0 percent to 12.9 percent for very low income renters. In
addition, households with children were less likely to live in crowded
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living situations in 1995 than in 1978: the percentage living in hous-
ing with more than one person per room dropped from 9.4 percent to
6.6 percent for all households and from 21.9 percent to 17.0 percent
for very low income renters.

These findings are consistent with the results of a recent study
which found that many measures of the housing quality of children in
households in the bottom income quintile had improved since the
early 1970s. These children were more likely to live in modern (that
is, post-1940 vintage) housing and more likely to have air condition-
ing in the 1990s than in the early 1970s. On the other hand, this
study also found that children in the bottom household income quin-
tile were more likely to live in neighborhoods where their parents
reported that crime was a serious problem in 1991-93 than in 1973-75.

NEW HOUSING POLICY INITIATIVES

This Administration will continue to make housing quality and
affordability high priorities in fiscal 1999. Key initiatives include:

* Expanding the low-income housing tax credit. The low-income hous-
ing tax credit gives States the authority to allocate a fixed pool of
tax credits to developers of affordable housing. For fiscal 1999 the
President has proposed increasing the total amount of tax credits
available to each State from $1.25 to $1.75 per State resident.

® The HOME Investments Partnerships Program. The Administration
has expanded funding for the HOME program by 50 percent since
1993, to $1.5 billion in fiscal 1999. This program offers funding to
States, cities, and counties to develop affordable housing options for
low-income families. These funds can be used for rehabilitation of
existing housing, new housing development, and tenant-based
rental subsidies. To date, almost 310,000 families have been award-
ed assistance through this program.

HEALTH STATUS AND HEALTH INSURANCE

HEALTH OUTCOMES

Over the past 10 years infant and child mortality rates have con-
tinued to decline. Other measures, however, such as the incidence of
chronic health conditions and of low birthweight, are stable or
increasing.

One of the most frequently cited measures of children’s health sta-
tus is the infant mortality rate. Infant mortality has continued its
decades-long decline in the 1990s, falling from 9.8 deaths per thou-
sand live births in 1989 to 7.2 per thousand in 1996 (Chart 3-4).
During the same period the incidence of low birthweight (weight at
birth below 2,500 grams, or about 5.5 pounds) has increased slightly,
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from 7.0 percent of live births in 1989 to 7.3 percent in 1995. This
shows that the improvement in infant mortality in the 1990s has been
entirely due to factors other than reductions in low-birthweight
births. This improvement has been attributed in part to two key
interventions. First, new medical treatments have been developed for
infant respiratory disorders, an important cause of mortality among
preterm infants. Second, there has been a marked decline in sudden
infant death syndrome since researchers discovered that these deaths
could be prevented by placing babies on their backs to sleep.

The slightly increased incidence of low birthweight since the mid-
1980s is due in part to an increase in multiple births and births to
older women. Failure to prevent low-birthweight births is costly to
society because many of these infants require more-expensive medical
interventions than do infants born at normal weight. In addition, low-
birthweight infants have a much higher risk of infant mortality. In
1995 nearly two-thirds of all infant deaths occurred among the 7.3
percent of all infants born at low birthweight.

Chart 3-4 Infant Mortality Rates and Incidence of Low Birthweight

Infant mortality has continued to decrease since 1989 despite an increase in

low-birthweight births.
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Mortality rates of older children have also fallen throughout the
1990s, continuing a steady decline since 1960 (Chart 3-5). Much of the
decline in the 1960s has been attributed to medical interventions,
which have minimized the risk of death from such conditions as con-
genital anomalies of the heart, infectious diseases, and certain
childhood cancers. By contrast, the reduction in mortality during the

103



1980s has been primarily attributed to a decline in injury-related
mortality.

The one exception to this pattern is among those aged 15-19, whose
mortality rates have increased since 1985. This largely reflects the
more than doubling in homicides among adolescents since 1985. The
homicide rate for black male adolescents has nearly tripled since
1985, and in 1994 it was nearly seven times higher than the homicide
rate for all adolescents.

Other indicators of child health have shown less progress in the
1980s and 1990s. The prevalence of asthma among children has
increased substantially since the mid-1980s. The prevalence of most
other chronic health conditions has fluctuated, without a consistent
upward or downward trend.

Chart 3-5 Child and Youth Mortality Rates

Mortality rates have continued to decline since the mid-1980s for all children and youths
except those aged 15-19.
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HEALTH INSURANCE

One of the critical determinants of children’s access to health care
is whether or not they have health insurance. Research has shown
that children with health insurance coverage are more likely to
receive preventive and primary care, and more likely to have a regu-
lar relationship with a primary care provider, than uninsured
children. Insured children are also more likely to receive treatment
for such conditions (when they are present) as injury, asthma, and
acute earache. They are less likely to be hospitalized for conditions
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that appropriate outpatient care could have prevented, and they
receive less intensive hospital services when admitted to the hospital.

Since 1987 the Congress and the Administration have substantial-
ly expanded children’s access to health insurance through Medicaid,
the primary government program offering health insurance to low-
income children. Before 1987 Medicaid was mainly restricted to
children in very low income, single-parent families. Since then a
series of legislative initiatives have extended Medicaid to much
broader groups of children. By 1996 all pregnant women and all chil-
dren under age 6 who had family incomes below 133 percent of the
poverty line, and all children age 13 and younger with family incomes
below 100 percent of the poverty line, were eligible for Medicaid.
Coverage will continue to be phased in for all children born after
September 1983 until poor children of all ages are covered. In addi-
tion, many States have expanded children’s eligibility for Medicaid
beyond these federally required levels.

The net result of these expansions is that a much larger share of
the child population are now enrolled in Medicaid. Estimates from the
Current Population Survey suggest that the proportion of children
who are enrolled in Medicaid increased from 16 percent in 1989 to 23
percent in 1995 (Table 3-6). For children under age 6 the increase in
Medicaid coverage was even larger, and by 1995, 30 percent of all chil-
dren under age 6 were covered by Medicaid.

TABLE 3-6.—Children with Health Insurance, by Age of Child
and Type of Coverage
[Percent]

Any insurance Medicaid Private insurance

Age of child
1989 1995 1989 1995 1989 1995

Current Population Survey:
UNder 6 ..o 87.2 86.7 203 29.6 70.6 60.4
6-17 86.4 86.0 13.2 19.9 75.3 69.1

AllChildren ... 86.7 86.2 15.7 232 73.6 66.1

Health Interview Survey:
L O, 84.9 88.4 18.7 28.2 67.9 60.1
6-17 85.5 85.7 10.9 16.6 74.0 68.7

All children ...........ccooocenriviiiiicenninens 85.3 86.7 12.8 20.6 71.8 65.7

Sources: Department of Commerce (Bureau of the Census) and Department of Health and Human Services (National Center
for Health Statistics).

At the same time that Medicaid eligibility has increased, there has
been a reduction in children’s private insurance coverage. This
decline is likely to have been driven in part by a general reduction in
employer-provided health insurance, which has affected both low-
and high-income families. It may also have resulted in part from
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newly eligible families dropping their private insurance coverage in
order to enroll in Medicaid.

Studies have tried to estimate the extent to which the expansion
in Medicaid eligibility has crowded out private insurance coverage.
These studies have produced a wide range of estimates. One study
found that at least one person dropped private insurance coverage
for every two persons made eligible for Medicaid. Two other studies
estimated that anywhere between 0 and 25 percent of new
Medicaid coverage displaced existing private coverage.

Table 3-6 presents estimates of the change in insurance coverage
for children from 1989 to 1995 from two large household-based sur-
veys, the March Current Population Survey and the Health
Interview Survey. Both surveys suggest that the percentage of
children under age 18 with health insurance from any source
remained constant from 1989 to 1995. These surveys provide a
somewhat different picture, however, of the change in total insur-
ance coverage for young children. Whereas the Health Interview
Survey finds a moderate increase in insurance coverage for children
under age 6, the Current Population Survey finds no increase for
this group. This may result from changes in question content in the
Health Interview Survey in 1990. It may also reflect differences in
the way the two surveys ask about health insurance coverage.

Even though there have not been substantial increases in the per-
centage of children with health insurance, the recent increase in the
percentage of children covered by Medicaid may have important
implications for the quality of children’s medical care. On the one
hand, since Medicaid requires no copayments from the insured, cov-
ers prescription drugs, and in many States covers services such as
dental care, it may promote greater utilization of medical care than
private insurance. On the other hand, since provider reimburse-
ment levels tend to be much lower under Medicaid than under other
insurance plans, fewer providers may be willing to provide care to
children with Medicaid coverage than to children with private
insurance.

Although research to date on the impact of the recent Medicaid
expansion on children’s utilization of medical care is inconclusive,
Table 3-7 suggests that basic medical care services received by low-
income children have increased. The average number of physician
visits per year rose by more than 30 percent for poor children in fair
or poor health, and by more than 10 percent for poor children in
excellent or good health, from 1987-89 to 1993-95. By contrast, dur-
ing the same period the average annual number of physician visits
decreased for children with family incomes above twice the poverty
level.
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TABLE 3-7.—Average Number of Physician Contacts in Last Year
for Children Under 15, by Family Income

[Number of contacts]

Good or excellent health Fair or poor health
Family income
1987-89 1993-95 1987-89 1993-95
Below poverty line 3.6 4.0 10.8 14.2
Poverty line to twice poverty line .........ccccovevvcervrerirs 3.8 39 15.2 16.2
Above twice POVerty line ... 5.0 49 22.6 20.7

Note.—Income is before-tax cash income.
Source: Department of Health and Human Services (National Center for Health Statistics).

This evidence is also consistent with data pointing to an increase in
the share of pregnant women and children receiving at least a mini-
mal level of primary care. The percentage of children under age 5 who
did not see a doctor during the previous year fell from 8 percent in
1983 to 5 percent in 1994, while the comparable percentage of chil-
dren aged 5-17 decreased from 27 percent to 21 percent (Chart 3-6).
In addition, the percentage of pregnant women who initiated care in
the first trimester of pregnancy increased to a record high of 82 per-
cent in 1996, from 76 percent in 1989.

Chart 3-6 Children Without Physician Visit Within Past Year
Fewer children went without regular doctor visits in the mid-1990s than a decade before.
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RECENT INITIATIVES TO EXPAND CHILDREN’S ACCESS
TO HEALTH INSURANCE

Despite recent efforts to expand children’s access to health insur-
ance, a large share of children remain uninsured. Estimates from the
Current Population Survey suggest that 15 percent of all children did
not have health insurance in 1996. Table 3-8 presents estimates from
the Current Population Survey on the characteristics of these children.
Roughly 21 percent are potentially eligible for Medicaid, because they

TABLE 3-8.—Uninsured Children by Family Income, 1996

Percent of all

Family income and age of child uninsured children

BEIOW POVETEY TINB .veeeee ettt 32.6
9.8

10.9

12.0

Between 100 and 150 percent of poverty iNe .........ceovieiviieieieceeee e 20.0
Between 150 and 200 percent of POVErtY lINE .....ovvveveiriiiiiniceee e 16.4
ADOVE tWICE POVEILY [INB ..ottt enesenes 309

Note.—Income is before-tax cash income.
Source: Department of Commerce (Bureau of the Census).

are under age 12 and have family incomes below the poverty level. An
additional 48 percent either are poor children aged 12 and over or
have family incomes between 100 percent and 200 percent of the
poverty level. Their family incomes are low enough so that the cost of
health insurance may pose a significant barrier, but probably not low
enough to guarantee them eligibility for Medicaid.

This Administration has developed a two-pronged effort to contin-
ue progress in increasing insurance coverage for low-income children.
The first component is to extend insurance coverage to more low-
income children through the new Children’s Health Insurance
Program (CHIP). This program offers $24 billion in new Federal fund-
ing to States over the next 5 years to expand health insurance
programs for uninsured low-income children. States have the option
of using the funding to expand children’s health insurance coverage
through Medicaid, separate State programs, or a combination of the
two. In general, States must use their allocation to cover children in
families below twice the poverty level, or within 50 percent of the
State’s current Medicaid income limits for children if the State
already covers children at or near twice the poverty level. States must
contribute some of their own funds to the program in order to receive
these Federal funds, and they must maintain Medicaid eligibility
standards at least equal to those in effect in June 1997.

In addition, the President will make enrolling eligible uninsured
children in both Medicaid and CHIP a priority. In partnership with
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the States, health care providers, and business and community
groups, the Administration will identify and encourage successful
outreach campaigns to enroll up to 5 million uninsured children. To
facilitate this effort, the proposed budget for fiscal 1999 includes an
option for States to determine presumptive eligibility for Medicaid
among children at sites such as schools and day care centers. It will
also allow States to receive Federal funding for outreach activities at
a 90-percent matching rate from a fixed pool of funds. These legisla-
tive proposals will be complemented by administrative actions to
simplify enrollment of uninsured children.

CHILD CARE AND EDUCATION

CHILD CARE

Over the past two decades the adequacy and affordability of day
care have become increasingly salient issues, as a growing proportion
of mothers with young children have entered the work force. Whereas
30 percent of married mothers with one or more children under age 6
were working in 1977, by 1997 that figure had risen to 61 percent.
This increase in employment of women with young children has
translated into a substantial increase in nonparental child care.
Between 1977 and 1993 the number of children under 5 in non-
parental child care whose mother was working more than doubled. By
1993, 47 percent of young children with employed mothers had their
primary day care arrangement in a day care center or a family day
care home, and only 5 percent were cared for by a nonrelative in the
child’s home.

The affordability of child care is an especially critical issue for low-
income working families. Although Federal programs subsidize day
care costs for low-income families, a large share of these families do
not have access to subsidized care. Approximately 1 million low-
income children under 13 received federally subsidized care in fiscal
1995. This compares with the approximately 10 million children
under 13 with employed mothers and family incomes below 200 per-
cent of the poverty level.

For families without access to subsidies, the cost of child care can
represent a substantial financial burden. In 1993 child care expendi-
tures represented 25 percent of annual income for those families with
annual incomes below $14,400 with employed mothers and preschool
children in paid child care. Comparable families with annual incomes
above $54,000 spent only 6 percent of their income on child care.

The quality of child care is also a critical issue. Two recent studies
of regulated child care providers offer reason for concern. One study
found that 86 percent of child care centers surveyed provided
mediocre or poor care when judged from the perspective of child
development, and 12 percent were of such poor quality that the chil-
dren’s health and safety needs were only partly met. The second
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study, of family day care homes, found that 91 percent were of only
adequate quality or less.

The President’s fiscal 1999 budget includes a dramatic increase in
Federal investments in child care to increase its affordability and
quality. Key initiatives would:

* Expand child care subsidies. The proposed budget builds on the
increases in child care subsidies legislated in 1996, by expanding
funding for the Child Care and Development Block Grant Program
by $7.5 billion over 5 years. These new funds, combined with funds
provided in welfare reform, would allow States to provide child care
subsidies to more than 2 million low-income children by 2003—
more than double the number of children served in fiscal 1995.

® Increase tax credits for child care expenses. The proposed budget
would increase tax subsidies for working parents who pay for child
care expenditures, by expanding the child and dependent care tax
credit. The President’s proposal would offer more help to 3 million
families with annual incomes below $59,000, providing nearly $5
billion in aid over the next 5 years. The President’s proposal also
includes a new tax credit for private employers that offer child care
services for their employees.

* Expand after-school care for school-age children. The President’s
proposed budget includes $800 million in new funding over 5 years
to dramatically expand the 21st Century Community Learning
Program. This program provides funding to school-community part-
nerships to establish or expand before- and after-school programs
for school-age children. The program will serve up to half a million
children each year.

® Improve early learning and child care quality. The President’s pro-
posed Early Learning Fund would provide $3 billion over 5 years in
challenge grants to communities for programs that improve early
learning and the quality and safety of child care for young children.
The President’s proposed budget also includes funding for scholar-
ships for up to 50,000 child care providers per year, and for
improved enforcement of State health and safety standards.

EARLY CHILDHOOD EDUCATION

Early childhood education programs can play a critical role in
preparing children aged 3-5 for entry into school and can have an
important effect on children’s short-run and long-run development.
Research has found that children who participate in early childhood
education programs show large short-run gains in 1Q, which persist
until entry into kindergarten. Research has also linked early child-
hood education to a number of longer term outcomes, such as grade
retention and placement in special education programs. Studies of a
smaller number of programs have also shown early childhood educa-
tion to be associated with increases in high school graduation rates
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and post-high school monthly earnings, and with a lower probability
of teen pregnancy.

One of the principal Federal programs supporting early childhood
education for disadvantaged children is the Head Start program. The
major focus of Head Start is support for enriched preschool programs
and development services for children aged 3-5. Federal guidelines
require that 90 percent of all children served be from families with
incomes below the poverty line. Head Start offers disadvantaged chil-
dren and their parents a range of services that focus on education,
social and emotional development, and health and nutrition. With the
establishment of the Early Head Start program in 1994, for which
disadvantaged children under age 3 are eligible, the range of Head
Start services was extended to younger children as well.

A recent nationwide study found that participation in Head Start
was associated with increased performance on the Peabody Picture
Vocabulary Test and a reduction in grade repetition for white and
Hispanic children, although it did not find similar gains for black chil-
dren. The study also found that both white and black children who
participated in Head Start were more likely to be immunized against
measles than nonparticipating children from the same family.

The President’s proposed budget includes $3.8 billion in additional
funding over 5 years to help reach the goal of expanding participation
in Head Start to 1 million children in 2002, from 714,000 in fiscal
1993. This funding would also allow a doubling of participation in
Early Head Start, to 80,000 children by 2002.

ELEMENTARY AND SECONDARY EDUCATION

One of our society’s most important investments in children is ele-
mentary and secondary education. Elementary and secondary schools
play a critical role in preparing children for college and for entry into
the labor market. Research has shown that increases in educational
attainment are associated with increases in labor market earnings:
each year invested in elementary or secondary education is estimat-
ed to increase annual earnings by 5 to 12 percent. Investments in
elementary and secondary education can also achieve other impor-
tant social goals, such as the development of an informed electorate.

Measures of Student Performance

One of the key tools used in assessing the performance of our ele-
mentary and secondary school students is the National Assessment of
Educational Progress (NAEP). The NAEP has two parts: the long-
term trends assessment, which has repeated the same set of
questions since the early 1970s to provide a consistent record of
progress over time, and the main assessment, a more recent set of
tests designed to reflect current testing methodology and educational
content. The main assessment also groups students into three levels
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of achievement based upon collective judgments about what students
should know and be able to do in each subject area.

Evidence from the NAEP long-term assessment suggests that
achievement in science, mathematics, and reading has improved
since the late 1970s. Charts 3-7 and 3-8 show average NAEP long-term

Chart 3-7 NAEP Long-Term Trend Assessment: Science and Mathematics Scores
Science and mathematics achievement scores have improved modestly since the
mid-1970s for white, black, and Hispanic 13-year-olds.
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assessment scores for 13-year-old white, black, and Hispanic students
in these subjects. Chart 3-7 reveals increases in mathematics and sci-
ence scores since the late 1970s, which have been larger for black and
Hispanic than for white children. Improvement in reading scores has
been somewhat less dramatic overall (Chart 3-8), but both white and
black children have recorded measurable improvement since 1971.

Despite these recent gains, significant challenges remain for the
Nation’s educational system. Evidence from the main NAEP assess-
ments suggests that many students do not achieve basic competency
in mathematics, science, or reading. The most recent main assess-
ments found that 38 percent of eighth-grade children performed
below the basic level in mathematics, as did 40 percent in science
and 30 percent in reading. In addition, U.S. students do not perform
well in comparison with students in other countries. According to the
Third International Mathematics and Science Study, a study of half
a million children in 41 countries, U.S. eighth-graders had average
mathematics scores that were below those of 20 other countries.
Although U.S. eighth-graders performed better in science, they were
still outperformed by students in nine other countries.

A second challenge facing the Nation’s educational system is the
substantial variation in the performance of schools across the coun-
try. A recent study of first-grade students found that those attending
the top quarter of schools with respect to student performance had
average scores in both reading and mathematics nearly 75 points

Chart 3-8 NAEP Long-Term Trend Assessment: Reading Scores

Reading achievement scores have changed little for white and Hispanic 13-year-olds and
improved modestly for black 13-year-olds since 1971.
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higher than those of students in the bottom quarter. This difference
is approximately equal to the average achievement gain of students
from the spring of first grade to the spring of second grade. In other
words, by the end of second grade the average student’s achievement
in the bottom-ranked schools will just about equal that of students
finishing first grade in the top schools.

Differences in student performance are evident across States as
well. For example, in 1994 the share of fourth-graders in public
schools who scored at or above the basic level in reading ranged
across 39 States from a low of 40 percent to a high of 75 percent, and
in 1996 the share of eighth-graders in public schools who attained at
least the basic level of proficiency in mathematics ranged across 40
States from a low of 36 percent to a high of 77 percent.

Impact of School Inputs on School Performance

A substantial body of research has investigated the extent to which
school quality is related to measurable inputs, such as expenditures
per pupil, pupil-teacher ratios, or the level of teacher training. This
research has had mixed results. On the one hand, most studies that
attempt to relate school resources to students’ achievement on stan-
dardized tests tend to find only weak evidence that these resources do
influence school quality. This may be because most research in this
area is based on samples that are not large enough to find a statisti-
cally measurable effect. A recent study which combined the results
from a large number of other studies found stronger evidence that
school expenditures per pupil are positively associated with student
achievement.

On the other hand, studies that estimate the relationship between
school resources and students’ earnings later in life tend to find much
larger effects. A recent study used data from the 1980 Census to esti-
mate the relationship between the average level of school resources in
the State in which workers were born and their subsequent earnings.
This study found that workers who had been born (and probably
attended school) in States with more abundant school resources
earned higher rates of return to each additional year of schooling
than other workers. A decrease in the pupil-teacher ratio by five stu-
dents was associated with an increase in the rate of return to each
additional year of school of 0.4 percentage point, and a 10-percent
increase in teachers’ pay was associated with a 0.1-percentage-point
increase. (The average rate of return for all workers in the sample
was 5 to 7 percent.)

This literature also found that there are important dimensions of
school and teacher quality that are unrelated to school expenditure
patterns. After controlling for student and parent characteristics like-
ly to affect student performance, and even after controlling for
measurable characteristics of schools and classrooms, it is clear that

114



students in particular schools, or enrolled in particular teachers’
classes, consistently perform better than average. This suggests that
certain aspects of teacher or school quality that are not easily mea-
sured, such as the teacher’s level of enthusiasm or the school’s
management style, may be critically related to student performance.

Recent Federal Initiatives in Primary and Secondary Education

Recognizing that the quality of primary and secondary education
can have an important influence on children’s later economic oppor-
tunities, the Administration has developed and supported a number
of initiatives to improve the quality of America’s schools. In his 1998
State of the Union address the President proposed two major new ini-
tiatives that would increase the financial resources available to public
schools:

* Smaller classes with qualified teachers in grades 1-3. The President
is proposing that $12.4 billion be devoted over 7 years ($7.3 billion
over 5 years) to reducing class sizes in public schools in grades 1 to
3 from a nationwide average of 22 pupils to an average of 18, and to
helping local school districts hire an additional 100,000 well-pre-
pared teachers. The initiative will also provide funds to States and
local school districts to test new teachers, develop more rigorous
teacher testing and certification requirements, and train teachers
in effective reading instruction. This initiative will help ensure that
every child receives personal attention, learns to read independent-
ly, and gets a solid foundation for further learning.

* New construction and renovation of school buildings. The President
is proposing Federal tax credits to pay interest on nearly $22 billion
in bonds to build and renovate public schools. This initiative pro-
vides more than double the assistance of the Administration’s
earlier school construction proposal, which covered half the interest
on an estimated $20 billion in bonds. Half of this new bond author-
ity would be allocated to the 100 school districts with the largest
number of low-income children, and the other half would be allocat-
ed to the States.

These proposals build on a number of ongoing Administration
efforts to improve the quality of primary and secondary education. To
increase the educational opportunities of disadvantaged children, the
Administration has expanded the Title I program, which targets
resources to children in high-poverty schools. In addition, since it is
clear that some important differences in the quality of individual
teachers and schools are not directly related to the level of a school’s
financial resources, the Administration has supported initiatives to
change the way schools operate, to better reward performance, and to
grant schools more flexibility in meeting measurable performance
standards. These are the key emphases of the Goals 2000 and the
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Charter Schools programs. Finally, the Administration has developed
two new initiatives to improve literacy and to increase students’
access to the Internet:

e Title I—Education for the Disadvantaged. Title I provides funds to
raise the achievement of disadvantaged children. In 1994 the
President proposed, and the Congress adopted, changes to Title I to
focus resources on schools with a high percentage of children from
poor families, to raise standards of achievement for disadvantaged
students, and to give schools greater flexibility in helping students
meet these standards. The appropriation for Title I grants to local
education agencies was increased by about 20 percent from fiscal
1993 to fiscal 1998.

* Goals 2000. Enacted in 1994, the Goals 2000 program encourages
States to set rigorous academic standards for student performance
and to determine whether students are making progress in meeting
these goals. It also provides funding to support reform of individual
schools and for parental information and resource centers in each
State, to help parents become more involved in their children’s edu-
cation.

® Charter Schools. The Federal Charter Schools program supports the
efforts of parents, teachers, and communities to develop innovative
public schools that are free from most of the rules and regulations
that apply to most public schools and are held accountable for raising
student achievement. Since the program’s inception in 1995 over 700
charter schools have been established, and Federal funding has
increased from $6 million in fiscal 1995 to $80 million in fiscal 1998.

® The America Reads Challenge. The proposed America Reads pro-
gram is a multipronged effort to help States and communities
ensure that all children are reading well and independently by the
end of the third grade. Key initiatives include recruiting and train-
ing volunteer reading tutors and helping families help their
children build literacy skills. In addition, the Administration has
recruited work-study students in 800 universities to help with
tutoring initiatives.

e Technology. The Technology Literacy Challenge Fund and the
Technology Innovation Grants program are aimed at meeting four
goals: to connect all schools to the Internet, to provide teachers with
professional development in the use of technology, to put modern
computers in all schools, and to provide challenging software that
encourages children to learn more. These initiatives should help
prepare our children for the 21st century and keep the Nation com-
petitive in a global economy.
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CONCLUSION

It is clear that children have shared in the benefits of the econom-
ic recovery of the past 3 years. The child poverty rate fell from 1993
to 1996, and under an extended poverty measure that includes taxes
and means-tested food and housing benefits, the rate was lower in
1996 than in 1989. Other measures of well-being, such as health sta-
tus, educational achievement, food sufficiency, and housing quality
have also shown improvements during the 1990s. Yet many children
remain vulnerable, either because they have low family incomes, or
because they lack access to health insurance, or because they are not
learning basic mathematics, science, and reading skills in school. For
this reason the Administration will continue to invest in initiatives to
improve the well-being of children. Key initiatives for fiscal 1999 will
focus on increasing access to child care and early childhood education,
improving the quality of primary and secondary education, and
increasing access to affordable housing for families with children.
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CHAPTER 4

Economic Inequality
Among Racial and Ethnic Groups

THIRTY-FOUR YEARS AGO the signing of the Civil Rights Act of
1964 set the Nation on a course toward racial equality. As the econ-
omy surged, income differences narrowed for a full decade. The
sharp recessions of the mid-1970s and early 1980s hit black and
Hispanic Americans particularly hard, however. And in the expan-
sion of the 1980s, economic growth was accompanied by sharp
increases in overall income inequality. As a result, despite the eco-
nomic growth of this period, income differences between black and
Hispanic families on the one hand, and non-Hispanic white families
on the other, did not diminish. The recession of the early 1990s
brought further economic hardship, as the poverty rate climbed to
near a 30-year high.

Since 1993, incomes have once again been rising. But the present
recovery differs from those of the 1970s and 1980s in one important
respect: economic growth has not been accompanied by sharp increas-
es in income inequality. Moreover, this recovery has been accompanied
by a narrowing of some measures of racial inequality. The median
black family income reached a new high, and the poverty rate for
blacks fell to a new low. After nearly 20 years of stagnation, these
developments have again raised hope for sustained progress toward
economic equality among racial and ethnic groups.

This chapter reviews statistics on the differences in economic status
among racial and ethnic groups—whites, blacks, Hispanics, Asians,
and American Indians—and evaluates various explanations for those
differences (Box 4-1). Three themes are developed in this review. First,
although some narrowing of gaps in economic status among racial and
ethnic groups has occurred, it has been uneven—faster in some peri-
ods and for some groups than others—and substantial differences
persist. The median incomes of non-Hispanic white families and of
Asian families are nearly double those of black and Hispanic families.
The median wealth of non-Hispanic white households is 10 times that
of blacks and Hispanics. Poverty rates among Hispanics and blacks
are more than triple those of non-Hispanic whites. Unemployment
rates for blacks are twice those for whites.

Second, the sources or causes of current differences in economic
status across racial and ethnic groups are numerous and complex.
The economic status of a person, a household, or a family reflects a

119



mixture of current conditions, such as the state of the economy, and
more permanent characteristics, such as educational background,
occupational experience, and family background, which have
antecedents in constraints faced in childhood and by previous gener-
ations. This commingling of short-term and long-term influences
poses a challenge for the interpretation of trends in racial inequality.
For example, current progress toward racial equality is due both to
the recent effects of the strong economy and to longer term develop-
ments such as improvements in educational attainment and reduced
discrimination over the past half-century. The complexity of these
social and economic processes cautions against a simple explanation
of trends in racial and ethnic economic equality.

A third theme of the chapter is that racial inequality and related pol-
icy issues are intertwined with the long-term general increase
in economic inequality that extends beyond racial differences.
Lack of progress toward racial economic equality between the
early to mid-1970s and the early 1990s coincided with marked increas-
es in inequality both overall and within racial and ethnic groups.

Box 4-1.—Racial and Ethnic Identity and Classification

The identification and classification of persons by race and eth-
nicity are complex and controversial issues. The concepts of race
and ethnicity lack precise and universally accepted definitions.
Their economic significance depends on a variety of factors, includ-
ing how individuals identify themselves racially or ethnically, and
how others identify and treat them. Most of the data presented in
this chapter classify persons by race or ethnicity on the basis of
responses to questions about race and Hispanic origin in the
decennial Census and other household surveys.

Whenever possible, data for five mutually exclusive racial and
ethnic groups are presented in this chapter:

e Hispanics, who may be of any race
* Non-Hispanic whites
* Blacks not of Hispanic origin
* Asians, including Pacific Islanders, not of Hispanic origin
* American Indians, including Alaska Natives
(Alaskan Eskimos and Aleuts), not of Hispanic origin.

The term “black” rather than “African American” has been
used in government statistics for more than two decades. The
tables, charts, and references to statistics in this chapter that
rely on these classifications use the term “black.”

Hispanic identification is determined by responses to a ques-
tion about Hispanic origin. Therefore, in tables, figures and
discussion of related statistics the term “Hispanic” is used.
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The increase in income inequality has two major implications.
First, since blacks, Hispanics, and American Indians are dispropor-
tionately represented at the bottom of the income distribution, they
are affected disproportionately by developments that make all those
at the bottom worse off relative to the middle or the top. A second
and more subtle implication is that inequality within racial and eth-
nic groups has grown relative to inequality between such groups.
Growing income inequality within the previously largely impover-
ished black population is partly a product of black economic
progress: by some measures more than half of black families have
attained middle-class incomes or higher. Despite persistent gaps in
income between blacks and whites, the growth of the black middle
class, combined with widening inequality within the white popula-
tion and the general slowdown of economic growth in the 1970s and
1980s, may have fueled opposition to measures or programs per-
ceived to benefit members of minority groups without regard to
individual economic circumstances.

Box 4-1.—continued

The terms “American Indian” and “Native American” are often
used synonymously in speech and writing. In this chapter
“American Indian” rather than “Native American” is used to
avoid confusion caused by the use in some Federal programs of
the term “Native American” to include Native Hawaiians and
Pacific Islanders.

On October 30, 1997, the Office of Management and Budget
announced its decision to revise the standards for classifying
Federal data on race and ethnicity. The new standards recognize
the growing diversity of the American population by permitting
respondents to mark more than one race on survey question-
naires. In addition, the “Asian or Pacific Islander” category has
been divided into two categories, “Asian” and “Native Hawaiian
or Other Pacific Islander,” making a total of five racial cate-
gories (“Hispanic” is an ethnic category). The “black” category
has been changed to “black or African American.” The ethnicity
question will include two categories: “Hispanic or Latino” and
“Not Hispanic or Latino.” Federal agencies will produce data on
the number of individuals who mark only one racial category, as
well as those who mark more than one.

Published statistics are not always available for all the groups
listed above. At times statistics are lacking because survey sam-
ple sizes are too small to yield reliable estimates for small
populations such as American Indians or Asians. Specialized sur-
veys or samples are required to remedy this problem.
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The chapter begins with a brief description of recent and projected
changes in the racial and ethnic composition of the population. The
most prominent of these changes are the increase in the proportion of
the population that is Asian or Hispanic and the decrease in the pro-
portion that is non-Hispanic white. The chapter then provides a
detailed description of differences among racial and ethnic groups in
traditional indicators of economic status: family income, poverty, and
wealth. The next two sections of the chapter review the evidence and
the economic literature in two arenas critical to the determination of
economic status: education and the labor market. The chapter ends
with a review of evidence of contemporary racial discrimination.

Although it is difficult to quantify the precise contribution of con-
temporary acts of discrimination to the wide economic disparities
across racial and ethnic groups, there is substantial evidence that
such discrimination persists in many areas of the economy. Such evi-
dence highlights the need for racial reconciliation, as promoted in the
President’s Initiative on Race as well as the President’s proposals to
strengthen enforcement of the civil rights laws (Box 4-2).

POPULATION COMPOSITION

Since 1970 the percentage of the population that is non-Hispanic
and white has fallen substantially; the percentages that are Hispanic,
American Indian, and Asian (including Pacific Islanders) have risen
rapidly, and the percentage that is black has risen slowly (Table 4-1).
The large increases in the Hispanic and Asian populations are large-
ly due to immigration and reflect changes in immigration laws,
especially the 1965 Immigration Act, which raised the ceiling on
admissions and ended the system of national origin quotas that had
restricted immigration from the developing world. The Immigration
Reform and Control Act of 1986, which legalized a large number of
immigrants, also contributed to these changes. Under the assumption
that these trends will continue, the non-Hispanic white population,
currently the majority, is projected to fall to about half of the total
population in the middle of the next century. (These projections
assume there will be no change in rates of intermarriage, although
these rates have been increasing.)

These national population changes mask differences across and
within regions. The geographic distribution of racial and ethnic
groups is important both because it influences the potential for social
and economic interaction among them, and because it affects their
economic fortunes. For example, over this century employment has
shifted from rural to urban areas and, within urban areas, from the
central cities to the suburbs.

Hispanics and American Indians are heavily concentrated in the
West and, to some extent, the South. Asians are concentrated in the
West. Within the South, Hispanics are concentrated in Florida, Texas,
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Box 4-2.—The President’s Initiative on Race

On June 14, 1997, the President announced a new Initiative on
Race. The President envisions an America based on opportunity
for all, responsibility from all, and one community of all
Americans. Race relations remains an issue that too often divides
our Nation. The President’s vision is to have a diverse, democrat-
ic community in which all Americans respect and even celebrate
their differences while embracing the shared values that unite
them. To reach this goal the President has launched a national
effort to deal openly and honestly with our racial differences. The
effort includes study, dialogue, and action to address the continu-
ing challenge of how to live and work more productively together.

To further the goals of expanded opportunity and fairness for all
Americans, and in conjunction with the President’s Initiative on
Race, the Vice President announced on January 19, 1998, in a
Martin Luther King, Jr. Day address at the Ebenezer Baptist
Church in Atlanta, a package of new civil rights enforcement ini-
tiatives. These proposed initiatives place an emphasis on
prevention and nonlitigation remedies for discrimination, and on
strengthening the ability of the Federal civil rights agencies to
enforce antidiscrimination law. The Administration’s plan increas-
es resources for compliance reviews and technical assistance, and
offers alternatives to litigation by funding expansion of alternative
dispute resolution mechanisms. The plan would set performance
goals for the Equal Employment Opportunity Commission to
speed the processing of complaints and reduce case backlogs, and
would provide for better coordination across Federal agencies and
offices. The Administration’s 1999 budget proposal contains $602
million for civil rights enforcement agencies and offices—an in-
crease of $86 million, or more than 16 percent, over 1998 funding.

TABLE 4-1.—Racial and Ethnic Composition of the U.S. Population
[Percent of population]
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and Washington, D.C. And despite massive outmigration over much
of the 20th century, the majority of blacks continue to live in the
South. In fact, net black migration from the South to the North ended
some time in the 1960s.

There are also differences within regions in the racial and ethnic
distribution of populations. In 1990 Hispanics, Asians, and blacks
were much more likely than whites or American Indians to live in the
central cities of metropolitan areas. Hispanics, Asians, and whites
were much more likely than blacks or American Indians to live in the
parts of metropolitan areas outside the central city. Nearly half of
American Indians lived in rural areas; 37 percent lived on reserva-
tions or other American Indian and Alaska Native areas.

ECONOMIC STATUS

FAMILY INCOME

Annual income is the most widely accepted indicator of current
economic status. This section reports incomes for families, where a
family is defined as two or more persons related by birth, marriage,
or adoption who reside together. In 1996 the median income of Asian
families was about $49,100, the highest among the groups consid-
ered in this chapter. Asians are followed closely by non-Hispanic
whites ($47,100) and, with a $20,000 gap, by blacks ($26,500) and
Hispanics ($26,200; Chart 4-1). Because of the smaller size of the
American Indian population, reliable national data on their incomes
are not available for every year. However, according to the most
recent data (from the 1990 Census), American Indians had the low-
est median family income (and the highest poverty rate) of the five
racial and ethnic groups. With few exceptions these rankings have
been stable over the past 25 years.

Black and non-Hispanic white real median family incomes are
somewhat higher than they were 25 years ago, and Hispanic incomes
are somewhat lower. Since 1972, when data for Hispanics first
became available on an annual basis, real median family income has
increased 14 percent among non-Hispanic whites and 9 percent
among blacks, but has fallen 9 percent among Hispanics.

As a result of faster income growth for non-Hispanic whites, the
Hispanic median family income has dropped sharply relative to non-
Hispanic white income over the past 25 years, and the relative
incomes of blacks has also dropped somewhat over the same period.
However, the Hispanic population has grown tremendously over this
period, primarily because of immigration. The relative decline in the
Hispanic median income reflects, at least in part, compositional
changes in the Hispanic population resulting from the immigration of
persons with relatively little education. The median incomes of both
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Chart 4-1 Median Family Income
Family income of non-Hispanic whites and Asians has been well above that of blacks
and Hispanics.
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black and Hispanic families are about 56 percent of the non-Hispanic
white median, lower than in 1972. Because these ratios vary by a
fair amount from year to year, it is difficult to identify turning points
precisely. But it is clear that, between the early to mid-1970s and
the early 1990s, black and Hispanic family incomes declined relative
to non-Hispanic white family incomes. Since 1993, however, black
family incomes have increased faster than those of non-Hispanic
white families.

Inequality Within Groups and the Growth of the Middle Class

Although a useful summary measure, median family income is an
incomplete indicator of the economic status of entire groups. For
example, trends in median income do not reveal the dramatic
increases in overall income inequality between the early 1970s and
the early 1990s, nor do they speak to inequality within groups.
Consideration of other indicators of economic status may alter
conclusions about the nature of economic inequality among racial
and ethnic groups. For example, despite their higher median family
income, the poverty rate for Asians exceeds the rate for non-
Hispanic whites by nearly 6 percentage points, indicating that this
population is economically heterogeneous.

Definitions of “middle class” are necessarily arbitrary. By one indi-
cator—household income between two and five times the poverty
line—a large middle class emerged among both blacks and whites
between 1940 and 1970 (Charts 4-2 and 4-3). The poverty line used
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here to adjust income corresponds to a 1960s’ standard, since the
poverty line was developed in the early 1960s and reflects societal
standards of economic need at that time.

Chart 4-2 Distribution of White Persons by Household Income
Between 1940 and 1970 the white middle class grew. Since 1960 the percent of
high-income whites has also grown substantially.
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Chart 4-3 Distribution of Black Persons by Household Income
Between 1940 and 1970 the proportion of blacks who were poor or very poor fell, and
the black middle class grew.
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According to this measure, the white middle class expanded con-
siderably in each decade from 1940 to 1970, whereas the expansion of
the black middle class was greatest in the 1960s. Some scholars have
pointed to figures such as these as evidence of tremendous black eco-
nomic progress since 1940. However, that progress has not been
steady. Progress clearly slowed in the 1970s and 1980s. Furthermore,
although Chart 4-3 suggests that moderate growth of the black mid-
dle class continued over the 1970s, annual data show little growth
between the early to mid-1970s and the early 1990s. In sum, a sub-
stantial economic expansion of the black middle class between the
1940s and the early 1970s was followed by 15 to 20 years of stagna-
tion between the mid-1970s and the early 1990s, with perhaps a
resumption of growth in the mid-1990s.

Chart 4-4 Gini Index for Family Income

Overall and within-group inequality grew steadily from the early 1970s to the early 1990s.
Inequality has been consistently higher for blacks than for whites or Hispanics.
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Since the early 1970s, income inequality has increased not
only overall but also within racial groups (Chart 4-4). However, only
among Hispanics has increased inequality taken the form of growth
in the proportions of both upper income and poor families at the
expense of the middle. Although both whites and Hispanics
experienced declines in the proportion of middle-income families,
among whites there was rapid growth in the proportion at
the top, and a small decline in the proportion at the bottom. The
proportion of black families in the middle- and upper income groups
combined has changed little since the mid-1970s, but by some
measures there has been movement of families from the middle of
the income distribution to the top.
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Poverty

Gaps in poverty rates between non-Hispanic whites and Asians
on the one hand, and blacks and Hispanics on the other, remain
substantial (Chart 4-5). However, the gaps in poverty rates between
blacks and whites have decreased since 1993, after remaining
largely stagnant from the mid-1970s to the early 1990s. In 1996 the
black poverty rate reached its lowest level ever, as did the
difference in poverty rates between blacks and whites. The decline in
the black poverty rate in the current recovery exceeds slightly the
declines recorded in the recoveries of the 1970s and 1980s. The
poverty rate for Hispanics fell slightly from 1993 to 1996, although it
is still high, exceeding the rate for blacks. The poverty rate for
Asians has been flat since 1994.

Chart 4-5 Poverty Rates for Persons

Poverty rates fell over the 1960s and early 1970s, and since then differences across
groups have been relatively stable.
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Child Poverty

Differences across racial and ethnic groups in the prevalence of
child poverty not only indicate inequality in the current well-being of
children, but also represent differences in economic opportunity that
contribute to future inequality among adults and in subsequent gen-
erations. Although child poverty is associated with health, develop-
mental, and educational disadvantages, the importance of low family
income per se as compared with parental education, family structure,
or other characteristics associated with poverty remains in dispute
(see Chapter 3).
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Since 1993, child poverty rates have generally fallen, but they
remain too high, and differences in child poverty rates across racial
and ethnic groups are stark. Between 1993 and 1996 the poverty rate
for white children fell 1.5 percentage points to 16.3 percent. The rate
for black children fell even more, from 46.1 percent to 39.9 percent,
the lowest rate in more than 20 years but still very high. The rate for
Hispanic children fell marginally after 1993 and stood at 40.3 percent
in 1996, higher than the rate for black children. The poverty rate for
Asian children rose 1.3 percentage points, to 19.5 percent, between
1993 and 1996.

HOUSEHOLD WEALTH

Household wealth—the total value of a household’s material and
financial assets, minus its liabilities—contributes to economic
well-being independently of income. Greater wealth allows a house-
hold to maintain its standard of living when income falls because of
job loss, family changes such as divorce or widowhood, or retire-
ment. Financial wealth may also be particularly important in the
presence of borrowing constraints. For example, evidence that the
receipt of an inheritance increases entry into self-employment
suggests that a lack of personal financial capital limits small
business ownership.

Wealth has been measured less frequently than income in govern-
ment statistics. There are two major Federal sources of data on
household wealth for the population: the Survey of Income and
Program Participation (SIPP) and the Survey of Consumer Finances
(SCF). Figures are not comparable across the two surveys for many
reasons: for example, the SCF and the SIPP employ different defini-
tions of “family” and “household.”

Measures of wealth show even greater disparities across racial and
ethnic groups than do measures of income. For example, according to
data from the 1993 SIPP, the median net worth of white households
($47,740) was over 10 times that of black or Hispanic households
($4,418 and $4,656, in 1993 dollars, respectively). Figures from the
1995 SCF are $73,900 for non-Hispanic whites and $16,500 for all
other groups combined (in 1995 dollars). Very substantial wealth gaps
between whites on the one hand and blacks and Hispanics on the
other are found even among families with similar incomes.

Differences in wealth result primarily from differences in lifetime
labor market compensation, differences in saving rates and the
return on those savings (including appreciation of the value of assets),
and differences in inheritances or other transfers from relatives.
Holdings among non-Hispanic whites in all major categories of
wealth exceed those of blacks and Hispanics. Three important com-
ponents of wealth for families are housing equity, holdings of stocks
and mutual funds, and private pension wealth.
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Home Equity

The most important asset for most households is the equity in their
home. Differences in home equity arise from differences in homeown-
ership rates, in home values, and, among homes of a given value, in
the level of equity accumulated. Since 1993 there have been increas-
es in homeownership among all groups, but the homeownership rate
among non-Hispanic whites is more than 50 percent higher than that
of blacks or Hispanics.

Some evidence suggests that gaps among racial groups in home val-
ues, although large, are narrowing. For example, between 1992 and
1995 the median value of the primary residence was unchanged at
about $92,000 for non-Hispanic whites but increased from $54,200 to
$70,000 for all other groups combined. In 1993 the median equity
among homeowners was about $50,000 for whites (in 1993 dollars),
$29,000 for blacks, and $36,000 for Hispanics. These values were
$3,000 to $5,000 higher in 1993 than in 1991 (in 1993 dollars).

This Administration’s efforts may have contributed to recent
increases in homeownership and home values among blacks and
Hispanics. The Administration has strengthened regulations under
the Community Reinvestment Act and has stepped up enforcement of
fair lending laws. Data collected under the Home Mortgage
Disclosure Act show that, between 1993 and 1996, conventional home
mortgage lending to blacks has increased 67 percent; such lending to
Hispanics has increased 49 percent. These increases are much larger
than the percentage increase in conventional home mortgage lending
overall in this period.

Discrimination in Mortgage Lending

There are a variety of possible explanations for differences in home-
ownership rates among racial and ethnic groups. Research has
documented substantially higher denial rates in applications for
home mortgages among blacks and Hispanics than among whites. An
analysis of lending practices in Boston found that applications from
blacks and Hispanics were rejected about 28 percent of the time, com-
pared with 10 percent for whites. However, applications from whites,
blacks, and Hispanics differed along many economic dimensions—
including income, loan-to-value ratios, and the presence of private
mortgage insurance, as well as other characteristics of properties and
applicants—which together explained about two-thirds of the differ-
ence in rejection rates. Still, about one-third of the gap remained
unexplained by these factors.

The remaining gap has three possible explanations. The first is that
some relevant economic characteristics correlated with race are
observed by the lender but not by the analyst, and average differences
in those characteristics across racial and ethnic groups account for
the higher denial rate among minorities. However, the Boston study
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was careful to incorporate extensive controls, including all factors
that lenders, underwriters, and others reported to be important in
making lending decisions. The second explanation is that the higher
denial rate reflects lenders’ expectations of higher default rates
among minorities with similar qualifications and other characteris-
tics. This practice—rejecting applications on the basis of group
characteristics—is known as statistical discrimination and is illegal.
The third possible explanation, “noneconomic” or prejudice-based dis-
crimination, in which lenders discriminate against minorities and
lower their profits as a result, is also illegal.

The authors of the Boston study argue that no clear-cut evidence
exists of differences by race in default rates, after adjusting for other
characteristics of applicants and properties such as those measured
in the study. However, this argument and the study itself have been
challenged in subsequent studies, which claim to find evidence of
higher default rates among minorities. Other researchers have
argued in response that differences in default rates between minori-
ties and whites may not be a good indication of their creditworthiness
because, for example, whites might be treated more favorably in fore-
closure proceedings. As discussed in the concluding section of this
chapter, audit studies provide additional evidence of discrimination in
home mortgage lending, although continued research is needed on
the extent and nature of discrimination in this area.

Holdings of Major Financial Assets

Whites have higher rates of ownership of every kind of major
financial asset than do blacks or Hispanics, and among those holding
each kind of asset, holdings by whites are much more valuable. This
is not surprising given whites’ greater median wealth. But some gaps
are particularly striking. For example, as of 1993 nearly 95 percent of
black households owned no stocks or mutual funds, and 95 percent
reported owning no private pension wealth (the corresponding figure
for whites is about 75 percent in each category). Differences in stock
ownership in 1993 are particularly important because between 1993
and 1997 the value of common stock appreciated enormously: for
example, the Standard and Poor’s 500 index roughly doubled in value.
Another striking difference is in transaction accounts (such as check-
ing accounts), which are held by the vast majority (92 percent) of
non-Hispanic white families but by only 69 percent of all other racial
and ethnic groups combined.

THE ROLE OF FAMILY STRUCTURE IN INCOME
AND POVERTY

Increases in family income and decreases in poverty rates for both
blacks and whites were rapid in the postwar period, especially in the
1960s. Blacks also made progress relative to whites in the 1960s. But
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black family income was flat from the early to mid-1970s to the early
1990s, and the ratio of black to white family income generally fell over
this period. For example, since 1967 the ratio of black to white aver-
age income for all families has fallen slightly, from 0.65 to 0.62.
However, black-white ratios of income within family types have
increased, from 0.71 to 0.80 among married-couple families, and from
0.63 to 0.73 among female-headed families. (The overall ratio of
income is lower than the ratios among these subgroups because a
larger proportion of black families are female headed, a group with
much lower average income than other family types.) During this
period the shift toward female-headed families was faster for blacks
than for whites (Chart 4-6). Some observers have suggested that
these trends—particularly the rise of female-headed families—may
largely explain the persistence of differences in family income and
poverty rates among racial and ethnic groups. However, an adjust-
ment for changes in family structure since 1967 suggests that such
changes explain only about one-fifth of the income and poverty gaps
between blacks and whites observed today. Moreover, this adjustment
may overstate, perhaps greatly, the adverse effects of family structure
on income if those with lower income or lower expected income are
less likely to marry or to stay married.

Chart 4-6 Family Structure

Since 1970 all groups have experienced increases in the proportion of families headed
by single women. The rise has been most pronounced for black families.
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The adjustment amounts to taking a weighted average in which
the average income or poverty rate specific to a racial group and fam-
ily type in 1996 is weighted by the corresponding percentage of
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families of that racial group and family type in 1967. The adjustment
shows that if family structure for blacks and whites had not changed
since 1967, in 1996 the black-white ratio of family income would have
been 0.70 rather than 0.62, and the ratio of poverty rates would have
been 2.6 rather than 3.0. Thus, these ratios indicate that roughly one-
fifth of both the income gap and the poverty gap in 1996 is explained
by changes in family structure after 1967. These are surprisingly
modest effects when one considers that since 1967 the proportion of
female-headed families increased from 28 percent to 47 percent
among black families and from 9 percent to 14 percent among white
families. (Results are similar if the difference in family incomes
rather than their ratio is used to measure the income gap between
blacks and whites; differences in poverty rates rather than ratios sug-
gest a somewhat larger effect of family structure changes since 1967
on the poverty gap. Also, similar adjustments demonstrate that fam-
ily structure can account for only a small portion of the difference in
income and poverty between Hispanics and non-Hispanic whites.)

If the dramatic changes in family structure since the 1960s account
for only a modest portion of current income gaps among whites,
blacks, and Hispanics, what accounts for the remainder? Since the
labor market is the most important source of family income, a later
section of this chapter investigates gaps among racial and ethnic
groups in labor market outcomes such as earnings and employment.
However, such outcomes are linked to the skills that workers bring to
the labor market, many of which are developed prior to labor market
entry. The next section therefore discusses differences in education
across racial and ethnic groups.

EDUCATION

Education is one of the most powerful predictors of economic status.
Many dimensions of education are important, including the quality of
schooling, the quantity of schooling (often called “attainment,” for
example the number of years completed), and student achievement or
learning. The link between educational attainment and earnings has
been well established, in part because data on attainment have been
collected in the Census and in labor market surveys over a number of
years. There is less agreement on the measurement and economic
importance of other dimensions of education. Furthermore, the eco-
nomic importance of a college education has increased dramatically
over the past 20 years, as the relative demand for highly educated
workers has risen sharply. The focus of this section is on secondary
and postsecondary educational attainment. Of course, differences in
later educational attainment among racial and ethnic groups can
result from effects of discrimination and social and economic disad-
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vantages experienced in early childhood or in elementary education.
(Chapter 3 discusses early childhood and elementary education.)

DIFFERENCES AND TRENDS IN
EDUCATIONAL ATTAINMENT

Differences

Substantial gaps in educational attainment persist among racial
and ethnic groups. The most recent year for which comparable
national data are available for all groups discussed in this chapter is
1990. Asians had the highest average attainment: in 1990, 40 percent
of Asians 25 years and older had completed 4 or more years of college,
compared with 22 percent of whites, 11 percent of blacks, and about 9
percent of Hispanics and American Indians. About 80 percent of
whites and Asians had at least completed high school, versus two-
thirds of American Indians and blacks and about half of Hispanics.
For Hispanics, attainment also varies considerably between immi-
grants and the native-born. For example, Hispanic immigrants have
much lower rates of high school completion than native-born
Hispanics. Asian immigrants, on the other hand, have educational
attainment similar to that of their native-born counterparts.

Trends

To provide an indication of recent changes in educational attain-
ment across racial and ethnic groups, this section examines
attainment for younger persons (those aged 25-29 years).

High school. High school completion rates have increased steadily
over the 20th century. As educational attainment has increased, gaps
in high school completion among racial and ethnic groups have gen-
erally narrowed, at least among the native-born. In 1967 the gap
between blacks and whites in high school completion rates was 20
percentage points. This gap has narrowed considerably, but a 7-per-
centage-point difference remains between blacks and non-Hispanic
whites (Chart 4-7). And although their high school completion rate
has risen since the early 1970s, Hispanics lag far behind and have not
gained ground relative to non-Hispanic whites. In interpreting these
trends, however, it is important to recall that the composition of the
Hispanic population has changed rapidly. The Hispanic population
has roughly doubled in size between 1980 and 1996, and the fraction
that is foreign-born has been growing. In fact, the slow progress in
high school attainment among Hispanics is in large part explained by
the increasing representation of immigrants with less education. For
example, between 1980 and 1990 the proportion of 18- to 21-year-old
dropouts (those who were neither enrolled in nor had completed high
school) fell from 30 percent to 23 percent among native-born
Hispanics, but remained at 47 percent for foreign-born Hispanics.
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Still, as of 1990 a substantial gap in high school completion rates
remained between native-born Hispanics and non-Hispanic whites.

Postsecondary education. Educational attainment beyond high
school has increased dramatically for blacks, Hispanics, and whites
over the past 30 years, although Hispanics have shown little increase
in the 1980s and 1990s. The percentage of non-Hispanic whites with
a bachelor’s degree or higher is more than twice that of their black
and Hispanic counterparts. High school completion rates, college
enrollment rates among high school graduates, and college comple-
tion rates among college enrollees combine to determine rates of
college completion. Some of the gaps in college completion rates
reflect differences in high school completion rates. For example, the
gap between blacks and Hispanics in completing 1 or more years of
college is explained almost entirely by lower high school completion
rates among Hispanics. But even among those who have completed
high school, non-Hispanic whites are more likely to enter and to com-
plete college than blacks or Hispanics. Again, Hispanics’ low college
attainment rates appear to be due partly to low rates among immi-
grants: between 1980 and 1990 the proportion of 18- to 24-year-olds
enrolled in college increased from 18 percent to 28 percent among
native-born Hispanics, but remained at about 16 percent for foreign-
born Hispanics.

Among women aged 25-29, college completion gaps widened
between whites on the one hand, and blacks and Hispanics on the
other, over the 1980s. In fact, except among white women, there was

Chart 4-7 High School Completion Rates for 25- to 29-Year-Olds
High school completion rates have risen since the late 1960s, and blacks are closing
the gap with whites. The completion rate for Hispanics remains low.
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relatively little increase in college completion rates over the 1980s for
men or women of these ages (Charts 4-8 and 4-9). However, in the
1990s rates of college completion among black men and women began
to pick up, reflecting an increase in college enrollment rates of black
high school graduates in the mid-1980s. College completion also
increased among white men in the early 1990s.

EXPLAINING EDUCATIONAL ATTAINMENT GAPS

High school completion rates increased sharply in the postwar peri-
od. Compared with the rather steady increase in high school
completion, college attendance and completion have fluctuated, espe-
cially for males, although they have increased steadily since the
mid-1980s. Increases in college attainment have been attributed to
two developments. First, since the late 1970s growth in demand for
highly educated workers has raised the relative wages of college grad-
uates. Second, because educational attainment has generally
increased over time, the parents of recent high school graduates tend
to be better educated than the parents of high school graduates some
years ago. This is important because parents’ and children’s education
levels are highly correlated. Federal financial aid has also expanded
dramatically in the 1990s, doubling in real terms since 1993. This
expansion is expected to increase college enrollment and attainment
among low-income students, but it is too early to assess the magni-
tude of this effect.

Levels

Most studies in the economics literature of gaps in college-level
educational attainment among racial and ethnic groups have
focused on college entry. Parental education and family income are
important determinants of gaps in college entry among racial and
ethnic groups. Both factors affect high school completion as well.
For example, one detailed recent study concluded that differences
among blacks, whites, and Hispanics in family background (primar-
ily parental education and income) can account for all the gaps in
rates of high school completion and college entry among racial and
ethnic groups. The study found that among young people with sim-
ilar family income and parental education, rates of college entry
appear to be higher among blacks and Hispanics than among
whites. The importance of family background and income differ-
ences is reduced when achievement test scores are controlled
for, but the interpretation of this finding is the subject of great con-
troversy. For example, low test scores result at least partly from
disadvantages relating to family background and may therefore be
a mechanism whereby such disadvantages are translated into low
educational attainment.
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Chart 4-8 Women Aged 25-29 with 4-Year College Degree or Higher
The fraction of women with at least a 4-year college degree has increased for
non-Hispanic whites, blacks, and Hispanics, but considerable gaps persist.
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Chart 4-9 Men Aged 25-29 with 4-Year College Degree or Higher
The fraction of men with a 4-year college degree or higher has tripled for blacks and
nearly doubled for whites and Hispanics, but considerable gaps persist.
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Trends

More attention has been paid to explaining differences in educational
attainment among racial and ethnic groups than to explaining their
trends. Large inflows of less educated immigrants have kept the aver-
age educational attainment of Hispanics relatively flat. As noted above,
high school graduation rates have increased for native-born Hispanics
but continue to be much lower among immigrants. The narrowing of dif-
ferences in high school attainment between blacks and whites over the
past 30 years can be largely explained by increases relative to whites in
black parental educational attainment.

As high school completion gaps between blacks and whites were
decreasing steadily, differences in earnings between college and high
school graduates of all races were increasing markedly. Naturally, atten-
tion has turned to explaining differences among racial and ethnic groups
in college enrollment and completion. College attendance among high
school graduates has increased for all groups. However, the enrollment
rate among recent graduates began to increase for whites around 1980,
about 5 years before the rate for blacks began to increase. Therefore, the
disparity in college enrollment rates widened in the early 1980s and
translated into wider differences in college completion among racial and
ethnic groups in the late 1980s or early 1990s (Charts 4-8 and 4-9).

One possible explanation of these differences is the increasing direct
costs of college. A recent study found that the schooling decisions of
blacks are more sensitive than those of whites with similar incomes to
tuition and other direct costs, perhaps because of lower wealth among
blacks than among whites with similar incomes. It also found that the
rise in the direct cost of higher education explains some, but no more
than one-third, of the lower propensity of blacks to enter college in the
1980s. However, college tuition and other costs continued to increase in
the late 1980s, a time when black college enrollment began to increase.
The study concluded that the positive effects of rising parental educa-
tion appear to have more than offset the negative effects of rising costs.

AFFIRMATIVE ACTION IN HIGHER
EDUCATION ADMISSIONS

The term “affirmative action” encompasses a variety of activities
and programs, ranging from outreach and recruitment efforts to pro-
grams that consider race as a factor in an evaluation process, which
are intended to increase minority representation in employment, edu-
cation, or contracting. Under the law, and as reflected in Department
of Education guidelines, colleges and universities may not establish
quotas for admission or set aside a certain number or percentage of
admissions slots based on race. However, they may consider race or
national origin as one factor in making admissions decisions, for the
purpose of remedying the effects of past discrimination or achieving a
diverse student body.
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Affirmative action in admissions has been the subject of recent con-
tention. The Board of Regents of the University of California voted in
1995 to prohibit universities within its system from considering race
in admissions. The California Civil Rights Initiative, known as
Proposition 209, prohibits the State from utilizing race- or gender-
based affirmative action programs in State employment, public
contracting, and education. In Texas et al. v. Hopwood the Court of
Appeals for the Fifth Circuit held that the admissions procedure used
by the University of Texas Law School in 1992 was unconstitutional.
However, this Administration strongly supports affirmative action in
higher education, and the practice remains widespread.

Such programs are intended to serve a variety of societal purposes,
including to remedy past or present discrimination, to secure the edu-
cational benefits of a diverse campus community, to compensate for
educational or other disadvantages faced by promising applicants, to
prepare students for an increasingly diverse society, and to train stu-
dents to serve the needs of diverse communities. But what are the
more narrow economic effects of affirmative action in higher educa-
tion admissions?

A recent study found that black and Hispanic students are more
likely to be admitted to “elite” institutions of higher education (that
is, those with average Scholastic Aptitude Test, or SAT, scores in the
top 20 percent of 4-year institutions) than non-Hispanic white or
Asian students with similar grade point averages (GPAs) and test
scores. Of course, in assessing student merit and making admissions
decisions, universities consider many criteria, such as letters of rec-
ommendation, extracurricular activities, region of residence, and
adverse personal circumstances. The study also found no evidence of
differences by race, after controlling for test scores and grades, in
admissions to the less elite institutions where 80 percent of college
students are educated. Nonetheless, admission to elite institutions is
of interest because of the strong link between college selectivity and
later earnings.

Critics of affirmative action programs in higher education admis-
sions argue that some of the intended beneficiaries may actually be
harmed by such policies. (The same criticism could also be made of
programs for children of alumni or faculty.) They contend that affir-
mative action programs impede the academic performance of
minority students and increase their college dropout rates by encour-
aging them to enter colleges for which they may not be well prepared.
However, the study discussed above found little evidence of economic
harm to these students, as measured by graduation rates and earn-
ings. The key question this criticism raises is whether students
admitted to elite institutions because of affirmative action would
have fared better had they instead attended less selective institu-
tions. In fact, attending an elite institution is associated with a lower
college GPA, but a higher graduation rate and higher earnings, for all
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students, after controlling for SAT scores and high school GPA. The
relationship between college selectivity and both college completion
and earnings is similar for blacks and Hispanics and others.

The higher graduation rate among similar students attending more
elite institutions raises questions about which practices at elite insti-
tutions increase graduation rates. Possibilities range from more
engaging professors or classes to better support services. It is also
possible that students expect a higher economic return to additional
investment in education at an elite college and are therefore more
highly motivated to obtain a degree.

The authors of the study argue that the number of applicants
denied admission because of affirmative action programs is small.
But many other students who are rejected may erroneously conclude
that they would have been admitted in the absence of such programs.
As a result, affirmative action in admissions may generate resent-
ment far in excess of its actual aggregate effects. Nonetheless,
individuals denied admission as a result of these policies may bear
some costs—even if those individuals are difficult to identify and are
few in number.

As an alternative to race-conscious admissions policies, some have
called for “color-blind” policies that might target low parental income
or education. Blacks and Hispanics are, of course, a minority of the
population and account for a small minority of the population of
youths with high SAT scores. As a result, although blacks and
Hispanics are much more likely than whites to be poor, they make up
a relatively small share of the low-income population with the SAT
scores or GPA needed to gain admission to elite colleges. Therefore,
targeting low-income applicants alone would very likely result in a
dramatic reduction in minority representation at elite colleges. Class-
based, color-blind admissions standards would not yield substantial
numbers of blacks and Hispanics at most top-ranked institutions at
present. Some commentators have therefore concluded that race-
conscious admissions policies are needed to retain a semblance of
racial diversity on elite college campuses.

LABOR MARKETS

The largest share of most families’ income is derived from earnings
from labor. Changes in labor markets can therefore have considerable
effects on economic inequality across racial groups. Differences in
labor market outcomes among racial and ethnic groups are inter-
twined with general developments in labor markets. Among the most
important recent developments are technological changes that have
increased the demand for highly educated labor, growing immigration
and international trade, declining trade wunion membership,
increased participation of women in the labor market, and, most

140



recently, increases in the minimum wage and expansions of the
earned income tax credit. (See Chapter 7 for a discussion of the effects
of international trade on labor markets.) Developments that appear
race-neutral may nonetheless affect racial and ethnic groups differ-
ently. For example, since Hispanics, on average, have much lower
educational attainment than whites and blacks, they are more likely
to be harmed by falling demand for less educated workers. However,
lower demand for less skilled workers would not necessarily be
expected to increase wage gaps among racial and ethnic groups for
workers with similar levels of education.

In analyzing changes in racial inequality in labor markets it is
important to bear in mind the growing economic diversity within
racial groups that began to be observed in the mid-1960s. For exam-
ple, the growing income inequality among blacks described above is
mirrored in the labor market, with college-educated professionals at
one extreme and labor force dropouts at the other. Although both
groups face substantial barriers in the labor market related to race,
the nature of these barriers could be quite different. The growing
labor market diversity within racial groups cautions against the
search for a single explanation for changes over time in differences
among racial groups.

Three periods mark changes in black-white inequality in the labor
market since 1960: a period of rapid progress from 1965 to the mid-
1970s; a period of stagnation or erosion of gains between the
mid-1970s and the early 1990s; and a period of mixed results since
the early 1990s. The beginnings and ends of these periods are difficult
to determine precisely because focusing on different data series and
different subgroups can yield somewhat different results.

TRENDS IN LABOR MARKET OUTCOMES
Unemployment and Employment Gaps

The current economic recovery has reduced unemployment sub-
stantially for all groups. The overall unemployment rate has been
below 6 percent for over 3 years and has been at 5 percent or below
since April 1997. Improvement in the employment situation overall
has been accompanied by a reduction in the difference in the unem-
ployment rate between blacks and Hispanics on the one hand, and
whites on the other. The proportion of black women employed has
risen above that for white women in recent months. However, unem-
ployment rates for blacks are more than double those for whites and
fluctuate more sharply over the business cycle (Chart 4-10).

Men. In 1997 the unemployment rate for black men 20 years and
older was 8.4 percent, its lowest annual average since 1974. At 3.6
percent, the white male unemployment rate for 1997 was also near a
20-year low. Although the ratio of black unemployment to white
unemployment is thus more than 2 to 1, as it has been for many
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years, for the past 3 years the difference in rates has been roughly 4
to 5 percentage points, smaller than the gaps that prevailed from
1975 to 1994. Among men aged 25-54, the labor force participation
rate for blacks is about 84 percent, about 9 percentage points lower
than the rate for whites. These rates have fallen in the past 25 years
for both blacks and whites, although the decline has been somewhat
larger among blacks.

Chart 4-10 Unemployment Rates

Unemployment rates for blacks and Hispanics are higher and increase more in
recessions than unemployment rates for whites.
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Women. Labor market outcomes for women are important for
understanding differences in economic well-being among racial
groups, for two reasons. First, women’s earnings have historically
made up a larger proportion of two-parent family income among
blacks than among whites. Second, because of their much higher rate
of single parenthood, black families rely more heavily on female earn-
ings than do white families. For women aged 20 and above the most
striking employment trend is a long-term increase in labor force par-
ticipation. Participation rates for black women have long exceeded
rates for white women, but the difference has narrowed considerably
and nearly disappeared by the early 1990s. However, beginning in
1995, participation rates of black women accelerated, reaching 64
percent in 1997. The rate for white women appears to have reached a
plateau at about 60 percent. But because black women also have
higher unemployment rates than white women, their employment-to-
population ratios are much more similar than are their participation
rates. Still, the black female employment-to-population ratio sur-
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passed the white ratio in 1996. Labor force participation rates for
Hispanic women are lower than those for either blacks or whites.

Gaps (both ratios and differences) among racial groups in unem-
ployment rates for women are similar to those for men. The
black-white unemployment ratio for women has remained above 2,
but the difference has been somewhat smaller in the 1990s than in
the 1980s.

Occupations

Like educational attainment, occupation is regarded as an indica-
tor of more permanent economic and social status than are wages or
income in a single year or month. Workers in different occupations
are affected differently by changes in the economy. For example,
workers in blue-collar occupations are more likely than white-collar
workers to be laid off in recessions.

Over the postwar period black men and women have both experi-
enced tremendous change in the occupations in which they work.
Some of these changes were experienced by all workers, black and
white, but some are specific to blacks, due, for example, to reduction
in the most overt forms of discrimination and to large migration flows
out of the rural South.

Women. In 1940, 60 percent of employed black women worked in
domestic service occupations, more than triple the percentage among
all employed women. The proportion of black women employed in
domestic service fell to 35 percent by 1960 and to 2 percent by 1996.
Over the same period, black (and white) women moved in large num-
bers into other service occupations, as well as into clerical and sales
jobs. The proportion of black women in managerial and professional
occupations increased slowly between 1940 and 1960, then jumped in
the 1960s and 1970s, reaching about 19 percent in 1980.

A major revision of the occupational classification system, imple-
mented after 1982, makes tracking changes over the entire 1980s
difficult. Since 1983 the fraction of black women employed in manage-
rial and professional occupations grew steadily, but increased less
than that of white women. As a result, the gap between white and
black women in the percentage working in managerial and profes-
sional occupations widened by more than 2 percentage points over the
past 15 years. Hispanic women are less likely than black or white
women to be employed in managerial and professional occupations,
and more likely to be employed in private household service and in the
relatively low skill blue-collar occupations of operators and fabricators.

Men. In 1940, 41 percent of black men worked as farmers or farm
laborers; that share had fallen to only 14 percent in 1960. (The corre-
sponding percentages for all men were 22 percent and 8 percent,
respectively.) By 1970 employed black men were more likely than
other employed men to work in blue-collar occupations (60 percent
compared with 48 percent). Black men were therefore concentrated in
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those occupations that were the most affected by the severe cyclical
downturns of the 1970s and early 1980s, and at least until recently by
the long-term decline in manufacturing employment. By 1996 only
about 45 percent of employed black men and 38 percent of all
employed men worked in blue-collar jobs.

In the period between 1960 and 1980 the percentages of black men
and black women who worked in professional and managerial occu-
pations were roughly equal, and both increased by about 10
percentage points. But since 1980 black men have not moved into pro-
fessional and managerial occupations as rapidly as black or white
women. In 1996 the share of black men working in managerial and
professional occupations stood 6 percentage points behind that of
black women, 11 percentage points behind that of white men, and 15
percentage points behind that of white women.

Hispanic men are the least likely of all the groups considered here
to work in managerial and professional occupations. They are far
more likely than black or white men to work in farming and related
occupations, more likely than black men to work in precision produc-
tion (“craft”) occupations, and slightly less likely than black men to
work in the lower skill blue-collar occupations.

Earnings Gaps

Black-white earnings gaps. By all available measures, the wages of
blacks increased rapidly relative to those of whites in the 1960s and
early 1970s, but progress slowed or reversed between the mid-1970s
and the early 1990s (Charts 4-11 and 4-12). Trends in earnings
inequality among racial groups in the 1990s are less clear. Most wage
series show little progress in the pay of blacks relative to that of
whites. However, one wage series—median annual earnings for full-
time, year-round male workers—does show substantial recent
progress among black men relative to white men, with the black-
white ratio reaching a new high of about 0.8 in 1996. Firm
conclusions about black-white pay gaps for men in the 1990s are
therefore difficult to reach. Explanations for the narrowing of the pay
gap in the 1960s, as well as the widening between the mid-1970s and
the early 1990s, are discussed below. Researchers have just begun to
examine the record of the 1990s.

Wage growth in the 1960s and early 1970s was faster for black
women than for black men, both relative to white women (Chart 4-12)
and relative to white men. Between 1967 and 1975 the gap in medi-
an wages between white and black women fell from about 20 to about
5 percentage points. Among younger women the differential disap-
peared, and there is even evidence that young, college-educated black
women were paid more than comparable white women in the 1970s.
But the earnings gap increased starting in the mid-1970s and stood
at about 17 percentage points in 1997. Black and white women have
both gained relative to white men.
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Chart 4-11 Ratios of Median Weekly Earnings of Male Full-Time Workers
Since the 1970s, black men's earnings have held roughly constant relative to those of
white men, while Hispanic men have lost ground.
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Chart 4-12 Ratios of Median Weekly Earnings of Female Full-Time Workers
Black women nearly closed the pay gap with white women by the early 1970s, but
relative wages of black and Hispanic women have been falling since then.
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As noted above, whites on average have higher educational attain-
ment than blacks. But sizable pay gaps among racial and ethnic
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groups remain for workers with similar educational attainment
(Table 4-2). At least until the 1990s, these trends in black-white pay
gaps were more pronounced for younger workers, who tend to bear
the brunt of labor market adjustment. For example, the pay gap
between blacks and whites narrowed most among young college grad-
uates in the 1960s and early 1970s, and then widened most among
this group after 1975.

TABLE 4-2.—Ratios of Black and Hispanic to White Median
Weekly Earnings, 1997

Black-white ratio Hispanic-white ratio

Sex Workers with Workers with Workers with Workers with
All workers high school bachelor’s All workers high school bachelor’s
diploma only degree only diploma only degree only

L] 0.74 0.75 0.74 0.63 0.78 0.86

Women ............... 83 .85 90 71 .86 .94

Note—Data are for full-time workers aged 25 and over.
Source: Department of Labor (Bureau of Labor Statistics).

Earnings gaps for other groups. Less information is available about
differences in pay between whites and other minority groups. The pay
of Hispanic men and women fell relative to that of whites over the
1970s and 1980s. Much of the deterioration in the pay of Hispanics is
linked to educational differences and immigration. For example, dif-
ferences in pay between Hispanics and whites with similar
educational attainment are much smaller than the overall differences
(Table 4-2). In fact, a recent study reported that, between 1980 and
1990, differences in pay between whites and minorities living in the
same metropolitan areas, with comparable levels of schooling and
working in similar occupations, widened by 2.5 percentage points for
blacks and 4.1 percentage points for American Indians, but by less
than 1 percentage point for Hispanics and Asians.

EXPLAINING EARNINGS GAPS

Differences in pay among racial and ethnic groups can result from
differences in the average quantities of factors related to labor mar-
ket success, such as educational attainment, and from differences in
the “prices” of such factors, that is, their value in the labor market.
Differences among racial and ethnic groups in the prices these factors
command have been attributed to labor market discrimination. But
differences in the quantities of these factors may also reflect discrim-
ination outside the labor market or even within it. For example, if
blacks with higher educational attainment are discriminated against
in the labor market, their returns to investing in education may be
artificially reduced. Facing a lower return, blacks may invest less in
higher education.
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Historically, blacks have received less schooling and attended
schools with larger class sizes and smaller budgets than those attend-
ed by whites. Largely as a result of the 1954 Supreme Court decision
in Brown v. Board of Education, the Civil Rights Act of 1964, and the
1968 decision in Green v. County School Board, which required active
integration of schools, schools became increasingly integrated in the
late 1960s and early 1970s. Schooling gains can account for perhaps
20 percent of the gains in black workers’ relative earnings in the
1960s and early 1970s.

Other factors that explain trends in wage gaps among various
racial groups include migration (especially before the 1960s), region-
al and industry demand conditions, macroeconomic shocks, and
government intervention. Government intervention to increase eco-
nomic opportunities for disadvantaged minorities has taken many
forms, including education and training programs, the enactment and
enforcement of civil rights and equal opportunity laws, requirements
(under Executive Order 11246) that Federal contractors engage in
affirmative action programs, and court-monitored affirmative action
programs intended to remedy past practices of discrimination.

Changes to the Mid-1970s

Between 1920 and 1990 blacks experienced two periods of rapid
progress relative to whites in the labor market: the first was during
the wartime economy of the 1940s, and the second was the period
from 1965 to 1975. Migration from the South was substantial in the
1940s, 1950s, and into the 1960s: 10 to 15 percent of all blacks and
roughly 20 to 25 percent of young black men migrated in each of these
decades. Wage gaps between blacks and whites were much larger in
the South than in other regions. For example, in 1960 the black-white
gap in wages was about twice as large in the South (50 to 60 percent
compared with 20 to 30 percent outside the South).

Following passage of the Civil Rights Act of 1964, the relative
wages of black workers increased sharply—more than can be
explained by macroeconomic factors such as growth in gross domestic
product. The improvement in relative wages was by far the greatest
in the South, where State fair-employment laws were weakest, where
institutional discrimination was greatest, and where Federal antidis-
crimination efforts were focused. Although there was some progress
in the relative earnings of blacks before 1964, the evidence is over-
whelming that progress accelerated substantially in the period from
1964 to 1975, and that Federal attacks on racial exclusion in the
South were critical to this acceleration.

As noted above, gains in years of schooling and school quality
explain perhaps 20 percent of the gain in relative wages for blacks in
this period. There were large increases in the economic returns to
schooling for blacks. In principle, these could result from either
increased quality of schooling or decreased discrimination in the labor
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market. However, decreased discrimination is the more compelling
explanation, since returns to education increased even among older
cohorts whose education had been completed prior to 1965.

But part of the improvement in schooling and school quality is also
attributable to Federal actions. The Supreme Court ruled in the
Brown decision that segregated schools are unconstitutional. Yet
despite the Brown decision and provisions of the Civil Rights Act that
threatened to cut off Federal aid to segregated schools, in the mid-
1960s black children in the South still overwhelmingly went to
segregated schools. The dramatic changes came after the 1968 and
1969 Supreme Court decisions that required immediate integration.
Therefore, improvements in school quality that resulted from school
desegregation do not explain improvements in black wages in the
South between 1965 and 1975.

Demand forces seem responsible for much of the improvement in
relative wages between 1964 and 1975. Partly because Federal
actions coincided with a strong economy, the precise role of Federal
action, including the associated voluntary compliance, has been diffi-
cult to establish statistically. However, the observation that the most
rapid progress came in the South, where Federal efforts were concen-
trated, supports the importance of the Federal role. Detailed studies
show that blacks moved into industries in the South from which they
had previously been excluded. For example, after 55 years of near-
total exclusion, black employment advanced rapidly in South
Carolina’s textile industry from 1965 to 1975.

A recent evaluation of the impact of the Equal Employment
Opportunity Act of 1972 confirms earlier findings of the importance of
Federal equal opportunity law to the labor market progress of blacks.
The act expanded civil rights coverage of Title VII of the Civil Rights
Act to employers with 15 to 24 employees (previously only larger
establishments were covered), as well as to State and local govern-
ments. Blacks employed in the newly covered small establishments in
States where small employers were not already covered by State fair-
employment practice laws, largely in the South, were most affected by
this legal change. Blacks gained in relative employment, earnings,
and occupational status in small establishments in Southern States
after 1972.

Changes Since the Mid-1970s

Men. In the mid-1970s and 1980s, wages for less educated workers
and for black and Hispanic workers deteriorated. Wage differences
between blacks and whites grew fastest in the North Central region,
where employment and earnings declined more generally. On the
demand side, the heavy concentration of blacks in central-city manu-
facturing jobs in the Midwest in the 1970s made them particularly
vulnerable to recessions and the decline of manufacturing employ-
ment. Ironically, then, the movement out of the South and into
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manufacturing employment that had contributed so much to black
economic progress in the 1960s and early 1970s also contributed to
the deterioration of the late 1970s and 1980s.

Labor supply responses such as migration and training can help off-
set the effects of reductions in labor demand. Lower mobility will
produce larger wage and employment declines in response to demand
shocks. There appears to have been slower adjustment out of declining
areas and industries among blacks and less educated workers, on aver-
age, although it is unclear whether this supply adjustment was slower
for minorities than for whites with similar educational attainment.

Perhaps the most important change in the labor market over the
past 25 years has been the increase in the demand for more educated
workers. But wage inequality has generally increased even for work-
ers with the same educational attainment. Although growing wage
differences between blacks and whites could be a symptom of
increased discrimination, the increase in general wage inequality
makes this inference more difficult. The increase in general wage
inequality for workers of the same age and educational attainment
could lead to widening differences in wages between blacks and
whites, as the following example illustrates. Suppose that in 1975 the
median wage for black men aged 30 with a high school degree stood
at the 35th percentile of the distribution of wages for the correspond-
ing group of white men. Suppose further that wage inequality
increased generally after 1975, so that by 1990, wages at the 35th
percentile of the white wage distribution had fallen 10 percent rela-
tive to the white median (for this group). Then, even if the black
median wage remained at the 35th percentile of the white wage dis-
tribution, the general growth of wage inequality would have resulted
in a 10-percent decline in the black-white ratio of median wages.

Scholars have recently attempted to quantify these effects.
Estimates vary, however, regarding the extent to which the widening
of pay gaps between blacks and whites is accounted for by increasing
general wage inequality. One early study concluded that such effects
could account for the entire increase in black-white wage differences
among young workers in the 1980s. But this conclusion has been chal-
lenged. For example, the increase in wage gaps between blacks and
whites has been greatest among young, college-educated workers. But
the median wages of black and white workers for this group were sim-
ilar in the mid-1970s. Therefore, a general decline at the bottom of
the wage distribution relative to the median cannot account for the
fall of the black median relative to the white median for this group.
For other groups of workers, however, increases in general wage
inequality appear to be more important.

Researchers have also hypothesized that the increase in general
wage inequality among workers of similar ages and education levels
is due to the growing value in the labor market of “unmeasured skills”
(skills not measured by years of schooling or age). Some have hypoth-

149



esized further that the growth in wage differences between blacks
and whites is related to differences in unmeasured skills between
blacks and whites. For example, skills differences between blacks and
whites with the same years of schooling might result from differences
in the quality of the schools that blacks and whites attend. Some
studies have attempted to explore this issue by directly examining
school quality or measures of “skill” such as performance on tests of
cognitive achievement or ability. However, important aspects of school
quality may be difficult to measure. Studies find that differences in
test scores can explain a substantial portion of black-white differ-
ences in wages in a given year, but have not been able empirically to
account for the reversal in black-white wage convergence since the
mid-1970s.

In addition, a recent study concludes that growing returns to
unmeasured skills are simply not large enough to account for the
stagnation of black economic progress after the mid-1970s. First,
changes in school quality cannot explain the widening of pay gaps
over time within cohorts whose schooling is of fixed quality over their
lifetimes. In principle, an increase in the labor market return to
school quality could lead to a widening of pay gaps between blacks
and whites even within cohorts, if blacks attended lower quality
schools. But second, the study found that even after differences in
schooling, age, location, and unmeasured skills are taken into
account, young, college-educated black men experienced at least a 13-
percent drop in wages relative to their white counterparts in the
1980s.

In sum, black men’s earnings fell relative to those of white men of
similar age and educational attainment in the late 1970s and 1980s.
The evidence available indicates that increasing overall wage
inequality may have contributed to this deterioration and may be
linked to unmeasured skill differences, but these explanations are
incomplete. For example, this explanation does a poor job with young,
college-educated black men, for whom the erosion of relative pay was
substantial. These investigations therefore provide indirect evidence
that discrimination also contributed to widening pay gaps across
racial groups.

Women. Less attention has been paid to recent increases in the
wage gap between black and white women. Since the early 1970s,
working women have made substantial gains in earnings relative to
men. The narrowing of the gender pay gap has been attributed to
greater lifetime labor force participation among women and the dra-
matic increase in the value of education and work force experience.

As noted above, black women reached virtual pay parity with white
women in the early 1970s, after a long period of steady improvement
(Chart 4-12). Since the mid-1970s, however, the wages of young black
women have fallen about 10 percentage points relative to those of
young white women. The relative decline was more rapid among
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young college graduates. Chart 4-12 shows only ratios of weekly earn-
ings of full-time workers, but the trends in pay gaps among racial and
ethnic groups for women are similar in other data series (such as
annual earnings of full-time, year-round workers) and for workers of
similar ages and educational attainment.

Both labor force participation rates and attainment of a college
degree rose more for white women than for black women in the 1980s.
Over the 1980s the returns to education also increased. Changes in
demand for specific occupations and the decline in unionization rates
appear to have hurt black women relative to white women. Black
women were also more likely to be employed in declining industries
than white women.

Studies document a widening of pay gaps among racial groups for
women of similar ages and educational attainment. But since white
women’s labor force participation rates have increased relative to
those of black women (at least until the mid-1990s), their labor mar-
ket experience at any age may also have increased relative to that of
black women. And pay tends to rise with greater labor market expe-
rience. Thus, a possible yet unexplored explanation for the decrease
in the pay of black women relative to white women since the mid-
1970s is the increasing relative attachment of white women to the
labor force. Discrimination could also have contributed to the decline
in the black-white earnings ratio among women.

Affirmative Action in Employment

Aside from labor market changes that increased the demand for
more skilled labor, weaker enforcement of antidiscrimination laws
during the 1980s may have contributed to the decline in black work-
ers’ relative earnings between the mid-1970s and the late 1980s.
There is evidence that enforcement of equal opportunity and affirma-
tive action laws has an effect on hiring decisions.

Affirmative action programs have proved controversial, but their
aggregate effects remain unclear. Because a variety of civil rights and
antidiscrimination measures were undertaken in a relatively short
time, it has been difficult to distinguish the effects of affirmative
action from those of broader civil rights enforcement. The Office of
Federal Contract Compliance Programs (OFCCP) is responsible for
monitoring the hiring and promotion practices of Federal contractors.
Large government contractors (those with 50 or more employees and
$50,000 or more in Federal contracts) must develop an affirmative
action program to remedy any underutilization of minorities and
women and must make good faith efforts to implement the program.
One approach to assessing the effects of affirmative action on employ-
ment, therefore, is to compare government contractors (who are
covered by OFCCP enforcement) with firms that are not government
contractors (noncontractors). This approach, however, is subject to
biases that can lead it to overstate or understate the effects of affir-

151



mative action plans. On the one hand, noncontractors often take steps
to ensure diversity and compliance with equal opportunity laws, even
though they are not covered by OFCCP rules. This would lead the
method to understate the effects of affirmative action. On the other
hand, increased employment at contractor firms could also result
from a shift of employment from noncontractors to contractors. In this
case the difference between contractor and noncontractor hiring could
overstate the employment effects of affirmative action.

According to these studies, active enforcement by OFCCP during
the 1970s appears to be related to government contractors’ increasing
their hiring of minority workers, although the effect is relatively mod-
est. For example, one study found that the employment share of black
males in contractor firms increased from 5.8 percent to 6.7 percent
between 1974 and 1980. In noncontractor firms the share increased
from 5.3 percent to 5.9 percent. The literature also finds that OFCCP
had a significantly positive effect on the employment of black females
and a smaller but still positive effect on white females.

A 1996 study concluded that, in contrast to findings for the 1970s,
there was no consistent evidence of the success of government
antidiscrimination efforts in the 1980s. As noted, in the 1980s OFCCP
enforcement was greatly weakened. Debarments of contractors found
to be noncompliant, awards of back pay to affected employees, and
conciliation agreements following violations all decreased during the
decade. Enforcement has apparently increased in the 1990s as new
initiatives have been adopted that focus enforcement on the worst
offenders, target areas of obvious noncompliance, and strengthen
sanctions.

DISCRIMINATION

No discussion of differences in economic status among racial and
ethnic groups would be complete without a consideration of the ongo-
ing importance of discrimination. Two statements appear to be true.
First, discrimination is far less pervasive and overt today than it was
before the Civil Rights Act of 1964. Second, audit studies and signifi-
cant judgments in favor of victims of discrimination make it clear that
discrimination against members of racial and ethnic minority groups
persists in many areas of the economy. However, there is far less
agreement about the degree to which current acts of discrimination
are responsible for differences in economic status among racial and
ethnic groups.

Many States’ laws dictated a system of race-based classifications
that placed blacks at a disadvantage in the economy, in education,
and before the law. As late as the early 1960s overt racial discrimina-
tion was common. For example, newspaper advertisements clearly
stated employer preferences for whites or blacks for specific jobs. The
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practice was common even in States like New York, where antidis-
crimination legislation predated national civil rights legislation.

Evidence of continued racial discrimination takes a variety of
forms. Perhaps the most convincing evidence comes from audit stud-
ies, in which similar white and minority candidates are sent to the
same sources to seek jobs, rent apartments, or apply for loans for
home mortgages. For example, a white and a black job seeker may be
given similar résumés and sent to the same set of firms to apply for a
job. These studies typically find that employers are less likely to
interview or offer a job to minority applicants, and that minority
applicants are treated less favorably by real estate agents and lenders
and in some types of consumer purchases (such as automobiles and
meals in restaurants). For example, one national study found that the
incidence of unfavorable treatment in the housing market was 23 to
30 percentage points higher for a black or Hispanic auditor than for
his or her “matched” white counterpart. In the area of housing dis-
crimination the Department of Justice recently launched a national
program to test housing developments, seeking evidence of discrimi-
natory practices. Pairs of black and white persons are trained to pose
as prospective tenants and sent to ask about the availability of units.
In a case brought using evidence developed with this technique, the
Department of Justice obtained a consent decree against housing
providers in suburban Detroit that resulted in a $125,000 civil penal-
ty paid to the Treasury and required the defendants to make $225,000
available to the victims of their discrimination.

Various Federal agencies also receive and resolve thousands of dis-
crimination complaints each year. On the one hand, although a
settlement of charges does not always involve admission of discrimi-
natory practice, at a minimum the bringing of a charge indicates the
perception that discrimination has occurred. On the other hand, only
a portion of employees who experience discrimination actually bring
charges. In fiscal 1996 alone, the Equal Employment Opportunity
Commission, which is responsible for enforcing the principal Federal
statutes prohibiting employment discrimination including Title VII of
the Civil Rights Act of 1964, obtained $145 million in monetary ben-
efits (excluding litigation awards) for parties bringing discrimination
charges, through settlement and conciliation. From 1993 to 1997 the
OFCCP conducted 19,852 compliance reviews and 3,192 complaint
investigations and obtained over $158 million in financial settle-
ments, including over $60 million in back pay for 30,171 victims of
employment discrimination by Federal contractors. During the first
term of this Administration, the Department of Housing and Urban
Development (HUD) reached out-of-court settlements on 6,517 hous-
ing discrimination cases. HUD took enforcement action on 1,085
cases, either issuing housing discrimination charges or referring
cases to the Department of Justice. During this period HUD obtained
$17.8 million in compensation for victims of housing discrimination.
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The Department of Justice settled major mortgage lending discrimi-
nation suits in the 1990s, including suits against large lenders in the
Atlanta and Boston areas. In fiscal 1997 the Department of
Education’s Office of Civil Rights received 1,422 complaints alleging
discrimination based on race, color, or national origin in access to
equal educational opportunities. The office facilitated a change in 249
of these cases.

Less direct evidence of discrimination comes from earnings com-
parisons such as those described earlier in this chapter. As noted
there, even after adjusting for many characteristics that affect earn-
ings, these studies typically find that blacks are paid less than their
white counterparts. The traditional interpretation is that the unex-
plained differential reflects discrimination in pay. However, these
studies are not uniformly accepted as providing evidence of discrimi-
nation in the labor market: some researchers have argued that the
studies fail to control adequately for differences in average charac-
teristics between groups. Others argue that controlling for such
characteristics may not be appropriate if differences in characteristics
such as education and labor market experience are themselves part-
ly the result of discrimination both outside and within the labor
market.

More direct evidence of labor market discrimination, in addition to
that from audit studies, comes from lawsuits that prove in a court of
law a pattern and practice of discriminatory behavior. But these nar-
row, albeit powerful, pieces of evidence do not translate easily into
estimates of the aggregate economic impacts on employment or eco-
nomic well-being of discriminatory behavior. Significant analytical
challenges, requiring a combination of approaches, remain in assess-
ing the contribution of current acts of discrimination to current
differences in economic status among racial and ethnic groups. For
example, minorities who face discrimination by one employer may be
able to find employment with another, nondiscriminatory employer.
(But even in this case, discrimination imposes psychological costs and
additional job search costs on minorities.) This example also suggests
sthat, especially where discrimination is prevalent, reducing discrim-
ination can yield substantial economic benefits, by increasing the
number of nondiscriminatory employers.

It is an important goal of social and economic policy to ensure that
discrimination does not limit the economic opportunities available to
members of racial and ethnic minority groups. This Administration
remains committed to ensuring equal opportunity for all Americans.
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CHAPTER 5

Improving Economic Efficiency:
Environmental and Health Issues

THE U.S. ECONOMY RELIES PRIMARILY on market forces and
price signals to allocate economic resources efficiently. Economists
have long recognized that a system of decentralized, competitive
markets in which businesses and households act in their own best
interest promotes economic growth and well-being. Market prices
signal how resources should be used to produce goods and services of
the highest value, and facilitate the distribution of these goods and
services to those willing and able to pay the most for them. In a well-
functioning market the price of a good or service reflects both its
marginal value to the consumer and its marginal cost to the produc-
er. So long as there is no divergence between the private and the
social values and costs of these goods and services, the market sys-
tem is likely to bring about the most efficient allocation of economic
resources. Although economic efficiency is not the only concern of
policymakers, it is important because it largely determines the total
quantity of goods and services available. However, economists also
recognize that sometimes prices might be distorted and that a mar-
ket economy may fail to allocate resources efficiently. When market
failures occur, appropriate government action may be able to
improve upon market performance and enhance overall economic
well-being. Examples of such action include protecting the environ-
ment, promoting health and safety, providing intellectual and
physical infrastructure, and promoting competition.

Potential sources of market failure are:

* Externalities. An externality arises when production or consump-
tion by one person or group provides a benefit to others (for
example, by revealing a useful scientific discovery) without receiv-
ing compensation equal to the benefit, or imposes a cost on others
(for example, by polluting the environment) without paying com-
pensation for the full cost.

* Incomplete or asymmetric information. When two parties to an
economic transaction do not have complete information, or do not
have the same information, about the goods or services being
exchanged, they may face distorted incentives that prevent mar-
kets from supplying the amount or the type of products most
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desired. These information problems are especially prevalent in the
market for health care, where incomplete or asymmetric informa-
tion about a patient’s health status or the value of a provider’s
services can adversely affect the decisions of both provider and con-
sumer.

® Public goods. A public good is one that many people can use simul-
taneously without reducing its availability to others, and whose
benefits are such that one person cannot exclude others from enjoy-
ing them. An example of a public good is national security, which,
once provided, cannot be denied to anyone residing in the protected
nation.

® Imperfect competition. Imperfect competition may result when a few
suppliers or buyers can exercise market power to limit supply, keep
prices high, and prevent new competitors from entering the market.

Economics provides important insights into the circumstances in
which governments can act to improve upon market performance,
how they can do so in a cost-effective manner, and how the costs and
benefits of such actions are likely to be distributed. Economics has
shown that market mechanisms can be a powerful instrument for
achieving desired policy outcomes without incurring unnecessary
costs. A prime example is the use of tradable pollution permits in
environmental policy, described in detail later in this chapter.

This chapter presents several examples of market failures in the
areas of environmental protection and health care and discusses new
approaches to addressing them. Recent environmental initiatives
include policies to improve air quality, address global climate change,
and reduce non-point source water pollution from agriculture. These
policies are designed to build upon the considerable success of past
efforts in improving the quality of our environmental resources. In
the domain of health care and consumer safety, rules governing
health insurance and drug approval have been reformed, and new
policies are being proposed to improve the performance of health
maintenance organizations and reduce teenage smoking. These poli-
cies are intended to further enhance the health and well-being of our
Nation’s people. Recent antitrust reforms designed to increase mar-
ket competition are discussed in Chapter 6.

COST-EFFECTIVE ENVIRONMENTAL PROTECTION

Achieving environmental targets at the lowest possible cost is an
important policy objective. The President’s Executive Order 12866,
issued in 1993, directs Federal agencies to design regulations in the
most cost-effective manner to achieve the regulatory objective and to
propose or adopt a regulation only upon a reasoned determination
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that its benefits justify its costs. Further, the 1995 Unfunded
Mandates Reform Act requires agencies either to certify that the reg-
ulatory approaches they adopt to achieve policy goals are the least
burdensome, the most cost-effective, or the least costly among avail-
able alternatives, or to state the reasons for choosing an alternative
approach.

TRADABLE EMISSIONS PERMITS

In implementing environmental policy, economists often advocate
the use of market-based mechanisms such as tradable emissions per-
mits for environmental pollutants, to encourage emissions reduction
from those sources where the cost of emissions reduction is lowest and
to foster innovation in emissions control technology. Tradable permits
can be especially useful in achieving quantitative targets for emis-
sions control or abatement.

Under the traditional regulatory approach to environmental pro-
tection, a regulatory agency may specify an allowable emissions level
for each firm or facility or require firms to use specific technologies to
reduce emissions. This is often inefficient because the cost of reducing
emissions by a given amount differs from firm to firm. A tradable per-
mit system instead caps total emissions from all firms but neither
places limits on emissions by any one firm nor dictates how the reduc-
tion in emissions must be achieved. Instead the regulatory agency
issues permits for emissions in a total amount equal to the cap and
prohibits emissions without a permit. After their initial allocation
(methods for which are discussed below), firms may freely buy and
sell permits among themselves. Any firm that can reduce its emis-
sions for less than the going price of a permit has an incentive to do
so and then sell its unused permits to other firms for which emissions
reduction is more costly. With tradable emissions permits, firms thus
have more choices and can meet environmental standards at lower
cost than under traditional regulation.

An emission permit trading system also gives firms an incentive to
innovate. Firms that develop more effective and cheaper pollution
control measures can sell not only their unused permits but the tech-
nology itself. Furthermore, trading systems that allow unused
permits to be saved, or “banked,” for future use encourage the early
adoption of unanticipated technological improvements that lower the
cost of emissions controls. These features lower the cost of emissions
reductions still further.

Economists have identified some other key features of successful
emissions permit trading programs. First, firms should perceive that
owning a permit is like owning any other asset. A firm will purchase
a permit only if it expects that the permit conveys a legitimate right
to emit. Similarly, a firm will reduce emissions in order to sell unused
permits only if it believes that the permit will be valuable to other
firms. Thus, if there is a risk that the right to emit or the right to
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trade will be revoked, both the trading price and the volume of per-
mits traded will be depressed, and some of the efficiency gains from
permit trading will be lost. Of course, the government retains its
authority to restrict or revoke trades for legitimate compliance and
enforcement purposes under terms and conditions specified by law.

A second key feature is broad scope: because trading lowers costs,
it should be permitted among all sources of emissions that cause the
same type of environmental harm. Excluding some sources may raise
costs if emissions from these sources can be reduced at relatively low
cost. However, including all sources of a pollutant in the emissions
cap may not always be practical. For example, emissions from natur-
al sources and from other countries may affect our Nation’s
environment but be beyond the control of U.S. regulatory authorities.
Even within our borders, measuring pollutant discharges from all
sources may be prohibitively costly, especially when discharges are
dispersed or affected by weather, as is the case with fertilizer and pes-
ticide runoff from cropland. One way to broaden the scope of a
program is to offer firms subject to the emissions cap a credit for emis-
sions if they contract with uncapped sources to reduce their
emissions. So long as a satisfactory means of measuring and verifying
these reductions can be established, this approach can provide fur-
ther opportunities to lower the cost of meeting environmental
objectives.

To ensure the broadest possible scope for permit trading, permits
should reflect units of environmental damage from emissions, not
necessarily units of emissions. Permit trading then lowers costs by
allowing trades in emissions that differ with respect to location, time
period, chemical, or pathway (by air or by water, for example). If suit-
able conversion factors can be devised, trades in different emissions
representing equivalent amounts of environmental damage can be
made. This approach could also help prevent local environmental “hot
spots” from developing. Suppose, for example, emissions from an area
far upwind of a heavily polluted area have half the environmental
effect there of local emissions of the same quantity of the contami-
nant. Then 2 tons of upwind emissions could trade for 1 ton of local
emissions without changing total effects on the environment.
Likewise, to the extent that different chemicals affect the environ-
ment similarly (as, for example, both carbon dioxide and methane
contribute to the global greenhouse effect), the permit trading system
could allow reductions in one pollutant to substitute for reductions in
another by an amount that causes equivalent environmental effects.
Finally, suppose a certain pollutant causes similar environmental
damage whether it is introduced into lakes through the air or by sur-
face water. Then permits for air emissions could be tradable for
permits for water discharges, again encouraging reductions from
those sources with the least costly control opportunities.
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A final key feature of a successful emissions permit trading system
is an effective compliance mechanism that ensures the integrity and
fairness of the system and at the same time ensures that transaction
costs are relatively low. The compliance mechanism will normally
include monitoring and reporting requirements as well as enforce-
ment provisions. Transaction costs include the costs of paperwork,
recordkeeping, notification, and prior-approval requirements for per-
mit trading. Although some requirements are inevitable in operating
a credible trading system, they should be balanced against the need
to keep transaction costs low. High transaction costs could discourage
trading, thus eroding the potential gains from trade, and may make
participation in the program prohibitively expensive for some firms.

Initial Allocation of Permits

A tradable permit system achieves its environmental benefit by
capping pollutant emissions below the level that would otherwise
occur. The costs of reducing emissions are then borne by the firms
responsible for the emissions and (through higher prices) those who
buy their products, as well as by suppliers of inputs such as labor and
capital equipment to these firms. Firms and consumers in related
markets, such as those for substitutes and complements of the goods
produced by the regulated firms, will also be affected.

The government could arrange the initial allocation of permits in
any of a number of ways, for example by auction, by free allocation in
proportion to firms’ historical emissions (“grandfathering”), or even
by lottery. Anyone receiving permits may then sell all or some of
them, or use them as needed to keep actual emissions within regula-
tory requirements. So long as a permit trading system imposes low
transaction costs, the choice of allocation system does not generally
affect the efficiency with which emissions reductions are achieved,;
after the permits are first allocated, the trading of permits itself min-
imizes the cost of pollution reduction. However, the choice of
allocation method does have other consequences. If the method cho-
sen yields revenue to the government, the program presents an
opportunity to lower taxes, such as those on earnings from labor and
investments, without affecting budget balance. Shifting the tax bur-
den in this way, called “revenue recycling,” could enhance economic
efficiency and growth as lower taxes increase incentives to work and
save. These economic benefits can significantly lower the net eco-
nomic cost of reducing emissions.

The allocation system has further implications for who bears the
cost of monitoring and reducing emissions. The extent to which firms
can pass on some of the costs to consumers in the form of higher prod-
uct prices depends on the degree of competition and the price
elasticities of supply and demand for goods in the markets affected by
the emissions constraint. In some cases, granting free permits to par-
ticipants in the permit market could go beyond compensating them
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for their cost share of emissions reductions, leaving them better off
than before the permit system was introduced.

Lessons from the Sulfur Dioxide Program

Practical experience in designing and implementing trading pro-
grams for pollution emissions permits is still limited. The highly
acclaimed sulfur dioxide (SO,) program—also called the acid rain pro-
gram—administered by the Environmental Protection Agency (EPA)
relies on, among other things, a system of tradable permits to reduce
emissions of SO, from electric utilities. Trading of emissions permits
began in 1992, and to date the program is the only emissions permit
trading program that is national in scope. The SO, program is being
implemented in two phases. The first phase covers the 110 most heav-
ily polluting electric generating plants. Phase II, beginning in 2000,
will impose a more stringent emissions cap and include a total of
more than 2,000 units. The program has been successful in several
ways: a large number of utilities engage in trading, SO, emissions
and ambient concentrations have fallen, and the costs of reducing
emissions have been considerably lower than originally forecast.

Why the early cost estimates were higher than the costs actually
realized is a matter of considerable discussion. One contributing fac-
tor was a greater-than-expected decline in rail freight rates, which
made low-sulfur coal from the Powder River Basin of Wyoming more
competitive with locally mined, high-sulfur coal in Midwestern mar-
kets. Use of low-sulfur coal proved a less costly means of reducing SO,
emissions than the smokestack scrubbers that utilities had anticipat-
ed using. A second factor was lower-than-predicted costs of using
scrubbers, in part because of unexpectedly high utilization rates. The
average cost of reducing SO, emissions using retrofitted smokestack
scrubbers was about $270 per ton in 1995, far below early estimates
of around $450 to $500 per ton.

One measure of the decline in cost relative to expectations is the
trend in emission permit prices (Chart 5-1). Currently, at approxi-
mately $100 per ton of SO,, permit prices are well below earlier
estimates of around $250 to $400 per ton. These prices reflect the
short-run marginal cost of reducing SO,. Prices are low partly
because firms, believing that permit prices would be much higher,
overinvested in scrubbers. Average total control costs are likely to be
higher than these short-run marginal costs.

The permit trading program also allows firms to bank unused emis-
sions permits for future use, for example when emissions limits
become more stringent in phase II. By banking, utilities can lower
costs by timing their reductions according to their projections of emis-
sions control costs and permit prices. If firms expect permit prices or
control costs to go up, or if they want to take advantage of newly
available control technology, they can adopt measures to reduce emis-
sions sooner than they otherwise might.

160



Chart 5-1 Sulfur Dioxide Emissions Permit Prices
The sulfur dioxide permit price has fluctuated and fallen over time.
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Trading programs may not always bring cost savings as large as
those achieved by the SO, program, nor will they always lead to the
discovery of much cheaper control strategies. Programs that involve
multiple pollutants or international cooperation will necessarily be
more complex. However, the SO, experience does demonstrate how
such programs offer market incentives to find cheaper ways of reduc-
ing emissions, and the flexibility to take advantage of them. Had
regulators simply required all utilities to install scrubbers, utilities
would not have been able to take advantage of the new availability of
cheap, low-sulfur coal, and the costs of pollution abatement would
have been much higher.

Another important lesson from the SO: program is that efforts to
minimize transaction costs help ensure the successful operation of
markets for pollution permits. But even so, it takes time to develop
the institutions needed to facilitate trading and instill confidence in
the value of credits so that markets run smoothly. The volume of
trade in the market for SO, permits, a measure of the potential gains
from such trade, started out quite small but has grown rapidly as util-
ities gained experience with the program. In addition, increased
trading volume and the annual public permit auctions tightened the
range of market prices for permits. In the program’s fifth year about
7.9 million allowances were traded, up from 900,000 allowances in
the second year (Chart 5-2).

We now turn to three other areas where the Administration is seek-
ing to improve the environment in a cost-effective manner:

161



Chart 5-2 Volume of Sulfur Dioxide Emissions Permit Trades
Permit trading increased considerably after the first few years of the acid rain program.
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attainment of the new air quality standards, policies to address glob-
al climate change, and programs to reduce water pollution from
agriculture.

AIR QUALITY STANDARDS

Air pollution has been linked to a variety of health problems rang-
ing from decreased lung function to increased mortality risk. These
adverse health effects are a classic externality: the emitter does not
bear the full cost of its actions. Under the Clean Air Act, the EPA must
periodically review, and may revise as appropriate, national air qual-
ity standards for pollutants. State agencies are largely responsible for
developing programs (subject to EPA approval) to meet these stan-
dards. In July 1997 the EPA issued a more stringent standard for
ground-level ozone and a new standard for fine airborne particulate
matter. Under the act, these standards must be set so as to protect
public health, with an adequate margin of safety. Courts have con-
firmed the EPA’s interpretation of this to mean that consideration of
costs or feasibility is excluded in setting the standard. However,
under the President’s policy the EPA is to implement these health-
based standards cost-effectively.

Efforts to meet air quality standards have traditionally focused on
controlling emissions within “nonattainment areas”—mostly urban
areas where concentrations of pollutants exceed the standard.
Although some States—California, for example—have set up trading
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programs or used other market mechanisms to reduce the costs of
compliance with air quality standards, most rely on traditional pre-
scriptive approaches to controlling pollution. The Administration’s
plan for achieving the new air quality standards departs from these
traditional approaches by designing regional strategies to comple-
ment local efforts, and by encouraging the development of nitrogen
oxides (NOy) trading programs among sources in different States.

Regional Strategies and Market-Based Approaches

Studies of air quality have found that high ground-level ozone con-
centrations are not just a local problem: under certain weather
conditions, ozone and NOy, can travel hundreds of miles and contribute
to nonattainment of standards in downwind areas. Under traditional
regulatory approaches, nonattainment areas would have to make
costly emissions reductions within their borders even if upwind
reductions that would have similar environmental impact were avail-
able at lower cost. To address this problem, the plan for implementing
the new standards will expand the geographic scope of the program.
Under the Clean Air Act the EPA has the authority to require emis-
sions reductions in any State that significantly contributes to
nonattainment outside its borders. In November 1997 the EPA pro-
posed a regional strategy that would require 22 Eastern States and
the District of Columbia to reduce NOy emissions by an average of 35
percent during May through September (when ozone levels are high-
est) by 2007. Reductions in NOy emissions, apart from reducing
ground-level ozone, may also reduce excess nutrients in waterways
and the formation of airborne particles linked to adverse health
effects. The design of a cost-effective regional strategy that contributes
to attaining and maintaining the new standards will require careful
attention to the effects of emissions on air quality. Later this year the
EPA will also propose a rule to facilitate trading of NOy emissions
reductions among the States covered by the regional program.

Designing a Trading Program for Nitrogen Oxides

In designing a trading program for NOy, the EPA faces a number of
challenges. These include ensuring adequate scope for the trading
program, ensuring that trading does not adversely affect the environ-
ment, and providing for necessary accountability and compliance.

As discussed above, the scope of trading programs like the NOy pro-
gram is an important determinant of their cost-effectiveness. As more
emissions sources are included in the program, the increased oppor-
tunity to trade emissions permits tends to lower the cost of achieving
a given level of emissions reduction. Utilities currently account for
only about 30 percent of NOy emissions, compared with about 65 per-
cent of SO, emissions (Chart 5-3). Transportation accounts for 49
percent and nonutility combustion for 18 percent of NOy emissions.
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Chart 5-3 Sources of Nitrogen Oxides Emissions in 1995
Vehicles are the principal source of nitrogen oxides emissions.
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Thus, extending NOy trading to nonutility sources could reduce costs.
However, the scope of the program may be limited by the need to
ensure accountability. For example, some smaller sources have con-
siderably lower control costs than electric utilities, but their claimed
emissions reductions may be more costly to monitor.

Including more sources from different sectors in the trading pro-
gram may also have desirable distributional effects. Utilities are
likely to pass the cost of compliance on to consumers in the form of
higher electricity prices, and low-income households spend a higher
share of their income on electricity bills than do households near the
median income. Moreover, broader scope can decrease the average
cost of pollution abatement, reducing the burden on all parties,
including the poor.

Another challenge in designing a trading program for NOy within
the context of the regional ozone reduction strategy is to maintain
broad geographic scope while ensuring that trading does not result in
significant adverse environmental effects. The goal of this strategy is
to improve air quality in nonattainment areas cost-effectively. In its
simplest form, the problem of pollution transport can be thought of in
terms of a single downwind nonattainment area that is affected by a
number of upwind pollution sources located at varying distances from
it along a line indicating wind direction. In this case, sources that are
farther upwind will have less impact on the air quality of the area
than sources that are closer, all other things being equal, and such
differences may be as large as 10 to 1. It might then appear that emis-
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sions trading could undercut the effectiveness of pollution controls if
it resulted in shifting emission reductions farther upwind. Trading
ratios that weight the reductions made at different sources according
to their distance from the downwind nonattainment area might be
considered to address this problem. In reality, however, there are a
large number of nonattainment areas spread out over the region, and
several different weather patterns and wind conditions characterize
the ozone pollution episodes that the program is trying to remedy.
Sources affect multiple nonattainment areas in a variety of directions
from them, and it affects any single nonattainment area differently
under different weather conditions. The polycentric nature of this
problem complicates the identification of a unique and stable set of
trading ratios that would work for all relevant cases. Thus, striking
the proper balance between achieving the cost savings from larger geo-
graphic scope and limiting the potentially significant adverse
environmental effects of trading is an ongoing challenge.

Like most air pollution control programs, NOy trading programs
would require an estimate of emissions from each regulated source in
order to ensure compliance. The estimation method can have signifi-
cant implications for cost-effectiveness, both directly, through the cost
of performing the estimate, and indirectly. One indirect implication is
that more costly requirements may limit the number of sources that
could meet the estimation requirements and participate in trading,
and thereby raise costs. On the other hand, a more reliable estimation
method may offer regulators and sources greater confidence in the
permits, and thereby increase the willingness of sources to buy them
or offer them for sale. For example, the SO, program requires contin-
uous emissions monitoring to provide precise information on
emissions. Such monitoring is expensive and impractical for many
smaller sources and thus may effectively exclude such sources from
participating. But such precise monitoring may not always be neces-
sary. Methods for estimating emissions that provide unbiased,
although less precise, estimates of emissions may be accurate enough
to ensure accountability.

CLIMATE CHANGE

Climate change is a global environmental externality: warming of
the earth’s surface results from the accumulation of greenhouse gases
from myriad sources worldwide, none of which presently pay the cost
to others of warming’s ill effects. The Intergovernmental Panel on
Climate Change, jointly established by the World Meteorological
Organization and the United Nations Environment Programme, con-
cluded in 1995 that “the balance of evidence suggests that there is a
discernible human influence on global climate.” Current concentra-
tions of carbon dioxide (SO,), methane, nitrous oxide (N,O), and other
so-called greenhouse gases have reached levels well above those of
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preindustrial times. Of these, CO, is the most important: net cumu-
lative CO,, emissions resulting from the burning of fossil fuels and
deforestation account for about two-thirds of potential warming from
changes in greenhouse gas concentrations related to human activity.
If growth in global emissions continues unabated, the atmospheric
concentration of CO, will likely double, relative to its preindustrial
level, midway through the next century.

The accumulation of greenhouse gases poses significant risks to the
world’s climate and to human well-being. Potential impacts include a
rise in sea levels, greater frequency of severe weather events, shifts
in agricultural growing conditions from changing weather patterns,
threats to human health from increased range and incidence of dis-
eases, changes in availability of freshwater supplies, and damage to
ecosystems and biodiversity.

Climate change is a complex, long-term problem requiring global
cooperation and a long-term solution. No single country has an incen-
tive to reduce emissions sufficiently to protect the global environment
against climate change. Even if the United States sharply reduced its
emissions unilaterally, greenhouse gas emissions from all other coun-
tries would continue to grow, and the risks posed by climate change
would not be significantly abated. Since many of these gases remain
in the atmosphere for a century or more, the climatic effects of actions
taken today will primarily benefit future generations. But delaying
action to reduce greenhouse gas emissions until the disruptive effects
of climate change become widespread will considerably reduce the
options for remedial or preventive measures.

The Framework Convention on Climate Change

The threat of disruptive climate change has led to coordinated
international efforts to reduce the risks of global warming by reduc-
ing emissions of greenhouse gases. The first international agreement
to address global warming was the Framework Convention on
Climate Change signed during the Earth Summit in Rio de Janeiro in
1992. This convention established a long-term objective of limiting
greenhouse gas concentrations and encouraged the established indus-
trial countries to return their emissions to 1990 levels by 2000. Since
then it has become clear that the United States and many other par-
ticipating countries will not meet this goal.

To address the lack of progress among many industrial countries
toward meeting this first target, the United States and approximate-
ly 159 other nations, in negotiations held in Kyoto, Japan, last
December, agreed to take substantial steps to stabilize atmospheric
concentrations of greenhouse gases. The Kyoto agreement, which
requires the advice and consent of the Senate, would place binding
limits on industrial countries’ emissions of the six principal categories
of greenhouse gases: CO,, methane, N,O, sulfur hexafluoride, perflu-
orocarbons, and hydrofluorocarbons. Each industrial country’s “1990
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baseline” is actually based on its 1990 emissions of CO,, methane, and
N,O and its choice of 1990 or 1995 levels of the other three categories
of gases. The United States agreed to a target of 7 percent below 1990
levels over 2008-2012. To meet that target, net U.S. emissions of
greenhouse gases—all emissions minus removals of CO, by certain
forest activities such as planting trees—must average no more than
1,484 million metric tons of carbon equivalent per year during that
period (Chart 5-4). The targets for the European Union and Japan are
8 percent and 6 percent below 1990 levels, respectively. Australia, New
Zealand, Norway, Russia, and Ukraine all have less stringent limits.
In sum, over the period from 2008 to 2012, the industrial countries are

Chart 5-4 U.S. Greenhouse Gas Emissions, Actual and Projected
The U.S. emissions target under the Kyoto agreement is about 25 percent below
current projections in 2008-2012.
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expected to reduce their average emissions of greenhouse gases to
about 5 percent below their 1990 levels.

The Kyoto agreement provides opportunities for the industrial coun-
tries to trade rights to emit greenhouse gases with each other. They
may also invest in “clean development” projects in the developing
world and use these projects’ certified emissions reductions toward
meeting their targets. Both of these mechanisms allow for emissions
reductions to occur where they are least expensive. Many of the details
of these provisions will be worked out in subsequent negotiations.
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Emissions Permit Trading for Greenhouse Gases

One component of the Administration’s climate change proposal,
announced last October by the President, is a domestic emissions per-
mit trading program for greenhouse gases starting in 2008. As in the
similar program for SO,, permit trading would allow emissions tar-
gets to be met at a lower cost than under a traditional regulatory
approach that sets fixed limits on individual firms’ emissions.

As previously discussed, one consideration in designing an emis-
sions permit trading program for greenhouse gases is how initially to
distribute permits. The method of initial allocation would not gener-
ally affect the efficiency with which emissions reductions are
achieved, but would have significant distributional implications.
Another issue is where, in the marketing chain of products responsi-
ble for greenhouse gas emissions, permits would be required. One
approach, called the permit-to-market approach, would impose the
emissions limits at the point of first sale of the commodities responsi-
ble for greenhouse gases. In the case of SO, emissions, permits would
be required for the sale of fossil fuels and specified in terms of the
amount of SO, released in their combustion. The requirement would
be imposed at the wellhead or the refinery (in the case of oil or nat-
ural gas), at the mine (in the case of coal), or at the port of entry (in
the case of imported fossil fuels). Alternatively, a permit-to-emit
approach would issue permits to consume these fuels or to sell prod-
ucts, such as automobiles, that do so. A hybrid of the two approaches
may also be possible.

The design of an effective greenhouse gas permit system needs to
take several other issues into account. First, a sufficient number of
participants must be included in the domestic permit market to
ensure that the market is competitive and efficient.

Second, the system should include a monitoring mechanism that
assesses compliance in the most cost-effective manner possible. In
the case of a permit-to-market system, since the amount of SO, emit-
ted per barrel of oil or ton of coal consumed is relatively fixed, the
task of measuring SO, emissions is straightforward. Moreover, for
accounting purposes firms already collect information and keep
records about their fuel transactions. Under the permit-to-emit
approach, monitoring would likely involve a more complex combina-
tion of emissions calculation and measurement for all regulated
greenhouse gas emitters.

Third, a permit system that would allow trades across all sectors of
the economy would minimize total cost. If, for example, the incre-
mental cost of reducing emissions is much lower in electric power
generation than in transportation, one could reduce the cost of meet-
ing the reduction target by allowing permit trading between the two
sectors. The permit-to-market approach would generally allow trades
across sectors. The permit-to-emit approach could also yield the same
result, depending on how it is implemented.
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Timing Flexibility in Meeting Emissions Reductions

Flexibility about when emissions reductions take place can further
lower the cost of reducing greenhouse gas emissions. A system that
allows participants to borrow emissions permits from the future or to
save unused permits for future use would take advantage of differ-
ences in cost abatement opportunities across time.

Three features of the Kyoto agreement contribute to timing flexi-
bility. First, the target for emissions reductions is based on a 5-year
commitment period. For example, the target set for the United States
of a 7-percent reduction in emissions below 1990 levels is specified as
an annual average over 2008-2012. By averaging over 5 years instead
of requiring the United States to meet the 7-percent target each year,
the agreement provides flexibility in the timing of reductions that can
lower costs, especially given an uncertain future. Averaging can
smooth out the effects of short-term events such as fluctuations in the
business cycle and energy demand. It can also lessen the impact of a
year with a hard winter, when energy demand, and thus emissions,
would increase. Further, if firms anticipate that a new technology will
soon be available that lowers the cost of reducing emissions, they
could emit more greenhouse gases in the early years of the period and
less after the technology becomes available. Another advantage of
this approach is that it may avoid forcing a costly rapid turnover of
capital stock for electricity generation.

The Kyoto agreement allows countries to bank unused emissions
rights from one commitment period for use in the next. Should invest-
ments in research and development yield some pleasant surprises in
the form of cleaner and more efficient technologies, banking will
encourage the early adoption of these technologies in order to save
unused emissions permits for future periods when the costs of emis-
sions abatement may be higher.

In addition to banking across commitment periods, countries may
bank certified emissions reductions obtained through the “clean
development mechanism” discussed below. Countries may use emis-
sions reductions achieved through this mechanism over the
2000-2007 period to assist in complying with their targets in the first
commitment period. This provides an incentive for firms in industri-
al countries to begin investing in energy-efficient technologies in
developing countries before 2008.

International Trading in Greenhouse Gas Emissions

Building on the benefits of the domestic trading program just
described, the Administration proposed in Kyoto an international
trading program for greenhouse gas emissions permits. The Kyoto
agreement established the right of countries assigned emissions tar-
gets to meet their commitments by trading among themselves. This
establishment of the right to trade provides the foundation for a trad-
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ing regime among industrial countries, but leaves the details to be
agreed upon later. Since it is easier to reduce emissions in some coun-
tries than others, and given that greenhouse gas emissions have
equivalent climate effects regardless of their location, allowing global
trading would achieve climate change objectives at lower cost. Such a
global approach would ideally allow trading among all sources of
greenhouse gases in participating countries and could incorporate
opportunities to remove greenhouse gases from the atmosphere, for
example by issuing emissions credits (which could then be sold to
other firms) for reforestation projects.

International trading could take place among firms that have been
allocated permits through domestic trading programs. For countries
that have no domestically tradable permits because they have opted
for a command-and-control or a tax approach to controlling emissions,
it may still be possible instead to arrange exchanges on a govern-
ment-to-firm or government-to-government basis.

The setting of binding targets among all countries, together with
international trade in permits, could in principle result in a global
market price for permits for greenhouse gas emissions. For example,
the permit price could be expressed in terms of dollars per ton of car-
bon equivalent emitted. Firms in all countries would reduce their
emissions until the cost of further reductions exceeded this price, at
which point they would buy additional permits. Large differences in
both the patterns of energy use and the efficiency of energy technolo-
gies among countries imply that the cost savings from international
permit trading would be large compared with a system without inter-
national trading. Put differently, even in comparison with a system
with full domestic trading of emissions permits, international trading
could substantially lower costs. Some models predict that the incre-
mental cost of reducing CO, emissions may be as little as one-seventh
of the cost of reductions from domestic trading alone. The gains from
international trade in permits would be particularly large if develop-
ing countries were to participate.

The Importance of Developing-Country Participation

Negotiations leading up to the Kyoto agreement sought binding
limits on greenhouse gas emissions among industrial nations.
Developing countries have resisted committing themselves to binding
limits on their emissions because of concern that to do so would
severely constrain their economic growth, and because by far the
greater part of accumulated greenhouse gases in the atmosphere is
the result of past economic activity in the industrial countries (Chart
5-5). However, current forecasts project that greenhouse gas emis-
sions from developing countries will surpass those from industrial
countries around 2030, and even sooner if industrial countries are
successful in limiting their emissions (Chart 5-6). Thus, eventual
curbs on emissions from developing countries are essential in order to
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Chart 5-5 Cumulative World Emissions of Carbon Dioxide, 1950-95
Industrial countries are responsible for the vast majority of accumulated carbon dioxide
in the atmosphere.
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Chart 5-6 Projected World Carbon Dioxide Emissions Without Kyoto Agreement
Around 2030, annual carbon dioxide emissions from developing countries are expected
to surpass industrial countries' emissions.
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stabilize the amount of greenhouse gases in the atmosphere.
Moreover, some of the least cost opportunities for reducing green-
house gas emissions are in developing countries, because those
countries now use energy relatively inefficiently. Moreover, those that
are industrializing rapidly have greater scope to build their industry
around cleaner and more efficient energy technologies and fuels than
do mature economies whose capital stock is already in place.

Failure to involve developing countries in an international agree-
ment limiting greenhouse gas emissions could lead to a more rapid
rate of increase in emissions in those countries than would occur
without any agreement at all. This “leakage” effect of emissions
reductions could come about in any of several ways. As industrial
countries reduce their use of fossil fuels in response to emissions con-
trols, future world oil and coal prices are likely to be lower than they
would be otherwise. This is likely to increase energy consumption in
countries not bound to limit their emissions. U.S. industries are also
concerned about their international competitiveness if some countries
remain outside an international agreement, since factories in those
countries will face lower costs for producing goods that take relative-
ly large amounts of energy to manufacture. Some may be concerned
that energy-intensive industries might choose to relocate to countries
not subject to emissions constraints, although there is little evidence
to suggest that this would pose a significant problem in most indus-
tries. For example, energy costs for manufacturing industries average
just 2.2 percent of total costs.

Given the projected growth of developing countries’ emissions, the
Administration’s position is to seek meaningful participation by key
developing countries in the reduction of greenhouse gas emissions as
a condition for the United States taking on binding emissions reduc-
tions. The President has indicated he will not submit the Kyoto
agreement for Senate ratification until there is meaningful participa-
tion by key developing countries.

Joint Implementation and the Clean Development Mechanism

To encourage participation by developing countries in the climate
change initiative even before they formally sign on for binding emis-
sions limits, the President has proposed a program known as joint
implementation. This program would provide incentives to develop-
ing countries to reduce their emissions of CO, and other greenhouse
gases. The Kyoto agreement embraces the President’s proposal in its
designation of a “clean development mechanism” (CDM): U.S. compa-
nies that undertake projects that reduce greenhouse gas emissions in
developing countries could count those reductions to meet their com-
mitments. Institutionalizing key elements of joint implementation
through this mechanism would encourage firms in the United States
to transfer a larger volume of cleaner and more energy-efficient tech-
nology to developing countries, especially in the electric power
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generating industry, while providing substantial cost savings to U.S.
firms. It would also provide incentives to expand forests, which
absorb CO,. In addition to the CDM, the agreement allows industrial
countries to undertake joint implementation projects with each other.
A key issue is how to ensure that credits are awarded for actual,
additional emissions reductions, and not simply for projects that
would have been carried out anyway. The Kyoto agreement requires
that emissions reductions occurring through the CDM be certified to
provide real, measurable, and long-term benefits related to the miti-
gation of climate change, and that the emissions reductions achieved
are additional to any that would occur in the absence of these pro-
jects. Future negotiations will focus on developing the rules for
certifying and enforcing projects undertaken through the CDM.

Promoting Clean and Efficient Energy Technology

The President’s plan to reduce greenhouse gases commits new
resources to energy research and programs to promote the wider use
of cleaner and more energy-efficient technologies in the U.S economy.
The emissions permit trading system for greenhouse gases is also
likely to encourage more private research and innovation, as compa-
nies seek to lower the cost of meeting environmental targets.

Government support for science and technology in general address-
es an important market failure. Promising new technologies often fail
to attract sufficient private sector interest if their technical risk is
high and if they create economic and social benefits beyond what the
investing firms can capture for themselves. Economic studies have
shown that private firms, despite intellectual property protection, are
able to appropriate only about half of the total economic benefits from
their own research. This gap between social and private returns may
be particularly large for research on cleaner and more efficient ener-
gy technology, when the environmental externalities associated with
energy use have not been fully addressed by environmental and other
regulatory policies.

The appropriability problem is not limited to basic research but
frequently extends to precommercial research as well. Precommercial
research is research that is close to yielding new products or process-
es, but still far enough away from commercialization that further
development poses a substantial financial risk. New renewable ener-
gy industries (wind power, solar energy, and biomass energy, for
example) may face particularly formidable constraints to commer-
cialization. First-of-a-kind products often have high unit costs.
High-volume production provides economies of scale, generates expe-
rience in manufacturing and operation, and opens new opportunities
for incremental technological improvements—all of which may lead to
lower costs.

The President’s commitment to increase Federal support for new
energy technology seeks to reverse a trend of declining national
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investment in energy research (Chart 5-7). One reason investment in
energy research has declined since the late 1970s is falling or stag-
nant energy prices, which reduced the economic incentive to develop
new sources of energy and improve efficiency. In the 1990s it is pri-
marily private sector energy research that has declined. Increasing
government investment in energy research is likely to be comple-
mented by more private research: public research on longer term,
basic scientific studies can open up new, profitable opportunities for
applied research and commercial development by the private sector.
An increase in support for research that raises the rate of progress in
developing cleaner and more efficient technologies would lower the
costs of reducing greenhouse gas emissions.

Chart 5-7 Energy Prices and Private Energy Research

Energy prices and private investment in energy research have followed similar trends
since the 1970s.
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The President’s proposal also includes programs and tax incentives
to encourage the wider adoption of existing technologies that can
decrease greenhouse gas emissions. Of particular importance are
technologies that reduce consumption of fossil fuels. In addition to
encouraging clean and renewable energy sources, these programs will
provide economic incentives and other forms of assistance (such as
better information) for improving energy efficiency in industry, trans-
portation, and homes. The President’s plan to use Federal
procurement policy to reduce greenhouse gas emissions is another
way to increase market penetration of these technologies.

Until an emissions cap and trading system are in place, however, the
economic incentive to use these technologies may be low, because at
present the price of energy does not reflect the environmental cost of
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CO, emissions. This environmental externality results in a market fail-
ure to make the most efficient use of new technologies that lower
emissions. Many of these technologies are expected to be more prof-
itable once a CO, emissions cap is in place and the environmental costs
associated with energy use are more fully reflected in energy prices.

There is also evidence that many households and businesses fail to
invest in some home and building improvements that appear prof-
itable even at today’s energy prices. More efficient home refrigerators
and air conditioners, fluorescent lighting, and “low-E” glass for win-
dows, for example, are available on the market and, by some
accounts, offer potentially large energy and cost savings. By spending
money now on these more efficient technologies, proponents argue,
many consumers could quickly recoup their investments in the form
of lower energy bills. But if such investments are in consumers’ own
economic interest, why don’t they invest in them on their own?
Insufficient knowledge and information may be a key factor: con-
sumers may not be aware of new technologies that could reduce CO,
emissions and save them money on energy bills, or may not be con-
vinced of the economic benefits that could be realized from adopting
them. Lack of up-to-date information on recent technological develop-
ments may also lead people to overestimate technical risks—they
may doubt whether a new technology is as reliable as current meth-
ods, particularly if the new technology is not yet widely used.

On the other hand, even if a new technology is beneficial for many
users, it may not be so for everyone. People differ in their willingness
and ability to make investments today in order to realize savings in
the future, especially if the initial expense is relatively large. In addi-
tion, some consumers may value a product for attributes other than
its energy efficiency—for example, its convenience, size, or design.
And not all consumers may achieve all of the promised energy sav-
ings, depending on the climate of the region where they live. These
considerations reflect the great diversity of needs and preferences
among businesses and households and help explain why new tech-
nologies may diffuse slowly over time.

Better information about the potential cost savings from improving
energy efficiency may increase the use of technologies that already
meet the market test—that is, that meet consumer standards for
quality and dependability and offer real economic benefits. The
Federal Government is working with the private sector to promote
wider use of such technologies. For example, through the Green
Lights program, the EPA provides technical information to private
companies on the economic and environmental benefits of switching
to new, fluorescent lighting systems. Energy Star is another EPA pro-
gram, in which innovative products that use significantly less energy
than older generation products are allowed to bear a special, readily
identifiable label. More rapid diffusion of new emissions-saving tech-
nologies would make an important contribution toward meeting the
goals of the Kyoto agreement.
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NON-POINT SOURCE WATER POLLUTION

Protecting the quality of the Nation’s water resources has been a
major component of U.S. environmental policy since passage of the
Clean Water Act in 1972. The act regulates water pollution from point
sources—discrete, concentrated sources such as the discharge from
factories and municipal sewage treatment plants—but not from non-
point sources. Non-point source water pollution is the entry of
pollutants into a body of water from a broad area, such as a cultivat-
ed field or the streets and lawns of a city. In recent years attention
has increasingly turned to pollution from these non-point sources,
especially runoff from agricultural operations. Since environmental
regulation has already led to extensive control of point sources of
water pollution, further improvements in water quality are likely to
be less expensive if they address non-point sources. Recently, the
Administration has given renewed emphasis to non-point source
water pollution (Box 5-1).

Agriculture is one of the principal sources of non-point source pol-
lution. The environmental problems caused by agriculture stem

Box 5-1.—The Clean Water Initiative

On the 25th anniversary of the passage of the Clean Water Act,
in October 1997, the Vice President called for a new set of initia-
tives to further improve the quality of the Nation’s water
resources. These initiatives will address the principal remaining
challenges, especially public health protection, polluted runoff,
and community-based watershed management. Agencies will
emphasize innovative approaches to control pollution, including
the use of incentives and market-based mechanisms. The EPA
and NOAA are directed to expedite the full implementation of
the Coastal Zone Reauthorization Act Amendments. The
Administration also challenged the Congress to help strengthen
the Clean Water Act, especially for the control of non-point
sources of water pollution.

mainly from the runoff of soil, agricultural chemicals, and livestock
waste into lakes, rivers, and estuaries. These pollutants may cause
undesirable algal blooms, impair recreation and fishing, and adverse-
ly affect wildlife. Pesticides and nutrients can also leach into
groundwater, threatening drinking water supplies. Soil erosion from
U.S. farmland raises the cost of municipal and industrial water use,
shortens the life span of dams and hydroelectric projects, damages
aquatic habitat, and can contribute to flooding. These off-farm dam-
ages from soil erosion have been estimated at $7 billion to $25 billion
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per year. In 1994 the EPA estimated that at least 6 percent of all U.S.
river miles and 21 percent of lake surface areas were water-quality
impaired (that is, unsuitable for their designated uses). The same
study identified agriculture as a major contributor to impairment in
about 60 percent of those river miles and 50 percent of those lakes
and reservoirs.

Since these environmental effects are largely imposed on other
users of the water resources, and not on the farms that caused them,
agricultural non-point source water pollution is another example of
an environmental externality that market forces alone are unlikely to
solve. In a world of perfect and costless information, the efficient pol-
icy response would be to monitor the erosion and runoff from each
farm and reduce it to the point at which the incremental cost of fur-
ther reduction equals the incremental benefit to the environment.
This textbook approach, however, is often unworkable because the
cost of assessing the pollution caused by each farm can be prohibitive.
Instead, public policies to address non-point source pollution from
agriculture tend to focus on farmers’ choice of farming practices,
which is much more easily observed.

Non-point source pollution from agriculture, like many other envi-
ronmental problems, raises the policy question of whether and how to
encourage the adoption of environmentally friendly technologies.
Examples of such practices include conservation tillage, integrated
pest and nutrient management, precision farming, and buffer zones
along waterways. These practices may actually be profitable for some
farmers to adopt. As discussed above in the context of energy tech-
nology, direct subsidies for the adoption of existing technology
improve ecomonic efficiency when the benefits to society at least
equal the costs, including the social cost of subsidies. This section
examines three policy approaches that have been used to encourage
the adoption of farming practices that reduce non-point source pollu-
tion: incentive programs, regulations, and emissions trading programs.

Incentive Programs

The U.S. Government has implemented several programs that pro-
vide incentives to farmers and ranchers to limit their impacts on the
environment. These include support for State programs through
Section 319 of the Clean Water Act and several important components
of the 1996 Federal Agriculture Improvement and Reform (FAIR) Act.
Three programs account for the bulk of Federal spending on environ-
mental incentive programs for agriculture: the Conservation Reserve
Program (CRP), begun in 1985; the Wetland Reserve Program (WRP),
initiated in 1990; and the Environmental Quality Incentives Program
(EQIP), established by the FAIR act. The CRP and the WRP (both of
which were reauthorized by the FAIR act) establish voluntary con-
tracts with producers in which they agree to adopt certain practices
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on their land, including establishing long-term conservation ease-
ments and taking it out of production for a period of years. In return,
the government provides incentive payments, subsidies for the cost of
the practices, and technical assistance as needed. EQIP provides
assistance for environmental and conservation improvements on the
farm. The FAIR act requires new acres enrolled in the CRP to meet
higher environmental and conservation criteria than land enrolled
under earlier versions of the program, and funds for EQIP are intend-
ed to maximize the environmental benefits per dollar expended and
help farmers and ranchers meet national, State, and local environ-
mental standards. Other program provisions, such as Conservation
Compliance, require farmers who cultivate highly erodible land to
adopt conservation practices or else forgo benefits from other agricul-
tural programs. All these programs differ significantly from
traditional regulation in that they are voluntary: no requirements
apply to producers who do not wish to participate.

Efforts to remove environmentally sensitive land from agricultural
production and encourage the adoption of resource-conserving farming
practices have met with much success in reducing soil erosion from
cropland. Between 1982 and 1992, erosion from cropland is estimat-
ed to have declined by about one-third.

Regulatory Control of Agricultural Pollution

The Coastal Zone Act Reauthorization Amendments (CZARA)
authorized the first federally mandated program requiring specific
measures to address agricultural runoff as well as four other major
non-point sources of water pollution. The EPA and the Department of
Commerce’s National Oceanic and Atmospheric Administration
(NOAA) issued Federal guidelines for implementing CZARA in 1993.
The guidelines set out certain requirements that State coastal non-
point source pollution control programs must meet, but they allow
States to tailor their programs to their own environmental concerns,
geographic conditions, site characteristics, and farmer preferences.
These programs, currently in the approval process, identify the set of
management measures that may be required of individual farms in
the State. This process is designed to provide enough flexibility to
allow farmers and technical assistance providers to select the prac-
tices appropriate for a given farming operation, and to help keep farm
compliance costs low. Existing sources of pollution, such as most agri-
cultural sources, will have 3 to 8 years to comply from the time their
State program is approved, adding further flexibility and cost-saving
opportunities in the timing of implementation.

Trading Water Pollution Credits

To achieve water quality standards cost-effectively, several State
and local governments have experimented with programs that are
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similar in principle to the air pollution trading programs discussed
earlier, but do not involve marketed permits as such. Much like the
joint implementation projects discussed in the context of climate
change above, these programs allow point sources of pollution to meet
environmental standards by paying non-point sources (such as farms)
to adopt practices to reduce pollution. As already noted, it may be con-
siderably less expensive to attain the same environmental outcome by
reducing pollution from non-point sources than from point sources.
But because verifying pollution reduction from farms is prohibitively
expensive, the agencies administering these programs rely on verify-
ing that farmers have adopted land management practices that are
linked with pollution reduction, assessing credits based on the esti-
mated amount of pollution reduced, and certifying the “trades.” Most
of these programs focus on fertilizer and animal waste pollution,
including nitrogen and phosphorus compounds.

Cost savings from such exchanges, if fully implemented, could
reach several billion dollars annually. But few trades have occurred to
date. For example, the Dillon Reservoir program in Colorado provides
opportunities for trading between point and non-point sources. Early
estimates expected significant cost savings from trading for the four
municipal sewage treatment facilities, but few trades between a point
source and a non-point source have occurred since 1984.

The Tar-Pamlico Basin program, implemented in North Carolina in
1989, is not strictly a trading program. Rather, it allows an associa-
tion of 14 point sources to average all of the members’ nutrient
discharges under one cap. Then, if total discharges exceed the cap, the
association must contribute to a State program that subsidizes man-
agement practices on farmland to reduce non-point source pollution.
To date, the association has not exceeded its cap, so no contributions
to the non-point program have been required.

Trading has been limited both because the scope of trading oppor-
tunities has been constrained and because transaction costs have
been high. To ensure that all sections of water bodies meet environ-
mental standards, trading is often restricted to a local watershed or
certain stretches of a river. Other policy constraints on trades may
further limit the potential gains from discharge credit trading. For
example, point sources are often required to adopt specific pollution
control technologies before they may consider trading. This may limit
the discharge reductions that they buy from other sources and reduce
the potential gains from trading. In the Tar-Pamlico program, point
sources receive only one unit of pollution credit for every two units of
pollution reduction they buy from non-point sources. By explicitly
requiring nonequivalent emissions to be traded, the program increas-
es the cost of participation. Moreover, these point sources must pay a
10-percent administrative surcharge for every pollution credit they
purchase. Finally, programs have often failed to provide assurances
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that the credits will continue to be honored in the future. This reduces
the economic value of the credits and is another impediment to trading.

Although economic theory indicates that the costs of complying
with environmental regulation can be significantly reduced through a
trading system, the limited experience with water pollution credit
trading has not yet provided substantial cost savings. So far the small
size of the markets for trades, both geographically and in the number
of potential traders, and the regulatory constraints on trades have
generated extra costs that make trading less attractive.

IMPROVING HEALTH CARE
AND HEALTH INSURANCE MARKETS

Without regulation, health insurance markets do not function well.
A variety of policies have been implemented or proposed to address
these shortcomings. This section discusses policy initiatives that this
Administration has promoted to help improve the functioning of these
markets. The Health Insurance Portability and Accountability Act
(HIPAA) of 1996 helps workers maintain continuous insurance cover-
age by limiting exclusions of preexisting conditions, whereby insurers
do not cover previously diagnosed conditions for some period, and by
expanding guaranteed issue and renewability requirements, which
prohibit insurers from denying coverage or renewal on the basis of
health status or claims experience. The President’s 1999 budget
includes policies that improve access to affordable health insurance
for people aged 55-65 and for small businesses. In addition, the
Administration and the Congress are considering legislation to help
ensure that consumers have enough information about health insur-
ance plans and prescription drugs to make informed decisions.
Finally, new initiatives to discourage teenage use of tobacco products
are aimed at protecting those who may lack the maturity to make
decisions about risky behaviors like smoking.

IMPROVING ACCESS AND PORTABILITY
Aduverse Selection in Health Insurance Markets

A variety of concerns about health insurance markets relate to the
problem of adverse selection, the danger that only those persons most
likely to need insurance will purchase it. Adverse selection in insur-
ance markets can arise because of asymmetric information: would-be
customers typically know more about their likelihood of incurring
high medical costs than do insurers. If insurance is priced to reflect
the average risk of a particular population (a practice called commu-
nity rating), some healthier people may choose to go without. The
average risk (or expected medical costs) of the insured pool will then
be higher than that for the whole population, and the insurer will lose
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money. Insurers will, therefore, seek ways to ensure that they do not
attract a group that is particularly unhealthy. For example, they may
avoid offering comprehensive coverage (by limiting access to special-
ists or not covering chronic conditions, for example). They may also
engage in targeted marketing or change their health plans to appeal
to healthier persons and discourage sicker ones from enrolling, by
adding benefits, such as health club discounts or coverage for well-
baby care, that are more attractive to persons in good health. In
addition, in an unregulated market insurers may explicitly exclude
higher risk individuals through exclusions of preexisting conditions
or by simply denying coverage. Thus, adverse selection in health
insurance markets can result in underinsurance among both younger,
healthier individuals and the very sick.

Adverse selection is reduced when insurers can insure large
groups of people whose purpose in associating is unrelated to their
preferences for health insurance. Insurers can be reasonably sure
that the members of such groups are not exceptionally unhealthy on
average, and healthy people are not likely to leave the insured pool.
Employee groups, particularly those of larger organizations, are a
natural pool for spreading risk, and this, in part, explains why
employer-based insurance is widespread. The lower premiums
offered to such groups, the tax-preferred treatment of employer-pro-
vided insurance, employer subsidies, and the difficulty of obtaining
coverage on the individual market all encourage healthy workers to
purchase insurance through their employers, making adverse selec-
tion a much less serious problem.

Small firms might like to pool together to offer insurers larger
risk pools and reduce administrative costs, but these pools may fall
apart, as firms with healthier employees are likely to want to leave
the pool to seek lower premiums on their own. The prevalence of
employer-based insurance may also discourage self-employment or
employment in smaller firms, where obtaining affordable insurance
is more difficult.

Even if one could correct the problem of asymmetric information
directly, by giving insurers the same information that their customers
have, this may not lead to a better outcome, for two reasons. First,
there may be a “missing market” for longer term contracts for health
insurance. Most health insurance contracts are for 1 year, but pur-
chasers might prefer to buy long-term insurance to avoid the
possibility of high premiums or cancellation should they become sick.
In addition, the government cares not only about efficiency and mar-
ket failures in health insurance markets, but also about improving
access to care. If insurers had more information, they could choose not
to cover some individuals or could charge higher premiums, which is
likely to reduce insurance coverage and access to care.
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Employer-Based Insurance and “Job Lock”

Health insurance coverage in the United States is closely tied to
employment: about 90 percent of the privately insured have employ-
ment-related coverage. Thus, changing jobs often means changing
health plans. Before HIPAA, workers starting a new job often had to
wait to qualify for coverage of preexisting conditions. In some cases,
new hires faced waiting periods for any health insurance. However,
one important drawback of employer-based insurance is reduced
mobility between jobs, or “job lock.” Waiting periods or preexisting
condition exclusions make it difficult to ensure continuity of insur-
ance coverage when changing jobs. This can be a barrier to job
mobility, particularly for those with chronic conditions. Evidence on
the extent of job lock is mixed: some studies find little or no effect, but
one study estimates that employer-based health insurance can
decrease job turnover rates by up to 25 percent. When a person
obtains coverage through a new employer, he or she may be subject to
preexisting conditions exclusions or waiting periods under the new
plan. In addition to creating costs for individuals, who may stay with
a particular employer in order to keep health insurance, job lock may
also impose costs on the economy by preventing workers from moving
to those jobs where they are most productive. Policies like HIPAA and
the proposed Medicare buy-in may help improve mobility between jobs.

The Health Insurance Portability and Accountability Act

HIPAA contains a number of reforms designed to improve the oper-
ation of individual and group health insurance markets. It helps ease
the transition between jobs and into self-employment and improves
access to insurance for those who lack access to employment-based
insurance and for small firms.

Guaranteed issue and renewability. HIPAA prohibits insurers from
declining to cover individuals who were previously covered by a group
plan and who have elected and exhausted their eligibility for extend-
ed coverage under COBRA (the Consolidated Omnibus Budget
Reconciliation Act of 1985), which allows workers to buy into their for-
mer employer’s plan for up to 18 months. HIPAA also prohibits
insurers from refusing to renew coverage on the basis of health sta-
tus, claims experience, genetic information, or other related factors.
These provisions can help improve access to health insurance for
small firms and individuals. However, HIPAA imposes no restrictions
on the premiums that insurers may charge, so some individuals or
firms may still be effectively excluded by prohibitively high premi-
ums. In addition, insurers may try to find other ways to avoid selling
insurance policies to high-cost individuals, through more targeted
marketing or plan design as described above, for example. Newspaper
accounts report that some insurers may even be instructing their
agents in how to avoid enrolling higher risk applicants.

182



Limiting preexisting condition exclusions. HIPAA generally limits
exclusion periods for preexisting conditions to 12 months. Some exclu-
sions for preexisting conditions are appropriate, because otherwise
people would have little incentive to purchase insurance when they
are healthy, knowing that they could simply sign up after they get
sick. Thus, it is important to design policies that increase accessibili-
ty without exacerbating this free-rider problem. HIPAA addresses
this problem by requiring that individuals have continuous coverage
in order to take full advantage of the limits on preexisting conditions
exclusions. If a person was covered for a particular condition at one
job and then changes jobs or elects to purchase individual insurance,
he or she can “credit” the time covered under the previous plan
against the preexisting condition period in the new plan. For exam-
ple, someone who had 8 months of coverage could be required to wait
no more than 4 months for coverage at a new job (assuming the
employer offers insurance). In addition, those seeking insurance on
the individual market must have 18 months of creditable coverage
and must have exhausted coverage under COBRA (if eligible).
Insurers offering coverage to these persons may not impose preexist-
ing condition exclusions.

Proposals to Improve Access to Health Insurance
for 55- to 64-Year-Olds

Americans aged 55-64 are one of the more difficult-to-insure popu-
lations: they have less access to and great risk of losing
employer-based health insurance, and they are twice as likely as
younger people to have health problems. Many lose their coverage
when they lose their jobs as a result of company downsizing or plant
closings. Still others lose insurance when their retiree health cover-
age is dropped unexpectedly.

To address these problems, the Administration has proposed three
policies as part of its proposed 1999 budget. First, persons aged 62-64
who lack access to employer-provided insurance would be allowed to
buy into Medicare. The premiums, which would be paid in two
parts—one contemporaneously, the second after turning 65—would
cover the full cost of participation, making the policy self-financing in
the long run. Second, displaced workers aged 55 and older who have
lost their employer-based insurance as a result of job loss could also
buy into Medicare. Third, retirees aged 55 and older whose employer
drops their retiree health coverage would be eligible to buy into their
former employer’s health insurance through COBRA. Retirees would
pay a higher premium than do other COBRA participants, to reflect
their higher costs. Each of these options provides a competitive alter-
native to individual insurance for people in this age group.
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Voluntary Purchasing Cooperatives for Small Businesses

As described earlier, small businesses are at a disadvantage in pur-
chasing health insurance. To address this problem the Administration
has proposed giving States grants to establish voluntary purchasing
cooperatives for small businesses. Small firms could then pool togeth-
er to negotiate insurance rates that are more affordable than those
offered to them individually. This policy could help the large numbers
of individuals working for small firms who are presently uninsured.

CONSUMER PROTECTION AND QUALITY
IN THE HEALTH CARE INDUSTRY

Health insurance plans are of two general types: fee-for-service plans
pay providers for each service they perform, whereas managed care
plans (such as health maintenance organizations) usually shift some
financial risk to providers. Between 1980 and 1996, the share of work-
ers enrolled in fee-for-service plans fell from 92 percent to 25 percent,
primarily in response to rising health insurance costs. The expansion of
managed care has helped slow the rate of growth in health insurance
premiums by giving providers a greater incentive to control costs. But
perceptions that the quality of care has suffered in managed care plans
have made managed care the subject of criticism from consumer
groups, the press, and the public. The last few years have seen a flurry
of activity by the Congress and State legislatures, regulatory agencies,
health plans, consumer advocates, and others to define a new set of con-
sumer rights, protections, and responsibilities in response to
consumers’ concerns about the changing health care system. Although
managed care has focused new attention on these issues, many of the
concerns raised by these groups—and the actions they propose to
address them—are equally important for traditional insurance plans.

The President’s Commission on Consumer Protection and Quality in
the Health Care Industry was established to advise the President on
changes occurring in the health care system and, where appropriate, to
make recommendations on how best to promote and ensure consumer
protection and the quality of health care. The commission submitted a
report, including a Consumer Bill of Rights and Responsibilities, to the
President in November 1997. In addition, the Health Care Financing
Administration (HCFA) has promulgated rules designed to protect
Medicare and Medicaid managed care participants.

How Managed Care Works

Managed care organizations typically contract with a group of hospi-
tals and doctors to care for their enrollees. Enrollees generally must
seek care from providers in the plan’s network, although point-of-ser-
vice plans, which allow enrollees to see providers outside the network,
with higher cost sharing, are growing in popularity. (“Cost sharing”
refers to out-of-pocket payments, such as deductibles and copay-
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ments, required of insured individuals who receive care.) Whereas
traditional fee-for-service plans control utilization mainly through
cost sharing, managed care organizations rely on a number of “sup-
ply-side” utilization controls. For example, they may require
enrollees to see a primary care physician, or “gatekeeper,” before they
can go to a specialist, or may limit the types of treatments that
providers can offer. Another important feature of managed care plans
is that providers often bear some of the financial risk. For example,
managed care plans may pay providers a fixed (“capitated”) payment
for each member or use other mechanisms that give providers finan-
cial incentives to limit care.

Promises and Pitfalls in Consumer Protection Legislation

Managed care highlights a new challenge to policymakers, namely,
how to protect consumers and promote their informed choice among
health plans without undermining managed care’s ability to control
costs. More employers now offer their employees a choice of health
plans—including managed care plans—and many of these ask
employees to pay more for more expensive coverage. This can encour-
age plans to operate more efficiently, control costs, and provide
higher quality care, but consumers need sufficient information to
make good decisions about what features they want in a health
plan—and how much they are willing to pay for them. Many of the
activities of the President’s commission have focused on addressing
the need for more user-friendly information about health plan fea-
tures and quality, and for strengthening consumer confidence in the
health care system. In addition, government attempts to microman-
age the practice of medicine—whether in the name of cost
containment or in the name of consumer protection—are an unwise
use of regulatory authority and would either waste valuable
resources or run counter to the goal of a quality-focused system.

The commission includes consumers, health care providers, health
insurers, health care purchasers, representatives of State and local
governments, and experts in health care quality, financing, and
administration. In drafting its Consumer Bill of Rights and
Responsibilities, the commission was guided by four principles:

® All consumers are created equal. The rights and responsibilities
outlined by the commission should apply to all participants in the
health care system, including beneficiaries of public programs, gov-
ernment employees, persons with individual policies, and those
with employer-based coverage, including self-funded coverage. In
addition, to the extent possible, these rights should be accorded to
those who have no health insurance but make use of the health care
system.
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Box 5-2.—Quality Data Collection for Medicare
Managed Care

The Health Care Financing Administration has promulgated
rules that will enable the agency to collect data on quality of care
in and beneficiary satisfaction with Medicare managed care plans.
The National Committee for Quality Assurance, in conjunction
with HCFA, industry representatives, other purchasers, and bene-
ficiary advocates, has developed 40 quality measures related to the
Medicare population. These measures build on the Health Plan
Employer Data and Information Set (HEDIS) developed by the
National Committee for Quality Assurance for the under-65 popu-
lation. HCFA will publish summary data to help beneficiaries
choose among plans. Quality indicators will also allow HCFA to
ensure that Medicare beneficiaries receive appropriate care from
managed care providers, and will help identify areas for quality
improvement.

Currently, managed care plans contracting with Medicare may
have no more than 50 percent of their enrollment from Medicare.
This provision was designed to help ensure that plans contracting
with Medicare offer service of similar quality to that provided in
the private sector. The Balanced Budget Act of 1997 eliminated
this requirement, and new rules will allow HCFA to use actual
quality data, rather than the 50-percent rule, in deciding which
managed care organizations are eligible to contract with Medicare.
This effort will improve HCFA’s ability to ensure high-quality care
and help beneficiaries make informed health plan decisions. In
addition, more information about these plans could improve confi-
dence in Medicare managed care, encouraging more beneficiaries
to enroll in these plans.

® Quality first. In considering each proposal, the commission asked
whether it would improve the quality of care and of the system that
delivers that care.

® Preserve what works. Some elements of managed care and of fee-
for-service plans must be changed to protect the rights of
consumers. But each delivery system can also point to elements
that have improved quality and expanded access.

* Costs matter. The need for stronger consumer rights must be bal-
anced against the need to keep coverage affordable. Ultimately
costs are borne by consumers and their families through higher
health insurance premiums, higher prices, lower wages, fewer ben-
efits, or less coverage.
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Some reforms proposed by States and consumer groups would make
managed care plans look more like traditional plans—for example, by
requiring health maintenance organizations to accept all providers or
limiting the use of financial incentives that may encourage physicians
to limit treatment. To the extent that these regulations would prohib-
it practices that have helped managed care plans control utilization
and spending, they could undermine the ability of health plans to con-
trol costs, and could ultimately reduce accessibility and affordability.
However, to the extent that such policies improve the delivery of high-
quality, efficacious care, they could improve health outcomes and may
help offset cost increases.

Among the rights laid out by the commission is the right of con-
sumers to “fully participate in decisions related to their medical care.”
In order for consumers to participate in decisions affecting their
health care, both when choosing a health plan and when considering
treatment, they need information. The commission recommended
that plans should disclose all factors—for example, the method of
provider compensation and the plan’s ownership of or financial inter-
est in health care facilities—that could influence providers’ advice or
treatment decisions. In addition, “gag clauses” and penalties on
health care professionals who advocate on behalf of their patients
should be eliminated, so that providers can freely discuss all treat-
ment options with their patients, and so that patients can make
decisions based on informed consent.

New Rules for Plans Serving Medicare and Medicaid

In 1996, HCFA adopted regulations limiting the use of some finan-
cial arrangements for health plans serving the Medicare and
Medicaid populations. These rules prohibited plans from making pay-
ments to providers to limit necessary care, required plans to institute
“stop-loss” provisions—which protect providers from very large finan-
cial losses—if the compensation method used places physicians or
groups of physicians at substantial financial risk, and required dis-
closure of information about arrangements that transfer substantial
financial risk to the health care provider. HCFA also banned the use
of “gag clauses” for Medicare plans beginning in 1996 and Medicaid
plans beginning in 1997. In addition, HCFA has sought new ways to
ensure that Medicare managed care plans provide high-quality care
by collecting data on quality and satisfaction in those plans (Box 5-2).

FOOD AND DRUG ADMINISTRATION REFORM

The Food and Drug Administration Modernization Act of 1997 is
designed to ensure the timely availability of safe and effective new
products that will benefit the public health. The act, which codifies a
number of initiatives taken by the Administration as part of its rein-
venting government effort, includes important provisions that will
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establish a clearly defined, balanced mission statement for the Food
and Drug Administration (FDA), improve access to certain experi-
mental drugs prior to their final approval, establish a fast-track
approval process for drugs to treat life-threatening or serious dis-
eases, and reauthorize the Prescription Drug Users Fee Act (PDUFA)
of 1992, increasing the resources available for the drug approval
process.

Why Drug Regulation Is Needed

Even without regulation, drug manufacturers would have some
incentive to distribute honest and accurate information about their
products. If a manufacturer repeatedly releases drugs that turn out
to be ineffective or unsafe, its reputation will suffer, and it may have
more difficulty selling new products in the future. The threat of liti-
gation or a public relations crisis can further discourage drug
companies from marketing unsafe products. However, drug compa-
nies are not likely to produce enough information about their
products’ safety and efficacy without regulation. The legal system
may not provide adequate consumer protection, and regulation
through litigation may come with high transaction costs. For exam-
ple, companies could set up corporate subsidiaries to issue new drugs
and shield the parent company from loss of reputation. Government
regulation is then needed to remedy this underprovision of informa-
tion by evaluating and approving drugs before they may be marketed.

Setting the Standard of Proof

Setting the standard of proof for new drug approvals entails bal-
ancing two risks. On the one hand, approval of unsafe drugs may
cause injury or death, and approval of ineffective drugs may crowd
out alternative treatments or increase wasteful medical spending. On
the other hand, denials or delays in approval may prevent sick people
from getting more effective treatment.

The FDA has historically focused primarily on minimizing the first
type of risk (Box 5-3). In the late 1980s, however, the focus began to
shift with respect to drugs for life-threatening illnesses, particularly
AIDS. The FDA instituted a fast-track approval process for these
drugs, and more patients were offered early access to these drugs
before final approval. These policies recognize that the risk that a
drug will prove unsafe or ineffective must be weighed against the
risks of the disease itself. The FDA Modernization Act codifies and
expands upon these reforms and establishes a mission for the FDA
that explicitly emphasizes not only protecting the public health, by
ensuring that products approved by the FDA meet high standards for
safety and efficacy, but also designing a review process that does not
unduly limit innovation or product availability.
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Box 5-3.—History of Food and Drug Administration
Regulation of Drugs

In 1937 an elixir of sulfanilamide, an antibiotic, killed 107 peo-
ple, most of them children. This tragedy hastened the
enactment, the following year, of food and drug legislation
already pending: the Federal Food, Drug, and Cosmetic Act gave
the FDA authority to regulate cosmetics, prescription drugs, and
therapeutic devices. The act required that products be shown to
be safe before they are marketed. During the 1940s and 1950s
the Congress subjected a number of other products, including
food additives and pesticides, to FDA approval and enacted other
requirements.

In 1962 the sleeping pill thalidomide was linked to serious
birth defects in Europe. Although concerns with thalidomide
related to safety, not efficacy, and the drug had not been
approved in the United States, the scare generated support for
extending the FDA’s mandate to determining the efficacy of new
drugs. These events culminated in the passage of the 1962 Drug
Amendments, which required drug manufacturers to show that
drugs were not only safe but also effective. The effectiveness
requirement was associated with a rapid increase in total drug
development time (Chart 5-8).

Chart 5-8 Clinical Trial and Drug Application Approval Times for New Drugs
New drug development time has trended upward since the 1960s, although drug
application approval time is at an all-time low.
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Box 5-4.—The Prescription Drug Users Fee Act of 1992

Between 1980 and 1991 the Congress enacted 34 laws that
placed additional demands on the FDA. Yet the agency’s budget
resources have not always kept pace with growth in the number
of products it reviews. The Prescription Drug Users Fee Act
(PDUFA) of 1992 helped address this problem by allowing the
FDA to assess fees on manufacturers seeking approval for
drugs. PDUFA also set ambitious performance goals for reduc-
ing approval time for new drug applications and required that
the fees not offset current funding.

Although faster NDA approval is important, it represents only
a fraction of the total time necessary to develop and approve
new drugs. Nor do shorter NDA approval times necessarily
translate month for month into shorter total drug development
times. The standard of proof for approval determines how many
trials and how much analysis must be completed and is an
important determinant of the time it takes a drug to travel from
the laboratory to the medicine cabinet. In addition, total drug
development time may rise or fall in response to a variety of
other factors, from the efficiency of laboratory analysis to the
chemical complexity of the drug.

Growth in total development time appears to have slowed nev-
ertheless, and PDUFA is widely viewed as a success. The FDA
has hired more than 600 new reviewers, and NDA approval
times have fallen to record lows. As a result, PDUFA and its
recent reauthorization have garnered broad industry support. In
fiscal 1995 the FDA reported that 100 percent of the application
backlog had been eliminated. In addition, the agency has met
and exceeded PDUFA’s performance goals for action on NDAs.

Improving Efficiency in the Drug Approval Process

Whatever the standard of proof for approval, rapid processing of
new drug applications (NDAs) reduces the health costs associated
with delay. Over the last several years the FDA has endeavored to
streamline the NDA approval process and reduce unnecessary delays,
and NDA approval times have declined significantly, especially for
“priority” medications expected to have important therapeutic value.
For example, seven drugs for AIDS and other life-threatening illness-
es were approved in under 6 months in 1995. After rising since the
early 1960s, the growth in total drug development time seems to have
stabilized in the 1990s (Chart 5-8).

The FDA Modernization Act builds on the success of these initiatives
to further streamline the approval process and reduce costly delays in
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drug application reviews. The act reauthorizes the Prescription Drug
Users Fee Act of 1992, ensuring that the FDA has the resources to
review drug applications quickly and efficiently (Box 5-4).

REDUCING TEENAGE SMOKING

The mere fact that people engage in hazardous behavior is not by
itself evidence of market failure. But an externality exists if their
behavior imposes costs on others, and an information market failure
exists if they are not aware of the full costs to themselves of the activ-
ity. Smoking, especially by teenagers, arguably illustrates both types
of market failure. In addition, because the cigarette manufacturing
industry is highly concentrated, with just four firms accounting for
the bulk of sales, market power is also a concern—although the high-
er prices that might result discourage smoking and ameliorate the
other possible market failures. This section reviews important tobac-
co policy developments in 1997 and assesses them with respect to the
rationale for government action based on market failure.

Last year marked a historic turning point in the long-running bat-
tle between tobacco companies and public health advocates over the
harmful effects of cigarettes. First, a landmark rule by the FDA to
protect children from the damage of tobacco products was upheld by
a Federal judge in North Carolina. Next, the 1997 Balanced Budget
Act took a first step toward reducing teen smoking by increasing the
Federal excise tax on cigarettes. Revenue from this tax increase will
help fund the State Children’s Health Insurance Program. In addi-
tion, a proposed national tobacco settlement was reached last June
between the major tobacco companies and a group of state attorneys
general. Following an Administration review of the proposed settle-
ment, the President challenged the Congress to pass sweeping
tobacco legislation to reduce teen smoking. Full congressional consid-
eration of such legislation was postponed until this year.

A major objective of both the FDA rule and the proposed settlement
is to reduce access to and use of tobacco products by minors. The FDA
rule prohibits the sale of nicotine-containing cigarettes and smokeless
tobacco to persons under age 18 and imposes a number of restrictions
on manufacturers, distributors, and retailers to limit easy access to
cigarettes and other tobacco products and to decrease the amount of
positive advertising imagery that makes these products appealing to
children and teenagers. The proposed settlement goes beyond these
prohibitions: it would increase the price of cigarettes and impose
penalties on the industry if specific targets for reducing youth smok-
ing are not met. Teens are more sensitive to the price of cigarettes
than adult smokers. Estimates suggest that for every 10-percent
increase in the price of cigarettes, the number of teenage smokers
falls by 7 percent, versus about 4 percent for adults. The President’s
call for legislative action sought a comprehensive plan to reduce teen
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smoking, including even tougher penalties than under the proposed
settlement if targets are not met.

The Rationale for Regulating Smoking

Tobacco use is one of the most important preventable causes of ill-
ness and premature death in the United States. Tobacco use is
responsible for over 400,000 deaths each year—about 20 percent of all
deaths. The average smoking-related death costs its victim up to 15
years of life. These facts alone might justify an active antismoking
effort on public health grounds. But to make an economic case for dis-
couraging smoking based on market failure requires evidence that
people are unaware of the risks of smoking or that their smoking
imposes costs on others. This case is less obvious than the public
health case. It is hard to argue, for example, that people do not know
that smoking is hazardous to their health. Indeed, at least one study
suggests that people generally perceive the risks from smoking to be
even greater than is consistent with scientific evidence. Another study
finds that light and moderate smokers’ assessments of the impact of
their smoking on life expectancy are realistic, whereas heavy smokers
significantly underestimate the risks. Similarly, it is widely recognized
that smoking is habit-forming and most likely addictive. Yet mature
adults are generally given the freedom to make choices that involve
trading off the best possible health for other pleasures (like playing
dangerous sports, overeating, overdrinking, or sitting on a couch
watching too much TV).

The economic case for discouraging smoking based on incomplete
information focuses therefore on the decision by teenagers to start
smoking. To the extent that young people have short time horizons and
are influenced by industry advertising, they may discount too heavily
the risks of smoking and the difficulty of quitting. The studies cited
above of people’s perceptions of the risks associated with smoking did
not include teenagers. The finding that heavy smokers underestimate
the risks included only 50- to 62-year-olds; it is likely that teenagers’
assessments are even more unrealistic. Society may legitimately wish
to limit to adults the right to make such a risky decision as whether or
not to smoke.

Tobacco use also imposes externalities. To the extent that the costs
of treating smoking-related illnesses are not reflected in the insurance
premiums paid by smokers, or in their tax and premium contributions
to programs such as Medicare and Medicaid, smokers impose uncom-
pensated costs on the rest of society. One influential study suggests
that these costs are offset to some extent by the social savings in
reduced pension and Social Security payments due to the premature
death of smokers; it also suggests that existing excise taxes cover the
net external costs of smoking. However, this study does not include the
costs of all diseases in which smoking has been implicated, nor does it
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consider such additional, potentially large external effects as illness
and death from second-hand smoke.

Thus, reasonable economic grounds exist for policies aimed at regu-
lating and discouraging smoking. Until last year, the tobacco industry
was able to mount a largely successful effort to limit such efforts. It
did, however, face the prospect of numerous lawsuits, including sever-
al State-initiated class action suits, aimed at recovering damages for
smoking-related State Medicaid expenditures. Although the industry
had a good record of winning such lawsuits, the ongoing litigation
costs and the huge potential costs of an adverse verdict apparently
made it worthwhile to the tobacco companies to seek a settlement.

Economics of the Proposed Settlement

The proposed tobacco settlement reached last June illustrates some
of the issues that will have to be addressed in any tobacco legislation.
The settlement would impose a one-time $10 billion charge on tobac-
co firms plus an annual payment, which would be adjusted for
inflation and for the quantity of tobacco sold in the United States. In
effect, the annual payment would function like an excise tax.
Although the figure of $368.5 billion is often cited as the industry’s
total payment, this number is misleading in several respects. First,
$368.5 billion is the simple sum of the $10 billion initial payment and
the base value of the first 25 years of annual payments (in constant
1997 dollars). A more economically meaningful approach would calcu-
late the discounted present value of the stream of payments expected
from the settlement, recognizing that a dollar paid 25 years from now
is worth far less than a dollar paid today. For example, using a con-
servative discount rate of 3 percent, the present value of the first 25
years of payments described in the proposed settlement would be
about $260 billion at current sales volumes. Second, the base pay-
ment does not represent the amount that would actually be paid.
Because the annual payment functions like an excise tax, the quanti-
ty of cigarettes sold will decline to the extent that the payment is
passed on to consumers through higher cigarette prices. The payment
collected will fall accordingly. (On the other hand, other features of
the proposed settlement, such as the surcharge for not meeting youth
smoking targets and an “excess profits” provision, could increase the
payment.) Third, because it is anticipated that the settlement pay-
ment will be fully reflected in the price of cigarettes, the incidence of
the annual payment will fall primarily on continuing smokers, not on
the tobacco companies.

A Federal Trade Commission analysis of the proposed settlement
raises additional concerns about its antitrust implications. The tobac-
co industry is highly concentrated, as noted above. Gross profit
margins are also high. But even in highly concentrated industries,
where prices may be higher than would prevail under perfect compe-
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tition, rivalry among firms and the illegality of explicit collusion tend
to keep prices below the level that would maximize industry profits.
Numerous economic studies have found an elasticity of demand for
cigarettes in the range of about 0.4 to 0.5 in the short run—meaning
that each 10-percent increase in the price of cigarettes leads to a 4- to
5-percent decline in the number of packs sold. This implies that a
price increase would raise industry profits: not only would the
increase in price be more than enough to offset the decline in the
quantity sold, but total costs would also fall with the reduction in
quantity. Since demand is inelastic, if firms were free to collude they
would have an incentive to raise prices substantially. The Federal
Trade Commission’s analysis points to certain aspects of the settle-
ment, most notably its broad antitrust exemption, that could reduce
rivalry and increase collusion. In general, the antitrust laws forbid
collusion to fix prices because higher prices increase industry profits
at the expense of consumer welfare and economic efficiency. In the
case of cigarettes, however, higher prices could further the social pol-
icy goal of reducing smoking. Nevertheless, granting a broad
antitrust exemption is neither the most direct nor the most socially
desirable way of achieving higher cigarette prices.

This Administration believes that tobacco legislation must include
stiff penalties that give the tobacco industry the strongest possible
incentive to stop targeting young smokers. The proposed settlement
includes targets to cut teen smoking by 30 percent in 5 years, 50 per-
cent in 7 years, and 60 percent in 10 years. Legislation should further
impose financial penalties that hold tobacco companies accountable to
meet those targets. The Administration supports penalties that are
non-tax-deductible, uncapped, and escalating—so that the penalties
get stiffer and the price increases greater the more the companies
miss their targets. Recognizing that one of the surest ways to reduce
youth smoking is to increase the price of cigarettes, the President has
called for a combination of industry payments and penalties that
could add up to $1.50 per pack to the price of cigarettes over the next
decade. The Administration also supports a number of nonprice
strategies for reducing youth smoking through tobacco settlement
legislation, including public education, counteradvertising, stronger
and more visible warning labels, and expanded efforts to prevent
youth access to tobacco products.
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CHAPTER 6

Recent Initiatives in Antitrust
Enforcement

DURING THIS ADMINISTRATION the Federal antitrust enforce-
ment agencies have been aggressive in enforcing the Nation’s
antitrust laws. The Antitrust Division of the Department of Justice
has imposed record fines—over $200 million in fiscal 1997—and the
Justice Department and the Federal Trade Commission (FTC) have
both pursued many important cases and investigations, involving
such firms as Microsoft, Archer Daniels Midland, Toys “R” Us, and
Staples and Office Depot, as well as traders on the NASDAQ over-
the-counter stock market. This more aggressive stance does not,
however, return Federal antitrust philosophy to an earlier era in
which big was viewed as inherently bad. Recent cases and investiga-
tions suggest that the Justice Department and the FTC have taken
a balanced approach to antitrust enforcement, bringing an action
only when thorough investigation and analysis reveal a substantial
threat to competition. In doing so, these agencies are guided by their
mission to protect the competitive process, recognizing that free mar-
kets are likely to provide the best outcomes for society.

This chapter reviews how these agencies have analyzed market
competition in a number of recent cases. In so doing it attempts to
explain some apparent paradoxes in antitrust enforcement—why, for
example, in 1997 the FTC stopped Staples and Office Depot from
merging, even though the vast majority of office products are sold by
neither company, but allowed a merger between the two leading U.S.
manufacturers of large commercial aircraft in an already highly con-
centrated industry. The chapter begins with a broad overview of the
origins and principles of antitrust efforts in the United States and
then proceeds to survey several recent developments. The most
striking of these has been the growth in corporate merger filings to
record levels. The chapter explores the efforts of the antitrust
enforcement agencies to allow those mergers that reduce costs, with-
out allowing firms to gain the power to raise prices. Next the chapter
discusses the potential impact of electronic commerce on competi-
tion. Although electronic commerce will in many cases make
competition work more smoothly, it may also make it easier to estab-
lish price-fixing agreements. The chapter also surveys the efforts of

195



antitrust enforcers to ensure the continued growth and competitive-
ness of high-technology industries. Finally, the chapter discusses
international antitrust enforcement, an aspect of antitrust policy that
has become increasingly important as global trade has expanded.

ORIGINS AND PRINCIPLES OF ANTITRUST

As the American economy shifted from agriculture toward industry
during the 19th century, large corporations and trusts began to
emerge, eventually dominating or threatening to dominate a number
of industries. Public opposition to these monopolies mounted, and in
1889 alone, 12 States passed antitrust or antimonopoly statutes. The
Congress followed swiftly. In 1890 it passed the Sherman Act by an
overwhelming margin: 52 to 1 in the Senate and 242 to 0 in the House
of Representatives. The broad contours of American antitrust law
were completed in 1914 with the passage of the Federal Trade
Commission Act and the Clayton Act.

The Sherman Act contains broad bans—with both criminal and
civil penalties—on monopolization, price-fixing agreements, and
other unreasonable restraints on trade. The Clayton Act contains
more specific prohibitions of mergers and of certain forms of price dis-
crimination, exclusive dealing agreements, and tie-in sales (sales
conditioned on the purchase of another product) when the effect may
be to substantially lessen competition or to tend to create a monopoly.
The Justice Department and the FTC have overlapping but distinct
authorities: the Justice Department may bring actions under the
Sherman Act and the FTC under the Federal Trade Commission Act,
but either may bring actions under the Clayton Act. In addition, the
major regulatory agencies, such as the Federal Communications
Commission, the Federal Energy Regulatory Commission, and the
Surface Transportation Board, all review mergers under their own
statutory authority.

The antitrust laws’ primary objection to monopolies, cartels, and
other restrictive practices and restraints of trade is that they injure
consumers by increasing prices. Another concern, which has been a
particular focus of economists, is that these high prices inappropri-
ately curtail consumption of the monopolized good. Inefficiencies
arise when sellers charge monopoly prices, because consumers lose
more from the price increase than sellers gain.

Another objection to monopoly was expressed by Judge Learned
Hand, who argued that “Unchallenged economic power deadens ini-
tiative, discourages thrift and depresses energy,” and that “immunity
from competition is a narcotic, and rivalry is a stimulant, to industri-
al progress.” In a similar vein, the British economist John Hicks
wrote that “the best of all monopoly profits is a quiet life.” This com-
placency on the part of monopolists can impede economic progress.
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The concern that firms with market power—the power to raise prices
above their production costs—can limit innovation has become an
important part of antitrust enforcement during this Administration.

The choice between competition and monopoly is easy.
Unfortunately, however, that is not usually the choice that antitrust
enforcers face. The industries in which antitrust issues tend to arise
can seldom be appropriately classified as either perfectly competitive
or monopolized. Usually they lie somewhere in between. Firms typi-
cally have some market power, but they also have competitors.
Mergers and restrictive practices may create or enhance market
power, but they may also promote efficiencies and hence can benefit
consumers. Identifying corporate conduct whose primary effect is to
lessen competition is the task of antitrust enforcers—a task that often
presents a formidable analytical challenge.

MERGERS

Another challenge for the antitrust enforcement agencies during
this Administration has been the dramatic increase in merger activi-
ty. As Chart 6-1 shows, after a lull in the early 1990s the merger
market has come roaring back to life. Both the 1996 and 1997 fiscal
years set new records for the number of merger filings.

Chart 6-1 Mergers Filed with the Antitrust Agencies

Large mergers must be filed with the U.S. antitrust enforcement agencies. Fiscal 1997
was the second consecutive year of record filings.
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Box 6-1.—Consolidation in the Defense Industry

The recent merger wave in the U.S. defense industry high-
lights the difficult tradeoffs involved in antitrust policy and the
balanced approach that the antitrust enforcement agencies have
taken during this Administration. The end of the Cold War and
the ensuing 65-percent real reduction in the Pentagon’s pro-
curement budget created intense pressure toward consolidation.
A large share of the defense business is now concentrated in the
hands of a few large firms—notably Lockheed Martin, Northrop
Grumman, Boeing, Raytheon, and General Dynamics—that
have acquired numerous other major defense contractors as
they exited the industry.

The challenge for the antitrust authorities has been to bal-
ance the perceived need for consolidation to reduce overhead
costs against the potential for a reduction in competition. On the
one hand, if the mergers allow defense contractors to eliminate
duplicative overhead costs the Pentagon will be able to purchase
weapons systems more cheaply. On the other hand, if the num-
ber of effective bidders falls, prices may rise, forcing either
higher defense budgets or reduced defense purchases.

In a number of cases where anticompetitive effects have been
a concern, instead of trying to block the merger and forgoing the
potential cost savings, the antitrust agencies have tried to adopt
narrowly focused remedies. For example, they have invalidated
exclusivity arrangements, insisted on the divestiture of key
assets, and required the creation of provisional information

In evaluating these mergers and deciding which ones to challenge,
the enforcement agencies must strike a fine balance. A merger may
yield significant cost savings, but it may also threaten to increase
industry concentration (that is, reduce the number of firms in the
industry) and stifle competition, allowing the remaining firms to
increase prices and reduce output. The impact on concentration and
competition is particularly difficult to evaluate in the many indus-
tries now experiencing rapid structural and technological change,
such as the defense industry, considered in Box 6-1. The enforcement
agencies must consider who will be the merged firm’s competitors in
the future, not just today.

A merger does not have to create a monopoly in order to result in
higher prices and lower output. By increasing concentration, a merg-
er may increase the likelihood of successful collusion, either overt or
tacit, among the remaining firms. Greater concentration may make it
easier for each firm to communicate its intentions to the others, and
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Box 6-1.—continued

“firewalls” between merging companies. An example of the first
remedy is provided by the 1995 merger of Lockheed Corp. with
Martin Marietta Corp. This merger raised antitrust concerns
because the companies had entered into exclusive teaming
agreements with Hughes and Northrop Grumman Corp.,
respectively. In the wake of a merger, these agreements would
raise the prospect that there might be only one bidder on space-
based infrared early warning satellite systems, since Hughes
and Northrop Grumman were the leading providers of electro-
optical sensors for these satellites. To promote competition in
this market, the FTC’s consent order forbade Lockheed Martin
from enforcing the exclusivity provisions.

Likewise, Raytheon Co.’s $5.1 billion acquisition of Hughes
Aircraft Co. might have substantially lessened competition in
both infrared sensors and electro-optical systems had the Justice
Department not forced Raytheon to make a large divestiture.
Raytheon agreed to sell off the infrared sensor business it had
acquired from Texas Instruments Inc., as well as electro-optical
systems businesses that it would otherwise have acquired with
the purchase of Hughes. Raytheon also agreed to a firm price on
an Air Force missile to compensate for the lost competition from
Hughes. Finally, Raytheon agreed to maintain an information
firewall to preserve the independence of Raytheon and Hughes
as competitors for a new Army antitank missile.

the interests of the firms may be less likely to diverge. The smaller
number of firms may also reduce the benefits and increase the cost of
cheating on the collusive agreement. For example, mergers make
price cutting less profitable because the merger eliminates one firm
from which customers might be attracted away by the price cut. It
may also become easier for colluding firms to detect and punish those
firms that deviate from the agreement.

Mergers may result in price increases even when firms do not col-
lude in any sense. For example, a firm with market power by virtue
of control over a large portion of industry capacity will enhance that
power, and may therefore raise prices, if it acquires still more capac-
ity by merging with a competitor. Another important example of such
a “unilateral competitive effect” arises when formerly standardized
products become differentiated, giving rise to market power as con-
sumers develop brand preferences. Such power is limited by the
availability of competing brands; hence a merger between firms sell-
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ing competing brands relaxes the constraint that competition places
on prices. The merged firm recognizes that some of the sales lost
through a price increase on one brand will be recaptured by the other
brand, and therefore be retained by the firm. This encourages the
merged firm to raise the price of both brands. When the brands are
particularly close substitutes, the firm may want to raise both prices
substantially.

Enforcement agencies must balance these concerns about market
power against the efficiencies in production that mergers can make
possible. There are several ways in which mergers can reduce the
average cost of production in an industry. A merger may allow one
firm to take advantage of another’s superior technology. Where pro-
duction processes are composed of multiple distinct activities, a
merger can allow each of the merging firms to specialize in those
activities that it does best. Mergers may also increase efficiency in
industries subject to economies of scale, that is, those in which aver-
age production cost declines as output increases. In these industries
a merger may reduce costs by eliminating duplicative fixed costs or
allowing longer production runs.

Consumers benefit from the merger as well if merging firms pass
these savings along in the form of lower prices. The challenge for
antitrust enforcement, then, is to prevent those mergers that would
harm consumers by enhancing market power, but to allow those that
create substantial benefits. To evaluate the market power and the
efficiency effects of mergers, the FTC and the Justice Department use
the framework that they jointly established in the 1992 Horizontal
Merger Guidelines, which were partially revised in 1997. According to
the guidelines, the steps to be taken in a merger review for a merger
among competitors are as follows:

¢ define the relevant market and calculate its concentration before
and after the merger

* assess whether the merger raises concerns about adverse competi-
tive effects

¢ determine whether entry by other firms into the market would
counteract those effects, and

¢ consider any expected efficiency gains.

This chapter discusses each step in turn below.

MARKET DEFINITION

The first step is to determine the relevant market and whether the
merger will increase concentration significantly in that market. The
Merger Guidelines state that the relevant market is generally the
smallest group of products and geographical area such that a hypo-
thetical monopolist in that market would raise the price significantly,
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taking into account the reduction in demand caused by consumers
curtailing their purchases. Having defined the relevant market, the
agencies determine the market shares of all firms identified as mar-
ket participants, and use these market shares to calculate an index of
market concentration. Mergers that would increase concentration sig-
nificantly tend to attract more scrutiny from the enforcement
agencies, because these mergers are more apt to lead to large price
hikes. Typically, therefore, the narrower the relevant market, the
more likely it is that a merger will be investigated.

In 1997 the FTC challenged the merger of Staples Inc. and Office
Depot Inc. because it believed that the relevant product market was
“the sale of consumable office supplies through office superstores,” and
these firms were the two largest in that market. Staples countered
that the relevant market was all sales of office products, including
sales by discount stores, drugstores, and wholesale clubs. The com-
bined firm would have accounted for less than 6 percent of this broader
market, which suggested that the firm could not have raised prices sig-
nificantly after the merger if this market definition were indeed
correct. The FTC maintained, however, that even though most indi-
vidual items could themselves be bought from many retailers, the size,
selection, and inventory offered by office superstores distinguish them
from other office supply retailers. The FTC’s statistical analysis
showed that, when the presence of other potential competitors was
controlled for, Staples’ prices were over 5 percent higher in cities where
it did not face competition from other office supply superstores. The
FTC took this as evidence that nonsuperstore sellers of office supplies
do not constrain superstores’ prices effectively. This pricing evidence
led the court to accept the FTC’s market definition and conclude that
the merger would significantly increase concentration in the office
superstore market and so be anticompetitive.

The key issue in defining the relevant market in a recent merger
between two gypsum drywall producers was not the type of seller, but
rather the sellers’ geographic location. In 1995 Georgia-Pacific Corp.,
which had 10 drywall plants nationwide, including one each in New
York and Delaware, proposed to acquire nine drywall plants from a
Canadian-based competitor, Domtar Inc. Two of the nine plants were
located in New Hampshire and New Jersey. The Justice Department
determined that if the relevant geographic market was national, the
acquisition would likely not have raised competitive concerns.
However, the merger would have increased concentration significant-
ly in the Northeastern States, so that if the relevant market were
localized to that region, the merger likely would have led to price
increases there.

To determine the relevant geographic market, the Justice
Department examined whether a small but significant local price
increase by Northeastern producers would be profitable, taking into
account the extent to which customers could switch to producers out-
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side the region. The agency considered such factors as current ship-
ping patterns, constraints on production capacity outside the region,
and transportation costs. Gypsum drywall is heavy, bulky, expensive
to ship, and likely to break during transport if handled excessively.
The dJustice Department found that drywall plants in the
Northeastern States accounted for the majority of sales to consumers
in those states; sales from plants outside the region were compara-
tively small. Furthermore, drywall plants outside the Northeast had
relatively little excess capacity. From this evidence, the Justice
Department determined that customers in the Northeast could not
have switched to out-of-region producers in sufficient quantities to
make a local price increase unprofitable. The agency therefore decid-
ed that the relevant geographic market was regional, and
Georgia-Pacific, to satisfy the Justice Department’s concerns, agreed
that it would divest its New York and Delaware plants.

COMPETITIVE EFFECTS

Defining the market and assessing its concentration are only the
beginning of the merger review process. The next step is to determine
whether the merger would have adverse competitive effects. The 1992
Merger Guidelines recognize that mergers may lessen competition
through either collusion or unilateral effects. Indeed, unilateral
effects received new prominence in the 1992 Merger Guidelines and
have been the dominant concern in several recent mergers.

One recent example where the analysis of unilateral effects sug-
gested significant harm to competition is the acquisition of
Continental Baking Co. by Interstate Bakeries Corp. Continental’s
Wonder Bread brand competed against various Interstate brands in
several regions. Although these two firms were by no means the only
producers of white bread in these regions, the Justice Department
concluded that white bread is a highly differentiated product, with
various brands commanding significant customer loyalty, and that
after the merger Interstate would likely have raised prices on its
brands even if other bakers kept their prices constant. Interstate
would no longer be discouraged from raising prices on its own brands
by the risk of customers switching to Wonder Bread, since after the
merger Interstate would own Wonder Bread. Likewise, whereas
Continental was discouraged from raising the price of Wonder Bread
by the prospect of customers switching to Interstate’s brands, after
Interstate bought Wonder Bread this would no longer be a worry.
Simulations based on estimated demand elasticities helped convince
the Justice Department that significant price increases would likely
follow the merger, even in the absence of coordination among the
remaining firms. To avoid these price increases, the dJustice
Department entered into a consent decree requiring the merged firm
to divest a brand of bread in each of five geographic regions.
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Sometimes the antitrust authorities can limit a merged firm’s
power to raise prices without requiring a divestiture, as illustrated in
the merger of Time Warner Inc. with Turner Broadcasting System
Inc. In 1995 Time Warner proposed to acquire Turner in a deal valued
at over $7 billion. Both companies were important providers of pro-
gramming to local cable system operators. Time Warner owned Home
Box Office (HBO), the leading cable movie channel, and Turner owned
Cable News Network (CNN). Both these channels are “marquee”
channels that cable operators have a strong desire to carry in order to
attract and retain subscribers. The FTC was concerned that if Time
Warner controlled both these marquee channels it would increase the
prices it charged to cable operators. To limit the anticompetitive
effects of the merger, the FTC’s consent order prohibited Time Warner
from “bundling” HBO with Turner channels, and CNN with Time
Warner channels. The bundling restriction required that the Time
Warner and Turner channels be offered separately at prices that do
not depend on whether the other is purchased.

It may not be immediately apparent why restrictions on bundling
can sometimes be an appropriate remedy; after all, once the merged
firm controls the price of both channels it could simply implement an
across-the-board price increase. However, a hypothetical example
demonstrates that when a merged firm sells goods that are substi-
tutes for each other, prohibiting bundling can limit price increases.
Consider a cable operator in a city with 50,000 potential subscribers,
and assume that the cable operator earns a dollar in profits from each
subscriber. Suppose that 20,000 of the potential subscribers like
movies: they will subscribe only if the cable system offers a movie
channel. Another 20,000 like news and will subscribe only if a news
channel is offered. The remaining 10,000 like both movies and news
and will subscribe if either is offered. In this city the cable operator
would be willing to pay up to $30,000 for either movies or news, since
in each case 30,000 people will subscribe. However, as soon as the
cable operator buys a movie channel and gets all the subscribers who
like movies, it will be willing to pay only $20,000 for a news channel,
since the only additional subscribers it will attract are the 20,000 peo-
ple who like news but not movies. Similarly, a cable operator that
already offers news would be willing to pay only $20,000 for movies.
Since some people subscribe if either a movie channel or a news chan-
nel is offered, the two channels are substitutes from the point of view
of the cable operator. If movies and news can be sold as a bundle, they
can be sold for $50,000, because a total of 50,000 people will sub-
scribe. On the other hand, if bundling is forbidden and each channel
must be for sale individually, the merged firm will not be able to
charge that much.

Suppose, for instance, that the merged firm tried to sell each chan-
nel for $25,000. The cable station would respond by buying only one
of the channels; since the channels are substitutes, once the cable sta-
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tion purchases one channel, its willingness to pay for the other chan-
nel diminishes to $20,000. If the channels are sold separately, the
most the merged firm could sell them for is $40,000 ($20,000 each).
For this reason, restrictions on bundling such as those in the FTC’s
consent order can sometimes limit the exploitation of market power,
even when the firm can charge whatever it likes for its products indi-
vidually.

ENTRY

The analysis of a merger does not end with defining the market
and determining whether the increase in concentration would allow
the merged firm to raise prices. Entry can in principle constrain the
merged firm’s ability to raise prices: a merger that leads to
increased prices may also create opportunities for new firms to
enter the market, charge a lower price to gain market share, and
still earn profits. Loss of sales to new entrants could cause the anti-
competitive price increase to be unprofitable. As a result, entry or
the threat of entry can in some cases prevent any appreciable price
increase after a merger.

One difficulty with entry analysis is that it can be highly specu-
lative. It is easy to be overly optimistic and assume that entrants
will materialize and eradicate the anticompetitive effects of a merg-
er. Accordingly, the antitrust enforcement agencies have taken
seriously the Merger Guidelines’ caution that entry must be timely,
likely, and sufficient to counter the merger’s adverse competitive
effects.

One merger where entry seemed unlikely to offset the effects of
increased concentration was the proposed 1995 acquisition of Intuit
Inc. by Microsoft Corp. Each of the two software firms produced a
popular personal finance program: Microsoft’s Money and Intuit’s
Quicken together accounted for more than 90 percent of the personal
finance software market. Here the question faced by the Justice
Department was whether other firms were likely to enter this market
in sufficient force to constrain Microsoft’s market power once it owned
both programs. Two important features of software markets limited
the likelihood of entry: the importance of reputation and the “lock-in
effect.” Purchasers of personal finance software generally prefer a
product that is widely accepted as reliable and successful and that
has a reputation for performance and customer support. It can take
many years and a significant investment for an entrant to develop
such a reputation. Even Microsoft had considerable difficulty over-
coming the initial success of Intuit. After 4 years of effort, the market
share of Microsoft’s Money remained far less than that of Quicken,
and Microsoft had yet to achieve a positive return on its investment.
The fact that consumers have to put considerable time and effort into
learning to use a given program gives rise to the lock-in effect. Users
of existing software may be reluctant to incur the switching costs of
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learning another program. Future purchasers may likewise hesitate
to invest time and effort in learning to use an entrant’s new and
untested product because of the risk that the product may not succeed
in the marketplace, requiring the customer to eventually switch to
the established product.

To make the deal acceptable to the antitrust authorities,
Microsoft planned to transfer part of its assets in Money to another
software developer. Even so, the Justice Department felt that the
importance of reputation and the lock-in effect, among other factors,
meant that entry could not be relied upon to offset the high concen-
tration that a merger of Microsoft and Intuit would have caused.
The merger was challenged, and Microsoft decided not to pursue it.

EFFICIENCIES

The final major step in the merger review process is to consider the
efficiencies promised by the merger. Economists have long recognized
the potential benefits of such efficiencies, and in recent years the
antitrust agencies have been increasingly willing to consider these
benefits when reviewing mergers. Most recently, in April 1997 the
Justice Department and the FTC issued revisions to the section of the
Merger Guidelines devoted to efficiencies. These revisions reflect the
balanced approach of current antitrust enforcement. Under the
revised guidelines, the agencies consider the creation of efficiencies,
but only verifiable, merger-specific efficiencies. Many studies have
suggested that mergers may not produce the synergies and cost sav-
ings claimed by managers. Since the agencies understand that it is
easier for firms to claim efficiencies than to realize them, they subject
efficiency claims to careful scrutiny. If the agencies determine that
the claimed efficiencies are likely to be realized and are of sufficient
magnitude that the merger is not likely to be anticompetitive, they
will not challenge the merger.

The proposed merger between Staples and Office Depot illustrates
the increased consideration and scrutiny of efficiencies in antitrust
enforcement. The two firms claimed that by merging they would be
able to take advantage of large cost reductions and efficiencies in pur-
chasing, distribution, operations, and marketing, and that these
savings would be passed on to customers in the form of lower prices.
Consistent with the revised Merger Guidelines, the court deciding the
case considered whether these efficiencies would offset the presumed
anticompetitive effects of the merger. The court refused to accept cost
savings that were not merger-specific and dismissed those that could
not be verified. Also at issue was the degree to which Staples and
Office Depot would pass any cost savings through to consumers. The
companies projected that for every dollar of cost savings their prices
would go down by about 67 cents. However, the FTC presented evi-
dence that historically Staples had passed through only 15 to 17
percent of its achieved cost savings. Accordingly, the court found that
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the merger’s efficiencies would not offset its anticompetitive effects. It
granted the FTC’s request for an injunction, leading Staples and
Office Depot to terminate their merger agreement.

ELECTRONIC COMMERCE

The potential impact of electronic commerce on competition is dra-
matic, as described in a recent White House report titled A
Framework for Global Electronic Commerce. Electronic commerce is
already common in several industries. Travelers, for example, buy
airline tickets from travel agents who use computer reservation sys-
tems. Over-the-counter stocks are traded on a computerized system.
And consumers can buy everything from books to automobiles over
the Internet.

The potential for electronic commerce to make the economy func-
tion better is clear. Computer networks can inform buyers about
products available in other States or, just as easily, in foreign coun-
tries. Cheap information about wide-ranging markets means that
buyers can buy products that they would not otherwise have known
about, and can pay lower prices as well. A seller who is the only sup-
plier in a given area may have little power to raise prices if buyers can
easily compare prices around the country or around the world. Music
stores in Philadelphia will find it pointless to conspire to sell compact
discs at high prices if buyers can easily locate competing dealers
around the country. Putting cheap information in the hands of con-
sumers thus seems likely to make markets more competitive. One
might well wonder if electronic commerce could lessen the need for
antitrust enforcement in many markets.

However, two cases that the Justice Department recently filed and
settled—one against a group of U.S. airlines, and the other against
so-called market makers who execute over-the-counter stock trades—
highlight a straightforward problem with electronic commerce.
Computers do increase the information available in the marketplace,
but not just to consumers; they also make more information available
to producers and other sellers. Sellers may be able to use this wealth
of information to form or maintain cartels.

For a cartel to raise prices successfully, the members must some-
how come to an agreement about what prices to charge and must
figure out a way to maintain that agreement. The airline and stock
trading cases illustrate how computer networks can sometimes help
a cartel solve both these problems. They suggest that, rather than
lessening the need for antitrust authorities, the growth of electronic
commerce may in some cases increase it.

In 1994 the Justice Department reached a final settlement in a
price-fixing case involving eight major airlines and the Airline Tariff
Publishing Company (ATP). According to the Justice Department, the
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airlines had used ATP’s computerized fare dissemination services to
negotiate increases in fares and to trade fare changes in certain mar-
kets for changes in other markets.

The alleged collusive arrangement worked as follows. Each airline
submitted its fare changes or planned future changes to ATP. In turn,
ATP reported the changes to all the other airlines. The resulting data
base was enormous, as each airline offered numerous fares, under
various terms and conditions, on each of thousands of city pairs.
Moreover, these fares changed frequently. In such a complex system
it would seem difficult for the airlines to negotiate or maintain any
price-fixing agreement, much less a covert one. With so many inter-
related fares and fare changes, one might ask how one airline would
distinguish, for example, whether another’s price change was an
attempt to cheat on a collusive agreement, an attempt to punish a
third airline for deviating from an agreement in another market, or
simply a normal response to increased costs. The Justice Department
alleged that such confusion was avoided by linking fare changes with
alphanumeric footnote designators and by the judicious use of first
ticket dates. Since the ATP data were computerized, this mass of
information could be analyzed by sophisticated computer programs
each day. Aided by these computer analyses, airlines could engage in
intricate but camouflaged negotiations and could monitor cheating on
agreements. The settlement that the Justice Department entered into
with the airlines barred them from using footnote designators, first
ticket dates, and other devices to communicate with each other.

According to one study, price leadership in the airline industry cost
air travelers $365 million per year during the 1980s. Others have
estimated that the cost of such behavior in the airline industry, had it
been left unchecked, could have reached several billion dollars per
year. These figures suggest that the Justice Department’s attempts to
eliminate anticompetitive practices in the airline industry could yield
large dividends for consumers.

The stock trading case, which resulted in a 1996 consent decree,
involved transactions in over-the-counter stocks over the automated
quotation system operated by the National Association of Securities
Dealers (the NASDAQ system). This case also revealed how comput-
erized information networks can sometimes make it easier for firms
to maintain agreements to sell at high prices. When an investor
places a buy or sell order for shares of a company traded on NASDAQ,
special traders called “market makers” typically execute the trade.
These intermediaries make their profits from the bid-ask spread, the
difference between the price at which they buy a stock and the price
at which they sell it.

In the NASDAQ case the Justice Department alleged that NAS-
DAQ market makers had agreed to a strategy, or convention, for
quoting stocks that essentially limited their incentives to narrow
spreads. Also working to support the agreement was the fact that the
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NASDAQ computer network provided sellers with ready (essentially
instantaneous) information about the strategies other sellers were
using to quote prices. Market makers that were observed to deviate
from the convention were harassed by other market makers and
threatened with economic harm.

Traditional economic theory predicts that the price-fixing agree-
ment alleged by the Justice Department and the Securities and
Exchange Commission (SEC) could not have been maintained on
NASDAQ), because entry barriers were low and any of over 100 firms
could enter the market for any security. If a price-fixing agreement
kept the bid-ask spread high, some market maker would have been
tempted to offer the security at a price below the best asking price, or
to buy it at a price above the best bid, in an effort to increase market
share. But the rules and common practices that governed the way in
which NASDAQ securities were traded could have combined to deter
market makers from undermining the agreement in this way, with
the computer network used for trades playing a key role.

NASDAQ market makers may decline to trade a security at the
price quoted by other market makers. But if a market maker does exe-
cute a trade, the NASD’s best-execution rule requires it to make the
trade at the best price quoted on the NASDAQ network. A key feature
of trading on NASDAQ is the widespread practice of preferencing. A
preferencing arrangement between a broker and a market maker com-
mits the market maker to execute trades submitted by the broker. In
combination with the NASD’s best-execution rule, this practice could
have sharply limited the benefits that any market maker could have
anticipated from cheating on any anticompetitive agreement, and so
significantly enhanced the ability of a cartel to maintain collusion. A
market maker that attempted to cheat on an agreement would not
expect to significantly increase its market share, because other firms
would, in effect, match its prices instantaneously and retain their pref-
erenced order flow. Thus, a practice that initially seemed to offer a
great deal to investors—a guarantee of the best price available,
regardless of which market maker executes the order—in fact may
have tended to support an anticompetitive agreement.

In 1996 the Justice Department entered into an agreement with
NASDAQ market makers. The market makers agreed not to fix prices
in the future and to commit resources to an ongoing monitoring effort
to ensure that they adhere to the antitrust laws.

The lesson of the airline and NASDAQ cases is that computer net-
works can sometimes make it easier for sellers to form and maintain
price-fixing agreements, by providing sellers with information about
the prices that other sellers charge. Agreements negotiated by posting
prices on computer networks may prove difficult for the antitrust
authorities to ferret out. In the airline case there was sufficient ancil-
lary information—in particular the use of annotations linking one fare
proposal to another—to convince the Justice Department that a nego-
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tiation was taking place. In contrast, when one firm tries to take
advantage of the fact that prices can be quickly and easily changed on
computer systems and raises price for a few instants (at a small cost)
in the hope that others will follow, most antitrust experts believe that
there is no violation of antitrust laws, even if other firms do follow.
Simple price leadership is not banned by the Sherman Act, in part
because there is no adequate way to frame a remedy. Firms in collu-
sion and firms in competition may both move prices in concert.
Antitrust authorities can only try to prevent sellers from negotiating
and offering each other mutual assurances in order to form price-
fixing agreements.

It has always been difficult to tell whether firms are being forced by
competition to charge the same prices, or whether they have agreed
to fix prices. The task could become steadily more troublesome as the
electronic age progresses. Antitrust authorities in the electronic age
need to maintain vigilance in seeking out and enjoining illegal agree-
ments. Electronic commerce may make antitrust enforcement more
challenging—and more important.

HIGH-TECHNOLOGY INDUSTRIES, INNOVATION,
AND INTELLECTUAL PROPERTY

Many of the fastest growing and fastest changing U.S. industries
are to be found in such high-technology fields as aerospace, computer
hardware and software, and telecommunications. These industries
present several additional challenges for antitrust enforcers. One is
that antitrust enforcers must promote both competition and innova-
tion in these fields through a balanced treatment of intellectual
property. Another is to account for the tendency for network exter-
nalities, common in many high-technology fields, to create a strong
potential for market dominance. A third challenge is to anticipate
future developments in these fast-paced industries and conduct
antitrust policy accordingly.

INNOVATION AND INTELLECTUAL PROPERTY

The key assets in high-technology industries are often not factories
or machines but intangibles such as scientific ideas or the algorithms
contained in computer programs. These assets, unlike physical
assets, can be used by any number of people at once. Without intel-
lectual property protection, firms and individuals would have
insufficient incentive to produce these assets, because they are costly
to produce but cheap to copy or imitate. In recognition of this problem,
the U.S. Constitution empowers the Congress to “promote the
Progress of Science and useful Arts, by securing for limited Times to
Authors and Inventors the exclusive Right to their respective
Writings and Discoveries.” Patent and copyright laws do just that.

209



An important initiative of this Administration has been its use of
antitrust enforcement to further encourage innovation and to clarify
the role of intellectual property in antitrust law. The Administration
recognizes that the licensing of intellectual property for use by per-
sons other than its creator can benefit society both directly, by
allowing the more widespread use of intellectual properties, and indi-
rectly, by increasing the return to such assets and thereby
encouraging innovation. Such licenses, however, sometimes contain
restrictions that limit competition and actually discourage innova-
tion. These restrictions may violate the antitrust laws.

The recent case involving the British firm Pilkington plc, the
world’s largest float glass producer, provides one example of the
Justice Department’s attempts to use antitrust enforcement to
encourage innovation. Beginning in 1962, after acquiring hundreds of
patents worldwide on glass production processes, Pilkington entered
into licensing agreements with all of its principal competitors. These
agreements generally included territorial restrictions, so that each
licensee could construct and operate float glass plants in only one
country or group of countries. These restrictions allegedly limited the
incentives of Pilkington’s competitors to innovate in glass processing,
by geographically restricting their opportunities to exploit such inno-
vations. Their incentive to innovate was allegedly further limited by
requirements to report any improvements in float glass technology
and to cede the rights to such improvements back to Pilkington. In
1994 the Justice Department entered into a consent decree with
Pilkington, which, among other prohibitions, enjoined Pilkington
from enforcing its licensing restrictions against U.S. licensees. The
Justice Department’s case was strengthened by the fact that
Pilkington’s principal patents had expired long before the complaint
was filed. The Department does not, however, in general limit its
attention to restrictions that outlive the life of patents.

The 1995 Antitrust Guidelines for the Licensing of Intellectual
Property explain the balanced approach taken by the antitrust agen-
cies. The guidelines recognize that intellectual property licensing can
create efficiencies by allowing firms to combine complementary fac-
tors of production. However, licensing arrangements such as those
used by Pilkington may contain restrictive terms that reduce compe-
tition among alternative technologies, and the antitrust agencies
have sought to eliminate such anticompetitive arrangements. In eval-
uating the licensing of intellectual property, the agencies balance the
procompetitive and anticompetitive effects.

NETWORK EXTERNALITIES

Many high-technology industries such as computers and communi-
cations exhibit network externalities: that is, consumers derive more
value from the products of these industries the more people use them.
For example, a computer program often becomes more valuable as its
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network of users grows, because users like to trade data files and
exchange ideas about how to use the program effectively. Network
externalities can sometimes therefore make entry difficult, because
small firms may be unable to compete effectively against large ones,
whose products enjoy additional value from widespread usage.

The challenge for antitrust policy is to preserve the benefits of net-
work externalities for consumers while preventing firms from
exploiting the market power to which these externalities can give
rise. When sellers agree to standards, consumers benefit because the
products of different sellers are then compatible. Unfortunately, how-
ever, firms can sometimes manipulate the standards-setting process
to their own advantage, as the FTC claimed happened in a 1995
action against Dell Computer Corp.

Dell was a member of the Video Electronics Standards Association
(VESA), a standards-setting organization in the computer industry.
In 1992 VESA set a new standard for the design of computer bus
hardware (the hardware that transmits information between a com-
puter’s components). According to the FTC, before the standard was
approved, Dell certified that it did not violate any of its intellectual
property rights, but after the standard was implemented the compa-
ny announced that the standard did violate one of its patents. Since
by then over a million computers using the standard had already
been sold, other computer manufacturers could not switch to an alter-
native design without creating a compatibility problem. This would
have put Dell in a good position to collect substantial royalties on its
patent, were it not for a settlement with the FTC, in which Dell
agreed not to enforce its patent rights against computer manufactur-
ers using the standard.

FAST-PACED TECHNOLOGICAL CHANGE

The fast pace of change in high-technology industries makes it hard
for antitrust enforcers to anticipate the impact of future develop-
ments when deciding the proper course of action. For example, a
merger that seems innocuous today may eliminate future competi-
tion. Alternatively, a merger may increase concentration significantly
today but may not pose anticompetitive problems, either because of
entry, as discussed earlier, or because of exit, as revealed by the 1997
merger between Boeing Co. and McDonnell Douglas Corp.

Although the Boeing-McDonnell Douglas merger reduced the num-
ber of sellers of large commercial aircraft worldwide from three to two,
thereby sharply increasing concentration, the FTC decided that
McDonnell Douglas’s 5-percent market share overstated the compa-
ny’s likely future competitive significance, because this market share
reflected only the filling of old orders. Extensive interviews by the FTC
revealed that advances in aviation design had left McDonnell Douglas
behind: since the firm had not invested as much as its competitors in
improving the technology of its aircraft, the vast majority of airlines no
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longer considered purchasing its aircraft. As a result, the merger did
not eliminate viable future competition in the commercial aircraft
market. Moreover, after consulting with the Department of Defense,
the FTC concluded that there were no prospects for Boeing and
McDonnell Douglas to bid on the same defense projects. Having con-
cluded that the merger raised antitrust concerns in neither commercial
nor defense markets, the FTC did not challenge the merger.

Future competition was a critical issue in the investigation of Bell
Atlantic Corp.’s 1997 acquisition of NYNEX Corp. The merger did
not increase current concentration in any local telephone market,
because neither Bell Atlantic nor NYNEX competed in each other’s
markets at the time of the merger. However, the Justice Department
and the Federal Communications Commission (FCC) needed to
assess the likelihood that, in the absence of the merger, each compa-
ny would someday enter the other’s geographic market, and the
likely extent of other firms’ entry. One focus of the dJustice
Department’s investigation was the effect of the merger on future
competition in local service in New York City and nearby portions of
NYNEX’s service area. NYNEX was the dominant supplier in that
area, whereas Bell Atlantic was one of many potential entrants.

After carefully studying the plans of other potential entrants, such
as AT&T Corp. and MCI Communications Corp., the Justice
Department concluded that the prospect for entry by a number of
experienced, capable, and well-financed competitors was significant.
Therefore it was by no means clear how much the loss of Bell Atlantic
as an independent competitive force would adversely affect consumers,
particularly given the evidence concerning efficiencies. The Justice
Department concluded that it could not meet its burden of proving
that the loss of Bell Atlantic as an independent entrant was likely to
have so significant a market impact as “substantially to lessen compe-
tition,” the test of a violation under Section 7 of the Clayton Act.

The FCC, on the other hand, which also had authority to review
the Bell Atlantic-NYNEX merger, operates under a different statute
with a different substantive standard. Under the FCC’s interpreta-
tions of the Communications Act of 1934, the merging parties had
the burden of proving that the merger would on balance enhance
competition and be in the public interest. The FCC concluded that
the merger would not enhance competition, and it exercised its
power to place conditions on its approval of the merger. To remedy
the merger’s possibly anticompetitive effects, and to advance the
goal, set forth in the Telecommunications Act of 1996, of opening
local telephone markets to competition, Bell Atlantic offered to make
several market-opening commitments, which the FCC accepted
before approving the merger.
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THE GLOBAL MARKETPLACE AND
INTERNATIONAL ANTITRUST EFFORTS

The emergence of a global marketplace for many goods and services
has important implications for U.S. antitrust policy. On the one hand,
as transportation costs and trade barriers fall, many problems in
antitrust become easier. Mergers that would have led to significant
concentration in the absence of international trade may not do so once
one accounts for foreign competitors. Also, domestic price-fixing
agreements will be undermined if foreign competitors are willing to
sell in the U.S. market at a lower price. On the other hand, interna-
tional price-fixing agreements are more difficult than domestic ones
for U.S. antitrust enforcement agencies to police; success often
requires cooperation with foreign governments or international orga-
nizations.

Unlike in the 1980s, when most antitrust fines were imposed in
domestic bid-rigging cases, the vast bulk of the over $200 million
imposed by the Justice Department’s Antitrust Division during fiscal
1997 was collected in judgments against large international price-fix-
ing conspiracies. This suggests that even though international trade
may make price fixing more difficult, it will probably remain a seri-
ous concern for some time to come.

Criminal prosecution in international price-fixing conspiracies is
generally much more difficult and complex than prosecuting domestic
conspiracies. First, the antitrust authorities must demonstrate that
U.S. antitrust law applies. In 1997 the Justice Department made sig-
nificant headway on this point, when the First Circuit Court of
Appeals held that Section 1 of the Sherman Act applies to “wholly for-
eign conduct which has an intended and substantial effect in the
United States,” regardless of whether the case is civil or criminal.
Even when U.S. antitrust laws do apply, crucial evidence or culpable
individuals or firms may be located outside the United States and be
beyond the jurisdiction of U.S. courts.

These jurisdictional problems make it imperative that U.S.
antitrust enforcement authorities coordinate their activities and
cooperate with authorities abroad. In several recent investigations,
the United States made good use of its mutual legal assistance
treaties with a number of foreign countries: the Justice Department
sought and received assistance in cartel investigations from several
countries, including Japan and Canada.

In 1994 the Congress passed the International Antitrust
Enforcement Assistance Act (IAEAA), which empowered the U.S.
antitrust enforcement agencies to negotiate reciprocal agreements
with foreign antitrust enforcers. Under these agreements each gov-
ernment will assist the other in obtaining evidence located in the
country of the former, while ensuring confidentiality. Unfortunately,
foreign antitrust authorities have been slow in following the U.S. lead
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in negotiating these agreements, in many cases because they lack
similar legislative authorization from their own governments. In
April 1997 the United States nonetheless managed to negotiate its
first proposed agreement under the IAEAA, with Australia. The
United States has also been pursuing discussions with the
Organization for Economic Cooperation and Development toward a
formal recommendation by that body that would encourage its mem-
ber countries to enter into mutual assistance agreements that would
permit more sharing of evidence with foreign antitrust authorities.

At the same time the United States has also worked to improve
international antitrust enforcement through the so-called positive
comity approach. This approach is used in cases where markets out-
side U.S. jurisdiction are affected by anticompetitive behavior that
harms U.S. interests. Under a positive comity agreement, if one coun-
try believes that its firms are being excluded from another’s markets
by the anticompetitive behavior of firms there, it will conduct a pre-
liminary analysis and then refer the matter to the foreign antitrust
authority for further investigation and, if appropriate, prosecution. In
April 1997 the Justice Department announced its first formal request
to the European Union under a 1991 positive comity agreement. The
Justice Department asked the Directorate General IV (DG 1IV), the
European Union’s antitrust arm, to investigate possible anticompeti-
tive conduct by European airlines that may be preventing U.S.-based
computer reservation systems from competing effectively in Europe.
DG IV has announced that it is actively pursuing the matter.

Another notable ongoing effort in this domain is the competition
advocacy program undertaken jointly by the Justice Department and
the FTC. The two agencies are working together, in programs funded
by the U.S. Agency for International Development, to educate and
otherwise assist governments of developing countries in setting up
antitrust enforcement programs. This assistance has included help-
ing countries to draft competition laws, setting up implementation
procedures, training their staffs, and, in some countries, placing long-
term U.S. advisers in the antitrust office. Several countries in
Eastern Europe have benefited from this extensive interaction with
the U.S. agencies, and the program has now expanded into countries
of the former Soviet Union and Latin America.

Although significant progress has been made in international
antitrust enforcement, the growing importance of international trade
makes it imperative that the antitrust enforcement agencies contin-
ue their efforts in this area. To this end, the Justice Department has
established the first-ever International Competition Policy Advisory
Committee, comprised of distinguished business, labor, academic,
economic, and legal experts, to advise it on these cutting-edge issues.
Investing in expanded enforcement and globalization of antitrust
principles will lead to better protection of competition worldwide, and
will yield substantial benefits that can be shared by many.
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CHAPTER 7

The Benefits of Market Opening

THE UNITED STATES HAS LONG RECOGNIZED that open
domestic markets and an open global trading system are superior to
trade protection and isolationism at promoting broad-based growth
and prosperity. For decades our open economy and successful U.S.
leadership in liberalizing global trade and investment have generat-
ed important benefits for the American people, in the form of
stronger growth and improved employment opportunities. The
opportunity to acquire goods and services from abroad both encour-
ages us as producers to stay competitive and allows us as consumers
to raise our standard of living. In the 1990s, openness to trade and
investment, combined with U.S.-led liberalization of world markets,
has been essential to our economy’s sustained expansion.

This contemporary picture of a prosperous America in an increas-
ingly open world economy contrasts powerfully with the economic
climate and international trade policies that prevailed at home and
abroad some six and a half decades ago. In the early 1930s wide-
spread isolationism had reduced world trade to a level only one-third
that of 1929. Fortunately the Nation’s leaders of that era saw that the
path of economic isolation and tit-for-tat protectionism had no exit.
During the 1930s and after, the Administration and the Congress
worked together, through such measures as the Reciprocal Trade
Agreements Act of 1934, the precursor of later fast-track legislation,
to revive international trade, just as the programs of the New Deal
worked to restart the domestic economy. World War II disrupted these
early efforts, but after the war the U.S.-led campaign to open markets
worldwide enjoyed a series of outstanding successes. Those countries
that joined us in welcoming market opening, in particular through
participation in the General Agreement on Tariffs and Trade, have
grown and developed at impressive rates. True, these countries might
have experienced growth even without open markets, but the history
of this century has made it increasingly clear that strong growth is
more likely in open than in closed economies.

Bearing this history in mind, this Administration’s strategy for
economic growth includes a campaign to foster the continued liber-
alization of markets worldwide. Although much has been
accomplished in the postwar period, much remains to be done. As the
United States currently enjoys the benefits of relatively open mar-
kets at home, this campaign reflects an export-driven agenda aimed
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at opening markets abroad, reducing current asymmetries in coun-
tries’ openness. This chapter surveys the primary elements of this
campaign. It also reviews the impact that international trade has had
on national economies including our own and on the distribution of
the benefits of trade within economies (especially among workers).
This discussion underscores the need for a strong commitment to
trade liberalization not only by the United States, but by all of our
trading partners. The chapter concludes with a presentation of recent
developments in a second important dimension of open international
markets, namely, foreign direct investment, and discusses the impli-
cations of the growth of U.S. direct investment abroad and of foreign
investment in the United States. The chapter begins, however, with a
review of recent trends in U.S. trade.

TRENDS IN U.S. INTERNATIONAL TRADE

The role of international trade in the U.S. economy today is unprece-
dented. Until 1970, U.S. exports and imports combined rarely amounted
to more than one-tenth of gross domestic product (GDP; Chart 7-1).
Since 1970, the real volume of trade has grown at more than twice the
rate of output, so that by 1997 exports alone were 12 percent of GDP,
and imports were equivalent to 13 percent.

Yet trade remains a much smaller component of the U.S. economy
than in most countries: in 1995 only four countries had smaller ratios of
Chart 7-1 Exports and Imports as a Percent of GDP

Trade is an increasingly important component of the U.S. economy, although close to
nine-tenths of U.S. expenditure is still on domestic goods and services.
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trade to GDP than the United States. This does not reflect high U.S.
trade barriers, but rather such factors as the size of our economy and the
diversity of our endowments, which favor self-sufficiency, and our geo-
graphic location, relatively distant from most trading partners.
Estimates that adjust for such factors have often found that the United
States is more open to imports than are most other major countries. But
the point remains that the United States feels the effects of trade and
pressures for globalization much less than do most other countries.

The rising importance of trade in the U.S. economy is part of a world-
wide phenomenon. Technological advances in transportation and
communications have contributed to a rapid expansion of the global
exchange of goods and services. There is also strong evidence that poli-
cy reforms in many countries, in particular the removal of trade barriers
and other protectionist measures, have played a significant role in this
explosion of trade. The history of the United States during the interwar
period points to the importance of policy in stimulating or inhibiting
trade. In the years between 1920 and 1930, technological progress con-
tinued, but policy moved in a different direction: average U.S. tariff
rates more than doubled. The fact that the volume of trade in those
years fell by half rather than rose reveals the important role that gov-
ernment policies can play.

THE SECTORAL COMPOSITION OF U.S. TRADE

The composition of U.S. trade, both exports and imports, has also
changed markedly. Exports of services have enjoyed particularly
strong growth in recent years, rising from $48 billion (18 percent of
total exports) in 1980 to $237 billion (28 percent) in 1996. Over the
same period exports of agricultural merchandise have risen only from
$42 billion (15 percent of the total) to $61 billion (7 percent). In part
these trends reflect Engel’s law (as the incomes of households rise, the
share devoted to food falls) and the evolution of U.S. comparative
advantage in more skill-intensive goods and services. But the impact
of market opening may be discerned in these trends as well.
Innovations in global communications infrastructure and the liberal-
ization of services trade in many countries have promoted greater
trade in services. Large tariff reductions on manufactured products,
negotiated in a series of rounds within the General Agreement on
Tariffs and Trade (GATT), have lowered export costs in that sector.
However, agriculture remains relatively protected in most countries.

Exports of both consumer and capital goods have enjoyed rapid sus-
tained growth since the 1980s (Chart 7-2). These two sectors also
represent the fastest-growing components of U.S. imports. But whereas
growth in exports of these goods has tended to occur relatively evenly
across industries, growth of imports has been more concentrated, with
especially dramatic increases in such categories as computer goods.
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Chart 7-2 U.S. Exports and Imports by Category in 1986 and 1996
Both exports and imports, most notably in services and in consumer and capital goods,
have grown rapidly, due in part to market opening.
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The fact that growth is occurring in both imports and exports of
consumer and capital goods may seem contrary to the conventional
logic of international trade theory, which is based on specialization
according to countries’ comparative advantage. In fact, this trend
reflects the changing nature of trade. Imports and exports today often
grow in tandem even within very narrowly defined product cate-
gories: that is, an increasing share of trade is intraindustry rather
than interindustry. In 1996, for example, 57 percent of U.S. trade
occurred within, rather than between, four-digit SITC commodity
groupings (the SITC is a standard classification of goods in interna-
tional trade; four-digit categories in this system represent highly
disaggregated product groups), and this share has risen from 51 per-
cent in 1989. Whereas interindustry trade (for example, the exchange
of Chinese sweaters for U.S. computers) is associated with tradition-
al notions of comparative advantage, intraindustry trade (for
example, in automobiles and auto parts) is thought to arise princi-
pally from fixed costs in production and consumer tastes for variety.

THE GEOGRAPHIC COMPOSITION OF U.S. TRADE

Canada and Japan remain the United States’ leading trade part-
ners, together accounting for one-third of both our exports and our
imports. In recent years Mexico and China have risen quickly to the
third and fourth positions; together they represent about 13 percent
of total U.S. merchandise trade. When trade is broken down by world
region, Europe represents one-fifth of both U.S. exports and imports
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(Chart 7-3). The Asia-Pacific region has experienced an explosion in
growth of both trade and output over the past two decades and now
accounts for more than one-third of total U.S. trade. This trade is
principally with other industrial countries, although trade with
developing economies in the region is also among the fastest growing
anywhere. Trade with Latin America and the Caribbean is also grow-
ing but remains less than 10 percent of the total.

Chart 7-3 U.S. Goods Exports and Imports by World Region in 1986 and 1996

Imports from developing Asia have risen rapidly, but are less important than growing
exports and imports with industrialized partners.
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Exports

U.S. TRADE BY DOMESTIC REGION

In a country as large as the United States, the regional distribution
of the gains from trade is a relevant concern. The North Central and
Pacific States remain the largest sources of exports, and both regions
continue to enjoy strong export growth (Chart 7-4). However, the
highest rates of export growth have recently been recorded in regions
and States in the center of the country. This is a positive sign, sug-
gesting that the benefits of trade are being realized throughout the
country, not just in the coastal and border States. The impact of the
North American Free Trade Agreement (NAFTA) on regional trends
in production and exporting has no doubt been significant and may be
partly responsible for the rapid growth in exports from the Mountain,
Southern, and North Central regions. These statistics suggest that
the export opportunities presented by market-opening agreements
can benefit the Nation as a whole.
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Chart 7-4 Exports of Goods by U.S. Region
Although exports are a larger share of Gross State Product on the East and West
Coasts, the fastest growth in exports has come from the central regions of the country.
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INITIATIVES IN MARKET OPENING

This Administration’s primary focus in its conduct of international
economic relations is on the continued opening of markets worldwide
to trade. However, experience has shown that there is no universal
solvent for trade barriers: no single strategy works in all situations to
open foreign markets. Accordingly, the Administration has pursued
an active trade liberalization agenda on several fronts. While recog-
nizing the importance of an internationally coordinated effort to
reduce trade barriers on a broad multilateral and reciprocal basis, the
Administration is supplementing these negotiations with liberaliza-
tion efforts at the regional level. In addition, since market access
impediments may be peculiar to a single country, and may not be of
the type traditionally dealt with in a multilateral forum, the United
States sometimes needs to pursue bilateral negotiations to remove
these obstacles to trade.

As this brief survey shows, the Administration is pursuing greater
market access for both U.S. and other countries’ exports in a number
of arenas. The importance of this undertaking is highlighted by the
extent to which large portions of the world economy have previously
been exempt from formal negotiations. Although the trade-liberaliz-
ing initiatives described above are generally reciprocal in nature,
they tend to lower foreign barriers more than they do our own. This
is the result of the relatively open position taken by the United States
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throughout most of the postwar period, which has resulted in U.S.
barriers that are already lower on average than those of our major
trading partners. What is more, the United States has led the way
toward the deregulation of domestic industries. In many cases this
earlier deregulation in the United States has produced highly com-
petitive U.S. industries, well poised to benefit from deregulation
abroad.

TRADE-NEGOTIATING AUTHORITY

The U.S. Constitution places ultimate authority to regulate inter-
national trade with the legislative branch. However, for the better
part of this century the Congress has provided the executive branch
considerable authority to negotiate trade agreements with foreign
nations. Most recently, between 1974 and 1993, the Congress repeat-
edly passed legislation giving the President so-called fast-track
negotiating authority. This legislation allows the President to negoti-
ate sensitive and complex trade agreements with other countries, and
commits the Congress to either accept or reject the entire agreement,
without amendment. In this way the Congress retains its constitu-
tionally mandated final authority to regulate international trade,
while turning over the task of negotiating agreements to the execu-
tive branch, which is organizationally better suited for that role.

Fast-track authority lends credibility to U.S. commitments in trade
negotiations. Foreign parties to a trade agreement with the United
States know that the agreed-upon package cannot later be reopened
for renegotiation of individual provisions, which in effect would
reopen the entire package, undermining commitments made by exec-
utive branch negotiators. In the absence of fast-track authority, this
possibility is real and can have the effect of preventing other coun-
tries from engaging in negotiations with the United States.

The history of executive branch trade-negotiating authority has its
roots in the 1930s, a time when international trade flows were heav-
ily restricted by high tariffs throughout much of the world. The
Congress granted President Franklin D. Roosevelt power to negotiate
tariff reductions. This shift in authority came in the form of the
Reciprocal Trade Agreements Act (RTAA) of 1934, which allowed the
President to reduce U.S. tariffs on a bilateral basis by up to 50 per-
cent in exchange for reductions in barriers faced by U.S. exports. The
RTAA was used often in the 1930s and was repeatedly renewed. The
resulting agreements generated large reductions in tariff barriers
and embodied some of the same principles that formed the basis for
GATT after World War II and, more recently, the World Trade
Organization (WTO).

Under the RTAA and later under GATT, tariffs of participating
countries were reduced from more than 40 percent in the 1930s to less
than 6 percent by the late 1980s. By the 1960s negotiations had
expanded to cover nontariff barriers (NTBs) to trade as well. These
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include price controls, quantitative restrictions (such as import quo-
tas), and quality control measures. But because the RTAA provided
no authority to reduce these barriers, complications arose in congres-
sional ratification of the Kennedy Round GATT agreement in the late
1960s. The Congress’s refusal to implement the entire agreement as
negotiated undermined the credibility of the President’s negotiating
efforts. The Nixon Administration confronted this problem by pursu-
ing expanded negotiating authority prior to undertaking a round of
negotiations in which nontariff barriers figured prominently.

For this reason, in 1974 the Congress passed the first fast-track leg-
islation. The primary difference between this new authority and that
granted under the RTAA was that fast-track extended presidential
authority to agreements covering NTBs as well as tariff barriers.
Fast-track bills have also generally called for extensive consultations
between the executive branch and both houses of the Congress and
with private sector advisory committees during the negotiations. The
Congress must also be notified in advance of the intention to conclude
an agreement. In return, the Congress promises to introduce the
implementing bill in both houses, with language unchanged, and to
vote on the unamended bill within 60 days. Through these provisions,
the Congress has historically exerted influence over the negotia-
tions—and hence over the resulting agreements—prior to submission
of the implementing legislation. Fast-track has thus proved success-
ful at facilitating negotiations while keeping the Congress involved in
the process and preserving its ultimate authority to regulate trade.

Since the inception of fast-track, two extremely successful rounds of
GATT negotiations have taken place: the Tokyo Round, signed by
WTO members in December 1979, and the Uruguay Round, conclud-
ed in 1993 and signed in April 1994. Agreements resulting from other
negotiations have also been approved by the Congress under fast-
track procedures, including the free trade agreement with Israel in
1985, the U.S.-Canada Free Trade Agreement in 1988, and the North
American Free Trade Agreement in 1993.

MULTILATERAL INITIATIVES

By the conclusion of the Uruguay Round negotiations, participants
recognized that pursuing multilateral liberalization exclusively in the
context of negotiating “rounds” was insufficient. Thus, the final
Uruguay Round agreement included a “built-in agenda” for future, more
focused talks within the WTO. This agenda provides a mandate and an
opportunity to continue the liberalization process within the new orga-
nization’s regular work program. In some cases the built-in agenda calls
for the review and updating of the rules of the multilateral system,
including its dispute settlement mechanism (Box 7-1); in other areas the
goal is the further opening of markets and the reform or elimination of
practices that distort or restrict trade. In the few years since the
Uruguay Round agreement was concluded, negotiations toward further
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liberalization have occurred—or are occurring—in several sectors. Some
of these negotiations were launched as a result of commitments con-
tained within existing WTO agreements. Others are the result of
forward-looking initiatives given impetus by the United States and its
trading partners within the Asia-Pacific Economic Cooperation (APEC)
forum and other international organizations.

Box 7-1.—The WTO Dispute Settlement Process and U.S.
Trade Policy

The WTO Dispute Settlement Understanding (DSU), part of the
Uruguay Round package of agreements, improves on GATT dispute
settlement proceedings by expediting decisionmaking and institut-
ing an appeals process. It also establishes procedures to ensure the
implementation of dispute panel rulings, one of which is the accep-
tance of cross-sector retaliation for countries that choose not to
abide by the ruling. In the 3 years since its institution, many coun-
tries have made efficient use of the reformed dispute settlement
mechanism, largely to the satisfaction of all involved.

The introduction of a strengthened multilateral dispute settle-
ment system in the WTO, together with new WTO agreements
covering the protection of intellectual property rights and trade in
services, has brought about a shift in U.S. tactics for resolving trade
disputes. During the 1980s the United States frequently resorted to
the bilateral negotiations and unilateral sanctions authorized in
Section 301 of U.S. trade law to resolve differences with other coun-
tries. This approach was used in particular in the areas of
agriculture, intellectual property protection, and services, which
GATT covered barely or not at all. Beginning in 1995, however, the
DSU and new WTO rules have permitted the United States to use
multilateral dispute settlement procedures to address the over-
whelming majority of issues that have been the subject of Section
301 investigations. The results of 35 complaints filed by the United
States suggest that the DSU process has proved very effective, with
the United States prevailing in 9 out of 10 rulings to date. The
United States has also reached a bilateral settlement prior to a for-
mal ruling in eight cases. Seventeen petitions are still pending.
Section 301 investigations can now more often make use of multi-
lateral dispute settlement, at least for disputes with WT'O members
in areas subject to WTO commitments. All nine of the Section 301
investigations initiated during 1996, and three of the six investiga-
tions initiated in 1997, have involved resort to the WTO dispute
settlement procedures; a fourth was terminated before WTO con-
sultations were initiated. As Chart 7-5 shows, the DSU process has
been used against a variety of countries, the majority of which are
our major trading partners.
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The Success of Single-Sector Initiatives

The success of multilateral negotiations in the 4 years since the
Uruguay Round ended has in some ways been remarkable. The tradi-
tional practice of conducting negotiations in comprehensive, multisector
rounds had been based on the belief that only an agreement covering
many sectors simultaneously could gain enough political support to be
viable. Usually when two or more countries seek reciprocal trade liber-
alization, the easiest approach is to find one sector that is heavily
protected in one country and another sector that is heavily protected in
the other. By agreeing to liberalize both sectors simultaneously, each
country can please at least one group of domestic producers.

Chart 7-5 U.S.-Initiated WTO Dispute Settlement Cases by Target Country
Since their inception in 1995, the WTO dispute settlement procedures have been broadly
used by the United States.
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However, recent WTO agreements in financial services, telecom-
munications, and information technology represent significant
departures from this traditional negotiating format, in that each sec-
tor was negotiated separately from the others. Because the United
States is believed to be highly competitive in all three of these sec-
tors, one would have thought that U.S. concessions in some other
