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The Joint Economic Committee's Special
Study on Economic Change (SSEC) was
inaugurated under the leadership of then
Chainnan Richard Bolling (D.-Mo.) and Vice
Chairman Hubert H. Humphrey (D.-Minn.),
together with Senator Jacob K. Javits (R.-
N.Y.), ranking Minority Member.

The study progressed through Mr.
Bolling's chairmanship and into the leadership
of Senator Lloyd Bentsen (D.- Tex.),
chairman; and Congressman Clarence J.
Brown (R-Oh.), ranking Minority Member.
The goal of the SSEC is to chart the major
changes in the economy and to analyze their
implications for policymakers.

Volumnes of the Special Study on Economic Change

Human Resources and Demographics
Energy and Materials
Research and Innovation
Stagflation
Government Regulation
Federal Finance
State and Local Government
Social Security and Pensions
The International Economy
Productivity
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CHAIRMAN'S INTRODUCTION

Senator Lloyd M. Bentsen

Chairman, Joint Economic Committee

Through a combination of economic and demographic
circumstances, America now has an opportunity to prepare for what
could be the greatest long-term demonstration of productivity the
world might ever witness.

The "baby boom" generation is maturing into prime age
workers 125-45 years old). But their productive potential -- and the
Nation's -- can be realized only if we adopt policies that make it
possible to equip these workers with the best and most modern
tools, technology and knowledge. If we fail to invest in the necessary
quality and quantity of equipment and skills, the high expectations
of American workers will be stymied as they are forced to compete
for too few jobs in a stumbling economy.

With these prospects in mind, the Human Resources and
Demographics staff study for the JEC's Special Study on Economic
Change treats the Nation's foreseeable future not in cold, statistical
terms -- as studies of demographics are prone to do -- but in human
terms. When the numbers are sorted out, the message of this study
is that it will take a strong economy to enable America to utilize its
greatest asset -- its people.

Accompanying almost every statistic in the study is a current or
future policy implication. For example:

* The tide of would-be workers entering the labor force will
continue to grow during the 1980's by about 1.25 to 1.5 percent a
year. During the 1970's about 19 million new workers -- mostly
women and young people -- joined the employment rolls, which
were more than the number of people added to the Nation's
population. Policies that encourage investment in new plant and
equipment will be necessary if people who want to work in coming
years are to find stable, private sector jobs.

i
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* As millions of Americans reach prime working age in the
1980's, they are expected to form households at a rate of nearly 1.8
million a year -- 300,000 more annually than in the 19 70's and
800,000 more per year than in the 1960's. While a stronger economy
would benefit all citizens, it will be especially necessary to those
persons attempting to realize an American tradition,
homeownership.

* Education institutions which now face dwindling
enrollments have a fresh challenge. Continuing education can
prepare adults for career changes or for maintaining and improving
present career status. As technology alters the workplace, education
can be one means of staying abreast of new discoveries and
developments. Education and job training programs can best serve
Americans if they are structured to lead to jobs in growth sectors of
the economy.

* There are now five persons of working age to each person
over the age of 65. By the year 2030, however, that ratio is expected
to narrow to a one-to-three basis. Traditionally, current workers
have helped to provide sound pensions for retired workers. If that
bond between generations is to continue, policies must be adopted
now that will provide workers with the new tools, technology and
skills necessary to increase productivity.

During the 19 80's improved cooperation among labor, business
and government will be imperative if we are to make and implement
policies to achieve the Nation's social and economic goals. A
stagnant economy and high inflation obstruct job creation and
improved living standards, as well as undermine the retirement
income of millions of Americans.

We must encourage and include all human and capital
resources in our efforts to realize America's productive potential.
The alternative simply is not acceptable.

ii
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Ranking Minority Member's Introduction

CONGRESSMAN CLARENCE J. BROWN

The extraordinary potential of human resources in the United
States, their rich diversity, skills and versatility are a critical
determinant of American progress in the decade ahead. The Human
Resources section of the Special Study on Economic Change clearly
documents how changes in the size, composition and quality of
American labor affected economic performance in the 1970's and
elaborates the prospects for the 1989's.

Demographic changes will fundamentally alter the supply of
human resources in the coming decade, according to the Human
Resources research findings. The Post-World-War II baby boom,
coupled with the much more active role of working women, brought
a flood of over 22 million new entrants to the American labor
market in the 1970's. That bulge, which exacerbated the
unemployment problem of the past decade, will become a more
mature, experienced and productive pool of workers in the coming
decade. At the same time, the number of young people seeking work
will decline substantially as a direct result of the drastic drop in
birth rates in the 1970's. Thus, these age and quality characteristics
of the labor force are expected to contribute favorably toward better
productivity performance in the 1980's. Still, as this report
indicates, we must count on continued, sizable growth in new job
seekers, albeit at a substantially lower rate.

These prospects, then, underscore the need for Congress to
adopt measures which stimulate capital formation, encourage

. I I I *- * -- : L- *
technoiogy cnange and innovatLon and LU FVIrIoULo 11e1i HIaLAVAn

saving to finance the necessary investment. These are the key
prerequisites to better economic growth which will sustain our
standard of living and enhance our competitiveness in the world
economy.

Even with appropriate macroeconomic policies favoring
accelerated investment and growth, the Nation's economy faces
serious structural adjustments in major industries. The problems of
the steel, auto and energy industries will present difficulties for
many workers to overcome. In other cases, technology changes will

iii
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lead to demands for new industrial skills. Meanwhile, the Nation's
economy is growing increasingly oriented toward services -- which
employ two-thirds of the Nation's labor force and were the source of
nine out of ten new jobs during the 1970'8.

Macroeconomic stimulus in the past has failed to alleviate
unemployment stemming from structural change. Therefore, the
Congress is challenged to strengthen, as this report urges, selective
measures to attack structural unemployment. Targeted programs
should be developed for retraining workers and locating jobs.
Programs that emphasize the contribution of community-based
organizations in locating, training and finding employment for the
structurally unemployed must be expanded. Manpower programs
should be coordinated with new capital formation to avoid
bottlenecks of critical skills. Employer incentives, such as training
subsidies, should be provided to meet unusual costs of hiring
unskilled and inexperienced workers. As this report emphasizes,
minority youth will continue in the 1980's to face severe
unemployment problems. Targeted employment programs, then,
will come directly to the aid of these workers who have suffered so
disproportionately from stagflation and poor macroeconomic
policies in the past.

This study correctly recognizes the key role of millions of small
businesses as the historical backbone of growth in private sector
employment in the United States. Congress should press ahead with
better measures to stimulate investment and job creation in grass-
roots business.

One important demographic finding bears on U.S. defense
posture as well as on economic performance. As the pool of young
people shrinks in the 1980's, military recruiters will have to compete
with private sector employers to fill the armed forces manpower
requirements. Congress will have to review seriously military pay
and benefits relative to remuneration in the private sector if high
quality, voluntary armed forces are to be maintained over the long
term.

iv
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HUMAN RESOURCES AND DEMOGRAPHICS:

Characteristics of People and Policy

I

INTRODUCTION AND RECOMMENDATIONS

Human, physical and natural resources will be altered in the

decades ahead in response to a number of influences. Rising energy
prices, new technology, changing consumer tastes, shifting terms of

trade and increasing international competition will create

imbalances in a rapidly changing labor market that will entail

considerable adjustment by workers, industry and government.
Through all this, policymakers should remember that optimum

utilization of human resources is vital to the economic future of the

United States and to the individuals who compose the human
resources pool. An improved standard of living and increased
quality of life can best be realized through the most efficient use of
all resources.

Additionally, human resources -- combined with long-term
investment in physical resources and beneficial use of raw material
-- can help the United States meet the challenges of changing
economic developments.

The period 1980 to 2000 will require cooperation among labor,

business and government in the development of policies that build

consciously toward a healthy, competitive and efficient productive
structure. Policy finplications da,. from shifting demographics
and modifying values of life are aimed as much at private industry

as at opportunities for government solution. Therefore,implications
of this section are as much for the consideration of the private sector
as they are for the public sector. Government, labor and business
each has a role for contribution.

It is imperative that America's vision -- from the corporate
boardroom to the cloakrooms of Congress shift toward a long-
term, anticipatory framework, rather than a short-term, reactive
one. Central to this approach are measures aimed at raising the
productive potential of the United States. A stagnant economy and
high inflation rates are the major obstacles to the full employment
policies that are the best hope of millions of Americans who are
currently unemployed or underemployed -- many for reasons
beyond their control. Strong economic growth will help create the

jobs needed over the long run to provide employment opportunities
for those willing and able to work.
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Energy prices have increased dramatically and the United
States is now importing more goods than it exports -- both factors
which have contributed to rising inflation. Tax and regulatory
policies of the United States, too, have aggravated the problem by
discouraging productive investment. As energy and production
costs have gone up, labor has been substituted for energy and for
physical capital -- at the expense of investing in new plant and
equipment for the long term. Lack of investment in plant and
equipment leads to inefficient use of resources.

Human resources -- as with plant and equipment -- can be
inefficiently utilized, or not used at all. The amount of goods and
services produced will not be as great as it could be unless human
resources, along with physical and natural resources, are fully
utilized. Therefore, the attained gross national product of the
United States will be less than the potential GNP unless specific
goals are successful.

* Educational programs should be geared to meet the needs
of a changing society. Goals should be:

1. To reduce illiteracy and increase the opportunities to
acquire basic skills.

2. To structure college education programs so they will
prepare students for entry into the labor market and for multiple
careers during a lifetime.

3. To provide vocational programs which match skills and
training to the needs of the workworld. College education will
continue to be important in coming decades, but evidence suggests
there will be serious needs for persons with skills requiring
alternatives to formal arts and sciences education.

4. To expand intern programs to give students in college and
vocational programs opportunities for actual experience in work
situations. Students often find that jobs do not meet their classroom
expectations -- many times resulting in waste of the preparation
years, another inefficient use of human resources.

* Efforts need to be directed toward ending discrimination
which still limits both educational and employment opportunities
for minorities, women, handicapped and older workers.

* Underlying issues which result in minority unemployment
should be addressed. These issues include inadequate basic
education, training and employment needs, and other labor market
difficulties.

* The public and private sectors should support efforts to
broaden occupational choices for women and to encourage their
entry into less traditional fields.

* Policies should be aimed at assisting in the adjustment of
workers displaced because of technological change or international
2
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competition. These policies should be directed toward retraining
and reemployment in growth sectors, rather than exclusively as
supplementary unemployment insurance.

This policy implication is not to suggest that policy directed at
retraining and reemployment in the growth sectors is the only
course. It is to suggest, however, that policy should concentrate on,
and emphasize, the merits of a national goal to best utilize resources
in the growth sectors and to improve national productivity
performance.

The labor force of the United States is expected to grow at an
annual rate of 1.25 to 1.5 percent during the 1980's with labor force
growth slowing to less than one percent during the 1990's. All
workers, however, are not expected to be fortunate enough to find
themselves in the growth industries of the immediate and long-term
future. Rapid changes are anticipated in technology and in the
composition of international trade. Some of America's workers will
be affected more than others by the resulting shifts in particular
industries. The changing terms of trade, rapid dissemination of
technical knowledge, lack of market response by corporate
executives, foreign government subsidization of their domestic
industries and unintended consequences of tax and regulatory
policies already have led to a decline in some industries. These
forces are likely to continue in coming years and probably will
accelerate in some instances.

Various kinds of assistance may be appropriate responses for
some affected industries -- particularly for those in decline which
are important for national security reasons and for those facing
competition which U.S. national policy judges to be unfair.
Protection and subsidies, however, can prove counterproductive for
other affected industries. Protection only delays the inevitable if the
decline in the industry is attributed to changing consumer tastes,
input prices or perpetuation of obsolete and inefficient production
techniques. To allow industries to decline, however, would impose
costs on the industries' workers, management, owners, and the
national economy.

The Federal Government can reduce the impact of declining
industries on the United States and its human resources by
expanding current adjustment assistance programs. The emphasis
of the programs should be on retraining and reemployment of
displaced workers and on financing assistance to companies.

Some labor management agreements have moved already in
the direction of adjustment assistance for their workers; some
contracts give workers the right to bid on jobs in other plants of the
company in the event of an extended layoff or a plant closing. In
various instances, this right is accompanied by help with moving

3
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expenses for such relocation. Certain companies also provide tuition
aid programs for upgrading worker knowledge and skills.

An effective adjustment assistance program should encompass
more than the retraining and re-education process. It needs to be
complemented by a strong linkage system between labor market
demand -- which is governed by changing technology and product
market conditions -- and the skills and knowledge that workers
obtain through specialized manpower programs.

A strong adjustment policy would recognize that instantaneous
adjustments are impossible. This is because both the retraining
process and market conditions affecting industries' requirements for
labor go through long-term stages of development and change.

For these reasons, efforts to best utilize human capital require a
system which -- so far as possible -- anticipates technological and
product market changes. A perfect system which anticipates all
problem areas cannot be expected. However, a system which waits
for problems to reach the point of no return before responding to
them is not acceptable -- both because of economic losses and
human suffering caused by unemployment.

Policy will always have to remain flexible in order to respond,
even in hindsight, to unpredicted problems of a troubled industry.
While realizing that, however, the better course is an overall
strategy which looks beyond the short-term horizon toward an
understanding of unfolding technology and market conditions, and
which integrates job training and other programs. To design such a
strategy, Congress should designate an *agency to work with
representatives from business, labor, academic institutions and
government:

* To produce appropriate technology and market forecasts.
These forecasts would be used to design specific policy proposals.

* To determine -- to the extent possible -- the impact of
technology and market developments on industrial growth
prospects for use in forming sectoral policies.

* To determine -- to the extent possible -- what kinds of
training and retraining needs will develop in the future in order to
assist workers who face potential displacement because of shifts in
particular industries.

At the same time America seeks to improve the use of its
human resources, the future will require innovative means to assist
in the development of human capital. Possibilities include:

* Broad scale development of childcare facilities whether
through efforts of the public or the private sector -- or a cooperative
combination. Working mothers, numbering between 7 and 8 million
in 1990, are expected to have 10 to 11 million children under age
4
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six -- youngsters who will need child care while their mothers work.

Estimates are that there will be 34 million children in the school-age

bracket of kindergarten through grade eight in 1990, and many of

their mothers will work. Working women are encountering

increasing problems in the childcare area and the trends in lifestyles

and custody cases indicate it may be men as well as women who face

the childcare problem in the future more than in the past and

present.
e Consideration of changes in the current military recruiting

system. Lower fertility rates will result in the future in reduced

numbers of young males, the group from which the military

traditionally draws its new members. As the pool of young people

shrinks, consideration may turn to options of how to divide

resources between military and civilian uses -- ranging from a

totally voluntary military effort to mandatory service. Under the

current system of the U.S. military, several groups of young people

are not considered qualified and available for service. For example,

from a 1990 pool of 10.6 million 17-22 age males, about 4.6 million

will be considered not available for service because they will be in

college. Another group of young people -- females -- has not been

utilized extensively by the military. Improved pay scales, greater

opportunities for promotion and restructured retirement plans could

encourage more and longer attachments to the service.

Demographics may mandate changes in thinking on this issue.
* Incentives to induce older workers to remain on the job. As

the pool of younger workers decreases in size, older workers may

play an even more vital role in the U.S. economy. To benefit from

the experience and skills of this increasingly larger segment of the

population, less stringent Soeial Securitv and pension restrictions

may be necessary. Other options available for retention of older

workers include delayed or phased in retirement, more flexible work

schedules and personnel policies which consider the older worker.

* Development of a preventative health maintenance

program to increase the contributions which human resources can

make. With the advances already made in the cure of specific

diseases and illnesses, attention in the future could focus in the

preventative area. Investments in preventative health care could

prolong the contributions of all individuals, regardless of age.
* Review of the Social Security law. The law was designed

when most American women were lifelong homemakers. Over half

the U.S. women presently work outside the home and their numbers

are expected to increase. Social Security benefits under current law

are not as favorable to the family where both the husband and wife

work as they are to the one-earner family. Planning now can set the

stage for long-range changes in the law to better reflect lifestyle

5
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shifts in America. Long-term revisions should not disrupt the
retirement plans of millions of people whose expectations are based
on the present system.

* Consideration of income tax law changes. Under present
law, marriage increases the tax bill for many couples when both
spouses work. Although more women work outside the home than
ever before in American history, there is some evidence that this
marriage penalty discourages some women from working altogether
and reduces the number of hours worked for others. Because lower
fertility rates are expected to produce fewer prospective workers,
women may become even more important to the labor force of the
future. The removal of marriage penalties in the income tax law
could maximize benefits from this pool of human resources.

Policymakers will have to determine which issues merit priority
for the future -- issues ranging from child care, older workers,
Social Security law, military recruiting, income tax provisions to
preventative health care. However, decisions on programs for
minorities and education appear to be more imminent.

Minorities -- particularly minority youths -- will continue to
face unemployment and labor market difficulties over the coming
decade, unless steps are taken to meet their special needs. As a
result of inadequate basic education, poor or non-existent job skills
and discrimination, large numbers in this group have characteristics
that generally fail to mesh with the needs of private and public
employers. A multi-faceted and coordinated approach will be
needed if a successful attack is to be waged against minority -- and
other structural -- unemployment.

* First, training and employment programs -- such as those
enacted by Congress over the last decade -- will continue to be
important in the 1980's. Careful targeting will be necessary to
provide assistance to those who need help the most. Youth programs
should be integrated where appropriate into the high school
education system so that a stronger bridge might be built between
the classroom and the job market. Such a program would provide
opportunities for significant job training on a part-time basis in local
plants, stores, offices and other service establishments. So that job
training would not replace, but rather supplement, essential aspects
of high school learning, students opting for job training should also
be required to continue with the basic elements of the conventional
educational curriculum. To complement job training programs --
whether for youth or older workers -- specialized counseling should
be developed to ensure that what has been learned will not be
wasted and that workers are directed toward available jobs with
long-term productive potential.

6
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* Second, manpower programs must be coordinated with new
initiatives to increase capital formation, for without suitable jobs in
the private sector, training programs will be of only minimal value
in terms of long-term, productive employment.

* Third, incentives such as employment tax credits should be
continued and, if necessary, expanded to help employers meet any
unusual cost of hiring less than fully experienced and productive
workers. By placing the primary responsibility for training on
employers, the approach offers a direct way of assuring that skill
development is matched to available jobs.

* Fourth, since small businesses have historically been the
backbone of private sector employment growth, special measures to
spur growth in this sector should be considered. Improving the
ability of small business to obtain capital for growth and innovation
would help open entry level job opportunities -- which are especially
important for minority youths -- as well as skilled jobs for older
workers.

* Finally, policies which are designed to achieve strong
economic growth and expanded employment opportunities for the

economy as a whole must be pursued. Evidence has shown that
minority unemployment falls more rapidly than white
unemployment in times of economic growth. According to a study
by the National Commission for Employment Policy, a one percent
reduction in the national unemployment rate will reduce the black
unemployment rate by 1.26 percent compared to only .99 of a
percent for whites. This evidence indicates that sustained economic
growth can do much to lessen the discrepancies between the
different racial groups in this country in their employment
opportunities.

The changing employment market over the next two decades
will require from virtually every job seeker competency in basic
education, and attention to job-related skills that enable employees
to adapt to shifting employment patterns and employment
opportunities. Other forms of continuing education, particularly in
professions like medicine and law, will likely receive increased
emphasis for some time to come.

Should enrollments decline as expected and costs continue to
rise, many colleges and universities may be forced to alter their
admissions policies. These institutions may have to follow the lead

of community colleges which now focus a significant portion of their
recruiting on adults returning to school either for self-fulfillment,
continuing professional education, to develop increasingly complex
skills or for more formal re-education in preparation for career
change or enhancement.

7
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The business community may also prove to be a force in what
seems to be a growing movement to increased re-education or
continuing education as it relates to the workworld. A number of
companies have instituted some form of tuition-aid programs under
which the company assists or pays education costs for employees.
While the response rate on the part of employees has been rather
low, limited evidence indicates that if these companies were to
promote education programs more aggressively, a greater
percentage of employees would participate.

Lower level education, too, will confront problems arising from
demographic change and shifting educational needs. At the
elementary and secondary level, expected enrollment decreases
suggest that the fate of underutilized and empty schools will
continue to be an issue in the 1980's. A variety of alternatives to
school closings exists which would allow local officials to retain a
measure of control over their options should the school age
population rise again in the future. Alternatives include conversion
to or leasing arrangements with:

* Other governmental entities.
* Centers designed to assist senior citizens or groups

requiring special services.
* Vocational training facilities.
* Preschools, day-care facilities and adult education centers.

With the dramatic increase in the number of working mothers and
the growing recognition of the importance of intellectual and social
development during a child's early years, pressures for the extension
of public education to the preschool level will likely increase in the
1980's.

While some of these developments clearly pose problems for
educational institutions, others may present opportunities for
creative solutions which can benefit both the educational system
and the community. As the Nation faces rapid changes in
technology and international trade, it will become increasingly
important to fully develop and utilize the capabilities and talents of
the population. Education will be a key to success in this effort.

The following analysis of changing demographics reflects how
lower birth rates, slower population growth and the aging of the
American society will likely characterize the 1980's in the United
States.

Recognition of the changes should enable government,
business and labor to anticipate the problems with greater clarity,
and to devise effective solutions.

8
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II
FERTILITY

American women gave birth to half as many babies in the late
1970's as they did during the peak of the baby boom years in the late
1950's.

At the crest of the baby boom (1946 through 1964), the fertility
rate reached a high of almost 3.8 births per woman. In contrast, the
fertility rate fell to 1.8 births per woman during the 1970's -- the
lowest rate in America's history -- resulting in a dramatic decrease
in natural population growth. (The fertility rate is a measure of the
number of children an average woman will bear in her lifetime.)

During the 1946-64 period, there were 76 million live births. In
10 of those years, 1955-64, there were over 4 million births each
year. The surge of post-World War II infants brought changes in
social, economic and political factors in the United States. The
boom babies will dominate the 1990 labor force as middle-aged
adults and then in the twenty-first century -- as they become the
aging group -- the postwar children will have a marked impact on
retirement programs. Even as the fertility rate of 20 years ago
continues to have far-reaching effects on the present world, the
fertility rate over the next two decades will bring significant
developments in the next century.

The fertility rate is a critical element in population and labor
force projections. For a stabilized population, a fertility rate of 2.1
births per woman is necessary. With the 1.8 fertility rate of the
1970's, the United States has been below the 2.1 replacement level
since 1972.

The Bureau of the Census has prepared population projections
based on three fertility rates. The three projections are distinguished
as Series I, Series II and Series III. Series I is based on a high
fertility rate: the assumption that the average woman will have 2.7
babies during her childbearing years. Series II assumes a
replacement level fertility rate of 2.1 births per woman. In Series
III, the fertility rate is 1.7 births per woman in the childbearing age
group.

The fertility rate in the United States has not been as high as
2.7 since 1966. In 1972, the rate declined to 2.0 births per woman --
below replacement level. Since that time, the rate has been about
1.8 births.

9
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Several reasons may be offered for the reduced fertility rate,
but it is believed a major factor is the changing role of women in the
United States, especially in the workworld. The 1970's saw massive
numbers of females enter the labor force, a trend that should
continue through the 1980's. This labor force participation is a
prime argument against any near-future increase in birth rates. In
addition, there has been a steady decline in the proportion of women
marrying by age 24, women are having their first child at a later
age, and women's investment in higher education is increasing -- all
contributing factors to maintenance of a steady fertility rate. The
growth of two-earner families -- partly caused by inflation --
further reinforces the belief that the lower fertility rate will likely
continue -- at a level of about 1.9 births per woman for the next 20
years.

Both high and low birth rates have positive and negative
effects. Members of the baby boom generation illustrate this. They
crowded maternity wards, schools and colleges; they crowded the
labor force, raising the unemployment rate for young people.
During its middle years, this group will increase the work
experience level of the labor force -- a factor which could cause
productivity improvement -- and should cause more rapid
household formations which would boost the economy.

With a low birth rate, existing schools would not be filled, but
for most teenage groups unemployment is expected to ease because
there will be less competition for entry level positions. However, in
the second quarter of the twenty-first century, retirement programs
could encounter problems as projections show only three persons of
working age to each person over 65 years old, compared to the
current five to one ratio. While program costs for the older segment
of the dependent population will increase, support costs for the
young dependent group should decrease as that portion of the
population declines in size.

10
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III
POPULATION

There are two ways in which to add to the total population of
the United States -- through natural increase (the difference
between the number of persons born and the number who die) and
through net immigration. During the 1970's, nearly one out of four
persons in the United States was added to the population by legal
immigration.

An average of 1.8 million persons annually expanded the U.S.
population during the 1970's for a 10-year gain of 17.9 million
people. The population increase for the decade amounted to 8.8
percent. By the end of 1979, the population approached 222 million,
compared to about 204 million people in 1969. In contrast,
population during the 1960's grew 14 percent at a rate of 2.5 million
per year -- 700,000 a year more than in the 1970's.

The United States currently admits about 430,000 legal
immigrants annually, although larger numbers may be allowed
entry through Presidential order. In one year, fiscal 1978, there
were 601,442 legal immigrants who entered the country, but in 1979
the number of legal immigrants was 460,348. In contrast to the
large flow of immigrants to the United States, about 35,000 citizens
leave the country in a year, according to Census Bureau estimates.

Assuming in the 1980's an immigration rate of 400,000 persons
a year and a fertility rate of 1.9 births per woman, the 1990
population would be about 240 million, an increase of 8.7 percent
during the 10 years. During the 1990's, population growth under
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a 2000 population of about 253 million, a 5.5 percent gain for the
decade.

If population growth continues to slow, as expected, the
relationship of specific age groups to the total population will
change -- with the demographic shifts imposing their traits on work
and lifestyles. In the United States in 1990, it is expected that:

11
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* One third of the population will be ages 25-44.
* The median age will be 33 years, compared to 30 in 1979.
* About 60 percent of adult women will work or want to

work; between half to two-thirds of the new entrants into the labor
force will be women.

* One in five persons will be black or Hispanic -- although
the minority labor force share will remain at about 12 or 13 percent.

* Twenty-five percent of the population will be under age 17;
and 12 percent will be age 65 and over.

While structural shifts in the United States population over the
next 20 years give promise to the continuation of stable government,
the same cannot be said for rapid population growth projected to
occur elsewhere around the globe -- especially in the large urban
centers of developing countries, where massive urban crowding is
anticipated. The largest urban centers in developing countries are
expected to grow almost seven times faster than their counterparts
in developed countries, including the United States.

It is anticipated that the largest urban centers in developing
countries (centers with more than 5 million people in 1980) will
absorb 91 percent increases in population by 2000. The United
Nations projects the 17 largest will contain almost 281 million by
2000, roughly double their present estimated size. Mexico City, for
example, is projected to grow from 15 million to 31 million over this
period.

By comparison, the population of the developed countries'
largest centers (those with 5 million or more people in 1980) is
expected to increase only gradually. America's largest urban centers
(New York, Los Angeles-Long Beach, Chicago, Detroit and
Philadelphia) with an estimated 49.8 million people in 1980, are
projected to expand to 56.6 million by 2000, a 14 percent increase.

12
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IV
CHARACTERISTICS OF THE LABOR FORCE

Shifts in fertility rates have dramatic consequences on the
composition of the labor force.

Nearly one out of three persons living in this country in 1990 is
likely to be between the ages of 25 and 44 -- products of America's
baby boom. Because of their numbers, these citizens have had an
impact on life in the United States since they were born. As the
group ages, it continues to leave its mark on America -- and to
shape its future. The postwar youngsters are expected to continue to
draw much of government's attention through the coming decade.

This generation has already greatly affected schools, youth
unemployment, delinquency, teenage markets, colleges and
suburban sprawl -- including household formation and installment
credit. With work experience in hand, this group is expected to have
major influence on companies, unions, consumer markets, politics
and public policies.

The median age of the United States population -- 30 in 1979 --
will be 33 in 1990 and will rise to 36 in 2000. The notable factor in
the coming decades will be the maturing of the society. Whereas
attention in the two prior decades centered on young people, in the
1980's much of it will turn to the 35-45 age group and in the 1990's
will likely focus on the 45-55 age group.

Labor Force Size
Both the civilian labor force and civilian employment expanded

more during the 1970's than the total United States population --
which increased 17.9 million persons.

The civilian labor force grew by 22.4 million persons from 1970
to 1980, a 27.5 percent increase. As the 1980's began, there were 104
million persons in the civilian labor force which expanded at the rate
of 2.45 percent a year during the 1970's. The 1960's labor force had
increased 1.7 percent a year.

Civilian employment ranks swelled with 19.1 million additional
workers employed from 1970 to 1980. Employment grew at an
annual rate of 2.25 percent, totaling 24.3 percent for the 10 year
span. The employment gains came during a decade when the
country experienced its worst recession (1974-75) since the 1930's.
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Women and young people captured most of the employment
gains. Of the 19 million new jobs created during the 1970's, 11.5
million were filled by women. One-third of the newly employed were
young people, ages 16-25. At the end of 1979, women accounted for
42 percent of the labor force. About 52 percent of the labor force
was under age 35.

Projections for future labor force growth are precarious
because the total outcome depends on individual decisions made by
millions of people. Factors include the female role in the workplace;
choices of young people about college, work or military; extension of
the worklife for older groups; immigration; and the state of the
economy.

The 1970's growth is likely to spill over into the first half of the
1980's with a substantial slowdown anticipated by 1990. Expansion
during the 1990's probably will be reduced from the 1980's growth.

The Bureau of Labor Statistics details three possibilities for
labor force growth in the next decades. BLS makes predictions
based on low, intermediate and high economic growth. Among
other factors, the projections are based on an assumption that the
number of legal immigrants entering the United States each year
will average about 400,000. The low growth prospect is not likely to
occur since that prognosis places 114 million persons in the labor
force by 1990 -- and there were already 104 million by the end of
1979.

The intermediate forecast of BLS anticipates 119 million
people will be in the labor force by 1990, a gain of 14 percent for the
decade at a rate of 1.3 percent a year. A high growth rate foresees
126 million persons in the 1990 labor force -- a growth of 21 percent
for the decade at 1.9 percent annually.

The year 2000 labor force would total 125 million people in the
intermediate economic forecasts of BLS. Under this scenario, the
1990's would experience labor force growth of 4.9 percent -- less
than half a percent a year. The high growth rate, as projected by
BLS, would place 135 million people in the 2000 labor force -- a
growth of 7.2 percent for the decade at .7 percent each year.

The actual path of labor force growth has often diverged
considerably from the projections. During the 1970's, for example,
women entered the labor force in huge numbers -- a trend which
was not projected by forecasters.

Fifty-two percent of working age women were in the labor force
in late 1979, compared to 43 percent participation in 1970. The
intermediate growth projections of BLS expect this female
participation rate to rise to 57 percent by 1990; the high growth
scenario calls for a 60 percent women's participation rate by 1990.
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More surprising than the failure to detect the surge of women
into the labor force, however, were the inaccurate predictions about
the entry of young workers into the labor force; surprising because
the baby boom which created the labor force flood had already
occurred. The 1966 Manpower Report of the President, for
example, projected an additon of 14.8 million workers under age 35
to the labor force between 1960 and 1975, while an increase of 19
million actually took place.

Participation rates for men dropped from 78.8 percent in late
1969 to 77.6 percent in December 1979. Young male workers (ages
16-19) increased their participation rates from 51.2 percent to 58.4
percent over the period. Early retirement accounted for the decline
in participation rates of male workers over 55. More than 83 percent
of the males age 55-64 were in the labor force at the end of 1969,
compared to 72 percent a decade later.

The likely scenario suggests that an intermediate labor force
growth rate in the range of 1.25 to 1.5 percent is anticipated for the
1980's. Lower birth rates have created smaller pools of workers for
the future, but expansion of the labor force is likely to develop
because of lifestyle trends which include multiple wage earners in
one family; growing numbers of households headed by divorced,
widowed, or never-married persons; and women's changed -- and
still changing -- role in the workworld. The rise in the level of work
experience and education of minorities and women will influence
the size of any future labor force as will continued support of equal
employment opportunity provisions.

Moderate growth in the next decade would lead to a 1990 labor
force of roughly 120 million. The likely scenario is that labor force
growth * the 1 QQs will remnIlt in a 2000 lanor fores in the range of
130 million people. Growth for the 1990's would be less than one
percent a year. Factors which tend to support the 1990's growth
include the increased number of women who already would be in
the labor force and attempts to encourage older workers to remain
in the labor force.

Young Workers
Young workers, ages 16-24, crowded the labor force during the

1970's and their numbers sent youth unemployment rates spiraling.
Thus, the high fertility rates of the baby boom years had exerted its
first impact on the labor force.

Gains in employment of young people were recorded as this
segment increased its number of workers by 42 percent during the
1970's. At the same time, however, youth unemployment rose by
106 percent; and while all teenage unemployment rates were high,
they were especially so for minority youths. The average
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unemployment rate for all minority teenagers was 34.3 percent in
late 1979, compared to a 13.9 percent unemployment rate for white
youths. Although some unemployment is expected, the process of
successfully entering the labor market clearly has more obstacles for
minority youths than for whites.

For young people who could find work, wages were lower
relative to those for older workers. With the sizable influx of
workers, employers were in a position to hold down wage rates.

In addition to the impact on the labor force, this age group
affected college circles as young people attended college in
increasingly larger numbers. College enrollment climbed steadily
during the 1970's. In 1969, there were 8 million people enrolled in
college compared to 1979 when 11.7 million registered for college.

The decline of the fertility rate, beginning in the late 1960's,
will result in a decrease in the number of young workers in the
1980's. The proportion of the labor force in the 16-24 year bracket
will decrease by about 8 percent to reflect an absolute drop of nearly
2 million people by 1990.

As the 1970's began, there were 17.1 million people ages 16-24
in the labor force. This segment grew to 24.3 million persons by
1980, a 42 percent increase over the decade. A decline of close to 8
percent will reduce the 16-24 age section of the labor force to around
22 million by 1990 and another loss of 9 percent will place 20 million
16-24 in the 2000 labor force.

This coming scarcity of youth -- scarce when compared with
the huge supply in past years -- should help ease youth
unemployment. The reduced numbers of young workers could have
positive influence for lesser skilled and initial entry jobs -- both
classifications generally reserved for younger workers.

Minority young people, however, may not experience much
improvement in unemployment. Even as the total number of
persons 416-24) in the labor force drops, the proportion of minority
members in the young category will increase. The total number of
persons in this segment will dip nearly 2 million by 1990, but there
will be about 3 million minority youths in the 1990 labor force --
slightly over the number of minority youth as in the labor force in
late 1979. This means minority youth will increase its share in the
16-24 age section of the labor force. These statistics reflect less
decline in the fertility rate for minorities than for whites. Unless
targeted programs are geared to their specific needs, high
unemployment rates for minorities will persist throughout the
1980's.

Lower birth rates produce a smaller pool of young people -- for
entry into the labor force, college and military service. As the 1980's
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began, there was an average of 12.5 million males in the 17-22 age
group which is expected to decline to 10.6 million in 1990. The
17-22 male group is singled out for this discussion because more
than 99 percent of the volunteers for the military come from this
segment of the population. As the military services are forced to
compete with civilian opportunities for a shrinking number of young
people, military recruiting will become increasingly difficult.

In 1977, the Brookings Institution published a study on the
military pool. According to study data, there were 3.8 million males
qualified and available for military service in 1977, but the number
is expected to drop to 3 million by 1990, a decline of 21 percent. Of
the 1990 pool of 10.6 million, the study eliminates 4.6 million
because of anticipated college enrollment. This study also
eliminated from the projected available pool a number of young
males who were likely to be institutionalized, in the military,
unqualified for mental, physical or moral reasons, or were already
likely to be veterans by then.

In 1977, one out of 11 of the 3.8 million males in the military
pool needed to volunteer in order to meet the recruitment goal of
365,000 men per year. In 1990, one of eight in the military pool
must volunteer to sustain the same goal, or other initiatives will
have to be taken. Improved pay scales, greater opportunities for
promotion and restructured retirement plans could encourage more
and longer attachments to the service. Other options include the
return of the draft to meet military demands, programs to retain
those who have served their assigned tours of duty, and those who
have qualified for retirement, or the recruitment of more female
personnel.

Greater numbers of women in the armed services would help
Act__. AL_ -_1_._ !_ AL __ _l - _ 1 _-_ A _ *1-.L

0fisL UIV rEuctiLiULn 111 ite poul from which miltary personnel
currently are drawn. Women's representation in the armed forcei
grew from less than 2 percent to 7 percent during the 1970's. The
current goal of the armed forces is to increase the share of women on
active duty to 11.5 percent by 1984. Two factors suggest that large
numbers of qualified women might be attracted to military service:
First, the available supply of female high school graduates of
average or above average intelligence is barely being utilized by the
military; and second, sex discrimination is not a factor in military
pay as it frequently is in civilian pay.
Prime-Age Workers

By 1990, about one out of two persons in the labor force will be
in the prime-age component of the labor force, ages 25-44. This
group will expand from 47.6 million at the beginning of 1980 to an
anticipated 65 million in 1990, an increase of 36 percent.
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The declining birth rate and aging population could create a
bulge in the middle-age layers of population and, thus, the labor
force. Society will age with this critical group, and in 2000 about
half the workforce should be 35-55 years.

At the beginning of 1970, the 25-44 age group accounted for
40.4 percent of the labor force, compared to 45.8 percent by 1980.
This middle group is expected to increase its share to over 54
percent of the labor force by 1990, declining to about 51 percent by
2000.

Typically, the 25-44 age range includes years of high
productivity when employees increase skills and work experience.
The abundance of prime-age workers during the 1980's could form
the basis for substantial improvements in the Nation's rate of
economic growth although this will not diminish America's need to
modernize its capital equipment. The large numbers of working-age
persons, at least through the turn of the century, will strengthen the
country's ability to provide for its non-working population as well.
The prime-age years are also generally productive for workers
individually because unemployment rates for this segment are low.

Workers in this category, however, will be in competition for
promotion and supervisory positions. Competition is expected to
intensify and numerous policy decisions will likely center on this
group in the 1980's as the middle group clusters at mid-career.
Based on past confrontations of this group about issues of prior
decades, it is likely these workers will utilize innovative ways to
resolve employment conflicts. The relative decline in opportunity
for the prime-age cohort could lead to increasing unionization.

These are the same people who competed for their places in
college and now the group will encounter rivalry from within its own
ranks during its entire working life unless government and
marketplace efforts can open wider employment and upper level
opportunities of the future. Because of the size of the group, the
workers may not obtain income gains as high as the pay increases
generally associated with more work experience. With a lower birth
rate and a smaller group of incoming labor, there would be less
workers for the prime-age groups to supervise -- resulting in fewer
promotion opportunities. Future developments in technology,
however, could result in more automation in the workplace --
automation for which more supervisory personnel would be needed.

As consumers, this group should provide continuing strong
prospects for household formation and durables during the 1980's.
The youngest of the baby boom will reach household formation
stage during the next decade. This fact, linked with trends toward
two-earner families and the number of single persons setting up
households, should reinforce housing markets. Household
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formation during the 1980's is expected to average nearly 1.8 million
a year -- up from the 1.5 million households started each year
during the 1970's. During the 1960's, households were created at a
rate of 1 million a year.

For the millions of Americans who will be in prime age during
the 1980's and at the household formation stage, improvement of
the economy is critical to their realization of the American dream of
home ownership. The 1978 median price for a new home in the
United States was $55,600 compared to $25,600 in 1969. The 1978
median family income was $17,640 compared to the 1969 median
income of $9,433. The price of a new home has risen 117 percent
since 1969 in contrast to the 87 percent increase in family income
during the same period. Economic improvements -- reduced
inflation, increased productivity, increased real earnings and
improved competition -- will be especially vital to this huge segment
of the population. Unless economic opportunities improve, this age
group will not be so tolerant of government policy which erodes the
standard of living.

Older Workers
The 65-plus population of the United States is currently

growing at a rate twice that of the general population.
With fewer babies being born to provide balance to the

population distribution, the middle-aged and older segments will
continue to expand. Under present trends, by the year 2000, the
population of the United States will have more than tripled during
the century, but those over age 65 will have increased 10 times.

The entry of fewer workers into the labor force because of lower
birth rates and the tendency of many workers to select early
reUirelmeL iuay eaU LUo UVVCIUj-eJU Of nieUw work lift iUa peMUS for

older persons. Into the twenty-first century, employers are expected
to be more motivated to recruit and retain older workers than ever
before.

People over 65 years old comprised 9.8 percent of the
population in 1969, compared to 11.1 percent in 1979. It is
anticipated that in 1990 this group will make up about 12 percent of
the population and its share will inch to slightly over 12 percent by
2000.

It is after 2010, when the baby boom generation begins to
retire, that the elderly will likely cause the dependency ratio to
worsen if present trends in retirement, pensions, health care, etc.
continue. There are now five persons of working age to each person
over age 65. The ratio could decline to three working age persons for
each person over 65 by 2030. It is the working age population whose
taxes finance Social Security, Medicare and other Federal programs
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for the elderly -- programs which now account for one-fourth of the
Federal budget. If present policies are maintained, expenditures for
aging programs will constitute 40 percent of the Federal outlay early
in the next century.

A person who reaches age 65 can expect to live an average of
another 16 years -- to age 81. There are currently 5.1 million people
who are 80 years or older; in 2000 there will be roughly 8 million
who are 80 or older. This outlook, combined with improvements in
the health of older persons and demographic factors, may force a
rethinking of what age is "old".

At issue in the future is whether work rates for the older group
will continue to decline, stabilize or increase.

The participation rates of older workers -- particularly men --
have declined substantially. At the start of 1970, 83 percent of the
men age 55-64 were in the labor force. By the beginning of 1980, 72
percent worked or were available to work.

The mandatory retirement age for the private sector was raised
recently from 65 to 70. Mandatory retirement from the Federal
Government was eliminated completley. These changes are certain
to have an impact on the workplace, but it is too early to assess the
influence on the current labor force. The excess of middle-aged
workers may give employers less reason to encourage older persons
to work until after 2000 when the labor force resources begin to
falter. Employers then probably will offer older productive workers
incentives to stay.

Another factor in retirement for persons who draw Social
Security has been that program's policy on earned income of Social
Security recipients. Beginning in 1980, recipients over age 65 may
earn $5,000 without penalty; however, earnings over $5,000 are
reduced by a ratio of S1 in Social Security benefits for each $2 in
earnings. This $5,000 ceiling will be raised to $6,000 by 1982 --
representing a gradual expansion from the $3,000 earnings limit in
1977. Social Security recipients over age 72 may earn unlimited
amounts without penalty and in 1982 this provision will apply to all
recipients 70 years old.

Increasing numbers of retirements -- particularly voluntary
early retirements -- point to a desire to leave the workworld.
However, there are trends being found which show a reversal of
employee preferences for early retirement; a majority now indicate
their desire to keep working past the normal retirement age.

Older Americans are a constituency of significant economic and
social impact. Issues of concern to them get attention by
policymakers. The need for older workers in the United States
economy will make necessary less stringent Social Security
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restrictions, delayed or phased-in retirement, more flexible work
schedules and personnel policies which consider the older worker.

Business must recognize the impact which older Americans can
make on the economy, both as workers and as consumers. They are
already active politically -- in the 1978 Congressional election, the
precentage of older Americans who voted was 10 points higher than
the percentage for the total voting-age population (56 percent versus
46 percent).

There are increasing signals of the effect of the growth of the
aging population on economic opportunities -- some of the signals
novel. For example, as consumers, older Americans are having an
impact on car rental business. Companies are offering discounts to
specific retired groups -- groups which are now spending $12
million a year on car rentals, a sign that pensions and earnings from
full-time or part-time work are providing funds for expenditures
outside basic essentials.
Women In The Labor Force

Women streamed into the labor force in the 1970's, catching
the forecasters and analysts by surprise. About three out of five
people entering the labor force during the decade were women.
During 1979 alone, women garnered 1.4 million, or two out of
three, of the 2.1 million jobs added to the economy.

Females are expected to have continuing significant impact by
entering the labor force at the rate of nearly 1 million per year
during the 1980's. The labor force participation rate for women was
nearly 52 percent at the beginning of 1980, compared to 43 percent a
decade earlier. The participation rate is expected to increase to
about 60 percent by 1990 and stabilize at that point until 2000,
according to some projections.

Women's escalating participation in the labor force is
attributed to their changing role in society, to economic factors, tie
growth of the service industry, increased education and equal
employment influences. Females now in the 25-35 year range are
establishing different patterns of life from those of their mothers.
They tend to work for pay, marry later, have lower birth rates,
divorce more than their mothers and continue to work outside the
home after children are born.

Forty percent of the people marrying today will divorce.
During the 1970's, the divorce rate increased 51 percent. This, too,
has been a force in the workworld. In the last 10 years, almost three
out of five women added to the labor force were single, divorced,
separated or widowed. The number of families headed by females
has been growing seven times faster than traditional husband-wife
families.

21
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The changes in the work habits of married women, whose
participation rates increased from more than 39 percent in 1969 to
more than 49 percent in 1979, have resulted in thriving numbers of
two-earner families. In 1979, over 56 percent of all married
households in the United States had two or more workers, excluding
self-employed individuals.

Economic influences for the working married women include
inflation and the need for more family income -- whether to
purchase basic necessities, a home, college education for children or
luxuries. Working is mandated for economic reasons, in most cases,
for the single woman or the female head of a household.

Of the women who work, nearly 62 percent have children under
age 18; over 45 percent are mothers of children under age six. In
1979, more than 30 million youngsters under age 18 had working
mothers. Of the 30 million children, 7 million were under age six
and nearly 23 million were six to 18 years old. According to the
Urban Institute, another 3.1 million mothers with children under
six and an additional 5.5 million mothers with youngsters six to 17
will be working in 1990.

Current data reveals that labor force participation rises with
greater amounts of schooling and women increasingly are investing
in more education. In 1978, for the first time, more females enrolled
in college than males. This trend was reinforced in the 1979 college
enrollments. Women are receiving a growing share of doctoral
degrees. In 1970 women received 13.5 percent of the doctorals
awarded in the United States, compared to 26.4 percent in 1978, the
last year for which figures are available.

While women have created greater opportunity through better
education, they also have been the beneficiaries of equal
employment opportunity programs -- especially younger women.
Special problems, however, remain for older women re-entering the
work force after long absences. In the past, women have been an
intermittent work force, in and out of the labor market. Much of the
recent growth in the female participation rate was due to a rise in
the number of weeks worked during the year -- not just to an
increase in the number of women in the labor force. In time,
women's commitment to careers and accumulated seniority will ease
the re-entry problems, but they are expected to continue while the
female's role in work is still in formation.

Much of the employment growth in the past decade has been in
the service sector where jobs are traditionally filled by women and
younger workers. The continuing shift of the economy toward
services will provide employment for many women, but women in
the 1980's are still likely to experience higher than average rates of
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unemployment and underemployment. The bunching of the middle
layers of workers is likely to lessen the promotion opportunities for
women and minorities as well as prime-age workers, as competition
intensifies.

These developments could influence women to move to
previously male-dominated areas of employment and away from the
traditional. female jobs; even though, as yet, societal sex roles --

particularly in the job market -- have not been overturned. This is
supported in studies of wages for men and women. Contrary to
popular perceptions, women's earnings are now less in relation to
men's than they were 20 years ago. This is partly a result of
occupational differences. In 1978 women employed fulltime and
year-round made 59.4 percent of what men earned compared to
60.5 percent in 1969 and 61.3 in 1959. More than two-thirds of
employed women now hold traditional female jobs such as teaching
and nursing. As more women enter the labor force, the wages in
female-oriented occupations will probably be driven down unless
the number of jobs increases, too.

Minorities
The 1970's brought little improvement in the employment

picture for minorities, both for cyclical and structural reasons.
Jobless rates were high throughout the period and labor force
participation rates declined as those looking for work simply
dropped out of the job market in the face of a seemingly hopeless
employment outlook.

Inadequate basic education, poor or non-existent job skills,
obsolete job skills, location in depressed geographical areas, and
discrimination were the main causes of minority unemployment.
Comparisons of various groups of workers reveal the severity of the
problem. In late 1979, black teenagers experienced unemployment
rates of nearly 37 percent compared to about 14 percent for white
teenagers and 34.3 percent for all minority youth.

Many stopped looking for work, decreasing the participation
rates for minorities over the 10 year period. The participation rates
for white and non-white males were fairly comparable at the start of
the decade, measuring 80.1 percent for white males and 76.8
percent for non-white males. By the close of 1979, the gap had
widened considerably as white male participation rates went to 78.5
percent and those for black males fell to 69.9 percent. Most of the
difference came from trends for men under 35 years. The
participation rate for white male teenagers was 66.1 percent in late
1979 compared to 39.7 percent for black male teenagers. In
addition, incomes are lower for employed minorities. A comparison
of earnings for fulltime and year-round male workers, in 1978, the
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last year for which figures are available, reveals annual incomes of
$11,943 for Hispanics, $12,530 for blacks, and $16,360 for whites.

The problems of employment disadvantages and
discrimination also show up in promotional opportunities available
to minority workers who are still not receiving a fair share of higher
wage jobs even though a large number of qualified or potentially
qualified minority workers exists. A study by the Equal
Employment Opportunity Commission found evidence of
continuing discrimination in hiring, job assignments and promotion
opportunities.

These problems are largely the result of employment
disadvantages and discrimination: blacks are concentrated in lower-
paying, less-skilled jobs and typically earn less than whites in the
same occupation. In a major departure from previous patterns,
however, the labor market for college-educated blacks improved
considerably through the 1960's and 1970's. Among young
graduates, the starting salaries and opportunities for blacks match
or exceed those for whites.

Structural unemployment imposes economic and psychological
costs on the jobless individuals along with substantial economic and
social costs on the Nation as a whole. Economic costs include the
lost incomes of the individuals and the payments for unemployment
benefits, welfare, food stamps, as well as lost tax revenues on the
incomes that individuals might otherwise have earned. For each
percentage point in the unemployment rate there are direct and
indirect losses of $16-20 billion to the Federal Government,
according to estimates. Economic costs also include the
misallocation of human resources and the loss of output. When one
group suffers more from unemployment than others, the Nation
suffers pervasive and long-term maldistribution of income.

While demographic changes for the future may relieve the
overall unemployment situation, minorities likely will continue to
experience labor market problems. Minority population -- as a
result of higher birth rates and immigration -- is expected to
increase more rapidly than the population as a whole. By 1990, one
out of every five Americans will be black or Hispanic, according to
one study. Blacks will comprise 12.2 percent of the 1990 population;
Hispanics will account for 7 percent of Americans in 1990.

Immigration produces additional labor force changes, although
the extent is difficult to measure. During the 1970's the number of
legal immigrants to the United States averaged 430,000 per year.
There is no precise information on the number of illegal immigrants
in the country, but appraisals of the total size of the group range
from 3 million to 12 million. Estimates of the flow of illegal
immigrants into and out of the United States vary from 300,000 to 1
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million persons a year. Rapid population growth in Mexico, among
other factors, could cause significant additional immigration to the
United States through the rest of the century.

There is some dispute over the nature of the impact of illegal
immigration on the labor force. What evidence exists suggests that
illegal aliens are predominantly male, with low education by U.S.
standards, and low-skilled. While some analysts claim that illegal
immigrants fill jobs that American workers do not want, others
believe the main effect is displacement, with illegal workers
undercutting the unemployed by taking jobs that otherwise might
have to be upgraded by employers.

The degree to which illegal aliens affect the economy is also a
subject of debate. For example, there is some evidence that more
illegal workers pay taxes than withdraw benefits from government
programs and services.

These issues are indicative of the serious and complex nature of
the illegal immigration problem which defies a quick and simplistic
solution. For this reason, when Congress created the Select
Commission on Immigration and Refugee Policy, it specifically
directed the Commission to study the illegal immigration problem
and make recommendations based on its findings. The Commission
will examine U.S. Immigration laws and the procedures governing
the admission of immigrants and refugees -- the first such
comprehensive look by a Congressional-Presidential Commission
since 1911. The Commission will review the relationship of
immigration and refugee policy to economic growth, employment
and unemployment, foreign policy, and the Nation's scientific,
cultural and political life. Some of the questions to be addressed
include:

* Should the number of people admitted to the United States
increase, decrease, or remain the same?

* How should the total number of people admitted from each
region of the world be determined?

* Should preferences be given according to demographic or
labor goals, family ties, or other economic criteria?

* How can the immigration process become more rational,
efficient and humane?
The Commission is to report to the President and the Congress by
March 1, 1981, and consideration of policy implications should
await that report.
Education

Education levels of workers have risen considerably since
World War II. Responding to favorable earnings prospects, an
increasing proportion of young people completed high school and
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enrolled in college. College enrollments tripled and the number of
graduates nearly doubled during the 1950's and 1960's with the
boom overflowing into the early 1970's.

The pressure from the baby boom then shifted from the

educational system to the labor market. An oversupply of college
graduates drove down the economic value of a college education.
Earnings of college graduates fell relative to those of high school

graduates, and by some estimates, the advantage of a college degree
in terms of higher lifetime income virtually disappeared. In 1978,

one out of four employed college graduates held jobs traditionally
requiring less formal education. And with graduates encountering
such difficulties utilizing their backgrounds, new enrollments
dropped at both the college and graduate levels.

The returns to investments in education could improve in the
1980's, as relatively fewer workers will have to vie with each other
for entry-level positions. The job market for educated workers may
still be prone to certain imbalances, however, excess supplies may
develop in some fields that had reasonably good employment
prospects in the 1970's if students adapt their choice of studies in
response to past opportunities. Other areas may experience
shortages -- particularly fields like engineering, physical sciences
and economics that have greater employment possibilities in
industry.

These changes suggest the need for continued examination of

the relationships between work and education -- at all levels.
Educational disadvantages -- including illiteracy and the most basic
skill deficiencies -- pose insurmountable barriers to employment for

many young people. In general, new links must be forged between
education institutions, training programs and private employers to
improve the transition from school to the labor market in the years
ahead.

Lower fertility rates in America have led to a significant
decrease in the enrollment of elementary schools where society's
investment in future workers first begins. Secondary schools have
experienced similar enrollment drops.

Elementary school enrollment, kindergarten through grade
eight, crested in this country at 36.8 million students in 1969. There
were 36.7 million elementary pupils in 1970 and 31.5 million in

1980. Enrollment is expected to decline into the mid-1980's and

then rise slightly to near current levels of about 32 million in 1988.
By 1990, elementary enrollment is expected to be close to 34 million,
according to the National Council of Education Statistics.

America's largest senior class, numbering 3.2 million,
graduated in 1977. High school enrollment is expected to decline
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until 1988, when there will be 11.1 million students. By 1990, there
will be 12 million high school pupils. The 1970 secondary
enrollment was 13.3 million compared to 13.7 million in 1980.

Education is also affected by the fact that Americans migrate.
While there is a declining school age population nationally, nine
states experienced increases in school age young people from 1971 to
1978, according to one study. This trend is expected to continue in a
few states until the mid-1980's. Energy boom towns and rural
migration patterns could cause marked growth in some education
systems.

There were 11.5 million students in college in 1979 -- 4 million
more than were enrolled in 1969. By 1990, college enrollment is
expected to dip to 10.9 million -- 600,000 less than the 1979
registration according to the National Council of Education
Statistics. The number of full-time students in colleges is decreasing
while part-time student enrollment is rising. As the college age
group of the United States reduces in size, colleges can be expected
to step up recruiting programs to attract students from the smaller
pool. Especially threatened by demographic changes are the small,
private four-year colleges, although continued inflation is also
considered a cause. In contrast, many of the public community
colleges are flourishing as they attract older individuals returning to
formal education -- often while continuing to work. The median age
of community college students is 27 years, compared to nearly 21 for
the traditional four-year college. About 49 percent of full-time and
87 percent of part-time community college students are employed in
either a full-time or substantial part-time capacity (including
mothers with children at home).

Competition dictates that traditional colleges and universities
become more flexible in admissions policies. There is growing
acceptance of education as a lifelong pursuit. Coupled with an
increased practice of multiple careers during a worker's lifetime,
education can provide the basis for a new career or better
employment. In the information society now in formation,
continued education will be necessary to keep pace with
developments in the field.

In addition, leaving and reentering the educational system will
likely become more common because of new demands from existing
jobs. The future employment market will require not only'
competency in the basic skills, but also attention to increasingly
complex job-related skills that enable employees to adapt to
changing technology, employment patterns and job opportunities.
Some professions -- such as law, medicine and teaching -- already
have continuing education requirements in numerous states.
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Companies have recognized the education need with tuition-aid
programs -- with the company assisting or paying education costs
for employees.

A recession could accelerate the college reenrollment rate as
unemployed or underemployed people return to school -- with the
hope of being in a better position to catch the upswing of economic
recovery.

Worker Attitudes
Economic and social changes since World War II have

influenced worker attitudes of the labor force in the United States.
Education, affluence and technology are dominating factors in
determining worker attitudes in a workplace which has undergone a
shift in employment from manufacturing and manual occupations
to service, technical and professional occupations.

Few members of today's work force have a personal memory of
the great depression. While unemployment has not disappeared, it
is believed the fear of job loss does not exert the same pressure on
the 1980 work force that it did on previous generations. To some
extent, this pressure has been alleviated by union agreements which
provide a variety of protections against arbitrary layoffs, some
compensation when plants close down, and in some instances
advance notice of layoffs. These agreements and other factors, such
as better economic security arising from substantial improvements
in employee benefits and improved living standards, have led to
changes in the way workers perceive their jobs -- although just how
jobs really are perceived seems to be a debatable question.
However, there does seem to be a measure of agreement that
something can be done in terms of influencing attitudes and thereby
improving productivity.

Studies conducted during the middle to late 1970's seem to
show that many workers were no longer preoccupied with the
necessity to strive for survival and security, but rather that they had
shifted attention toward a desire for greater self-fulfillment on the
job. According to these studies, most workers:

* Were increasingly dissatisfied with specific aspects of their
work.

* Felt that their skills and educational experience were being
underutilized.
i * Had more self-respect and wanted to be treated as
individuals.

* Wanted opportunities to grow in their jobs.
* Wanted freedom to set their pace and the right to influence

decisions affecting them.
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Counter studies have challenged these findings and question
whether sufficient evidence exists to prove:

* Widescale or growing discontent with work.
* That workers are demanding redesigned or enriched jobs.
* A need for workers to turn attention to self-fulfillment once

financial security is achieved.
* That job redesigners know how to organize work in a way

that would elicit sustained, high levels of human satisfaction and
productivity.

* Low productivity among "overeducated youth."

This group would argue that while the degree of economic
security now afforded workers is probably laudable, this security
has been granted over the years in the form of entitlements or
economic "rights" which has resulted in a concommitant reduction
in the worker's sense of responsibility toward the quantity and
quality of his work. During periods when rising inflation and higher
taxes combine to erode real incomes of workers, these factors also
serve as disincentives to work. What will motivate a worker or instill
in him a sense of responsibility or job satisfaction will vary, since
workers are not all alike. They have different needs and interests
which are constantly changing.

Another study by the Bureau of Labor Statistics notes that the
commitment to the work force of young adults (ages 20-24) is far
stronger than in the past. Indeed it is now equal to that of the 25-44
group whose labor force participation rate is highest. In addition,
evidence points to the fact that these workers are eager to make a
contribution to the world.

American industry has available to it a vast potential resource
in the form of the best educated work force in the world. It is a work
force that appears in large part to be committed to work and is
capable of improved performance, if properly motivated. How to
bring out the best in the American worker who really feels that he is
able to contribute, but in many instances may not be able to do so,
will be an increasing challenge to American industry. A better blend
of the interests of the worker and the company can result in payoffs
in terms of increased worker satisfaction/responsibility and
improved profit and productivity.

Regardless whether the worker today is poorly motivated
because he is dissatisfied with his job or because he lacks a sense of
responsibility toward his job, there does seem to be room for change
in his role. There seems to be general agreement that one means of
improving worker performance would be to encourage greater
worker participation along with a shift from the traditional
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adversarial relationship between labor and management to one of
cooperation. Efforts to effect this enhanced cooperation and
participation have been attempted here and abroad in a variety of
programs.

In Japan, workers are organized into quality control circles to
take responsibility for improving the quality of their work; in
Germany, workers have won the right to membership on all
corporate boards of directors; and in Yugoslavia, workers are now
learning to manage state-owned firms.

It is not at all clear that the United States should or could adopt
any of these models, because it is culturally, economically, and
politically different from Japan, Germany and Yugoslavia. It is
believed America can, however, learn from these nations that it is
possible to increase worker participation and responsibility.

In fact, a growing number of American companies are drawing
upon the experience of foreign nations, particularly that of Japan,
and adapting ideas to fit their individual needs. While the
movement is not widespread at this point, about 70 companies were
experimenting in early 1980 with quality circles.

General Motors, in conjunction with the United Automobile
workers, has established about 100 quality circles. One of the
earliest of these experiments involved one of the company's older
assembly plants at Tarrytown, New York. As a result of the
effective cooperation between company management and the union,
it is now reported that the number of workers' grievances has been
sharply reduced; product quality has greatly improved, and
warranty losses are markedly down; and absenteeism and turnover
have also been reduced greatly. As a result of its improved
efficiency, Tarrytown became one of the first plants to which the
company assigned its new small car production. Another quality
group solved a recurring problem of flat tires on some of its
automobiles by recommending that a defective tire stem be
replaced. The solution resulted in an annual savings of $225,000 to
the company.

At Northrop's aircraft plant in Hawthorne, California, a
quality circle of mechanics assembling the F-5 military fighter plane
found that workers kept breaking expensive drill bits when they
bored into the titanium on the tail of the aircraft. After a lengthy
analysis, the angle of the drill was changed slightly, resulting in
fewer broken bits and savings of $28,000 a year. American Airlines
saved $100,000 a year by acting on a suggestion of one of its quality
circles to replace old hand grinders with new, more efficient tools.

The 1980 agreements between major steel companies and the
United Steel Workers of America represent a notable breakthrough
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in this area. The contracts include provisions calling for the

organization of quality of work circles aimed at achieving twin goals
of better humanizing work and improving worker productivity.

Since variations exist from firm to firm, and job to job, such
cooperative efforts will vary depending on individual needs. Other
cooperative labor-management programs have involved work
redesign with the objective of increasing worker satisfaction and
helping them to share in a larger degree of participation in

decisionmaking, employee stock ownership plans, incentives for
teaching other workers, peer-set salaries and raises, peer-
established work/plant rules, self-managed quality control, and
cash bonus plans.

Although the experience in this country has been limited, some

evidence suggests that involving employees in management
decisions and other areas of company operation has resulted in

increased productivity, cost savings, and enhanced worker interest.
Over the coming years, the American economy will become

more labor intensive as the service industries continue to grow. It
will become increasingly important to derive best performance from

this work force, for failure to do so will result in some degree of
productivity loss. hreater advances in the area of labor-
management cooperative efforts may prove useful in making

optimum use of employees' skills and education experience, with
resulting gains for the worker, the firm, and the Nation.
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V
STRUCTURE OF EMPLOYMENT

Growth Of Service Industries
Employment growth in the 1970's centered in the service and

trade sector, with nine out of ten new jobs during the decade in
service industries. By the end of 1979, services accounted for 67
percent of all jobs in the economy, compared to 60 percent in 1969
and nearly 55 percent in 1959.

The goods producing sector of the economy provided one-third
of all jobs at the end of the 1970's. The share of employment in
goods producing industries declined from 45 percent in 1959 to 40
percent in 1969 to 33 percent in 1979.

The transfer in employment away from goods producing and
toward service industries coincided with changes in the supply of
labor. Those industries which expanded most rapidly -- such as
retail trade, insurance and professional services -- generally have
had higher proportions of women and young workers as employees.

While service industries benefited from large numbers of
workers available at entry level wages, the major impetus to change
in the industrial structure of employment was a changing pattern in
the demand for labor. The 1970's marked a general shift to
industries requiring larger numbers of workers. These labor-
intensive industries were less adversely affected by rising energy
costs, the impact of government regulations and other policies
which made capital investment more costly.

Consumers changed their spending patterns during this
period -- away from nondurables to services and durable goods,
contributing to service industry growth. Large numbers entering the
household formation stage and increased incomes in two-earner
families -- plus liberalized use of credit -- provided a strong market
for appliances, furniture, automobiles, fast-food restaurants, and
other time-saving services. Unlike the service sector, however,
employment in durable goods manufacturing did not increase as
sharply in response to consumer demand.

Employment growth for the next two decades is expected to
follow the pattern set in the 1970's. New household formations and
two-earner families should keep the demand for housing and
household-related durable goods growing at a relatively strong pace
through the 1980's. This growth expectation suggests a moderate
employment increase is 'possible in durable goods manufacturing
industries; but productivity, import levels and cyclical factors will
influence the degree of employment growth in manufacturing
industries.
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Demographic factors point to continued strong demand for

housing through the 1980's, which should spur growth in the

construction industry if other economic factors are resolved. During

the 1980's there will be an approximate 33 percent increase in the

number of family heads in the central age bracket, 25-44, the group

that has traditionally purchased or occupied the majority of new

housing. By 1990, it is projected there will be 87 million households,

a 16 percent increase over 1980. Of these new households, 75

percent (9 million of the 12 million) will likely be headed by persons
under age 45.

As the older population increases in size, the demand for health

care and related services will expand. Technological changes,
particularly in the area of telecommunications, will result in the

growth of new types of industries and employment.
Some experts contend that the pace of the service sector

employment growth may slow. There will be fewer young workers

available because of the lower fertility rates; and some industries

may substitute capital for labor. New technology will increasingly
mechanize many of the occupations which now hire large numbers

of women, potentially affecting such jobs as telephone operators,

bank tellers, sales workers, food service workers and secretaries.
A variety of factors will likely influence the substitution of

capital for labor in service industries such as the availability and

cost of capital. Too, the crowding of the prime-age worker group

(age 25-44) could cause some of these workers to spill over into jobs

which would generally be considered for entry level workers. This

shift would offset the reduced numbers of young workers coming

into the labor force who usually are the primary candidates for entry
level positions.

Structural Shifts
Broad shifts in the industrial structure of the United States tell

only part of the story. Patterns of employment in individual

occupations and narrower categories have often changed sharply,
making growth industries of one decade the declining industries of

the next. The aerospace industry and the teaching profession went

through such boom-to-bust cycles, while mining reversed a two-

decade decline and expanded rapidly in the 1970's.
Methods to forecast structural shifts in large categories of

industries are more accurate than attempts to identify coming

changes for detailed occupations. More accurate projection methods

would aid in matching human resources to employment needs and

in minimizing long-term displacement of workers.
The impact of structural shifts on some individual U.S.

industries threatens to be particularly severe in the years ahead. The

33



42

steel industry is suffering from the effects of foreign competition and
changes in domestic demand. Some of the same problems threaten
the automobile industry. The huge invesfinents needed to shift
production to smaller cars, competition from foreign
manufacturers, and rising gasoline prices continue to have a
substantial impact on United States automakers into the 1980's.

The problems of displacement in industries like steel and
automobiles will require major revisions in the country's training
and retraining programs. Current programs are not equipped to
cope with large scale dislocations, involving tens or even hundreds
of thousands of workers. Successful adjustments in these cases will
depend on maintaining a strong overall rate of economic growth and
forging new links in the retraining and placement processes between
government and the private sector.

Occupational Changes
White collar jobs accounted for nearly two-thirds of the

employment growth during the 1970's, as the swing from blue collar
to white collar jobs continued.

At the advent of the 1980's, white collar occupations
represented 51 percent of total employment, compared to about 48
percent at the start of 1970. Blue collar occupations accounted for
about one-fifth of the employment growth during the 1970's, but as
a percent of total employment, the blue collar share actually
declined during the decade -- from 36 percent to 33 percent.

The remaining jobs -- farm and service occupations such as
waiters and police -- supplied very little of the decade's employment
growth. Service occupations increased slightly from 12 percent in
late 1969 to 13 percent at the end of 1979; farm occupations, as a
proportion of total employment, declined from nearly 4 percent to
about 3 percent.

Rapid growth in the professional and technical category is a
key factor in the growth of white collar occupations. A sharp drop in
operative jobs -- such as assembly line workers, laundry/dry
cleaning workers and dressmakers -- contributed to the decline in
the number of blue collar workers.

Growth of service and trade industries -- which tend to employ
a higher number of white collar workers -- paralleled the growth in
the white collar occupations. However, even in industries which
tend to employ more blue collar workers -- such as manufacturing
-- the number of white collar workers grew at a faster pace than the
number of production workers.

Projected growth for service and trade industries in the 1980's
points to large employment gains in white collar occupations.
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Further gains can be expected for sales, managerial and

administrative workers as services and trade expand. White collar

technical jobs should increase fairly rapidly along with advances in

technology in the capital intensive goods producing industries.

Meanwhile blue collar employment is likely to decline slightly in the

1980's.
Technological Change

Technological change will influence the American workplace in

the next decades as the United States enters the age of the

information society. The impacts of low-cost computers, distributed

computing and microprocessors could be enormous in terms of the

way Americans live and work. The effects of the interaction

between these technologies and development in the use of laser

beams will parallel those of advances in transportation,

communications and energy in earlier generations.
Robots -- with the aid of computers and microprocessors -- are

already being utilized in automotive, aerospace, appliance,

metalworking, glass, rubber, and machinery industries. They are

performing a variety of tasks, including welding, painting, cutting,

assembling and machine loading. Worldwide robot sales in 1979

were $279 million and are expected to grow to $4.6 billion by 1990.

Last year Japan and the United States were closely matched in total

value of robot sales, with about $90 million each. Robot sales, as a

portion of gross national product, were greater in Japan, however,

because of the differences in the size of the two economies. As a

share of GNP, Japan spent three times as much on robots as the

United States did. By 1984 the Japanese government plans to have

an unmanned metalworking plant on line, producing machinery

mpnents ranging from hydraulic pumps to heavy duty

transmissions. Every operation from casting to final inspection will

be handled by flexible automatic systems and robots, all supervised

by a central computer and a few engineers and technicians.

While robotic machinery currently performs relatively simple

tasks, developments in the area of sighted robots will allow for the

integration of the machinery into more complex operations. One

company has developed a robot with visual and tactile capabilities

that can assemble a ffinished product from a jumbled assortment of

parts. While such a machine now operates with the assistance of

television cameras at a slow pace, experiments underway with

digital processing and laser scans will significantly cut the robot's

assembling time.
The combination of computer technology, miniprocessors and

communication via laser light will have significant effects on the

office of the future and microelectronics undoubtedly will have a

35



44

major impact on the performance of many clerical and
administrative jobs. In the office of the future, most of the paper-
handling routines that consume so much time and space will likely
be gone.

Once the electronic office and advanced robotic machinery
comes on line, the impact could be immense. Many workers and
clerical assistants may be replaced through automation. But, at the
same time, large numbers of highly skilled technical and
engineering jobs could be created, too.

The social impact of this revolution is expected to be dramatic.
Many have raised the spectre of vastly increased unemployment as
robots and other machinery replace millions of workers. Others
believe that fears of automation-induced unemployment appear
unfounded. As long as markets and production expand, increased
productivity does not have to result in reduced employment. Over
the past decades, increases in industrial productivity were
accompanied by growing employment figures.

Nonetheless, significant adjustments will be required and
retraining promises to be at the top of the list. The jobs created by
widespread use of robots and other forms of electronic devices --
technicians, programmers, engineers -- for the most part will
require a greater degree of technical training. To prevent the
creation of an oversupply of workers whose skills have become or
may become obsolete, and a simultaneous shortage of engineers and
technicians, training and education programs which are more
carefully coordinated with market developments will be needed.

Some companies have already acknowledged this adjustment
need in tuition-aid programs whereby the company pays all or part
of the pertinent costs of employees enrolled in formal education or
training courses at conventional institutions. Currently, only a small
percent of several million covered employees participate; however,
there is indication that a much larger rate of participation can be
expected where companies make a deliberate implementation effort.

Work Time: Greater Flexibility
Popular interest in alternative ways of structuring time at work

has grown steadily in recent years, reflecting the increased labor
participation of women as well as other lifestyle changes. Currently,
about 13 percent of American businesses and 6 percent of all
workers have flexible work schedules of some kind. Plans that vary
the timing of work hours, along with increased vacation time
earned, is likely to become increasingly commonplace in the 19 80's.

While less practical for assembly lines and multi-purpose work
situations, the typical pattern of permitting people to work a core
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period of time each day, (for example, from 10 a.m. to 3 p.m.),

while varying their arrival and leaving hours has been relatively

easy to implement in offices and some service industries.
The expansion of part-time work opportunities has provided

another means of accommodating workers' needs for additional

flexibility. Future growth -- at least of permanent part-time
positions-- will probably be slower, however. Because of rising

payroll taxes for Social Security and unemployment insurance, as

well as the fringe benefit requirements in many labor contracts,

hiring part-timers could be considerably more costly to an employer

than other alternatives.
For full-time workers, a 40 hour week is still the norm. After

dropping from 58 to 42 hours between 1900 and 1940, the average

work week for fulltime males has changed relatively little in the past

four decades. Since reductions in the work week generally

accompany increases in productivity -- which was rising at the rate

of 3 percent a year during the first two post-war decades -- the

stability of the 40 hour week was not expected.
By other measures, however, total time spent at work has

increased. Many of the women and teenagers holding part-time

jobs, for example, were previously not in the labor force.
With the future increase in the ratio of prime-age workers, the

growth of vacation time and paid holidays will probably further
reduce time spent at work. The average vacation period in the

United States is still only two weeks, reflecting the relatively short
average job tenure in private industry. But with many

establishments offering 4 to 6 weeks of vacation to experienced
workers, vacation patterns may change significantly as the new

entrants of the last two decades gain seniority on the iob.
Length of job tenure with a particular company is the usual

basis for vacation eligibility in the United States. In 1978, it was

estimated that average job tenure was 3.6 years, down from 3.9

years in 1973. This reduction was the result of the large labor force
inflow of teenagers and women. In 1978, as many as 28 percent of

the employed population had been on their jobs less than one year

and the average length of vacation was 2.0 weeks, compared to 1.9

weeks in 1968.
The baby boom group which will form the prime-age work

force in the 1980's and the 1990's is expected to change that, as there

will be many more workers with longer job tenures. These prime-

age workers are also expected to be less mobile, choosing to stay
with the same job longer than past generations. This would result in

an increase in the average length of vacation time and increased
vacation benefits being paid by employers.
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The Human Resources and Demographics
section of the Special Study on Economic Change,
Joint Economic Committee, is one of 10 sections to
be released over the next several weeks. Final
printing later this year will include all areas of the
special study. Orders for this Human Resources and
Demographics study may be placed by contacting:

Special Study on Economic Change
Joint Economic Committee
Room 1537
Long-worth House Office Building
Washington, D.C. 20515
Telephone: (202)225-3565
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The Joint Economic Committee's Special
Study on Economic Change (SSEC) was
inaugurated under the leadership of then
Chairman Richard Bolling (D.-Mo.) and Vice
Chairman Hubert H. Humphrey (D.-Minn.),
together with Senator Jacob K. Javits (R.-
N.Y.), ranking Minority Member.

The study progressed through Mr.
Bolling's chairmanship and into the leadership
of Senator Lloyd Bentsen (D.- Tex.),
chairman; and Congressman Clarence J.
Brown (R-Oh.), ranking Minority Member.
The goal of the SSEC is to chart the major
changes in the economy and to analyze their
implications for policymakers.
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CHAIRMAN'S INTRODUCTION
Senator Lloyd M. Bentsen

Chairman, Joint Economic Committee

Among the factors which might limit growth in America, none
looms larger than energy and critical materials. These restrictions,
however, can be overcome; for to allow ourselves to be hobbled by
insufficient supplies of energy and important materials is to adopt a
defeatist attitude and to condemn present and future generations to

an eroding standard of living. I do not believe today's adults want to
leave behind that legacy.

The Joint Economic Committee's Special Study on Economic

Change charts a course which urges continued and improved
conservation and increased U.S. production; enough to significantly
reduce foreign imports from insecure sources.

The course is not easily accessible nor effortlessly traveled
because our future energy supply depends to a large degree on

conservation. But Americans possess the resolve to meet challenges
head-on, having already shown their conservation fortitude by

saving energy in 1979 which is the equivalent of almost a billion and
a half barrels of oil.

We must maintain that momentum and even improve upon it.
Yet, even with maximum conservation, the United States will have
to produce more domestic energy or else increase to dangerous levels
imports from insecure foreign sources.

Energy consumption must grow if we are to meet the demands
of an expanding labor force and to spur necessary economic growth.
It is neither surprising nor accidental that the nations which

i
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experienced the highest growth rates in energy consumption during
the last decade were also the countries which enjoyed the greatest
economic expansion. For example, Japan and Canada each
increased energy consumption by more than 3 percent annually
between 1970 and 1979. Their annual growth rates of real GNP
were more than 4.5 percent.

The staff study emphasizes that, even with heroic conservation
efforts, the United States needs to increase energy consumption in
the 1980's by 2 percent annually to support a desired annual GNP
growth rate of 4 to 4.5 percent. To do this, America by 1990 would
need to drastically increase energy production or increase to
unacceptable levels unhealthy foreign imports.

While the study charts three possible energy prospects for the
future, the most likely expectation is that domestic energy
production can increase about 24 percent by 1990, and that imports
can remain about the same as in 1979. A 24 percent increase would
be the equivalent of 7.4 million barrels of oil per day.

Important in the increase of domestic energy is the enhanced
recovery of crude in the United States. The study does not assume
any new major oil discoveries in the next 20 years, but recommends
enhanced oil recovery which could increase domestic production.

The study recommends that conversion from insecure to secure
energy sources be a major option in Federal policy. Ending our
unhealthy reliance on petroleum imports does not mean literally
ending all oil imports. This is not a realistic goal, nor is it desirable.
What we should work for, though, is a situation in which our
economic well-being is no longer at the mercy of any country or any
cartel of countries.

While attempting to shed the albatross of insecure foreign
energy sources, we also must attempt to break from the apron
strings of excessive reliance upon foreign material supplies.
America's mineral industry is even more dependent upon foreign
countries than is the oil industry. About 44 percent of the petroleum
consumed in the United States in 1979 came from foreign sources,
but there are critical materials for which we are dependent for more
than 80 percent.

America's energy conservation efforts cannot succeed unless
specific materials are available in sufficient supplies, because more
fuel efficient transportation requires materials which are largely
under foreign control. Platinum, cobalt, chromium, and manganese

ii
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are not -- like oil -- generally known to be among the economy's

necessities, but they are critical. They are essential to the industrial

system, yet they stand dangerously close to being under the wraps of

an OPEC-type cartel.
These problems will not vanish unless there is a major

commitment to increased investment which produces greater

supplies of domestic energy and materials. Decisions which will

have an effect in this century cannot wait until the 1990's. We will

be able to provide for tomorrow only if we produce more today.

iii
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Ranking Minority Member's Introduction
CONGRESSMAN CLARENCE J. BROWN

Energy lies at the heart of much of the economic, political and
military tension in the world today, and in the U.S. in particular.
This special staff study on energy is a very comprehensive effort to
provide an unemotional and practical examination of the energy
situation and what to do about it.

The U.S. is becoming increasingly reliant on unstable foreign
sources of energy, particularly oil. This situation has been greatly
exacerbated by ill-advised attempts to hold down domestic energy
prices below world levels. These price ceilings were a well-meaning
but ill-fated attempt to avoid the pain of adjustment to a new
reality. They were rationalized on the wholly erroneous idea that the
price of energy would have little impact on conservation,
production, or the development of alternative fuels. All the ceilings
accomplished was to delay the inevitable, at the cost of lost time,
reduced national security, and enormous waste and misallocation of
resources.

This tragedy had repercussions well beyond the energy
industry. Witness the current crisis in the U.S. auto industry. U.S.
auto manufacturers failed to make the switch to the production of
smaller, more energy efficient cars at least in part because of a
policy of artificially cheap energy. The suffering and economic
losses of those laid off in the auto and related industries -- and the
resulting costs to taxpayers for income maintenance programs and
industry assistance -- must be counted as a cost of not adjusting to
changed circumstances. The years of waste and lost growth for the
whole country will far outweigh the costs which would have been
incurred by adjusting early to the energy shortage -- even including
the costs of giving appropriate assistance to the poor where and
when needed.

I wish we could have had cheap energy forever, which would
make everyone happy. But the grim reality is that expensive energy
is going to be our lot for years to come and we will have to make the
necessary national policy and personal adjustments to cope with it.

iv



57

This staff study points out very clearly that the U.S. has made
strides in energy conservation in response to rising market prices.
Much remains to be done and is being done to improve the energy
efficiency of homes and factories. And much is being done to move
to a more fuel-efficient auto fleet.

The rising price of energy has also led to greater efforts than
ever before to discover and produce oil and gas from traditional
sources. But the increasing scarcity of easily-accessible oil and gas
means that other steps must also be taken. Enhanced recovery
techniques, greater coal production and use, solutions to the
problems of nuclear power and synfuel and solar research all must
be pursued. The report is correct to stress this multi-faceted
approach. The government cannot know in advance which fuels or
technologies will yield the biggest payoffs. To over-emphasize one
energy source while cheaper sources lie underutilized would be
ruinously expensive. The marketplace will choose quickly the most
efficient technologies as they begin to emerge.

The theme of the study is energy and growth. Savings and in-
vestment become doubly important in this context. Growth requires
savings and investment both indirectly, to produce the energy our
industries need to function and grow, and directly, to improve
general productivity through modernization and expansion of plant
and equipment. Simply diverting our already inadequate savings
out of industrial modernization and into energy production will not
cure stagflation. I wholeheartedly support the study's recommenda-
tions for increasing corporate and personal savings through faster
depreciation write-offs and lower tax rates on savings income and
capital gains. The study drives home the fact that energy policy can-
not be made in isolation. Just as energy is an integral part of the
economy, energy policy is an integral part of general economic
policy.

V
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I
ENERGYAND MATERIALS:

The Key to Growth

America can end an era of increasing energy imports and
increase consumption to levels of economic necessity in this decade
if a commitment is made to provide major investment in energy,
energy-related industries and conservation.

A three-pronged effort is required -- increased domestic
production, improved conservation and conversion from insecure to
secure import sources.

In its quest, the United States cannot afford to ignore the
pursuit of all options ranging from oil and gas to coal to safe
nuclear, synthetic and solar energy. Substitution of secure import
supplies from insecure sources is important, because imports are
expected to continue to provide significant amounts of oil at least in
the next 10 years and possibly for the remainder of this century.

To position itself to reach energy independence in this century
would require that about 3 percent of real gross national product
(GNP) be spent in the 1980's on domestic energy production and
conservation. Under the optimistic, or energy independent, scenario
of this study, such massive expenditures could increase domestic
production of all energy sources 46 percent. The net result would be
to reduce import requirements from 21 percent of consumption in
1979 (Table 1, Page 3) to 3 percent in 1990. To arrive at such an
optimistic point would require that numerous restrictions on
increased domestic production be resolved in the 1980's.

A more likely course (Table 2, Page 4) is that domestic
production can be increased 24 percent by 1990 and energy imports
be held to about hle 1979 level. Regardless the manner in which
supplies are achieved, without substantial increases in energy
availability:

* The economy will not grow fast enough to accommodate the
growing labor force, and plant and equipment will be either idled or
under-utilized.

* Productivity and real incomes will continue to decline.
* The competitive position of American industry will

deteriorate still further.
* Increases in defense spending or on social programs would

be attainable only at the expense of other things. Investment in
plant and equipment would probably be most affected.

This study emphasizes the significant role of conservation in
U.S. efforts to reduce foreign reliance while improving the Nation's
economy. It assumes a 33 percent improvement in energy efficiency

I
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in the 1 980's and an additional 25 percent conservation improve-
ment in the 1 990's. Without continued improvement in conserva-
tion, the United States needs an increase in energy consumption of
.6 percent to obtain a 1 percentage point increase in GNP.

This study assumes, however, that over the decade of the
1980's, conservation efforts will reduce to about .4 percent the in-
crease in energy consumption required to realize a one percentage
point expansion of GNP.* This assumption should be considered in
light of the fact that most of the easy conservation efforts have
already begun. In the future, more efficient energy use will be
predicated largely upon costly modification and replacement of the
Nation's capital stock. Large investment will be required to make
plant and equipment, housing and motor vehicles more energy effi-
cient.

This would have the desirable effect of directly reducing
reliance on foreign energy sources. However, energy conservation
investment cannot completely solve the problem. Conservation
must be encouraged through the natural market mechanism of
higher energy prices; a mechanism that has already begun to work.

Because this study takes serious account of the national conser-
vation momentum, a desired 4.0 to 4.5 percent annual growth rate
of GNP is assumed to require a 2.0 percent annual increase in
energy consumption. If the impact of conservation were not con-
sidered in this energy use assumption, a 4.0 to 4.5 percent annual
growth rate of GNP would require an energy consumption increase
of roughly 2.5 percent per year.

During rapid economic growth years (1960-1973), domestic
energy consumption rose 4 percent per year. During the slow
growth period (1973-1979), the average annual growth rate of
energy consumption fell to 1 percent, and by 1979 domestic energy
consumption was 78 quads. A quad of energy is one quadrillion
British thermal units (Btu's), a measure of heat. One quadrillion is a
thousand trillion. In rough terms, one quad of electrical energy
would be enough to serve the needs of 16 cities with 600,000 people
each for one year. Assuming that energy consumption rises annually
by 2.0 percent, by 1990 the United States will consume 95 quads of
energy per year.

* In recent years the energy-GNP ratio -- defined as the percent change in
energy consumption divided by the precent change in real GNP -- has averaged
roughly 0.6 perceat. That is, a one percent change in GNP results in a six-tenths of
one percent change in energy consumption. A 33 percent improvement in energy
conservation would, by 1990, result in an energy-GNP ratio of 0.4 percent.

2



61

The contribution of energy conservation -- especially in the
form of increasingly efficient energy use -- has already been signifi-
cant. Had energy consumption per constant GNP dollar continued
at its 1973 level, energy consumption in 1979 would have been 86
quads. Actual 1979 energy consumption was 78 quads. Therefore,
conservation resulted in a saving of 8 quads of energy in 1979.

The potential role of energy conservation is even greater. This
study assumes that energy conservation in the 1980's will improve
by 33 percent over its 1979 level. This, coupled with a 4 percent
growth rate of real GNP, would result in an annual saving of 25
quads of energy in 1990.

Table 1 depicts the composition of domestic energy con-
sumption and production in 1979.

TABLE 1
1979 Domestic Energy Consumption

and Production
IQuads)

HYDRO- NUCLEAR
NATURAL ELECTRIC ELECTRIC

COAL GAS PETROLEUM POWER POWER TOTAL

DOMESTIC CONSUMPTION 15 20 37 3 3 78

% of Total Consumption 19% 26% 47% 45. 4% 1001

DOMESTIC PRODUCTION iS 19 20' 3 3 63

% of Total Production 29% 30% 32% 5% 5t 100%

NET ENERGY IMPORTS (2) 1 17 O.. 5 16

% of Total Consumption (3)% 1t 22% 0% °5 21%

Totals may not equal sum of components because of independent rounding

* Includes Natural Gas Plant Liquids.

** About 0.18 quad, or 0.2 percent of total energy consumption.

NOTE: Parentheses denote net exports.

Table 1 confirms petroleum's dominant role among the types of
energy consumed in America. However, as Table 2 illustrates, this
role is subject to considerable inertia. Table 2 is based upon alter-

3
99-271 0 - 82 - 5
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native 1990 optimistic, pessimistic and most likely domestic produc-
tion levels of the various energy sources.

TABLE 2
1990 Domestic Energy Production and
Consumption and Net Energy Imports

(Quads)

OPTIMISTIC PESSIMISTIC MOST LIKELY

COAL 30 21 22

NATURAL GAS 22 19 21*

PETROLEUM 22 18 21**

HYDRO POWER 5 3 4

NUCLEAR POWER 6 3 5

OTHER 7 2 5

TOTAL DOMESTIC PRODUCTION 92 66 78

TOTAL DOMESTIC CONSUMPTION 95 95 95

NET ENERGY IMPORTS 3 29 17

*Proven domestic reserves of natural gas recently rose more than 30 percent. While
this indicates a potential for domestic natural gas production, natural gas price
regulation -- effective through 1985 -- will discourage production.

**Maintenance of domestic crude oil production at current levels is regarded by
many industry observers as unlikely. To achieve this 1990 production level will likely
require use of enhanced recovery techniques.

The optimistic scenario charts a situation in which the Nation
would successfully undertake massive energy supply initiatives.
Under this scenario, three quads of energy will have to be imported.
While this level of energy imports would be 81 percent below the
1979 level (16 quads), nevertheless it represents continuing, partial
dependence upon foreign energy sources.

At the other, pessimistic extreme -- where physical, technical,
regulatory and other supply constraints are not overcome -- U.S.
energy imports would stand at 29 quads. This would represent --
were the oil available -- an 81 percent increase over the 1979 energy
import level and would result in substantial world oil price in-

4
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creases. It would worsen the U.S. balance of payments position, ac-

celerate domestic inflation, depreciate the dollar and contribute to a

reduction in the rate of growth of national output, employment and

real income. Add to this the implications for national security, and

it is clear that this pessimistic domestic energy production scenario

must not be allowed to materialize.
The most likely course is one in which domestic supply in-

itiatives are aggressively pursued, but technical, regulatory and

market constraints are not fully overcome. In this case, 1990 energy

imports would stand at 17 quads, representing a 6 percent increase

in energy imports over 1979. In 1990, the United States would still

be dependent upon foreign sources for 18 percent of the energy it

consumes.
Scenarios outlined in Table 2 differ because of assumed 1990

production levels of oil, coal, nuclear power and "other" energy

sources.
The optimistic case assumes coal production would rise from its

1979 level of 18 quads to 30 quads in 1990. A 67 percent increase in

coal production would require that environmental, transportation,

regulatory and technical problems be resolved. In addition, it would

involve the balancing of many, sometimes conflicting goals. For ex-

ample, allowing railroads to charge higher rates so as to enable them

to improve roadbeds and rolling stock will increase the cost of

transporting coal. If -- as a result of this increased cost -- huge

amounts of foreign coal were substituted for domestic coal, there

would be insufficient demand to support a domestically-produced

supply of 30 quads.
The most likely domestic production scenario assumes that ef-

forts are made to come to grips with problems of this sort and that,

as a result, coal production rises to 22 quads.

The optimistic 1990 nuclear electric output is six quads. To

achieve this level of output would require that all currently halted or

delayed nuclear construction -- whether short-term or long-term

delays -- be completed, and that almost all nuclear stations current-

ly under construction permit review would be approved.
Under most likely conditions, few construction permits would

be approved, but currently delayed or halted construction would be

completed.
Included in the other category are synthetics, solar, geothermal

and other forms of energy. Because of technical, economic and

other constraints on energy production from these sources, achieve-

ment of the optimistic 1990 production of seven quads is most

unlikely. While the other forms of energy offer significant long-term

S
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potential, they can make no meaningful contribution until the latter
part of this century. At best, the next two decades are expected to
see the emergence of various small scale demonstration projects
designed to provide options among emerging energy technologies.

At least until 1990 -- and probably until the end of this
century -- the United States will be too reliant upon insecure foreign
energy sources. Allowing even for a 67 percent increase in coal pro-
duction, a 100 percent increase in nuclear generation, a 10 percent
increase in domestic oil production, and a 700 percent increase in
other sources of energy by 1990, the United States would have to im-
port about three percent of its energy under an energy independent
scenario.

What happens after 1990 is largely dependent upon policies
and programs put in place during the 1980's. There is no question
that broad-based investment in energy conservation in the 1980's
has the potential to reduce considerably the amount of energy re-
quired per unit of real GNP produced. Investment in more energy
efficient plant and equipment, homes, appliances, and automobiles
can reduce the growth rate of energy consumption by 25 percent or
more during the 1990's.

Assuming this level of success in energy conservation efforts, a
4.0 to 4.5 percent growth rate of GNP could be achieved with an ap-
proximate 1.5 percent annual increase in energy consumption. The
welcomed combination of increasingly efficient energy use and
rapid economic growth could mean that the United States will con-
sume about 110 quads of energy by 2000.

Under energy independent, optimistic conditions, domestic
energy production in 1990 would be approximately 92 quads. Even
under optimistic conditions, therefore, elimination of import
dependence by the year 2000 would mean that domestic energy pro-
duction would have to increase 18 quads in 10 years, an unlikely
prospect.

Assuming continuing research efforts on enhanced oil recovery
during the 1980's, domestic crude oil production could make some
contribution. Precisely how big a contribution will be made cannot
be known with precision because many of the technologies are im-
mature and require several years following their application in
specific wells to yield substantial results. Nevertheless, any con-
tribution will be important because the United States will, in the
1980's and 1990's, remain dependent upon liquid fuels for transpor-
tation.

Given the continuing role of liquid fuels, synthetic fuels pro-
duction which adds to the liquid supply will be increasingly impor-
tant. The role of synthetics, however, will be contingent upon the
6
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mobilization of production techniques developed during the 1980's

which makes synthetic fuels research of high priority during this

decade.
The burden of additional energy production of synthetic fuels

will fall most heavily on coal and to a smaller extent on biomass

resources for alcohol production. And, a maximum national effort

to mobilize these technologies immediately is in order. Coal has a

large role to play, as well, as an industrial and powerplant boiler

fuel, both to backout oil and to fill the gap in electric generating

capacity suggested by the reduced growth in nuclear energy output

capacity.
The preeminent role suggested by coal during the remainder of

this century has been formalized in recent months by the

Administration and Congress. Passage of the Energy Security Act

in June is a watershed event in natural energy planning. This

legislation establishes synthetic fuel production targets of at least

500,000 barrels of oil equivalent daily by 1987 and a full 2 million

barrels daily five years thereafter. Some 820 billion is initially made

available to attain these national targets, with the promise of an

additional $62 billion to follow if justified by progress in synthetic

fuel technologies.
While the establishment of a national energy program is an

impressive and necessary step, it does not guarantee success in

substantially reducing domestic dependence on foreign oil. More

must be done. In addition, the nation cannot afford to wait for this

coal-based national strategy to succeed. Other steps should be taken

to reinforce the policy direction established in the Energy Security

Act. Above all, the nation cannot afford to defer until the 1990's

decisions that should be made in the 1980's.

7
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II
ENERGY CONSUMPTION

An appreciation of the nature of the U.S. energy problem
depends upon an understanding of certain facts that relate both to
the demand for and the supply of energy. On the demand side, the
United States continues to be oil-dependent, and it is increasingly
dependent for that oil on OPEC. Trends are:

* Despite the Arab oil embargo, U.S. energy consumption
continues to be petroleum intensive. In 1979 -- just as in 1973 -- 47
percent of the energy consumed in the United States was petroleum.
But the percent of petroleum consumption imported from abroad
jumped from 36 percent to 44 percent.

* Imported crude oil has become an increasingly important
source of the petroleum consumed. In 1973, 54 percent of net energy
imports consisted of crude oil. By 1979, crude oil constituted 80 per-
cent of U.S. net energy imports. (Because of the increase in U.S.
refining capacity, part of the increase in crude oil imports is at-
tributable to the displacement of refined product imports by
domestically produced products.)

* In 1973, 48 percent of U.S. petroleum imports came from
OPEC countries. By 1978 -- five years after the embargo -- OPEC
was the source of 69 percent of U.S. petroleum imports.

Energy consumption by specific private sector has been chang-
ing in response both to market forces (in the form of higher real
energy prices) and in response to tax and other conservation incen-
tives. Between 1973 and the end of 1979, output of the industrial
sector increased 22 percent, while energy used by the industrial sec-
tor increased only 0.007 percent. In essence, industry produced 22
percent more with the same amount of energy. This contrasts with
an increase in energy use by the residential-commercial sector of 10
percent, and with an increase of 4 percent by the transportation
sector -- demonstrating the impact of market constraints on in-
dustry costs not present in transportation and households.

8
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In relative terms, industry has used less energy, while the

residential-commercial and transportation sectors have used more.

The net effect has been an increase in total energy consumption.

However, the increase has some positive features:

* Total U.S. energy consumption rose by only 4.8 percent dur-

ing the entire period, 1973-1979. This compares with a compound

annual growth rate of energy demand of 4 percent during the period

of 1960-1973. In this sense, aggregate conservation activities have

been successful.
* Energy consumption per constant GNP dollar declined from

a 1973 average annual rate of 60.4 to 54.5 thousand Btus in 1979.

Energy consumption has, therefore, become more efficient.

The data suggest, then, that:

* Since 1973, the United States has learned to use energy more

efficiently, with the industrial sector providing the major conserva-

tion impetus.
* Despite relatively successful conservation efforts, total

domestic energy consumption has risen.

* Incremental energy consumption is increasingly dependent

upon imported oil, with OPEC the critical supplier. This

dependence highlights the importance of enhanced domestic pro-

duction and increasingly intensive conservation efforts; efforts that

have been notably successful in the industrial sector.

9
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III
ENERGY SUPPLY

While energy consumption has risen, domestic energy produc-
tion has barely increased. Domestic crude oil and natural gas
production -- two energy sources that were price controlled -- have
actually declined.

In 1973, domestic crude oil production constituted 31 percent
of all the energy produced in the United States, while dry natural
gas contributed 36 percent of total. By 1979, domestic crude oil's
share had fallen to 29 percent and natural gas provided only 30 per-
cent. Even as coal, hydroelectric and nuclear-generated electricity
increased, they were largely offset by declines in domestic crude oil
and natural gas production. The net effect was a slight increase in
domestic energy production from 62 quads in 1973 to 63 quads in
1979.

The virtually stagnant domestic energy production --
accompanied by an increase in energy consumption -- resulted in
net energy imports rising from 13 quads in 1973 to 16 quads in 1979,
nearly all of which took the form of petroleum products. This again
illustrates the critical role of conservation. Had these efforts not
been implemented, energy imports would have been significantly
higher.

The energy problem is complicated by the failure to distinguish
between the world's stock of oil and the oil released from that stock.
The world possesses huge oil reserves, but new oil discovery rates
have declined, and there are technical, economic, political and in-
stitutional constraints on world oil production.

The prognosis for sluggish or declining world oil production is
reinforced by a consideration of production prospects in the United
States, other industrial countries, the developing countries and
OPEC:

* United States: Despite increased investment in explora-
tion and enhanced recovery in the lower 48 States, proven reserves
have fallen in America -- the only major country to domestically
control prices. Since 1973, reserve additions have been about half as
large as production. These facts, coupled with the plateauing of

10
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North Slope production, mean the U.S. domestic production will
continue to decline -- unless the Nation pursues an aggressive
enhanced oil recovery program or new fields are discovered.

* United Kingdom: North Sea production will peak in the
early 1980's. Barring discovery of new fields, output will begin to
fall in 1983 or 1984. (Norway is already restricting North Sea pro-
duction).

* USSR: Available evidence indicates that in the next three
or four years, the Soviet Union -- the world's largest oil producer --
will become a net importer of oil. A reversal of the recent production
slow-down would depend upon the discovery and development of
new oil fields, but the impact of any new finds would not be felt
before the early 1990's. The emerging Soviet dilemma is of par-
ticular concern because the USSR will be pressured not only by
domestic consumption requirements. It is also committed to satisfy-
ing the growing needs of Eastern block countries and of Cuba and
Vietnam. With domestic oil production declining and demand
growing, the USSR will be an increasingly aggressive competitor for
access to Persian Gulf crude. This has implications not only for the
world price of oil, but for national defense as well.

* Developing Countries: Substantial increases in oil pro-
duction will be realized, as is already visible in Mexico, Egypt, In-
dia, Iraq and Malaysia. However, most of the incremental supply
will be diverted to support increased oil consumption in those pro-
ducing nations and/or offset increased consumption in other LDCs.

* Mexico: Current Mexican efforts contemplate raising oil
production to roughly 4 million barrels per day in the early 1980's.
(This contrasts with current domestic consumption rates of approx-

. .J ! .1 million .ate per. Lay). So..fl.uw 9 ua!t.n.Juds.5.n.ce *Kold

that higher production rates are technically feasible, but there are
social and political effects to consider. Mexican officials are con-
cerned about potentially disruptive effects of excessive domestic
spending of oil revenues. There is also concern that the accumula-
tion of large foreign exchange reserves would appreciate the peso
and erode export competitiveness. However, the proximity of Mex-
ico to the United States offers great potential for mutually beneficial
trade and other arrangements. The same is true, of course, for
Canada -- though there the quantities that may become available
for U.S. purchase in the 1980's seem more limited.

* OPEC: There are both policy and technical constraints on
oil production in OPEC countries. Technical constraints result from
increasing interest among OPEC producers in maximizing the
recovery rate of their reserves. (For technical reasons, no more than

11
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12 to 15 percent of a deposit can be extracted in a given year without

damaging the reservoir. Faster withdrawal rates reduce the extrac-

tability of the remaining deposit.) There are also policy constraints

that reflect the producers' perceptions of their relatively limited ab-

sorptive capacities. Of particular concern is the desire to avoid

domestic spending that has both inflationary and socially disruptive

potential. Additional concern centers on the wisdom of ac-

cumulating massive financial assets and on the desire to conserve

light crude.
Regardless whether secure and/or insecure import sources are

utilized to provide oil to American consumers, there must be a

growing realization in this country that the value of being an oil-

export country is increased if production of oil is reduced. Exporting

countries are increasingly realizing that they can reduce production

of a non-renewable energy resource while the price of oil rises, and

that the end result will be increased oil revenues with less

production.
It is a simple case of being able to produce less but earn as

much or more annually over a longer period of time because the unit

price increases with or without increased demand. This means that

exporting countries are able to elect to take advantage of an

option that is always available to the producer of a product whose

demand will not change much even if there are price increases for

that product.
It is an action that is not likely to cease. The exercising of this

option by exporting countries-- regardless how offensive it is

perceived to be in the world community -- should serve as an

impetus to produce and to conserve more domestic energy.

12
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IV
CURRENT U.S. ENERGY POLICIES

Oil Policy
Following the 1948 discovery of vast Middle East oil reserves,

the central focus of U.S. energy policy was the allocation of an oil
surplus. The Mandatory Oil Import Program (MOIP) sought to
control oil imports by issuing import quotas to each U.S. refiner.

The availability of inexpensive foreign oil and the excess pro-
ducing capacity in the United States and Canada brought forth an
era of declining real energy prices, leading to the emergence of oil as
the world's dominant fuel.* There was an inexorable rise in world
demand for oil which ultimately led -- during the period 1969-72 --
to the evaporation of the U.S.-Canadian surplus. When the surplus
began to disappear, the price of Persian Gulf crude rose.

As the world price of oil went up, the price of domestic crude
was frozen in 1971 under edicts of the broader Nixon freeze on
wages and prices. A two-tiered system was established to encourage
production from new domestic wells. This was part of a decontrol
process to bring prices of domestic oil more in line with imported
crude and to combat the oil embargo.

Under the two-tiered system, new domestic oil could be priced
at cost, as could imported oil. (New oil was defined as oil produced
from an established leasehold at a level above recorded production
in 1972.) At the same time, Congress deregulated stripper well
crude, which has been defined as oil produced by wells yielding less
than 10 barrels per day, allowing its price to rise to world levels.

Congress' tentative move toward decontrol was reversed with
passage of the Energy Policy and Conservation Act of 1975
(EPCA). The result was a three-tiered pricing system on:

* Old oil (lower tier) -- approximately $5.25 per barrel. Old oil
was defined as oil produced from a leasehold which was equal to or
less than 1972 production.

*During this period of declining real energy prices, some efforts were undertaken to
shore up the price of domestically-produced crude oil.
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* New and stripper crude (upper tier). The price of this oil was
set at $1 1.28 per barrel.

* Imported oil, whose price was whatever the market would
bear.

From this system came the establishment in 1975 of $7.66 per
barrel as the average weighted price for domestic crude. (The
weights reflected the fact that 60 percent of U.S. production was old
oil.) This national policy restricted the price of domestically produc-
ed crude and constrained domestic production. The reliance on
foreign oil escalated until 1979, when a combination of rising prices
and domestic policy initiation trimmed the surge in oil imports
which began in 1975.

In a world in which foreign crude oil suppliers are becoming in-
creasingly capricious, a system of price controls subsidizes oil im-
ports and penalizes domestic production -- not only of oil, but of
natural gas as well.

Alaskan North Slope crude began flowing in mid-1977. Under
the price control program, this oil -- about 1.2 million barrels per
day -- must be sold at upper-tier prices. West Coast refineries are
capable of handling only one-half of this oil. The remainder must,
by law, be sold somewhere in the United States.

Transportation to the Gulf Coast refinery complex is the best
available alternative, but this increases costs. There are additional
costs, as well. Gulf Coast refiners process the Alaskan crude with
equipment which was not designed to refine low gravity high sulfur
Alaskan crude. Refinery cracking units are designed to refine cer-
tain types of oil to produce certain quantities of product ranging
from gasoline to asphalt. Using existing equipment to refine the
high sulfur oil, refiners obtained a product mix that contained a
larger quantity of residual fuel oil (such as boiler fuel) than would
have been obtained from lower sulfur crude.

Greater supplies of residual oil went on the market and by
mid-1978 prices fell to as low as $1.50 per million Btu. This came at
a time when-unregulated intrastate natural gas was costing about $2
per million Btu. Buyers turned to residual fuel oil, and production
of natural gas fell. Natural gas producers left available gas in the
ground, and approximately 2 billion cubic feet of gas per day that
could have been produced under more competitive conditions was
preserved for later use.
Natural Gas Policy

Between 1945 and 1970 natural gas was the fastest growing ma-
jor energy source in the United States. Early in the 1950's the
Federal Government developed two parallel natural gas systems --
an interstate system and a smaller intrastate system. The interstate
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system was regulated at the wellhead (at the point of production in

the field) by the Federal Power Commission FPC). In 1959 the

FPC established an area pricing program whereby price ceilings

were determined by the average cost of gas production in certain

areas of the country. This led to wide price disparities which

discouraged production of harder to obtain natural gas supplies.

After 1970 the natural gas industry's growth rate began to

decline. Reserve additions (excluding the Alaskan North Slope) had

fallen below production in every year since 1967. The tight energy

supply situation was further complicated by the oil embargo.

Even as crude oil prices rose, the FPC gas price ceilings re-

mained the same. The spread between rising oil prices and controll-

ed natural gas prices increased, and there was an increasing incen-

tive for energy consumers to substitute natural gas for oil. Mean-

while, there were no price incentives for natural gas producers to

provide more gas and a shortage resulted.

In an attempt to mitigate the natural gas shortage, the FPC in

1974 abandoned area pricing and set higher ceiling prices.

However, by the time new prices went into effect, crude oil prices

had risen even higher. Natural gas prices were still well below the

price of petroleum, and gas production was constrained. Subse-

quent price ceiling increases by the FPC consistently failed to keep

pace with residual fuel oil prices.*

The Natural Gas Policy Act (NGPA) of 1978 attempted to

resolve these regulatory problems. The intent of the Act was to

maintain natural gas prices which would be closer to the price of

competing residual fuel oil. Natural gas. production and exploration

activities have expanded robustly since 1978 in anticipation of com-

pblete decontrol by 1985.
Because crude oil prices continue to rise faster than regulated

natural gas prices, the stage remains set for additional, regulatory-

induced shortages of domestically produced natural gas between

now and 1985, when decontrol of the natural gas industry is to take

effect.

Coal Policy
Coal is relatively abundant in the world in general, and in the

United States in particular, where it is believed a 300-year supply

exists.

*The FPC was steadfast in its efforts to provide adequate price incentives for new

gas. Unfortunately, the price of imported oil consistently rose faster than the FPC

regulated price of natural gas.
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Regulation of the domestic coal industry has centered on en-
vironmental impacts of both mining and burning of coal, worker
health and safety, and transportation.

In the case of environmental impacts, sulfur emissions
associated with coal burning have been of particular concern. When
the Clean Air Act regulations were written in 1970, the presumption
was that the use of a new emission control process, flue gas
desulfurization (FGD), would encounter no technical or economic
impediments. It now appears that its cost will preclude its use by
many existing coal-fired plants. Insofar as its cost makes the conver-
sion of a power source from gas or oil to coal prohibitively expen-
sive, reliance on the FGD process contributes to continued U.S.
dependence upon foreign oil. The lack of adequate coal handling
and storage facilities also contributes to this dependence.

The transportation of coal from the western United States is
also a major policy question. Railroads are the primary means of
coal transportation, and slurry pipelines are potential competitors.
(Slurry is a mixture of coal powder and water or some other fluid
medium.) While new rail lines would generally not have to be built,
it is nevertheless true that slurry pipelines have a capital cost ad-
vantage because they cost about one-half as much to build as do new
rail lines. Pipelines also have an operating cost advantage because
their associated labor costs are about one-half those of operating a
railroad. Yet, a frequently cited disadvantage is that slurry pipelines
require large amounts of water from the western coal regions where
water is scarce.

While it is possible to use brackish water from deep
underground wells, the potential environmental effects are as yet
undertermined.

Nuclear Policy
Between 1973 and 1979, electricity consumption increased at a

compound annual rate of 3.1 percent, roughly four times as fast as
total energy consumption. Because it is so flexible in use, and
because it can be produced using so wide a variety of fuels,
electricity could be viewed as an increasingly important option for
domestically produced energy. But if electricity is to continue to
play its increasingly important role, more generating capacity must
be brought on line. It is for this reason that solutions to the
problems of nuclear power should be pursued.

In 1979 nuclear electric power provided 11 percent of the elec-
tricity consumed in the United States, or 4 percent of total domestic
energy production. Nuclear stations had a capacity of approximate-
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ly 51 gigawatts in 1979. This is enough electrical generating capaci-
ty to supply 51 cities with populations of 600,000 each.

Although nuclear electric power has been the fastest growing
domestic energy source, regulatory lags (especially during the cer-
tification process) and other factors have affected both nuclear sta-
tions under construction and those that have entered the licensing
process. Factors include deteriorating financial conditions of many
utilities and increasingly uncertain electricity demand forecasts. In
addition, events such as Three Mile Island -- and increasing con-
cern with nuclear waste storage -- have reduced the level of accep-
tance of the nuclear option. This has had, and is expected to con-
tinue to have, the effect of reducing the inclination of electric
utilities to seek certification of new nuclear stations.

Nevertheless, in an era of increasing U.S. dependence on
increasingly volatile foreign oil sources, the nuclear option provides
national energy relief if the problems of nuclear power are solved
and its large-scale use accepted. There are 33 gigawatts -- fully 65
percent of existing nuclear generating capacity -- "waiting in the
wings." This is capacity that has been approved but whose
construction has been delayed or halted. And, there are 29
gigawatts -- or 57 percent of existing nuclear generating capacity --

under construction permit review by Federal and State agencies.

If the acceptability problems of nuclear energy persist, they
reduce the probability of this capacity being on-line before 1990.
However, if construction of the 33 gigawatts "waiting in the wings"
were to be completed, nuclear energy production would rise by 65
percent -- from three quads in 1979 to five quads in 1990. If, in ad-
dition, the 29 gigawatts under construction permit review were to be
approved and built, capacity would increase to almost seven quads.
Adding 33 gigawatts of nuclear capacity has the potential to save
two quads of petroleum energy, and adding the additional 29
gigawatts could save another 1.8 quads of petroleum energy. Based
on the 1979 energy import level of 16 quads, the decision to bring all
62 gigawatts on-line could result in more than a 23 percent reduc-
tion in imported oil reliance. This is the equivalent of 684 million
barrels of oil per year which could be used by the liquid fuel depen-
dent transportation sector. Even with today's relatively energy inef-
ficient vehicle fleet, this would be about an 80 day supply for
America's transportation sector.

This is not to say that an equivalent number of barrels will be
backed out from the use of nuclear power and necessarily used in
other energy sectors. It is to say, however, that growth in any
sector - - whether it be population, industrial, residential or
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business -- will require some amounts of additional energy. It seems
only prudent that growth be first dependent upon the most secure
forms of domestic energy, and secondly upon the most secure forms
of imported energy. This long range staff study has adopted the
belief that for the better part of the next 20 years increased energy
consumption -- regardless the amount -- is most likely to be
satisfied by pursuit of goals which bring increased domestic sup-
plies.

The potential role of nuclear energy is great if problems can be
overcome, especially when the technical and economic constraints
on synthetic fuels production are considered.

The future of nuclear power depends on solving the spent fuel
and waste problems which are the back-end of the fuel cycle. Spent
fuel pools are filling up. Utilities must either expand their storage
facilities -- including away-from-reactor (AFR) facilities if the
political problems can be solved -- undertake reprocessing, or shut
down reactors.

Commercial reprocessing is an option which must be pursued.
Spent fuel is not waste. Only a small percentage of uranium is con-
sumed in a nuclear reactor. This rich spent fuel can be reutilized.
Since 1977, however, commercial reprocessing has been banned
because of fear of terrorist theft of the freed plutonium. The security
problems can, however, be overcome. The Europeans are overcom-
ing their problems and are proceeding rapidly with reprocessing.
The United States must do likewise.

If so, nuclear energy can save substantial amounts of oil, mak-
ing nuclear and coal alternatives for the 1980's.

Electric Utility Price Regulation
At a time when domestic energy production must be afforded

the highest priority, the regulatory process has impeded the growth
of the Nation's electric utilities. While the effect has been most pro-
nounced in the case of nuclear generation, the regulatory process
has had a deleterious effect on conventional power generation.

Traditional utility rate regulation is based upon historical
costs. In general, rate increases are allowed only to the extent that
they can be justified on cost-of-service grounds -- that is, to the ex-
tent that the increase in revenues generated by the higher rates does
not exceed increases in operating costs, depreciation on plant and
equipment, and a fair or reasonable rate of return on investment.
Cost increases are, however, determined based upon experience
during a prior test period. As a result, utility rates change only after
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past cost changes have been recorded, and then only after a lengthy
administrative process.

All of this is of little consequence when costs are falling, but in
an inflationary environment, the lag of rate adjustments behind
costs has meant that earned rates of return have been systematically
pushed below allowed rates of return. As a consequence, electric
utility investment has declined, increasing the probability of power
shortages in the 1980's.

A regulatory climate that takes account of the realities of surg-
ing inflation and of the Nation's precarious dependence on foreign
energy sources is vital.

Synthetic Fuels Policy
The tight world supply of conventional oil forces attention on

synthetic fuels production. The natural raw materials for synthetic
fuels production are heavy oil, tar sands, oil shale, coal and lignite.

The United States has vast quantities of these oil-like
substances. Known reserves of tar sands and heavy oil total about
320 billion barrels. Oil shale reserves total 1,790 billion barrels, 20
times the amount of oil produced in the United States since 1948.
The United States possesses coal and lignite equivalent to about 780
billion barrels of oil.

The magnitude of these reserves is further apparent when it is
considered that in 1978 world oil consumption totalled 23 billion
barrels, and that world coal output was the energy equivalent of
about 11.5 billion barrels of oil. The most accessible U.S. shale oil
contains 20 billion barrels of recoverable oil. Just this lowest cost
deposit could support a 2.5 million barrel per day output for about
22 years.

While these numbers are impressive, even the richest deposits
of oil-like substances are extremely high cost relative to current oil
prices because:

* Quite apart from plant costs, an expensive infrastructure
would have to be built.

* Oil shale production is labor intensive, requiring from 1,500
to 3,000 employees for each 100,000 barrel per day plant.

* Scarce western water would have to be diverted from other
uses.

* Where surface mining is feasible, the volume of spent rock
residue is 20 percent greater than that of the original shale.

* Because most of the deposit is located underground, the
long-term technology is likely to be on-site recovery which
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eliminates the spent rock problem, but is a much more expensive
production process.

This is not to say that the private and/or social costs of syn-
thetic fuels production are prohibitive. As the world price of oil con-
tinues its inexorable rise, more synthetic projects will become
marginally attractive. Already, Exxon Corporation is nearing a
decision to launch commercial-scale projects to produce synthetic
fuels from the lower cost deposits in Colorado and Texas.

While benefits and costs to the Nation must be carefully
weighed, the potential role of the Federal Government in synthetic
fuels production is great. The Federal Energy Regulatory Commis-
sion (FERC) recently approved construction of the first commercial
facility for the production of synthetic natural gas from coal. A con-
sortium of five companies is participating in the project.

FERC's approval of the project allows all gas produced by the
consortium to be rolled in with the prices of other natural gas. This
means the consortium's customers will pay higher prices for the gas
they purchase and participate in subsidizing the development of
synthetic fuels.

FERC's approach prompts debate about alternative means of
financing synthetic fuels production. Aiternate plans are available
in the quest for the Nation's energy independence. Another,
perhaps more appropriate, approach would be for the Federal
Government to guarantee purchase at guaranteed prices, until pro-
duction is demonstrated to be economically feasible. In this man-
ner, all American taxpayers would be participating in the program,
the risk would be spread nationally, and the commercialization pro-
cess would be accelerated.

Solar And Other Renewable Energy Sources
Solar energy -- while admittedly a providor of very little energy

at present -- is a long-range source potential which deserves the
financial and pioneering support of Americans. Unlike crude oil,
natural gas and coal, solar is a renewable energy source whose con-
tribution may only be limited by the imagination and research
devoted to its development.

This study fully recognizes the long-range potential of solar
energy, but does not project that it will contribute significantly
before the turn of the centruy. The desired scenario would be that
solar energy development prove that projection wrong, and that
solar energy take its place among the major energy sources.

It should be recognized, however, that during 1979 the
estimated amount of usable energy from all solar collectors installed
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in the United States was roughly one one-hundreth of one percent of

the energy produced in the country during the year.

Looked at another way, if solar energy is to contribute as much

as one quad to the Nation's energy supply, the stock of solar collec-

tors must increase one hundred-fold. Costs would be massive, and a

full scale project will command large amounts of the Nation's

economic resources. The best way to provide for these mammoth

costs is to provide more conventional energy in the interim while

development of solar energy sources progresses.

This staff study projects 12 quads of energy from renewable

energy sources would be possible by 1990 under optimistic condi-

tions (Table 2). The projection includes 5 quads from hydroelectric

sources and 7 quads from "other" sources, including solar, wind,

geothermal, biomass, wood, forests and crop wastes. This op-

timistic projection accords with the results suggested by other

studies.
The Potential Of Gasohol

While gasohol -- the blend of about one part alcohol with nine

parts unleaded gasoline -- is no panacea for America's energy or

agricultural problems, it may in some regions gain importance.
There is debate as to whether more energy is required to

produce ethyl alcohol than the alcohol contains as a fuel. However,

even if present techniques have negative energy balance, the use of

coal or biomass fuels to produce ethanol will directly reduce oil

imports on a barrel for barrel basis, will make gasoline supplies

more secure, and improve fuel efficiency.

Gasohol or even pure alcohol fuel can be directly substituted

for imported oil. Limiting its growth is the availability of the

feedstock -- corn is currently most commonly used -- for the

manufacture of alcohol, and availability of gasohol distrhihtors.

Currently, gasohol made from ethyl alcohol -- derived from

agricultural products and combined with 90 percent regular

unleaded gasoline -- qualifies for the four cents per gallon Federal

motor fuel excise tax exemption. In 1980 a reported 2,000 service

stations sell gasohol; however, some major companies refuse to

distribute it. Still, the volume of gasohol sales has grown to an

annual rate of 120 million gallons per year in 1979, a small

percentage of the 107 billion gallons of motor fuel sold in 197 .

Modest gasohol use is unlikely to involve a major trade off be-

tween fuel and food. A recent study by Congress' Office of

Technology Assessment has concluded that one or two percent of

U.S. gasoline consumption can be provided by alcohol without a

significant impact on food and fuel prices.

21



80

Enhanced Oil Recovery
Up to 40 billion barrels of oil in the United States that are not

presently recoverable could be produced with enhanced recovery
techniques. A program of enhanced oil recovery could significantly
reduce dependence upon foreign sources by increasing domestic
crude oil production.

Primary and secondary petroleum recovery techniques extract
only 25 to 30 percent of petroleum from reservoirs. The remainder
-- about 300 billion barrels in the United States -- remains too close-
ly adhered to surrounding surfaces for natural field pressures or
waterflooding to extract. It is from this remaining deposit that up to
40 billion barrels of oil could be extracted.

While enhanced oil recovery is expensive (costing from $10 to
$32 per barrel), it is technically feasible. Indeed, in recent years,
enhanced oil recovery provided about 265,000 barrels per day. In
the future, about half of the 40 billion barrels could be extracted us-
ing gas and steam injection. The other half would require the use of
more expensive chemical technologies.

Because present technologies are so expensive, and because
technological improvements are still on the horizon, Federal
research into enhanced recovery should be accelerated.

If domestic oil discovery rates remain at present levels, en-
hanced oil recovery is the only available means by which domestic
oil production can be increased.
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V

ENERGY AND STAGFLATION

Stagflation -- the simultaneous occurrence of high unemploy-

ment, slow growth, and accelerating inflation -- is a much-

discussed and very serious problem. However, it is not without solu-

tion. Appropriate public policy can be formulated if there is an

understanding of the stagflation process, and knowledge of the role

played in that process by -- among other things -- the price of

energy.
The present inflation has no single cause. It is attributable to a

host of variables ranging from excessive monetary growth and

government regulation through increases in the price of imported

oil.
Between 1973 and 1980, the prices of every category of in-

dustrial commodity -- the materials used to manufacture goods --

increased substantially. The price of energy increased most

dramatically. Between 1973 and 1980, the prices of fuels and related

products and power rose 274 percent, driving up the costs of pro-

duction.
While increases in energy and other input prices pushed up

producer costs, real disposable incomes declined. This meant that

the post-19 7 3 wave of anticipatory buying -- buying in anticipation

of future price increases -- had to be financed out of savings, and by

massive consumer credit increases. Thus, two forces were (and are)

at work: (1) a demand effect which tends to increase output, and (2)

cost increases which tend to reduce output. Cost increases tend to

dampen increases in output and employment that otherwise would

have occurred. This is especially true because businesses are now

less inclined to produce for inventory.
While simultaneous increases in demand and cost have op-

posite effects on output (and therefore on employment), they are

both inflationary.
In a stagnant economy, capital investment is retarded. As a

result, as the population and labor force have grown, more and

more labor has had to be accommodated by an essentially fixed and

increasingly obsolescent capital stock. Evidence is strong that labor
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has been substituted not only for expensive energy, but for physical
capital as well. While this has helped more people find jobs -- and
while it is partly responsible for the massive increases in employ-
ment realized in the post-1973 years -- the process of labor substitu-
tion does impose a cost. It has the effect of reducing productivity
and of increasing producer costs -- both of which contribute not on-
ly to current inflation, but to future inflation. This, in turn, reduces
the competitive position of U.S. industry.

The analysis does not suggest that demand management is the
answer. The stagflation problem -- and the problem of long-term
economic growth -- involves perverse incentives, along with institu-
tional, technical, and financial constraints on production, employ-
ment and capital accumulation. It is, in short, a supply-side prob-
lem.

Policies designed to reduce effective demand are not the
answer. Rather, the solution is to be found in policies that reduce
producer costs, increase productivity, encourage saving and invest-
ment, and that eliminate incentives to produce less rather than
more. All of this has basic relevance to the energy sector where
public policy has heretofore been particularly inappropriate.
Enhanced energy conservation is a laudable goal whose contribu-
tion cannot be minimized. However, conservation -- by itself --
cannot provide the answer either to the energy problem or to the
stagflation problem. The United States must appeal to the other
half of the scissors. It must encourage the domestic production of
energy, and it must find ways to dampen the effects of energy price
increases on consumers and producers.

Deregulation of domestic energy prices appears to be the only
means by which both energy conservation and energy production
can be encouraged. It is precisely because domestic energy prices
have been regulated that energy consumption has been encouraged
even as energy production has been discouraged. This has played
directly into the hands of the OPEC cartel.

Energy price deregulation will serve to dampen future OPEC
price increases. Energy price deregulation should not foster any ad-
ditional acceleration of energy price increases; it should work to
reduce future price increases. In this way energy price deregulation
will result in the growth of real incomes and of productivity.
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VI
POLICY RECOMMENDATIONS

The growth rate of domestic energy consumption depends

upon: (1) the rate of growth of real GNP, and (2) the amount of

energy used per unit of real GNP.
Under full-employment conditions, the rate of growth of real

GNP is dependent upon: (1) the rate of growth of the labor force,

and 12) the rate of growth of productivity. The U.S. labor force --

which will increase between 1.0 and 1.5 percent annually until

2000* -- is therefore a crucial consideration.
To attain a growth rate of output per employed worker of

approximately 3 percent per year will require an increase in output

of 4.0 to 4.5 percent per year. This implies a significant increase in

energy consumption.
The 3 percent growth rate of output per employed worker is not

arbitrarily chosen. It is believed to be in the range of growth that is

necessary if inflation is to be reduced, employment is to increase,

the living standards of all Americans are to be increased, and the

competitive position of the United States is to be restored. However,

even if viewed only as an illustration, it serves to make the point that

a growth rate of output per employed worker of 3 percent per year

requires an increase in energy consumption of a least 2.0 percent per

year.
The present configuration of energy supply will not

accommodate this growth rate of energy consumption. Indeed, if no

domestic energy supply initiatives were undertaken,

accommodation of a 2.0 percent annual growth rate of energy
-nalimption would- by 1990. require a 100 percent increase in

energy imports (over the 1979 level). This level of energy

dependence would not only be dangerous; it could not be sustained.

*This assumption range is based upon firm demographic data plus the assumption of

a continuation of present labor force participation. However, should immigration run

much higher, or should continuing inflation force higher labor force participation,
the labor force would grow faster.
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A "do-nothing" energy production policy is one extreme. At
the other extreme is an "optimistic" domestic energy production
scenario that would reduce 1990 energy imports to roughly 19 per-
cent of the 1979 level (Tables 1 and 2). In both cases, considerable
success in energy conservation is assumed. Given this range of
choice, public policy should be formulated with the following facts
in mind:

(1) A target 3 percent per year productivity growth rate must
be considered in the context of continued expansion of the labor
force.

(2) Attaining a goal of this magnitude is constrained by
restrictive policies on the growth rate of energy supply.

(3) Of particular concern are constraints that impinge not
only on the growth rate of energy supply, but on the growth rate of
output as well. Regulatory and tax policies that impede the saving
and investment process are particularly harmful. Restrictions on
saving and investment reduce the growth rate of output per
employed worker, a measure of productivity. This, in turn, has the
effect of exacerbating inflation and reducing the competitiveness of
U.S. exports.

(4) Massive investment in energy production and conserva-
tion will serve the dual purpose of reducing the Nation's import
dependence and of driving up real incomes and productivity.

With these considerations in mind, policy recommendations
are:

A. To Encourage Conservation and Domestic Energy
Production:

1. The phased decontrol of oil and natural gas prices should,
at minimum, remain on schedule; and the acceleration of the
decontrol of natural gas should be encouraged. As the real price of
energy rises, domestic production from vast stocks of heavy oil and
geopressurized natural gas will become more economic, as will the
use of enhanced oil recovery (EOR) techniques. Given the potential
for domestic oil production using EOR techniques, Federal research
efforts in this area should be expanded.

2. Both to encourage the development and use of more
energy-efficient equipment and to provide an incentive to invest in
energy-producing equipment, the investment tax credit should be
increased.

3. As the real prices of oil and natural gas rise, the production
of synthetic fuels will become more economic. The Federal Govern-
ment should accelerate this process by embracing the concepts of
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risk and cost-spreading. The energy problem should be treated as a
national problem whose resolution will require the absorption by all
taxpayers of both risks and costs. All taxpayers--
as opposed to the customers of particular energy suppliers--
should share in the risks attendant to synthetic fuels production.
Government programs should stress the simultaneous exploration of
many competitive concepts which are, at first, small scale to reduce
the probability of getting locked into any specific approach or
resource. As a general rule, however, the private sector can be ex-
pected to move ideas from the laboratory to the market place more
efficiently than can the government. The orientation of the Federal
Government should therefore be toward the encouragement of
private commercialization. To this end, the Federal Government
should establish a program of purchase and price guarantees for
synthetic fuels production. The Energy Security Act, which recently
became law, is a step in the right direction.

4. Efforts to solve the problems of increased use of coal and
nuclear power should be vigorously pursued. Coal and nuclear
power should be viewed not only as energy sources, but as
substitutes for oil.

a. The Federal Government should intensify research efforts
designed to reduce the cost of coal pollution abatement.

b. In the case of nuclear power, the Federal Government
should develop more secure waste storage facilities and
clarify low level radiation hazards. In addition, the
Federal Government should encourage the commercial
reprocessing of spent nuclear fuel.

c. The Federal Government should more closely monitor the
construction and operation of nuclear generating facilities
to ensure that they operate under the safest conditions
possible. In addition, site approval controversies and con-
struction delays affecting nuclear plants may in the future
prompt a stronger Federal Government role aimed at
eliminating layers of regulation which impede safe nuclear
energy supplies.

S. In the case of utility price regulation, permissible rates of
return should be based upon current rather than historical costs.

B. To Encourage Access to Alternative International Energy
Sources:

1. Conversion from insecure foreign crude to Mexican and
Canadian oil and natural gas should be a goal of Federal policy.
U.S. negotiations with Mexico and Canada should be
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comprehensive in the sense that both energy and non-energy issues
-- notably immigration -- are considered.

2. The United States should encourage oil and natural gas
exploration in the less-developed countries. Technical assistance
and the equity participation of U.S. enterprise should be
encouraged.

3. The United States should, however, not lose sight of the
intrinsically risky nature of any foreign energy dependence. With
this in mind, the Strategic Petroleum Reserve should be built up,
and provision should be made for adequate withdrawal rates from
the Reserve.

C. To Encourage Saving and Investment:
1. In part to stimulate energy production and energy-efficient

investment, and in part to offset the effects of higher energy prices,
businesses should be permitted faster tax writeoffs on capital
equipment. Tax writeoffs should, as nearly as is administratively
possible, approach current replacement costs.

2. To encourage saving, which is a source of investment
finance, tax rates on unearned income and on capital gains should
be reduced.

3. Because energy availability is the key to the growth and
competitiveness of the U.S. economy, the Federal Government
should adopt a posture that is not only congenial to but supportive
of the growth of the energy industry. Regulatory initiatives and tax
policies should take account of the national character of the energy
problem. They should be designed to foster a climate that en-
courages investment in energy and energy-related projects.

28



87

VII
MATERIALS

America's mineral industry -- an industry whose growth and
vigor is vital to the economic health and vitality of this country -- is
even more dependent upon foreign countries than is the oil industry.
About 44 percent of the petroleum consumed in the United States
comes from foreign sources, but there are some major materials for
which the United States is dependent on foreign sources for more
than 80 percent of its supply.

The seriousness of this dependence for materials is partially
seen when it is considered that the supply of specific materials will
have an effect on America's success in improving its energy
conservation efforts.

For example, the fuel-efficient automobile can provide one of
the measures of escape from the OPEC petroleum trap. Ironically,
the minerals needed to develop that new vehicle may land the
United States in a second trap and a different kind of foreign
control. Platinum, cobalt, chromium and manganese are not -- like
oil -- generally known to be among the economy's necessities, but
they are critical. They are considered essential to the industrial
system.

America's aerospace industry has already confronted this new
trap in the case of cobalt. Because it can withstand extremely high
temperatures and is weldable, cobalt alone can satisfy certain needs
in jet engines. Yet, jet engine manufacturers are dependent for
cobalt supplies from four nations -- Russia, Cuba, Zaire and
Zambia. Paralleling the trend in oil, except worse, cobW!. has risen
from $6 per pound in 1977 to about $25 in 1980, with prices during
the past year leaping as high as $50.

The auto industry's need for platinum has provided an early
warning also. This critical metal is doubly important because it is
used in the process of converting crude oil into gasoline and in the
manufacturing of catalytic converters. The United States is heavily
dependent for platinum group metals on foreign sources, especially
Russia and South Africa.
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Yet, a far greater minerals challenge is facing the auto
manufacturers. Fuel efficiency is related to weight. and the old cast

iron block will have to give way to lighter materials if a 50 mile per

gallon vehicle is to be achieved. One of three possibilities being
considered is plastics which has the disadvantage of being
petroleum based. A second is aluminum whose production
unfortunately requires an enormous energy expenditure and whose
principal ingredient, bauxite, is already subject to prices which
border on attempted cartel manipulation. The third possibility is
high strength-low alloy steels which are lighter, but regrettably
require such foreign dominated materials as chromium and
manganese.

Hence the double trap: The escape from OPEC, aided by more
fuel efficient autos, could put the transportation system under the
threat of a potential minerals cartel.

Recent Trends
As with goods and services and forms of energy, there has been

an erosion of incentives to produce and invest in the domestic
mineral industry. The decline of the domestic mineral industry is
itself both a symptom and a cause of slow economic growth, and

public policy -- domestic and foreign -- has been a major catalyst to

the industry's decline.
Recent trends in the mineral industry indicate increasing

demand, decreasing capacity, and resulting rising imports:
* The Bureau of Mines has forecast an annual 3.5 percent

growth in demand for copper between 1975 and 2000; yet, no major
new smelter or refining capacity is likely before 1985. Moreover,
imports of refined copper have risen over the last 10 years, from 6
percent to over 19 percent of U.S. consumption.

* The United States consumes about one-fifth of annual world

zinc production. The construction and transportation industries
account for about two-thirds of domestic zinc consumption. Despite

the Bureau of Mines forecast of an annual 2 percent growth in
demand through the turn of the century. U.S. zinc production
capacity has declined. The closing of eight plants has reduced
domestic capacity by almost 50 percent. This decline in capacity has

been accompanied by increased imports of zinc metal which have
risen 89 percent since 1969.

* While imports of chromium and manganese ores for use in
making ferroalloys have declined, imports of ferroalloys have
increased substantially. IFerroalloys -- primarily mixtures of iron
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and some other metal -- impart distinctive qualities such as
hardness or corrosion resistance to steel, cast iron and aluminum).

Factors Affecting the Investment Decision
The image that emerges is that of an industry in decline -- an

industry whose productive capacity is shrinking despite increasing
product demand. U.S. mineral producers have been confronted
with an erosion of cash-flow resulting primarily from a rapid
escalation of costs. The result has been a steady decline in the
average rate of return on invested capital, coupled with a rapid
build-up of debt-equity ratios.

For a capital intensive industry, this has a double-edged effect.
The erosion of current and projected cash-flows has the effect of
reducing the incentive to invest in plant and equipment. At the same
time, it lessens the ability of a mineral producer to secure outside
financing. Therefore, both the incentive and the ability to invest in
plant and equipment are reduced.

Cost increases can be traced to many causes. Government
policy, for one, has played a significant role in increasing both the
operating and the capital costs of the domestic mineral industry.
The government has promulgated strict environmental regulations,
restricted joint ventures designed to pool resources and to spread
risks, and imposed worker health and safety requirements. (There is
no doubt that regulation generates benefits. The point is, however,
that regulatory initiatives also impose costs.)

Regulatory activities are particularly important in the mineral
industry -- a high risk industry characterized by high fixed costs
and product price volatility. To the extent that regulatory initiatives
add to uncertainty, they impede investment in an already risky
industry. In addition to the rapid cost escalation which has red-uc-
mineral industry investment, the domestic mineral industry now
faces the prospect of increasingly uncertain revenues.

Cyclical variation in demand will always confront the industry.
This is not new. What is new is an emerging trend on the part of
foreign governments -- particularly those of the developing
countries -- to own and or to subsidize their domestic mineral
industries. In particular, foreign governments are increasingly
inclined to subsidize domestic mining operations during periods of
slack demand. With employment maintenance in mind, foreign
governments stand ready to make up the difference when product
price falls below unit costs. As a result, foreign mineral production
has displaced the output foregone by U.S. producers who, without
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benefit of direct subsidies, reduced production. The prospect of
increased, subsidized competition makes projected revenues less
secure. This, in turn, makes investment in the domestic mineral
industry less attractive.

Mineral industry investment is also constrained by limitations
on the use of Federal lands for mineral exploration, and by the
absence of a comprehensive U.S. energy policy. Because the
transformation of ores into metal requires large quantities of energy,
restrictions which delay or halt construction of electrical generating
facilities are of particular concern.

In summary, rapidly escalating costs, foreign government
subsidization of their own mineral industries, restricted access to
Federal lands, and the lack of a coherent energy policy have all
contributed to the decline of the U.S. mineral industry.

Increased Reliance on Foreign Sources
Declining domestic capacity can be reconciled with increasing

domestic demand only by an increase in mineral imports. This
would occur for two reasons: (1) imports would be the only available
supply source as demand increases relative to domestic supply, and
(2) domestically produced ores and refined products would become
expensive relative to foreign products.

Increased reliance upon foreign sources raises the question of
the potential for the emergence of an OPEC-style cartel. However,
this prospect is considered unlikely because of the varied materials
involved, the ability in some cases to substitute one mineral for
another, and because of the differences among producer nations in
political, social and economic values. Moreover, as has been
emphasized, many of the producer nations tend to maintain
production levels even when demand is depressed. The emergence
of a minerals cartel is therefore not likely. Yet it is a possibility that
cannot reasonably be dismissed.

The United States is dangerously dependent upon foreign
sources for a number of critical materials. (See Table 3.) While the
list is not exhaustive, it shows the potential for supply disruptions.
In each case the materials listed in Table 3 are critical. Their use is
essential in the production of products ranging from basic steel
through jet engines, airframes, and missiles. In some cases, the
USSR is the principal U.S. supplier. In the event of civil strife or
sabotage in volatile South Africa, the USSR would, in some cases,
be the only available U.S. supplier.
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TABLE 3
U.S. Import Dependence: Eight Key Minerals

Material

Chromium

Cobalt

'latinuim-group
netals

Import Reliance
(Percent of Total
Consumption)

92%

97%

91%

Major Import
SourceIs)

USSR
South Africa

South Africa

South Africa
USSR

Brazil, Thailand,
Nigeria, Malaysia

South Africa

Gabon
South Africa

Jamaica, Australia
Surinam, Guinea

Titanium *

*Import reliance withheld
to avoid disclosing in-
dividual company confiden-
tial data.

USSR is the largest pro-
ducer of titanium "sponge",
the semi-processed metal.
Japan, Britain and China
also produce titanium
"sponge". Canada and
Australia are major pro-
ducers of titanium ore.
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^'luorspar

100%

82%
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Materials listed in Table 3 are used for the following purposes:
Chromium -- Resistant to corrosion and oxidation, it is used

in stainless steel; no know substitute.
Cobalt -- Because it imparts such qualities as heat resistance

and superior magnetic properties, cobalt's end uses include
transportation, electrical equipment, machinery, and paints,
chemicals and ceramics.

Platinum-group metals -- Useful as chemical catalysts and to
impart corrosion resistance. Used in the automobile, chemical, elec-
trical and petroleum refining industries.

Columbium -- Used in high-strength, low-alloy steels; in
stainless steel, in superalloys (alloys used in high-temperature ap-
plications such as jet engines), and in ceramics in high-temperature
applications.

Fluorspar -- Used in steel production, fluoro-carbons and
fluorine compounds, and primary aluminum.

Manganese -- Used in the production of iron and virtually all
steels.

Bauxite -- The only raw material used in the production of
alumina, from which aluminum is produced. Also used in
aluminum refactories, chemicals and abrasives.

Titanium -- In 1978, 60 percent of titanium sponge metal was
used in jet engines, airframes, and space and missile applications.
Of the remainder, about half was used in chemical, power genera-
tion, and marine and ordnance applications, and half in steel and
other alloys. For aircraft and space uses there is essentially no
substitute.

The situation calls for programs designed to increase U.S.
mineral production and -- where domestic production is not
possible -- to reduce the risks associated with import dependence. A
prudent buildup of the strategic stockpile is not considered feasible
at this time. However, as an illustration of the stockpile shortage,
only 32,000 tons of titanium are currently stockpiled, as compared
with a goal of 130,000 tons. Cobalt reserves are 22,000 tons short of
the 43,000 ton target.

The possibility of mineral supply disruptions is not, however,
the only concern. Whether supply disruptions emerge or not, rising
mineral prices are virtually certain, because the prospect for
mineral industry investment is poor. In the developing countries,
the ownership of mineral industries has shifted toward host govern-
ments and away from multinational mining firms. Many producer
nations, therefore, no longer have access to the specialized
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skills of experienced mining enterprises. In particularly short supply
is knowledge of exploration technology, professional management
and -- perhaps most important -- the capacity to obtain outside
financing. In effect, the developing countries have embarked upon a
course that virtually ensures their inability to expand significantly
production capacity.

Increases in mineral demand coupled with sluggish capacity
growth means that U.S. importers will have to pay progressively
higher prices for the minerals they buy. This is so even though world
mineral stocks are large and mineral cartels are not likely to emerge.
What is worse, unless prices rise fast enough to compensate for cost
increases, increases in demand will not provide sufficient incentive
for net domestic investment. Therefore, reductions in the rate of
increase of producer costs are essential -- both as a stimulus to
current domestic production and as a catalyst to net investment.

The Terms of Trade and U.S. Economic Growth
As mineral imports increase, they will contribute to U.S.

balance of payments difficulties. The negative effect on the trade
balance will be greater as domestic mineral industry production
decreases.

From 1951 to the early l970s, the United States enjoyed a
favorable shift in the terms of trade. That is, the prices of raw
materials and energy declined relative to the price level. In effect,
the price of imported goods declined relative to the price of U.S.
exports. This trade posture was a catalyst to growth; it was an
engine whose driving force allowed incomes to grow faster than
living costs, and provided an increased standard of living in
America.

This pleasant state of affairs came to an abrupt end at the close
of 1973. Fueled by increased crude oil prices, the rise in import
prices accelerated inflation, reduced real incomes and dampened
economic growth.

If the United States is to return to an accelerated growth path,
it must come to grips both with the fact that the terms of irade have
shifted, and with the fact that government policies have made the
attendant problems manifestly more difficult. The problems of
energy and of materials are problems whose resolution requires the
marshaling of policies designed to increase investment in those
industries.
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VIII
POLICY RECOMMENDATIONS

The U.S. materials problem is primarily one of assuring that
minerals critical to the production of goods and services and to the
national defense are available in sufficient supply. In formulating
policy, decisionmakers should consider that:

(1) The U.S. mineral industry is in decline.
(2) A major catalyst to the decline has been the deleterious

effects of public policy on industry revenues and costs.
(3) To increase both current output and investment in the

domestic mineral industry, policies should be designed to reduce
both current and anticipated producer costs.

(4) The United States is dependent upon the USSR and other
tenuous sources for many of the materials critical to its industry and
to the national defense.

With this in mind, policy recommendations are:

To Encourage Domestic Mineral Industry Production and
In7 vestment:

1. The investment tax credit should be increased.
2. Mineral industry producers should be permitted faster

writeoffs on capital equipment.
3. The Federal Government should establish a policy to

ensure that the minerals industry has access to adequate energy
supplies.

4. In the case of environmental standards, the Federal
Government should enforce performance rather than design
standards. This will encourage both the employment and the
development of cost-effective pollution control techniques.

5. Federal lands should be made more accessible to mineral
exploration and development in a fashion consistent with the
interests of local citizens.
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The Joint Economic Committee's Special
Study on Economic Change (SSEC) was
inaugurated under the leadership of then
Chairman Hubert H. Humphrey (D.-Minn.),
together with Senator Jacob K. Javits,
(R.-N.Y.), ranking Minority Member.

The study progressed through Mr.
Bolling's chairmanship and into the leadership
of Senator Lloyd Bentsen (D.-Tex.),
chairman; and Congressman Clarence J.
Brown (R.-Oh.), ranking Minority Member.
The goal of the SSEC is to chart the major
changes in the economy and to analyze their
implications for policymakers.
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CHAIRMAN'S INTRODUCTION
Senator Lloyd Bentsen

Chairman, Joint Economic Committee

American ingenuity has done more than anything else to shape
the quality of the entire world economy and especially of life in the
United States. Technological innovation paved the way for
unparalleled progress -- creating jobs, advancing productivity,
prompting gains in real income and our rise to a premier position in
international markets.

This country has a remarkable record of success when we have
set priorities and worked toward their achievement. The United
States -- with contributions from industry, government and
universities -- leads the world in agriculture and has made
impressive advances in many other areas, such as the development
of the computer. Our national enthusiasm for progress enabled us to
put a man on the moon within less than a decade after making the
commitment.

The following staff study emphasizes that today's commitment
to research is tomorrow's realization of a better life; that from ideas
come practical developments which can spawn benefits across the
Nation. This study is a call for a rededication to the successes of
America's creative genius.

Many examples of U.S. progress resulting from research and
development are cited in the study. Agriculture is perhaps the best
since government initiative is well documented, dating back to the
Civil War period when land-grant colleges were established.

At that time, a farmer could feed himself and two or three
others But by World War TI; the farmer had increased his output
four to six times. The 1980 farmer feeds about 65 people at home
and abroad. In a 10 hour day, 250 people previously could pick by
hand the same amount of corn which one modern, self-propelled
combine can harvest and shell today.

Our role in space and its positive effects are sources of national
pride. From space exploration has come improved communications,
agriculture and weather forecasting. In 1965, when the first
communication satellite was laiunc hed, it could carry 240 telephone
calls at the same time. By the late 1970's, improved satellites could
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handle 6,250 calls simultaneously. The next generation of satellites
will each be capable of transmitting 12,000 to 14,000 telephone calls
at once. Satellites provide information which helps management of
existing natural resources and the discovery of new sources of
minerals and energy.

Industrial innovation is at the core of the economic well-being
of the United States and is a major contributor to economic growth.
Innovation helps combat inflation. It stimulates productivity,
employment and the ability of U.S. products to compete both in
domestic and world markets.

As the study points out, American industry -- through
technological innovation -- maintained for decades a steady flow of
new and better products and services to the world marketplace.
Ever larger numbers of people were employed and the United States
dominated the international markets with its technologically-
superior products. In fact, 30 to 40 percent of the economic growth
in the United States during the past three decades has been
attributed to industrial innovation.

This study reminds, too, that the decade of the 1980's promises
to be a period of considerable challenges as we attempt to restore
stable prices, our international competitiveness, productivity and
strong employment. If encouraged and properly marshalled,
technological advances can help lead the way.

But, in a sense, we will be playing catch up because R&D
efforts of the United States have declined when compared to the
past and when compared to other countries. Investment in plant
and equipment has been sluggish over much of the last decade and
the focus of government policy and thus of corporate management
has been on the short term rather than on long-term goals.

Meanwhile, other countries have learned from our past
experiences and have devoted greater amounts of their nations'
resources to research and development. Between 1964 and 1978, for
example, the U.S. share of gross national product (GNP) devoted to
R&D had declined 23 percent. Japan's had increased 30 percent
and Germany's 50 percent.

Evidence presented in this study shows that the wealth of our
past accomplishments would not have been possible without the
cooperative efforts of government, industry and universities.
Although technological innovation is inherently a private sector
enterprise, government affects innovation in major ways.

Through the provision of necessary incentives and the removal
of innovation barriers, government can help return to the forefront
the spirit of American ingenuity which can lead us -- as it has in the
past -- through the challenges of the future.

ii



103

Ranking Minority Member's Introduction
CONGRESSMAN CLARENCE J. BROWN

This study outlines the connection between research and
innovation and the Nation's economic expansion and standard of
living and, in particular, productivity growth and international
competitiveness. Technological innovation in the form of new
products and more efficient production processes has been the basis
of both a sustained rate of economic growth and of an improving
standard of living.

The role of research and innovation is pervasive. Evidence
suggests that companies which spend heavily on research and
development (R&D) increase productivity 75 percent more rapidly
than do other firms. Other data indicate that firms which invest
heavily in developing technology and carry it forward into
commercial products have nine times the employment growth and
one-sixth the price increases of firms with relatively low R&D
investment. U.S. exports of such high technology manufactured
goods as aircraft, computers and telecommunications equipment
outpaced imports of similar products throughout the 1970's.
Indeed, one of the bright spots for the United States internationally
has been agriculture, where R&D has greatly influenced
productivity.

At the time of the civil war a farmer could feed himself and two
or three others. But because of advances in farm equipment, better
fertilizers and pesticides and seed improvements, the 1980 farmer
can feed 65 people at home and abroad. Partly because of these
R&D-induced increases in productivity, the United States was able
in 1979 to export agricultural produacs valued at about $35 billion,
accounting for more than 19 percent of U.S. exports.

Research and innovation has fostered employment growth,
slowed the rate of increase of product prices, enhanced the
competitive position of U.S. industry, and it has been a major
catalyst to economic growth. Thirty to 40 percent of the economic
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growth experienced in the United States during the last three
decades has been attributed to productivity increases brought about
by research and innovation.

These are impressive numbers. Yet, during the 1970's the
productivity gains that had for so long been an engine of economic
growth for the United States steadily eroded. Workers in other
countries, notably in Germany and Japan, are pushing closer to
U.S. output per manhour on a total basis and far exceed us in
annual rates of increase. At the same time, the U.S. share of the
world market for technology-intensive products has dropped and
America's high technology products have not been as successful in
third world markets as in the past.

The causes of this erosion not only of our competitive edge but
of our standard of living are not hard to find. In most industries new
machinery is needed to employ the latest technology. Yet, net
investment -- plant and equipment purchases that result in an
expansion of the Nation's capital stock -- fell from an annual rate of
7.4 percent in the 1960's to 1.8 percent in the 1970's. Meanwhile,
constant dollar spending on R&D has been virtually stagnant.
Having reached a high of $29.8 billion in 1968, R&D spending did
not again reach that level until 1977, with the 1980 figure expected
to be in the neighborhood of $33 billion. Just as important, the
composition of the R&D spending that does occur is increasingly
oriented toward the quick payoff; toward the modification of
existing products rather than the development of new products.

There is no mystery here. An environment of high and variable
inflation rates, of complicated, time-consuming and sometimes
capricious regulatory processes and, above all, of stop-go economic
policies is simply not congenial to long-term investment. Add to this
a tax system that penalizes savers, discourages venture capital
investment, and provides inadequate allowances for the
depreciation of plant and equipment, and we have a recipe for
disaster.

Investment in new knowledge, in human capital and in plant
and equipment is at the core of our economic well-being. It is time
we put in place policies that encourage rather than discourage
investment; that encourage saving rather than consumption, and
that enable both businesses and consumers to make decisions
unencumbered by "fine tuning," unnecessary regulations and
intolerably high tax and inflation rates.

iv
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RESEARCH AND INNOVATION:
Developing a Dynamic Economy

I
INTRODUCTION

Predictions of the 1940's foresaw a need for no more than 1,000
computers in the world by the year 2000, but today -- two decades
before the turn of the century -- there are millions of computers
ranging from large conventional models through minicomputers,
microprocessors and computers-on-a-chip.

Forecasters did not expect the computer would be out of the
laboratory and into industry by the early 1960's or that by the late
1960's the computers would begin to shrink in size and grow in
speed. Computer development in industry has come so far that in
1980 computers allow robots to perform routine, repetitious work on
assembly lines. Efforts to make computer components smaller have
been so successful that the intricacies of 45,000 transistors can be
crammed on a tiny chip the size of a contact lens. The chip functions
as a special purpose microcomputer and can perform over a million
additions and multiplications per second. Computer technology has
advanced so rapidly that the modern pocket calculator is more
powerful than the first bulky, room-size computers which were
owned primarily by the Federal Government.

Computer technology advanced because computers were
improved, prices were lowered, and enterprising people found
widespread and diversified uses for them. The history of one vital
component of computers -- semiconductors -- shows how both
government's and private industry's financial support spurred
progress. During an 18-year period, industry spent $1.7 billion on
semiconductor work and the Federal Government contributed $702
million. Industry provided marketing, production and technical
know-how, while the U.S. Government promised to be a large-
volume customer for the resulting products. The role of the
government as a buyer is often a stimulus to innovation because the
certainty of contract purchases lessens the risk in the evolution of
fledging technologies. The contribution of universities to
semiconductors and other technology development is critical, too --
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both in basic research and in the education of personnel. Often it is
government's relationship with universities through funding which
enables universities to provide the environment for such training.

While the United States Government stimulated the demand
for computer technology through contracts and purchases, it played
a more direct and primary role in agriculture and space
technologies, both areas in which the government has long-term,
national commitments. The government put its powerful shoulder
to the wheel of those technologies and pushed for their development
through contributions of money, people and support. The
government's initiative in agriculture dates back to the Civil War
period when the land-grant colleges were established. At that time a
farmer could feed himself and two or three. others, but by World
War II, the farmer had increased his output four to six times. The
1980 farmer feeds about 65 people at home and abroad -- because of
advances in an array of industrial support such as mechanized farm
equipment, better fertilizers and pesticides, and seed
improvements. A sophisticated farm implement today can till 60
times more land in one hour than a yoke of ox-drawn plows of
yesteryear. In a 10-hour day, 250 people previously could pick by
hand the same amount of corn which one modern, self-propelled
combine can harvest and shell today. A national commitment to
agricultural development encouraged these advances because the
national policy recognized both the value of research and
development and the need to disseminate the resulting technical
information quickly. Domestically, the establishment of the
Cooperative Extension Service hastened the spread of new ideas and
techniques to farmers. On the international front, P.L. 480, the
Agricultural Trade Development and Assistance Act of 1954, and
other programs rejuvenated the Foreign Agricultural Service and set
the stage for the "green revolution".

The government also was the impetus for space exploration
which is already benefitting society through better communications
and practical applications of information from space. In less than a
quarter of a century, the United States has not only landed a man on
the moon but also extended space technology to improve
communications, agriculture and weather forecasting. In 1965
when the first communication satellite was launched, it could carry
240 telephone calls at the same time. By the late 1970's, improved
satellites could handle 6,250 calls simultaneously. The next
generation of satellites will each be capable of transmitting 12,000 to
14,000 telephone calls at once. Another group of satellites is
currently used for agriculture -- to forecast yields of wheat in the
2
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United States, the Soviet Union and Canada, and to assess

conditions of crops and forests. Weather-oriented satellites give

information which helps manage water resources. Data from

satellites represent a new source of information for geologists

looking for minerals and energy sources. Now, because of

technological advancement, space exploration is about to be linked

with several American companies in a partnership to pioneer new

work in space. On a space shuttle set to depart in April, 1981,

several companies have either leased laboratory facilities or cargo

space. Projects for the companies range from production of pure

silicon crystals to rare enzymes to materials processing. Officials at

the National Aeronautics and Space Administration say the space

shuttles are booked through 1984.
The history of computer, agriculture and space technologies

illustrates the value of cooperative efforts in which industry,

government and universities work toward positive, technological

goals. Exchanges of ideas, information and personnel speed the

progress of innovation. Oftentimes, one technology depends upon

elements from another technology in order to evolve. Computer

technology, for example, has interacted in a vital role with space

and to a lesser degree with agriculture. The computer is basic to

space history because without computers there could have been no

first landing on the moon for the United States in 1969.
Modern agriculture is taking advantage of the computer to

inform the farmer of plant development and to predict growth

stages before they happen. This transfer of computer technology to

agriculture occurred because the government used lines of

communication to farmers established through a century of

cooperative efforts.
In order to reach the present point in computer development, it

took the joining of electronics, optics, crystallography, plasma

physics and polymer chemistry. In more recent years, surface

physics and chemistry have become important along with work in

miniaturization, plasma etching and superconductivity.
Applications for computer technology have increased many-fold

since the first big computer was used to count the population of the

Unite-1 States in the 1950 Census. The computer history, however,

is no different from any other scientific breakthrough, major

innovation or technology advancement. Work in basic and applied

research was followed by the development phase and during all

three stages there was sufficient investment to allow the work to
progress in an encouraging, future-oriented environment.

Through investment, inventive individuals -- working

independently or for a company -- obtain the financial backing

3
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which enables them to pursue their research and development.
Investment provides the facilities not only for actual research work
but also for the plants and tools to transform the innovative idea
into a marketable product. And it is investment through education
which equips individuals with the knowledge and skill to engage in
R&D work.

Today's investments in research and innovation will help forge
tomorrow's economic and social course. Industrial innovation is at
the core of the economic well-being of the United States and is a
major contributor to economic growth. Innovation influences
inflation, stimulates productivity, employment and the ability of
U.S. products to compete both in domestic and world markets.

For decades, American industry -- through technological
innovation -- maintained a steady flow of new and better products
and services to the marketplace. Ever larger numbers of people were
employed and the United States dominated the international
markets with its technologically-superior products. Productivity of
workers and factories expanded, permitting the United States to
keep pace -- or in many years outdistance -- the rate of inflation, an
accomplishment which distinguished this country from most other
industrialized nations. America exported a greater volume of
products and services than it needed to import.

Technological innovation is a key element in future economic
vitality. It will help determine the U.S. standard of living -- both
economic and social. Technology does not decide social structure
but it does provide choices.

Innovation and technological progress are woven into the
fabric of United States history. Because of technological
developments, America has changed the focus of its worklife from
agriculture to industry to services and is now on the brink of the
information age. During the early years of U.S. history, the
country's resources -- workers and funds -- were invested in
farming. In contrast, by 1980 about 72 percent of employment was
in the service sector. It is significant that while the bulk of the labor
force is concentrated in service employment, the 3.5 percent of U.S.
workers in agriculture supply enough food for more than 220 million
Americans and to lead the world food market. Mechanization and
other innovations enabled farms to produce more food with fewer
employees and changed the structure of U.S. society -- from rural
farmers to urban industrial workers. Through the years society
profited from the technological changes, but often at the expense of
displaced workers. Society's challenge is not to denounce change
because it is change, but rather to share the responsibility and

4
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benefits of such technological changes with the individual workers
through training programs and policies aimed at easing the
transitions.

Declining productivity growth and high inflation marked the
U.S. economic scene during the 1970's. The United States lost
ground in the international marketplace and could not maintian a
favorable trade balance for most of the post-1973 energy crisis
period. Factors contributing to the listless economic pace included a
slowing rate of innovative activity and lower levels of investment --
both in terms of finances and R&D personnel. As a ratio of gross
national product (GNP), the United States invested less in research
and development than it had in the past. U.S. expenditures for
R&D, relative to GNP, were on the decline while those of major
economic competitors such as Japan and Germany increased. The
United States spent less than competitors, as a percent of GNP, to
build new manufacturing facilities and equip them with cost-cutting
machines and tools. At times during the 1970's, venture capital --
the type of investment which launches and expands innovative
firms -- was difficult to obtain. Other countries increased their
share of scientists and engineers in their labor forces while the U.S.
share declined.

The rate of technological change relies both on the rate of
discovery of innovations and on the availability of financing to
convert them into such products as fuel-efficient automobiles and
improved silicon chips which hold increasingly greater amounts of
information. The performance of innovation is important because
30 to 40 percent of the economic growth in the United States during
the past three decades has been attributed to industrial innovation.
Studies show that technological advances increase productivity for
R&D-oriented industries, create more jobs and improve the ability
to compete internationally. Many positive aspects of the United
States' position in international markets are seated in the
technological superiority of U.S. products. In foreign markets, the
United States held its lead in high technology manufactured
products during the 1970's, although there were signs of erosion.
The U.S. share of world market for technology-intensive products
has dropped, and America's high-technology goods, in comparison
to those of other industrialized countries, were not as successful in
third world market regions as in the past. This intense international
competition promises to continue in the 1980's.

The historical success of U.S. high-technology industry is a
pattern which should not be ignored. It is a pattern of success which
should spur government and business alike to support R&D
investments and policies which expand the economy.

99-271 0 - 82 - 8 5
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Both small and large companies have shaped American history
with inventive ideas which led to new products and to different and
more efficient ways of performing work. Some of these innovative
accomplishments are recorded in this staff study which also
pinpoints some government, university and industry successes
which placed the United States in a worldwide leadership role in
technology. This study outlines the connection of research and
innovation to this Nation's standard of living and economic
expansion, and, in particular, to productivity growth and
international competitiveness. While the R&D efforts of the United
States have declined relative to the past, this study concludes that
cooperative approaches by both the private and government sectors
can improve the inventive climate of the country. Sufficient
investment in research and development facilities and activities,
plant and equipment and in people will be necessary to restore the
vigor of innovation.

6
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II
THE IMPORTANCE OF INNOVATION

Productivity
The American worker is still the most productive in the world,

but U.S. workers are now increasing output per hour at a slower
rate than in previous decades. Workers in other countries,
particularly Germany and Japan, are pushing closer to the U.S.
worker output per hour:

* The German worker who produced 40 percent as much as an
American worker in 1950 advanced output to 88 percent of
the U.S. level in 1979.

* For the Japanese worker, output rose from 16 percent of the
U.S. amount in 1950 to 66 percent in 1979.

The gap is closing so rapidly that if present trends continue,
German workers will outproduce U.S. workers within six years.
Japanese workers, however, would need 13 years to pull abreast of
U.S. output at current rates.

Each decade since 1950 has resulted in decreasing gains in
productivity in the United States where the growth rate of
productivity has ranked behind every one of its major trading
partners. Output per hour growth for all goods and services
produced for the 1970's was 1.4 percent per year, compared to 3
percent during the 1960's and 2.6 percent during the 1950's.

Productivity growth for U.S. manufacturing workers during
the 1970's expanded at a rate less than half that for Japanese
workers, and in Germany, productivity growth was even higher
than Japan's as shown in Table I (A), on Page 8.

The sagging rate of productivity growut has as une of its mnany
causes a slowing pace of innovative activity. Machinery and process
innovation is one factor which contributed to the productivity gains
by German and Japanese workers. As shown in Table I(B), on Page
8, in recent years both Germany and Japan have invested more
heavily in new plant and equipment than the United States.

Plant and equipment investment is a vehicle to spread

innovation and is critical to technological progress. New machinery
is usually needed to manufacture new products and utilize improved
processes. Research and development, with its accompanying new

ideas and discoveries, leads to the need for plant and equipment
investment. R&D is not the only factor which contributes to output
improvement, but many experts attribute 30 to 40 percent of the

7
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TABLE IA

Productivity Growth, Manufacturing Only

Average for 1970's

United States
Japan
Germany

TABLE 1B

Plant and Equipment Investment as a Percent of GNP

Average for
1970's

United States
Japan
Germany

10.2
16.9
12.6

10.8 (1979)
21.0 (1970)
14.7 (1971)

TABLE IC

Percent GNP Devoted to R&D*

% Change
In Share

1964 1978 1964--1978

United States 3.0 2.3 -23
Japan 1.5 1.9 +30
Germany 1.6 2.4 +50

TABLE ID

Personal Savings as a Percent of Personal Disposable Income

United States
Japan
Germany

1970

7.4
18.1
14.6

* 1978

4.9
20.1
13.8

* Not all countries allocate R&D funds to the same goals. Latest data available show
the U.S. spent one-third of all R&D funds on defense and space, while Japan
expended virtually nothing in those categories and Germany's expenditures were only
8 percent.

8

2.2
4.7
5.4

High For
1970's
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economic growth in the last three decades to innovation. The
Department of Commerce studied high technology companies for
1957-73 and determined those R&D-oriented firms increased output
38 percent faster than other industries. The same study showed
these high technology firms created jobs 88 percent faster.

A study by Data Resources, Inc., in the late 1970's said that
companies which spend heavily AiI research and development
increase the output of their employees 75 percent more rapidly than
do other manufacturers. Increases in productivity lower producer
costs and lead to lower price increases than those in other industries.
Cost reductions which result from higher rates of productivity
generally lead to increased output and more jobs. Other figures
indicate that firms which invest heavily in developing technology
and carry it forward into commercial products have nine times the
employment growth and one-sixth the price increases as firms with
relatively low R&D investment.

Both Japan and Germany have increased R&D spending
relative to GNP in the last two decades as seen in Table I(C) on
Page 8. It is believed this additional R&D expenditure has
contributed to productivity growth. Germany upped R&D spending
as a percent of GNP about 50 percent from 1964 to 1978 and
Japan's increase was 30 percent -- in contrast to the 23 percent
decline in the ratio of R&D to GNP in the United States. The three
countries also have different priorities in allocating R&D funds, and
this may be a factor in productivity gains. In order to meet its major
international defense obligations, the United States spends slightly
more than half of government R&D funds for national security
commitments. About one-third of all R&D spending in the United
States, whether government or private, goes for defense and space.
In contrast, both Japan and Germany must restrict their defense-
related activities because of post-World War II agreements and
most R&D spending is directed toward civilian R&D which does
not include defense and space.

Another factor influencing the slowdown in productivity
growth in the United States is the increasing concentration of
workers in service industries where productivity growth is both
harder to achieve and more difficult to measure. By 1980 about 65
million members of the civilian labor force worked in service
industries in contrast to the estimated 26 million in the goods
producing sector. With future expansion anticipated in the
knowledge-information fields, the U.S. economy is likely to become
increasingly service oriented. More Americans already work in

9
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information-related jobs than in any other field and their numbers
are expected to increase.

International Competition

Innovation is one way to compete more effectively in
international markets. America's position in the world market has
slipped as the United States has bought more foreign products and
has not balanced the purchases with exports of American goods.
The cost of importing oil -- which jumped from about $3 billion in
1970 to about $60 billion in 1979 -- is largely responsible for this
unfavorable shift in the balance of trade.

One of the bright spots for the United States internationally has
been agriculture where R&D and technological progress have
greatly influenced productivity. Because of fertilizer, farm
machinery and other farming and food technology, American
agricultural output leads the world. Agriculture products valued at
about $35.2 billion accounted for 19.4 percent of United States
exports in 1979. Agriculture is the largest single category of U.S.
exports and is expected to reach S38 billion in 1980 -- up from $7
billion only 10 years ago.

Many positive aspects of the United States position in
international markets, too, are centered in the technological
superiority of a host of manufactured products coming from R&D-
oriented industries. Economists have shown a strong connection
between each industry's R&D intensity and its export performance.
Industries are termed R&D-intensive because of heavy investment
in research and development and because of a substantial share of
scientists and engineers in their employment. R&D-intensive
industries are chemicals, nonelectrical and electrical machinery
(includes computers and communication equipment), aircraft, and
scientific and professional instruments.

U.S. exports of R&D-intensive manufactured goods outpaced
imports of similar products throughout the 1970's. Exports of high
technology goods exceeded imports by $39.3 billion in 1979 -- up
from $11.7 billion in 1971. While the R&D-intensive goods surplus
grew markedly, the picture for non-R&D-intensive manufactured
products worsened. During the 1970's, the United States imported
more non-R&D-intensive products than it exported, resulting in a
deficit which grew from $11.7 billion in 1971 to S34.8 billion in
1979.

10
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While the U.S. trade balance traditionally has been
strengthened by technology-intensive manufactured products such
as aircraft, computers and telecommunications equipment,
evidence indicates the past strength in technology-intensive
products may be vulnerable -- a finding particularly troublesome
because these sectors contribute most to productivity growth and to
holding down inflation. The trade surplus in R&D-intensive goods
was about 2½h times greater in 1975 than it had been in 1971, but
gains slowed or declined in some years after the mid-1970's,
suggesting an erosion of the U.S. position internationally. A hopeful
sign, however, is the 1979 surplus of $39.3 billion in this category --
nearly 810 billion above the 1978 balance. Although the 1979
surplus is encouraging, part of the positive balance can be
attributed to depreciation of the dollar. As other countries have
increased their investments in plant and equipment, skilled labor,
and research and development, the list of products in which the
United States has a marked competitive advantage has narrowed.
Increased competition in technology-intensive industries is
beginning also. Continuing changes in the distribution of the
world's resources and the increased technical effort by major
competitors will likely increase international competition during the
1980's.

Technology-intensive products accounted for 48 percent of the
U.S. manufacturing exports in 1977, an increase from 38 percent in
1962. Of the top 20 industries ranked as export earners in 1977, nine
of those industries were technology-intensive.

A comparison of exports of several countries reveals that in
1977 exports of the United States were more technology-intensive
than exports of other countries. Technology-intensive products
accounted for 48 percent of the U.S. exports in 1977, compared to
41 percent for Japan and about 37 percent for Germany.

The growth of Japanese exports of technology-intensive goods,
and the growing share of these exports in markets that- were
traditionally dominated by U.S. producers indicate that Japan's
comparative advantage in technology-intensive goods has been
increasing. Japan's share of the world market for technology-
intensive exports quadrupled from 1962-77, while the United States'
portion dropped by one-third as seen in the following table. The fact
that U.S. exports still remain more technology-intensive than
exports from other major industrialized countries supports the view
that the United States may not have lost its comparative advantage
in technology-intensive goods, but may have experienced an erosion
of it.

11
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TABLE II

Share Of World Market For

Technology-Intensive Manufactured Exports

1962 1977

United States 28.3% 18.9%
Japan 4.2% 16.1%

Exports to developing countries where the United States and its
major competitors face the same market conditions is one way to
measure the competitiveness of U.S. high-technology products. In
1977 the United States had 25 percent of the market for high-
technology products in developing countries, holding a modest lead
over Japan. The U.S. share of such markets had dropped markedly
during 1962-77; Japan, however, recorded a surge of growth as its
portion of the market more than tripled. The statistics in Table III
support the theory of deterioration of the U.S. strength in high-
technology products, but there was strong performance by the
United States in the 1979 export market and whether the improved
figures represent a reversal of this trend remains to be seen.

TABLE III

Share Of Developing Countries' Market

For Technology-Intensive Manufactured Exports

1962 1977

United States 46% 25%
Japan 6% 22%

Another factor for consideration in future international market
competition will be manufacturing exports from developing
countries. Developing countries increased their manufacturing
exports from $14 billion in 1970 to $55 billion in 1977 for an average
annual growth of 22 percent. Predictions based on World Bank data
suggest an annual growth rate for developing countries of 12 percent
for manufacturing exports through 1985. During the 1970-77 period
the developing countries increased their share of the U.S. import
market from 12.3 percent to 20.6 percent.

12
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III
INVESTMENT NECESSARY FOR INNOVATION

Total Investment in R & D

The current economic climate -- characterized by change and
uncertainty -- does little to encourage long-term investment in
research and innovation. Relatively static R&D spending and plant
and equipment investment are signs of the slowdown in research
and innovation activity.

Historically, the United States has outspent all the other major
industrialized countries in research and development. R&D
expenditures for the U.S. traditionally equal or exceed the
combined outlays of Germany, Japan and France. One way to
analyze research and development activities for countries of varying
sizes is to compare the percent of R&D spending of each country in
relation to that country's GNP -- the total of the goods and services
produced. The U.S. base of research and development effort and
the level of the GNP are both much larger than those of other
western countries. The Soviet Union, however, spends a greater
percent of its GNP on research and development than the United
States.*

As discussed earlier, the United States and its economic
competitors do not spend R&D funds on the same goals. The
United States allocates more of its R&D resources to defense and
space than most other industrialized nations. In 1977 (the last year
statistics were available for the three countries) Japan spent
virtually all of its R&D funds -- 1.9 percent of GNP -- on civilian
R&D with a primary goal of developing marketable products and
new processes. Germany devoted 92 percent of its R&D efforts to
civilian projects. In contrast, the United States spent two-thirds of
its R&D total on civilian research while one-third went for defense
and space.

*Comparisons of Soviet Union R&D data are particularly difficult because of
differences between the Soviet Union and other nations in R&D definitions and
measurements. Because of the ambiguities, trends are more meaningful than isolated
data.
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Total research and development spending in 1979 for the
United States was $54.3 billion, 2.3 percent of the GNP.
Expenditures for 1980 are expected to reach $60.4 billion--
following the trend since 1976 of expanding R&D allotments. The
1979 total R&D of 154 billion equals $32.8 billion in constant (1972)
dollars.

The emphasis on research and development peaked in the
United States in 1964 when R&D spending totaled 3 percent of
GNP. Declines since that time have reduced R&D spending to a
level of 2.3 percent of GNP. The National Science Foundation
projects the United States' R&D expenditures, as a ratio of GNP,
will remain near its present level of 2.3 percent of GNP at least
through the mid 1980's.

As U.S. input to research and development, as a percent of
GNP, has decreased from the 1964 high, both Germany and Japan
have increased their budgets. In 1978, the last year for which
statistics are available for the three countries, the United States'
R&D outlay was 2.3 percent of GNP. Germany invested 2.4 percent
of GNP for R&D in 1978, an increase from 1.6 percent of GNP in
1964. (See Table I(C), on Page 8.) Japan had upped its R&D
spending to 1.9 percent of GNP in 1978 from 1.5 percent of GNP in
1964. R&D expenditures for Germany and Japan climbed sharply
from 1964 through the early 1970's; however, this pattern leveled off
in the late 1970's and R&D spending, as a percent of GNP, has
stabilized at mid-1970 rates.

When examining United States' R&D expenditures in constant
dollars, a high of $29.8 billion was recorded in 1968. After that,
actual spending stagnated in real terms until 1977 when outlays
again reached the 1968 level. Each successive year since 1977 has
brought some increase and total R&D spending is expected to reach
133.3 billion in constant dollars for 1980-- 10 percent above the
1977 figure of $30.3 billion.

Research and development spending is a long-term investment
and because of this, effects of declines in R&D efforts may not
appear immediately. Continuing stagnation of R&D work retards
scientific and economic performance. Scientists who win Nobel
prizes do so on the basis of research done years before and process
improvements aimed at increasing productivity sometimes take
many years for full implementation. The 1980 Nobel prize in
medicine, for example, was a long time coming for Dr. George
Snell, a retired U.S. scientist who shared the award with two other
people. Dr. Snell received the award for work he began in the
1930's. The trio was recognized for work in typing body tissue and
shedding new light on the human immune system.
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Federal Support in R&D

The Federal Government provided nearly half the funds for all
the Nation's research and development spending in 1979, down
more than 15 percent from 1964 when the government supplied two-
thirds of R&D expenditures. Estimates for 1980 show the following
funding levels bv sector:

* Federal Government -- 48.7%

* Industry -- 47.6%
* Universities -- 2.2%
* Nonprofit laboratories- 1.6%
The total funds allocated to research and development from all

sources in 1979 amounted to 154.3 billion and the government
contributed 826.8 billion -- or $16.2 billion in constant dollars. The
latter was up only slightly from the $16.1 billion Federal R&D
budget in 1970. Government spending for R&D actually declined in
real dollars during some years of the 1970's.

While the level of funds remained steady in real terms,
spending priorities changed over the 1970's. Funding for defense
and space declined over the period, although these two categories
continue to draw the major portion of the government R&D budget.
In 1970 the government directed 75 percent of its R&D money to
defense and space, compared to 60 percent in 1979. In the 1970's,
the Federal Government underscored the importance of energy
research and development by expanding that portion of the budget
from 4 percent to 12 percent. The increase in public support of
energy-related R&D followed the 1973 -energy crisis. Another
priority for research in the United States is health, in contrast to
other Organization for Economic Cooperation and Development
ifECD4T'i ;. Die Unie d Shates Tk-plp.a uhdro-neRunthe nf ttabl

expenditures for health research by OECD countries.
In Japan and Germany, industry rather than government

provides the majority of the funds for R&D. However, government
support in areas other than defense and space -- particularly R&D
related to economic growth -- is stronger than in the United States.
While providing funds for industrial R&D, some governments also
provide indirect assistance in the form of tax incentives, regulatory
policies, protective tariffs, provision of funds to start new
companies, and favorable patent and procurement policies. Some
evidence suggests indirect support of R&D may have more of an
impact on research and innovation than does direct government
involvement.

In the United States, a large portion of the federal research
dollar goes toward the support of basic research. The government
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traditionally has provided the bulk of the financing for basic
research -- nearly 70 percent of such funds throughout the 1970's.
In real terms, government support for basic research declined
during the first half of the 1970's, but the later years have seen the
Federal contribution edge slowly upward.

While such increases will help, many experts feel that funding
growth needs to exceed the rate of inflation to maintain an adequate
foundation for basic research where the knowledge base which
underlies much future innovation is discovered. Basic research is
becoming more complex as sources of major technological advances
now require a deeper exploration of scientific principles with
specialized facilities, larger research teams, and expensive
instruments and equipment.

There is often a 20 to 30-year lapse between the basic research
finding and technical application, therefore, the base for future
technological innovation is being deposited now. Basic research is
an essential element in maintaining the reservoir of knowledge upon
which the processes of applied research, development and
innovation draw.

Of total basic research performed in this country in 1978,
universities were responsible for slightly over half of the work. The
contributions from other segments included:

* Industry -- 16%
* Federal Government Labs -- 16%
* Federally funded Research and

Development centers -- 8%
* Nonprofit institutions -- 9%

A nonprofit institution, Battelle Memorial Institute, was one of
the partners in the successful development of the copying process of
xerography. Beginning work on a copying process in 1935, Chester
Carlson produced his first image in 1938. Using a crude
demonstration device, he attempted to interest businesses to provide
development funds. The companies turned him down. Carlson
obtained patents on his idea by 1942, but he could not attract
financial support. He came in contact in 1944 with the Battelle
Memorial Institute which had been set up to sponsor new ideas.
The Haloid Company, whose products were stagnating, agreed in
1947 to license and develop the process. Xerography became one of
the top success stories of innovation and changed the character of
business throughout the world, but it was not profitable until the
early 1950's -- 17 years after its conception.
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Industrial Investment in R&D

Industry more than doubled the dollars invested in research
and development during the 1970's, but inflation eroded this
increase significantly. The 1979 allocation for R&D of $25.5 billion
by industry was about two-and-a-half times the $10.4 billion spent
in 1970. Inflation, however, cut into industry's contribution and the
actual gain in R&D funds amounted to 3.5 percent annually.

Private industry has steadily increased its role as a supporter of
R&D in the United States so that industry's input is now almost
equal to that of the Federal Government. Even with these increases,
however, private industry's R&D funds as a share of GNP are
smaller than those of Japan and Germany.

Of concern during the 1970's was the lack of emphasis by
industry on research and development of new products; however,
industry toward the end of the decade appeared to be directing more
funds to new product development. The concentration of R&D
funds on improvement of existing products -- rather than on
development of new products -- was interpreted as a decision by
industry in the 1970's to focus on short-term, return-guaranteed
innovations. This attitude was blamed on several factors ranging
from regulation and government policies to the desire of corporate
managers to show favorable, short-term, profit-loss statements.

Both companies and industries tend to maintain R&D
expenditures within a certain percentage range in relation to current
sales. One 1979 survey found that industry as a whole invests 1.9
percent of its sales in research and development. The amount spent
for R&D can vary substantially from industry to industry and from
firm to firm within those industries. The same survey revealed that
information processing (computers and peripherals) compiled the
highest expenditures for R&D, 6.1 percent of sales for the industry
in 1979. One-half of one percent or less of sales was spent on R&D
by four industries: Tobacco, fuel, food and beverages, and metals
and mining.

Consistent R&D spending patterns are maintained by larger
corporations which have sizeable research and development
facilities, such as General Motors, International Business Machines
and General Electric. By contrast, some other companies -- such as
firms involved in high technology fields -- exhibit wide fluctuations
in their spending. In the semiconductors industry, spending for the
entire industry averaged 5.7 percent of sales in 1979, but
expenditures for firms within the industry ranged from a high of
10.1 percent of sales for Intel to a low of 1.3 percent of sales for
General Instrument, according to a survey of industry.
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Industrial R&D is concentrated in a few industries and product
lines and in short-term, applied projects. Of the research and
development work performed in industry in 1978, two categories
accounted for 43 percent of the spending. They were
aircraft/missiles and electrical equipment/communications. When
three other industries -- machinery (including computers),
chemicals and motor vehicles -- were added, the five industries
accounted for 79 percent of all R&D outlay.

Not only is R&D spending centered in a few industries, the
expenditures are concentrated in a few firms within those industries.
Although there were 10,000 to 15,000 firms which engaged in some
type of R&D in 1978, only 20 companies performed 50 percent of
the work, according to the National Science Foundation. In that
same year four firms were responsible for 20 percent of all R&D
effort.

Investment in Venture Capital

Innovative vitality depends in part on financing for risktakers
and entrepreneurs who want to start a new business or develop a
new idea. In the early stages a company may obtain equity capital
from individuals or venture capital companies. As the business'
operation and scope expand, a firm generally turns to the public sale
of stock to raise money.

How small firms fare in their efforts to secure financing in
public stock offerings is one measure of the Nation's innovation
climate. Trends during the 1970's showed a sharp drop in this
indicator, followed by a slow recovery:

* In 1969, there were 698 offerings, raising $1.4 billion.
* In 1975, there were only four public offerings, obtaining $16

million. (Causes for this scarcity are explored later in this
study.)

* In 1979, there were 73 offerings, securing 8368 million.
Small, technology-based firms need venture capital more than

other small businesses. Data on offerings by small technical
companies during the years 1969 through the first six months of
1975 show the firms experienced significant problems in obtaining
financing. There were 204 small technical companies which raised
$349 million in successful public offerings in 1969. Four companies
obtained $6 million in 1974 and no businesses in this category could
gain financing through this method in the frst six months of 1975.

In 1968 when venture capital was more readily obtainable, a
company known as Integrated Electronics (Intel) secured $3 million
and opened its doors. The company, a manufacturer of

18



123

semiconductors, was started by two scientists who broke away from
a large corporation to form their own business. In 1979, Intel had
$663 million in sales and more than 14,000 employees. Its stock
price has increased 10,000 percent since the company's founding.
Intel invests heavily (more than 10 percent of its income) in research
and development and continues to introduce new products.

In contrast, however, during the years when venture capital
was sparse, another new company was not so successful in
attracting financing in the United States and turned to foreign
sources for needed funds. A 1973 case involved Silonics, Inc., a
subsidiary which System Industries, Inc., of California, had formed
to develop and market a new ink-jet printing process. Unable to
raise the cash to put the n'ew process into production, the parent
company turned to foreign investors -- and opened the opportunity
for the appropriation of American innovative ideas. A Tokyo-based
company, Konishiroku Photo Industry Co., invested $5.5 million in
Silonics -- in return for 49 percent of the new company. A business
spokesman says the company now has one of the most promising
imaging technologies of the 1980's -- but only 51 percent of the
company is American owned.

Contributing to the scarcity of venture capital was the generally
poor economic climate and the 49 percent maximum tax on capital
gains which was in effect from 1969 to 1978 when the maximum tax
was lowered to 28 percent. Prior to 1969, the ceiling had been 25
percent. Capital gains are those profits earned from the sale of
stocks, bonds and other business investments and when the tax on
such gains is higher, investment activity tends to be slower. After
the reduction of the capital gains tax in 1978, purchases of public
stock offered by small companies increased significantly.

The availability of venture capital for small firms is important
to the overall economy because these companies have the highest
rate of employment growth and have compiled an impressive record
of innovation in the private sector. Firms with less than 1,000
employees accounted for almost half the major innovations between
1953-73, according to one study. Too, highly innovative firms
respond to challenges of major technological or market changes -- a
difficult adjustment for firms producing standardized products in
large quantities.

Investment in Plant and Equipment

Investment in new factories and machinery provides an avenue
to practical application of research and innovation because this kind
of investment -- capital formation -- permits the introduction of
new products and the implementation of new processes. Such
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investment is necessary to move innovation from the laboratory to
the marketplace and can lead to productivity improvements and a
stronger position in international markets.

Obsolete plant and equipment are rarely conducive to
innovation. In most industries, new machinery is needed to utilize
the latest technology, yet the estimated average age of industrial
equipment in the United States is now over 20 years, compared to
an age of 10 to 14 years for industrial equipment of U.S. competitors
such as Japan and Germany, according to the American
Productivity Center. In America, the equipment of some major,
mature industries is 50 or more years old.

The difference in equipment age between the United States and
other countries reflects a lower share of GNP going toward
investment in the United States over the last decade. America has
been spending less than both Japan and Germany to build new
plants and outfit them with cost-cutting equipment. During the
1970's, the United States spent an average of 10.2 percent of GNP
on plant and equipment, compared to an average of 16.9 percent of
GNP in Japan and an average of 12.6 percent of GNP in Germany.
Investment in new factories and machinery reached a high of 10.8
percent of GNP in the United States in 1979, a peak of 21 percent in
Japan in 1979, and 14.7 percent in Germany in 1971. (See Table
I (B), on Page 8.)

Expenditures in the plant and equipment category are directed
toward several goals including replacement of existing equipment,
pollution control, utilization of less energy and installation of
additional machinery to achieve more production. When looking at
plant and equipment investment figures, it is misleading to consider
that all of the investment goes for expansion of productive capacity;
however, it is this net investment which aids in growth of the
economic base and results in higher standards of living. When plant
and equipment funds are used for such objectives as pollution
control and conversion of machines to use less energy, the amount
which could be invested for additional physical capacity is reduced.
In 1979, roughly one-fourth of the 11 percent of GNP directed to
plant and equipment investment in the United States was spent for
additional facilities and machinery because most of the funds were
used to replace aging equipment. In the mid-1970's while plant and
equipment investment was in the range of 10 percent of GNP, only
about one-seventh of that investment was for additional structures
and machinery.

The economic climate is one factor which helps determine
investment levels. Although corporate managers may share in the
blame for the short-term philosophy which has reduced long-term
20
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investment, it is also true that high inflation rates are detrimental to
all kinds of investment -- including plant and equipment -- because
inflation increases the rates of return which business must receive to
keep abreast of rising costs. During periods of inflation, too, people
tend to save less of their disposable income and since savings
contribute to the pool of funds available for investment, this lack of
savings is partly responsible for a lower rate of investment. The
personal savings ratio for the United States has declined steadily
since 1973 when Americans saved 7.8 percent of their disposable
personal income. Americans in 1978 saved 4.9 percent of their
income -- about one-fourth of the 20.1 percent savings in Japan and
one-third of Germany's 13.8 percent (See Table I (D), on Page 8.)*

Because Japan saves one-fifth of its income and devotes a
greater share of GNP to investment, that country has been able to
accumulate capital rapidly -- reducing the differences in capital
stock between the United States and Japan. (Capital stock of a
country is defined as plants already erected and equipment in
place.) Notable changes occurred in the capital stock of the United
States relative to the capital of Japan during the period 1962-75,
according to a Department of Labor study. In 1962, the United
States had six times as much capital as Japan but by 1975 the
comparison was altered markedly -- the United States had only
twice as much capital as Japan.

Japan's greater rate of investment relative to the United States
is one factor in that country's increased productivity and improved
international position. From 1963-1975, while Japan was increasing
its capital relative to the United States, it was also experiencing
productivity growth several times greater than the United States
and quadrupling its share of the world market for technology-
intensive exports. In contrast, the United States' share of the world
market for high technology goods declined by about one-third
during the same period.

While the investment rate for the United States remained at a
depressed level (relative to Japan) during the 1970's, the U.S. labor
force grew by 22.4 million. As a result, the U.S. economy became
more labor-intensive as the number of workers and prospective
workers expanded at a rate greater than new on-stream equipment
and places of employment. This is noteworthy because employment
growth which is linked with plant and business expansion is a sign
of progress. However, growth in labor-intensity is a sign of decline,
not vitality. U.S. net investment in plant and equipment grew 1.8

*A broader definition of saving would include personal savings, business savings in
the form of retained earnings and allowances for government surplus or deficit.
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percent per year for 1970-79, compared to labor force growth of 2.5
percent a year. During the previous decade, net investment was 7.4
percent a year while labor force growth was 1.7 percent a year. The
expansion in labor-intensity from the 1960's to the 1970's is reflected
in data which show productivity growth declined in the 1970's while
labor-intensity increased as shown in Table IV.

TABLE IV
Comparisons of Growth Factors

(Annual Growth Rates)

Net Investment,
Plant And Labor Labor
Equipment Force Productivity

1970's 1.8% 2.5% 1.4%
1960's 7.4% 1.7% 2.9%

Even in the area of professionals most closely associated with
R&D expansion, there have been signs of decline in America. A
sufficient supply of trained scientists and engineers is an essential
factor in the caliber of research and innovation. Investment in
people through education ensures maintenance of a pool of well-
trained and creative engineers and scientists. American science
draws much of its strength from its academic institutions.

The linking of research and education at the postgraduate level
can influence both basic research findings and innovation activities.
The funding level of basic research affects the output of research but
it also contributes to the output of people -- scientists and engineers.

The United States has more scientists and engineers engaged in
research and development work (in absolute numbers) than other
countries, except the Soviet Union. However, the number of such
personnel as a share of the total labor force is increasing in other
countries relative to the United States.

The United States proportion of scientists and engineers in the
labor force was at its highest in 1968 and declined through the early
1970's. The level has been increasing slightly in recent years,
although the ratio has not returned to the 1968 peak. While the U.S.
decrease was occurring, Germany, Japan and the Soviet Union
increased substantially the proportion of scientists and engineers
engaged in R&D. Using a ratio of one scientist/engineer to 10,000
in the labor force, during the 1965-77 period:

* The United States experienced a decrease from 64 to 58,
although there was a peak of 67 in 1969.

* Japan increased its share from 25 to 50.
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* Germany's share went from 23 to 41.
* The Soviet Union's share grew from 45 to 82.
Later figures were available for only the United States and

Japan. They show increases in the ratio of scientists and engineers
per 10,000 labor force for the United States to 59 in 1978 and 60 in
1979, while the share for Japan dropped in 1978 to 49.

The number of scientists and engineers employed in R&D in
the United States grew along with the number of degrees awarded in
science and engineering although the pace was not as rapid as labor
force growth. Changes in the number of scientists and engineers
engaged in U.S. R&D have been as follows:

* 495,000 in 1965.
* 574,000 in 1977.
* 659,000in 1980.

These figures are in comparison to the following numbers in Japan:
* 119,000 in 1965.
* 273,000 in 1978.

And to these in Germany:
* 61,000in 1965.
* 111,000 in 1977.

And to these in the Soviet Union:
* 552,000 in 1965.
* 1.1 million in 1977.
The growth in science and engineering personnel during the

1960's was accompanied by an increase in Federal funding for
scientific investigations sponsored by Federal agencies and for
graduate fellowships and traineeships. This resulted in a rise in the
number of doctoral degrees awarded. By the mid-1970's, however,
doctoral awards began to decline as did Federal fund increases. The
National Science Foundation projects continued decreases in
doctorates awarded -- particularly in physics, chemistry,
mathematics and engineering -- over the next five years. There is
currently a need for doctoral personnel in computer sciences, solid
state physics and engineering, and the demand in these high
technology areas is expected to continue. The decline in doctoral
awards could mean a critical shortage of R&D performers,
especially in the areas of chemicals, electrical and nonelectrical
machinery and aerospace where the United States is still most
competitive internationally.

In analyzing personnel and education needs for the future,
another area which may experience employee shortages is the
computer industry. If that industry keeps growing at its current
rate, by 1990 it would need one million programmers. This
projected need for programmers far exceeds the number the Nation
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will produce unless present trends change considerably. It is
possible, however, that technology -- such as the development of
standard computer programs which would sharply reduce the need
for totally individualized programs which require more highly
trained personnel -- may help to offset some of the anticipated
personnel shortfall.

While shortages are expected in some areas for future recipients
of doctoral degrees, an oversupply may occur in other fields. This is
expected partly because fewer academic jobs will be available -- a
consequence of the decreasing number of undergraduates and the
low retirement rate of professors. It is feared the lack of infusion of
young scientists into the academic faculties will mean a less vital
academic community.

The decline in number of doctoral degrees awarded has been
accompanied by a decrease in government financial support for
graduate students. In 1968, the Federal Government was the major
source of support for 40 percent of the graduate students compared
to about 24 percent of the graduate students in 1979.

The education of tomorrow's engineers and scientists requires
an investment in expensive, modern teaching laboratories with up-
to-date instrumentation and equipment, for it is in university
laboratories that innovators of the future gain practical experience
in solving problems, finding solutions and making decisions.

Many schools, however, are having difficulties financing the
costly facilities and instruments which are needed. The consequence
is that students are being trained on obsolete equipment; some
experiments cannot be performed in existing facilities which are
equipped with tools from an earlier generation. At a leading West
Coast school, the newest accelerator used for work in pure and
applied nuclear physics was built in 1960. A study by 16
independent private engineering colleges places the cost of keeping
their laboratories up-to-date at 51500 per bachelor degree granted.

The decline in Federal spending for academic research facilities
is partly to blame for the growing obsolescence of academic research
installations. Government support of such facilities dropped from
8212 million in 1966 to 824 million in 1977 (in 1972 constant
dollars). Federal funds to universities for purchasing laboratory
equipment also declined, but not as greatly.

Although Federal support for research facilities increased to
536 million in real terms in 1978, funding declines have been
registered since. The 1980 funding level was 823 million in constant
dollars, less than the 1977 allocation; and the 1981 proposed budget
contains a further decline to 119 million.
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IV
THE ROLE OF SMALL AND LARGE COMPANIES

History is filled with examples of individuals and small
businessmen whose inventive ideas have changed life in America
and in the world. To the list of earlier inventions such as Eli
Whitney's cotton gin, the Wright Brothers' airplane, Alexander
Bell's telephone, Thomas Edison's light bulb and Gordon Gould's
laser have been added more recent innovations of copying
machines, computers and microprocessors.

Such companies as Xerox and Texas Instruments, major
innovators in their fields, began as individual endeavors. Firms
entering the marketplace for the first time -- trying to gain entry
with a new product -- stimulate innovative competition. The
electric typewriter was introduced by a newcomer to business -- not
the maker of manual typewriters. In turn, today's word processor
was not developed in the established electric typewriter business,
but in a new venture. New firms, vying for a spot in the

marketplace, introduced the radio, transistor radio, incandescent
lamp and cable television, as well.

Like many other American industries, semiconductors entered

their most creative phase when individuals left parent companies to
launch their own businesses. Many firms in the Santa Clara region

of California were started by individuals who had been associated
with large companies. This area acquired the name of Silicon Valley

because of a dominant product, the silicon chip -- a key component
of the microelectronics industry. Another Silicon Valley firm, the
Hewlett-Packard Company, had its beginnings in a one-car garage
wI_ W71!.. Hewlett and fn.avd Packard made an audio-

oscillator, a device that generates signals of varying frequencies.
Now the world's largest producer of electronic measuring devices

and equipment, Hewlett-Packard Company employs over 42,000
people.

Increasingly, however, the independent inventor finds it harder

to attract the necessary funds for production facilities and
marketing. Although small businesses have been the traditional
innovators in America, they and independent inventors often
require the resources of large corporations to commercialize new

products. In their own right, however, large companies have been
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responsible for many innovations. It was in the Bell Laboratories of
American Telephone and Telegraph Company that the first
transistor was developed. Made of germanium and destined to
transform the electronics industry, the transistor was a cheaper,
sturdier and more efficient replacement for the vacuum tube which
had been used previously in most electrical products. Researchers at
another large company, DuPont, worked several years before
producing nylon, a synthetic fiber. In the history of this product,
nylon, there was a large chemical company to underwrite the years
of research necessary to create it. When it came time to break into
the market, a pool of experience in marketing techniques was
available. DuPont introduced nylon hosiery in May of 1940 -- and
in the first year alone sold 64 million pairs. The development of
nylon continues to have far-reaching benefits; for example, one of
today's uses for nylon is for the interfacing material between heart
pacemakers and human tissue.

In high technology industries, success often depends upon
innovation. Large businesses today are working on scientific
advances which will contribute to high technology areas of the
future economy. General Electric Company has developed bacteria
which can digest oil, and the patenting of that discovery is a
landmark from which a myriad of similar findings could spring. GE
scientists also are working on a sodium sulphur battery which will
allow electric utilities to store excess power during periods of low
demand for use during peak periods. Employees of International
Business Machines are experimenting with computer controlled
beams of electrons which etch the circuits onto tiny silicon chips --
striving for a more powerful, faster and cheaper microprocessor.
Some large companies -- such as GE, McDonnell-Douglass and
TRW -- are preparing for work in space because the National
Aeronautics and Space Administration has leased facilities on a
space shuttle to depart in 1981. Companies reportedly are waiting in
line to have space on the shuttle because they want to produce ultra-
pure silicon crystals for microprocessors and rare enzymes, both
products which are impossible or not economically feasible to
produce on earth because of gravity.

Large companies -- among their other contributions to the
economy -- sometimes are relied upon by the small innovator for
production and marketing of the innovative products. Individuals
or small businesses often conceive the idea which results in the
original innovation, but the resources of large firms are needed for
marketing and production. Diffusion -- the spread of the new
product into the marketplace -- determines the success of the
innovation, as illustrated by the history of the sewing machine.
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Although the sewing machine was originally patented by Elias

Howe, it was Isaac Singer's firm which manufactured and sold

millions of them, creating the Singer name association with the

sewing machine. The sewing machine case -- the coupling of

Howe's original technological genius with Singer's production and

promotional ability -- is illustrated in many inventions. The Singer

firm flourished, but the company Howe had founded ultimately

disappeared.
While the resources of large companies are significant to the

innovative process, it is small companies -- usually with more

internal flexibility, with a more narrow focus, perhaps on one

product, and more willingness to gamble on the success of that

product -- which are regarded as disproportionately important to

the growth of the U.S. economy. According to a study by the

National Science Foundation:
* Small firms (with less than 1,000 employees) were

responsible for almost one-half of the most significant new

industrial products and processes during the period 1953-73.

* Businesses with less than 100 employees contributed almost

one-quarter of the innovations.
* Small firms produced four times as many innovations for

each dollar invested in R&D as did medium-sized firms and

24 times as many innovations per R&D dollar as large firms

employing more than 10,000 employees.
While it is true that most small businesses perform no R&D,

small firms which do engage in R&D do so more efficiently than

large companies.
Other evidence shows that, during the period 1966-76:
* Small firms increased their R&D investments at a more

rapid rate than that of all firms combined.
* While all company-funded R&D grew at an average annual

rate of 9.2 percent during the same period, company-funded
R&D at small firms increased at an average annual rate of

10.6 percent.
The pattern was more pronounced in the years 1972-76 when

the average annual rate of growth of industry-funded R&D at all

firms was 10.8 percent, while that at finrs with less than 1,000

employees was 15.2 percent.
The role of small business has been especially important in the

less expensive, early stages of innovation, as well as in industries

where innovation as a whole is less costly and within the financial

ability of small firms. A 1977 report of the Office of Management

and Budget concludes that while companies with fewer than 1,000

employees received only 8 percent of the Federal R&D dollar, those
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companies were responsible for about 50 percent of the major
technical innovations over a 20-year period. Another study shows
that a benefit from private investment in small innovative ventures,
besides the creation of new jobs, is an additional $35 in tax revenue
for each $100 of private capital invested in the business.

As noted, some reasons offered to explain the innovative
success of small businesses are their flexibility and willingness to
take risks-- characteristics often lacking in large, mature firms.
One theory is that as an industry matures, it becomes more resistant
to change and, thus, to new technology. In some industries
substantial investment in production processes which have been
standardized can work against major innovations. Such companies
often feel that the financial commitments are too great and the
organizational structure of the business too established to
successfully undergo change.

While the introduction of new, first-time-on-the-market
products frequently attracts much of the public attention,
development of new processes to make the products are important
to economic growth because new processes enable American
workers to produce more. For example, the advent of the computer
and photo-typesetting composition techniques has resulted in the
newspapers of America being able to provide more and later-
breaking news for its readers. Only a few years ago typesetting
machines which cast words and stories into metal at the rate of 15
lines per minute were used. Those hot metal machines were
replaced by new technology phototype equipment which produces
2,500 lines per minute. Broadcast journalism has benefitted from
technology gains by its use of small, portable cameras which bring
stories to the screen live from locations away from the studio.

In addition to major innovations, a series of minor innovations
can culminate in economic benefits. Regular, consecutive gains in
petroleum refining processes have amassed into significant
productivity growth. Incremental innovations, such as the use of
larger railroad cars and unit trains, have resulted in dramatic
reductions in the cost of moving large quantities of materials by rail.
Because of continuing incremental improvements of incandescent
light bulbs, the price of those bulbs has fallen more than 80 percent
since their introduction. Similarly, because of incremental
improvements of the DC-3, airline operating costs have been
slashed by half. Semiconductor prices have a pattern of falling 20 to
30 percent each time production is doubled. In the examples from
oil refining to semiconductors, major process innovations have been
followed by numerous minor improvements both to products and
processes.
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V

FACTORS AFFECTING INNOVATION
Regulations

Innovation, in the form of more efficient equipment and less
polluting processes, has helped American businesses conform to a
variety of regulations, but those same regulations often have
restrained innovation and diverted funds from productive
innovation investment.

The joining of innovation and regulation has had both positive
and negative effects as private businesses strived for public goals of
a cleaner environment, safer workplaces, and less hazardous
consumer products. These are goals whose attainment benefits
society, but the results are not registered in the measurements which
track U.S. economic performance and growth.

There have been times when the combination of regulation and
innovation has resulted in positive developments for both social and
economic aims. Many regulators argue that regulation has led to
cost-saving practices, especially in the area of resource recovery. In
a process where water is used, for example, that resource (water)
can be retained in a closed cycle process and after purification can
be used again -- instead of dumping the used water in open
processes.

One company has introduced a lithograph printing plate that
uses non-polluting tap water, instead of chemical developers, to
produce an image. It has also been suggested that regulations
spurred American car makers toward fuel efficiency goals. The
other side of the regulation-innovation issue is that money which is
spent complying with regulation depletes the funds available for
research and development -- the birthplace of most innovation --
and decreases the investment in plant and equipment, the means of
moving an invention from the infant stage to the market. Too, the
unpredictability of future regulations has inhibited development of
new products and new processes as much as current regulations.
Innovation itself involves a considerable amount of risk; and, when
combined with the uncertainty of regulation, this risk is
compounded.
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From the evidence available, compliance costs placed on the
economy already amount to more than $100 billion a year. In 1965,
$93 billion worth of goods and services were produced under
varying degrees of regulation. By 1979, the total was $358 billion --
nearly four times more than in 1965. The influence of government
regulation on the economy is significant. Because it affects both the
demand for and the supply of goods and services, regulation has an
important impact on what is produced, how it is produced and for
whom it is produced.

The role of regulation and its impact on innovative investment
is particularly important in the context of small business. Small
businesses create 66 percent of all new jobs and generate 24 times as
many innovations per research dollar as do the largest companies.
By any standard, small business is important to the innovative
process and a catalyst to economic growth. As such, it should be
nurtured rather than encumbered.

Unlike larger companies, small concerns do not enjoy the
luxuries of separate accounting, finance and other divisions which
can share the burdens of regulatory compliance. It comes as no
surprise, therefore, that government regulation may actually be
inhibiting the formation of new business enterprises. *

Patents
Established in 1789 by the U.S. Constitution as the final

governmental incentive for research, patents represent one concrete
result of research and development. While patent activity is used as
one measure of innovative activity, analysts caution that patents are
only a rough indication of inventive vitality.

Patent activity by U.S. inventors declined during the 1970's
both at home and abroad. The decline occurred in almost all
product fields. In contrast, patenting in the United States by foreign
nations, particularly Japan and Germany, increased during the
same period.

Patenting is affected by a number of factors, including the
decision to use a patent or trade secret to protect discoveries. In
addition, R&D expenditures, economic or market interests, patent
laws and regulation are other determinants in patent filings. From
1971-78, the number of patents granted annually to U.S. inventors
declined by about 26 percent. Some reasons offered to explain the
decrease are:

* A more detailed discussion of regulation, and of the associated policy
recommendations is provided in the SSEC paper entitled "Government Regulation:
Achieving Social and Economic Balance".
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* Lower profit margins and economic uncertainty have made it

unattractive to expand product lines through new inventions.
* Industry has a large commitment in plant and equipment to

existing products and processes and is not looking for ways to

change them.
* Inventions may not be needed as much as they once were

because many inventions made in the 1960's remain to be

exploited commercially before new ones are needed.

The patent system itself is blamed for some of the decline in

patenting. For small businesses and industries where technology is

changing at a rapid pace, obtaining a patent may prove too

expensive and time consuming. Some companies do not pursue the

patent process because of the increasing number of court challenges

to patent validity and the potential expense of a lawsuit. There is

criticism, too, of the administration of the patent system,

particularly of the length of time taken to process a patent

application and the lack of depth of investigations about previous
patents on similar discoveries.

Some industries prefer patents for protection while some

industries turn to trade secrets. While patent protection is limited to

17 years, trade secret protection lasts as long as secrecy is

maintained. Innovators in some fields, such as electronics, contend

that technology is changing so quickly that an innovation could be

replaced by the time the patent is granted, and, therefore, these

inventors prefer to rely on trade secret protection. Trade secrets can

be a means of gaining exclusive use and economic benefits from an

invention without disclosing technology. The tendency to rely on the

patent system is highest in industries where technical advances are

easily copied with little independent development work. Secrecy

may be more desirable than patenting if the costs of detecting and

policing patent infringement are high, as in the case of some process

inventions.

Foreign country patenting by U.S. inventors decreased by

almost 18 percent from 1967-77. The factors which influenced

patenting in the United States also prevailed in foreign patenting. In

addition, some foreign laws are considered too strict and the

apparent benefits of holding patents in some foreign countries are

not large enough because of limited product markets. Also, national

credit for patents may be shifting somewhat because in many cases

subsidiaries of U.S. corporations abroad assume the nationality of

the host country when patenting inventions, and, therefore,
inventions are not attributed to U.S. ingenuity.
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While U.S. patenting dropped, foreign patent activity in the
United States was on the rise:

* There was approximately an 11 percent increase in patents
granted to foreign citizens between 1971-78, compared to a
26 percent decrease in U.S. patents granted to U.S. citizens.

* Foreign inventors obtained 38 percent of the U.S. patents in
1978, up from 20 percent in 1966.

Many of these foreign patents, of course, are assigned to U.S.
companies or individuals and are available for use by their U.S.
owners. For example, although 35 percent of all U.S. patents in the
communications equipment product field from 1975-77 were
granted to foreign inventors, more than 15 percent of these foreign
inventions were owned by U.S. companies or individuals.

The large, lucrative market of the United States is
economically inviting to foreign competitors and the increased
patenting activity by foreign countries in the United States has been
accompanied by an expansion of exports to the United States and
more R&D expenditures in their home nations. Taken alone, the
rise in patents for foreign inventors might not be notable, but when
improved export performance of America's economic competitors --
especially Japan and Germany -- is considered, the foreign patent
activity is relevant as are increased R&D expenditures by those
countries.
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VI

POLICY IMPLICATIONS AND
RECOMMENDATIONS

America's preeminent economic success is rooted in many
decades of technological advance. Innovation and technological
progress have formed the basis for a sustained rate of economic

growth -- providing a continually improved standard of living

which Americans have come to view as a heritage to be transmitted

by each generation.
The changes which have been induced by innovation -- such as

electricity, modern agriculture, communications and

transportation -- have been fused into the fabric of society,

profoundly altering the way of life. Advances in science and

tecnhology have the potential to meet many of the challenges the

United States and the world will face during the next two decades.

With world population predicted to grow by about 40 percent by

2000, technological advances will be needed even to maintain the

present standard of living around the globe. Research and

innovation will be called upon to meet more peoples' needs for food,

energy, housing, health care, learning, transportation and other

facets of living. Without a strong technological foundation, these

needs will not be satisfied. Science and technology alone are not

sufficient, but they are necessary ... along with measures and

policies to meet the social goals of society.
Scientific research, if vigorously pursued, can guide a more

effective application of natural and human resources. A high

innovation rate is desirable to structure technology, for example, to

produce more and nigner quality 1u0, -U twnse v AMn: V-sy

supplies and find alternatives. Technology can help find

alternatives for materials now in short supply. It can lead to the

acquisition of raw materials and a cleaner, safer manufacturing

process. Technology advances are linked to productivity

improvements and a better international position. Innovation helps

create jobs as well as stabilize and even lower prices.
Innovation includes experimental applications and ends with

commercialization to meet the needs of the marketplace. It is the

industrial environment that is most conducive to promoting a

discovery or invention to the status of innovation. For most of two
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centuries in the United States, industry in the free enterprise system
has been extremely successful in matching the needs of citizens with
the capability of technology.

Many of the challenges of the future, however, call for a more
cooperative approach to innovation by industry, government and
universities. This three-pronged support of technological
advancement is necessary because of the acknowledged complexities
of future innovation and because of past and current economic
conditions. As the United States enters the last score of the 20th
century, it carries with it the scars of the 1970's: Severe price
inflation spurred by dramatic increases in energy prices, aggressive
international competition, declining productivity, rising
unemployment, and sluggish investment in research and
development and in plant and equipment. It is argued that general
economic conditions provide the main drag on the innovative efforts
of U.S. industry, not the lack of creative, inventive talent and ideas.
Poor economic performance depresses profits from which industry
can reinvest in technological developments.

Even when economic conditions are favorable, an increasing
share of promising technological projects call for investment beyond
the financial level of most corporations. The costs of certain
facilities needed by both industry and academic scientists have
escalated beyond the means of either. Many potentially beneficial
programs -- such as the development of ocean resources, nuclear
fusion and space systems -- require both government-industry
cooperation and international cooperation. One such effort already
underway is the space shuttle set for launching in April, 1981,
when industry and government plan to conduct laboratory
experiments in space. Involvement of industry, government and
universities in joint projects helps assure that the technology
acquired in the ventures is spread through society. Government
officials involved in the space shuttle project today recognize the full
potential for public benefits will be realized if space travel spinoffs
are not only developed but also ultimately utilized by the industrial
community. Through such joint efforts, the transfer of technology
to society will occur more rapidly.

Congress has taken a significant step toward encouraging a
more cooperative atmosphere through the passage of legislation to
establish industry technology research centers. These centers are
patterned after experimental facilities already underway.
Envisioned is a network which brings a cohesiveness to the
fragmented elements of society already involved in research and
innovation. The centers are viewed as the best hope of bringing to
the economy the positive contributions of:
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* The academic-university environment where basic research
flourishes.

* The industrial sector where ability and techniques exist to

convert an inventive idea into an innovation.
* The Federal Government with its capacity to foster a climate

which values long-term investments in and commitment to
research and development.

The centers will be designed to use funds and personnel from

each segment and with a goal to reduce Federal funding as centers

become self-sufficient. Such centers would:
* Concentrate on underlying technology important to a variety

of industries.
* Disseminate foreign and domestic technical information.

* Serve as an educational and training facility for students. In

the future, consideration could be given to establishment of
intern programs.

* Provide technical assistance and advisory services, an aid of
particular importance to small and medium size firms.

Through fertile understanding, academia and government can

grasp the marketplace pressures which face business, while industry

can appreciate better the language of the basic research in the

academic world. The education process of universities could be

enhanced through faculty resources based in industry, and the

exchange of people could be a catalyst to the flow of information

among government, university and industry.
At the same time that these three components engage in

cooperative programs, steps must be taken to increase public

understanding and participation in scientific and technological

activities. It a-kes an iormed citizenry to understand and adapt

successfully to technological advances.
While a cooperative endeavor is one means of cultivating

research and innovation, more comprehensive investment in

research and development, plant and equipment, and human

resources will be necessary to ensure future economic vitality. If

innovation is to be an effective tool, the United States perspective

will have to shift to a long-term, anticipatory framework, rather

than a short-term, reactive one. At the same time, this requires an

economic environment -- mostly fostered by the Federal

Government's policies -- which encourages longer-term, private

business decisions. Additionally, the shift in thinking would entail

change for both American businesses and citizens because many

businesses tend to base their investments on decisions which will

result in short-term profits, rather than in future, long-term payoffs,

and because Americans tend to save a lesser portion of their
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disposable income than people in competitor nations. The short-
range investment view of business and the lower personal savings
rate erodes long-term national commitment to innovation.

While investment is a key element in promoting innovation,
government policies should be reviewed to ensure they do not act as
barriers to the development of innovative firms. Areas for review,
addressed in other staff studies of the Special Study on Economic
Change, include:

Regulatory policies which may divert funds needlessly from
R&D investment. The goal should be to achieve compliance without
compromising social goals but at the same time do so efficiently, in
the least costly manner, and with as little waste as possible.
Regulations have a marked impact on small businesses, and
because of the significant role of small businesses in both innovation
and employment, the burdens of regulation should be eased, where
possible.

International trade policies which could affect industry's role
in the international market. International trade is particularly
important because exports of U.S. high-technology industries help
balance the imports which the country needs. Various government
programs affecting international trade should be studied, and, if
necessary, be revised to avoid undue interference with the sale of
U.S. products abroad. International trade policies should place
more emphasis on exports and strive to make American products
more competitive in foreign markets. Negotiations on trade
problems and adjustment assistance should be geared to assure
United States companies access to markets abroad and adjustment
benefits at home, where possible.

In order to stimulate the growth that is necessary to realize the
full potential of the United States' increasing labor force and to
compete more effectively in international markets, a three-tiered
investment strategy is needed. Incentives could encourage
investment in research and development, in more modern plant and
equipment, and in human resources.

Investment In Research and Development
Government policy on research and development is of major

importance because the U.S. Government provides about half the
funds for all R&D in this country and because government tax,
patent, antitrust, trade, Federal procurement and regulatory
policies influence privately financed R&D. Technological
innovation is inherently a private sector activity, but government
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affects innovation in major ways. These measures could help ensure
an adequate level of R&D activity:

* Basic research funding levels which take account of inflation
and the increasing complexity of conducting such research.
Funding growth needs to exceed the rate of inflation because
it is in basic research that the knowledge base for future
innovation is discovered. Basic research is becoming more
complex as sources of major technological advances now
require a deeper exploration of scientific principles with
specialized facilities, larger research teams, and expensive
instruments and equipment.

* Continued strong Federal support for academic research.
Funding increases in real terms for a number of years will be
necessary to compensate for substantial declines in this
funding between 1968 and 1976 and for the soaring costs
facing universities.

* Federal assistance to universities to modernize their facilities
for basic scientific research. A protracted period of low
investment for research plant and equipment for universities
has caused many installations to become obsolete and
inadequate for current research projects. Several years of
increased funding will be necessary to update the facilities
and equipment for future research needs.

Although industry more than doubled the dollars invested in
research and development during the 1970's, inflation significantly
mitigated the contribution. Even with the growth in funding,
however, private industry in the United States contributes less
relative to GNP than private business in Japan and Germany. To
encourage research and development activities by industry,
revisions in the tax code are recommended. Revisions could include:

* Expansion of the tax provisions to provide an investment
credit for R&D business expenditures in addition to the
current allowable deductions and to permit credit for
investment in R&D structure and equipment along with
depreciation of such facilities and equipment as presently
allowed. More favorable treatment could be given to firms
which increase their levels of R&D spending, with special
emphasis on the early years of high-technology firms.

* Enactment of tax credits for contributions made by
individuals and corporations to nonprofit research-oriented
activities.

* Provision of a tax exemption on capital gains from the sale of
venture capital stock if the capital gains are reinvested in
new small, R&D-oriented businesses within a specified time
period.
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* Increases in the amount of losses within a specified time
frame which can be deducted from ordinary income by an
individual who invests in a new, high-technology company.
Small technology-based firms which are considered risky
ventures could be assisted in attracting investors.

Investment in Plant and Equipment

Plant and equipment investment is essential for the
transformation of research ideas into new products and processes.
New facilities and machinery are needed to utilize the latest
technology and to move innovation from the laboratory to the
marketplace. Because this kind of investment lagged during the
1970's, incentives are needed to encourage plant and equipment
investment. Possible incentives include:

* Provisions which encourage personal savings. Such
provisions could exclude a greater amount of interest income
from taxation and decrease the tax rate on capital gains.
Personal savings are important because they contribute to
the pool of finances from which plant and equipment
investment must come.

* Liberalization of the tax code depreciation provisions to
allow faster depreciation of non-residential investments.
Depreciation allowances are tax write-offs designed to
compensate businesses for the decline in the value of aging
equipment. Allowances for the depreciation of existing plant
and equipment are based on original purchase price which in
a period of rapid inflation is much lower than the
replacement cost. As a result, the real value of the tax write-
off is reduced, and businesses pay higher taxes. This has the
effect of diverting into taxes the dollars which might have
been available for reinvestment.

Investment in Human Resources

America's labor force needs the skills and education to conduct
research and development and to operate modern machinery.
Investment in the education and training of United States workers
should accompany the investment in R&D and in plant and
equipment in order to accommodate technological improvements.
Measures to assure an adequately educated and skilled labor force
include:

* Internship programs under the industrial technology
research centers described earlier in this policy section. In
return for Federal educational financial aid, interns could be
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required to work a prescribed period of time at such a
research center -- contributing both to the education of the
intern and the research output of the center.

* Increases in the share of student financial assistance
programs devoted to studies for the advancement of science
and technology. Such programs could be targeted for study
of specific areas under agencies like the National Science
Foundation. Greater assistance should be directed toward
academic areas in which future personnel shortages are
anticipated.

* Programs to provide retraining and reemployment in
adjustment assistance for workers displaced because of
technological change. The emphasis should be to direct
workers to growth areas rather than exclusively on
supplementary unemployment insurance. This is not to
suggest that policy directed at retraining and reemployment
in growth sectors is the only course, but that policy should
concentrate on and emphasize the merits of a national goal to
best utilize resources in the growth sectors and to improve
national productivity performance.
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CHAIRMAN'S INTRODUCTION
Senator Lloyd Bentsen

Chairman, Joint Economic Committee

No single word better describes the economic difficulties of the
past decade than stagfation -- that unfortunate combination of in-
flation (or rising prices) and stagnation (or sluggish economic
growth).

Stagflation did not emerge as a grave threat to the industrializ-
ed nations of the world until the 1970's. Before the past decade, an
apparent trade-off existed between inflation and stagnation, with
one normally easing as the other increased. But the situation has
changed dramatically. Instead of one evil serving as an antidote for
the other, both of them are occurring at once.

The 1979 experience provides a good example. Inflation that
year continued to soar at an annual rate of 9 percent, despite a drop
in economic growth to just 1 percent. Traditional economic policies
suddenly appeared ineffective, since their solution for one problem
only made the other worse.

The following staff study from the Special Study on Economic
Change takes an in-depth look at the stagflation dilemma, em-
phasizing the basic changes in the economy that have helped bring
about stagflation. In particular, the study analyzes those factors
that have fueled inflation and caused it to persist during periods of
stagnation. The study pinpoints a number of Federal Government
activities that appear to contribute to the problem.

Inflation -- and inflationary expectations -- have become deep-
ly rooted in the American economy. Cost-of-living escalators,
business contracts, government programs, environmental and safe-
ty regulations all have helped to create a built-in, or "core", rate of
inflation that remains high even as business becomes sluggish.

This study reminds that the economy has been buffeted by cer-
tain outside events, called "external shocks", that have raised the
general level of inflation. Our increasing ties to the world economy

i
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have made us much more vulnerable to the actions of other coun-
tries. The shock of the four-fold increase in world oil prices during
the 1970's offers the most vivid example.

But most of the factors that lie behind stagflation are internal,
forming part of the very fabric of our economy. To the frustration of
those who have supported the use of old treatments for new prob-
lems, these factors continue to resist the conventional prescriptions.

The stakes involved are high. This study points out that
stagflation is indicative of progressively worsening performances in
our economy.

As is apparent by now, the answer to stagflation will have to
come on two fronts. Needed are policies that simultaneously reduce
inflation and stimulate economic growth. Since stagflation has
many causes, it will demand a variety of solutions, applied patiently
and with a firm resolve. Whatever else the experience of the 1970's
may have taught us, it is clear that there is no easy, short-term cure.

This staff study and the accompanying technical papers which
form Volume IV of the SSEC contribute significantly to the
decision-making process in government. The study examines hopes
for economic revival, reaching the conclusion that fighting inflation
with rising unemployment is unacceptable and unnecessary. The
study determines that, for too long, too much emphasis has been on
managing demand and not enough on improving supply. It con-
cludes that a greater commitment to increasing supply will improve
the long-run growth potential of the economy and of productivity.
And, over an extended period, there will be a major payoff on the
inflation front, as well.

ii
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Ranking Minority Member's Introduction
CONGRESSMAN CLARENCE J. BROWN

Stagflation has gripped this country for most of the past
decade. The past four years have shown just how serious this afflic-
tion is in our country.

Real
GNP
Growth
(72 dollars) Inflation (CPIU

1977 5.5 6.8
1978 4.8 9.0
1979 3.2 13.3
1980 - .2 12.4

While the inflation, the interest rates, the unemployment, the
slow growth and the uncertainty are extremely troublesome for all
Americans, what is particularly worrisome is the large number of
public officials who have not learned one thing from one decade of
economic disgrace. There are those who still want government and
government's programs to save our economy. Never has a hope
been so misplaced.

The mere presence of stagflation questions the efficacy of the
oldtime economics. These worn out economic theories told us that
economic growth could lead to inflation, and, consequently, that
slow economic growth would make inflation low. If that is true, how
can we have economic growth slumping and inflation rising? How
could we be in this predicament for almost a decade? We have been
waiting during this decade for the oldtimers to successfully answer
this question. The simple fact of the matter is that they cannot. And
a simple truth of the matter is that the oldtime economics have caus-
ed our economic problems.

This bankrupt economic doctrine that has guided our Nation's
economic policy for the past 50 years has tried to fight unemploy-
ment and inflation alternately. To fight unemployment, monetary
and fiscal policy were placed on Go. As inflation eventually grew as
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a result of this over-stimulative policy, both monetary and fiscal
policy were placed on Stop. As unemployment grew, policy was
switched to Go again. The result was an economy constantly thrown
between boom and bust. However, the real problem for the
economy, and the real basis for stagflation, is that each attempt to
slow inflation or unemployment was increasingly less able to do so.
The result has been a steady increase in the lowest inflation rate and
lowest unemployment rate that can be achieved during successive
business cycles.

The way out of our present stagflation economy is to follow the
program that was first laid out in the Republican sections of the
1977 Annual Report of the Joint Economic Committee. We must
allow our economic policy tools -- monetary and fiscal policy -- to
each address the economic problem that they can fight best. To
fight stagnation, we must have a fiscal policy aimed at economic
growth; that is, marginal tax rate cuts for individuals and business,
depreciation reform and regulatory reductions. To fight inflation,
we must gradually reduce the rate of growth in the money supply.
Only through this two-tier policy can we address the problems of
slow growth and inflation at the same time.

Soon Congress will have before it the new President's economic
package, which, in essence, will be what the Joint Economic Com-
mittee Republicans have been preaching for over four years. Con-
gress must move quickly on the economic package in order to tell
the American people that the oldtime economics are out; it will not
be business as usual. If Congress acts expeditiously, then growth
and opportunity, and not stagflation, will be our legacy.
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STAGFLATION

The Causes, Effects and Solutions

I

INTRODUCTION

Stagflation is a new phenomenon in the history of advanced
industrial economies, which emerged in pronounced fashion in the
decade of the 1970's. Government policymakers and the economics
profession have been struggling to understand and control this
problem. It is now apparent that a fresh look must be taken at
traditional economic policies, and that policy tools will have to be
employed in a more flexible and sophisticated manner if stagflation
is to be eliminated.

This study describes two major views of the stagflation
dilemma. These views, while not identical, are not opposite or
incompatible. Together, they lead to similar policy
recommendations; those differences in policy that do exist are
mostly differences of emphasis rather than substance.

In addition, other areas of the Special Study on Economic
Change treat individual aspects of stagflation. The Government
Regulation study comes to conclusions which are mentioned in this
study. Other reports on Federal Finance, Research and Innovation,
and Productivity contain issues which are part of any complete
examination of stagflation. This means that some of the issues
which are described in this study are given more extensive treatment
in other parts of the SSEC. Moreover, the complexity of, and varied
views on, the subject merits the seven page Index Narrative
appearing at the end of this study. The Index Narrative summarizes
views of technical papers to appear in Volume IV of the SSEC.

Stagflation is defined as a condition of significant inflation
(rising prices) combined with stagnation (sluggish or even negative
growth of real output). This stagflation has produced a relatively
high rate of unemployment, compared to the post-1945 norm,
though not the mass unemployment and hardship associated with
past periods of crisis.

I
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In the United States, the "flation" part of stagflation was
present throughout the past decade and was much worse at the end
than at the beginning. The "stag" part was more intermittent, there
having been some years of good growth and high employment. As
the decade ended, the year 1979 was a quintessential example of
stagflation -- inflation of about 9 percent and growth during the
year of only about 1 percent. Most years of the 1970's had shown
better results, a few just as bad as 1979. In general, the disease
seemed to be getting no better and probably was getting worse.

The new element in modern inflation is its persistence and its
tendency to "ratchet" upward over time, rather than its existence.
Inflation has been a recurring experience throughout economic
history, and it has been associated with surges in monetary growth
not matched by growth in total supply. But in the past, inflation
eventually subsided. Now inflation drops back a little during
downturns of the business cycle, but each upswing of the cycle starts
with an inflation rate -- a "core rate" or "underlying rate" of
inflation and inflationary expectations -- that is higher than at the
start of the previous cycle.

There is some dispute among economists and other analysts
over the degree to which faulty -- excessively expansionary --
government monetary and fiscal policies over the past 15 years have
been the key initiating force for inflation, by creating excess
aggregate demand, or simply an accommodating force reacting to
other pressures. There is wide agreement that this was the initiating
factor in the 1965-66 period, as the Vietnam War was piled on top of
an already fairly strong economy, without a tax increase to pay for
it. But in the 1970's, this causative factor -- excessive growth of the
money supply and large budget deficits -- is interrelated with
supply shocks and structural changes in the economy which have
also contributed to the problem.
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II

THE COST OF FIGHTING STAGFLATION

As inflation has proved to be seemingly intractable, the society
at large has developed inflationary expectations. These expectations
change behavior in such a way as to contribute to the continuation
of inflation -- a good example being cost-of-living escalators in wage
contracts, business contracts and government programs. Insofar as
these contractual and institutional changes become entrenched,
they may increase the pain and difficulty of combatting inflation.
Thus, in the entirely understandable and rational act of protecting
themselves against inflation -- or seeking to do so -- people help to
perpetuate it. This was not a serious problem when inflation was
intermittent and, on the average, negligible. However, the serious
inflation of recent years has been far from negligible. It has become
a severe economic and political problem. A sort of vicious circle has
developed. Contributing to inflationary expectations and behavior
is the widespread view that the government either cannot or will not
stop inflation. As the short-run political and economic costs of
fighting the increasingly entrenched inflation have mounted, the
government has been increasingly reluctant to act. Now, however,
the long-run political and economic costs of not fighting inflation
are leading economists and policymakers to seek innovative ways of
breaking the circle by breaking the inflation without a long period of
painful stagnation in the process.

The traditional explanation of the relationship between
inflation and unemployment involves a number of factors which
tend to make wages and prices flexible on the up-side but which
impede efforts to slow the rate of inflation. Upward movements in
wages or prices -- whether from legal, institutional, environmental
or policy shocks, or from expectations derived from previous
inflationary experiences -- are assumed to be irreversible without
prolonged economic slack. Unemployment and sluggish sales are
assumed to be needed to change the inflation expectations of labor
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and management. It is further assumed that policymakers will wish
to avoid the unemployment by accommodating the upward shocks.
This is accomplished by stimulative monetary and fiscal policies to
produce sufficient nominal spending to permit the purchase of all
available real output at the higher prices.

Various schools of thought differ as to how much inflation can
result from expectations alone or random shocks alone, without
substantial accommodation by monetary and fiscal policy. There is
also disagreement as to the relative effectiveness and permanence of
monetary policy versus fiscal policy in altering total spending.
Equally important, there is disagreement about the degree of
rigidity of inflationary expectations and the real costs of reducing
them.

Anti-inflationary fiscal and monetary policies generate
unemployment and reduce real output because of entrenched
inflationary expectations. For example, if management, workers,
borrowers and lenders expect prices to be rising at 7 percent a year,
then the contracts they sign for wages, and the price lists they post,
will reflect a 7 percent annual increase as a matter of course.
Interest rates will contain a 7 percent inflation premium. If
economic policy continues to be consistent with 7 percent inflation,
these contracts are fulfilled with each party getting what he
expected to get in real terms when the contracts were signed.

However, if policies move toward restraint, expectations are
not fulfilled. Firms will find the public unwilling to buy as much as
the previous year after a 7 percent price increase. The firm may
interpret this as a decline in real demand for its particular product,
rather than a general adjustment for inflation, and cut back
production. Productivity gains aside, workers may meet with
layoffs if they continue to insist on a 7 percent cost of living wage
increase, yet they will not realize that they are asking for a real wage
increase until the general level of inflation has visibly slowed.
Borrowers will receive a windfall loss, and lenders a windfall gain, if
the rate of inflation drops unexpectedly. Borrowers at inflated
interest rates may face bankruptcy, or at least have to retrench,
unless they can refinance their debt at a lower rate.

The extent to which inflationary expectations (and the wages
and prices which reflect them are sticky and hard to change
determines how much real output and unemployment will result
from disinflationary policies, and how long the real effects will last.
Historically, the periods of adjustment and the resulting recessions
have lasted several quarters.
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Considerable research is being done on ways to improve the
flexibility of expectations, wages and prices. In theory, if
expectations were perfectly flexible, inflationary expectations could
be reduced simultaneously with the implementation of fundamental
anti-inflationary policy changes. In that case, nominal demand and
inflation could be reduced with no real dislocations.

Thus, students of stagflation tend to be either relatively
optimistic or relatively less optimistic about lte prospects of finding
a cure for the problem without a prolonged period of painful
unemployment and reduced economic growth and living standards.
The difference of opinion stems from different views of the causes of
stagflation and the potency of the various policy weapons available
to fight it.

The relatively optimistic school emphasizes the role of
excessively stimulative monetary and fiscal policy in the inflation
process, leading to the development of inflationary expectations
which form a stubborn core rate of inflation. To this core rate would
be added external shocks such as sudden oil price increases. The
inflation generates increased tax rates which, coupled with
increased regulatory barriers and reduced energy availability, have
resulted in slow real growth or actual recession.

The relative optimism of this view stems from the hope that a
different set of policies -- designed to restore incentives in increased
productivity and work effort, and to replace or otherwise reduce the
need for lost energy resources -- may turn the real economy around.
It is further hoped that an improving real economy and higher
productivity can reduce inflation and inflationary expectations.
This would aid in the further reduction of inflation by fiscal and
monetary policy with less economic sacrifice than might otherwise
be required

The relatively less optimistic school emphasizes the
stubbornness of core inflation. Its basic view is of a cost-push
inflation which has been accommodated only reluctantly and
partially by monetary and fiscal policy, leading to slower real
growth or recession. The inflationary spiral is thought to be deeply
rooted in the structure of the economy. In particular, it is felt that
labor and management are confident that increased wage or price
demands are unlikely to generate substantial unemployment or lost
sales. Political pressure will lead the government to intervene to
"ratify" the increased wages and prices, rather than risk recession
or depression. This leads to the view that wages and prices can go
up easily, and down rarely. These forces are compounded by
external shocks, such as the oil crisis. Efforts to restrain the process
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involve higher interest rates and taxes which have the unfortunate

side effects of reduced investment and productivity, which only

make inflation worse.
The relative pessimism of this school stems from the view that

the ingrained structure and attitudes found in the economy, and

unavoidable and intractable external problems, are the chief causes

of stagflation. In this view, government policy has not been the

major contributor to the problem, and so a reversal or redirection of

policy will produce no major easing of the problem over the short

term.

Can We Afford Not to Fight Stagflation?
Stagflation is clearly America's most serious economic

problem, in that it describes a progressive worsening of economic

performance. The problem, of course, is in two parts -- stagnation

and inflation. To some extent, they are related.
The traditional view of a trade-off between inflation and

unemployment is still alive and well when it comes to the short-term

effects of trying to reduce inflation. However, the very existence of

stagflation has led to a realization that in the long run, inflation and

unemployment may not only coexist, but reinforce each other.

Inflation and the tax code interact to reduce output and foster

unemployment and stagnation. In the Keynesian view, inflation

automatically makes fiscal policy more restrictive, chiefly because

under a progressive personal income tax system, average tax rates

and tax revenues rise faster than incomes (tax bracket creep) and

total purchasing power is thereby reduced. In the classical view, this

effect is analyzed somewhat differently. The rising marginal tax

rates are seen as reducing the after-tax reward or incentive to

individual saving and work effort, and reducing economic growth.

In the corporate sector, the inflation interferes dramatically

with depreciation. The tax code permits a tax deduction only of the

historical cost of plant and equipment. When inflation increases the

cost of new plant and equipment, the firm finds that the money it

has set aside for replacement is inadequate. It must use taxable

income to supplement its depreciation allowances just to maintain

its productive capacity -- just to stand still. Thus, actual economic

depreciation is understated, and corporate profits are overstated.

Inflation "disallows" the deduction of a real cost of doing business,

increases the firm's tax liability, reduces the rate of return on

investment, and reduces the firm's desire and ability to grow.

Stagnation and declining productivity can in turn worsen

inflation. For any given fiscal policy and rate of money growth, the

less that real output increases the higher the rate of inflation will be
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as fewer real goods and services appear to satisfy the nominal

demand. Falling productivity and real wages cause people to

scramble even faster to protect their share of a shrinking pie,

causing sharp disputes between labor and management, and putting
pressure on government to try to inflate the problem away.

Thus, to some extent, policies that reduce inflation will help

spur economic growth, and policies that spur productivity will

contribute to lower inflation and lower inflationary expectations.
Furthermore, it is clear that action must be taken. Failure to

address the inflation problem will cause as much distress on the

employment and real income fronts in the long run as would an

attempt to battle inflation in the short run.
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III

WHAT IS TO BE DONE?

Although stagnation and inflation are interrelated, each can
exist without the other. Neither can be completely cured without
specific attention to its chief causes. In fact, it is a general rule in
economics that two policy targets can be "hit" only if there are
policies that are relatively specific to each target, policies that can be
used to solve one problem without making the other one
substantially worse.

For a number of years, the Joint Economic Committee has
recommended a policy mix designed to address inflation and
stagnation simultaneously by addressing both the demand and
supply sides of the economy. Instead of putting all policy tools on

"stop" to fight inflation, or all on "go" to fight stagnation, the
various fiscal and monetary policy tools would be used separately to
address the problems over which they had the most influence. The
goal is the disinflation of nominal demand while encouraging the
growth of real output and employment.

Monetary policy would aim at reducing nominal demand and
inflation. A gradual reduction in the growth rates of the monetary
aggregates over time to levels which match the rate of growth of real
output is essential if inflation is to be stopped.

Fiscal policy would be used in two ways.
First, the rate of growth of government spending would be

reduced. This would reduce nominal demand while freeing up real
resources for the private sector to use to increase investment,
productivity, economic capacity and the real supply of goods and
services.

Second, tax policy would be used to create incentives to
encourage the private sector to work, save and invest, expanding the
supplies of labor, capital and real output. Its main emphasis would
be on combating stagnation and promoting real growth.

In traditional stop and go policy, this splitting of fiscal policy to
address separate problems was never done. It was at one time
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thought to be an inconsistant approach. Would not a tax cut worsen
the deficit? And would this not defeat the attempt to reduce
inflation by cutting spending and cutting the deficit? This concept
of the deficit as the primary statistic to watch is at the heart of the
rigid and counterproductive stop-.go policies of the past.

It is true that the government can reduce interest rates and
make additional funds available for private sector growth by
reducing government spending to lower the deficit and reduce
federal borrowing. However, a tax rate increase to reduce the deficit
would be counterproductive. Tax rate increases reduce corporate
and personal saving by reducing the after-tax return to saving. The
deficit per se does not determine the degree of crowding out or
inflation. Rather, it is the relationship between the deficit and the
supply of saving to finance it without inflationary creation of new
money that determines the impact on inflation. In fact, a tax change
that created a bigger jump in saving by individuals and firms than it
costs in revenue would produce "crowding in", lower interest rates,
less inflation and more real growth.

This study turns now to a more detailed consideration of these
policies.

Fiscal and Monetary Restraint
It is widely agreed that there is no hope of reducing inflation if

huge budget deficits (particularly at times of high employment) and
rapid expansion of money and credit are pumping up aggregate
demand relative to the economy's capacity to supply goods and
services. Yet, a policy of simply restraining demand to keep the
economy in more or less permanent stateA of slack and excess
unemployment until inflationary expectations are reduced is a
painful process. Indeed, this is the acute dilemma of stagflation:
Restricting demand is likely to cut output and employment much
more than prices for an extended period of time

The view that demand restraint alone will have more short run
impact on output than on prices is the conclusion of numerous
studies by Eckstein, Perry, the Congressional Budget Office and
others, and is now the conventional wisdom. There are dissenters,
such as Fellner, who argue that once the public becomes convinced
that a cautious monetary and fiscal policy will be followed for a
sustained period, inflation could decline quite rapidly, including the
rate of wage increase. What is indisputable is that the United States
has not yet tried a "steady" policy of restraint. In short, a policy of
demand restraint alone has an immediate cost in the form of higher
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unemployment, subpar growth and less investment, and only an
eventual payoff in the form of reduced inflation. Yet, it may be the
best single hope for curing the inflation disease.

Reforms on the Supply Side
To make the policy of restraining demand politically bearable,

and to promote continued real growth while reducing inflation,
emphasis must be put on the supply side of the economy by at least
one major policy tool. For several years the Joint Economic
Committee has emphasized that the stagflation problem results in
part from too much emphasis over the past three decades on
managing nominal demand and not enough on improving real
supply.

This is not to say that better performance on the supply side
and faster productivity growth can eliminate inflation by itself. For
example, if real output is growing at 4 percent a year and the money
supply is growing at 12 percent, then roughly 8 percent inflation
could occur over the long run. An increase in productivity growth
which caused an increase in the growth of real output to 5 percent a
year would lower the inflation rate only to 7 percent. The remainder
of the inflation would have to be eliminated over time by a reduction
in money and spending growth rates. Thus, supply side policies are
aimed primarily at the stagnation part of stagflation.

However, the productivity increase is more important in
reducing inflation than it may appear to be from this type of
example. A rise in productivity growth and a drop in the rate of
inflation would help to change inflationary expectations. The rise in
productivity growth would enable the Federal Reserve to take the
first step in reducing the growth of the money supply with no
adverse effect on real output, since inflationary expectations would
already be declining. If the inflation rate were expected to continue
to fall, the Federal Reserve could continue to move toward its non-
inflationary long-run targets with far less impact on the real
economy than traditional analysis would fear, and there would be
far less political pressure on the government to reflate spending.

Particularly crucial in this respect is achievement of a higher
level of capital formation -- with a payoff in higher growth and
improved productivity -- which in turn almost certainly requires a
higher level of saving. Tax policy is clearly central to the process. By
definition, a tax policy that tilts the balance toward business capital
formation and personal saving can do so only at the expense of
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current consumption. But insofar as the result is a higher rate of

growth and improved productivity, living standards soon are higher

even though the share of consumption in the total gross national

product is less than before. The menu of potential tax changes is

long and will not be fully explored here, suffice to say that there

appears to be an emerging consensus that a tax policy aimed at

improving supply and productivity is essential to the restoration of

rising living standards and employment, and a valuable long-term

weapon in reducing inflation. The payoff, however, will not be

instantaneous.

Two studies are especially interesting in light of the recent

stress on the use of tax policy to influence the supply side of the

economy rather than the demand side.

A study by Data Resources Incorporated (DRI) investigated

policies designed to offset the adverse effect of inflation on the

willingness and ability of business to invest.* The study assumed

that the rate of return to investment and the cash flow positions of

firms were both improved by increasing the investment tax credit by

2.7 percentage points, and that the average tax life of producers'

durable equipment was shortened by four years, all beginning in

1980. Furthermore, to isolate the supply effect from demand

influences, it was assumed that monetary and fiscal policy remained

neutral over all, with restraint in other areas exactly balancing the

demand impact of these tax reductions.

The study predicted that, compared to what otherwise would

have happened, real business fixed investment would be up 5.7

percent by 1OiL and 15.5'J per-cen by 1J, rasing the Capi ual sk

by 3.5 percent by 1985 and 7.2 percent by 1990. The higher capital

stock would increase potential GNP by 1.1 percent and productivity
by 1.2 percent by 1985. Wages would be up 0.9 percent by 1985.
Most significantly, the core rate of inflation would be 1.3 percent

lower by 1990. Thus, fairly modest tax changes were found to

reduce unemployment, raise wages and real output, and reduce the

supposedly intractable core rate of inflation simultaneously. The

key, of course, is careful design of a consistent program of effective

tax changes and restrained spending and money creation.

A study conducted for the SSEC explored the neoclassical

approach to tax policy. The study places even more emphasis on

the use of tax changes to change behavior through alteration of

* Otto Eckstein, "Tax Policy and Core Inflation," Joint Economic Committee,
April 10,1980.
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incentives, rather than by increasing or retarding aggregate
demand. In the neoclassical view, tax policy works primarily by
reducing marginal tax rates, improving the after tax rate of return to
added saving, investment and work effort at any given level of
before tax wages or interest rates. This is assumed to induce a shift
by individuals and firms away from leisure and consumption uses of
their time and income into greater work effort, saving and
investment uses, increasing productive inputs while reducing costs.
Only by expanding the willingness of the suppliers of labor and
capital to participate in production can the supply of real output be
increased, and only then is added real income available to the
population.

The SSEC study just cited* rejects the idea that tax reductions
can have any direct impact on disposable income, on the grounds
that tax cuts which have no incentive effects are simply borrowed
back to finance the federal deficit resulting from the tax reduction.
Only if the tax reductions are of the form that encourage additional
saving and added supplies of labor will higher output occur.
However, the study emphasizes that carefully designed tax rate
reductions can substantially increase the desire to save and invest,
and that the real economy can move forward while nominal
spending and inflation are reduced.

The emphasis in the supply side reforms noted above is on
inducing a switch in the American economy away from
consumption and toward saving and capital formation to improve
the long-run growth potential of the economy and, along with it,
output per hour worked.

Tax changes are the central tool in an attack on the supply side
of the economy, and there is growing support for supply-oriented
tax reforms. However, an important caveat is in order. Tax
"reform" means, in this context, tax reduction -- more rapid
depreciation allowances for tax purposes, bigger investment tax
credit, lower corporate tax rate, reduced marginal personal income
tax rates on the income from labor and savings, etc. But tax
reduction is not free. While some of the revenue loss is offset to the
extent that tax changes lead to more rapid growth and higher
employment, most of the available evidence suggests that this added
revenue cannot fully compensate for the initial tax cuts, certainly
not rapidly. And, thus, tax reduction to foster capital formation
may appear to conflict with one of the major tools for dealing with

* Norman B. Ture, "The Economic Effects of Tax Changes: A Neoclassical
Analyses," Volume V, SSEC.
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the inflation problem -- a tight fiscal policy, with budget deficits
kept under better control than has been the custom in much of the
past 15 years.

As mentioned above, increased saving will be of major help in
funding any residual deficits from supply-oriented tax reductions.
In addition, it would be of great benefit if a reduction could be
achieved in the growth rate of government expenditure. Another
paper in the Special Study notes that the most rapid growth in
Federal Government spending has come in two areas -- transfers to
individuals and grants-in-aid to State and local governments --
which in turn are oriented toward consumption (including current
government services) rather than investment.* What is more, in a
graphic illustration of the circular nature of the problem, nearly all
of the main transfer programs are not indexed to inflation and thus
have their own built-in growth as long as inflation persists. A
decision to foster capital formation not only means a change in the
tax system per se -- for example, corporate tax cuts at the expense of
consumption-oriented tak reduction for individuals -- but probably
also means painful pruning and tight control of what are among the
government's most popular programs. Yet, many programs -- in
particular the pension programs and Social Security -- would be
made far more secure by a decade of solid economic growth, and all
Americans would benefit from increased job opportunities, lower
prices and more goods on the shelves.

More Inflation-Consciousness
In addition to tax reductions to lower production costs,

something must be done about regulatory and other legal barriers to
price reductions. The list here is familiar and largely self-
explanatory: Farm price support policy, import restrictions,
employer payroll taxes, minimum wage, support policy, import
restrictions, employer payroll taxes, minimum wage, anti-
competitive regulation in transportation, etc. Frequently,
government decisions in these areas -- always made seemingly for
some good reason -- have the effect of raising costs and prices.

In addition, there is the newer problem of government
regulations in the areas of health and safety and the environment.
Most of these regulations unavoidably impose costs on the private
sector. There is increasing recognition that tradeoffs are involved
and that an assessment of the costs, regulation by regulation, should

* See Ronald L. Teigen, "Trends in the U.S. Federal Budget 1947-78," printed in
Volume VI, SSEC.
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be an important element in the final decisions. Some have
advocated a regulatory budget which would set limits each year on
the total costs that could be imposed upon industry by new
regulations. In general, while the inflationary effect of each "micro"
decisions of the government is small, cumulatively the impact can
be large, and it was particularly large in the 1977-78 period when
there were decisions on minimum wages, payroll taxes, import
restraints, farm prices and costly new regulations almost
simultaneously.

Mandatory or Voluntary Wage and Price Guidelines

The policies mentioned in previous paragraphs apply directly
to the fundamental determinants of demand and supply. Without
those policies, no real progress can be made against inflation and
stagnation. Mandatory or voluntary wage and price guidelines are
clearly incapable of substituting for a reduction in the rate of money
creation or an increase in the quantity of goods on the shelves.

The only possible value of such programs, it is generally
conceded, is in alerting the public to the changes in the more
fundamental policies in an effort to change inflationary expectations
more rapidly than might otherwise occur. The goal would be to
minimize the impact of disinflationary policies on the real economy.

Wage and price controls are in and of themselves a form of
rigidity. Insofar as they are binding, they tend to distort the
allocation of labor, capital and output, creating shortages and
interfering with economic growth. This is a high price to pay for the
limited reduction in inflationary expectations that controls, which
have too often substituted for basic policy action rather than
supplemented them, may provide.

A clear statement of a comprehensive monetary, spending and
tax program designed to reduce inflation, followed by carefully and
sustained implementation, is probably the most effective and
quickest way of changing inflationary expectations for the better.

Nonetheless, these optimistic developments in the theory and
policy of dealing with stagflation are not a panacea. It should be
evident that controlling inflation will take time. Inflationary
expectations are now deeply embedded in the society. Most external
shocks, almost by definition, are beyond control, as the unhappy
experience with OPEC-determined oil prices in the 1970's
demonstrated, and government tends to accommodate them. To the
extent that government regulations in the health, safety and
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environmental area are a new factor in pushing up costs and hence
prices, they also reflect a national choice that these problems should
be tackled and they are not going to disappear.

In addition, there is the ever present impact of inflation
increasing tax rates and production costs. Thus, the following
chapter of this paper describes the traditional and less optimistic
elements in what can be called the "stagflation process."
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IV

ONE VIEW OF THE PROCESS

A good way to tackle the explanation is through a series of key
terms, which together paint the portrait of the stagflation process,
based on the assumptions of rigid expectations and accommodation
by monetary and fiscal policy.

Asrnetry
When demand rises and the economy is operating near its

capacity, prices go up, as they always did. But when demand falls,
and unemployment rises and machines are idle, the general price
level does not go down as it used to do. That is ass ymetry.

Some prices, of course, still do decline with falling demand or
excess supply. These are principally the prices of raw materials,
agricultural and nonagricultural, where there are numerous
producers and where prices are often determined on commodity
markets rather than being "charged" or fixed by the seller. During
the past decade, there have been significant declines (as well as
increases) in such items as sugar, copper and beef, for example.

But for a broad array of prices, it is evident that a given
reduction of demand and emergence of excess capacity does not
bring about the same reduction of prices or reduction in the present
rate as was common in earlier periods. Quite apart from the poor
performance of the stagflating economy of the 1970's, the earlier
years of the post-war period -- while they showed good performance
over-all -- almost never showed a reduction of the general price
level. Inflation was either mini or maxi, mostly mini, but it was
always inflation.

This paper is not the place for a full explanation of assymetry.
But the main factors can be mentioned.

The most debatable is growing concentration, or oligopoly, a
condition of few producers in which output can be reduced rather
than prices cut in response to a decline in demand. Actually, while
there has been some increase in concentration of total
manufacturing assets in the past three decades, largely because of
conglomerate mergers, there has apparently not been a significant
increase in concentration in most industry sectors. There are only a
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slightly smaller number of producers of steel, automobiles, tires,

chemicals, pharmaceuticals, paper or breakfast cereals today than
there have been for many years. The massive and continual upward
movement of prices cannot be explained by minor and occasional
shifts in market power.

A more important explanation is the set of changes in the

economy, and in government policy, that have abolished --certainly
in the post-war period to the present -- the deep and lasting

depressions that once were familiar. Depressions, and their
accompanying deflation, are simply not allowed to happen.
Governments can take action, such as tax reduction or higher

spending, to prevent a cyclical downturn from becoming a full-
fledged depression; probably more important, other features of the
modern economy -- bank deposit insurance, automatic
unemployment compensation, farm price and income supports, the

larger share of government in the total economy -- have made it

more depression-resistant. In any case, recessions in the post-war

economy, while they have varied in depth, have all been brief. If

sellers expect that a period of reduced demand will be temporary,
and that inflation will continue, then sharp price cutting is not the

most sensible response. And if governments behave as expected,

demand will in fact rise to offset, or more than offset, any tendency
for prices to slow their rate of growth.

Perhaps most important, there is the failure of costs,

particularly labor costs, to decline or slow their rate of growth when

demand is weak and business is poor, and the addition of new kinds
of costs through government regulation that continue through good

times and bad. If costs do not decline during a period of slump in
the economy, there is obviously a limit below which prices cannot

fall in response to declining demand. If costs actually keep rising in
these conditions, prices can be forced upward even when markets

are weak. While economists tend to explain this as a shift in the

"supply curve," perhaps the simplest description -- familiar to
Americans everyday -- is "markup pricing." Sellers calculate their
costs and then set their price.

Competition still prevails through most of the economy,
notably at retail, and it continues to be a restraint on price

increases. But neither competition nor weak demand can overpower
rising costs. One set of costs that is new, as noted, is mandated

environmental, health and safety regulation. This affects some
industries much more than others, but regardless of its non-

economic values, it adds to the total rate of inflation. The other,
more pervasive, cost element is labor costs, which leads to the
second key term in the lexicon of stagflation.
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Stickiness
This is the wage counterpart of assymetry in prices. When

labor markets are tight, wages rise as they always did. But when
unemployment is high, money wages -- and hence the costs that
underlie prices -- do not fall quickly if inflationary expectations
remain high. In fact, they go right on rising. This is stickiness.

A few figures illustrate this striking phenomenon, and the
change over time. From the cyclical peak in the economy prior to
the 1948-49 recession to the two quarters after the recession trough,
the unemployment rate in manufacturing (as would be expected)
rose by 4 percentage points; wages did not actually fall, as they
might have in a purely classical world, but their rate of increase
dropped sharply, by 7.2 points. This response of wages to poor
business conditions and slack labor markets became weaker and
weaker with succeeding recessions, until the new kind of world
came into sharp relief in the deep recession of 1974-75. On that
occasion, a rise in the unemployment rate in manufacturing of 6
percentage points was accompanied by an acceleration in the rate of
wage increase in manufacturing, from 6.6 percent in the period of
the pre-recession peak to 9.5 percent in the two quarters following
the trough.

Across the economy as a whole (though for few individual
firms) labor costs are between 60 and 65 percent of total costs.
Thus, it is quite impossible for the average price level to fall as long
as labor costs do not fall. A rise in productivity, of course, can partly
offset a rise in money wages and moderate the increase in unit labor
costs. But even if productivity growth were in the healthy 3 percent
range that characterized the first 20 years of the post-war economy,
there is no way that total labor compensation costs (including fringe
benefits and employer payroll taxes) can rise by 9 percent annually,
as they have recently, and at the same time have a stable price level
without massive layoffs and declining real output.

It was quite common in the 1920's and 1930's for money wages
to fall when business was poor and unemployment high, and much
"textbook" theory is based on that earlier world, with a supply-and-
demand picture of wages and the labor market and an expected zero
rate of inflation. While the present, very different world is not yet
entirely explained, there is growing agreement on some aspects of
modern wage-setting, and the importance of inflationary
expectations.

One is the existence of labor unions -- though, like the
oligopoly explanation for the assymetry of prices, this is probably
the weakest explanation for modern wage behavior. Less than one-
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fourth of the nonfarm labor force is organized. There has been no
increase in the degree of unionization between the period of
relatively mild inflation of the 1945-65 period and the current period
of vicious stagflation. Unions do, however, have a kind of "example
setting" effect on wage determination generally. They successfully
resist wage reductions at times of slump, for example, and their
custom fin the United States) of negotiating contracts for two or
three years tends to make wages (including wage increases)
independent of the business cycle. They have pioneered cost-of-
living escalator clauses, which make wages depend on inflationary
expectations, based in part on previous inflation, rather than
current labor market conditions. In general, to an important but
uncertain degree, highly publicized union wage gains serve as an
example and influence behavior and expectations in the non-union
sectors of the economy.

A second explanation is a parallel to the same phenomenon on
the price side -- the ability and determination of the government to
prevent severe and prolonged depressions, and the expectation that
wages and prices will continue to rise. This means, in brief, that
today's labor surplus (when employers might be tempted to cut
wages) may be tomorrow's labor shortage.

The period of surplus will not last long. An employer has a
stake in a reasonably stable labor force, and he risks losses if he uses
his economic power to reduce wages. during temporary periods of
high unemployment. Furthermore, the emergence of
unemployment compensation, public assistance and food stamps
clearly reduce the terror of layoffs and thus the bargaining power of
a purely "economic" employer. Workers are in a stronger position
to accept layoffs in lieu of a cut in wages, as was common in the
past. Expectations play a key role. Employers and workers both will
be willing to pay or demand rising wages when prices are expected
to climb.

Finally, there is the practice described by the late Arthur Okun
as "the invisible handshake," which helps to describe the wage
process in the huge nonunion segment of the economy. Without any
binding contract, employers offer "equity-oriented wages"--
meaning a wage which both sides regard as in some sense "fair."
The employer does this in the interest of maintaining a reasonably
contented labor force with a minimum of turnover.

A key aspect of equity-oriented wages is that employers do not
use slumps in production and profits to cut wages; another key part,
to be examined later under "feedback," is that a fair wage at
present automatically means a rising wage, because of previous
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inflation of prices. This, again, is an explanation for the divorce
between wage determination and the state of the labor market. A
piece of anecdotal evidence reinforces the point. Of some 30
employer or employer organization comments received by the
Council on Wage and Price Stability in 1979 on proposed second-
year wage standards under the Council's nonmandatory programs
on price and wage restraint, 90 percent urged that the standards be
liberalized -- i.e., that the employers be permitted to grant larger
wage increases than under the previous standard. Obviously,
employer behavior is different in modern times from what classical
economists would prescribe.

Assymetry and stickiness are the "structural" or behavioral
characteristics of the economy that make stagflation possible. But
they are not altogether new, in the sense that they did not suddenly
burst upon the scene in the 1970's. The final part of the stagnation
story includes the remaining terms that round out the explanation.

External Shocks
Some might use the term "exogenous shocks" -- something

that happens outside the system. The price level can rise, as always,
from a condition of excess domestic demand, which in turn is
usually attributable to faulty government monetary and fiscal
policy. How much this "classic." cause of inflation has been
responsible for modern troubles is a matter of dispute. But there can
also be major increases in particular important prices, and hence,
when accommodated, in the average of all prices, as a consequence
of outside factors. The vulnerability of the United States to these
external events has been increased somewhat by the near-doubling
in the past 15 years in imports as a proportion of the gross national
product.

The explosion of world oil prices in the 1970's is the perfect
example of an external shock -- and the United States could not
insulate itself from the shock because it now depends on imports for
nearly half the total supply. Another example is the occasional run-
up of world grain prices (and eventually consumer food prices)
because of bad harvests, not only at home but abroad. A third,
which occurred in 1973-74, is a surge in prices of virtually all non-
food, non-energy raw materials because of a simultaneous boom in
the industrial economies. Yet another is the inflationary price
impact at home of a declining exchange rate of the Nation's
currency. If, because of capital movements, the exchange rate
declines by more than is necessary to reflect excess inflation in the
United States compared to that abroad, not only does the cost of
imports (now more important than they used to be) increase,
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directly affecting the price level, but also domestic producers of
products competing with imports (such as steel and automobiles)
find it easier to raise their prices. There can even be a third effect
from excessive declines in exchange rates -- an increased foreign
demand for many exports (lumber, for example) which pulls up the
domestic price.

While all of the above mentioned items have been important
from time to time during the past decade, oil is a case by itself
because of its pervasive importance. The rise in prices of petroleum
affected consumer prices directly, with the price of gasoline
approximately tripling during the decade, and it also affected costs
(and hence eventually prices) for virtually all industries. This was
because the increase in foreign oil prices gradually pulled up the
price of all other sources of energy, including domestic oil, coal,
natural gas and electric power. There is no doubt that if oil
production had been sufficient in the 1970's to keep oil prices
reasonably stable, and the accommodating movements in monetary
and fiscal policy had not occurred, inflation would have been much
lower.

Also regarded by economists as in the category of "external
shocks," though they do not stem from events outside the country,
are specific government "micro" actions that have the effect of
raising costs and prices. Examples are increases in the minimum
wage, increases in employer payroll taxes, higher floors under farm
prices, and restraints through tariffs or quotas on specific imports.
New "social" regulations (environment, health and safety) have the
same effect. Each of these actions has its own justification, even
merit. But they can all add to the inflation rate quite independently
of the general rate of aggregate demand.

Feedback
In the classical picture of the economy, no individual price

increase, no 'matter how important, can be of major concern.
Provided aggregate demands were held the same, the rise in some
prices would be matched by a fall in others and the general price
level would not rise. But as noted, in modern conditions other prices
sometimes do not fall; output falls instead. Just as important, when
the average price level goes up, for whatever reason, wages soon
follow. This is feedback.

The price shocks mentioned above were all sufficiently
important to affect the general price level -- specifically, the
consumer price index -- and inflationary expectations, and they
were soon followed by a ratcheting upward of the average level of
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wage increases, both union and non-union. This feedback is the
counterpart on the upside of wages to stickiness on the downside.

It is precisely what happened in 1974-75. Even though
unemployment rose steeply, wages for a while rose even more
rapidly than they had in the preceding period of reasonably full
employment. They were reflecting the double-digit inflation of late
1973 and 1974, which in turn was strongly influenced by the rise in
world oil, food and raw material prices -- all "external shocks."
Because of inflationary expectations, later ratified by expansive
monetary and fiscal policy in 1976 and 1977, the rate of wage
increase did not drop all the way back again once the exogenous
cause of the price increase had disappeared.

A higher general or "underlying" rate of inflation persisted
after oil or food prices stopped rising so fast. In 1975 and 1976, oil
prices virtually stabilized and food prices even declined a little, but
by the end of 1976, the ongoing rate of inflation -- as measured, for
example, by unit labor costs -- had risen to about six percent from
only about half that rate in the 1971-72 period, though the
unemployment rate remained high at over 7 percent. The inflation
"ratchet" had moved up another notch.

The fact that wages now clearly rise to reflect the preceding
inflation does not mean that wages cause or even fully keep up with
inflation. Real weekly wages per worker were lower at the end of the
decade than they were in 1973. The oil price increase alone made
unavoidable some loss of real income. But the movement of real
wages is not the point here. It is money wages that determine money
costs and hence prices. The fact that wages go up -- even if they do
not fully catch up to prices -- is what matters for the rate of growth
of costs and therefore efforts to slow down the growth rate of the
general price level without substantial unemployment.

The foregoing discussion of expectations and its relationship to
assymetry, stickiness, external shocks and feedback helps to explain
the "flation" part of stagflation. It shows why inflation can
stubbornly resist efforts to cure it through classic monetary and
fiscal restraints on total demand. The factors cited do not, of course,
yield any judgments or conclusions on whether monetary and fiscal
policies during the decade of the 1970's were the "right" policies, or
on whether they fought inflation with sufficient vigor. Some would
regard monetary policy, in particular, as an important contributing
factor to recent inflation, and at the very least monetary policy
"accommodated" the inflation that originated elsewhere -- whether
from wages or oil prices. The description of the "flation" part of
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stagflation in the modern economy does not mean that the classic
tools are unimportant, nor does it absolve them from blame. But it
does help to explain why their task is so very difficult.

The last element in the glossary of stagflation pertains to the
"stag" part. It must be reiterated at this point that, while inflation
was a problem in greater or lesser degree all through the decade,
stagnation was not. There were years of good growth in production
and incomes, and, above all, employment. To that extent,
"stagflation" is a misleading term if it is taken to mean a constant

condition of both stagnation and inflation. But it remains true that,
even on the growth side, the decade of the 1970's was hardly a
happy one.
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V

PRODUCTIVITY

No nation can achieve economic growth without limit. The
usual statement of the constraints is that a nation's potential output
is limited by two factors -- the growth of hours (or days or weeks)
worked, and the growth of output per hour worked, or productivity.
From 1969 to 1979, total output in the United States (real gross
national product) rose by a seemingly respectable 33 percent. But
this was a period of unusually rapid growth of the labor force -- 25
percent during the decade -- not only as large numbers of young
people entered the labor market but also as more and more adult
women chose to work.

Meanwhile, productivity performed increasingly poorly, with
the result that the bulk of the growth of output reflected more hours
worked rather than more output per hour. Put another way, the
Nation's economy should have grown a good deal more than it did
during the 1970's, given the rapidly growing labor force. It was not
"stagnant" in the sense of no growth at all, but it was distinctly
subpar. More important, it is productivity improvement that
permits real incomes per worker to rise, by allowing higher wages
without a corresponding rise in unit labor costs and hence prices.
Measured by the growth in real income per worker, the decade of
the 1970's was stagnant indeed.

For convenience, productivity is usually measured in labor
terms -- output per hour worked. But it is not intended to be merely
a measure of labor "effort," though that can be important.
Improvements in productivity come about because of new
technologies, greater skill in the labor force, more capital
(machinery and equipment) per worker, improved organization of
production, and other factors. Measured productivity can improve
simply from a shift in occupations, with more people working in
high-productivity industries and fewer in low-productivity
industries; for example, up to the late 1960's, the shift of workers
from farms to industry added to average productivity growth, but
that favorable factor has now all but ceased.
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Apart from all other secular factors, productivity is subject to

cyclical influences, tending to improve most when demand is strong

and output growing briskly, and vice versa. The sluggishness of

business conditions during parts of the past decade, with factories

operating well below their capacity, was one explanation for the

poor productivity figures, though there is some disagreement over

how much worse the 1970's were than preceding decades in this

respect. In any case, productivity is always at its worst during

recessions and at times like 1979 when expansions are nearing their

end. As a particular example of the important connection between

productivity improvement and expanding demand, the once-

excellent productivity record of the electric and gas utility industry

worsened in the 1970's chiefly because the growth of demand -- held

back by sharply rising energy prices -- slowed markedly.

It is partly because of the many elements that enter into

productivity improvement that there is no single explanation of

what has gone wrong in recent years. There is also a problem of

measurement particularly in such industries as construction. But

there is no dispute that U.S. productivity growth since 1973 has

been far below the historical norm, and it was actually negative in

1979.
One partial explanation that is on almost every list is a

significant reduction in the amount of capital per worker added

each year. Business investment in plant and equipment in the

United States was not weak during most of the 1970's, either in

absolute volume or as a share of the GNP (though it has long been

lower in the United States than in many other industrial countries as

a share of GNP;.
The problem was that the labor force grew so fast that capital

could not keep up, given the existing patterns of taxes, inflation,

and personal and business saving rates. The net stock of non-

residential fixed capital per person employed, which has risen

historically at a rate of about 2.5 percent a year, showed a slower

increase in the first half of the 1970's and has actually declined a

little since 1975. In addition, some part of capital outlays now is

required for compliance with environmental, health and safety

regulations and does not add to output as usually measured.

One school of analysts is convinced that the steep rise in the

relative price of energy has been of major importance in the

productivity slowdown, partly by making much existing plant and

equipment either obsolete or less than optimally efficient. It is

certainly true that other industrial countries -- while their

productivity performance in nearly all cases is better than
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America's -- have also witnessed a slackening in productivity
growth roughly coinciding with the explosion of energy prices that
started in 1973.

Other areas of the SSEC also explore causes of productivity
decline, especially the Research and Innovation and the
Productivity studies.

Whatever the explanation, a poor productive performance has
been a central element of stagflation, both "stag" and "flation."
Whatever the future holds for inflation, it is apparent that steps
must be taken to improve productivity if living standards are to rise
and the United States is to regain its place as the undisputed leader
of the free world.
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Contents of Volume

The following outline contains a list of titles and authors of
papers which will appear in the final printed volume of the
Stagflation section.

A. Diagnosis of Stagflation

1. Stagflation: Causes and Cures (Thomas Dernburg,
Senate Banking Committee)

2. The Post-Keynesian Interpretation of Stagflation
(Alfred Eichner, Rutgers)

3. Institutional Inflation (Janos Horvath, Butler
University)

B. The Money and Credit System in a Stagflation Environment

1. Regaining Control Over an Open-Ended Money Supply
(Albert Hart, Columbia)

2. Monetary Disequilibrium Theory in the First Half of the
Twentieth Century (Clark Warburton, formerly FDIC)

C. Changing Economic Behavior in a Stagflation Environment

1. Inflation and Labor Force Participation (Norman J.
Simler, University of Minnesota, and Alfred Tella,
Bureau of the Census)

2. Stagflation, Macroeconomic Policies, and the
Non-Inflationary Rate of Unemployment (Michael
Wachter, University of Pennsylvania)

3. Accelerating Inflation and the Distribution of
Household Savings Incentives (Edward Kane, Ohio
State University)

4. The Distributional Effects of Inflation and Their
Implications (Joseph Minarik, Brookings)

5. Is There a Shortage of Saving in the United States?
(Paul Davidson, Rutgers)

6. The Economic Effects of Tax Changes: A Neoclassical
Analysis (Norman B. Ture, Economic Consultant)
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Authors of Selections

THOMAS DERNBURG, Senate Banking Committee
ALFRED EICHNER, Rutgers
ALBERT HART, Columbia
JANOS HORVATH, Butler University
JOSEPH MINARIK, Brookings
EDWARD KANE, Ohio University
PAUL DAVIDSON, Rutgers
NORMAN B. TURE, Economic Consultant
MICHAEL WACHTER, University of Pennsylvania
NORMAN J. SIMLER, University of Minnesota
CLARK WARBURTON, late of the FDIC
ALFRED TELLA, Bureau of the Census



187

Participants in Seminars,
Contributors of Peer Reviews

MILTON AMSEL, American Council of Life Insurance
THOMAS BOZERILLI, American Association of Retired

People
PHILIP CAGAN, Columbia University
JOHN CORNWALL, Dalthousie University
DENNIS DRAPER, University of Southern California
OTTO ECKSTEIN, Harvard University
ALFRED EICHNER, State University of New York at

Purchase
JOHN HENDERSON, Congressional Research Service
EDWARD KANE, Ohio State University
HENRY KAUFMAN, Salomon Brothers
MICHAEL LAUB, American Bankers Association
JONATHAN LINDLEY, National Savings and Loan League
JOHN McCONNELL, Purdue University
FRANCO MODIGLIANI, Massachusetts Institute of

Technology
CHARLES NELSON, University of Washington
J. CHARLES PARTEE, Federal Reserve Board
MILTON SEMER, Attorney
MICHAEL WACHTER, University of Pennsylvania
ARTHUR WEIMER, U.S. League of Savings and Loans

Association
JAMES WETZEL, Federal Reserve Board
KENNETH WRIGHT, American Council of Life Insurance
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Index Narrative

Research papers and Congressional hearings in the Stagflation
area of the Special Study on Economic Change have examined the
problems of sluggish real growth and persistent inflation that
characterized the 1970's. Evidence of accelerating inflation and
sluggish real growth in output and productivity since the Second
World War has led to a wide range of proposals for corrective
policies. The Stagflation papers to appear in the final volume are
presented in three sections:

Section A, Diagnosis of Stagflation, defines the economic
characteristics which have come to be named stagflation, including
persistent price inflation, sluggish growth and poor productivity
performance. These studies yield a picture of stagflation as an
economic process feeding on itself; it resists the "cures" proffered by
fiscal policy that had achieved some success in preceding decades.

Section B, The Money and Credit System in a Stagflation
Environment, considers how inflation contributed to innovations
in financial institutions and markets that complicated the tasks of
controlling money and credit.

Section C, Changing Economic Behavior in a Stagilation
Environment, examines a wide range of economic responses
among consumers, workers, businessmen, savers and investors to
the persistent inflation and sluggish growth characterizing
stagflation. These changes in a variety of ways made the economic
malaise more intractable, while greatly complicating the tasks of
policymakers.

Section A: Diagnosis of Stagflation

The stagflation hearings of the SSEC indicated the diversity of
views in analyzing the characteristics of stagnation and inflation in
the American economy during the last decade. Arthur Okun's
statement before those hearings stressed that chronic inflation was
not only the outstanding feature of the American economy in the
1970's, but will remain the foremost economic problem to confront
policymakers in the coming decade. In his view, the current
inflation developed extraordinary virulence over the past decade
partly because the American economy rests on structures of "cost-
oriented prices" and "equity-oriented wages" that make entrenched
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inflation difficult to eradicate. Behavior of workers, consumers,
businessmen, savers and investors responds to expectations that
inflation at relatively high rates will continue into the future.
Employers and employees in both union and non-union sectors of
the economy have an interest in long-term wage contracts providing
cost-of-living increases which can be passed on to consumers in
higher product prices.

Okun advocated a three measure "efficient anti-inflationary
program:" (a) sufficient fiscal and monetary restraint to defend
against excess demand; (b) coordinated Federal Government efforts
to reduce private costs of doing business; and (c) constructive
measures to obtain price-wage restraint, i.e., a tax-based incomes
policy.

Otto Eckstein, in his statement before the stagflation hearings,
documented the acceleration of inflation since World War II and
outlined a framework for analyzing various inflationary impulses,
which add up to the measured inflation rate. The "core inflation
rate" is based on long-run trends in unit labor and capital costs, and
changes only slowly over time. The "shock inflation rate" is derived
from the impact on prices of government intervention, viscisitudes
in agricultural harvests and external shocks such as oil price
increases. The "demand inflation rate" is based on the level and
composition of aggregate demand relative to aggregate supply.
Inflationary impulses originating in the demand and shock
components feed into the core rate as inflationary expectations
influence long-term wage and price contracts.

Eckstein sees the solution to stagflation in (1) more cautious
demand management policies to eliminate demand inflation, (2)
increased capital formation and R & D to restore productivity
performance and slow the core rate, (3) an energy policy to limit
OPEC's power to raise oil prices at will, (4) government regulatory
policies which minimize inflationary repercussions, and (5)
measures to make the economy more competitive.

In his Stagflation: Causes and Cures, Thomas Dernburg
identifies several sources of stagflation and relates them to historical
experience in the United States. First, Dernburg discusses the
measurement and meaning of stagflation and attempts to put the
1970's experience into historical perspective. In his view, the most
important sources of stagflation are supply restrictions. World food
shortages and increases in the cost of energy such as beset the
economy in 1973-74 are the clearest examples, while constraints in
the labor supply -- particularly for skilled workers -- are also an
important source. Such restrictions reduce output and employment
as they push up the price level. Inflation imparts a restrictive bias to
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monetary and fiscal policy that lowers output and employment. In
considering policy options, Dernburg believes conventional
monetary and fiscal policies generally cannot act to alleviate one
component of the disease without exacerbating the other. More
appropriate would be a reduction of payroll taxes, the institution of
a wage subsidy program, and adoption of a differential minimum
wage that would ease the youth unemployment problem. Further,
since he believes supply shocks are largely responsible for
stagflation, he suggests that these shocks be cushioned by the
establishment of buffer stocks of primary agricultural products as
well as stocks of coal and oil. Finally, Dernburg urges that the tax
system be indexed for inflation.

Alfred Eichner's Post Keynesian Interpretation of Stagilation
views investment as the key determinant of economic growth, and it
is inextricably linked to business pricing decisions and national
income distribution. Inflation is generated when growth in nominal
wages exceeds growth in real wages. The former are determined
essentially by socio-political bargaining processes, while the latter
are derived from productivity growth and technology change. Since
factors determining price increases are not the same as those
determining growth in real output, it is possible to have growth
without inflation and inflation without growth. Therefore, a policy
which seeks to limit inflation exclusively by curtailing aggregate
demand and economic growth will prove ineffective. Cutting the
rate of investment -- which generates technology change and
growth in productivity -- would only be self-defeating.

Eichner advocates an incomes policy to bring nominal wage
increases closer in line with productivity growth. He also proposes
an institutional scheme to analyze the nation's long-term investment
needs and to initiate policies that would achieve them.

According to Janos Horvath's Toward a Theory of
Institutional Inflation, stagflation is deeply imbedded in the
American economy, because large-scale institutions in the
government, business and labor sectors have introduced rigidities
that prevent much-needed adjustment. His analysis starts from the
perspective of "grants economics" in which subsidies, bounties,
tributes and monopoly profits constitute gains in real income to
strategically situated groups in the economy. Concentrations of
economic power, and/or political influence result in redistributions
of national income have little bearing on relative efficiency,
productivity or other performance standards. Widespread
government regulation at all levels gives rise to implicit grants which
in turn introduce rigidities in price, wages and hinder the flow of
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productive resources. Horvath recommends much closer
Congressional scrutiny of government regulation and of restraints
on production and supply in the private sector. Policymakers should
try to identify explicitly the "gainers" and the "losers" resulting
from restraints on prices and output; the transfer, or "implicit
grant," should be quantified. Competition should be fostered and
regulation reduced wherever possible.

Section B: The Monetary System and Inflation

Regaining Control Over an Open-Ended Money Supply, by
Albert Hall, views American financial history as a seesaw contest
between financial innovators and monetary authorities seeking to
curb inflationary tendencies resulting from innovation. He sees the
1970's as a critical period of institutional transformation and
legislative changes affecting the financial system and monetary
control. Accelerating inflation in the 1970's spurred innovative
financial practices of both business and households associated with
the development of "automated transfer services," NOW accounts,
repurchase agreements and money market mutual funds, among
other devices. These innovations led to rapid growth of
"transactions balances" lying outside the conventional definitions of
the monetary aggregates which the Federal Reserve had set up for
policy targets. To regain control over an "open-ended" money
supply, Hart proposes an agenda for monetary reform. This paper
was written before Congress passed in March 1980 the "Depository
Institutions Deregulation and Monetary Control Act" which
corrected some of the problems Hart identified. In the "afterword"
to his paper, Hart acknowledges these legislative accomplishments
which will eventually eliminate the mPmhPrshin nrnhlpm and
introduce universal reserve requirements among other measures.
Still, he cautions, these reforms will be introduced only gradually.
Moreover, new, yet unforeseen, innovations may add new types of
transactions balances to the monetary aggregates in the future, and
these will have to be brought under Federal Reserve control.

Monetary Disequilibrium Theory in the First Half of the
Twentieth Centulry is the last work of Clark Warburton before his
death in September 1979, and is published here posthumously. He
regards the 1970's as another period of serious monetary
disequilibrium in the United States with a long, excessive monetary
expansion and chronic inflation, in contrast to the violent monetary
contradiction and Great Depression of the 1930's. He sees
similarities in the two episodes with respect to (1) faulty economic
theory underlying policy, and (2) failure of many economists to
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understand the basic forces causing both the collapse of the 1930's
and the inflation of the 1970's. Warburton argues that the growth of
monetary aggregates during the previous eight years was roughly
three times the historic growth rate of output and about three times
the potential growth as estimated by the Council of Economic
Advisers. In view of the unsatisfactory price performance of the past
decade, Warburton recommends policy changes emphasizing a
strong anti-inflationary stance by the Federal Reserve.

Section C: Economic Behavior in Response to a Stagflation
Environment

Simler and Tella, in Inflation and Labor Force Participation,
examine the effect of inflation on the labor force participation rate
and the size of the labor force. The authors believe that labor force
participation decisions in the current period are made on the basis of
knowledge of the previous period's real wage rates and what
nonlabor incomes will be in the future. In the author's view, rising
and variable rates of inflation add to inflationary expectations and
generate growing uncertainty and anxiety which stimulate a rising
net flow of persons into the labor market. This inflation-induced
increase in the labor force entails costs in the form of increased
unemployment and decreased productivity growth. A comparison of
the decade of the 1960's with the 1970's shows that among the
economic determinants of the participation rate, changes in the
inflation rate have become about twice as important as changes in
real wages and nonlabor incomes. The authors make a general
policy recommendation that a substantial and continued reduction
in the rate of inflation, together with a dampening of inflationary
expectations for the future, would contribute both to lower
unemployment and better productivity performance.

Wachter's contribution, Demographic Aspects of the
Stagflation Problem, sees demographic changes in the labor force
and population as a central element behind the stagflation of the
1970's. Short-run economic fluctuations trace the traditional
business cycle over which many economists have observed the short-
run trade-off between unemployment and inflation. In the long-run,
however, rates of unemployment and inflation have increased
together. He argues that the secular increase in the unemployment
rate over the past two decades is largely due to changes in the
"sustainable or equilibrium rates of unemployment" and not to
inadequate demand. Secularly rising inflation, he claims, is largely
due to the failure of government policy. Policymakers
systematically underestimate the sustaintable unemployment rate
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and overestimate the potential output of the economy. Since
demographic forces were largely responsible for the actual rise in
unemployment, monetary and fiscal stimulus were limited in
reducing unemployment. Wachter's research on productivity leads
him to conclude that the bulge of baby boom workers entering the
labor force caused the slowdown in productivity growth between
1965 and 1973. After adjusting for demographic factors, the decline
in productivity is postponed until the 1970's when it occurs even
more dramatically. His policy correctives include reform of the tax
structure to encourage investment and discourage consumption. To
hold down inflationary pressures, the Federal budget should move
to full employment balance when the unemployment rate falls to a 6
percent target. The demographic problems in the labor force should
be addressed with programs aimed at structural unemployment
such as improving the skills of the unemployed.

Accelerating Inflation and the Distribution of Household

Savings Incentives, by Edward Kane, describes how households in

different economic and demographic groups reallocated their
savings in efforts to cope with accelerating inflation. Accelerating
inflation has redistributive effects which hurt small savers because

of government imposed interest-rate ceilings. Consequently, as
Kane shows, all but the wealthiest households shifted their saving
into housing and real estate investments, away from traditional

savings vehicles. This predominant behavior helps to explain some

of the puzzling features of the 1975-79 economic recovery: The
dominant role of consumer spending, unprecedented increases in
household debt, changing patterns of financial intermediation,
improving quality of owner occupied housing and the growing
speculative boom in residential real estate.

Joseph Minarik's The Distributional Effects of Inflation and
Their Implications examines how inflation affects the distribution
of income, how individual economic behavior respons to those
effects, and what the response imply for national economic
performance. Income from property and financial assets suffers
more than from wages and salaries during accelerating inflation.

Therefore, the elderly and upper income families are hurt
proportionately more than wage and salary earners. Thrift is

discouraged, while borrowing and consumption is encouraged.
Saving tends to flow into housing and unproductive real assets
rather than into productive assets. Minarik recommends policies to
raise after-tax yields on household savings, tax incentives for
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productive investment and more liberal treatment of depreciation.
He advocates indexation of AFDC benefits and assistance to the
elderly poor in particular.

Paul Davidson's primary purpose in Is There a Shortage of
Saving in the United States? is to clarify the relationship between
finance, private sector saving and capital accumulation. If U.S.
growth has been hobbled on the supply side, he argues, it is because
of a shortage of finance for capital formation, not a shortage of
saving. The low observed rates of saving in the American economy
during the 1970's are an effect and not a cause of stagflation. If the
government were to pursue policies that tilt the economy toward
more saving in the short run, the result would be lower aggregate
demand which discourages business capital formation. To the
contrary, policies which stimulate long-run growth in demand are
the basis for business profits which in turn are a primary financial
source for capital formation, supplemented by external finance. In
Davidson's view, tight monetary policies to curb rising prices of
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rates, and still have a significant impact on economic decisions at
the margin. He does not discard analysis of tax effects on aggregate
demand, but rather recommends adding to it the explicit analysis of
tax changes and their effects on the conditions of factor supply, i.e.,
inducements to work, to save, and to invest.
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CHAIRMAN'S INTRODUCTION
Senator Lloyd M. Bentsen

Chairman, Joint Economic Committee

Government regulation for too long has been cast in a purely
social role as though it should be quarantined from economic
scrutiny. No part of the American experience can be afforded that
luxury of disregarding other crucial elements of this Nation's
quality of life.

Regulation cannot abide apart from all other considerations; it
must be a part of the overall strategy to improve living standards.

Left as a detached feature of government, the regulatory network
smothers economic opportunity.

To properly evaluate its total impact, government regulation
must be viewed as both a social and economic issue; social because
most regulation was designed to bring about cleaner air and water,
safer jobs, and an improved quality of life; economic because these
social ambitions command huge and previously uncounted amounts
of the Nation's resources.

Early findings of the Joint Economic Committee's Special
Study on Economic Change recognized this dual social/economic
impact. Subsequently, the Committee's study group determined to
find out how the United States can best meet social goals as well as
loosen the regulatory noose around the necks of private enterprise.
While we would not return to a yesteryear where there existed little
concern for the environment, Congress has a responsibility to find a
way to give America's business and industry a little breathing room,
too.

The special staff study on government regulation being
released today attempts to assist Congress in its search for the best
solutions. These efforts were guided by the subtitle of the regulation

i
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study, "Achieving Social and Economic Balance." To achieve this

balance, the study recommends initiation of a regulatory budget.

The evidence offered in support of the regulatory budget is powerful

in its scope and detail, ranging from the, economic impact of

regulation to the acknowledgment of massive benefits.
Without hesitation, the study recognizes the benefits of most

regulation, and does not trace all economic problems back to

regulation. To the contrary, the study emphasizes the tremendous
benefits and attempts to guide Congress toward a posture which will

bring about more efficient regulatory agencies acting in the public's
interest.

In doing so, the study shows that, for the most part, regulatory

agencies only consider direct agency administrative costs when

calculating the economic effects of regulation. These administrative

sums are handsome enough by themselves, having risen to $6 billion

in 1980. At that rate, these costs would be 11.5 billion by 1990 and

$16 billion in 2000. But despite the size of such budgeted

expenditures, they are a small part of the regulatory burden
taxpayers must bear.

From the evidence available, compliance costs placed on the

economy already are running at more than $100 billion a year --

about one-fifth the size of the Federal budget. These costs are

hidden taxes on Americans that do not show up in the Federal
budget.

This lack of accountability distorts the costs of government.

For example, until there is a regulatory budget requiring that

compliance costs be determined, Congress -- regardless how

worthwhile the effort -- is only fooling itself by attempting to limit

the Federal share of GNP to a certain percentage.
The Federal share of GNP is now calculated at about 21

percent. But that calculation considers only the direct dollars going

to the Federal Government. Regulation is claiming another $100

billion a year in compliance costs paid by industry and business,

and ultimately by the consumer through higher prices.
If this $100 billion is added to the Federal share, the U.S.

Government is actually commanding 25 percent -- not 21 percent --
of GNP. Should the growth of government regulation continue as

in recent years, the Federal share of GNP -- including regulatory

ii
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compliance costs -- would reach about 31 percent by 1990 and more
than 38 percent by 2000 even if the share of the fiscal budget stayed
the same.

This unabated regulatory effect on the economy must be
brought under control. "Brought under control" does not mean
restricting the activities of regulatory agencies. Requiring regulators
to do their jobs efficiently is not the same as placing restrictions on
them. In this case, "efficiently" means cost-effective, which
reguires a regulatory budget.

The benefits of a cost-effective system could help ameliorate
some of these regulatory trends:

* During the 1970's -- at a time when the U.S. economy was
stagnant -- government regulation experienced its greatest growth.

* In just 15 years -- since 1965 -- the regulated share of the
economy has expanded from one-tenth of GNP to about one-fourth
in 1979. In 1965, $93 billion worth of goods and services were
produced under varying degrees of regulation. By 1979 the total was
$358 billion -- four times higher.

* Regulation has helped push segments of the economy off the
record books and into the underground economy. Untaxed income
alone in 1979 stood at about 14 percent of national income.

* Regulation has contributed significantly to America's
increased dependence on foreign crude oil.

A regulatory budget, which brings with it cost-effectiveness,
provides that Congress establish the total amount of compliance
costs that may be imposed on the economy, and to allocate these
costs among individual regulatory agencies. A regulatory budget
provides for a strict accounting of the costs of newly proposed
regulation.

The regulatory budget program will take three to five years
from the time of enabling legislation to make all agencies
accountable. That is not too long when we remember it has taken
years to create the regulatory overload and to tilt the scales against
economic progress.

Only when a regulatory budget is in place can there be social
and economic balance. And only with a regulatory budget can we
achieve our dual objectives: a healthy environment and a healthy
economy.

iii
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GOVERNMENT REGULATION:
Achieving Social and Economic Balance

INTRODUCTION

At the root of America's past success in achieving its social
objectives -- including those nurtured by regulation -- was the
comfort of dividing the growing national pie provided by a robust
economy.

Near the close of the 1960's, the vision of potential economic
abundance was based on a seemingly endless supply of cheap energy
and a limitless ability to absorb the innovations pouring forth from
the Nation's industrial base.

Then came the 1970's.
Even as productive capacities diminished under the influences

of a new economic world, social goals continued and even
expanded, prompting increased debate about the priorities of a
nation -- debate which encompassed the role of government

I
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regulation. At the two extremes of the dispute are those who favor a
return to unregulated industrial expansion without concern for
environmental consequences, and those who support no-growth
policies as their way of enriching the overall quality of the
environment.

However, no such vision of a ravaged environment clouds the
view of this study's consideration of economic and social balance.
Nor are the study findings in accord with the attainment of social
objectives through the containment of economic progress. Rather,
the study is guided by the recognition that the expansion of
productive capacity is the foundation for achieving the goals
embraced by American society. At the same time, the study
acknowledges without reservation the benefits of much government
regulation at the National, State and local levels -- benefits in terms
of employment creation, environmental protection, improved
safety, and regulation of fair trade practices.

Recognized also is the fact that significant benefits do not
remove government's need to better understand and to consider the
cost implications of regulatory policies. Neither does it remove the
necessity to approach policies with the intent to encourage efficient,
cost-effective results.

Equally important in the quest for balance is the need to erase
the perception that there exists in regulatory activity an endemic
conflict between social and economic goals. This dichotomy is false
because social demands (including environmental often have
economic consequences.

In a fundamental sense, economics focuses on the question of

how resources can be allocated so as to improve the wealth and
welfare of a nation. A concern of this study, then, is with the most
efficient and effective means of contributing to the present and
future wealth and welfare of America.

Another concern is that there be a clear understanding of the
role of Congress in the growth of regulatory activity. Increased
government regulation in recent decades didn't just happen by
chance. The Federal Government derives its authority to regulate
from the Constitution, which grants Congress the power to regulate
interstate commerce. While Congress in practice delegates authority

2
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for regulating to other agencies of government, this transfer of
authority does not change the original power of Congress to
regulate. Congress, therefore, is the appropriate forum for
determining how much authority is delegated, and under what
conditions.

By the same token, the responsibility for flaws in the regulatory
system also lies ultimately with Congress, and it is in Congress that
corrective action must be taken. Common flaws may be delegations
of authority with insufficient guidelines, or with guidelines that are
perhaps too strict. The courts have given Congress very wide
latitude in delegating its authority, which empasizes all the more the
responsibility of Congress for initiating regulatory reform.

The motives behind regulation have been important and well-
intentioned. Moreover, regulation has sometimes had fortuitous
side effects. For example, the enforcement of gasoline mileage
standards has to some extent mitigated the competitive impact of
fuel-efficient foreign automobiles. Despite this example of
government decisions being ahead of those in the marketplace,
government has too often failed to recognize the full significance of
its actions. In the current inflationary environment there is growing
concern that the Federal Government fails to consider adequately
the costs of regulatory initiatives.

Several measures have been proposed to reform the system of
government regulation and as attempts to better understand and
assess the costs of regulation as a budgetary consideration. In
general terms, these measures stress mitigating the unintended
consequences of government regulation; managing perceived
conflicts among national goals and the regulations themselves;
encouraging business, labor and government cooperation;
coordinating growth opportunities; and encouraging economic
growth through new investment.

A key test of the desirability of these legislative proposals
should be whether they reduce costs without reducing or adversely
affecting the ability of regulatory agencies to carry out their
congressional mandates.

To this end, the study turns to an examination of the evidence
of the effects of government regulation on growth and investment.

3
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The presentation is in the form of (1 a summary of findings and
themes emerging from the Special Study; (2) an analysis of the
direct compliance and long-term cost effects of regulation on U.S.
economic performance; and (3) the advancement of options for the
reform of government regulation.

4
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II

THE SPECIAL STUDY: SUMMARY OF
FINDINGS AND EMERGING THEMES

Most contributed papers in the government regulation area
document numerous unanticipated consequences, and usually
higher costs, resulting from regulatory activities and government
mandates.

A disturbing revelation is that the Federal share of GNP is
grossly underestimated because regulatory compliance comt are not
taken into account. A finding of the study is that:

* In 1976, the conventionally calculated Federal share of GNP
was 21 percent. However, regulatory compliance costs -- estimated
at $66 billion that year -- were not included in the GNP share
calculation. Had they been, the Federal share of GNP would have
been 23.5 percent.

* In 1979, the Federal share of GNP as usually determined was
again 21 percent. Had compliance costs, estimated at $98 billion,
been included, the Federal share of GNP would have been 25
percent.

Should the growth of government regulation continue, the
Federal share of GNP -- including compliance costs -- in 1990
could reach about 31 percent; and by 2000 could reach more than 38
percent. *

Several other i...t:, genrIal heuies emerge from the
study:

(1 The regulated share of the economy has expanded from
about one-tenth of Gross National Product (GNPJ in 1965
to about one-fourth in 1979. In constant dollar terms this
means that, in 1965, $93 billion worth of goods and services
were produced under varying degrees of regulation. By
1979, the total had risen to $358 billion. This regulatory
expansion carries profound implications for the ability of
the economy to adjust to changing economic circumstances.

*These estimates and projections are based on the 1976 compliance csust estimates bN
MlurraN Weidenbaum. and his sub.seqent calculations of l(79 compliance costs.

5
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"Regulation", as it is defined here, does not include

subsidies and the array of Federal initiatives involving
nuclear safety, food and drug regulation, meat inspection,
agricultural marketing and maritime regulations.* Had
these activities been included: (1 The data would indicate
that, in 1965, more than 10 percent of GNP was produced
under varying degrees of regulation; 12) the 1979 data
would show that more than 25 percent of GNP was directly

affected by regulation; and (3) the growth rate of Federal
regulatory activity between 1965 and 1979 would have been
reduced.

(2) During the 1970's -- at a time when the United States
economy was stagnating -- government regulation
experienced its greatest growth.

(3) If current regulatory trends were to continue, direct

administrative costs of Federal regulatory agencies could
grow from $6 billion in 1980 to $1 1.5 billion in 1990 and $16

billion in 2000. I Figures are unadjusted for inflation).

(4) State regulators frequently duplicate Federal regulatory

efforts in the following areas: Agriculture, banking, consumer
protection, energy, environment, equal employment and human

rights, food and drugs, labor relations, occupational health and

safety, air and water pollution control, public utility regulation, and
securities regulation.

(5) The small business sector bears a disproportionate share of

the total regulatory burden. Unlike large enterprises, small firms

cannot easily pass on regulatory costs to consumers. More seriously,
regulatory overload may be inhibiting risk-taking and the formation
of new businesses.

*'The regulated share of the economy is understood to include those industries

subject to price regulation, as well as those industries most subject to environmental.

health and safety regulation. '[he industries subject to price regulation include

utilities. transportation, and petroleum production, refining and marketing. The

industries most subject to environmental. health and safety regulation include

mining, construction, chemicals, paper, primary metals, petroleum refining, motor

vehicles, and stone. clay and glass. The effect of environmental, health and safety

regulation is to force producers to take account of environmental and other costs that

they do not normally consider. Such regulations generally increase producer costs.

Situations calling for pslicies designed to reduce producer costs are not

conventionally treated tinder the general rubric of 'regulation' and are therefore not

treated here.
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(6) Regulatory initiatives sometimes have quite unintended
effects. For example, enforcement of toxic waste regulations has
resulted in the collection of toxic wastes prior to their release into the
environment. Yet, the problem of the disposal of the accumulated
wastes has been associated with the growth of illegal dumping
activities. There is. in short, some evidence that government
regulatory initiatives have been accompanied by an expansion of
unrecorded and unreported business activity. The size of the so-
called underground or cash economy is estimated by various studies
at from 4 to 10 percent of GNP. The untaxed income generated by
this sector, estimated at $177 billion in 1977, increased to $275
billion by 1979 -- a growth of more than 55 percent in two years.
Untaxed income in 1979 stood at roughly 14 percent of national
income.

(7) While government regulation traditionally focused on
economic -- price and entry and natural monopoly --
regulation, environmental and health and safety regulation has
become increasingly important. Although the goals of social
regulation are generally regarded as desirable, the existing
regulatory system lacks the incentives to consider adequately the
non-administrative costs of Federal regulation. Although some
recent efforts have been made to bring about a better accounting of
costs, too many regulators still do not assess the full costs of
regulatory compliance, with these results:

(a) The implications of regulatory initiatives are never fully
explored in advance. For example, one of the unintended
consequences of energy regulation is that it has contributed to
increased U.S. dependence upon foreign crude oil. (In 1973, the
United States imported 37 percent of the petroleum nrondcta it
consumed. By 1979, almost 50 percent of the petroleum products
consumed was imported. )

(b) There is at present no government-wide statute to assure
that the costs of regulation are not underestimated.

(c) The extent of regulation is probably greater than it would
be if decisionmakers were held accountable for all the resources
claimed by regulation.

(8) In addition to consideration of perceived benefits, there is
need for a set of regulatory checks and balances, a system for
making choices among competing, sometimes conflicting regulatory
goals. Such a system would consist of three elements:

(a) Estimated compliance costs for each proposed regulatory
initiative which would take the form of estimated compliance costs.

7
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(b) A limit on the total estimated compliance costs that may be
imposed on the economy.

(c\ Ongoing development and improvement of the techniques
used to estimate compliance (and indirect) costs.

These regulatory checks and balances are the key components
of a regulatory budget, a proposal which is outlined in the
recommendations section of this paper, and is defined as follows:

A regulatory budget would set absolute limits for a given time
period on the compliance costs that the executive branch of the
Federal Government could impose, through regulation, on the
private sector or on all governmental units.

Compliance costs refer to the increase in expenditures
necessary to bring products or procedures into line with the
requirements of Federal regulations.

Regulation refers to rules, orders or directives from executive
agencies that are intended to direct or alter specific economic or
social, or non-Federal Government decisions and actions.

As envisioned, the regulatory budget would require that
Congress establish the total amount of compliance costs that may be
imposed on the economy, as well as allocate these costs among
individual regulatory agencies. It would force a strict accounting of
the resource costs associated with proposed regulatory initiatives,
and would enable Congress to make trade-offs among regulatory
goals, each of which would involve the expenditure of scarce
resources. Under a phase in regulatory budget program, it would
take three to five years to make all agencies accountable.

8
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III

THE EFFECTS OF
GOVERNMENT REGULATION

A. Product Prices, Output and Investment in the Regulated
Industries.

Federal Government regulation influences the direction,
quantity and quality of America's economic growth. Because it
affects both the demand for and the supply of goods and services,
regulation has an important impact on what is produced, how it is
produced, and for whom it is produced. The effects of regulation are
pervasive; they are also enduring. Precisely because it affects both
product demand and costs of production, regulation is an important
determinant of the Nation's productive capacity and its ability to
compete in international markets.

Where plant and equipment are fixed -- that is, where
industries are equipped for particular energy sources and specific
materials -- regulation almost always pushes up costs and reduces
the amount of goods supplied at any price. In the best of economic
times, regulation would cause price increases on those goods. But at
a time when industry and business must pay more for energy and
materials, or convert equipment to alternate sources and at the same
time meet regulatory requirements on new equipment and plant
operations, regulation exacerbates an already bad situation.

Confronted with massive cost increases -- caused by energy,
materials and wage rate acceleration, in addition to the costs of
regulation -- producers either cut back on plans for expansion of
production or actually reduce production below past levels. This
results in fewer goods at higher prices and a loss of real income for
consumers. While this scenario has been evident across industry
lines, it has been most evident in the regulated industries, as shown
in Table 1.

There is no evidence which establishes the extent to which
regulation itself is responsible for either the increase in prices or the
decrease in production. However, there is the following comparison
from the special study:

In the five-year period prior to the 1973 oil embargo, prices in
the most heavily regulated industries increased more than 30
percent. In comparison prices in unregulated manufacturing
increased only 14 percent. Over the same five-year period,
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production in the most heavily regulated industries increased 8
percent, whereas production in unregulated manufacturing
increased 13.5 percent.

During the 1973-77 period, the rates of change almost
converged. There is less than a one percentage point difference
between the 8.8 percent annual rate of price change in the most
regulated industries and the 7.9 percent average change in
unregulated manufacturing. The staff study determined, however,
that this convergence is misleading because the recession of 1974-75
intervened, making any interpretation tenuous. The recession
reduced demand for most goods, but particularly for those goods
produced in the most regulated sectors of the economy. As a result,
the recession's effect on the demand for these products dampened
the rate of price increase in the regulated (and other) industries. It

TABLE 1. Price and Production Changes in the Industries Subject
to Environmental and Health and Safety Regulation

Price Changes 1958-69 1969-73 1973-77

Average annual rates of price change

(percent)

Most Regulated 7.2 6.6 8.8
(includes mining, construction,
paper chemicals, stone, clay and
glass; and primary metals)

Unregulated Manufacturing 1.3 2.8 7.9
(total manufacturing with the
exception of the most regulated
industries and automobile manufacturing)

Production Changes 1958-69 1969-73 1973-77

Average annual rate of production change

(percent)

Most Regulated 4.6 1.6 -0.7
Unregulated Manufacturing 5.4 2.7 0.6
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was because'of this. coupled with the massive increase in the price of
energy, that the staff study was prompted to decide that
interpretation of the 1973-77 price and output data is more than
usually ambiguous.

Regulation's impact on the economy is not, however, limited to
prices and output of goods produced with existing equipment. More
importantly -- especially to the long-run growth and vitality of the
economy -- regulation influences decisions by industry to invest in
new and more productive plant and equipment.

There are occasions when investment mandated by regulatory
goals encourages production. To the extent that equipment which
contributes to production is installed, productivity is enhanced and
some of the upward pressure on production costs (and prices) is
dissipated. Frequently, however, regulation impedes investment.
Therefore, the role of regulation in determining the type and the
amount of investment is critical. It is a role that cannot be fully
appreciated until the costs of regulation are more closely examined.

B. Regulation's Costs and Benefits
The following discussion focuses on costs of regulation. While

the benefits of regulation should not be overlooked, there is no
scientifically correct way to measure these benefits. For example,
while some argue that health and safety and environmental
regulations do not significantly improve the quality of life, this is a
matter of judgment.

For purposes of this study, the benefits of environmental,
health and safety regulation are taken to be self-evident, although
not quantifiablc. Judgments are believed best left for Congress. A
March 25, 1980, study prepared for the Committee on
Governmental Affairs, U.S. Senate, by the Center for Policy
Alternatives at MIT, stated: "The philosophical and ethical issues
raised by placing economic values on such intangibles as human
life, chronic disease, injury, and pain and suffering will continue to
limit the ability of analysts to perform benefits studies without
unavoidably making value judgments that are more properly
performed by publicly accountable decisionmakers or by the society
at large. Due to those various limitations, a strict cost- benefit
approach in Federal regulation does not appear advisable."

The cost-effective approach of the regulatory budget is in
accord with that appraisal.

11
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In releasing the MIT report, the Governmental Affairs

Committee said billions of dollars a year are saved as a direct result
of regulation in the areas of health, safety and environment. The
major findings on benefits included:

* Air pollution benefits ranging from 55 to 558 billion annually,
with automobile pollution controls alone worth $2.5 to $10 billion
each year.

* Up to 60,000 lost workday accidents and 350 deaths avoided
in 1974 and 1975 due to OSHA rules on workplace safety -- thus

reducing the $15 billion society pays annually for industrial
accidents.

* Crib safety standards reducing injuries to infants by 44
percent since 1974, and flammable sleepwear standards causing a
20 percent reduction in the frequency of burn deaths and serious
burns to children in 1975.

* Automobile safety controls saving over 28,000 lives in an
.eight year period, 1966-1974. Seat belts alone are said to have
reduced injuries by 34 percent and deaths by 20 percent.

* Water pollution abatement resulting in a 59 billion gain to the
economy through increased recreational use such as boating,
camping, fishing and vacationing.

The cost-effective approach will find no quarrel with the
perceived benefits nor goals of regulation. The approach will,
however, require that efficiency be maximized and costs minimized.

Therefore -- regardless of the stated goals of regulation -- once

it is decided that a particular goal is worth pursuing, it is reasonable
and prudent to require that it be achieved in the least costly but
most effective way. For this reason, regulatory costs must be
undecmeod. An appreciation of the nature of these costs is not
fundamentally anti-regulatory; it is merely prudent. It is, moreover,
the essential first step in the formulation of a regulatory budget, the
regulatory counterpart of the fiscal budget.

The costs of regulation include: (1) Direct administrative costs;
(21 compliance costs; and (31 indirect costs.

11) Direct Administrative Costs
These are the visible Federal budget costs borne directly by

taxpayers. Administrative costs are absorbed in the operation of the
56 regulatory agencies involved in economic and social regulation.
In 1980, the direct operating costs of these agencies will amount to
about 56 billion, a four-fold increase over 1970. About four-fifths of
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these regulatory outlays are currently devoted to the newer areas of
social regulation such as job safety. health and the environment.

(2) Compliance Costs
These are the costs, discussed earlier, borne by those businesses

and other organizations which must comply with regulations.
Although compliance costs vary among regulatory agencies -- and
while a few agencies account for the lion's share -- one fact is
universal: Compliance with Federal directives usually imposes
capital and operating costs on affected industries. Businesses, in
turn, must either pass these cost increases on to consumers through
higher prices, or lower their profits. In the case of price increases,
consumers bear the direct cost of industry compliance. In the case of
profit reductions, they pay an indirect cost. Reduced profits mean
reduced retained earnings with which businesses could finance
additional investment. Decisions to forgo productivity-enhancing
investments mean that future costs increase.

Regulatory compliance costs can therefore be interpreted as a
hidden tax on consumers and on the economy. It is this hidden tax
which the regulatory budget process is designed to help minimize.
The hidden tax on consumers grows right aiong with the compliance
costs to industries. The potential for continued growth of the hidden
tax is demonstrated by the fact that the compliance costs solely in all
industries for environmental regulations only will increase fin 1972
dollars) from $19 billion in 1977 to $52 billion by 1986. Over the
decade of the eighties, the costs of complying with Federal
environmental regulation will be approximately $360 billion in 1972
dollars. (Weidenbaum's 1979 estimate of regulatory costs was in
1979 dollars.)

During the past decade and a half, the Federal Government
has increasingly relied on regulation of the private sector to channel
resources toward such public goals as a cleaner environment, safer
workplaces, less hazardous consumer products, and equal
employment opportunities. Many government regulations--
particularly those affecting health, safety and the environment--
contribute significantly to the overall well-being of the vast majority
of American consumers and workers. And while we would not turn
back the clock on many regulatory policies which produce
substantial benefits, the cost of regulatory programs should be
brought under control. This does not contemplate imposing
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restrictions on the activities of the regulatory agencies. Requiring
regulators to do their jobs efficiently is not the same as restricting
regulator activities.

Federal paperwork requirements impose significant
compliance costs. Businesses allocate about 69 million hours
annually to respond to more than 2,100 reporting and
recordkeeping requirements according to the General Accounting
Office. Yet these costs are clearly underestimates because they do
not include opportunity costs, the costs of output foregone because
of manhours allocated to Federal paperwork.

Federal paperwork is particularly burdensome for smaller
businesses. Small businesses file over 305 million Federal forms a
year, totalling over 850 million pages and containing over 7.3 billion
questions. The average annual cost to each small business is
estimated to be about $1,270, a total cost of more than $17 billion.

The $17 billion figure is large, but it measures only the direct
costs of paperwork compliance. Small business typically lacks the
manpower and the specialized skills to respond quickly and
efficiently to federal data requests. Too often the time of the owner-
operator is spent on paperwork at the expense of a careful
monitoring of other activities essential to the survival and growth of
the small enterprise.

There have been other attempts to quantify regulatory
compliance costs. A recent update of a report prepared for the Joint
Economic Committee by Dr. Murray Weidenbaum of the Center
for the Study of American Business estimated the total costs of
complying with Federal regulations at $98 billion for 1979.

A 1979 study conducted by Arthur Andersen & Company for
the Business Roundtable looks at the direct, incremental costs
incurred by 48 companies in complying with six Federal regulatory
areas in 1977 -- the Environmental Protection Agency (EPA),
Equal Employment Opportunity (EEO), the Occupational Safety
and Health Administration (OSHA), the Department of Energy
(DOE), the Employee Retirement Income Security Act (ERISAI,
and certain activities of the Federal Trade Commission (FTC). The
study defines incremental costs as the direct costs of those actions
taken to comply with a regulation that would not have been taken in
the absence of that regulation. For the 48 firms surveyed, these costs
amounted to approximately $2.6 billion, with manufacturing
companies most heavily affected. The study finds that EPA
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regulations are the most costly to business, although compliance
costs vary widely among industries.*

Some of the most serious regulatory costs involve the failure to
reconcile sometimes conflicting national objectives. For example,
EPA regulations encourage the increased use of foreign oil,
particularly the low-sulfur variety. EPA regulations also make it
difficult to obtain permits to expand domestic production capacity,
while price control regulations make refinery investment
unattractive. As a result, imports of foreign oil are encouraged, and
additional strains placed on the U.S. balance of payments. To
illustrate the kinds of anomalies that have resulted, EPA and DOE
regulations were responsible for cutting back heavy oil production
from the fields of the City of Long Beach, California by nearly one-
third between 1974 and 1977.

(31 The Indirect Costs of Regulation
Indirect costs are the longer term effects on private sector

behavior resulting from the absorption of the compliance costs. The
effect of regulation on the level and composition of private
investment is perhaps the most serious indirect cost. This is because
any diversion of investment dollars satisfying regulatory
requirements generally means diverting dollars away from
investment in more productive plants and equipment. The result is
often a reduction in the rate of output growth and an increase in
prices. Reduced output growth and higher prices, therefore, must
be deliberately balanced against the benefits of cleaner air, safer
work places and other regulatory goals.

While the displacement of productive investment is one of the
most important indirect costs of regulation, it is only part of the
investment story. Regulation has affected both the character and
the rate of growth of the Nation's capital stock; a rate of growth
which has been reduced because of regulation's effect on rates of
return on investment. This effect is most prominent in the industries
that are subject to price regulation. Industries not under price
regulation are better able to respond to current market conditions
and adjust to current changes in production costs and consumer
demand.

*Compliance with federal regulations does result in a demand for such things as
environmental control devices. The construction and installation of such devices, of
course, results in the employment of labor and the generation of income.
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For example, public utilities must convince regulatory agencies
of the need for price increases long after their costs of operation have
increased. This is because regulatory bodies have traditionally
required justification of price increases based on historical costs.
When costs are relatively stable, this process may not cause severe
hardships on the price-regulated industries. However, when costs
are rising rapidly, price adjustments lag behind costs and profit
margins shrink.

Price adjustments based on current market conditions allow
investors to realize competitive rates of return on investment. But
when profit margins are reduced because cost increases cannot be
offset with price increases, rates of return decline. This in turn
erodes investor confidence in the ability of those industries to
generate competitive yields on investments.

Once again, the problem of balancing conflicting goals
emerges; the benefits of controlling price-regulated industries must
be balanced against the costs of foregone investment in those
industries. The balancing problem is difficult, but not intractable.
Whether the conflicting goals are lower energy prices vs. continuing
energy dependence, or lower cost refined copper vs. cleaner air, a
systematic procedure for choosing among alternatives is required.
The regulatory budget provides such a procedure and gives
Congress the mechanism for determining how much of the Nation's
resources will be devoted to the full spectrum of regulatory
compliance costs, as well as the amount to be allocated to specific
areas of the economy.

Not only would the regulatory budget provide a procedure for
the reconciliation of competing, sometimes conflicting, regulatory
goals; it would also focus attention on the so-called adjustment
problem.

14) Regulation and the Adjustment Problem
United States producers compete in a changing world in which

experience is only a tentative guide. In this increasingly competitive
global economy:

* Energy is more expensive and its sources are less secure.
* The price of manufactured goods has fallen relative to the price

of raw materials from which they are derived.
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* The U.S. competitive position has been eroded by sluggish
investment, declining rates of productivity growth, and
increased technological sophistication of U.S. trading partners.

* Foreign producers are increasingly subsidized by their national
governments.

* The less developed countries seek systematically to substitute
domestic goods for imports.
If U.S. producers are to survive and to prosper, they must

adjust to this rapidly changing environment. Government
regulation has a positive role to play in this adjustment process. But
it is a role that cannot be played properly if regulatory policies are
implemented on a piecemeal basis. Policymakers should take
account of the total costs of regulatory initiatives. An explicit
accounting of compliance costs would go a long way toward
facilitating choice among regulatory goals in a tougher, more
competitive world.

Productivity-enhancing investment is essential to the growth
and vitality of the U.S. economy. The regulatory budget can
facilitate rather than impede adjustment. Under the aegis of a
regulatory budget, the tolerable levels of compliance costs would, in
part, be determined by changing conditions. So, too, would the
regulatory price tags. As experience accumulates, the compliance
cost estimates would, inevitably, take fuller account of the
previously discussed indirect costs. In effect, the regulatory budget
would focus attention on the competitive position of specific U.S.
industries. The regulatory budget process will generate information
that will be useful in determining the appropriate private and
governmental responses to changing market conditions.

Regulatory reform initiatives should be a part of a
development-oriented strategy to stimulate investment and
revitalize the industrial base of the Nation. A "strategic growth
policy" is needed, a comprehensive policy concerned with the
interrelated sectoral impacts on industrial development of
monetary, fiscal, spatial and regulatory policies.

The regulatory budget would become a linchpin of the
adjustment process; a mechanism for taking account of the full
implications of regulatory initiatives for the growth and vitality of
U.S. industry.
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(51 Small Business, Risk-Taking, and Regulation
Small business is the largest employer in the United States.*

The Nation's 13.7 million small business entrepreneurs create 66
percent of all new jobs. Moreover, small businesses generate 24
times as many innovations per research dollar as do the largest
companies. By any standard, small business is a catalyst to
economic growth. As such, it should be nurtured rather than
encumbered. The role of regulation, therefore, is particularly
important in the context of the small business.

The average small entrepreneur works 58 hours a week in his or
her business. Any time devoted to regulatory compliance necessarily
means less time available for product development, production,
marketing, and other common entrepreneurial functions. Unlike
larger companies with structured information systems, smaller
concerns do not enjoy the luxuries of separate accounting, finance
and other divisions which can share the burdens of regulatory
compliance. It comes as no surprise, therefore, that government
regulation may actually be inhibiting the formation of new business
enterprises. Because of the important role of small business both in
employment and innovation, this could prove to be the most serious
of the indirect effects of regulation.

While some of the regulatory problems are unique to small
business, others are shared with large businesses. A common
problem revolves around the conflicting incentives of regulators and
entrepreneurs. The nub of the problem is the regulators' preceived
responsibility to establish objective standards by which their
performance in achieving regulatory goals can be measured. It is
this quest for objectivity that largely explains the regulators'
penchant for design standards as opposed to performance
standards; a preference for rigidity rather than flexibility in the
promulgation and administration of regulations. It is, aftei all,
easier to determine and to demonstrate compliance when rigorous
design standards are imposed; design standards that often do not
take account of differing technical and market conditions.

*The figure for the number of small businesses is based upon Internal Revenue
Service tax information, and employs the following definitions of small business:
Manufacturing enterprises with 500 or fewer employees; retail and service
establishments with annual sales of $2 million or less; wholesale firms with annual
sales of $9.5 million or less; general construction enterprises with sales of $12 million
or less, and specialty trade construction firms with sales of $5 million or less.
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In effect, the regulators' demand for predictability and control
becomes a constraint on the adaptability and the growth of
business. It also becomes a constraint on risk-taking, the essence of
the entrepreneurial function.

The efficient achievement of regulatory goals -- whether
cleaner air, a safer work place, or a more fuel-efficient car -- would
be better served if regulators were guided, by different incentives.
While some efforts have begun by agencies to consider costs other
than administrative, at present the performance of most regulators
is all too often primarily judged against standards that take no
account of compliance costs. But it is precisely the compliance costs
and the attendant indirect costs that ultimately determine the
efficacy of regulatory initiatives. The focus of regulators and
Congress should be on the cost effective achievement of regulatory
objectives.

A central concern is the accountability of regulators for the
resources claimed by regulation, whether calculated as total
compliance costs or as the costs imposed by any one agency. This is
the primary rationale for the regulatory budget.
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IV

POLICY RECOMMENDATIONS

A strict accounting of compliance costs is the missing link in the
regulatory process. A regulatory budget would provide the
mechanism for limiting total compliance costs and thereby help
Congress better assess competing social goals. It would also give
regulators a clear mandate to seek cost-effective implementation.

The process of accounting for compliance. costs would require
all parties concerned to consider the context in which regulations are
promulgated and administered. A very important part of the
regulatory context is the adjustment problem which dictates that
American industry respond to the changing conditions of a more
competitive global economy.

Just as industry must adjust and better prepare itself to
compete in a changing world, so must the regulatory bodies adjust.
As experience with the regulatory budget accumulates, more of the
indirect costs of compliance will be apparent to regulation agencies.
The result will be greater understanding of the effects of regulation
and of the changing atmosphere in which U.S. industry operates.

It is in this sense that the regulatory budget can be, first, a
learning tool, and then a management tool, not only of the
regulatory process, but of the adjustment process as well. The
acquisition and dissemination of knowledge gained in the regulatory
process will result in a better understanding of the changing
fortunes of American enterprise -- and of the role played by
regulation, both here and abroad. With private and public
responses based on more comprehensive information, the
probability of success will be enhanced.

RECOMMENDATIONS
1. To Encourage Cost-Effective Regulatory Initiatives

and to Speed the Adjustment Process:
a. Congress should pass legislation establishing a regulatory

budget.

The regulatory budget should be phased in. From the time of
enabling legislation, it would take about three to five years to
bring all regualtory agencies tunder the aegis of the regulatory
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budget. A limited number of regulatory agencies would be
initially affected. This would enable the Congress, the
regulatory agencies, and the affected industries to identify
problems and, in general, to perfect the process prior to its
broader adoption. Of particular interest is the evolution of the
scope of, and the methods employed in, the estimation of the
costs of regulations. As experience is gained, the quality of the
regulatory budget as a management tool will be enhanced.

b. For price regulated industries, such as public utilities,
permissible rates of return should be based on current rather
than historical costs.

c. Environmental, health and safety regulation
should be implemented on the basis of performance rather than
design standards.

2. To Assist in the Identification of Cost-Effective Means
of Implementing Regulatory Goals:

a. In those instances in which a consensus among regulators,
industry, and the public as to the efficacy of regulatory
standards does not emerge, provision should be made for
Congressional review. In general, emphasis should be placed
on achieving compliance through consultation rather than
through legal action.

b. The compliance cost estimates contemplated by the regulatory
budget should, so far as is possible, take account of the
associated indirect costs. At a minimum, clearly formulated
productivity impact studies should be undertaken before new
regulations are promulgated.

c. In the interest of minimizing compliance costs, the reporting
requirements of regulatory agencies should be coordinated, and
the number of overlapping jurisdictions should be reduced.
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3. To Discourage the Growth of Unrecorded Business
Activity and at the Same Time to Increase Productivity, Saving
and Investment:

Tax rates on both earned and unearned income should be
reduced. Reductions in tax rates need not result in reduced tax
revenues because:
(a) monies that heretofore escaped taxation will be taxed, and
(b) to the extent that saving and investment are encouraged,
productivity will increase and income will grow faster.
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GOVERNMENT REGULATION:
ACHIEVING SOCIAL AND ECONOMIC BALANCE

INDEX NARRATIVE

The Government regulation volume is, perhaps, the broadest
of all areas investigated in the Special Study on Economic Change.
The various contributed papers, while covering a wide range of
policies and programs, are by no means exhaustive of the subject.
The aim is to explore the nature of change and develop creative
policy options for Congress. The papers are presented in three
sections:

Section I -- "Government Regulation: Trends and Changes."
The section documents the growth of regulatory activity and
analyzes the cumulative impact of regulation on a broad range of
national policy concerns.

Section 2 -- "Federal Regulation: Industry Performance and
Social Goals." This Section assesses the impact of both economic
and social regulation on the performance of selected U.S. industries,
broadly defined. The papers analyze the regulatory climate in
telecommunications, financial institutions, and health care and
present alternative approaches for achieving the goals of regulation
in these industries. The final paper in this section discusses the
impacts of regulation on small businesses.

Section 3 -- "Federal Mandates." This section focuses on the
direct and indirect costs that are borne by State and local
governments and educational institutions when the Federal
Government mandates performance standards. Also considered is
the problem of regulatory conflicts which frequently occur when
several layers of government impose different standards of
performance on private industry.

Section I "Government Regulation: Trends and Changes." A
paper by Thomas K. McCraw suggests a rationale for the growth in
Federal regulatory activity and argues that the increasing
complexity of the U.S. political economy, especially as regards
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economic policymaking, has led to calls for a more activist and
interventionist role by government at all levels. The present
regulatory situation represents the accumulated legacy of three
major periods of regulatory explosion -- the progressive era, the
New Deal, and the "social" regulation period since 1960. In
general, political and economic forces have combined to produce a
system of ad hoc regulation. The pace of new agency and new
authority creation may slow, however, due to changing perceptions
of the costs, benefits and overall impacts of regulation on overall
economic performance in the long run.

Arnold Weber examines the political economy of wage-price
policies in the United States since 1946. While the increased
vulnerability of the U.S economy to international developments is
more likely to increase rather than diminish the appeal of wage-
price policies, still, the experience of the past 30 years indicates that
the heroic concept of wage-price policies has not been realized. As a
reviewer noted, however: "A major past failing has been to view
these policies as substitutes for the required fiscal monetary policies
and as a basis for ignoring the inflation impact of other government
policies."

Ronald Braeutigam in "The Role of Antitrust in a Deregulated
Environment" finds that whether deregulation is partial or not, the
first task of antitrust enforcers will be to determine whether
structural change is required to prevent the exercise of unchecked
economic power by firms now accountable to regulators. In other
words, antitrust enforcement could encounter a number of practices
deeply ingrained in regulated industries and antithetical to
competitive markets. Deregulation, where significant barriers to
entry exist, could be the worst of public policy worlds.

The paper by Anne Witte and Carl Simon estimates the size of
the "underground" GNP at from 3 to 5 percent of reported GNP.
In terms of size, the most prominent underground sector is the non-
reporting of legal income. In terms of growth in recent years, the
employee theft portion of the stolen goods economy is the most
dynamic. Yet, as a peer reviewer notes: "It is important that
Congress not get locked into a debate over the exact numbers
detailing the extent of the underground economy. We should be
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concentrating on, from a policy standpoint, to what extent the
ve nous government agencies should try to address this problem and
how they should do it."

Mira Wilkins attempts to raise general issues with respect to
the U.S. competitive position and argues that foreign government
policies have profound implications for the U.S. economy. In an
interdependent economic world, the rise of protectionism could be
counter productive.

Arthur Wright, Christopher DeMuth, Richard Shackson. and
Eric Stork consider how a Regulatory Budget would work. The
authors found constitutional barriers that would exclude the so-
called independent regulatory commissions from a regulatory
budget system -- unless Congress passed appropriate legislation. In
their words, "...the independence of the so-called independent
regulatory commissions is a matter of congressional determination
rather than constitutional requirement." Thus, "if the Congress
elected to establish a regulatory budget system, it could give the
President the legal authority to require full adherence to the
constraints of such a system." The organization and management of
a regulatory budget system could be similar to that currently
utilized for the fiscal budget.

Section 2 "Federal Regulation: Industry Peformance and
Social Goals." Paul MacAvov and Dorothy Tella focus on the
impact of government-economic and social regulation on the
performance of U.S. industry. As recently as the mid-1960's,
Federal regulatory agencies mainly set prices and determined levels
and kinds of service for the public utility, communication and
transportation industries. The then regulated sector amounted to
nearly one-fourth of GNP. Over the past 13 years. as a rough
measure, regulatory growth has increased three times faster than
government expenditures. Today, regulation not only extends into
new areas, but the older economic regulation is having unintended,
often restrictive effects on industry.

Nina Cornell and Douglas Webbink examine the new
competition in the telecommunications industry and conclude that
in a period of rapid technological change, regulation may act as a
barrier to change in an industry and to the entry of new firms. Yet,
as a reviewer has noted: "While a logical case for deregulation of
telecommunications can be made, it is by no means an open and
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shut case. . what is going on now under the aegis of the FCC is a
sort of pseudo deregulation in which entry is encouraged but then
protected from true competition, at the consumer's expense. This is
to me the worst of all possibilities."

Paul Horvitz assesses the impact of regulation of financial
institutions on competition and on the allocation of national
resources. He argues that a credible system of Federal deposit
insurance makes unnecessary much of the regulatory framework
aimed at the safety of financial institutions. Some regulation is
necessary mainly with respect to capital requirements and to a
viable deposit insurance system but restrictions on prices, entry and
branching are unnecessary. The author estimates the incremental
costs borne by financial institutions in complying with regulations at
$500 million to $1 billion annually.

Warren Greenberg examines alternatives to regulation in the
health care industry as a means of combatting rising medical costs.
(Health care expenditures comprised 9.1 percent of GNP in 1978
and the costs of health care have been increasing at about double the
rate of the consumer price index for the rest of the economy.) The
paper suggests increased use of copayments and deductibles and
indemnity provisions in insurance plans.

William Diamond examines the differential impact of
regulation on small business. He reports that data show the
disproportionate impact of regulation on the small business sector.
State regulators also add to small business costs.

Section 3 "Federal Mandates." Robert Firestine questions
whether well-intentioned government regulatory requirements that
affect State and local governments are necessary. He reports that
State and local governments are increasingly pressed for program
documentation, statistical information and other procedural
requirements that unnecessarily add to costs. He suggests that some
funding be shifted from project grants to other aid instruments as
one means of reducing procedural costs.

The Federal-local government relationship during the 1970's
has been marked by two parallel developments, claims Thomas
Muller: Rapid growth of Federal aid to cities and substantial
expansion in the number, scope and type of Federal mandates and
other regulations. Compliance with Federal requirements is
imposing significant incremental costs on local governments. For
the six programs studied, these costs are estimated at over $7
billion.
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Carl Kaysen and Crystal Lloyd-Campbell in "Federal
Regulation and Higher Education," note that regulatory efforts,
particularly with regard to minorities and women, have made a
difference; however, they suggest that present regulatory machinery
no longer is serving academia well.

Howard Bowen examines the socially imposed costs of higher
education -- that is, the growth of higher educational expenditures
attributable to new social demands. He concludes that, on the
whole, the directives of social programs are laudable but their
execution is clumsy. In addition, inadequate attention is being given
to financial needs created by socially imposed costs. Bowen
estimates that compliance with Federal regulations inflates the cost
of operating universities by some $3 billion a year. Perhaps the
greatest need is to explore the question of how the legitimate needs
of society for security and equality may be reconciled with
intellectual freedom and excellence.

Robert B. Hawkins examines Federal regulation in relation to
inter-govermental structure by use of a case example. To build a
new facility, a chemical company was required to deal with four
levels of government and 28 different departments or agencies that
required 65 permits for construction. He suggests the development
of: A unified State and national statement on what constitutes
critical environmental impact information; an acceptable sequence
for environmental reports; and permit processing through
cooperative Federal-State-regional-location actions based on
specific timetables, by industry and by complexity of issues.
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The Joint Economic Committee's Special Study on
Economic Change (SSEC) was inaugurated under the
leadership of then Chairman Richard Boiling (D.-Mo.)
and Vice Chairman Hubert H. Humphrey (D.-Minn.),
together with Senator Jacob K. Javits (R.-N.Y.),
ranking Minority Member.

The study progressed through Mr. Bolling's
chairmanship and into the leadership of Senator Lloyd
Bentsen (D.-Tex. i, chairman; and Congressman
Clarence J. Brown (R.-Oh.), ranking Minority
Member. The goal of the SSEC is to chart the major
changes in the economy and to analyze their implications
for policymakers.
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CHAIRMAN'S INTRODUCTION

Senator Lloyd Bentsen
Chairman, Joint Economic Committee

Government has become America's biggest business, with
80,000 units of government in the 50 states spending $760 billion a
year. That expenditure averages out to $3500 annually for every
man, woman and child in the United States, making it incumbent
on all areas of government to provide a dollar's worth of efficiency
for every dollar spent.

Government at all levels has the responsibility to remove
programs which cause duplications, waste and extravagance --
especially the Federal Government, which is the subject of this staff
study from the Special Study on Economic Change.

Policymakers need to concentrate on eliminating the frills and
on measures which maximize production in public and private
workplaces. The removal of regulations which unnecessarily burden
the economy is a major requirement, because government
regulation today takes more than $100 billion annually out of
America's economy.

Americans for too long have suffered from the ballooning of
Federal grants, a subject explored at length in this study. For
example, in 1955, Federal grants amounted to $19.30 per person in
the United States. Last year, Federal grants averaged $375.80 per
American. This stunning growth in Federal payouts is totally
unacceptable.

The Federal contribution to State and local governments
increasingly has become the target of Congressional alarm. This
study finds that direct Federal aid to local governments has climbed
from $310 million in 1957 (or $1.80 per person) to $15.5 billion
today (or $70.25 per person). This constitutes a 22 percent annual
rate of increase and a 16-fold increase in real terms.
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Local governments now receive over 75 cents in State and
Federal aid for every dollar they raise locally, compared to 60 cents
in 1972 and 42 cents in 1957. For many cities, Federal aid is the
largest single revenue source.

In connection with the Federal aid to State and local
governments, this study rejects the notion that the purpose of
Federal aid should be to help equalize regional growth rates. That
goal would require such large differences in the distribution of
Federal aid as to be economically and politically impossible, and
without growth equalization results. The study notes that some
states and cities must bring their own spending more in line with
national norms. For example, New York State and local
governments spend nearly 40 percent above the per capita national
average for governments even though per capita personal income in
New York is barely 5 percent above the national average.

Similarly, more attention to the growth of Federal loans is
needed. Although many Federal loan programs serve necessary
purposes -- such as those which provide assistance following
disasters caused by hurricanes or tornadoes or drought -- more
attention is required to weed out the programs which do not have
merit. In the past 25 years, $1.5 trillion have been lent under
Federal sponsorship. If every person living today had shared
equally in the loans of the past quarter century, each would have
borrowed $7,000 through Federal programs. Many government-
backed loans are helpful and can be the support lines for new and
innovative business and industry which create most of the new jobs
in America. Better use and coordination of the worthwhile loan
programs could result in more job opportunities in private business.

Possibly the most serious flaw in government's effect on private
enterprise is its failure to curb inflation. Exorbitant increases in the
cost of living have not only eroded the value of pay increases in
America; inflation has pushed wage earners into higher and higher
tax brackets which take more and more of the worker's money. For
example, a person earning $12,000 in 1963 paid the Federal
government 26 cents on the last dollar earned that year. In 1979,
that same wage earner needed to make $28,000 just to keep pace
with inflation. Meanwhile, however, the Federal government was
taking 37 cents of the worker's last dollar earned in 1979. Such work
disincentives must be eliminated.

This study clearly portrays the path America must take.
Policies which take less from employers and employees, coupled
with programs to stimulate economic growth and raise productivity,
will create a better atmosphere for private enterprise.

ii
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Ranking Minority Member's Introduction

CONGRESSMAN CLARENCE J. BROWN

The chief message to policymakers which is contained in this
important report is that this country faces a major problem in
resolving Federal budget priorities over the next decade.

The reasons for this are two-fold: The relentless climb in the
Federal budget has been crowding out the possibility of other
initiatives such as increased defense spending and sufficient tax
reductions for individuals and business; sluggish economic growth
has impaired this country's ability to finance increasingly expensive
government programs while maintaining desired rates of capital
investment.

Twenty-five years ago Federal transfer payments were less
than 20 percent of the budget. Now they comprise over 40 percent
and are still climbing. Examples of such transfer payments are
Social Security outlays, and outlays for Civil Service and military
retirement. Because such programs are funded by "open-ended"
appropriations, they are outlays which budget planners call
"relatively uncontrollable." Other areas where the budget is driven
by increases in relatively uncontrollable spending are medical care,
housing assistance and food/nutrition assistance. Although the
President's budget for fiscal year 1981 projects that the share of
relatively uncontrollable spending as a percent of outlays will level
off in the near future, this is unlikely and would amount to a
reversal of past trends.

This is the context in which this nation must make up for
deficiencies n other Federal programs, in particular national
defense.

Another important finding of this staff study is that the budget
crunch has its counterpart on the GNP side. We face a "production
crunch" caused by the fact that our appetite for Federal programs
and a rising standard of living is running up against our ability to
produce. We all know that sluggish economic growth causes
unemployment and does not appear in recent years to have helped
make much headway against inflation. What is also painfully
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apparent is that sluggish growth chips away at our standard of
living. What this means in practical terms is that increased incomes,
instead of being translated into more purchasing power, get
translated instead into higher prices. Under the circumstances, it is
no surprise that Americans are finding it increasingly difficult to
finance the purchase of a new home, a new car, or even a restaurant
meal.

The staff study recognized that policies for renewed economic
growth are the key to resolving the budget crunch and the
production crunch. These policies must be carefully administered,
since the traditional economic policy tools for increasing production
(more Federal spending and generalized tax cuts) are likely to make
the inflation problem even worse. Consequently, the report advises
that supply side oriented tax cuts be accompanied by reductions in
the growth of Federal spending; this will promote capital formation
and economic growth without increasing inflationary expectations.

These are policies which have been recommended in some
circles for several years. Indeed, had the supply side tax cuts now
being proposed by Republicans and Democrats alike been enacted
earlier, we might not find ourselves in the situation which currently
grips us. As I point out elsewhere in the SSEC, we would have been
able to afford a balanced budget and major increase in all Federal
spending programs, plus dramatic real increases in disposable
personal incomes, if this country had grown at the rate of our
industrial competitors since 1950. In other words, there is a direct
connection between economic growth and this country's ability to
pay for the costs of government.

The third area where this staff study has an important message
for policymakers is the area of rapidly expanding domestic
assistance programs. Income maintenance programs, grants-in-aid
to State and local governments, and Federal credit activities have all
grown rapidly in the past decade and already form a system of
unnecessary complexity and inefficiency. This study recommends a
comprehensive approach to reordering the structure of Federal
domestic assistance programs. I believe that substantial budget
savings can be made through such a comprehensive approach
without harming the beneficiaries of the programs themselves. The
same productivity gains which policymakers expect in the business
sector should be the goals of government as well.

As a new administration takes office and this country enters a
new decade, political leaders will have to take a sober look at the
constraints which currently govern Federal spending. This staff
study places the problem in a perspective which will contribute
substantially to a practical resolution of these important issues.
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FEDERAL FINANCE:

Government Dollars and American Affluence

I

INTRODUCTION

Compared with a quarter of a century ago, the orientation of
the U.S. economy has shifted, permitting greater spending on
health, education and consumer goods. This has gone hand in hand
with a steady rise in national affluence and a fundamental change in
emphasis in Federal spending from defense to social welfare
programs. One result is that Americans are able to clothe and feed
themselves on proportionately less of their income than they needed
25 years ago. By contrast, they have proportionately more left over
for discretionary spending.

For a variety of reasons, the trends which have characterized
America's affluence over the last quarter-century have already
slowed down and could possibly reverse themselves. Even
appropriate government policies aimed at better growth and higher
productivity (which have, admittedly, long-term benefits) are not
likely to improve the economy rapidly. This means that short-term
Federal policy must recognize the present period as one of
adjustment to new economic circumstances while programs are
devised and enacted to restore a strong economy. It also means that
over the next few years this country will experience extreme
difficulty reconciling the goals of a strong defense, adequate energy

more purchknasnain rower fnr connaimuprva and a fair syatem

of social welfare.
This staff study discusses the workings of these and other

important developments in that part of the economy included under
the rubric of Federal Finance, and discusses the policy implications
of these changes in light of the commonly recognized observation
that difficult choices lie ahead.

The Federal budget can be analyzed in a number of ways. For
the purpose of this study it is broken down into four categories:

* The Federal budget and the allocation of national resources.
* The Federal budget and income maintenance - the

provision of basic necessities to Americans.
* Federal finance and the State-local sector.
* Federal credit activities.

99-271 0 - 82 - 17
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Each of these topics represents an area where either the
composition of the Federal activity has changed significantly (e.g.,
from defense, to social welfare spending) or where Federal activity
has grown rapidly (e.g., Federal income maintenance programs
grew approximately 430 percent during the 1970's). As such, they
pose issues appropriate to the SSEC, whose function is to examine
fundamental changes occurring in the U.S. economy and point out
their implications for policymakers. Before analyzing each in turn,
however, another theme must be noted which is implicit throughout
this staff study: The characteristics of the Federal budget, such as
its size and priorities, are the result of political as well as economic
exigencies. In fact, the economic policy of a democracy like the
United States is heavily influenced by the political process. Thus,
the ability of government to carry out spending programs is limited
by popular perceptions about how big government should be and
how heavily it should be involved in certain activities. These
perceptions are a political "fact of life" of some importance and
color the debate on how economic policy should proceed.

A final section of this study discusses some policy options for
meliorating national economic growth, meeting the needs. of
different regions of the country, and improving the institutional
framework for making economic policy.

2
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II

THE ALLOCATION OF NATIONAL RESOURCES

Americans presently live in an economy that reflects complex
historical processes, both here and abroad, favoring U.S.
dominance in the world economy and a steady rise in Americans'
ability to consume. U.S. political stability created a good
investment climate. Abundant and cheap energy was available, and
favorable terms of trade existed until the last decade. All these
factors helped to sustain the position of the United States as the
wealthiest country in history.

The following sub-sections describe how this economic
performance and resulting affluence has affected - and has been
affected by - the way this country utilizes its resources.

Spending
Table 1 illustrates, through the use of a "GNP Budget," one

method of looking at how Americans have changed the way they use
their resources. By describing major sectors of the economy in terms
of a percentage of the gross national product (GNP), it illustrates
roughly the proportional amount that each sector claims from the
Nation's ability to produce. For example, basic necessities (defined
here as food, clothing and the maintenance of housing), which in
1955 claimed almost 45 percent of output, now claim only about 35
percent. The following additional facts also appear in Table I.

* Defense spending has fallen as a percentage of GNP and now
claims less than 5 percent of output when only direct spending
for defense purposes (i.e., excluding military retirement
payments) is taken into account.

* Education and manpower spending has grown as a percentage
of GNP. Growth in education spending has come about partly
from the need to educate "baby boom" children and partly
from the changes in Federal education policy that resulted in
the Elementary and Secondary Education Act, the Higher
Education Act and Federal programs for the handicapped.
Growth in manpower spending is due primarily to the increase
in outlays for public service employment, which commenced in
1971 and comprised 35 percent of government outlays for
training and employment services in fiscal year 1979.

* Health spending in the U.S. economy has claimed a larger
percentage of the country's resources as affluence, rising
medical costs, and the passage of Medicare and Medicaid have

3
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TABLE I

Percentage Distribution of GNP
in Current Prices, by Function

(Figures may not add because of roundingi

1955 1966 1969 1973 1977

Total GNP 100.0 100.0 100.0 100.0 100.0

Basic necessities 44.7 38.0 37.0 35.3 35.5

Defense 9.3 7.9 8.1 5.6 4.9

Education and Manpower 4.3 6.4 7.1 7.6 7.8

Health 4.6 5.9 6.6 7.4 8.5

General Government 2.2 2.8 3.1 3.5 3.9

Transportation 11.5 11.3 11.3 11.4 11.7

New housing 6.0 4.0 4.2 5.2 5.0

Business investment 11.1 12.7 11.6 11.8 10.9

Net exports .6 .7 .2 .5 -. 6

Discretionary consumer 5.9 10.3 10.9 11.6 12.4
spending, plus miscel-
laneous

Sources: Frank C. Ripley, "Post War Trends in the Uses of the National
Output -- A GNP Budget Approach," Special Study on Economic Change, 1980.

Note: These functional components of GNP were derived from the National
Income and Product Accounts, and are detailed in Ripley cited above. The following
general explanations are derived from the Appendix to that study:

Basic Necessities: include food, clothing and the maintenance of housing; also
utilities, furniture, domestic service and toilet articles.

Education and Manpower: includes private education and research, public
education, government manpower programs and certain veterans' benefits/services.

Health: includes private medical expenditures, plus government health
programs such as medicaid, medicare, veterans' medical benefits/services, Social
Security and special welfare services.

Transportation: includes auto purchases and service, gasoline/oil, public
transportation expenditures, tolls, net insurance premiums, government
transportation outlays.

General Government: includes Federal, State and local expenditures for central
administration, civilian safety, natural resources management, utilities/sanitation
and certain veterans' benefits/services.

Defense: includes military services, foreign military assistance, National
Guard.

New Housing: includes fixed residential investment, urban renewal,
community facilities and public housing.

Discretionary Consumer Spending, plus miscellaneous: includes chiefly
consumer spending for other than basic necessities.

4
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diverted resources into medical care. Some economists argue

that affluence - which made possible wide-spread private

health insurance - and the passage of Medicare/Medicaid are

responsible for a large amount of the above-average inflation in

medical costs.
* The percentage of output the United States has devoted to the

administration of government has climbed steadily (due to a

rise in spending for State and local government

administration).
* Transportation and new housing have remained relatively

constant as a percent of GNP.
* Business investment is slightly lower than it was in 1955, and

significantly lower than it was in 1966. To raise the 1977 share

to the share which existed in 1966 would require $32.4 billion in

additional investment.
* Net exports (i.e., exports of goods and services, excluding

military transfers, minus imports) have dropped substantially

in the last 25 years, and remain a relatively small proportion of

GNP.
* The category of discretionary consumer spending, which

includes chiefly purchases such as entertainment, recreation,

and consumer durable goods, has more than doubled as a

percent of GNP in the past 25 years and now claims

approximately 12.5 percent of output.
* The increase in the proportion of America's output devoted to

education/manpower, health and discretionary consumer

activities has been "financed" by the smaller proportion that

this country has devoted to direct defense spending and the

Some of the trends that show up in a GNP analysis are

reflected in the Federal budget. Chart 1 shows the resulting trends

in Federal Government expenditures.
The budget share devoted to defense spending, for example,

shows a decline from 54.8 percent of Federal spending in 1955 to

23.2 percent in 1978. Health spending climbs by 5.4 percentage

points after 1966, when Medicare and Medicaid were enacted. The

amount of the percentage increase in income maintenance - which

includes Supplemental Security Income (SSI), Social Security, Civil

Service pensions and food stamps, and corresponds roughly to the

"basic necessities" classification in the previous table - illustrates

how the priorities in the Federal budget have changed as this

country has converted more of its tax revenues into income

maintenance programs. Such programs now exceed the amount

spent on defense and comprise 32.6 percent of outlays.
5
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Another way of looking at the Federal budget is through a

breakdown by types of Federal financial activity. Such a breakdown

is shown in Chart 2. It illustrates the extent to which the Federal

Government has become involved in the business of transferring

income among income classes and to other levels of government,

and less involved as a final buyer of goods and services. In 1974,

direct Federal Government purchases of goods and services fell

below the level of Federal transfer payments to individuals.

Purchases of goods and services, which amounted to 65.3 percent of

the Federal budget in 1955, now total less than 35 percent.

Transfers, on the other hand, have climbed from 18.2 percent of the

budget to more than 40 percent.
Chart 2 also illustrates how grants to State and local

governments have climbed both absolutely and as a proportion of

the Federal budget. These grants, while still climbing in dollar

terms, have declined slightly as a percentage of total Federal

expenditures since 1977, after rising steadily before then. They now

take up 16.1 percent of Federal budget outlays, compared with 4.5

percent in 1955.

One of the studies written for the SSEC* attempts to isolate

long-term secular trends in the Federal Budget from cyclical

factors, significant price-indexing or inflationary effects, and one-

time events (e.g., major legislation such as the tax reductions of

1964) that influence the budget figures. The study concludes that a

large part of the Federal budget is affected by an underlying set of

social, economic and other factors which exerts a continuing and

systematic influence on the budget's composition and size.

Decisions to index Social Security payments to the inflation rate, to

enact a comprehensive Ane-dic-a -assistance plan for the aged, and to

make secondary and higher education available to a larger

proportion of the population are examples of such factors.

Together with other government programs, and seen in a non-

economic context, they are aspects of America's modern political

history. However, they have also had a significant economic effect

by helping to change the emphasis that the Federal government has

placed on different categories of spending. The most strongly

affected categories are non-defense purchases, such as office

equipment and Civil Service salaries, transfer payments and grants-

in-aid to State and local governments (which are climbing as a

percent of outlays) and defense purchases (which have been falling).

In other words, the long-term trends which are apparent from a

conventional examination of budget figures also show up when these

* Ronald Teigen, "Trends in the U.S. Federal Budget, 1947-1978" (August 1979).
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figures are adjusted to compensate for such occurrences as business
cycle fluctuations and one-time events.

Controllability of Budget Outlays

These long-term trends, as depicted in Chart 2, raise the issue
of controllability of Federal outlays. If the upward trends are
relatively uncontrollable, Federal policy may be hampered in an
attempt to adjust to the new economic conditions of the 1980's.

The conventional definition of relatively uncontrollable
outlays * encompasses those which are required by contact, existing
law or other obligations. The former category is considered to be
relatively uncontrollable only in the short run, since contracts have
termination dates. The latter two categories, therefore, are the more
important for an analysis of relatively uncontrollable spending.
These categories, consisting chiefly of open-ended or entitlement
programs, and fixed costs such as interest, comprised 35 percent of
Federal spending in 1967 but will rise to an estimated 59 percent in
FY 1981.

In this regard, it is worth noting that the unified budget outlay
categories that show the strongest trend growth over the past
quarter-century are those driven by expenditures labelled as
relatively uncontrollable. Among these are Social Security and
railroad retirement, Federal employee retirement, Medicare and
Medicaid, and housing assistance for individuals. These categories,
which accounted for $33.9 billion, or 21.3 percent in Federal outlays
in FY 1967, covered $182.5 billion or 37.0 percent of all Federal
outlays in FY 1979. ** This amounts to a compound annual growth
over that period of 15.1 percent. More significantly, these categories
have climbed as a percent of unified budget outlays by an average of
1.3 percentage points per year.

Together with outlays from prior year contracts, relatively
uncontrollable outlays will account for approximately 76 percent of
spending in FY 1981. The President's budget indicates that
uncontrollables are likely to continue at this share in the near
future. If this should be the case, it would mark a departure from
the trend of growth in uncontrollable spending categories described
in the above paragraph.

* Strictly speaking, these categories are not completely uncontrollable, since
Congress can theoretically amend or repeal the legislation giving rise to the
expenditures. They are called "relatively uncontrollable" in Federal budget
terminology because existing law mandates such outlays and because amendment or
repeal is considered unlikely. Some examples are Social Security, unemployment
compensation, and interest on the Federal debt.

* Source: Budget of the U.S. Government, FY 1981.
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An appreciation of these budget trends is important in any

effort to control the overall level of government spending. This is

because continued pressure from relatively uncontrollable spending,

coupled with the generally acknowledged need to spend more in

such areas as defense and energy, could increase government

spending to unacceptable levels.
Just what constitutes an unacceptable level of government

spending? Theoretically, at least there is no optimum level above

which spending would be unacceptable. Other countries have higher

levels of government spending relative to national output. What is

relevant for the purposes of this staff study is that government

purchases of goods and services represent a claim on national

output, which might otherwise be claimed by a private sector

activity. In addition, total government spending (i.e. purchases of

goods and services plus such items as grants- in-aid and transfer

payments) roughly represent the measure of government's

interference with private sector decisions on how to allocate their

own resources. To use an analogy: If the government raises money

from a would-be home purchaser so that a poorer person can own a

home instead, this does not change the level or the composition of

economic activity within the GNP as a whole, but it does change the

command which various classes of individuals have over their own

resources. Coupled with information on the distribution of the tax

burden, which is examined below, the level of Federal and of

TABLE 11

Government Spending as a Percentage of GNP
During Five Recovery Periods*

Federal,
State, State,

Years Federal Local Local

1954-57 17.8% 8.5% 25.5%

1958-60 19.0 9.8 26.6

1961-69 19.5 11.2 28.5

1971-73 20.6 13.9 31.0

1975-79 22.2 14.5 31.8

Source: Adapted from Economic Report of the 1resident, January 1980.

* Federal grants-in-aid to state and local governments are reflected in both Federal

and State/local expenditures, as in Appendix B of the Economic Report of the

President. Total government spending is adjusted to eliminate the double counting of

Federal grants-in-aid.

10
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government spending relative to national output is a valid indicator
of how much control Americans have given, or are willing to give, to
their government.

In this context, what constitutes an acceptable level of Federal
spending is as much a political judgment as an economic one. This
study notes, however, that both Federal and all government
spending relative to the economy have been rising gradually over the
past quarter century. Table II on page 10 compares Federal and all
government spending in the economy during each of the five
recovery periods since the recession of 1953-54. Although these
recovery periods vary in duration, they are comparable for the
purposes of analyzing levels of government spending.

The above analysis is not intended to imply that Federal claims
on the Nation's output of goods and services have increased unduly.
The above figures incorporate all Federal (or, respectively, Federal,
State and local) activity including transfer payments. Federal
purchases of goods and services actually declined over the five
recovery periods analyzed. And the goods and services purchased by
all levels of government have fluctuated irregularly around 20
percent. The figures are as follows:

TABLE III

Purchases of Goods and Services as a Percentage of GNP
During Five Recovery Periods

Federal,
State, State,

Years Federal Local Local

1954-57 11.7% 7.8% 19.5%

1958-60 11.2 9.1 20.3

1961-69 10.7 10.5 21.2

1971-73 8.5 12.9 21.4

1975-79 7.5 15.5 21.0

What this table also shows is the relative shift of the federal
government away from a purchaser of goods and services and
toward a government which dispenses grants-in-aid and transfer
payments.
Tax Revenues

The composition of Federal tax receipts has also changed over
the past 25 years, paralleling changes taking place in outlays. Chart
3 indicates these changes, which show up primarily in the areas of
contributions for social insurance, corporate profits taxes, and
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indirect business tax and non-tax accruals (e.g., alcohol and tobacco
taxes, customs duties paid by corporations, etc. ). What these figures
indicate is that social insurance receipts -- a blanket term used to
describe Social Security taxes, unemployment insurance, Federal
employees' retirement contributions, etc. -- have become an
increasingly important source of government revenue, just as
outlays for basic necessities have become a larger proportion of
Federal government spending. In fact, the increase in social
insurance receipts closely matches the increase in Federal outlays
for basic necessities. Over the same period of time, corporate profits
taxes and indirect business taxes have come to be relied upon
proportionately less.

There has also been an irregular, though small, upward trend
in total Federal tax receipts as a percentage of GNP. Federal tax
revenues, which stood at 18.2 percent of GNP during the 1954-57
recovery period, were an average 19.9 percent during the most
recent recovery. The following table compares federal, and all
government revenues as a percentage of GNP over the past five
recovery periods:

TABLE IV

Government Receipts as a Percentage of GNP
During Five Recovery Periods

Own Source
State,

Federal Local All
Government Government Government

Years Receipts Receipts Receipts

1954-57 18.2% 7.3% 25.5%

1958-60 18.3 8.3 26.6

1961-69 19.1 9.5 28.6

1971-73 19.3 11.8 31.1

1975-79 19.9 11.9 31.8

Source: Adapted from Economic Report of the President, January 1980.

* State and local government receipts are defined in this table to be those derived
from those governments' own revenue sources -- i.e., excluding Federal grants-in-
aid.

* State and local government receipts are defined in this table to be those derived
from those governments' own revenue sources -- i.e., exluding Federal grants-in-aid.
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Has the burden of taxation shifted over time? There are several
ways of looking at this issue. In testimony before the SSEC,
evidence was presented comparing 1963 marginal tax rates with
1979 rates on the same real level of taxable income. That evidence
suggested that almost all taxpayers pay significantly higher
marginal tax rates today (that is, higher tax rates on one's last dollar
of income) than they did in the early 1960's. For example, persons
in the S20,000-S24,000 bracket now corresponds to an income of
approximately S47,000456,500 today. Yet the marginal tax rate for
people earning that much is 49 percent.

Marginal tax rates are a useful indicator of the burden of
earning an additional dollar. However, they are less useful in
assessing the average tax that each income class pays. Moreover,
other tax law provisions such as itemized deductions distort the
picture one might get from looking at the tax tables alone. More
detailed studies have looked at the overall structure of individual
income taxation, to include these other factors. One such recent
study concludes that the Revenue Act of 1978 departed from a
tendency in previous legislation toward greater progressivity in the
income tax burden.*

A more comprehensive way of looking at the tax burden is to
calculate which income classes ultimately bear the burden of
corporate, property, sales, and payroll taxes, as well as individual
income taxes. Unfortunately, the only authoritative studies
following this approach do not cover recent years. However, they
find little change in the pattern of taxation over the one period
which has been extensively documented -- 1966-70.

The purpose of this discusssion -- ascertaining how large the
tax burden is, and who bears it -- is to fill out one's understanding
of how Americans have been affected by trends in Federal finance.
For example, the pattern of Federal spending over the last quarter-
century suggests that recipients of income maintenance programs,
i.e., the poor, have been the primary beneficiaries of long-term
budget trends. But the picture is incomplete without examining who
has paid for these programs.

From the tax analysis point of view, it is difficult to produce
hard data on which income classes bear how much of the cost of
running the government. This is because of the complexities of
technique and interpretation described above. What is certain,
however, is that government's receipts have increased as a
percentage of GNP. The evidence also implies that inflation has

* Benjamin A. Okner, "Distributional Aspects of Tax Reform During the Past 15
Years," National Tax Journal, Vol. 32, No. 1, March 1979.
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increased the marginal tax rates of all but the very rich and the very
poor; and that the progressivity of individual income taxes may
have slowed down slightly in the last couple of years.

What these conclusions show is that the increases in overall
spending discussed earlier are not being "financed" by particular
income classes. Rather, the burden of additional Federal spending
is being borne by virtually everybody.

Federal Influence on National Output

Many different forces influence the composition of the national
output. A large Federal initiative could theoretically displace some
private or State and local sector spending, or it could actually
attract additional spending into an area perceived to be heavily
supported by Federal expenditures. Surveys of the effect of
Medicare and Medicaid indicate that both these phenomena have
influenced spending in the health field. In other words, the
connection between Federal initiatives and the allocation of national
resources is sometimes contradictory and is at any rate subject to
varying interpretations.

Studies produced for the SSEC also indicate an interesting
correlation between shifts in Federal priorities as seen in the grants-
in-aid system and shifts in the priorities of the recipient State and
local governments themselves. The largest increases in State and
local government spending have taken place in those areas where
Federal grants-in-aid have also increased by the largest amount.
Thus, State and local spending on basic necessities increased almost
S40 billion during the 1955-77 period, while Federal grants-in-aid
for basic necessities increased by $29 billion. Education and
manpower outlays also posted large increases, in both State/local
spending and Federal grants-in-aid. Changes in the composition of
State and local government spending, however, have not always
matched changes in the composition of Federal grants. Between
1973 and 1977, for example, Federal grants for education and
manpower increased from less than one-fifth to more than one-
quarter of total grants; State/local spending for education and
manpower remained the same, relative to total State/local
spending.

Analysts draw several conclusions from the above general
observations, some of which are treated in detail in the SSEC study
of State and local government finance. For the purposes of a
discussion of Federal influence on national output, the observations
underscore the finding that there is some slippage in the State/local
response to Federal spending initiatives, even if there has been a

15
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marked similarity of priorities with regard to social welfare
spending at all levels of government.

Ultimately the effectiveness of Federal policy will be judged not
on some theory of how it influences output, but on how well such
national goals as a strong defense system, the elimination of
poverty, or a minimum standard of health care for all Americans are
met. The "GNP Budget" method of analysis is useful for describing
how much production has been going to meet goals which compete
for their share of national output. As this country enters a new
decade, the competition among national priorities will run up
against the economy's ability to satisfy these varied claims on its
output.

Claims on Future Output

The "GNP Budget" approach is also useful for analyzing
claims on future output. By looking at the GNP as a whole,
policymakers can take account of the problems that a stagflation
economy will encounter in mustering the resources to meet the
national goals of the 1980's. To the extent that the postwar
economy was aided by declining real energy costs, a favorable
movement in terms of international trade, and high productivity
growth rates, it now suffers correspondingly. The rapid rise in
petroleum prices was a key element in the deterioration on balance
in terms of trade throughout the 1970's. This, coupled with the
onset of substantially lower productivity growth rates, raises serious
doubts about whether the trends that have characterized U.S.
affluence over the last 25 years will continue. The downward trend
in the share of output allocated to the purchase of basic necessities
has leveled off in more recent years. The share of resources devoted
to discretionary activities has leveled off from its upward trend.

The evidence suggests that the same economic forces are likely
to affect America's future as well. One projection prepared for the
SSEC, using basically the same assumptions about inflation and
output as those in the 1980 Report of the Council of Economic
Advisors, also indicates that by 1985 there will be a falloff in the
proportion of national output available for personal consumption
spending or business investment. The same study also concludes
that significantly higher Federal spending -- such as would take
place through Federalization of welfare, higher real defense
spending, a national health insurance program and major
government investments in energy or transportation -- would
further impede the economy's ability to accommodate these private
sector claims.

16
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What is at work here is a simple fact of economic life: Over the
long term, any nation can satisfy additional demands on its output
only by producing additional goods and services. Over a shorter
period, an excess of competing claims can theoretically show up in
the form of inflation, balance-of-payments deficits, or -- if the

.excess claims caused by government -- hidden or legislated tax
increases. Recent history indicates that the United States has taken
all three courses.

If this country chooses to fund marked real increase in defense
spending, an ambitious energy program, a system of national health
insurance and a Federal welfare program -- to list four commonly
cited national priorities -- plus marked increases in the level of
business investment, dramatic changes might well be seen in the
way the national product is allocated. This is because consumption
at present rates could crowd out the claims on future output implied
by a high investment/other national priorities scenario. To
accomplish these other objectives, ordinary consumption must
decline.

Conclusions

These findings have considerable relevance for the flexibility of
budget policy. This is because potentially slower growth rates in the
economy, and pressures for a reversal of the previous downward
defense spending trends, will clash head-on with the need to
maintain adequate rates of growth in other forms of Federal
outlays. The findings also suggest that policymakers have little
choice but to concentrate first on measures to maximize
production -- with all that this implies for the rapid achievement of
some social policy goals.

In a concluding section, this staff study considers policy
options to promote the levels of saving and additions to productive
capacity required over the coming decade to satisfy claims on future
output.

99-271 0 - 82 - 18
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III

THE PROVISION OF BASIC NECESSITIES

The introduction to this staff study points out that post-war
affluence has financed the growth of discretionary activities while at
the same time enabling Americans to produce enough for their basic
wants with successively smaller proportions of their output. One
aspect of this affluence is that the Nation has been able to provide
basic necessities in a more systematic way to a larger proportion of
the population. This involves more than simply "welfare," as the
term is commonly understood. It has occurred through such
programs as Social Security, public employee retirement,
unemployment insurance payments and veterans' income support.
These income maintenance programs have increased steadily,
especially during the late 1960's and 1 970's, with the enactment of
new programs and with the liberalization of existing benefits and
eligibility requirements. History will undoubtedly record that the
increased affluence of the post-World War II period led citizens to
revise upward their notions of what constitutes a minimally decent
level of income, and also increased their ability to transfer resources
to those at the lower end of the income scale.

Reducing Poverty

The conventional method of measuring poverty takes as its
starting point the cash income needed to sustain a family on a so-
called "economy food plan." Under that definition, the poverty
level for a non-farm family of four was calculated at $3,022 in 1960
and an estimated S7,410 in 1979.

The conventional definition of poverty and the poverty rate are
based on before-tax cash income, which includes such transfer
programs as Social Security, SSI, unemployment compensation and
welfare income. Under this "post-transfer" concept of income, the
size of the poverty population dropped more than 15 million persons
between 1959, when records were first made, and 1979. The poverty
rate -- that is, the ratio of the poverty population to the U.S.
population as a whole -- was cut approximately in half, as seen in
Table V, page 19.
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Official statistics have not yet been fully developed to indicate

the effect which income transfer programs have had on reducing

poverty; as stated above, the official statistics refer generally to

post-transfer cash income. Figures developed for the SSEC,

however, attempt to detail what the poverty rate might have been

without the existence of transfer programs. The poverty rates under

this "pre-transfer" concept of income are seen in Table VI below:

TABLE V TABLE VI

"Post-Transfer" "Pre-
Poverty Rate transfer"

(Conventional Millions Poverty Millions

Year Definition) of People Rate of People

1960 22.2% 40.1

1965 17.3 33.6 21.3% 41.4

1970 12.6 25.8 18.8 38.5

1976 11.8 25.4 21.0 45.2

1978 11.4 24.9 20.2 44.2

If one accepts the pre-transfer income concept, it is possible to

conclude -- by comparing pre- and post-transfer poverty rates for

1978 -- that almost 20 million persons who would otherwise be poor

are now living above the poverty level because of income transfer

programs.
In a limited one-year survey, the Census Bureau has found that

approximately 14.5 million persons were brought out of poverty by

Social Security, SSI and public assistance programs in 1978. That

finding is consistent with the 20 million figure above, since the

Census Bureau did not include the effects of une-m-ployment

insurance, workmen's compensation, or veterans' and government

employee pensions.
The above analysis lends itself to the following conclusions

about income transfer programs and poverty reduction:
* Federal income transfer programs have made substantial

headway in reducing the incidence of poverty. Without the

existence of such programs, between 14.5 and 20 million

persons would otherwise be poor, representing 6.9 to 9.2

percent of the population.*

* Neither poverty measure cited above accounts for other, in-kind benefits such as

food stamps and Medicaid. Obviously such benefits, if they could be measured

accurately. would lower the poverty rate further. One such measurement, which

adjusted income according to the three largest in-kind programs -- food stamps.

Medicare and Medicaid -- and also according to certain technical factors such as

underreporting, concluded that the poverty rate for 1976 was 6.5 percent.
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* Overall, the pre-transfer poverty rate -- which is a rough
measurement of how much poverty there would be in the
absence of Federal assistance programs -- has not gone down
in recent years, partly because economic growth has been less
vigorous. Although the incidence of both pre- and post-transfer
poverty diminished substantially during the 1960's, it has
remained stable or even climbed during the 1970's, depending
on which measure one chooses. In absolute terms, using the
government's own statistics, there were more poor people in
1978 than in 1969.
Whether the reduction of poverty has been accomplished

through increases in earned incomes or through liberalization of
income transfer programs, the United States has been able to devote
a significant portion of its output to reducing the consequences of
poverty, even as Americans generally have been able to spend a
smaller proportion of output on basic necessities. Federal income
transfer payments have increased at a more rapid rate than other
sources of personal income. Today, income transfer programs are a
8200 billion enterprise.

Reducing Income Inequality

As might be expected, the Federal transfer system as a whole
favors the poor. Even in programs where eligibility does not depend
on income level, a large portion of the funds expended go to those
who would otherwise be living below the poverty line. More than
half of Social Security payments, for example, fall into this
category. Over 90 percent of the $7 billion in AFDC outlays finds its
way to persons living below the poverty level.

The finding of this staff study is that the existence of transfer
programs has had a marked effect in preventing an increase in
income inequality. Overall, however, the degree of income
inequality has not decreased significantly in the post-war period. In
other words, income distribution would have been more unequal
but for the existence of the transfer system.

Any discussion of inequality raises questions about the proper
extent of government's involvement in equalizing incomes. Gross
inequalities of income run counter to America's concept of economic
justice; nevertheless, the possibility of earning substantially more
than the average is a major factor driving any capitalist system.
While it is clear that government bears some responsibility for
ensuring that its citizens are clothed, fed, and housed, this
responsibility does not necessarily extend to guaranteeing that all
after-tax incomes be equalized. Analyses of income distribution are
20
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useful, because a trend toward increasingly unequal incomes could
be a precursor of social unrest, and may indicate a lack of economic
opportunity within society.

Conclusions

National prosperity will continue to be closely linked with the

hope of eliminating poverty and reducing income inequality. In the

final analysis, however, the ability of any government to make

substantial headway against poverty depends upon the willingness

of its political leaders and citizens to vote for and support increased
funding for anti-poverty programs. This is unlikely to happen at a

time like the present, when the outlook for significantly increasing
real incomes -- and real discretionary spending -- is slim.

Unless the United States succeeds in further increasing the level

of real incomes, this country will not be in a position to make further
inroads against poverty except at the expense of other national

priorities. If the economy remains stagnant and the growth rate of

transfer payments slows over the coming decade, further progress

against poverty may be slight. There may even be increases in
poverty and income inequality.
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IV

THE INTERGOVERNMENTAL SYSTEM

Government has become America's biggest business: 80,000
units of government spend S760 billion annually on efforts to satisfy
the financial security, education, health and other needs of 226
million Americans. Although autonomous, these units of
government make decisions that affect one another. In the
aggregate, they operate as a single system. For this reason, their
interrelationships are particularly relevant for Federal
policymakers. _

Since a separate area of the SSEC is devoted to a detailed study
of State and local government finance, no attempt is made here to
duplicate that effort. This staff study looks at the following issues
from a Federal perspective.

Financial Trends

This study has documented changes in the distribution of the
national output and the composition of the Federal budget, with
regard to spending in such broad categories as basic necessities,
education/manpower, and health. These changes appear as well in
the intergovernmental system. The major instruments of such
change are the level and characteristics of Federal aid to state and
local governments. Intergovernmental aid has almost quadrupled in
the last 10 years, with the result that about one-fourth of state and
local spending in the last five years can be traced to Federal
Government sources, as seen in Table VII, page 23.

Within the intergovernmental system itself, the trend has been
toward increased direct Federal aid to local governments and a
larger fiscal role for the State governments. Direct, as opposed to
pass-through, Federal aid to local governments has climbed from
$310 million in 1957 to $15.5 billion today. This constitutes a 22
percent annual rate of increase and a 16-fold increase in real terms.
According to the Census Bureau, local governments now receive
over 75 cents in State and Federal aid for every dollar they raise
locally, compared to 60 cents in 1972 and 42 cents in 1957. For
22
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TABLE VII

Federal Aid to State and Local Governments

As a percent of --

Total
Fiscal Amount Federal State-Local
Year (Billions) GNP Outlays Expenditures

1955 3.2 .8 4.7 10.0

1960 7.0 1.3 7.7 14.7

1965 11.0 1.6 9.2 15.3

1970 24.0 2.5 12.2 19.4

1975 49.8 3.6 15.3 22.9

1978 77.9 3.6 17.3 26.4

1979 82.9 3.4 16.8 25.6

Source: Adapted from the Special Analyses of the Budget, 1981, Table H-7, p. 254.

* GNP column calculated in calendar years. Federal Grant-in-Aid figures for
calendar years found in the Economic Report of the President, 1980. Table B-73,
p. 289.

many cities, Federal aid constitutes their largest single revenue
source.

Patterns of revenues and expenditures reinforce this picture of
an intergovernmental system where local government has become
increasingly dependent on the State capital and Washington. Table
VIII, page 24, indicates that during the 20-year period 1958-78,
State governments as a whole increased their revenues by a greater
proportion than either the Federal or local governments. This
pattern reflects the increased reliance of State governments on sales
and income taxes. Patterns of expenditure growth also reflect this
increased fiscal power of State governments; direct spending by
State governments over the same 20-year period grew at a faster rate
than either Federal or local spending.

Direct spending at all levels of government exceeded the
amounts that each level raised from its own sources. In the case of
local and State governments, these differences were made up by aid
from the higher levels of government. In the case of the Federal
Government the difference between spending and tax receipts was
funded through deficit financing.
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TABLE VIII

Own-Source Revenues, and Spending, by Federal, State and Local Governments 4billions)

State
Federal Own-Source

Expenditurds** Revenues *

$ 86.0

184.5

7.9%

$479.3

10. 0%

$ 21.4

52.5

9.4%

$171.5

12.6%

State
Expenditures**

$ 28.1

66.2

9.0%

$203.8

11.9%

Local
Own-Source
Revenues*

$ 23.0

47.9

7.6%

$130.5

10.6%

Local
Expenditures"

$ 34.0

72.4

7.9%

$211.1

11.3%

* Revenue figures exclude State government contributions to
Workmen's Compensation System, but do include payroll tax
contributions. State and local government contributions to own

retirement systems are also excluded.
* For the purposes of the table, grants-in-aid appear as

expenditures of both the grantor and the grantee.

Source: Bureau of the Census

Fiscal
Year

1958

1968

% annual
increase:
1958-1968

1978

% annual
increase:
1968-1978

Federal
Own-Source
Revenues*

$ 86.0

165.2

6.7%

$429.7

10. 0%

t'D
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The growth and proliferation of Federal programs has changed
the intergovernmental system in that many Federal goals are being
pursued through the grant-in-aid system, utilizing State and local
governments as instruments of Federal policy.

The figures show, however, that Federal grants-in-aid have
begun to level off in recent years. Such a leveling off confirms the
general conclusion of this study that Federal goals may become
increasingly difficult to reach in a stagflation economy.

Economic Stabilization

The role of Federal finance in stabilization policy has two
aspects. On the one had, the level of the Federal budget outlays and
the deficit, taken alone, have a direct impact on aggregate demand
in the economy. On the other hand, the interactions between
Federal outlays and the activities of State and local government
activity raise important issues concerning the effectiveness of
stabilization policy. Does rapid secular growth of Federal programs
such as grants-in-aid contribute to counter-cyclical policy? Or does
it simply add to the longer-term growth of Federal, State and local
government?

Several studies for the SSEC tried to answer this question. All
of them concluded that State and local governments' spending
patterns respond relatively slowly to fluctuations in the business
cycle and cannot be counted on to implement major Federal
initiatives to stimulate or hold back the economy.

These conclusions are consistent with the record of government
finance over the past decade. The time that it takes to create new
jobs. from the onset of a recession to the time that Federal grant-in-
aid programs begin to make their impact through State and local
budgets, has been carefully documented and found in some cases to
be substantial. This staff study concludes that Federal
countercyclical grants-in-aid, while useful as a form of insurance to
preserve the fiscal viability of State and local governments, are
relatively ineffective in providing immediate stimulus to a lagging
economy. Even if State and local spending does eventually reflect
the incased gan s-i-aid, the timing of this upswing may not
coincide with the aims of Federal policy and would come too late to
accomplish the original aims of the countercyclical grant program.

The Fiscal Year 1981 Budget documents that the spending
effort aimed at combatting the 1973-75 recession had its maximum
effect in 1978, with $5 billion of outlays. Spending from these
programs in 1981 -- six years after the recession -- was estimated at
$3.2 billion.
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Many economists argue that the appropriate measure of the

macroeconomic impact of government should include State and
local fiscal positions added to the Federal Government deficit or
surplus. In this view, the surpluses of some State governments in

recent years flowed into the Nation's financial markets providing

funds to help finance the deficits of other State and local entities and

the Federal deficit itself. For analyzing the macroeconomic issues of

monetary and fiscal policy, then, the consolidated "Government
sector" budget position is the appropriate measure to use because of

the extensive integration of Federal with State and local economic
programs. According to some economists, one should not separate
Federal from State and local budget activities for the purposes of
macroeconomic analysis.

In the latter half of the 1970's, when the Federal Government
was running up large deficits, State and local governments, in the

aggregate, were posting relatively large surpluses. In 1979, the
surplus in the total government sector stood at approximately $14
billion.

Different considerations apply when examining the problem
from the point of view of an individual government. For example,
overall figures on State and local governments misrepresent the
position of individual governments and are consistent with a
reduction in public services at the State and local level and a

deterioration of their capital stock. Furthermore, fluctuations in the
aggregate balance of State and local spending are varied and
unpredictable and thus cannot be made the basis for Federal policy,
even if they eventually have some influence on the stimulus or lack

of stimulus coming from the government sector.
Federal grants-in-aid to State and local governments are a

major aspect of Federal finance. This section illustrates some of the
problems of using such grants as a part of economic stabilization
policies. In the view of this study, Federal grants-in-aid are more

useful when aimed at alleviating the specific problems of State and
local governments of a continuing secular character which are

addressed at the State and local level. Any improvements in the

grant-in-aid system should be directed toward that end. In a
concluding section, this study presents some recommendations on
this issue.

Regional Disparities

The growth in Federal grants-in-aid has taken place against a
background of population shifts among regions of this country as
significant as the westward movement in the 19th century. The

economic implications of these demographic shifts are enormous.
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They account in large part for the difference between the economic
conditions in the Northern Tier States and the more rapidly growing
Southern Tier.

Economists disagree on whether differences in regional growth
patterns are caused by differences in the distribution of Federal
grants-in-aid, or whether the grants-in-aid simply follow regional
trends. In an open economy such as the United States, there are no
artificial barriers to the movement of labor, technology and other
factors of production. As a result it is generally acknowledged that
regional differences in living standards will tend to be equalized
over time. Of course, some would argue that government spending
has reduced some physical barriers, as in the Federal highway
system. But differences in the rate of job formation in the "Sunbelt"
States compared with the "Frosthelt" can also be explained by such
other factors as the growth in telecommunications and air travel, the
cost differentials of real estate in different parts of the country, and
even the development of air conditioning.

This study, therefore, rejects the notion that the purpose of
Federal aid should be to help equalize regional growth rates. Such a
goal would require such large differences in the distribution of
Federal aid as to be economically and politically impossible.

Conversely, there is a sound theorectical and public policy
basis for directing aid at both the rapidly growing and the sluggish
regions of the country. In the slower growing or declining areas,
local governments will have to cope with public sectors that are
overdeveloped based on the current population. New York State
and local governments, for example, still spend nearly 40 percent
above the per capita national average even though per capita
personal income is barely 5 percent above the national average. But
the fiscal adjustment for growing regions will also be extremely
severe, as rapid growth requires an equally rapid development of
public infrastructure. Average public sector wages in these growing
areas are generally below the national average, which leaves these
States more vulnerable to catch-up inflationary wage increases.

Conclusions

if the coming decade is to be characterized by slower GNP
growth, both the growing and the declining States will suffer. The
present system of enacting and administering categorical grant-in-
aid programs, however, is possibly not suited to the challenges
which will face the intergovernmental system in the 1980's. By
definition, such programs are administratively cumbersome and in
only a few cases are they specifically differentiated to deal with
different, unique areas of the country. They cannot be enacted or
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implemented swiftly enough to counteract effectively the swings In
the business cycle. Recent testimony before the SSEC indiates ta
the rate of increase in grant-in-aid programs Is slowing and wil
continue to slow in the future. This observation appears to be
commonly held by observers with otherwise different viewpoints
The coming decade would thus seem to require major improvements
in the efficiency of such programs and their applicability to different
local conditions.
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V

FEDERAL CREDIT PROGRAMS

The magnitude of Federal credit programs, and their rapid
growth in recent years, indicate their widespread use as an
instrument for implementing Federal priorities. In the last 25 years,
at least $1.5 trillion have been lent under Federal auspices. Total
credit outstanding under such programs totaled over $500 billion by
the end of fiscal year 1979; three-fifths of this amount reflects credit
that has been advanced over the last 10 years. The following graph
illustrates the growth in Federal credit activity:

Federal and Federally Assisted Credit Outstanding

S AL bU

Fiol Ye

Source: Special Analyses Budget of the U.S. Government FY81.

Because this chart illustrates total Federal credit outstanding, net
credit advanced under Federal auspices in any one year is the
difference between the credit outstanding in one year and that of the
next.

One should exercise caution in assessing the growth of Federal
credit activity. The reason is that the statistics give mixed answers
about whether such activity is growing disproportionately fast.
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Some economists point to the large numbers (e.g., $1.5 trillion in
Federally sponsored credit extended over the past 25 years) or the
increase in the level of credit outstanding (more than 160 percent
since 1970) as proof of alarmingly rapid growth.

These figures, however, cloud the issue. The fact is that the
amount of money advanced in the U.S. credit markets under
Federal auspices has remained a relatively stable proportion of total
monies advanced. The growth in total credit outstanding over the
past decade has been slower than the growth in GNP. Finally, the
U.S. government engages in less lending relative to national income
than most other industrialized countries. Such findings suggest that,
from a resource allocation standpoint, Federal credit activity has
not had an unduly intrusive effect in the past 10 years.

From the point of view of Federal program efficiency and
control, the statistics raise another set of issues. Net credit advanced
under Federal auspices (i.e., Federal government loans and loan
guarantees, including those of off-budget agencies, minus loan
repayments) has been accelerating. For example, the rate of growth
in net credit, which averaged 16.2 percent annually for the three
years 1970-1972, rose to 40.5 percent for the last three years of the
decade. Furthermore, the major growth came in those categories
that do not show up in the budget: loan guarantees and the credit
activity of off-budget agencies. On-budget credit activity grew at
approximately the same rate as Federal budget outlays. As Federal
budget constraints continue to grow, there will be a considerable
incentive to utilize off-budget credit activities, even if their overall
effects are not known.

Uses and Effects

In some respects Federal credit activity is no different from
conventional Federal budget outlays. If a direct loan is made by the
Small Business Administration so that a firm can expand its plant,
for example, the transaction is recorded as a Federal budget outlay.
Loan repayments are recorded in the Federal budget as an offset
against direct loan outlays, so that the figure one sees in the budget
totals each year is a net loan figure.

The Federal Government also engages in loan guarantee
activities, by which the risk of the lender is minimized by
substituting the pledge of the Federal Government to repay interest
and principle in the event of the borrower's default. Loan
guarantees, of course, do not appear as budget outlays, unless the
Federal Government is called upon to make good its pledge.

A third form of credit activity is the direct loans and loan
guarantees associated with so-called off-budget agencies such as the
30
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Rural Telephone Bank and the Federal Financing Bank (FFB),
and with government-sponsored enterprises such as the Federal
National Mortgage Association and the Federal land banks.* The
most important of these agencies in terms of loan volume and
flexibility is the FFB. Because it is authorized to purchase loan
assets from on-budget agencies, it can translate on-budget direct
loans into off-budget activities. In FY 1979, the net loan outlays of
the FFB amounted to S13.3 billion compared with a budget deficit
of S27.7 billion.

Assessments as to the effect of Federal credit programs vary
widely. Some studies maintain that such Federal activity displaces
private sector activity. Others point to the magnitude of such
programs and the numbers of borrowers who would not otherwise
be able to obtain credit. They conclude that substantial resource
allocation has taken place because of Federal credit programs.

This study finds some merit in both arguments but recognizes
the difficulty in drawing any hard conclusions about the effect of
credit programs. A recurring theme, however, is that the effects of
such programs depend in large part on (1) the class of beneficiary
and (2) the length of time the program has been in effect. These
factors are explained as follows:

* Class of beneficiary -- Many beneficiaries of Federal loan and
loan guarantee programs represent too high a risk to obtain
financing from conventional sources. Federal credit programs
accord with the policy determination that such classes of
beneficiaries (e.g., the victims of natural disasters or such high
risk ventures as synthetic fuel development) are proper subjects
for Federal aid. The record of and outlook for such kinds of
programs indicate that they will continue to be utilized to
provide assistance for these classes of marginal and high-risk
borrowers.

* Duration of program -- Although the evidence and research is
spotty, the general finding of economists appears to be that
Federal credit activity loses its effectiveness over the long term,
even though short-rnm effects have been found to be immediate
and positive. This depends on the type of program and on the

* Off-budget agencies are Federally owned and controlled. but their enabling
legislation excludes their operations from the budget totals. Except for the FFB. their
activities have a minimal overall impact on the economy. Estimated net outlays in
FY 1980 are estimated at 516.8 billion, of which the FFB accounts for 516.4 billion.
Government-sponsored enterprises are privately owned organizations established
and chartered by the Federal Government to carry out specialized credit functions
such as housing loans. Net loans of Government-sponsored enterprises during 1980
are estimated at 515.1 billion.

31



284

creditworthiness of the borrower. In the one area that has been
the subject of the most intense analysis, housing, economists
generally have found substantial short-run effects from the
introduction of Federal credit programs. But they have also
found that the net additions to the mortage stock were small,
compared with the size of the Federal initiative, over the long
run.* In other words, the Federal housing credit programs
tended to displace private lending, or set up reactions in the
financial markets -- e.g., small movements in investment
yields causing some interest-sensitive funds to shift into other
investments. This diluted the ability of the programs to create
large amounts of additional housing even if the program goals
of making housing more available to certain classes of people
(e.g., veterans) were being met.
One theme of the SSEC as a whole is that the economy has

undergone basic structural changes, of which the problems of
stagflaition are one symptom. These changes are often cited when
Federal credit programs are recommended for large ailing entities
such as New York City and the Chrysler Corporation. This use of
Federal credit activity is relatively recent. It could have profound
implications in terms of the protection of inefficient sectors of the
economy and the possible exposure of the government to the
financial risk of large bankruptcies. On the other hand, if the credit
activity enables the beneficiary, whether a unit of government or a
large corporation, to adapt to changing circumstances, it could
become a useful tool for promoting structural adjustment in the
economy.

The Administration has proposed a credit control system for
the FY 1981 budget, which for the first time sets limits on certain
types of Federal credit activity. Eventually, the control system will
encompass virtually all Federal credit activities and thus give the
government the kind of control which it possesses over other Federal
outlays.

Conclusions

The empirical evidence raises some questions about the ability
of Federal credit programs to achieve their original goals over the
long run. On the other hand, the short run benefit can be
substantial. Thus they could play an important role in helping
certain firms or units of government adjust to changing

* Aragon, George, Federal Credit Programs (Joint Economic Committee, SSEC,
1980), citing Break (1%1), Duesenberry/Bosworth (1973), Duesenberry/Bosworth
(1974), Hendershott (1977), and Jaffee/Rosen (1978).
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circumstances in the economy. If narrowly focused, such programs
would not be irresponsible, since borrowers (as opposed to grant
recipients) must demonstrate creditworthiness. Nor would
continued growth in these programs pose an immediate threat of
runaway government activity, since the levels of credit extended
under Federal auspices have been rising slower than the gross
national product.

99-271 0 - 82 - 19
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VI

SUMMARY AND RECOMMENDATIONS

Several common threads run through the conclusions to each of
the chapters in the preceding analysis:

* Federal tax and spending programs have transformed over the
past quarter century in response to America's growing
affluence and changing perceptions in this country about the
appropriate role of government. These factors together have
influenced the distribution of the GNP among national
defense, basic necessities and other major areas. At the same
time, and partly because of this country's affluence,
remarkable progress has been made in the pursuit of such goals
as eradicating poverty and making quality health care available
to all Americans.

* At present low rates of GNP and productivity growth, and with
the steady increases in spending for domestic assistance
programs, this country will have trouble financing the stated
goals of Federal policy over the next several years.

* Policies that increase the overall rate of growth in the economy
are now critical to maintaining this country's ability to meet the
competing claims on national product.

* Not only have Federal domestic assistance programs often
failed to achieve program goals, but they have sometimes
complicated the conduct of Federal macroeconomic policies.

In summarizing the efforts of Federal financial activity, this
staff study also makes a political observation. The myriad of
Federal programs -- including the transfers, grants-in-aid and
credit activities referred to in other parts of this study as well as tax
benefits -- have political constituencies that make any significant
"reform" of such programs a difficult task. Even if such programs
were shown to be cumbersome, inefficient and replete with
undesirable side-effects, certain well-represented groups do in fact
benefit from them. The close relationship among congressional
committees, Executive Branch agencies and special interest groups
may lead to the durability of many such programs, even when these
programs come under severe attack.
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Adjustments will need to be made, through the political
process, to resolve the competing claims on the national output
represented by such Federal program goals such as income security,
higher levels of capital investment, and more defense spending.* If
the debate over the congressional budget resolution for FY 1981 has
shown anything, it is that U.S. political institutions are not always
well-adapted to changed conditions like the present. Accordingly,
the following recommendations deal not only with matters of
macroeconomic grwoth and regional growth, but also institutional
reform.

Macroeconomic Growth

Conventional economic theory suggests that the growth needed
to accommodate future claims on output can come about most easily
through monetary and fiscal stimulus. Yet, this is precisely the
policy that would exacerbate the existing inflation problem, leading
to a new and worse round of demand-induced price increases. A
separate staff study for the SSEC suggests a dual approach to
stimulating production without inflation. This approach would
consist of tax reductions designed to stimulate business capital
formation and personal saving, coupled with a reduction in the rate
of growth in government expenditure.

Such a major change in Federal policy will be difficult to
implement politically. This is because the persistent growth in
relatively uncontrollable spending, dominated by consumption-
oriented outlays such as income transfers, leaves little room for new
Federal initiatives. For example, a decision to foster capital
formation through large tax cuts, while maintaining real levels of
spending in other areas, could imply tight control over some of the
government's most popular programs. Again, the issues come back
to the challenges to the political process, and more specifically to the
way this country chooses to allocate Federal outlays.

A major reorientation of policy towards incentives to stimulate
capital formation may also require some adjustments in Federal
policy toward government regulation. This need not be construed as
a license for unbridled greed in the private sector. However, it does
imply a more cost-conscious approach to regulatory policy. A
separate staff study for the SSEC, "Government Regulation:
Achieving Social and Economic Balance," examines some of the

* Of course. the Congress could choose to resolve these claims by raising taxes,
allowing excess government deficits to raise the inflation rate, or borrowing from
abroad. This study assumes that none of these alternatives is acceptable.
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ways to improve cost-consciousness such as implementing a
regulatory budget, coordinating the reporting requirements of
regulatory agencies, and imposing performance standards rather
than design standards on environmental regulation.

No report of this nature would be complete without some
recognition of the need for improvements in the efficiency of
government. This staff study does not examine such aspects of
government as the organization of Executive Branch departments,
personnel procedures, and procurement regulations. It does,
however, suggest some guidelines for reforming the operation of
several types of government programs. There should be a systematic
review, for example, of Federal credit activities, to ensure that the
market imperfections that gave rise to the credit programs still exist.
This is important due to the finding that some types of credit
programs may lose their effectiveness over the long run. Federal
grants-in-aid, as explained below, should be more differentiated
according to the different needs in various parts of the country.

Regional Growth

A discussion of the differences in Federal grants-in-aid which
are needed for growing, versus declining, regions of the country
appears in detail in a separate study for the SSEC. It is also
summarized in this staff study's consideration of grants-in-aid.
What the discussion and summary imply is that programs enacted
for use by all types of State and local governments fail to take into
account the particular needs of areas with different economic
characteristics. This study notes that some grant-in-aid programs
are enacted to deal with peculiarly local or regional problems (e.g.,
coastal energy impact assistance, disaster relief, etc.). However,
there is no systematic approach to enacting grant-in-aid programs
on the basis of regional need.

Institutional Reform

Institutional reforms fall into two categories: those that help
provide policymakers with needed information for making
decisions, and those that might change the decisionmaking process
itself. The former category would encompass recommendations for
publishing a GNP budget and a regulatory budget as part of the
budget process each year. Both these measures would apprise
policymakers of some of the otherwise hidden costs of legislation
and of the need to make Federal policy goals consistent with this
country's ability to produce.
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Institutional reforms in the decisionmaking process are
necessary because of the clear political component in any discussion
of Federal finance over the coming decade. The decisions on how to
resolve competing claims on the Federal budget and competing
claims on national output will ultimately be made in a political
context, and this staff study indicates that those decisions will pose
severe challenges to the U.S. political system. What they will
require, in effect, is a new political consensus on how to allocate the
burden of taxation and the benefits of Federal assistance during a
phase of substantial economic adjustment.

Congress has already taken one major step in this direction.
With the passage of the. Congressional Budget Act, Congress
undertook for the first time to coordinate the enactment of spending
measures with its assessment of the proper overall fiscal impact of
the Federal Government. One study prepared for the SSEC
concludes that while this legislation has not substantially altered the
budget figures, it has shifted the focus of decisionmaking toward
Congress. It has also provided Congress with the kind of
information needed to make more intelligence budget decisions.

One proposal before Congress would set up a bipartisan
Commission on More Effective Government, patterned after -- but
more comprehensive than -- the first Hoover Commission of 1947.

The purpose of the proposed Commission, which would consist
of high level members from both public and private life, would be to
develop a blueprint for processes that would make the Federal
Government more responsible and accountable. The Commission's
work would include an examination of all of the overlapping
programs within the Federal Government which, in turn, interact
with related prnorasni at State and local levels. It would make its
recommendations to the Congress at the end of its two-year life. The
Commission would not be a study group, but rather a mechanism
for generating a political consensus for adjusting Federal policy to
the coming decade.
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CHAIRMAN'S INTRODUCTION
Senator Lloyd M. Bentsen

Chairman, Joint Economic Committee

Two future prospects for some major American cities are
painted in this study on State and Local Government. One is not, so
pretty; the other offers hope for more vibrant urban communities.

If the economy continues on a stagnant course, if
unemployment and inflation remain high, then massive service
disruptions -- if not outright default -- could result in some
localities, most but not all of them large cities in the North.

There is, however, another course. This study emphasizes that
non-inflationary growth is essential to real income growth and
central to the resolution of the fiscal problems of many of the
Nation's cities. This study reminds, "The single most important
thing that the Federal Government can do to meet the needs of State
and local governments is to stabilize the national economy and
return it to a path of economic growth. Recession reduces the
revenues of local governments and at the same time increases the
demand for public services. When recession is coupled with rapid
inflation, the results are even more dangerous to the financial health
of local governments."

Much of the debate of late regarding the growth regions of the
country and the older areas has involved the issues of people-to-jobs
vs. jobs-to-people, as stressed in the Agenda for the 80's study.
However, this study points out that there is no conflict between a
national economic growth strategy and the economic needs of the
Nation's people and regions nor between the people-to-jobs and
jobs-to-people approaches. The goal of faster economic growth
enforces the logic of a policy strategy that utilizes the best of the
people-to-jobs and jobs-to-people worlds. One approach must not
necessarily be at the expense of the other.

More at issue is this question: The prospects of city financial
emergencies in a stagnant economy could bring to a head the



300

question of whether these crises are more properly the concern of the
states than of Federal Government. There could well be a day of
reckoning between the Sunbelt and the Snowbelt if cities in
declining regions seek Federal bailouts in this decade.

This study suggests we may have to answer these questions:
Should the Federal Government consider massive emergency
financial assistance to a city when the city's State government is
experiencing strong fiscal health? Or, when state law has kept that
city's land area the same even as its suburbs experienced excellent
growth? These are questions that may have to be answered if the
Nation's economy continues on its stagnant course.

I would rather we never have to respond to such issues, and I
don't believe we will if we take the necessary steps to turn the
economy around. Policy considerations provided in this study to
increase opportunities in urban areas include:

* Targeted incentives to* private sector employees --
particularly in small business -- to effectively train and hire the
structurally unemployed.

* The increase of investment tax credits for the rehabilitation
of industrial and commercial structures to help revitalize urban
centers.

* Modifications of the investment tax credit to supplement the
simplified cost recovery system in order to encourage additional
investment in plant and equipment.

* Continuing emphasis on underlying issues which result in
minority unemployment, such as inadequate basic education,
training, knowledge of employment opportunities, and other labor
market difficulties.

* Assistance in the adjustment of workers displaced because of
technological change or international competition, with direction
toward training, retraining, employment and reemployment in
growth industries, rather than exclusively as supplementary
unemployment insurance.

In considering such policy options, decisionmakers should also
be reminded that a previous study by the Special Study on
Economic Change, "Federal Finance," rejected the notion that
Federal Government policy should seek to equalize the economic
differences that are causing conflict between the Sunbelt and the
Snowbelt. That study said a goal of equalization would require such
large differences in the distribution of Federal aid as to be
economically and politically impossible; and, it wouldn't equalize
the growth.

This study supports that finding and expands on considerations
for the proper roles of Federal, State and local Governments.

ii
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Ranking Minority Member's Introduction
CONGRESSMAN CLARENCE J. BROWN

The theme of this staff study is straightforward: The growing
burden on our State and local governments is a direct result of slow
growth, high inflation, reduced productivity growth, and declining
international competitiveness. The combination of rising costs and
increasingly volatile demand has been a catalyst not only to the
decline of many of the Nation's basic industries, but to a massive
shift of people and jobs away from the Nation's older regions and
toward the younger, less developed regions. Left in the wake of
these regional shifts is a pattern of seriously deteriorating
conditions -- particularly in the Nation's older cities.

During the 1962-1978 period, a majority of the Nation's new
industrial jobs were generated outside metropolitan areas. The
result has been a growth of poverty concentrations in cities that offer
fewer job opportunities.

While the total poverty population remained at roughly 24
million persons between 1969 and 1978, this numerical stability
masks a shift in the distribution of poverty within the economy.
Whereas the non-metropolitan poverty count fell by more than 1.6
million, the central city count increased by well over one million
people. The growth of metropolitan poverty, in turn, has pushed up
the demand for State and local government services at a time when
tax bases have eroded.

While many State and local governments have become less able
to provide services to an increasingly dependent population, the role
of the Federal Government has increased. Between 1955 and 1979,
Federal grants to State and local governments increased from $3.2
billion to $82.9 billion per year. As a result, in 1979, revenues from
the Federal Government represented 31 percent of State and local
government receipts, as compared to 12 percent in 1955.

But if the growth of Federal inter-governmental assistance has
been rapid, the massive inflow of direct Federal aid to State and
local governments may well have peaked. Increasing concern with
the inflationary impact of Federal spending, the increased emphasis
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on defense spending, and the growth of so-called "uncontrollable"
items in the Federal budget will act to retard the growth of Federal
inter-governmental aid. This will put added pressure on State and
local governments -- at precisely the time when expenditure
cutbacks and deferrals will be increasingly difficult to sustain. As an
illustration, gross capital expenditures have declined from 29
percent of State and local spending in 1965 to 14 percent in 1977.
But the laws of friction have not been repealed; capital maintenance
and replacement cannot be put off indefinitely.

The problems of the Nation's older and younger regions have a
common denominator: Their resolution will require that the upward
pressure on State and local spending be reduced, and that tax
revenues be sufficient to finance those expenditures that must be
undertaken.

It is for this reason that the most important thing that the
Federal government can do for State and local governments is to
return the national economy to a path of increased economic
growth; a growth path that will reduce the demand for government
services at the same time it generates additional tax revenues.

Money growth that has been too rapid, a tax burden that is too
heavy, regulatory mandates that have not been cost effective, and
economic policies that have encouraged consumption while
discouraging saving and investment have not only driven up
inflation; they have reduced real incomes and slowed economic
growth.

The way to break the dependency cycle now being perpetuated
in our declining cities is to encourage the creation of productive,
private sector jobs with a future. There is no better way to ensure
that this will happen than to put the economy on a more rapid
growth trajectory. This is the only true jobs to people strategy; a
strategy that requires that economic policy focus on pulling up real
incomes at the same time as it reduces upward pressures on costs of
production. A policy prescription of reduced monetary growth,
lower taxes, lower Federal spending, and reduced regulatory
burdens is the way to bring this about.

iv
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STATE AND LOCAL FINANCE:

Adjustment in a Changing Economy

I

INTRODUCTION

For the past three decades, there has been rapid expansion of
intergovernmental aid, and in the size and importance of State and
local government.

In 1950, State and local government expenditures represented
eight percent of Gross National Product (GNP). Today these
expenditures command approximately 14 percent of GNP. In 1950,
Federal grants to State and local governments totaled $2.3 billion,
representing 10 percent of State and local government expenditures.
In 1980, Federal grants totaled $89 billion, or 25 percent of State
and local government expenditures.

In recent years, local and regional economies have been
dramatically altered by massive shifts in jobs and population. Many
previously thriving industrial cities have found plants closing,
unemployment rising, the middle class leaving, and their financial
structures decaying. Other cities experiencing rapid growth in
population have found that their stock of housing, schools, roads,
and sewers no longer adequate, that services must be expanded, and
that crime is rising.

In attempting to deal with these problems, the various levels of
government continue to duplicate some functions while neglecting
others. The intergovernmental system has become a morass of red
tape, forms, and mandates. Programs are developed largely on an
ad hoc basis, with little regard for efficiency or coordination either
among different agencies or among different levels of government.

One of the major problems confronting the United States is that
government does not work very well -- not just the Federal
Government, but the Federal Government in relation to other levels
of government. The future of State and local government finance
will directly impact this relationship, as will the state of the national
economy.
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But if an improvement in intergovernmental relations is
imperative, so is the formulation of new policies to combat urban
decline.

This study focuses on the present and potential linkages
between national, state and local urban policy and the goal of faster
national economic growth. It emphasizes that effective policies for
improving the living standards of urban dwellers go hand in hand
with the equally urgent goal of accelerated U.S. economic growth.
The study begins with an overview of the regional decentralization
of manufacturing jobs, a key influence on the opportunities
available to people in older cities.

Fiscal factors, another such influence, are also considered. A
concluding section lists policy proposals designed to foster faster
economic growth, to reduce unemployment and inflation, and, in
general, to assist the urban dweller in securingjobs with a future.

2
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II

THE REGIONAL REVOLUTION

A common denominator of national and world economic
change during the past generation has been the age factor -- the rise
of younger, initially less developed economies and the eclipse of
established older centers.

Within the United states, there is contention that regional
realignments have dominated city-suburban and urban-rural shifts,
leaving some of the Northeast and Midwest -- especially the
Nation's older cities -- economically stagnant, and the South and
West regions attempting to meet the challenges of growth. The
result has been economic and fiscal distress for many cities and their
residents.

The stagnation of the Northeast and Midwest can be linked in
part to their advanced economic "age." Age in this context refers to
the timing of a region's formative industrial development. By way of
background, the Nation's late 19th-century industrial revolution
had as its focus the regional complex extending from New England
south through Pennsylvania and west to the Great Lakes.
Meantime, the rest of the economy remained largely pre-industrial,
providing foodstuffs and raw materials for the core industrial
region.

On the eve of World War I, New England, the Middle Atlantic
states, and the Lakes area were thus already heavily specialized in
manufacturing. As Table I shows, each of the three divisions had
population shares in manufacturing jobs well above the U.S.
average. By contrast, the Southern and Western divisions -- with
their still rural, resource-oriented economies -- had below-average
shaes

3
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The three oldest divisions today are New England, the Middle
Atlantic, and East North Central (or Lakes) areas -- which together
encompass the core industrial complex of the "Manufacturing
Belt." The "youngest" are the Mountain and Southwest (or West
South Central) divisions.

By no coincidence, the area stretching from Baltimore to
Chicago is virtually co-extensive with the old industrial core region.
The reason is that a region's economic performance, as gauged by
its employment growth in manufacturing, has since the mid-1960's
depended largely on its age.

Since the mid-1960's, a region's economic performance, as
gauged by its employment in manufacturing, has depended largely
on its age.

As Table I shows, the youngest geographical divisions had the
highest rates of growth in industrial jobs between 1966 and 1979,
while the three oldest divisions all lost such employment. In turn,
each division's total employment growth has varied
correspondingly, ranging lower in the older divisions, and higher in
the younger ones. As a corollary, unfortunately, the service sector

TABLE I

Regional Age and Industrial Growth, 1966-1979

Population sharel Percentage change
Area, in order in manufacturing in manufacturing
of 1909 share 1909 jobs, 1966-1979

New England 17.2 - 3.2

Middle Atlantic 12.3 -15.5

East North Central (lakes) 9.0 - 1.3

(U.S. Average) (7.7) (+ 8.0)

Pacific 5.7 +25.2

South Atlantic 5.5 +20.6

West North Central 3.5 +20.0

East South Central 3.3 +26.8

Mountain 3.1 +71.8

West South Central 2.5 +51.7

'Column 1 is based on data in U.S. Bureau of Economic Analysis, Long-Term
Economic Growth, 1860-1970 (Washington, D.C., 1973), p. 72. Column 2 is based
on data in Employment and Earnings, States and Areas: 1939-1978, Bureau of
Labor Statistics, and Employment and Earnings, June, 1979 (May averages used).

4
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did not emerge in this period as an "engine of growth" that replaced
the loss of the manufacturing jobs. Manufacturing was in that sense
basic to a division's broad economic performance.

But the link between age and industrial performance remains
to be explained. Three intertwined processes are at work: (1)
industry aging over the product cycle, 42) political aging as an
influence on business climates, and (3) the capacity to serve as a
seedbed for new firms and industries.

Industry Aging Over The Product Cycle

As the geographical focus on the 19th-century industrial
revolution, the Manufacturing Belt has more than its share of the
Nation's older industries. That obvious correspondence is a key to
the Belt's economic vulnerability.

As its industries age, two things happen to jeopardize a region's
economic position. One is that markets for industry output
gradually become saturated. The second consequence of industry
aging operates not through demand, but on the supply side. An
industry ages not in a continuous timewise fashion, but only to the
extent that production techniques become standardized. When that
happens, the industry itself becomes "exportable" to competing,
less developed areas, whether domestic or foreign. The second
result, then, is to make production relatively footloose -- and hence
more responsive to market location, to labor costs, and to business
climate influences generally.

This product-cycle scenario has been played out repeatedly in
the 20th-century Manufacturing Belt. Soon after World War I, the
textile industry in New England started to migrate to the Southeast.
(The Southeast later would become vulnerable to competition from
East Asia). Similarly, since the late 1960's the Middle Atlantic
states, spearheaded by New York City, have had precipitous job
losses in the apparel industry, which has also migrated South and
West and abroad.

PoliticalAging and State Business Climates

Industrial aging is affected by a second type of structural
maturation -- one that shapes fiscal variables and, more generally,
state business climates. State political systems tend to reflect the
timing of a state's industrialization. Many states of the
Manufacturing Belt (and of the middle-aged Pacific Rim) thus
display higher levels of taxation and government activity, as well as
more reliance upon local government.

5
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It is more than a coincidence that business climates are as a
rule more pro-business in the younger regions than in the states of
the Manufacturing Belt. One indicator of this tendency for the
1954-1973 period is the rate of growth of combined state and local
tax burdens. Relative tax burdens increased faster than the national
average rate in most older states, and more slowly in most younger
ones. A more comprehensive indicator shows an even closer
correspondence. The Fantus Corporation's composite index of state
business climates as of the mid-1970's found virtually all the states
with the "best" business climates in the South and West, and vice-
versa.

To that extent regions can be said to age in an institutional as
well as an industrial sense. Depending on political sentiments, of
course, some will see political maturation as progress. The point
here is less one of value distinctions than of locational influences.
Empirically, it seems certain that business climate variables have
hurt the competitive positions of the long-industrialized states.
Insofar as their industries are older (and hence more mobile), their
business climates and institutions may add to their vulnerability.

If so, then a region's capacity to spawn new industries to
replace the old will become a key influence on its economic position.

Innovation and Rejuvenation

An economy that can spawn new industries through innovation
can neutralize the age factor. Despite its age, for example, the
Manufacturing Belt continued to hold about half again as much of
the Nation's industrial employment as of its population until after
World War II. The reason was that it served as the national
economy's "seedbed" for new industries. The Belt's figurative
monopoly on the seedbed function resulted from a variety of factors,
including its prominence as a national market, and as a center of
finance, technical services, and science.

But the linchpin for its seedbed role was its machine tool
industry, an industry that by mid-oentury was already giving way to
more science-based, innovation-spawning activities. As industrially
diverse centers of innovation developed elsewhere in the economy,
the Manufacturing Belt experienced a progressive weakening of its
capacity to spawn new development and so to rejuvenate itself.

Yet, within the Manufacturing Belt there are areas enjoying
internally generated rejuvenation. An example is New England. As
the Nation's oldest region (in an industrial sense), New England has
emerged from a half-century of stagnation with an industrial

6
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structure reorganized around its knowledge base. So while it is
"old" in terms of an objective indicator, its recycling as a high-
technology center shows that age is by no means deterministic.

Declning Opportuniziea

The economic decline of the Nation's older cities creates the
prospect of long-lasting urban unemployment. As manufacturing
jobs have decreased in number in older cities since World War II,
the skill-building process has slowed, making it increasingly
difficult for urban dwellers to find promising entry-level jobs.

The number of central-city residents living in poverty increased
sharply during the seventies. As Table II shows, the total poverty
population remained roughly constant between 1969 and 1978, at
about 24 million people. But this numerical stability was

TABLE II

Rise in Central City Poverty, 1969-1978

Persons below
poverty line Change
(in 000s) 1969 1978 1969-1978

Total 24,147 24,497 350

Nonmetropolitan 11,063 9,407 -1,656

Metropolitan 13,084 15,090 2,006

Outside central city 5,091 5,805 714

Inside central city 7,993 9,285 1,292

Proportion
(Percent)

Total 100. 0 100.0

Nonmetropolitan

Metropolitan

Outside central city

Inside central city

45.8 38.4

54.2 61.6

21.1 23.7

33.1 37.9

-7.4

7.4

2.6

4.8

Souc: Bueu of he Cnsu, Serim P.60, Augst1980
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accompanied by clear changes in the distribution of poverty within
the economy. In particular, the non-metropolitan poverty count fell
by more than 1.6 million, while the central-city count increased by
well over a million people.

The rapid increase in central-city poverty reflects deteriorating
city economic conditions, not the migration of more poor people to
cities. In an historic reversal, the seventies saw a slight net out-
migration of the poor from the Manufacturing Belt to the rest of the
Nation. As a second and related shift, there was also a net
movement of 2.3 million people from metropolitan to non-
metropolitan areas.

The reduction in non-metropolitan poverty highlights
economic growth's impact on poverty rates. A majority of the
Nation's new industrial jobs during the 1962-1978 period were
generated outside metropolitan areas. As one part of this general
economic advance, non-metropolitan black poverty decreased at a
rate of almost 100,000 a year between 1969-1978.

Only job opportunities can break the dependency cycle now
being perpetuated in the declining older cities. Yet these cities no
longer generate the kinds of jobs that once provided a foothold for
unskilled immigrants. A specific event that occurred in September
1980 is particularly illuminating.

A Federal office in Baltimore accepted applications for 75
entry-level jobs ranging from clerical worker to warehouse duties.
The jobs carried salaries ranging from $7,210 to $11,565. In
response, more than 26,000 people lined up in the course of two
days to obtain application forms.

That stark episode points up dimensions of the problem. It also
defines the challenge confronting policy. How can promising entry-
level jobs be made accessible to the urban dwellers who want to
work?

The Upgrading Issue

Indicators of the regional revolution are by now familiar. The
lion's share of the Nation's population growth in the 1970's occurred
outside the Northeast quadrant. Together, New England, the
Middle Atlantic states, and the Upper Midwest added a mere one
percent to their numbers between 1970 and 1979. Out-migration
from these areas meant that over 90 percent of the national
population increase took place in the South and West.

Population shifts per se are not a problem, signalling as they do
but another chapter in the Nation's long-term economic
development. What does pose a problem is that migration's

8
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crosscurrents have left heavy poverty concentrations in cities that
offer diminishing job opportunities.

Such poverty concentrations are doubly disturbing in light of
the older cities' long-term job losses in manufacturing. Historically,
manufacturing jobs were the main avenue for employing and
building skills for large numbers of initially untrained workers. But
as manufacturing jobs have disappeared, and despite a partial
replacement by white-collar jobs, this "upgrading" function has all
but vanished in the older cities.

The regional decentralization of manufacturing jobs over the
past 15 years has far outpaced population shifts. Between 1966 and
the economy's cyclical peak in 1979, the Northeast quadrant lost
788,000 manufacturing jobs. Over the same interval, the rest of the
Nation added more than 2.3 million. The result has been that
traditional regional specializations have been almost entirely erased,
leaving a national distribution of industrial employment that is
increasingly uniform relative to population.

It is this rapid blurring of century-old regional roles that
perhaps best defines the regional revolution. By one reading, the
reasons for the change are of interest not only for their urban policy
implications, but also because of their relevance to U.S. prospects
within the world economy.

At the same time, the economic dislocations have diminished
the tax base and revenue-sharing potential of many Northeastern
and Midwestern cities, reducing their ability to provide services to
an increasingly dependent population.

9
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III

THE FISCAL FACTOR
AND THE BANKRUPTCY ISSUE

In addition to its adverse effects on people, economic
realignments have dramatically impacted State and local
government finances. Slow growth in the older regions forces their
governments to cut back the growth -- if not the absolute level -- of
public services. The fiscal issue is most sharply defined in the older
cities of the Manufacturing Belt. Retrenchment hits them hardest,
making further city financial emergencies likely.

The economic realignments which have been occurring for the
past 20 years have been accompaned by significant changes in the
American fiscal system. First, between 1954-1979, the Federal
presence in the public sector increased, while the role of State and
local government declined. In this period, the Federal domestic
expenditures from its own funds increased as a percent of the total
public sector from 45.5 percent to 57.7 percent, while the percent of
both State and local government own-source expenditures declined.
State government expenditures as a percent of total public sector
expenditure declined from 25.5 percent to 23.8 percent, while local
government expenditures declined dramatically from 29 percent to
18.3 percent.

Second, the proportion of expenditures for health, education
and welfare have increased rapidly at all levels of government.

Third, during the past two decades, Federal intergovernmental
grants have increased significantly and have played an increasingly
important role in State and local government budgets. Between
1955-1979 Federal grants to State and local governments increased
from $3.2 to 882.9 billion per year. As a result, revenue from the
Federal Government-represented 30.9 percent of State and local
government own-source receipts in 1979 as compared to 11.8
percent in 1955.

10
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In the next decade these trends are likely to be altered by the
overriding national concern to reduce inflation by balancing the
Federal budget and by a possible realignment of national priorities
from increasing outlays for domestic social programs to increasing
defense outlays. The impact on the finances of many State and local
governments -- most notably those in the Northeast and Midwest --
is likely to be traumatic.

As discussed above, the by-product of a declining economic
base has been a reduced tax base in many Northeast and Midwest
cities, fewer jobs, an increasingly dependent population and
increased reliance on Federal assistance.

In addition, if the national economy in the 1980's is buffeted by
higher rates of unemployment and lower productivity growth than
in the 1970's, it will work to the detriment of the State and local
government financial stability.

A factor that was responsible for the relative fiscal stability of
State and local governments in the 1970's was the massive inflow of
direct Federal aid. However, the rapid increase in these funds has
peaked. Between 1970 and 1978, the average annual increase in
Federal inter-governmental assistance was almost 16 percent. The
projections for 1979-1981 are for annual increases averaging under 5
percent.

Some local expenditure cutbacks and deferrals which began in
the 1970's and were successful in warding off financial problems can
no longer be sustained if services are to be maintained. In par-
ticular, postponing capital expenditures was a frequently used
means of paring expenditures. Gross capital expenditures have
fallen from 29 percent of total State and local government spending
in 1965 to 14 percent in 1977. However, capital replacements cannot
be put off indefinitely, and the slowdowns in capital spending are
likely to increase the burdens of capital obsolescence in some cities.

These factors combine to paint a less than optimistic outlook
for many city governments and some states in the 1980's.

Fiscal Response to Decline

In the wake of the regional revolution, the formerly rich states
are attempting to bring their fiscal activities into line with their
relatively lower levels of tax revenues. As a state like New York
attempts to bring its per capita expenditures (40 percent above the
U.S. average) into line with its per capita income (4 percent above
the U.S. average), the central issue becomes how to maintain the
level of essential public services at a time of budget constraint.

11
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For New York and other long industrialized states, the
retrenchment process will likely mean a period of public sector
atrophy. Governments will probably not cut back service levels in
the absolute. But they may spend just enough to keep real per capita
spending roughly constant. In time, and depending on the fiscal
response to growth elsewhere, the rest of the country may reach
comparable levels of public expenditures.

Still, the adjustment process will be slow, and it will be
complicated by a number of factors. For one thing, the
psychological barriers to retrenchment may almost equal the
resistance to further tax increases. It is worth noting, for example,
that of the 14 states to pass some form of tax limitation between
1978 and mid-1980, 13 were located in the South and West, regions
already identified with lower taxes than the older regions. In other
words, the region with a stagnant revenue base accounted for only
one (Indiana) of the 14 states to clamp a lid on taxes.

Moreover, many Northern states are characterized by highly
decentralized fiscal systems. Hence, it is difficult for State
governments to plan for or control the aggregate level of State and
local government spending and taxation. And the barriers to
retrenchment are compounded at the local level by the strength of
public employee unions, the presence of fixed debt and pension
commitments, and a characteristic backlog of projects to bolster
aging and deteriorating urban infrastructure.

Retrenchment in the older regions will proceed in a highly
uneven and haphazard fashion, hitting some jurisdictions
(especially older cities) hard, and others not at all. More
specifically, and assuming no major new Federal initiatives, the
medium-range picture in the Manufacturing Belt is likely to include
the following fiscal elements:

* Further public employee layoffs.
* A reduction in relative (though not absolute) tax burdens as

austerity programs begin to take hold.
* The de-emphasis of redistributive programs. Social service

program expansions may take a back seat to public
employee compensation and capital maintenance.

* A continued deterioration of public facilities, as high interest
rates, inflation, reduced Federal aid, and pressure for
current spending all push some governments to "defer"
capital construction maintenance and renovation.

* Either default or service interruptions by some localities,
most but not all of them large cities in the North.

12
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The Fiscal Response to Growth

The growing regions will also face fiscal adjustment problems.
The South and Southwest still have much urban and, particularly,
rural poverty. In addition, growth creates pressure to expand
infrastructure, improve school and health systems, deal with water
shortages and environmental problems, and control land use.
Additionally, expenditures could well be spurred by efforts to
increase public sector wages in the South.

Yet, on balance, the younger regions seem to have better
equipped themselves than most long industrialized states to deal
with their problems. In particular, one reason business climates
favor states in younger regions is that fiscal systems do. Fiscal
arrangements in many Southern and Western states are not only
more pro-business, however. They are also more "pro city." For
example, older cities have long-frozen boundaries which State
governments have not been prone to change, and which allow the
surburbs to be largely immune to the central city problems of
decline. In the South and West, however, many cities have
succeeded in repeatedly shifting their borders outward since 1945,
thus combining the strengths and weaknesses of inner city and
suburban city. The younger cities of the South and West cover
much larger land areas than do older cities. As a result, younger
cities have equipped themselves for better protection from the fiscal
and social impacts of spatial decentralization or "suburbanization."

However, there are problems ahead for Southern states, too. If
increases in spending come in the form of a catch-up in average
wages, expenditures could rise more rapidly than public service
levels. Employment levels, relative to population, are already
higher in Southern than Northern states, as are levels of per capita
debt.

The Bankruptcy Issue
Further, the Federal Government does not have a consistent or

articulated policy to assist. or not to assist, fiscally distressed cities.
Such a policy will be increasingly important in the years to come
because financial emergencies -- if not outright defaults -- may lie
ahead for some older cities.

What is a constructive Federal response to such crises? Dealing
with New York City on an ad hoc basis was understandable. There
had been little reason to be concerned with municipal default since
the Depression and in many respects the New York City crisis of

13
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1975 was a special case. But how many special cases will occur
before a consistent Federal policy response is deemed necessary?

A preliminary issue is whether city financial emergencies are
more properly the concern of the states than of the Federal
Government. Some would argue that the problems of New York
City, Cleveland or Wayne County are primarily the responsibilities
of the States of New York, Ohio and Michigan. From that premise,
emergency Federal assistance should come only as a last, desperate
resort -- if at all -- and only after state assistance has been
exhausted.

By extension, an extreme policy option would be to make it
clear that the Federal Government will not rescue cities from
default, no matter how severe the emergency. If local and State
governments were convinced that a borrower of last resort was not
available, their financial practices might become more conservative,
and their borrowing practices more risk-averse.

There is, however, logic in the argument regarding the
responsibility and the Federal Government's accountability for city
government financial conditions. State officials contend that a
combination of local autonomy, Federal mandates, and direct
Federal-local grants have ended their ability to control fiscal
excesses. For their part, municipal administrators might contend
that, in an emergency, little can be expected from a State
government that failed to modernize city fiscal arrangements in the
first place.

14
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IV

A POLICY FRAMEWORK

In a world of increasingly competing economies -- many young
growers and a few notably older and recently revitalized -- the
United States must pursue a policy goal of balanced, non-
inflationary growth. Non-inflationary growth is essential to real
income growth and central to the resolution of the fiscal problems of
many of the Nation's cities.

The single most important thing that the Federal Government
can do to meet the needs of State and local governments is to
stabilize the national economy and return it to a path of stable
economic growth. Recession reduces the revenues of local
governments and at the same time increases the demand for public
services. When recession is coupled with rapid inflation, the results
are even more dangerous to the financial health of local
governments.

There is no conflict between a national economic growth
strategy and the economic needs of the Nation's people and regions,
nor between the people-to-jobs or jobs-to-people approach. (The
people-to-jobs approach encompasses programs to assist people who
seek relocation to regions offering economic opportunities, training
people for new jobs when they have been displaced, and training the
underskilled and unskilled so they may enter the labor market in
growth industries. The jobs-to-people approach includes
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government programs and incentives for job-creation in declining
cities and efforts to revitalize the Nation's central cities). The goal of
faster economic growth enforces the logic of a policy strategy that
utilizes the best of the people-to-jobs and jobs-to-people worlds. If
urban problems are to be ameliorated, there must be a carefully
structured program which balances these two approaches. While
more emphasis is needed on human capital investment, which
implies a shift from present place-oriented urban strategy to a more
people-oriented approach, one approach must not necessarily be at
the expense of the other.

Deteriorating conditions in major urban areas do call in
question a policy strategy that has emphasized in-place aid,
although some programs -- such as the Urban Development Action
Grants -- have kept conditions from being worse than they are.

Key barriers to the mobility needed for people-to-jobs strategy
are posed by the administration and structure of both public
assistance and unemployment compensation. The pattern of inter-
state differences in welfare levels sets up locational incentives that
some contend have the effect of tying the jobless to areas offering
them diminishing opportunities.

As welfare programs are now administered, a move from one
state to another means a loss of benefits, with no automatic
resumption. The same thing goes for Comprehensive Employment
and Training Act (CETA) participation, which is locally
administered. "Mobilizing" program entitlements could be a step
toward providing the unemployed and under- employed choices
other Americans have.

Beyond reducing policy barriers to mobility, the Federal
Government can also take positive steps to promote better access to
job opportunities. Information barriers are clearly a major reason
for high unemployment rates in older cities. A program on the order
of the Job Search and Relocation Assistance Pilot Project could be
linked to CETA and the Trade Adjustment Assistance (TAAM
programs, bolstered by both relocation grants and non-cash
resettlement assistance of the sort already widely used in Northern
Europe.

U.S. training programs lag behind the various European and
Japanese programs. In all industrialized countries the availability of
a constantly upgraded labor force is considered essential; however,
approaches to its achievement vary considerably. The West
Germans, since 1963, have established the right of every German
citizen -- whether employed or unemployed -- to as much as two
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years retraining for a higher skill, with all costs paid, plus a stipend

which is inversely related to the last income. In the lower income
brackets, the stipend is almost 100 percent of the last salary. Thus,

a low wage employee loses little in upgrading his or her skills and in
improving his or her productivity. Those needing the most help, but

with the most to gain, are the low paid workers. Hence, they are

subsidized greatly. But the economy gains by their becoming higher
skilled workers. (Scandinavian countries as well as France and
Britain all now have similar programs in place.)

In Japan, the policy of continuously upgrading and retraining

workers has been carried out primarily within large companies.

Evidence indicates that a philosophy of "investment in the labor

force" has had productive results. For their part, workers seem

generally receptive to innovation and labor saving techniques,
because they know that: (1) they will be retrained and upgraded for

more demanding jobs and, (2) that innovation will enhance the

competitive positions of their employers, which is likely to lead to
more job opportunities.

If there is little doubt that a policy strategy of balanced, non-

inflationary growth and investment in human capital would benefit
all concerned, there is also little doubt that the implementation of

such policies is complicated by the state of intergovernmental
relations.

During the 1960's the Federal Government moved into areas

such as education and law enforcement to fill what were perceived
to be public needs unmet by the states and localities. The result has
been a burgeoning of programs that now entails at least 500 kinds of

narrow categorical grants for such things as settling disputes among

citizens and rat control.
At a minimum a case can be made for consolidation of these

special-purpose grant programs that frequently create inefficiency

and distort spending priorities at all levels of government.
Furthermore, there has been an ambivalence at the Federal

level about the "proper" role of State governments in local

government finances. On the one hand, there are frequent calls for

greater State government responsibility, while on the other hand,

since 1970 much of the increase in grants-in-aid has gone directly to

local governments, bypassing the states. Local governments are

creations of their states and yet frequently turn to Washington for

assistance before going to their state capital. Governors have been

urging fewer Federal regulations and a more prominent role for

states in the state and local system. The Federal Government should
seize this opportunity to give states that chance. But first, the
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Federal Government should have a clear idea of what is expected of
the states in terms of local assistance and how these objectives can
be achieved.

An even more fundamental issue is frequently raised. It is at
least possible that the Nation is too diverse for highly centralized
government programs, particularly since both population and
political centers have, as has been emphasized, become increasingly
dispersed.

Recent calls for the establishment of a commission on the role
of the various levels of government are based, at least in part, on
these considerations. What is clear is that efforts must be
undertaken at all levels of government to rationalize programs, to
eliminate program redundancy, to encourage efficiency, and to
more adequately define governmental roles.

Just as important will be a continued and growing emphasis
upon market-based solutions to the problem of structural
unemployment. This has already begun to happen. For example,
conventional approaches to fostering urban revitalization have
changed markedly from the 1960's and early 1970's. During this
earlier period the public's role was generally to acquire and clear
sites for private redevelopment. The problem was that public
development agencies sometimes overestimated the possible returns
to private development of the cleared sites. As a result, existing
businesses and households were displaced, and public dollars were
spent without the realization of the hoped for redevelopment.

In response to these problems, the Federal and local
governments now generally employ an approach which links public
investment in renewal with commitments by private developers,
investors and businesses.

Balanced economic growth, investment in human capital, a
better understanding of the role of the various levels of government,
and a continuing, growing emphasis upon the role of the private
sector in reducing structural unemployment are all not only
essential to the health and vitality of the state and local sector, but
also they are ideally complementary and mutually reinforcing. The
pursuit of any one of these policy goals will contribute to the
attainment of the others.

Policy Considerations

State and local government finances are heavily impacted by
the performance of the national economy. It is for this reason that
the single most important thing that the Federal Government can do
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to meet the needs of State and local government is to provide an
environment that is congenial to stable economic growth.

While a strongly growing economy is needed to create jobs for
the unemployed, targeted training and employment policies which
emphasize private sector employment are also needed. Public sector
efforts should be fully coordinated with the needs of and the
opportunities provided by the private sector.

As stated in the Human Resources and Demographics section
of the Special Study on Economic Change, this policy is not to
suggest that adjustment policy linked with growth industries is the
only course. It is to suggest, however, that policy should concentrate
on, and emphasize, the merits of a national goal to best utilize
resources in the growth industries of the Nation.

Another consideration is the development of growth zones in
central cities utilizing the cooperation of business, labor and
government to provide relatively free existence of enterprise with
relaxation of some tax and regulatory laws, known as the
"enterprise zone" concept. The concept would require
consideration of removing obstacles to the establishment of new
businesses in depressed areas through reductions in property taxes
and capital gains rates, but cutting red tape, and setting up free
trade zones.

A bill now before Congress would set up a high-level bipartisan
Commission on More Effective Government, patterned after the
first Hoover Commission of 1947, with members from both public
and private lfe. Its broad mandate calls for the Commission to
develop a blueprint for better government in the United States, to
set in motion processes by which the Federal Government can more
effectively and reponsively serve the people for whom it was
created. The Commission is also required to study the extent to
which Federal, State and local governments are contributing to the
well-being of the people, focussing particularly on the way these
various units of government interrelate, and to recommend changes
designed to improve the quality of all government service.

Policy considerations to increase opportunities in urban areas
include:

* Targeted incentives to private sector employees --
particularly in small business -- to effectively train and

hire the structurally unemployed.
* The increase of investment tax credits for the rehabilitation

of industrial and commercial structures to help revitalize
urban centers.
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* Modifications of the investment tax credit to supplement the
simplified cost recovery system in order to encourage
additional investment in plant and equipment.

* Continued emphasis on underlying issues which result in
minority unemployment, such as inadequate basic
education, training, knowledge of employment
opportunities, and other labor market difficulties.

* Assistance in the adjustment of workers displaced because of
technological change or international competition, with
direction toward training, retraining, employment and re-
employment in growth industries, rather than exclusively as
supplementary unemployment insurance.

* Encouragement of enterprise zones. Consideration might be
given to removing obstacles to the establishment of new
businesses in depressed areas through reductions in
property taxes and capital gains rates, but cutting red tape,
and setting up free trade zones.

Most of all, however the best urban policy is a policy which
leads to strong national economic growth.
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The Joint Economic Committee's Special Study on
Economic Change (SSEC) was inaugurated under the
leadership of then Chairman Richard Bolling (D.-Mo.)
and Vice Chairman Hubert H. Humphrey (D.-Minn.),
together with Senator Jacob K. Javits (R.- N.Y.),
ranking Minority Member.

The study progressed through Mr. Bolling's
chairmanship and into the leadership of Senator Lloyd
Bentsen (D.-Tex. ). chairnman; and Congressman
Clarence J. Brown (R.-Oh.), ranking Minority
Member. The goal of the SSEC is to chart the major
changes in the economy and to analyze their implications
for policymakers.
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CHAIRMAN'S INTRODUCTION
Senator Lloyd Bentsen

Chairman, Joint Economic Committee

Inflation, unemployment and lagging productivity threaten the
adequacy and the security of retirement benefits in America. This is
one of the reasons why it is necessary at this stage in our Nation's
history to adopt policies which can restore strength to the economy.
If we revitalize our economy, we will have taken the longest step
toward restoring faith in our retirement programs.

The following staff study from the Special Study on Economic
Change suggests several policy considerations, and all are
supportive of the primary pension goal -- to assure that all workers,
their survivors and dependents receive secure, adequate and
equitable retirement benefits from Social Security, private pension
plans or personal savings. The study places top priority on the
development of an investment-based economic growth policy.

The study details how private and some public pension plans
play an important role in capital formation, since the assets of these
funds provide an enormous pool for investment. The growth of
assets of major private pension programs in the United States is a
striking example. In 1960, these assets amounted to $52 billion; by
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1970 they were $138.2 billion, and by 1979 over $320 billion -- more
than a six-fold increase in two decades. Policies to enhance these
funds and to create more individual retirement plans through
increased savings can result in greater economic dividends for the
whole country.

While a strong economy adds to retirement funds, a weak
economy subtracts. The effects of unemployment on Social Security
and pension plans are profound. Unemployment instantly reduces
contributions to Social Security and pension plans, and periods of
heavy and prolonged unemployment seriously decrease revenues.
For example, for every one million workers laid off for one month in
1980, the Social Security fund loses about $100 million in
contributions. Unemployment not only means lost revenues, but
also increased benefit payments because some people who become
unemployed take early retirement.

Americans have seen the amount of the Nation's resources
devoted to retirement, disability and survivor benefits increased
four times in the past 30 years -- from 2 percent of GNP in 1950 to 8
percent in 1979. Stronger economic growth would have kept that
rate closer to 2 percent, and for each percent growth we lose in the
future, the greater the burden will become.

In addition to economic factors, demographic changes have
strongly influenced the growth of Social Security and retirement
benefits. We are living longer and retiring earlier. Since World War
II, the average length of retirement has risen nearly 35 percent. In
the future, as the baby boom creates the seniors boom, there will be
fewer workers to support many more retired persons. The age 65
and over population is expected to increase from about 25 million in
1980 to nearly 32 million by 2000. Beneficiaries of Social Security
and retirement plans will grow even faster, from 35 million in 1979
to 47 million in 2000.

These changes in our population make it imperative that
today's and tomorrow's workers be better equipped and better
skilled to produce more. When more goods and services are
produced with fewer worker hours, prices are stabilized, real
earnings increased, and more resources made available for
economic and social goals -- one of the greatest of which is good
retirement income.

But if the rate of economic growth declines, then the share of
national income required to support the elderly increases. It is in
that circumstance that choices become more difficult and
consideration of trade-offs begin -- trade-offs between young and
old, between unemployment benefits and retirement benefits, and

ii
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between present wages and current pensions. Action today can
mitigate those potential trade-offs of tomorrow.

American tradition has developed a bond between generations.
A healthy, expanding economy offers the best assurance that future
working generations will be able to deliver on their inherited
commitments to provide sound retirement and Social Security
benefits for the workers of yesterday.

99-271 0 - 82 - 22
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Ranking Minority Member's Introduction
CONGRESSMAN CLARENCE J. BROWN

The retirement income systems in the United States have
become an integral part of our social and economic fabric. It is a
high national priority to assure that these systems continue to serve
their basic purpose of providing adequate income and peace of mind
for our senior citizens. It is also important to view these retirement
systems in terms of their overall interaction with the economy and as
part of a larger growth strategy.

In 1950 the total of retirement, disability and survivor benefits
accounted for about 2 percent of the gross national product (GNP).
In 1979 these benefits comprised almost 8 percent of the GNP. The
Social Security OASDI program, which is now the largest economic
and social program of the Federal Government, covers about 114
million persons. Three-fifths of the Nation's elderly persons derive
more than 50 percent of their income from Social Security. In 1978
the assets of private pension plans amounted to $321 billion. If these
assets grow at just 4 percent, compound rate, by 1985 the total value
of these resources will be $422 billion, a sizable reserve of
investment capital.

Unfortunately, a number of factors are jeopardizing our
retirement income system: Inflation, unemployment and slow
growth. Demographic factors such as declining birth rates,
increasing life expectancy and the aging of the post-War "baby
iv
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boom" will put increasing strains on the ability of our systems to
pay benefits. Greater participation in the workforce by women as
well as the trend toward early retirement will also test the retirement
income programs.

How these factors develop and how we react to the challenges
of the retirement systems will greatly affect the economy of this
country. This staff study on Social Security and pensions suggests
possible responses to these challenges, including greater emphasis
on private pensions and greater earnings and enlarged individual
savings to alleviate the burden and dependency on the pay-as-you-
go Social Security system. Advance-funded private pensions plans
and individual savings not only assure a tangible reserve from which
to provide future retirement income, but also create a pool of
investment capital which can help combat inflation, increase
economic growth and spur productivity gains.

The fundamental solution to adequate funding of our public
and private pension programs is strong economic growth. Since
1950 the average annual real growth of the U.S. economy in real
terms has been 3.6 percent. If the United States had grown an
average of 1.5 percentage points faster in real terms each year since
1950 -- at the 5.1 percent rate that our industrial competitors have
been growing -- our current dollar GNP would now be $3.75
trillion, instead of the $2.4 trillion registered in 1979. Supply-side
tax cuts could easily have generated this kind of growth.

With a $3.75 trillion economy, incomes would be 50 percent
higher than at present. Federal revenues this year would be more
than $200 billion higher. This would be enough to provide for a
balanced budget, major increases in health, education and social
spending, and unquestioned military preeminence, with enough left
over to put the Social Security System on a sound, solvent footing.
And this could have been accomplished while reducing payroll and
income taxes instead of raising them. Economic growth is the key.

As the population continues to grow older in the years ahead,
retirement income policy will become even more important.
Treatment of pensions by the JEC's Special Study on Economic
Change contributes to an informed discussion of many challenging
issues on this subject and will assist in the development of a long-
term, national policy on retirement income.

V



336

Special Study on Economic Change

LOUIS C. KRAUTHOFF II, Director
GEORGE D. KRUMBHAAR, JR., General Counsel
BILL R. MADDOX, Editor

SOCIAL SECURITY AND PENSIONS:

Programs of Equity and Security

Prepared under the direction of:

DOUGLAS N. ROSS
Senior Economist, SSEC

And

WILLIAM C. BIRDSALL
Professor, School of Social Work
University of Michigan

Contributing Editor:

EVELYN COOPER, SSEC



337

SOCIAL SECURITY AND PENSIONS:
Programs of Equity and Security

I
INTRODUCTION

Retirement income systems have become an integral part of the

social and economic fabric of the United States. In the past 30

years, resources devoted to pensions in America have quadrupled.
In 1950, the total retirement, disability and survivor benefits
accounted for about 2 percent of gross national product (GNP); by

1979, these benefits claimed almost 8 percent of GNP. As the

population ages, retirement benefits from Social Security and from

private and public pension plans will become increasingly important

to the economy.
Current slow economic growth coupled with demographic

changes pose problems for all retirement income systems. Inflation

and unemployment threaten the adequacy and even the security of

benefits. An aging population -- more older people living longer --

strains the resources of Social Security and of pension plans.

Moreover, the lack of coordination between various retirement

systems results in inequities among pension recipients.

Policy decisions on current pension issues -- coverage, equity,

security, financing and retirement age -- must be considered in a

broad long-term economic context since they are likely to have

significant effects on the economy for decades to come.

This staff study provides an overview of retirement income

policies and programs in relation to the economy and to the broad

economic issues of inflation, saving, and capital formation. Mhe

study considers the impact of demographic shifts and retirement

patterns on pensions, on Social Security, and on productivity. It

also projects the increasing costs of public and private pension

plans. Finally, the study suggests some implications for future

policy in light of recent and current economic, social and

demographic changes.
A number of themes emerge from the study, all of which

document the growing importance of public and private retirement

systems in the economy:
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(1) A high inflation rate, low economic growth and
unemployment greatly exacerbate the problems of financing
retirement income systems. Predicted long-term pension problems
have arrived well ahead of schedule due to inflation, slow growth
and low productivity. The impact of inflation is critically important
in programs such as Social Security that adjust benefit levels to
changes in consumer prices or the cost of living. While these
adjustments are essential to guarantee the real level of benefits, it is
possible that they could outpace wage increases and create
disincentives to work.

Unemployment instantly reduces contributions to Social
Security and to pension plans, and periods of heavy and long-lasting
unemployment seriously increase revenue losses. For example, for
every one million workers laid off for one month in 1980, the Social
Security funds would lose about $100 million in contributions.
Moreover, unemployment means increased total benefit payments
as some unemployed persons opt for early retirement.

(2) The number of aged, retired and disabled persons is
growing more rapidly than the number of those who work and who
bear the burden of rising retirement benefits. Thus the compact
between generations -- the basis of all retirement systems -- is being
strained. For example, under the present pay-as-you-go system of
Social Security, taxes of current workers back the checks that are
sent to retirees, their dependents and survivors. Today, there are
about three workers paying taxes into the Social Security system for
every person who is drawing benefits from it; by 2025, the ratio of
contributors to beneficiaries will be two to one. (This ratio, of
course, is smaller than the ratio of the working age population to the
population age 65 and over, which is now 5.4 to 1.) Without
jeopardizing programs aimed at comprehensive and adequate old-
age security, policymakers and legislators must consider their future
cost implication. In addition, an examination of possible
disincentives to productivity such as mandatory retirement age or
limit on earnings is necessary if economic growth is to be achieved.

(3) In terms of size and impact on the economy, Social Security
is by far the most important retirement income program because:

* Social Security benefit payments in fiscal year 1979
amounted to $101 billion paid out to a total of 35 million people,
including retirees and their dependents, disabled workers and their
dependents, and survivors.

* 114 million workers paid Social Security payroll taxes in
1979.

* Social insurance taxes and contributions accounted for an
estimated 30 percent of total Federal revenues in 1979.
2
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* More than half of all families in the United States now pay
more in Social Security taxes than in income taxes.

The Social Security system now is faced with both an
immediate funding problem and the possibility of a long-run
funding problem. Costs of indexed pension benefits -- benefits that
rise with inflation -- have increased much more rapidly than
anticipated in the most recent decade due to inflation, and benefits
will continue to soar as the population ages. Changes in Social
Security must be considered in this context, but concern with costs
must not be allowed to override or to obscure the basic objectives of
the program. Public policy has a stake in maintaining the level of
real benefits, in terms of adequacy and equity.

At the same time, Social Security has an impact on private
saving, and thus, on capital formation. Decisions about changes in
the Social Security system, therefore, carry major implications for
economic growth and should be a part of the government's unified
and coordinated approach to the range of problems which beset the
stagflation economy.

(4) A low growth in State and local Government employment
and an increasing proportion of retirees increases the ratio of
benefits to payroll and exacerbates the financial problems for the
6,630 State and local Government pension plans that affect 13
million current participants. While the outlook for State and local
pension plans was somewhat bleak in 1975, certain funding changes
were made (such as increasing contributions from 15 to 19 percent
of total payroll) that should help alleviate major problems.

(5) Retirement income plans in the private sector are an
important source of income for retirees and other beneficiaries.

Private pensions cover more than 30 million persons and
private plans pay benefits to some 7.5 million retirees.

In general, private pension benefits equal about 20 to 25
percent of an individual's preretirement earnings. However,
inflation is rapidly eroding the real value of private pensions which
generally are not indexed to the cost of living.

46) About 60 percent of about a half million active corporate
pension, profit-sharing, and stock bonus plans covering about 30
percent or more of all participants, are "integrated", i.e., their
benefit formulas or contribution levels are reduced to take account
of Social Security benefits or taxes paid by the employer. The
choices of whether to integrate private and public pension benefits
and, if so, what integration formulas to use, are critical to an
equitable and secure pension system.

(7) The assets accumulated in pension funds provide an
important capital source for productive enterprise. For example:

3
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* Assets of private pension plans in 1978 amounted to over
S321 billion. These assets represented about 27 percent of GNP, or
more than double their percentage of GNP in 1950. By 1985 -- if
assets grow at a 4 percent compound rate -- the total value of these
stocks, bonds, real estate and other investments will amount to 5422
billion.

* Federal civilian retirement systems in 1978 had accumulated
assets of S57.7 billion which are invested in government securities.

* State and local government pension systems in 1978 had
about S142.6 billion in assets, largely invested in private securities.
If assets grow at a 4 percent compound rate, the total will be 1187.7
billion in 1985.

Employees of American business, together with public
employees and school and college teachers -- through their pension
funds -- own about 35 percent of business' outstanding equity
capital. In the 1980's, control of pension assets could become a
major issue, with important ramifications for regional and sectoral
economic growth.

4
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II
MAJOR RETIREMENT INCOME PROGRAMS

Public policy must, of course, consider the personal and social
goals related to standards of living for the aged as well as the costs of
retirement benefits.

The goal of pensions, whether private or public, is to provide
adequate income when earned income diminishes at older ages.
There are different concepts of retirement income adequacy:
Absolute adequacy is related to a fixed standard of need, such as the
official poverty thresholds; relative adequacy relates the pension to
one's previous income and is measured by the replacement rate, or
the benefit as a fraction of preretirement earnings. Another concern
is individual equity, the idea that benefits should bear a close
relationship to preretirement earnings. Yet another aim is fairness
or equitable treatment among various groups in the population.

Clearly, no one of these goals has had overriding priority in the
history of U.S. pension legislation. It is a history of compromise, not
just among goals, but also among the kinds of institutions and
interventions society should adopt in pursuing these goals.

The possible means to attain pension policy goals are varied.
They include:

(1) The cash demogrant which is a universal government
pension given to all persons beyond a specific age, regardless of
income. This program does not exist in the United States, though it
does in some other countries.

(2) A means-tested system for the aged by which a pension is
given only on the basis of proven need and the amount of the
pension is related to the degree of need. Supplemental Security
Income (SSI) is an example.

(3) An earnings-related public system in which the
contribution to the retirement system and the amount of the pension
that accrues are both related to the individual's earnings. The Old
Age Insurance (OAI component of the Social Security system is an
example.

(4) Regulation by which a government mandates private
pensions or determines certain standards that private pension
contracts must meet. The United States does not require employers
to provide pensions as do some countries, but it regulates private
pensions under the Employee Retirement Income Security Act of
1974 (ERISA), and provides some insurance under the Pension
Benefit Guaranty Corporation (PBGC).

5



342

(5) Incentives provided by a government, particularly under
the taxing power, to encourage the establishment of pension plans
or particular provisions in the plans. In the United States practically
all private pension plans now enjoy favorable tax treatment.

Retirement programs were not serious concerns for government
or for private industry until the Great Depression of 1929. At that
time, less than 15 percent of the labor force received pensions
provided by Federal, State and local governments and by a few
private firms. The only Federal Government policy to encourage
private pensions was a tax incentive initiated in 1921. The economic
and social problems of the Depression, with mass unemployment
and loss of life savings, awakened the country to the need for more
systematic provisions of income support for the aged. The result was
the passage, in 1935, of the Social Security Act which initiated the
system of national retirement insurance. This program, modest at
the outset, has grown to the point where it affects the life planning
of almost all citizens and the lives of the elderly in particular.

Almost all workers in America are now covered by Social
Security or by one or more of over 500,000 separate pension plans
provided by Federal, State and local governments, and by private
corporations. Social Security covers over 90 percent of all paid
employment, including almost all private sector employees and a
majority of State and local government employees. There are
separate public pension programs for Federal military personnel,
Federal civilian employees, and State and local employees, and
separate private pension plans established by private sector
employers. These plans, developed at different times to meet
different needs, vary in size and in provisions for benefit eligibility,
retirement ages, contributions, benefit levels and financial solvency,
and are subject to a complex legal and regulatory environment.
While they provide an impressive, if unequal, array of retirement
benefits, they do not constitute a unified comprehensive system of
retirement income for all workers.

The Social Security System

Historical Growth -- The 1935 Social Security Act
inaugurated Old Age Insurance (OAI), the earnings-related public
retirement system; and Old Age Assistance (OAA), a means-tested
program for the aged. OAI was initially designed to provide a floor
of economic protection for elderly persons, without making benefits
so high that savings and investment and private employer-employee
plans would be discouraged. It began as a simple plan providing
monthly cash benefits for all workers in commerce and industry 65
years of age and older. Under the original pension formula,
replacement rates were lower for higher-wage earners and higher for

6
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lower-wage earners, as they still are today. The social adequacy goal
was a strong feature of even that first benefit formula. This goal also
very much motivated the important 1939 amendments to the Social
Security Act which initiated benefits for dependents of retired
workers and added a new category of protection, Survivors'
Insurance (SI).

Amendments to Social Security (OASIS in 1950 and subsequent
additions during the decade of the fifties extended coverage to many
groups. Social Security now covers nine out of 10 American
workers, including the self-employed, professionals, farm
employees, most clergy, and a majority of State and local
government employees.

The Social Security System also grew in "risks" covered by its
disability (1956) and health (1965) insurance amendments.
Dependents' benefits were liberalized in terms of amounts,
eligibility, and time and length of receipt. Early retirement was
allowed at reduced benefits.

Since 1951, when benefits were sharply increased, the benefit
formula has been regularly amended to keep benefits roughly
constant in terms of purchasing power. The benefit and financing
provisions of the Social Security Act were made "dynamic" in 1972;
that is, pension benefits were linked to cost of living so that
Congress could avoid the necessity -- and retired persons the
uncertainty -- of ad hoc benefit adjustments. This was corrected in
the 1977 Amendments to the Social Security Act which were aimed
at maintaining the ratio of Social Security benefits to preretirement
earnings at roughly constant levels through time, regardless of
inflation. The principle is that each generation of future retirees
should have roughly the same proportion of preretirement earnings
replaced by Social Security benefits.

OASDI -- The Old Age, Survivors' and Disability Insurance
(OASDI) component of Social Security, which evolved from Old
Age Insurance (with Disability Insurance added in 1956), is now the
largest economic and social program of the Federal Government,
covering about 114 million persons in 1980. This includes nearly all
regularly employed and self-employed workers outside of
government, as well as about 70 percent of the 13 million State and
local government employees covered under voluntary agreements
between State and local government units and the Social Security
Administration.

Three-fifths of the Nation's elderly persons derive more than 50
percent of their income from Social Security, but Social Security
alone does not provide an adequate income to beneficiaries. In
1977, the average monthly benefit for the 17.8 million retired

7
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workers was $243, and for 4.1 million aged widows and widowers
the average was $222. By end of June 1980, the average monthly
benefit for the 19.2 million retired workers had risen to $338, and
the average amount for the 4.2 million widows and widowers over
60 was $310 per month. In 1980, the OASI components of Social
Security are expected to provide income support to 19.3 million
retired workers and their 11.6 million dependents and survivors, at
a total benefit cost of $99 billion.

The Social Security Administration estimates that the wage
replacement rate -- the relationship between gross preretirement
earnings and postretirement income -- for persons with average
earnings retiring at age 65, will be 42 percent of final year earnings
for a single worker and 63 percent for an aged couple after 1981.

Social Security is funded on a pay-as-you-go basis, that is,
current contributions or taxes are used to pay current benefits so
that there is no significant accumulation of assets in the trust funds.
Social Security is financed equally by employer and employee taxes
paid into the Old Age and Survivors' Insurance (OASI) and
Disability Insurance (DI) Trust Funds. Self-employed persons
contribute a higher percentage of their net income than employed
persons. (The Social Security system also includes Medicare,
initiated in 1965, which provides hospital and supplementary
medical insurance to the elderly with a separate trust fund for
hospital insurance.) Social Security taxes are levied at the same rate
on both employees and employers on annual earnings up to a certain
maximum amount. The Social Security Amendments of 1977 raised
this taxable wage base so that approximately 90 percent of payroll is
subject to Social Security taxes. This ceiling on covered earnings
increased from $22,900 in 1979 to $25,900 in 1980 and will rise to
$29,700 in 1981. Thereafter, the maximum amount upon which
workers pay and for which they receive benefit credits rises
automatically with increases in average earnings. These figures are
in sharp contrast to the maximum taxable wage base of $7,800 in
1971 and $9,000 in 1972.

Social Security is one of the most efficiently administered
programs of the U.S. Government as recipients of benefit checks
can testify. In calendar 1979, administrative costs paid out of trust
funds amounted to 1.5 percent of benefit payments for OASDI, 2.2
percent for HI, or about $2 billion in total.

Current Problems -- Both the nature of the pay-as-you-go
system and inflation have contributed to Social Security's financing
problems, which became apparent in the decade of the seventies as
benefits gradually outpaced contributions. In 1970, contributions to
the OASDI program amounted to $35 billion while benefits paid out
were $32 billion. Since 1975 -- the first year that benefits exceeded
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contributions -- the deficit has risen until by 1979 contributions
were $103 billion, with benefit payments at $104.3 billion. Total
Social Security benefit payments grew by 227 percent in real terms
between 1970 and 1979 and the costs of these benefits rose from 51/2
percent to 9 percent of payroll. These increases are due in part to
indexing (automatic cost-of-living increases), in part to the 39
percent increase in the number of beneficiaries in the decade, and in
part to an expansion of benefits not related to inflation-proofing. In
addition, the total number of beneficiaries of the Disability
Insurance (DI) component of the Social Security system increased
92 percent during the decade from 2.7 million to 4.8 million, of
whom 2.9 million are disabled workers, 1.4 million are dependent
children, and 475,000 are spouses of disabled workers.

Currently legislated Social Security pension benefits far exceed
currently legislated taxes to pay for the benefits. If unemployment,
inflation and the rate of economic growth remain at unacceptable
levels, this potential time bomb could explode unless it is defused by
various means, including but not limited to increasing the
retirement age, reducing benefits, expanding the coverage of Social
Security to include Federal employees in order to increase revenues,
or some combination of these. Obviously, some of these possibilities
are unpopular and unrealistic but they are being studied. However,
interfund borrowing among the various Social Security funds could
take care of this problem temporarily and a return to higher level
long-term growth could reduce greatly, or even eliminate, the need
for these considerations entirely.

Stagflation, with its ratchet effect on Social Security, has
exacerbated the problem. As unemployment worsens, contributions
to the system decline while, at the same time, benefits paid out of
the system increase. This has resulted mi a substantial decline in the
OASI trust fund and raised the spectre of contingent liabilities
which may outstrip the system's current ability to pay.

Costs are not the only problem. There is a possibility that the
structure of Social Security benefits and taxes discourages workers
who are eligible for benefits from continuing to work. Almost 9 out
of 10 persons who received Social Security cash retirement benefits
in 1978 opted to retire at age 62 to 64, even though their monthly
benefits were lower than if they had waited until age 65.

Perhaps more serious in the longer run, Social Security may
discourage saving and capital formation. One reason is the pay-as-
you-go nature of the system -- current contributions pay for current
benefits. The result is that the trust funds do not build up large
accumulations of money which might be available for lending to
capital investors. Another reason is that the promise of Social
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Security retirement benefits may be a disincentive to personal
saving which could be used for capital investment.

A potential problem inherent in the pay-as-you-go system is
that today's workers -- who start their careers with higher
contributions than their parents -- may not receive proportionately
higher benefits from the system, particularly if, as seems likely, they
have small families and are relatively high earners. On the other
hand, in some cases, current benefits mean less burden on workers
to help support parents or grandparents.

Still another type of problem, receiving a good deal of attention
lately, relates to inequities in Social Security. These stem largely
from the system's failure to keep pace with the economic and social
changes of recent years, especially the status of women, which has
changed radically in the post World War II years. In 1947, there
were under 17 million women in the labor force and by 1979 this
figure exceeded 43 million. Over half of America's adult women now
work for pay outside the home. The Social Security law based its
benefits to women on the assumption that they were dependent on
their husbands' earnings. One result is that in a marriage in which
both partners work, Social Security does not provide
commensurately for paid work by both spouses. For example, the
law entitles a wife (or husband) to a "spouse benefit" equal to 50
percent of the husband's (or wife's) benefit, but a working wife who
would be entitled to both a "spouse" and a worker benefit receives
only the greater of the two. The result is that one-earner couples
generally receive greater benefits than two-earner couples with the
same total earned income.

Changes in marital patterns and the striking increase in divorce
also affect the equity of Social Security benefits. For example, at
present, a woman divorced after less than 10 years of marriage is not
eligible for any Social Security benefits as a dependent of her ex-
spouse but only for benefits she may have earned. Widow's benefits
are often inadequate as they are related to the standard of living at
the time of the husband's death, rather than at the time benefit
payments begin. Recent studies have suggested that for the long
run, the Social Security Administration should consider an earnings
sharing approach which would give each spouse half of a couple's
combined wage credits earned during marriage. The Social Security
Administration is now considering changes in benefits for divorced
spouses, aged widows and widowers, and two-earner couples.

Supplemental Security Income -- Another component of the
Social Security System -- Supplemental Security Income (SSI) -- is
a means-tested assistance program which provides support to needy
aged, blind and disabled persons without regard to earnings.
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Although administered by the Social Security Administration, it is

not part of the OASDI insurance system. Its original forerunner --

Old Age Assistance -- was a cost-sharing program in which the

Federal Government paid 50 percent of the benefit cost if a state
provided assistance to the aged in plans approved by the Social

Security Board. Since many aspects of the program -- such as the

assets test, level of benefits, and degree of family financial
responsibility -- were left largely to the individual states, there was
great diversity among state programs, far more than justified by

cost-of-living differentials in different localities. Until 1972 there
were few changes in the Federal provisions of Old Age Assistance
except in the cost-sharing formula. All states periodically raised

their support levels with the wealthier, more industrialized states
providing higher levels of support.

The formulators of the Social Security Act in 1935 anticipated
that OAA would, in time, become unnecessary, or at most a help-of-
last-resort for the relative few who would not have adequate income
from their Old Age Insurance (OAI) benefit, but this expectation
was disappointed. Although the percentage of the aged receiving
this welfare assistance declined from over 20 percent to less than 10

percent, the number of recipients has remained roughly two million.
Congress enacted the Supplemental Security Income (SSI)

program in 1972, federalizing the adult categories of welfare -- Old

Age Assistance (OAA), Aid to the Blind (AB), and Aid to the
Partially and Totally Disabled (APTD). The Federal system raised

the benefit in the lowest paying states and simplified the diversity of

burdensome, administratively costly provisions in the asset and
income tests devised by the individual states. States have the option

of supplementing the Federal program and one-half of them do so.
Unlike OASI, Supplemental Security Income is fully financed

from general revenues. The maximum Federal payment varies for

single versus couple recipients, and is pegged at approximately 70
percent of the poverty thresholds -- beginning in July 1980, $2,856

for a single person, $4,284 for a couple. The maximum grant rises

automatically with the Consumer Price Index, as do the poverty
thresholds. The first S20 of earned or unearned income is excluded
or disregarded from the benefit computation; in addition, the next
$65 of earned income is also excluded. As to the application of these

income disregards, SSI has a 50 percent benefit reduction rate on

earned income over S65 per month, and a 100 percent reduction rate
on unearned income (including Social Security and other retirement

benefits) over $20 per month. This $20 disregard was provided in

the original 1972 law and has not been increased since, although, of

course, inflation has eroded its value. Individuals with assets of
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$1,500 or more and couples with $2,250 or more are ineligible for
SSI benefits. This limit on assets excludes a house, automobile,
household and personal effects of limited value.

In 1979, SSI provided support for approximately 2,258,000
aged persons -- with an average monthly supplement of $110.80, of
which $93.61 was Federal -- at a total cost to the Federal
Government of $2.5 billion. Some 38 percent of recipients also
receive State supplements and over 75 percent of recipients receive
Social Security benefits. Of those aged families subsisting on SSI
and Social Security alone, 49.4 percent were below the poverty line
in 1977; for single persons in these circumstances, 59.5 percent were
officially living in poverty in 1977.

Approximately half of those eligible to receive SSI old-age
benefits fail to apply for them. While the program is about as
nondemeaning as a welfare program can be, it almost certainly
continues to carry a stigma, which is one reason for only 50 percent
participation. Lack of knowledge and confusion about the program
and failure of adequate outreach may be additional factors.

Federal Retirement Systems

The Federal Government, the Nation's largest employer,
operates 38 major retirement programs covering over 5 million
employees. These plans pay over $15 billion per year to about 2.6
million retirees and survivors. During the decade of the seventies,
the amount of benefit payments tripled and the number of
beneficiaries doubled. In general, Federal plans provide for
beneficiaries far more generously than private plans. For example,
they replace 40 to 70 percent of preretirement earnings compared to
20 to 25 percent for private plans. In addition, almost all Federal
plans are indexed for inflation in contrast to private plans which
usually do not provide cost-of-living adjustments.

The Civil Service Retirement System (CSR), by far the largest
of the Federal civilian programs, covers over 90 percent of civilian
employees while some of the smaller and more specific systems
cover personnel of the Foreign Service, Federal Reserve Board, the
Tennessee Valley Authority, and Central Intelligence Agency.
While participants in a majority of the smaller plans have Social
Security coverage, personnel in the Civil Service Retirement System
do not contribute to Social Security, nor do they receive benefits
from Social Security, unless they were in other covered jobs before,
during or after their Federal employment. An HEW study group
recently examined the controversial issue of Social Security coverage
for all government employees.

Civil Service Retirement System JCSR) -- The U.S. Civil
Service Retirement System covers 2.7 million current employees
12
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and pays benefits to 1.6 million retirees and survivors, In 1979,
these benefits amounted to $12.6 billion.

Participants in the system contributed about $3.4 billion to the
CSR Fund in FY 1979. An additional $17 billion was transmitted to
the fund from the Federal Government in a variety of ways. For
example, $3.4 billion -- an amount equal to employee contributions
-- was provided from the operating budgets of Federal agencies. An
additional $9.5 billion from general funds was also appropriated for
past benefit liberalizations, for annuities partly based on military
service, and for benefit rights of newly covered groups of employees.
Interest on accumulated assets is paid to the fund on an annual
basis as is interest on the outstanding balance of accumulating
obligations. This unfunded amount or unfunded liability is the
difference between the future value of currently accruing benefits
and projected future assets. Estimates of this unfunded liability
could reach $160 billion, according to the Congressional Budget
Office, or $190 billion, according to the Office of Personnel
Management (OPM) by 1985.

Although Civil Service retirees do not receive Social Security
benefits as a result of government employment, many of them do
qualify for Social Security as a result of pre-government or, more
usually, post retirement jobs. In some cases, these jobs provide
them only with minimum Social Security coverage of 40 quarters or
10 years. Since the Social Security system is designed to subsidize a
person with low lifetime earnings, the rate of return or the ratio of
Social Security benefits to contributions favors a person who has
minimum coverage. In other words, the shorter the period of Social
Security covered employment, the more generous the benefit-
become in relation to contributions paid into the system. For
example, a worker with only 10 years of high covered earnings will
have his benefits calculated as though the earnings had been
accumulated over 35 years. The result is that a worker with the
minimum 10 years of coverage contributes only one-fourth as much
as one who has been covered for 35 years, but receives nearly one-
half of the total benefits. This gap between Social Security benefits
and contributions provides an unintended subsidy to government
employees -- a subsidy which amounted to about $1.9 billion in
1979 and which came out of the Social Security fund.

Military Retirement -- The military services retirement
system differs considerably from most civilian employee systems. It
is one of the most generous programs in the country, partly because
pensions are an integral part of the military's unique total
compensation package. Pension benefits are awarded after 20 years
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of service regardless of age. The 20-year retiree receives 50 percent
of final basic pay while the 30-year retiree receives 75 percent.
Basic pay constitutes 75-80 percent of regular military

compensation.) Members of the armed services, unlike Federal
Civil Service employees, have been covered under Social Security
since 1956 and have paid taxes on their earnings. In addition, since
1978, for every $300 of basic pay, the military employee receives a
Social Security wage credit of an additional $100 (up to a maximum
of $1,200 per year) to reflect allowances, such as housing, over and
above basic pay. It is estimated that military retirees receive almost
100 percent of after tax preretirement earnings from a combination
of military pensions plus Social Security. In 1980, the military
system, which covers some 2.9 million persons in uniform, will pay
over S11 billion to 1.37 million retirees and survivors. (Retirement
benefits paid to military retirees are accounted for in the Defense
Budget.)

Since most military personnel retire between the ages of 40 and
45, they receive their annuities over a much longer period of time
than civilian personnel. They also enjoy a longer period of time for a
second and even a third career in government and private industry.
These jobs often add benefits from public and private pension plans
and additional Social Security coverage to their military retirement,
giving rise to criticisms about double or triple dipping. However, in
the case of the military, it is generally believed that such potential
retirement benefits from one, two or three sources can serve to
induce better qualified people into the all volunteer service.

Railroad Retirement System -- The Railroad Retirement
Act of 1937 established a single industry retirement plan,
administered by the Federal Government, to provide financial
stability for various railroad plans that were facing bankruptcy. The
Railroad Retirement Act of 1974 made comprehensive changes in
the system. At that time it was estimated that 40 percent of railroad
beneficiaries were also receiving Social Security (OASDI) benefits.
The 1974 amendments restructured the benefit formula so that
employees with 10 years or more service received a two-tier benefit:
the first tier, computed under the Social Security benefit formula, is
based on the employee's combined earnings under the Railroad
Retirement System and under Social Security, with safeguards
against dual payment for the same employment; the second tier is
based only on railroad service and earnings. At the end of 1979, the
system covered over 550,000 workers but had over a million
beneficiaries -- 460,000 annuitants receiving benefits of $2.5 billion
and 568,000 dependents and survivors receiving an additional $1.7
billion.
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The system has continuing financial problems. An official
valuation in July 1979 indicated that the fund could become
exhausted and unable to pay benefits at some point in this decade.
The Railroad Retirement Board, railway labor and management
have been holding discussions with a view to suggesting appropriate
legislation to Congress to resolve these financial problems.

State and Local Government Plans -- There are now 6,630
State and local pension plans covering some 13 million employees.
The enrollment and assets of these plans have increased at an even
faster rate than that of all pension plans, to a large extent because of
the overall growth of State and local government in the last 20 years.
The number of active employees in the plans administered by State
and local governments grew from 2.9 million in 1950 to 13.5 million
in 1978 (out of a total of 103 million civilian labor force workers).
One in 10 workers is now employed by State or local government.

There is wide variation between these plans with respect to
funding, vesting rights, income replacement ratios, benefit formulas
and relation to Social Security. Recent proposals are now being
studied to coordinate and regulate State and local plans.

The assets in these plans as a percentage of total assets of all
pension plans grew from 13.6 percent in 1950 to 26 percent in 1975
and from 20 percent of all government administered plans in 1950 to
55.5 percent in 1975. In 1978 State and local plans paid $9.6 billion
to over 2.2 million retired workers and their survivors and
dependents. Their financial assets totaled $142.6 billion in that
year.

A General Accounting Office (GAO) analysis of State and local
government pension plans showed evidence of an increasing overall
financial burden on these plans caused largely by the increasing
proportion of retirees. It is estimated that only 20 percent of State
and local employees are enrolled in plans that are fully funded by
actuarial standards. Concern has arisen about whether pension
benefits provided or promised by State and local governments are
too generous (at least in relation to emerging problems). GAO
estimates that assets will grow throughout this century but at a
much lower rate after the year 2000. Benefits are expected to exceed
contributions after 2012, when the baby boom children retire. The
question gains urgency from the fact that State and local pension
obligations are a costly lien on some governmental units, especially
on older cities squeezed between declining tax bases and increased
social and developmental needs.

Changing Sources of U.S. Retirement Income -- The total
retirement, disability and survivor benefis of Social Security and of
public and private pension plans grew from 2 percent of GNP in
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1950 to over 8 percent in 1975. In this period, the relative roles of
public and private systems changed. In 1950, Social Security paid
27 percent of all retirement, survivor and disability benefits. By
1976, Social Security's share of benefit payments had doubled while
the share of benefits paid by public and private plans decreased. In
1976, all Federal programs including Social Security accounted for
about 76 percent of benefits paid, private plans about 17 percent,
and State and local plans 6.5 percent.

Private Pension Plans
The hallmark of private pension plans is the number and

diversity of their provisions with respect to benefit formulas and
retirement age. There are about a half million pension, profit-
sharing, and stock bonus plans. The main growth in private pension
plans began in World War II when the government imposed a
freeze on wage increases and pensions became a major form of
compensation for workers.

Until 1974, when Congress passed the Employee Retirement
Income Security Act (ERISA), there was no systematic Federal
regulation of most aspects of private pension contracts. ERISA
protects employee benefits by setting minimum, standards for
participation and for vesting which means that a pension
participant, after meeting certain requirements, retains a
nonforfeitable right to a retirement benefit, even though he or she
may leave the job before retirement age. ERISA also provides for
reporting and disclosure and sets minimum funding standards for
pension plans. ERISA established the Pension Benefit Guaranty
Corporation (PBGC), financed by a per capita premium from
covered plans, to protect workers and retirees against loss of
benefits when a plan is terminated with insufficient assets to pay
benefits earned. PBGC is governed by a Board of Directors
consisting of the Secretaries of Labor, Commerce, and the
Treasury.

A recent government survey of pension plan coverage estimates
that in 1979, over 30 million persons -- about half of all private
wage and salary workers -- were covered in private pension, profit-
sharing or other retirement plans. About half of those covered had
acquired vested rights to their benefits. The vast majority of those
not covered worked for companies where pensions were not
available to any employee. The survey also found that, because of
certain job characteristics, women were much less likely than men
to be covered by a retirement plan and to have acquired vested
rights to their benefits.

In 1979, private plans paid benefits of about $15 billion to a
little over 7 million beneficiaries. About 5.4 million beneficiaries
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were paid $12.3 billion by pension trusts; an additional 1.7 million
beneficiaries were paid about $2.5 billion by life insurance
companies.

The formation and maintenance of pension programs, whether
by employers or through collective bargaining, is strictly voluntary.
There are two types of private pension plans: defined benefit and
defined contribution. About one-fifth of the plans, covering about
60 percent of all plan participants, are defined benefit plans which
usually gear benefits to years of service and either to earnings or a
stated dollar amount. These plans are insured by the Pension
Benefit Guaranty Corporation. Defined contribution plans are
profit-sharing, stock bonus, or money purchase arrangements
where the employer contributes an agreed percentage of wages (or
profits) to the worker's individual account. The eventual benefit
depends upon the total contributions and investment earnings in the
intervening years These plans, by their nature, are fully funded
and therefore are "self-insured." Most pension fund assets are
managed by bank trust departments, investment management
firms, or life insurance companies.

Most plans are single employer plans, but industries such as
coal mining, construction, trucking and retail food have multiple
employer retirement plans in which several unrelated companies
participate under terms of their union contracts.

While participants in single employee plans have been
protected by PBGC's termination insurance program under ERISA
since 1974, Congress has postponed the effective date of mandatory
coverage of multiple employer plans four times, although PBGC
has come to the aid of a few such plans on a discretionary basis.
Some multi-employer plans, in troubled industries with a high
proportion of retirees to workers, would probably take advantage of
mandatory PBGC coverage if it were to become law. This could
mean that the government would be responsible for benefit
payments for every insolvent multi-employer plan, but the problem
is that PBGC funds are inadequate to meet these very large
potential obligations.

The inauguration of comprehensive regulation of private
pensions in 1974 brought several problems. Meeting the standards
laid out in the Employee Retirement Income Security Act (ERISA)
generally meant certain additional costs to firms providing private
pensions. Because some of these overhead costs were not related to
the size of the plan, small business carried a relatively larger
burden. In the four years following enactment, 24,000 plans with
benefits guaranteed by the Pension Benefit Guarantee Corporation
(PBGCQ terminated, some because of ERISA's increased
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paperwork and cost burdens and some because of adverse economic
conditions. A large number of plans simply chose to terminate
rather than meet the minimum standards imposed by ERISA
particularly in regard to vesting and funding. However, an
estimated 11,000 new plans were established in the same period.

Government has recognized the importance of private pensions
by regulation under the tax code. For FY 1980, the tax deductions
allowed for qualified plans amounted to a revenue loss of about $13
billion. Without such favorable tax treatment, pension plans would
undoubtedly not exist in their present magnitude.

About 60 percent of private pension plans covering about 30
percent of all plan participants are integrated that is, their benefit
formulas or contribution levels are related to Social Security.
Different integration formulas provide significantly different
earnings replacement. In some cases, in fact, participants in fully
integrated plans may receive little or no pension benefits even
though they worked long enough to meet the plan's vesting
requirements. Low and middle-income workers, women workers,
and short-term workers are particularly vulnerable. While most
plans are not fully integrated, it is possible for a worker with as
much as 30 years' service and final year's earnings of up to $10,000
to receive little or no pension. The reason is that under the Internal
Revenue Code, integrated plans are permitted to weight or tilt their
benefit formulas in favor of higher paid employees since Social
Security benefits are weighted in favor of the lower paid.

One criticism of the private pension system is that a significant
number of individuals do not receive benefits either because they are
not covered by a plan or because they fail to meet the plan's vesting
provisions. (Most private plans require 10 years of participation
before accrued benefits vest). This criticism is sharpened by the fact
that workers in integrated plans may receive very small pensions or
none at all even though they are vested.

Another major problem for workers in private pension systems
is inflation, which has seriously eroded the real purchasing power of
benefits and threatens continuing decline. The reason is that few
plans are automatically adjusted to cost of living or to the consumer
price index (CPI), although some have made ad hoc increases. The
President's Commission on Pension Policy estimates that even if
private plans are indexed for one-third of the inflation rate, their
share of the Nation's total retirement benefits will shrink to 7
percent in 2000 (from 18 percent in 1975) if inflation stays at 8
percent. Thus, inflation diminishes the relative importance of the
role that private pensions play in the overall retirement income
scheme.
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III
PENSIONS AND THE ECONOMY

Pension issues should be considered within the context of
overall economic activity. The current stagflation economy--
inflation and unemployment coupled with slow growth--
emphasizes the importance of pension policy decisions in the
broader context of economic growth. Until the early 1970's, a
distinguishing feature of the U.S. economy was the rapid rise in real
per capita income. In recent years, however, low per capita income
growth due to low productivity has underscored the difficulties of
providing adequate pension benefits to retirees. Inflation squeezes
everyone but especially those living on fixed incomes, and thus the
inflationary spiral challenges the stability and adequacy of
retirement income systems. Many retirees receive an increasing
portion of their incomes from Social Security, which is adjusted for
inflation. However, only three percent of private plans have an
automatic cost of living increase, while the balance are either
adjusted on an ad hoc basis or provide no adjustment for inflation
whatever.

In addition to low growth and inflation, other post-World War
II changes -- economic, social and demographic -- also have had
tremendous bearing on U.S. pensions and on U.S. productivity.
These changes include the growth of government, especially income
maintenance and Social Security programs; the greatly increased
participation of women in the work force, which substantially
altered the ratio of employed adults to the total adult population;
the shift to small families with a decline in the U.S. birth rate; and
an increase in life expectancy for the elderly.

Retirement and Productivity

Since World War II, not only has life expectancy increased but
the average length of the retirement period has risen by nearly 35
percent. In the future, there will be fewer workers to support many
more retired persons. In 1960, the ratio of the working age
population to the population age 65 and over was 6 to 1; today it is
about 5.4 to 1; by the year 2000 it is expected to be 5 to 1; by the
year 2020, 4 to 1; and by the year 2030, 3 to 1. Other projections
indicate that:
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* The elderly (age 65 and over) population could increase from
almost 25 million persons (or 11.22 percent of the population in
1980) to nearly 32 million (or 12.57 percent of the population) by the
year 2000.

* Social Security total beneficiaries are projected to jump from
35 million in 1979 to 47 million in the year 2000.

* The tax rate for the Social Security system as a percent of
total taxable payroll could increase according to present timetables
from 6.13 percent in 1980 to 7.65 percent by the year 2000 and --
based upon current Census Bureau population projections -- to over
14 percent by 2030. The most dramatic increase is projected to
occur between 2030 and 2050 when Social Security taxes could jump
to about 20 percent. Every .1 percent increase in tax is about S1
billion in Social Security tax revenue in 1980 dollars.

These figures indicate how the future of pensions will be
affected by the decrease in the population growth rate and by an
increase in the old-age population as the post-World War II baby
boom creates a seniors boom early in the 21st century. The figures,
however, must be viewed as tentative. No one can forecast economic
conditions or political responses with certainty.

The base of pension plan funding -- the working population --
is shrinking steadily because of demographic factors, and because of
the trend toward early retirement. In 1950, about 80 percent of
males in the 60-64 age bracket were working, but by 1979, this
number had dropped to about 62 percent. This decline has been
offset in part by the rise in female labor force participation. In the
60-64 age bracket, participation for women is up from 20 percent in
1950 to 34 percent in 1979.

Early retirement is a complex issue. On one hand, it provides a
solution to economic problems when cutbacks are required in
private industry or in government, when older workers cannot find
jobs, when jobs are needed for younger workers, and when older
workers are unproductive due to poor health. On the other hand,
early retirement can create problems because it increases the
number of retirees and raises benefit costs, it removes productive
workers and taxpayers from the labor force and from the tax rolls,
and it raises the threat that retirement income may not be adequate
in the later stages of retirement -- especially since retirees are living
longer.

The significant increases in life expectancy also affect
retirement decisions and pension policies. When the Social Security
system was established in 1935, for example, 65 year old males
could expect to live about 11 years to age 76; by 1977, this group
could expect to live 14 years to age 79. The life expectancy of 65
years old females in the same period increased from over 12 to 18
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years. When these figures are multiplied by the number of people in
the age 65 and over cohort, which rose from 3 million in 1935 to 8
million in 1977, the growing burden on the Social Security system

and, indeed, on all retirement income systems is clear.
In spite of increased life expectancy, people are not working

longer, partly due to the existence of age-specific pension programs
Jpublic and private) which tend to discourage labor force

participation of those eligible to retire. Evidence suggests that Social
Security has had some work disincentive effects. Social Security's
earnings test -- the 50 percent benefit reduction rate on annual
earnings above S5,000 for persons age 65 to 72 -- discourages aged

persons with higher earnings potential from working. Currently, the
majority of Social Security retirees claim their benefits as soon as
they are eligible after age 62. In fact, early retirement is provided in
almost all private and government employee plans. It is even
arguable that a spillover disincentive of Social Security has occurred
since many private plans gear their early retirement provisions to
Social Security.

While the effect of this reduced supply of labor on total output
is problematical, national needs for special skills and adequate

income levels suggest that encouraging continued labor force
participation is worthwhile. There have been recent moves in this
direction. Congress recently raised the mandatory retirement age

for the private sector from 65 to 70 and eliminated mandatory
retirement from the Federal Government altogether. The fact
remains, however, that U.S. Government and industry are probably
unlikely to encourage older persons to remain in jobs or to take new

jobs as long as there is widespread unemployment or as long as there
are younger workers available. Probably not until after the year
2000 will the economy really need older persons in the labor force.
At such a time, government and industry will probably provide the
incentives. In the meantime, industry executives point out that they
are losing experienced, disciplined and productive workers through
retirement.

Maximizing and diversifying opportunities for productive,
gainful employment may prove an attractive option for older
workers who are eligible to retire. European countries provide
examples of ways in which to encourage continued labor force
participation, such as removing compulsory retirement provisions,
easing prohibitions on employment as a condition of pension
receipt, increasing pension amounts for those postponing
retirement, and instituting a system of partial pensions along with

part-time employment. Some countries, notably Germany, pursue a
policy of social investment which provides retraining to improve
occupational mobility and to keep abreast of technical
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developments and aid in job placement. A few large U.S.
corporations are also encouraging older workers to remain on the
job through innovative programs such as phased retirement with
part-time work and retirement rehearsals in which employees take
off some months without pay with the option of returning to work.

One important reason for U.S. policy to encourage continued
labor force participation is the impact of early retirement on the
Social Security system. Earlier retirement obviously means smaller
contributions and a longer benefit period. The Organization for
Economic Cooperation and Development (OECD) estimated, in
1976, that the potential savings for an average country could be in
the order of 0.3 percent of Gross Domestic Product (GDP) for each
one year by which pensionable age was postponed. For the U.S.
Social Security system in 1979, this could have meant an additional
S7.29 billion (as GDP in 1979 amounted to S2.43 trillion). In the
future, the burden to the economy of financing Social Security will
be even greater than it is today because of the increase in the aged
population relative to the working age population. This burden can
be reduced by promoting later retirement, by changes in the Social
Security law, in pension regulations, and in employment practices
and incentives.

Pension issues need to be viewed in the context of major
demographic shifts, especially the increase in the number of years
Americans are living. Retirement policies in both private industry
and government should be updated to reflect these demographic
changes in order to decrease pension costs and to increase economic
growth -- the primary assurance that the real value of benefits will
be maintained. Suggestions for change include gradually increasing
the normal retirement age for Social Security, raising the amount of
money a retiree may earn and still receive a partial Social Security
benefit, and exploring the possibilities of combining part-time work
and partial pensions. Meanwhile, stagflation continues to take its
toll on retirement income and on the adequacy of pension benefits.

The Effects of Stagflation on Pensions
Stagflation greatly amplifies problems of pension security and

pension adequacy. It affects the real value of benefits and, at the
same time, jeopardizes the stability of the Social Security financing
system and of pension funds. In the longer run, stagflation inhibits
saving, capital formation, and productivity.

Data on the absolute or relative adequacy of private and public
employee pensions is sparse. In 1975, the average private pension
income was $2279 per recipient, average state and local pension
income was S4101, and average Federal retirement income was
$6096. In terms of replacement rates, private pensions of career
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earners are calculated to be 20 to 30 percent, virtually always an
addition to Social Security. Public pensions are calculated at 50
percent, sometimes an addition to Social Security. However, after a
decade of serious inflation, and facing a decade in which inflation is
not expected to taper off much, the future adequacy of private and
public pensions is apt to be more divergent. The real value of
private pensions could be slowly eroded if inflation is moderate or
rapidly eroded if double digit inflation continues. Since more public
plans are adjusted for inflation on an ad hoc or automatic basis,
their real value will not be as adversely affected; in fact, Federal
pensions will be unaffected. The cost of this is the other side of the
coin. Obviously, Federal pensions and the more generous State and
local pensions are by far the best plans for retirees. They approach
fully inflation-proof pensions that result in little decline in the
standard of living after retirement.

In spite of the tremendous increase in income support for the
aged in the last decade, gains in the economic status of the total
aged group have been quite modest. The incidence of poverty
among aged persons was reduced from 35.2 percent in 1959 to 24.5
percent in 1970, and to 14.6 percent in 1974. Yet, virtually no gain
has been made since then, with the 1978 percentage of aged in
poverty at 14 percent. The absolute number of poor aged persons
remained essentially constant from 1974 through 1978, the most
recent year for which data are available. The annual totals of those
two years are 3,085,000 and 3,233,000 respectively. The reason for
this constancy in the number of aged poor is that the only important
sources of income for this group are Social Security and
Supplemental Security Income (SSI). Benefits from these programs
are inflation proof, as are the poverty thresholds themselves.
However, unless benefits are increased by law, the only way for real
benefits to rise is through higher earning histories of new retirees
and resultant higher Social Security benefits.

Older women, Hispanics, and blacks are more likely to be in

poverty than are aged white males land those aged in families
headed by white males). For aged women, 23.9 percent are poor; for
older Hispanics, 23.3 percent; for older blacks, 33.9 percent as
compared to 7.4 percent for aged white males.

The poverty threshold is admittedly low -- $3,116 for an aged
single person in 1978, $3,917 for a couple. How many persons are
just above the thresholds? The answer is clear from the percentages
with incomes below 125 percent of the poverty threshold: 23.4
percent of the total aged; 8.2 percent of white males; 37.9 percent of
women; 37.3 percent of Hispanics; and 49.8 percent of blacks.
Although Social Security and SSI play a vital role in alleviating
what would otherwise be total deprivation for the majority of aged,
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they certainly cannot be characterized as over-generous. For
example, the median income of men over age 64 in 1978 was 55,966,
less than half of the median income of all men; for women over age
64 median income was 53,322.

Social Security provides sufficient income to raise the vast
majority of its recipients out of poverty. However, for those aged
families for whom it was the sole source of income in 1977, 30.8
percent were poor; for comparable single persons, 56.8 percent were
poor; for comparable black aged families, the poverty rate was over
50 percent; for black aged singles, 69.2 percent.

In terms of replacing previous earnings, Social Security
provides approximately a 40 percent rate for the median earner (60
percent for such a couple), with lower rates for higher earners and
higher rates for lower earners. Particularly because absolute
adequacy becomes crucial for low earners, few if any argue that
these replacement rates are too generous.

The conclusion to be drawn from the adequacy data is almost
certainly that income support for those in the lower half of the
income distribution among the aged is inadequate in absolute terms.
Since virtually only Social Security and Supplemental Security
Income support this group, it seems clear that the benefits of these
programs should be extended and increased for this poorer segment
of the population. The problem is how to pay for improving these
benefits in a period of stagflation.

Social Security Financing -- The Social Security system,
financed primarily through taxes levied on covered wages and on
self-employed income, is now at a critical point. Employers and
employees pay Social Security taxes at the same rate and on the
same base. Under the current-cost financing or pay-as-you-go
system, current revenues are almost immediately paid out to current
beneficiaries so that trust fund revenues generally approximate
expenditures.

If economic conditions of high inflation and high
unemployment prevail then, according to the 1980 Social Security
Annual Trustees Report, reserves of the Old Age and Survivors'
(OASI) trust fund could fall to very low levels -- that is, reserve
levels would not be sufficient to maintain the cash flow of the
program, even as early as late 1981. The Disability Insurance (DI)
trust fund, and health insurance (Medicare) trust fund, however,
are in reasonably good financial condition. If projected benefits are
to be paid, Social Security taxes, already scheduled to rise in 1981,
may have to be increased even more, or new sources of income --
from general revenues, for example -- may have to be found.
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On the threshold of the 1980's, the Social Security system must
face the fact that U.S. real average earnings are falling. The
problem is compounded by the fact that Social Security
beneficiaries have been insured against inflation with a financing
formula that cannot raise sufficient additional revenue when
unemployment is high and productivity growth low. The formulas
by which the benefits and revenues are changed are not directly
related to one another. Thus, no guarantee exists that the increase
in revenues will meet the increase in promised benefits. In the past,
the percentage increases in revenue exceeded the cost of the benefit
increase because productivity gains ensured that wages usually rose
more than prices. In the current stagflation environment, this is no
longer the case.

Two possible solutions are to (1i limit the benefit increase to
only a fraction of the increase in the cost of living, or (2) increase the
amounts employers and employees must pay by raising the
financing rates or tax base. Limiting the benefit increase puts the
burden of inflation on those least able to bear it. Increasing
employee-employer contributions worsens stagflation because it
discourages economic expansion precisely when and where it is most
needed by increasing the cost of labor to the firm and decreasing net
earnings of the workers.

Various other solutions to the problem have been put forward,
such as financing some part of Social Security from non-payroll tax
revenues, taxing half of a recipient's Social Security benefits, and
using general revenues during periods of high unemployment to
compensate for contributions lost. Interfund borrowing -- from
Disability and Health Trust funds to OASI -- could provide a
temporary solution..

A more fundamental approach recognizes that stagflation is
basically responsible for many problems of Social Security and of
pensions generally. Therefore, top priority should be the
development of an investment-based economic growth policy.
Second, the intention of society and the government to honor
pension promises should be firm both in appearance and reality.
Short-run economic problems should not be allowed to threaten
confidence in a system so important in the lifetime planning of
almost all Americans. At the same time, persistent short-term
problems -- such as stagflation -- have long-range effects as they
impact on capital formation, investment and productivity.

The United States must decide whether to emphasize a policy
of consumption-oriented programs in the short term or savings-
oriented production programs in the long term, especially when the
former counteract the latter. For example, there is an obvious
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immediate need to bolster funding arrangements for Social Security
(OASI). However, a short-term financing measure may have a
negative effect on long-run solutions to inflation and productivity.
In effect, Social Security now funds current consumption.
Depending upon the method which Congress eventually chooses to
ameliorate current financial difficulties, the system could compete
for funds with other, possibly more investment-oriented government
programs, while at the same time discouraging saving.

An investment-based growth strategy would encourage saving.
If pay-as-you-go Social Security does reduce saving, then, some
argue, capital formation is inhibited, at least in the long term. There
is a need for further analysis of Social Security financing to consider
various types of advance funding -- such as at least partial backing
by trust funds -- and the consequences for U.S. investment.

The increase in pension costs associated with inflation and an
aging population lends urgency to these critical questions about the
future financing of Social Security. The goal is an acceptable cost-
benefit balance between generations without increasing costs and
without sacrificing the adequacy and equity of real benefits. All
workers should reasonably expect that their future benefits will
reflect their tax payments on increased earnings, and at the least
that they will be guaranteed adequate and inflation-proof Social
Security benefits.

Saving and Capital Formation -- The relation of pensions to
saving, to capital formation and, therefore, to economic growth is a
complex and many-sided question. The benefits paid out and the
taxes or contributions paid into pension plans and Social Security
potentially affect and are affected by millions of private economic
decisions: private saving for retirement, private bequests, support of
elderly parents by children, age of retirement, and employment
decisions of workers and firms.

Policies that impede saving, investment, and growth in rate of
output per employed worker exacerbate inflation which, in turn,
erodes the value of pension benefits. If inflation is to be overcome,
there is urgent need to upgrade and expand the productive capital
stock of the United States. Since the amount of investment is
constrained by the amount of real saving that occurs in the
economy, special attention should be given to encouraging saving
and to lessening or eliminating disincentives to save.

Private and some public pension plans play an important role
in capital formation, since the assets of their pension funds provide
an enormous pool for investment. The growth of assets of major
private pension programs in the United States is a striking example.
In 1960, these assets amounted to $52 billion; by 1970 they were
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$138.2 billion and by 1979, over $330 billion, more than a six-fold
increase in two decades and a major source of investment capital.
This is one reason why serious consideration should be given to
policies which would expand the private pension sector.

Social Security, on the other hand, builds up no capital stock,
since it is funded on a pay-as-you-go basis, and therefore provides
no assets for investment. Moreover, there is some evidence to
suggest that the expectation of Social Security benefits tends to

reduce the incentive for private saving.* Since this private saving by

millions of individuals would have been available to finance

investment, the result is a smaller capital stock which means lower
productive capacity, lower output, and lower living standards. On

the other hand, any decrease in private saving may be offset by
private intergenerational and intrafamily transfers of income, but

there is little reliable data to prove or disprove this possibility. Also,

the fact that Social Security enables people to retire earlier might
induce them to save more to cover the longer retirement period.

In any event, it is clear that a saving shortfall now exists in the

United States. During 1979, for example, personal saving decreased
to about 4.5 percent of disposable personal income compared to well

over 7 percent just 5 years ago. While the existence of certain
disincentives in the Social Security system may account for some of

this decline, it is probable that unemployment, higher costs of living

and higher taxation due to inflation are significant factors.

Saving is important not only in terms of capital formation but
also, of course, as a source of adequate retirement income. The close
link between private individual saving and pension benefits is

obvious. Some saving incentives can be achieved through the
income tax structure. For example, savings can be exempted from

taxation, rather than simply deferred through individual retirement
annuity plans and Keogh plans; another method is to exempt
interest on savings from taxation. Because operational problems can
arise with savings plans designed to avoid or defer taxes, contractual
savings arrangements are often warranted. For example, Japan
encourages savings by allowing certain income deductions for life
insurance premiums, and some income exemptions from certain

public sector bonds, interest on time and savings deposits, and
interest from state savings institutions. West Germany has laws

which specifically promote saving, such as savings bonuses on

eligible savings deposits which help to spread the savings habit to all

levels of the population. Large social insurance funds often serve

* A recent study by economists in the Social Security Administration, however,
turned up substantive analytical errors in the evidence. The new study's conclusion is
that social security has not significantly reduced saving.
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broader capital formation purposes as in Sweden, where the
employment-related pension system's substantial reserves constitute
the largest single source of capital for investment.

Projections of Pension Costs

The spectre of slow economic growth coupled with the growing
older population suggests future cost increases for all types of
pension support, both absolutely and as a percentage of payroll or
total consumption. The pensions time horizon of 60 or more years
into the future requires extraordinary financing provisions and
monitoring to insure that obligations will be met.

Projections are very difficult to make with any great degree of
accuracy. Costs of pensions -- Social Security, Federal, State and
local government, and private -- are all affected by inflation.
However, some general observations can be made.

Social Security Projections -- The future costs of Social
Security benefits will rise over the next 50 years mainly due to
demographic factors -- from about 10.35 percent to between 16 and
21 percent of payroll (depending upon the Census Bureau
population projections used). However, policy changes that would
directly increase future Social Security benefits would have the more
important effect on future costs.

Under economic assumptions used for the first budget
resolution in FY 1981 developed by the House and Senate Budget
Committees, reserves of the Old Age and Survivors' (OASI) trust
fund could fall to extremely low levels by late FY 1981. If,
according to Committee figures, the cost of living increased 14.3
percent in FY 1980, 9.9 percent in FY 1981, 9.8 percent in FY 1982,
and if unemployment levels (in percent) were at 6.4 in FY 1980, 7.5
in FY 1981, and 7.6 in FY 1982 -- OASI reserve levels would be
insufficient to maintain the cash flow of the program. Projected
reserves would fall from 34 percent of FY 1979 expenditures to 1.9
percent of FY 1983 under Budget Committee projections. (By the
beginning of FY 1981, OASI trust funds are expected to be totally
depleted. However, disability and health insurance trust funds are
quite strong, which will enable a short term internal realignment
between OASI, DI and HI trust funds).

Federal Civilian Employee Projections -- The future costs
of Civil Service pensions could rise substantially, depending upon a
number of factors, most notably inflation. In 1975, the Federal
Government contributed about $6.7 billion to Civil Service
Retirement funds while employees paid in about $2.5 billion. In
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1978, because of cost of living increases and other features, Federal
costs had mounted to Si1 billion while employees paid in $3 billion.
By 1990, in a simple extrapolation, the Federal costs could mount to
$80 billion. By 2000, using the 1975-78 compound growth rate of 18
percent, the Federal cost could be an astronomical $420 billion. By
the same token, employee costs increased at a 6.3 percent rate
between 1975 and 1978. By 2000, employee contributions could rise
to $11.5 billion.

State and Local Pension Projections -- Analysis of the costs
of State and local pensions suggests that costs will grow from 8
percent of payroll in 1980 to 17 percent of payroll in 2020. (The

comparable Social Security figures are 8.6 percent and 12.0 percent,
with the greatest Social Security cost of 14.2 percent occurring in
2030).

Benefit payments are projected to grow steadily throughout the
remainder of the 20th century, and more rapidly after the end of the
century. Total payroll increases steadily, driven upward mainly by
inflation. The ratio of benefits to payroll remains roughly constant

until the year 2000 when benefits begin to grow more rapidly,
reaching 17 percent of payroll in 2020 compared to 8 percent in
1980. The ratio of retired employees to the total of active and retired

employees increases from 15 percent in 1980 to 24 percent in 2020.
Flow of funds analysis shows that benefit costs will exceed
contributions a decade after the turn of the century. Larger plans,
generally better funded, should remain in good shape until well into

the 21st century but the numerous poorly funded smaller plans can
expect financial difficulty in this century.

Private Pension Projections -- The future of private
pensions is dependent upon stable economic growth, government
policies and the labor market environment. Obviously, during
periods of rapid economic growth, the profitability of business is
enhanced and this encourages the growth of private pension plans.
The uncertainty of all these factors makes it difficult to forecast
future costs. Private pensions are only one element in the labor
market environment; employees, employers, and the markets that
bring them together as well as collective bargaining are likely to
adjust the wage and total compensation package. For example,
there is some evidence of a tradeoff between present wages and
future pensions, i.e., current wage increases are sacrificed for future
retirement benefits. Government policy does not require an
employer to provide a pension. Any action to unduly tighten
government regulation of private pensions -- which could impose
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additional cost burdens on private employers -- has to be balanced
against the possibility that some employers might then find it
necessary or might choose to terminate their pension plans.

Another factor in future costs of private pensions is the
possibility of inflation proofing. However, the ability or willingness
of most firms to index their pension systems automatically or even
on an ad hoc basis is questionable because of costs, and because
earnings on pension fund investments, from which benefits are
paid, may not keep up with inflation.

The following table demonstrates how the inflation rate erodes
the purchasing power of fixed pensions. For example, with a 12
percent inflation rate 10 years after retirement, $100 of a fixed
pension benefit will have a purchasing power of only $32, and 20
years after retirement it would have a purchasing power of $10. In
other words, at 12 percent inflation, a fixed pension will lose two-
thirds of its value in 10 years and 90 percent of its value in 20 years.
According to U.S. Life Table statistics, American males have a life
expectancy after retirement of over 14 years and females over 18
years. Thus, even with an inflation rate of 10 percent, a male's
retirement benefit of $100 would be reduced to about $25 in his
lifetime, and the benefit to a female worker would be reduced even
further to about $15 by the end of her life.

PURCHASING POWER OF $100
OF FIXED PENSION BENEFITS

UNDER VARIOUS RATES OF INFLATION

PURCHASING POWER OF $100
OF FIXED PENSION BENEFITS

UNDER VARIOUS RATES OF INFLATION

Number of Rate of Inflation
Years After
Retirement 5% 10% 12% 15%

5 $78 $62 $57 $50

10 61 39 32 25

15 48 24 18 12

20 38 15 10 6
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IV
POLICY IMPLICATIONS

This staff study on pensions is concerned primarily with the
interaction of retirement income programs with the macroeconomy.
Stagflation -- the persistent high rate of inflation and rising
unemployment -- has major consequences for the payment of
adequate benefits by public and private pension plans and by Social
Security. The importance of pension fund assets to investment and
capital formation provides another link to the overall economy.
Demographic factors, which are resulting in the shift to a steadily
growing older population, also have serious implications for pension
and Social Security policies and programs.

In this current economic and demographic environment, it is
impossible to place too much emphasis on the importance of
productivity in determining the range of future choices in the United
States. If the rate of economic growth declines, then the proportion
of national income required to support the elderly increases. In a
low productivity stagflation economy, all choices are more difficult
-- between young and old, unemployment and retirement, wages
and pensions.

The papers in this Social Security and pensions area suggest
many different policy initiatives, but these initiatives are all
supportive of a primary goal -- to assure that all workers, their
survivors and dependents receive secure, adequate and equitable
retirement benefits from Social Security, government pensions,
private pensions or savings.

A summary of policy implications follows:
(1 Pensions and the Economy. Retirement income policies

should be considered as an integral part of overall economic policy.
The Federal Government should encourage investment-based
growth policies, basic to combating inflation, as a foundation for
secure pensions in the future. To this end, Congress should
emphasize pension policies that provide a balance between sources
of retirement 'income. These sources of income could include post-
retirement earned income, Social Security, public pensions, private
pensions, and individual savings. This staff study recommends
greater emphasis on private pensions, earnings and individual
savings to alleviate the burden and dependency on Social Security.
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(2) Social Security Funding. Current funding problems of
Social Security are exacerbated by high inflation rates,
unemployment, and an increase in the number of beneficiaries.
Projections show that Old Age and Survivors' Insurance reserve
levels will be inadequate to maintain the cash flow of the program
by late 1981 or early 1982. Possible short-term remedies include the
use of nonpayroll tax revenues, or borrowing from Medicare and
Disability trust funds to make up the shortfall in the Old Age
Insurance (OASI) trust fund.

For the long-term, at least a partial shif. from current pay-as-
you-go funding to advance funding for Social Security could result
in an accumulation of assets which could both better secure the
system and aid capital formation.

(3) Inequities in Social Security. Congress may wish to
consider proposals to correct inequities in the Social Security system
which have resulted from the changed social and economic status of
women. These inequities particularly affect two-earner families,
divorced women, widows and homemakers.

(4) Government Retirement Programs. The management
and coordination of various government retirement programs
should be scrutinized so that some retirees do not receive benefits,
often from a number of different government supported plans,
which are over-generous in terms of their total earnings histories.

(5) Private Pensions. Government should encourage the
maintenance and growth of private pensions as a means of fostering
economic growth through more widespread retirement benefits and
greater assets for capital investment. Increased private pension
coverage would also relieve some of the pressures on the Social
Security system.

These government policies should strengthen the private
pension system by providing greater security, broader coverage and
more adequate benefits indexed to the cost of living, where possible.
Congress should study the possibility of shortening the 10-year
vesting period now mandated in ERISA.

At the same time, government regulation of private pensions
should not unreasonably increase private industry's costs to a point
where companies would terminate their pension plans.

(6) Income Adequacy for the Retired Poor. Although there
was negligible real growth in the economy during the latter part of
the 1970's, there was a considerable flow of resources toward
government supported retirement programs for the aged poor. Yet,
evidence indicates that Supplemental Security Income expenditures
have not significantly lowered poverty levels among the aged. In
1978, the percentage of aged in poverty was still 14 percent, with

32



369

another 23 percent just above the official and admittedly low
poverty thresholds. The conclusion is that income support for those
in the lower half of the income distribution is inadequate in absolute
terms. For this reason, targeted programs for the elderly poor
should be studied with a view to raising benefit levels and updating
limits on income and assets to reflect changes in the cost of living.

(7) Retirement Policies. Government and private industry
should revise their retirement policies and practices with the aims of
increasing productivity and, at the same time, reducing the total
costs of pensions. As the working age population shrinks in
proportion to the population age 65 and over, future potential GNP
may not be realized unless older Americans are encouraged to
continue working. Therefore, Congress may wish to study the
possibility of gradually increasing the age for Social Security
benefits either for future generations or for those not now in the
labor force. Congress may also wish to consider liberalizing the
Social Security earnings test to raise the amount of money a retiree
can earn without losing Social Security benefits.

In general terms, according to Social Security Administration
actuaries, if the normal retirement age were changed from 65 to 66
beginning in FY 1981, then the long range savings to the OASDI
trust funds would be something in the order of one-half of 1 percent
of OASDI covered payroll, or about 600 million as a yearly
average. (However, because it would take nearly 30 years to phase
in a fully effective proposal, savings would be limited at first but
would increase over the period).

According to present Office of Personnel Management (OPM)
actuarial estimates, the majority of the Nation's 2.7 million Federal
employees covered by Civil Service will retire at age 58. Estimates
are that for each year retirement is postponed, the Civil Service
retirement system saves 3.7 percent. This saving in FY 1980 could
have amounted to $1.9 billion (or 3.7 percent of the total Federal
payroll of $51.8 billion).

Further, government policies, including tax treatment of
retirement contributions and benefits, should encourage voluntary
saving for retirement.

As far as possible, retirement income systems and government
policies should provide incentives to retain older workers in the
labor force in productive full or part-time work.

(8) Capital Formation. Enough evidence exists to merit major
study of the impact of pension funds on both capital markets and on
the economic growth of various industry sectors. The magnitude of
this capital pool has expanded tremendously; in 1950 its assets
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represented about 13 percent of GNP and nearly 30 years later
about 27 percent of GNP. It is likely that debate over the control,
management and placement of these assets will intensify. This staff
study recommends broad examination by business, labor, and
Federal, State and local governments of the role pension funds
should play in fostering economic growth.
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APPENDIX

Many specialized groups have been studying retirement income
issues. These include: The President's Commission on Pension
Policy, with a mandate to examine public and private pensions; an
independent National Commission on Social Security appointed by
Congress and the President; and a number of congressional special
committees and task forces. The Advisory Council on Social
Security of the Department of Health, Education, and Welfare
(HEW) and the Universal Social Security Coverage Study Group (of
HEW) have recently completed work and issued their reports.

A list of reference materials follows:
.

The President's Commission on Pension Policy: An Interim
Report, May 1980. The report provides interim recommendations
based on extensive hearings, discussions, and research on tax
policy, treatment of spouses, universal social security coverage,
employment of older workers, and the ownership and control of
pension fund assets. Also, Preliminary Findings of a Nationwide
Survey on Retirement Income Issues, May 1980. Address: 736
Jackson Place, N.W., Washington, D.C. 20006.

0

Report of the 1979 Advisory Council on Social Security,
January 1980. The fifth Advisory Council on Social Security,
appointed pursuant to the Social Security Act, reviews all aspects of
the social security program with particular attention to financing,
benefit structure, treatment of women and minorities, coverage,
disability benefits, retirement policies and relation to private
pensions and Supplemental Security income (SSI). Committee
Print 96-45, House Committee on Ways and Means. Address: 1102
Longworth House Office Building, Washington, D.C. 20515.

.

An Interim Report from the National Commission on Social
Security to the President and the Congress of the United
States, Washington, D.C., January 1980. The Social Security
Amendments of 1977 established the Commission to study,
investigate and review the social security cash benefits and health
insurance programs as they interact with other aspects of the social
and economic life of the United States. The interim report examines
reallocation and borrowing authority proposals, the 1981 tax rate
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and base, and other policy options for Congress' consideration.
Address: National Commission on Social Security, 440 "G" Street,
N.W., Washington, D.C. 20218.

.

Social Security and the Changing Roles of Men and Women,
U.S. Department of Health, Education, and Welfare, February
1979. This report, mandated under the Social Security
Amendments Act of 1977, studies proposals to eliminate
dependency as a factor in entitlement to spouse's benefits and to
eliminate sex discrimination under the Social Security program.
Address: U.S. Department of Health and Human Services, 200
Independence Avenue, S.W., Washington, D.C. 20201.

.

Summary of the 1980 Reports on the Social Security Trust
Funds, June 1980. Prepared by the Social Security Administration
and Health Care Financing Administration. Address: 6401 Security
Boulevard, Baltimore, MD 21235.

.

The Desirability and Feasibility of Social Security Coverage
for Federal, State and Local Governments and Private, Non-
Profit Qrganizations, The Universal Social Security Coverage
Study Group, Department of Health, Education and Welfare,
March 1980. The Study Group was established in 1978 at the
direction of Congress to examine the "feasibility and desirability" of
mandatory social security coverage of non-covered workers. This
report reviews the extent of coverage of employees at all levels of
government and in non-profit organizations; develops options for
and alternatives to mandatory coverage; and analyzes their
organizational, fiscal, and legal effects. Address: Department of
Health and Human Services, Washington, D.C. 20201.

0

Munnell, Alicia H., Pensions for Public Employees, National
Planning Association Report No. 171, Washington, D.C., July
1979. The report examines characteristics of Federal (civilian and
military), State and local public employee pension plans including
benefits, financing, portability, and coordination with social
security. Address: 1606 New Hampshire Avenue, N.W.,
Washington, D.C. 20009.

.

Pension Facts, American Council of Life Insurance, Washington,
D.C. 1978-1979. This publication provides data on major pension
and retirement programs in the United States, and reviews both
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CHAIRMAN'S INTRODUCTION
Senator Lloyd Bentsen

Chairman, Joint Economic Committee

If there is a policy priority now, it is export expansion rather
than import expansion.

That one sentence found in the following study, The
International Economy: U.S. Role in a World Market, may best
summarize the findings of the Special Study on Economic Change.

In understandable terms, this study tells why it is so critical
that the United States export more goods and services to the
markets of the world. The explanation begins with the fact that
America will be unlike other industrial countries in the next two
decades because of its growing labor force.

Most other major exporting countries have stable or declining
populations and labor forces, and can anticipate stable or declining
employment needs. But the United States must anticipate an
increase in the demand for employment of up to 1.5 percent a year
in the 1980's, (15 million new jobs) and perhaps a further increase of
about one percent a year in the 1990's. Thus, America must show
substantial economic growth in the future -- faster than in other
industrial nations -- merely to keep its growing labor force
employed.

And while attempts are made to meet these employment
demands of the future, we already have some catching up to do
when it comes to employment in export businesses. It is estimated
that 2.6 million job opportunities now are lost yearly in America on
account of imports of manufactured products. That compares with
a 1970 estimate of 1.8 million. At the 1980 rate, we would be losing
almost 4 million job opportunities annually by 1990 because of
imported manufactured products.

Export-related employment has become increasingly important
to our overall economy. In 1980, about 4.6 million American
workers hold jobs linked to exports. That's one million more than in
1973 and twice the total in the early 1960's. In manufacturing
industries, roughly one job in six involves an export product. In the
mid-1960's, the comparable ratio was only one in 14.

i



384

Even as the importance of exports has grown, America has seen
its overall competitiveness decline in international markets as other
industrial economies grew stronger. For example, throughout the
decade of the 1970's, West Germany surpassed the United States as
the leading exporter of manufactured goods -- a position the United
States had held for many years. Germany's lead, a narrow one of
$1.4 billion in 1970, rose to $33.9 billion in 1979. That's a difference
of 22 percent as opposed to a half percent gap in 1970. The value of
Japan's manufactured exports, 62 percent of the U.S. level in 1970,
rose to 85 percent in 1979. In each case, these gains were not due to
significantly lower wage rates, but rather to more rapidly rising
productivity coupled with industry and government export
promotion efforts.

This study points out further that this growth in world trade
poses a new kind of problem. As exports make up a higher and
higher share of each nation's production, more and more jobs
depend on them and the temptation grows to promote exports
through various government devices -- including outright subsidies
from governments to industries.

Among the many lessons to be drawn from this study is that
there is no longer a presumption that imports are to be encouraged,
and import restraints foregone, under any and all circumstances.
The study says the United States should stand firm beside a decision
that America will be prepared to act swiftly against imports that are
subsidized or dumped when it can be shown that domestic
producers are being unfairly injured.

Another major issue addressed in this study involves the
competition between U.S. domestic and foreign investment. U.S.
investment inside the country consistently has been well behind the
domestic investment ratio of most other advanced countries. The
study suggests that sound policy now dictates examination of the
potential dangers of operating a capital-shy domestic economy while
U.S. foreign investment grows.

Obviously, more American capital resources should be devoted
to facilities in America, especially if the United States is to reverse
its productivity slump. As the study states, it is now necessary to
focus on an array of incentives for much needed industrial and
energy investment right here at home.

ii
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Ranking Minority Member's Introduction
CONGRESSMAN CLARENCE J. BROWN

Over the last decade, the nations of the world have become
more interdependent and more vulnerable to events beyond their
borders. As a result, global issues and forces have played an
increasingly important role in domestic economic decision-making.
International financial flows, the transition from a fixed to a flexible
exchange rate system, the rising volume of goods and services
traded in the international marketplace, and the demands placed on
countries in bilateral and multilateral fora have all increased
pressure on nations to become more fully integrated into a
worldwide, consensus-based system.

What is true for other countries is true for the United States, as
well. The rising inflation of the 1970's attacked this country, much
as it attacked the rest of the world. As the OPEC nations raised
crude oil prices from $2 per barrel to over $30, the United States
suffered along with other consumers. The increased cost of oil, in
turn, led many net importers of energy, including America, to suffer
unprecedented balance of merchandise trade deficits. At the same
time, increasing imports from developing and developed countries
alike put new competitive pressures on traditional producers. In the
United States, this problem was particularly acute, as our
manufacturers were accustomed to supplying a seemingly limitless
domestic market.

Changes in the international financial climate also increased
the vulnerability of nations to the global system. Under the flexible
exchange rate system in place since the early 1970's, world
inflationary pressures contributed more strongly than ever before to
domestic price increases and interest rate instability. The growth of
the Eurocurrency markets and participation by multinational banks
and non-financial corporations in world trade and investment
transactions increased the complexities and unwieldy nature of the
capital system. They also complicated the execution of domestic
monetary policy.

iii
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The increasing openness of the United States to external forces
poses vast new challenges for U.S. business and labor. At the same
time, expanding interdependence also provides new opportunities.
How we respond to these challenges and opportunities will dictate
our position in the world economic system for decades to come.

The United States should not meet the world crises of the
1970's and 1980's with renewed isolationism. Such a policy would
only lead to greater market imperfections, consumer cost, and
anticompetitive practices. Rather, we should take advantage of the
burgeoning markets overseas, improve our competitive capability at
home and abroad, and operate cooperatively to achieve multilateral
consensus. In short, we should become more outward-looking.

A dimension of the problem analyzed by the JEC study mission
to East Asia last year was the indifference in Washington to U.S.
export performance. While foreign competitors enjoy a rich panoply
of benefits and incentives designed to help them increase overseas
sales, the U.S. government acts as a naysayer to its own exporters
by shackling them with a host of tax, legal and regulatory burdens.
These burdens must be lifted if the United States is to improve its
position in world markets.

Equally as important, we must obtain reciprocal treatment
from our trading partners. Japan, the European Community,
Canada and the Nordic countries have long maintained markets
protected by a series of tariff and nontariff barriers (NTBs) to
imports. Successive rounds of multilateral trade negotiations
conducted under the General Agreement on Tariffs and Trade
(GATT) have reduced most tariffs, but the more insidious NTBs
remain. While the 1975-1979 Tokyo Round of negotiations began to
grapple with these nontariff trade distortions, much work needs to
be done. Foreign producer subsidies continue in place, many
government contracts remain closed to U.S. bidders, byzantine
customs procedures and distribution systems still abound along with
overly burdensome standards and certification systems. Capital
market restrictions imposed by many nations add to the problem.

The United States must not continue to tolerate these
protectionist and distortive beggar-thy-neighbor policies by the
advanced countries of the world. I

We must take a firmer stand, as well, against severe import
restrictions used by the newly industrializing countries, particularly
those in Asia and Latin America. Many of these nations, including
Brazil, Mexico and South Korea, have developed technologically
superior industries capable of competing fairly in the world
marketplace without the shields of protection and special treatment.
We must take steps in multilateral fora, such as the GATT and

iv
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UNCTAD, to "graduate" these advanced developing countries to
developed country status and responsibility.

The United States can no longer afford to absorb the world's
produce without enjoying equivalent market access overseas. While
we must not return to the near-autarky of the pre-World War II
period, neither can we shoulder the burden of trade and financial
adjustment alone. We must have the cooperation of the growing list
of countries with which we do business. The stability of the world's
economic system depends on it.

V
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THE INTERNATIONAL ECONOMY
U.S. Role In a World Market

I
INTRODUCTION

The United States emerged from World War II as the world's
preeminent military, political, and economic power. The American
industrial base had been broadened and modernized by war while
the industrial plant of America's allies and adversaries had been
virtually destroyed. America was self-sufficient in most key raw
materials, including petroleum, and had only limited economic ties
to the rest of the world.

The end of the war, however, marked the beginning of a new
era in U.S. international economic policy. Profound global
economic and political changes gradually transformed the position
of the United States from relative economic independence to much
greater involvement with, and even dependence on, the economies
of other countries. Of the many economic changes in the 1970's, one
stands out above the others: the eight-fold jump in U.S. oil import
prices from 1973 to 1979. After decades of cheap abundance, the
soaring cost and restricted supply of oil threatened to limit world
economic expansion.

Among other significant changes were the following:
* Worldwide development of chronic inflation plagued

governments and citizens.
* A slowdown in world economic growth, following a long

period of rapid rise, coincided with increased competition in world
markets.

* The Bretton Woods system of fixed exchange rates tied to the
dollar and gold expired, to be replaced by flexible rates with
intermittent governmental intervention largely based on perceived
national interests.

I
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* Sharp fluctuations in the dollar exchange rate and the
emergence of other strong currencies contributed, and will continue
to contribute, to a gradual reduction in the role of the dollar as the
world's primary monetary reserve unit.

* The United States swung from a position of trade surpluses
during most of the postwar period to one of heavy deficits in the late
1970's, because of the cost of oil imports and other fundamental
factors, including poor productivity performance.

* Multinational corporations and banks extended their
industrial and financial operations in markets throughout the
world.

* The colonial system came to an end, replaced by a
multiplicity of new independent states concerned with raising living
standards and improving their economic positions.

* Technical production skills spread to the developing
countries, reducing the traditional comparative advantage of the
older industrialized economies.

* Control over the major reserves of world mineral resources
by the less developed countries sharpened the conflict with
consuming countries over the supply and prices of basic
commodities and raised the possibility of competition among the
major powers for access to these resources.

* The countries of Eastern Europe, the Soviet Union and the
People's Republic of China gradually moved toward integration
with the world economy.

While America's strategic position in the Western alliance
remains largely unchanged, the emergence of a number of other
economic and political powers over three decades has diffused its
economic and political influence. At the same time, the creation of
myriad economic ties among the world's nations has made them
sufficiently dependent on a regular flow of trade and capital so that
their domestic economic policies increasingly are constrained by the
flux of international markets and by decisions made in other
capitals. Unfortunately, this growing economic interdependence has
not brought with it greater political harmony, as evidenced by the
differences between the industrialized "North" and the developing
"South. "

By the close of the 1950's, the dozens of new postwar nations
began to exert their own political and economic influence in world
affairs. Several developing countries have become major
manufacturers and are likely to be competitors for world markets in
the 1980's. A few oil-rich developing countries have generated
immense financial surpluses and have become an important force in
the international financial system.

2
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The Position of the United States

As the world has changed, so has America's place in it. Where
America was once self-sufficient in key natural resources, it now
imports more than 20 percent of its total energy needs and is even
more dependent on imports of other raw materials. Developing
countries have become important sources of low-priced
manufactured goods and also markets for a large and growing share
of America's manufactured exports. The American-based
multinational corporation has spread American capital, technology
and management techniques throughout the world. The flow of
repatriated profits from foreign investments has helped limit the size
of U.S. current account deficits, and thus has helped strengthen the
dollar's exchange rate. Major capital centers are so closely linked
and flows of capital so large that independent monetary policy has
become difficult even for the United States.

In all cases, the U.S. response to the impact of external events
on the domestic economy has been constrained by the fact that the
United States is an "open economy" fully integrated into a world
trade and monetary system characterized by flexible but managed
exchange rates and considerable capital mobility -- the ease which
investments may be made both here (by foreigners) and abroad (by
Americans).

The total of American transactions with the rest of the world --
the balance of payments -- can be measured in various ways.
Probably the most meaningful is the current account, which
includes all transactions except international loans and other
inflows and outflows of capital. Within the current account, the
most Important single item is the balance of export and import trade
in goods, but a trade deficit can be offset by surpluses in other
accounts, including various service transactions and the remittance
of profits from foreign investment made in previous years.

In the 20 years 1960-1979, with surpluses in some years and
deficits in others, the United States had a modest net current
account surplus of about $30 billion, though in the most recent
period of 1975-79 there has been a deficit of about $6.5 billion.
While in many periods inflows and outflows of capital can swamp
the current account results, over the long run the current account
measures the productive competitiveness of the economy and tends
to determine the dollar's exchange rate. Had the U.S. current
account been stronger in the past 20 years, the dollar's exchange
rate would not have depreciated against the other leading
currencies, as it did during the decade of the 1970's. Although this
depreciation was probably unavoidable and helped to bring the

3
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trade and other accounts back toward balance, it also was a factor
in the serious inflation problem in the United States by adding to the
cost of imports and domestically produced goods competitive with
imports or subject to export demand.

Therefore, concern over the balance of payments and,
particularly, U.S. international competitiveness is understandable.
The Nation must produce more if it is to earn more and consume
more. A key area of concern is lagging productivity, or output per
hour worked.

U.S. productivity, after a long moderate advance, not only has
slowed but, most recently, even fallen. At the same time, other
nations have gained in productivity per person employed. For
example, in the last three decades, Japan has multiplied its
productivity four times as rapidly as the United States. Japanese
output per person employed rose from about 15 percent of the C.S.
level in 1950 to 63 percent in 1978. West Germany, France, and
Italy each more than doubled the rate of productivity advance of the
United States. The Netherlands and Belgium advanced about
three-fifths faster. Even the United Kingdom, the poorest
performer among West Europeans, gained on the United States.

While the relative increase in the economic power of other
nations and America's growing dependence on the rest of the world
have challenged the traditional concept of American leadership, the
United States still enjoys a preeminent position in the world
economy. Its per capita income, by most reasonable measures, still
averages higher than that of any other advanced country, though
the gap has been closing in the last 20 or 30 years. With about one-
twentieth of the world's people, the United States has perhaps one-
fifth of the world's income.

Compared to other western industrial powers, the United
States is rich in resources. The dollar remains the world's leading
reserve currency and world trade still focuses on the immense
American market. Although trade is a smaller fraction of the U.S.
economy than in other countries, the U.S. economy is so large that
U.S. exports and imports of all commodities and services will be in
the range of $325 billion each way. The "direct" investments of
Americans abroad, which involve controlling responsibilities for the
production of goods and services, now carry a "book" value, which
understates the true value, in excess of $200 billion. In 1980,
American income from these direct investments probably will
exceed $40 billion. The primary importance of American money
and finance in the world economy is suggested by the fact that some
two-thirds of all international economic transactions are in U.S.
dollars.

4
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Though several other large countries, particularly in Western

Europe, approach the United States in current level of per capita

income, at least in one respect the situation of the United States is

unique. Most of these other countries have stable or declining

population and labor forces, and hence can anticipate stable or

declining employment needs. The United States, on the other hand,

must anticipate an increase in the demand for employment of up to

1.5 percent a year in the 1980's, and perhaps a further increase of

about one percent a year in the 1990's.
The natural labor force growth is augmented by the

immigration factor. During the 1970's the number of legal

immigrants to the United States, including refugees with immigrant

status, averaged about 450,000 a year. While there is no exact

information on the number of illegal immigrants in the country,

estimates range from 3 million to 12 million. The United States

must show substantial economic growth in the future -- faster than

in other industrial nations -- merely to keep its growing native and

immigrant labor force employed. Thus, while per capita income in

the United States may or may not rise relative to the other advanced

economies, the absolute size of the U.S. economy is likely to be even

larger, compared with the others, than it is today. Despite some loss

of relative economic power, the United States will remain a giant by

any measure.

As the decade of the 1980's opens, the United States confronts a

mix of economic problems characterized by inflation,

unemployment, slowing growth and productivity. These problems

of the domestic economy now are inextricably linked with issues of

world-wide economic cooperation as well as competition. The issues

include trade with industrialized nations and with middle-income

developing countries; oil and energy; aid to the poorest countries

and peoples; and capital flows including overseas investment, the

international monetary system and international banking.

This staff study addresses these subjects with particular

concern for their impact on the domestic economy.

5
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II
TRADE ISSUES AND POLICY

Foreign trade policy -- typically described in shorthand as
"free trade" vs. "protectionism" -- has been an issue throughout
U.S. history. In the period since World War II, the debate has not
ceased, but the clear direction of policy has been toward fewer and
lower trade barriers. This is true despite the fact that during the
1970's, the United States experienced a growing deficit in its foreign
trade, an oil crisis, several recessions and a relatively high level of
unemployment.

There were, to be sure, several actions of a "protectionist"
nature affecting specific products, including such devices as Orderly
Marketing Agreements, Voluntary Export Restraints and
countervailing duties.* But it is fair to say that neither in the
Congress nor in the Executive Branch is there now a strong school
in favor of a general policy of high tariffs or other devices to protect
American industry and agriculture against imports. Quite the
contrary is the case.

International Competitiveness

As in every other area discussed in this and other papers of the
SSEC, there have been some profound changes in recent years that
have a bearing on U.S. trade policy. Four stand out.

First, the United States has suffered a decline in overall
competitiveness in international markets as the other industrial
economies grew strongly. For example, throughout the decade of
the 1970's, West Germany surpassed the United States as the
leading exporter of manufactured goods, a position the United
States had held for many years. Germany's lead, a narrow $1.4

* For an analysis of specific product actions, see "The Trade Act of 1974 as a
Vehicle.for Adjustment," by Stanley Nehmer, printed in Volume IX, SSEC.
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billion in 1970, rose to S33.9 billion in 1979, a percentage
differential of only 0.3 percent in 1970, but 22 percent in 1979. The
value of Japan's manufactured exports, 62 percent of the U.S. level
in 1970. rose to 85 percent in 1979. In each case, these gains were
not due to significantly lower wage rates. but rather to more rapidly
rising productivity coupled with industry and government export
promotion efforts.*

A corollary is that it is no longer true that the United States
must import more in order to provide the world with the dollars
needed to buy American exports. The rest of the world has ample
dollars. If there is a policy priority now, it is export expansion rather
than import expansion. In fact, the primary reason for the freest
possible trade is self interest. Freer trade maximizes the efficiency of
the world economy, and enables U.S. consumers to acquire a
greater variety and quantity of goods, both domestic and foreign, at
the lowest possible cost.

Second, there is the appearance on the world scene of highly
competitive exports of manufactured goods from nations that long
have been regarded as "underdeveloped," and are now rapidly
industrializing. The star performers in this respect are a handful of
Asian countries (South Korea, Taiwan, Hong Kong, Singapore) but
a number of others (Brazil, Mexico, India) are becoming
important. **

In these cases, of course, relatively low wage rates make a
significant difference. The result of these two types of competition is
that U.S. industry has sustained losses in some industries, such as
cutlery and flatware, ceramics and dinnerware, motorcycles and
bicycles, footwear, hats, radios, TV, textiles and apparel. More
important in the long run, competition has been growing for
domestic and international markets in some of the largest and most
basic U.S. industries -- steel, some types of machinery, and
automobiles.

However, in some manufactured products -- especially capital-
intensive and high technology goods from heavy power equipment
to computers, and certainly in agricultural products -- the United

* See "The Changing Position of U.S. Industries in the Global Pattern of Industrial
Production," by Thomas A. Pugel, printed in Volume IX, SSEC.

** See "Adjusting to Imports of Manufactures from Developing Countries," by
Charles Pearson, printed in Volume IX, SSEC.
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States still stands first. In 1979, the United States had a surplus of
$17.9 billion in agricultural exports, a $32 billion surplus in capital
goods, with a $30.2 billion deficit in consumer goods. Overall, the
U.S. share of the world's exports of manufactures has declined in
line with the decline in the U.S. share of world GNP, as the
economies of other countries have grown faster than America's.

Despite a slower growth in U.S. exports of manufactures than
has been the typical experience of other industrial countries, these
exports have grown nonetheless, reinforcing the continued strong
performance of agricultural exports which rose from less than $10
billion to $35 billion in the last decade. The large deficit in the
overall trade balance in the later years of the decade was accounted
for by the dramatic increase in the price of imported oil; after rising
steadily, the volume of oil imports had begun to decline as the
decade ended. While the oil imports generated some offsetting
exports to the OPEC countries, the fact remains that if the cost of oil
imports had been the same at the end of the decade as it was at the
beginning, the U.S. trade accounts could well have been in surplus,
though the balance will always fluctuate from vear to year in
response to cyclical influences here and abroad.*

Any nation can have a surplus or deficit in its merchandise
trade, even over a prolonged period, provided its "services"
transactions and other elements of the current account lor capital
account) of the balance of payments offset the trade results. At the
end of the 1970's, the United States' current account was roughly in
balance (as addressed in the Introduction). This was despite the
huge oil-induced trade deficit of more than $30 billion, because of a
large surplus in services, which is a broad and somewhat misleading
term. "Services" includes such items as tourism, shipping and
insurance, but above all -- in the case of the United States -- it
includes the huge (more than $30 billion in 1979) remittances back
to the home country of the profits earned by corporate investments
in foreign countries.

Third, the move of the world economy toward far more flexible
currency exchange rates has greatly changed the meanipg of
familiar trade-influencing devices such as tariffs. The day to day
price of internationally traded goods to the importer -- and hence
their competitiveness against home-produced products -- now is
typically a function more of fluctuations of exchange rates than of
small changes in the rate of duty. Although a large portion of U.S.

* See "Long-Term Change in the Foreign Trade Policy of the United States. by
William R. Cline, printed in Volume IX. SSEC.
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exports are not particularly price sensitive, a depreciation of the
dollar's exchange rate is still likely to increase exports more than
various "export promotion" efforts, though only after a lag, and
only if the decline is greater than the excess of U.S. inflation over
that of its trading partners.*

The move to flexible exchange rates, with its accompanying
depreciation of the dollar -- primarily in the first half of the 1970's
-- tended to correct that part of the U.S. problem of competitiveness
that arose from an over-valued dollar. But it did not completely halt
the downward drift of the U.S. share in total world exports of
manufactures.

Fourth, world trade -- aided by the anti-protectionist climate
that generally prevailed both at home and abroad -- has grown
spectacularly, rising substantially faster than world output. In the
United States the share of both exports and imports in GNP has
almost doubled in the past 10 years: In the case of movable goods
(leaving out services), each now represents about one-fifth of U.S.
total output. A similar pattern holds for other countries. France, for
example, had a highly protected economy for centuries and now,
thanks in part to the European Common Market, has become a
more open economy, though a number of trade barriers remain,
particularly in agriculture and some high technology industries.

While this growth of world trade undoubtedly has been of great
benefit to the general welfare and prosperity, it also poses a new
kind of problem. As exports make up a higher and higher share of
each nation's production, more and more jobs depend on them. And
thus the temptation grows to promote exports through various
government devices, including outright subsidies; in the cases of
individual firms, the need to obtain and retain markets abroad
creates a strong inducement for "dumping."

In general, the United States is likely to face increased
competition for both international and domestic markets. Japan
and Western Europe are intent on challenging America's lead where
it still exists -- in aircraft, computers and some other high-
technology areas. And competition certainly will not lessen in the
area of consumer goods and the more traditional manufactures such
as steel, particularly where there is excess capacity in the world.
Future competition, of course, includes that to be expected from the
newly industrializing or "middle income" developing countries.

* See 'Monetarv and Fiscal Policy with Adjustable Exchange Rates." by William
H. Branson. printed in Volume IX, SSEC.
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U.S. Policy Choices

These changes do not undermine the traditional merits of freer
trade -- enhanced competition at home, benefits for consumers in
wider choice, improvements in the general welfare from
international specialization. But they do make policy choices for the
United States somewhat different from what they used to be.

One choice essentially has been made by Congress and this
study would not seek to change it. It goes under the name of "fair"
trade and amounts to a decision that the United States will be
prepared to act firmly against imports that are subsidized or
dumped, provided only that these reports can be shown to injure
domestic producers. Subsidies in particular now take a wide variety
of forms. Some of them -- such as those associated with regional
policy -- ostensibly are designed to achieve only domestic purposes
in the home country rather than to help exports as such. Thus,
subjective judgments are unavoidably involved in each specific case
of requested relief, but there is no longer a presumption that imports
are to be encouraged, and import restraints foregone, under any and
all circumstances. There should also be no opprobrium attached to
use of the "escape clause" in the trade law, which provides for
import restraints -- usually temporary and phased out over a period
of years -- where a domestic industry has been injured, even if the
imports in question are neither subsidized nor dumped. There are
many safeguards against abuse of the escape clause, including a
high degree of Presidential discretion in imposing restraints, and
there is no evidence that this seldom-invoked provision of the law
has altered the basic course of U.S. policy which remains in the
direction of fewer trade barriers.

Another policy issue raised by the new world trading situation
is ironic, in the light of history. One of the chief reasons for
establishment of the International Monetary Fund and a set of rules
for the world monetary system -- chiefly exchange rate rules -- was
the fear of "competitive depreciation" of currencies, such as had
been practiced in the years of the Great Depression of the 1930's.
Now, in an age of inflation, that no longer is the problem. Nations
are reluctant to devalue -- even if such a move helps exports --
because a downward change in the exchange rate makes domestic
inflation worse. Today's problem is different, though analogous.
The typical international "sinner" today is the nation that refused
to let its exchange rate rise, for fear of harming its export industries.
To the extent that a nation -- through intervention on the foreign
exchange markets or controls on incoming flows of capital --
prevents appreciation of its exchange rate that otherwise would
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occur, it is in a real sense subsidizing its exports and penalizing
imports, and thus hurting other nations. The revised articles of
agreement of the IMF explicitly recognize this problem, and it is
fair to say that nations such as Japan, which once regarded
exchange rate appreciation with great fear and trepidation, are now
much more willing to abide by the rules of the game and allow their
currency values to float upward as market forces dictate.
Nonetheless, the problem of exchange rate manipulation will be a
continuing one in the years ahead, and it is as much a problem of
trade policy as of international monetary policy.

Agricultural Trade

One trade policy problem has not changed, but a kind of
resignation has settled in about dealing with it. Practically every
nation in the world has treated agriculture as a special case in trade
policy, maintaining many kinds of instruments such as variable
levies and outright quotas to protect domestic farmers against
cheaper imports. With the possible exception of New Zealand, the
United States has been the greatest sufferer from this stubborn
refusal of the world to risk agricultural free trade, simply because
the United States is the most efficient producer of a wide range of
agricultural products, particularly grains. However, the United
States does not have completely clean hands because it, too, has
rigid protection in some items, such as dairy products.

American negotiators have fought a. long, and only partially
successful, battle in a series of trade negotiations lasting for three
decades to improve access for U.S. farm products in foreign
markets, particularly the markets of Europe and Japan. But while
foreign barriers remain, U.S. agricultural exports have risen
impressively all the same, as noted earlier. This is because of
sharply improved U.S. productivity in agriculture, which holds
down U.S. costs, and because the rest of the world needs more food.
Even if domestic farmers in foreign countries are guaranteed the
opportunity to sell their products first, making the United States a
kind of residual supplier, demand growth has been so great that
U.S. exports have continued to increase.

The welfare of the world's consumers of food has not been well
served by the combination of domestic support prices and import
barriers that is the farm policy in most of the world. In theory and in
practice, agricultural free trade would mean cheaper food nearly
everywhere. But there are powerful social and political reasons for
the present state of affairs, and a major change cannot be regarded
as probable.
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Imports from Developing Countries

Probably the most difficult trade policy issue in the years
ahead -- though now it is little more than a cloud on the horizon -
will involve imports of manufactured goods from the "middle
income" (and a few "low income") developing countries. As noted
elsewhere in this paper, the single greatest contribution the United
States can make to the economic advancement of these countries --
far greater than "foreign aid" -- is to maintain and increase U.S.
imports from them.

Furthermore, the U.S. record has been good to date, despite
some import restraints such as those on textiles from nearly all
countries and on televisions from South Korea and Taiwan.
Excluding oil, imports from the developing countries have
approximately quintupled in the last decade, reaching almost $45
billion in 1979.

The problem has arisen when the volume and variety of these
imports begin to have a larger impact across U.S. industry. While
many elements enter into the cost of foreign goods, there is no doubt
that labor costs in these countries will continue indefinitely to be far
lower than those at home or in other industrial countries. It is
possible, of course, that this issue will never become acute but
rather will emerge as a series of specific cases, spread out over time,
that are resolved pragmatically under U.S. law.

In addition, in many cases imports from the middle income
developing countries will displace imports from Japan or parts of
Europe rather than domestic production. If the United States
pursues a policy that is basically one of an open economy, other
countries must understand that there will be occasional exceptions
-- an escape clause injury case here, countervailing duties imposed
against subsidized imports there. In any case, there seems no
present reason for the United States to adopt a "new" trade policy
to cope with this problem. If current practice is followed, it is clear
the export volume to the United States from the poorer countries
will continue to grow.

Adjustment Policies

This prospective growth, even if it does not require a change in
trade policy as such, is likely to focus greater attention on the need
for "adjustment" policies in the United States. Adjustment
assistance has included such measures as special unemployment
compensation and retraining for employees who have lost their jobs,
financial assistance to companies, and grants to communities
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adversely affected by imports. Actually, suffering for individual
groups of workers, and even whole communities, can occur for
reasons other than imports, and a strong case can be made that
adjustment policies should deal with these problems across the
board, i.e., regardless of the cause of the change. It frankly must be
recognized that the array of adjustment policies, here and abroad,
have not been particularly successful thus far, and efforts should be
made to make them more effective.

Some thoughts should be given to policies which do not simply
shore up a depressed industry that is losing its comparative
advantage, but enable the resources of that industry to flow in new
and more profitable directions.

Greater emphasis should also be placed on retraining and
possibly relocating displaced employees for jobs in growth sectors of
the economy. What government can and should do to ease the
transitions caused by shifts in world and domestic markets will
remain a subject for debate and experimentation, hopefully with
better results in the future.

Trade with Communist Countries

Two other trade policy issues are not new but are likely to
provoke continued attention. The first involves trade with the
Communist countries, where the price and availability of any
product are not fixed by the market, or even by costs, but by the
state. Political factors have taken precedence over economic factors
in determining trade decisions with Communist countries. This has
been so in case by case and year by year, in this area of U.S. trade,
both export trade and import trade. This is as it should be and must
be. Moreover, for the foreseeable future -- even apart from political
factors such as the state of U.S. relations with the Soviet Union --
there will be limits on the volume of this trade that are set by the
ability of the Communist countries to sell desirable goods in the
U.S. market; that is, given the general desire of these countries for
"balanced" trade, U.S. exports cannot for long exceed, in a major
way, its imports; and imports are limited more by what is offered
than by special trade barriers applied to goods from these countries.
It would be poor policy -- and is unlikely in any event -- for the
United States to depend on Communist sources for a substantial
portion of its supply of any product, though exceptions may have to
be made in the case of a few raw materials. Furthermore, while
there have been few cases thus far, U.S. law properly provides
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special remedies against injury to domestic producers caused by
imports from those countries, where the price may be set
independently of the cost of production. Trade with Communist
countries in the years ahead no doubt will continue to pose a series
of specific policy choices (grain embargoes, most-favored-nation
tariff treatment, exports of goods embodying high technology, but
it seems safe to say, figuratively speaking, that the volume of
headlines will exceed the volume of trade.

Export Financing

The second issue is export financing, meaning chiefly the
operations of the Export-Import Bank.*

There is a school of thought that strongly doubts the value to
the United States of any subsidy at all for export financing, even if
the lack of subsidy means some loss of export sales. Besides this
view, budgetary problems periodically afflict the government's
attitude toward the Eximbank, its lending operations being cut
back from time to time merely to reduce net budgetary outlays. As a
practical matter, in a world where export business now accounts for
a sizeable number of U.S. jobs -- and where the trade balance
affects the dollar's exchange rate and hence the domestic price
level -- there are pressures on the United States to provide export
financing facilities that are competitive with those of the other
industrial countries, even where subsidies are involved. The United
States cannot deny itself this tool. However, international
negotiations to reduce the level of subsidy are a possible
alternative. If international negotiations to moderate the "credit
war" do not succeed, there is a case for review by Congress of the
present Eximbank facilities with a view to making them more
competitive with the export credit programs of other industrial
countries in such areas as the interest rate, amount financed,
insurance coverage and "blended" credits which combine grant aid
with export credit, although the costs as well as the benefits of such
a program must be understood. In addition, an evaluation of direct
export financing programs must take into consideration differences
in the tax systems among industrialized countries; in particular, the
use of the Value Added Tax in Europe.

* The Eximbank was established in 1934 to facilitate export transactions between
U.S. sellers and foreign buyers through various loan and guarantee programs.
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General Agreement on Tariffs and Trade

Apart from a series of specific trade decisions in all of these

areas, U.S. trade policy in the years since World War II has been

dominated by a series of "rounds" of general international trade

negotiations, conducted under the auspices of the General

Agreement on Tariffs and Trade (GATT) in Geneva. Hardly a year

has passed which did not include preparation of trade legislation for

Congress in anticipation of a new "round," lengthy congressional

consideration of the legislation, or the negotiations themselves.
The most recent Tokyo round was concluded in 1978, and the

rhythm from now on may well be different. Along with a further

reduction of tariffs (which are now in general quite low in all the

industrial countries), the latest round produced agreement on a new

set of trading codes in such areas as subsidies, custom valuation

procedures and government procurement, though it did not solve all

problems in the area of nontariff barriers to trade. It seems probable

that the years ahead will see a focus on the gradual development of

"case law" under these codes, including numerous individual points

of friction, rather than any new effort at a general trade
negotiations.

It is possible that if sluggish growth and rising unemployment

persist among the industrial countries in the years ahead, there

could emerge a fundamental change in trade policy around the
world in the direction of protectionism. Despite many fears, and a

few publicized cases of new trade barriers, this has not been the case

so far, as the continued strong growth of world trade testifies. The

interest of the United States continues to lie in a generally open
trading world.

Management of Commercial Policy

As can be seen from this staff study, trade policy now extends
far beyond the issues of high versus low tariffs, or free trade versus
protectionism. Yet, despite the diversity and complexity of the
problems resulting from the world trade explosion, the United
States, the world's largest trader, has been the only major power
without a department of ministry with primary responsibility for
foreign trade. Instead, a number of government agencies have been
responsible for various aspects of trade policy, often involving
competing aims and claims: The Department of State (overall
foreign policy); Treasury (customs, dumping, and balance of
payments considerations); Commerce (domestic business interests
and export control); Interior (oil and mineral policy); Defense
(military and intelligence policy); and Labor (adjustment
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considerations for U.S. workers). There are valid historical reasons
for this lack of central organization of commercial policy.

The many different agencies have their counterparts in
nongovernmental groups and lobbyists who have often pursued
competing goals through these respective government departments.
Neither the departments nor their constituents have been willing to
see U.S. trade policy centralized in one office where they would
have to compete on common ground. Yet, the need for a unified
U.S. foreign economic policy has become increasingly apparent in
the postwar world as overseas competitors have outperformed the
United States in the increasingly complex area of commercial policy
management. The advantages enjoyed by the monolithic
negotiating tactics of Communist bloc countries are obvious, but a
growing number of democratic governments also leave fewer of their
decisions solely to the private sector. Many more companies are
partly state-owned or dominated and the shadow of government
looms increasingly in trade decisionmaking. However, it is easier to
formulate a consistent commercial policy in a smaller, more
homogeneous and more elitist nation than in the large, diverse and
regional United States.

To help meet the problem, the Trade Expansion Act of 1962
created a new cabinet level post -- the President's Special
Representative for Trade Negotiations (STR). Since that time, the
strength or weakness of the office has depended uniquely on the
individual who has filled it and on his personal access to the
President and his influence with Congress.

The most recent attempt at an administrative solution to this
problem was the establishment, in January 1980, of the
International Trade Administration (ITA) in the Department of
Commerce to bring together in a single agency the government's
nonagricultural internationl trade functions, including export
promotion, and, on the import side, administration of the anti-
dumping and countervailing duty laws. The reorganization
consolidates U.S., trade policy leadership and trade negotiations in
the Office of the U.S. Trade Representative (formerly the Office of
the Special Representative for Trade Negotiations) which remains
in the Executive Office of the President with the Trade
Representative retaining Cabinet rank.

The Commerce Department is now responsible for
implementaion of trade policy in general, in addition to its ongoing
responsibilities in export promotion, adjustment assistance and
export control. In other words, the reorganization focuses
policymaking responsibility in the Office of the USTR and vests the
major responsibility for day to day operations of trade policy in the
Commerce Department. Close scrutiny should be given to the
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jurisdictional shift of the commercial attaches in U.S. embassies
abroad from State Department to the new ITA. Unless positive
results -- especially on exports -- are quickly forthcoming, trade
implementation should be merged with trade policy and the
attaches should be administered by the Office of the USTR. It is too

early to say whether this major reorganization is a success; it
expands the trade role of the Commerce Department, but it remains

to be seen whether this will produce a unified trade policy. It is also

difficult to say whether the suggested creation of a new Department
of Trade (or Trade and Investment) would be a satisfactory
solution, but in the present economic climate, any added
bureaucracy in the next few years would be hard to justify.

The last five Administrations have come out with strong "new"

export policies, but there was never any strong follow through. In
the next decade, U.S. Presidents will have to recognize the
importance of foreign economic policy and the need for its
coordination. In this way the role of the USTR would inevitably be
enlarged, not only in access at the White House, but in strong

support in Cabinet meetings where the old jurisdictional quarrels
must be settled:
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III
THE OIL CRISIS AND

U.S. ENERGY DEPENDENCE

As the United States progresses into the decade of the 1980's, it
confronts the harsh reality that the age of abundant and cheap
energy has ended. The fragility of foreign supplies is once again
dramatically illustrated by the Iraq-Iran conflict with its threat of
widespread disruption of Middle East oil. The key to the problem is
U.S. dependence on imported oil. Indeed, petroleum is the primary
area of U.S. international dependence.

From 1972 to 1980, a handful of petroleum exporting countries
succeeded in raising the price of crude oil from under $2 a barrel to
over $30. In 1973, the Arab members of the Organization of
Petroleum Exporting Countries (OPEC) embargoed oil shipments
to the United States, and late in the same year, oil prices rose by
more than 400 percent to $10 a barrel. At the same time, OPEC
members produced and exported a lesser volume of oil from 1973 to
1979. In 1979 alone, oil prices doubled from less than $13 a barrel to
more than $26 a barrel, in large part because Iranian production
fell.

Today, the uneven collaboration of five great exporters --
Saudi Arabia, Iraq, Kuwait, Nigeria and Libya -- and a decline in
their excess capacity, is more than enough to maintain these
policies. Following OPEC price initiatives are other countries --
Great Britain, Norway, Mexico, China with its small output, and
Canada with no net exports. Thus, the oil price revolution over the
long term is expected to be effective (although there could be market
blips caused by temporary changes in supply and demand) in part
because of an increasing scarcity of petroleum resources, and in part
because of the locations of these resources and the political controls
over their production.

In the wake of the 1973 to 1974 oil crisis, some of the leading
industrialized countries established the International Energy
Agency (EA) as an autonomous multilateral forum within the
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Organization for Economic Cooperation and Development (OECD)
to implement the International Energy Program adopted in 1974.
This program and the IEA were attempts to strengthen cooperation
on energy conservation, to coordinate research and development
policies and funding, to provide an information system, and to share
oil supplies in an emergency. While the 20 members of IEA have
considered unified bargaining with OPEC, there is no agreement
thus far, and OPEC has refused to negotiate with IEA.

World Supply

The world possesses huge oil reserves, but new oil discovery
rates have declined, and there are technical, economic, and
institutional as well as political constraints on world oil production.
The prognosis for sluggish or declining world oil production is
reinforced by a consideration of prospects in OPEC, other industrial
and developing countries and the United States.*

In 1979, world production of crude oil reached a total of about
60 million barrels per day, or 22 billion barrels per year. In 1978,
the World Energy Conference estimated that the size of the earth's
remaining resources of conventional oils excluding oils from shales
and tar sands was about 300 billion metric tons. Informed judgment
is that, were limitations restricted to the cost of alternative fuels and
the availability of technical and managerial capacity, the world
supply of conventional oils could be expanded to 90 million barrels
per day (or about 4.5 billion metric tons per year) by the early 1990's
and perhaps to a range of 200 to 220 million barrels per day by the
year 2000.

The controlling political limitations, however, make this
expansion most unlikely. First, there is the successful policy of
OPEC and other oil producers of earning more by producing less.
Second, there is the continuing incompatibility between many less
developed countries and the petroleum enterprises of the most
advanced nations. Frequently, the experienced oil companies do not
trust developing countries to observe long-term contractual
arrangements and therefore are not interested in large-scale
participation.

* The World Bank is studying the possibility of establishing a proposed energy
affiliate which would concentrate on increasing conventional and renewable energy
production and provide funds for exploration of new energy supplies. The idea wvas
put forward at the 1980 Vienna Summit meeting of seven industrial countries and
supported by the Bank's Board of Governors which initiated the study.
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* Of all the world's firmly proven and prospective crude oils,
totalling 115 billion metric tons, some 68 billion are in the Middle
East and 14 billion in the Communist countries. The latter may
have decreasing or vanishing surpluses for export and their net
exports may have already peaked (at 1.0 million barrels per day) in
1978. The OPEC group, consuming less than 8 percent of its own
production, exported 28 times as great a volume of oils as the net
exports of the Communist bloc even in 1978 and 1979. However --
and here is the nub of the world price squeeze -- the OPEC group
produced less crude oil in 1979 and in every year from 1974 to 1979
than it was producing, at an annual rate, in the third quarter of
1973, immediately before the oil price revolution. Total proven and
near prospective crude oil reserves of the OPEC group are being
tapped at a rate of a little over 2 percent per year, with the stronger
OPEC suppliers in no hurry to "prove up" additional reserves.

There are technical as well as political constraints on OPEC oil
production resulting from greater interest among OPEC producers
in maximizing the recovery rate of their reserves and in conserving
light crude. They also have financial and social concerns centering
on the wisdom of accumulating massive financial assets, and on the
effect of these assets on the pace of internal economic and social
development. But above all, the value of being an oil export country
is increased if worldwide production of oil is reduced. Exporting
countries (with some exceptions such as Kuwait and Saudi Arabia)
are realizing that they can reduce production of a nonrenewable
energy resource while the price of oil rises, and that the end result
will be increased oil revenues with less production. It is a simple
case of being able to produce less but earn as much or more annually
over a period of time because the unit price increases as supplies
become scarce and the relative price of energy rises.

In non-OPEC oil producing countries, the situation is as
follows:

United Kingdom: North Sea production will peak in the
early 1980's. Barring discovery of new fields, output will begin to
fall in 1983 or 1984. (Norway is already restricting North Sea
production.)

USSR: Available evidence indicates that in the next three or
four years, the Soviet Union -- the world's largest oil producer --
may be forced to choose between curtailing oil consumption or
becoming a net importer of oil. A reversal of the recent production
slowdown would depend upon the discovery and development of
new oil fields, but the impact of any new finds would not be felt
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before the early 19 90's. With domestic oil production declining and
demand growing, the USSR may become an increasingly aggressive
competitor for access to Persian Gulf crude. This has implications
not only for the world price of oil, but for national defense as well.

Developing Countries: Substantial increases in oil
production will be realized, as is already visible in Mexico, Egypt,
India and Malaysia. However, most of the incremental supply will
be diverted to support increased oil consumption in other
developing countries.

Mexico: Current Mexican efforts contemplate raising oil
production to roughly 4 million barrels per day in the early 1980's.
(This contrasts with current domestic consumption rates of
approximately 1.1 million barrels per day.) The proximity of
Mexico to the United States offers great potential for mutually
beneficial trade and other arrangements. The same is true, of
course, for Canada -- though there the quantities that may become
available forU.S. purchase in the 1980's seem more limited.

United States: A virtually stagnant level of domestic energy
production has been accompanied by an increase in energy
consumption. U.S. crude petroleum output peaked in 1970 at 9.2
million barrels per day but sagged during the decade despite new
Alaskan supplies. By decade's end, the down-trend appeared to be
leveling out, but production during the first 10 months of 1980 --
estimated at 8.62 million barrels a day -- still was below the 1970
figure.

U.S. Consumption

Despite the Arab oil embargo, and the eightfold increase in oil
import prices, U.S. energy consumption continues to be petroleum-
intensive. The result has been net energy imports rising from 13
quads in 1973 to 16 quads in 1979, nearly all of which took the form
of petroleum products. (One quad is the energy equivalent of 180
million barrels of oil.)

In 1979 as in 1973, 47 percent of the energy consumed in the
U.S. was petroleum, but the percent of this petroleum imported
from abroad jumped from 36 to 44 percent. imports as a percentage
of U.S. consumption rose from 19 percent in 1960 to 24 percent in
1970 and then almost doubled to about 43 percent in 1979.
Imported crude oil is an increasingly important source of the
petroleum consumed. In 1973, 54 percent of net energy imports
consisted of crude oil. By 1979, crude oil constituted 80 percent of
U.S. net energy imports. (Parts of this increase is attributable to the
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displacement of refined product imports by domestic products
because of the increase in U.S. refining capacity.) In only 11 years,
the cost of U.S. imports of crude oil and refined petroleum products
has increased by over 25 times. It is estimated that this import cost
will rise to something in the general range of $100 billion in the year

1980. By 1978 -- five years after the Arab oil embargo -- OPEC was

the source of 69 percent of U.S. petroleum imports, up from 48
percent in 1973.

Since 1973, total U.S. energy consumption has risen, in spite of
relatively successful conservation efforts and more efficient use of

energy, particularly in the industrial sector. The U.S. remains
increasingly dependent upon imported oil, with OPEC the critical
supplier.

These facts have a significant bearing on U.S. productivity,
since energy availability and energy prices have a central role in the
process of economic growth and productivity improvement. Oil
price increases tend to erode productive efficiency and the rate of
productivity growth.

The United States should, of course, direct its policies toward
reducing U.S. dependence on foreign oil. It can do this at home by

encouraging further conservation, greater production from
conventional energy sources, and increased research in new
technologies and new energy sources.

On the international front, the United States can actively seek
access to more secure foreign energy sources, such as Mexico and
Canada, at more stable prices. It can also encourage the
development of oil and natural gas exploration in the developing
countries through technical assistance and the equity participation
of U.S. enterprise.
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IV
RELATIONS WITH DEVELOPING COUNTRIES

The importance of the developing countries to the international
economic system and specifically to the U.S. economy has grown
tremendously in recent years. The energy crisis dramatized
American dependence on third world countries, which supply about
40 percent of the oil consumed in the United States as well as other
strategic raw materials. These countries, however, are also growing
markets for U.S. exports. In several instances, the increased U.S.
industrial exports to the non-oil producing developing countries
have been financed by sharp increases in their international loans.
(The general pattern of this rising debt is discussed in Chapter V.)

Many of these countries, with a sizeable government-owned
sector, are interested in building up their own export bases. More
and more trade and investment decisions are made through quasi-
political negotiations between governments and corporations
instead of being based on traditional marketplace forces. So, while
most of the developing countries provide opportunities for U.S.
private investment, the benefits of investment from the U.S.
Government point of view (as opposed to the corporate) are often
ambiguous. (For more on U.S. investment abroad, see Chapter VI.)
Economic conditions in third world countries now have a significant
impact on global economic growth. For this reason, U.S. foreign
economic policy will have to pay increasing attention to relations
with the less industrialized countries.

Developing countries are in no sense a single group, but fall
into various categories with different concerns and problems. On the
basis of 1978 GNP, the World Bank divides developing countries
into: Low-income with a GNP per person of $360 and below; and
middle-income with a GNP per person above $360. The 13
members of OPEC fall into a separate category. Among the middle-
income group, there are the advanced developing or newly
industrialized countries (NICs) such as Hong Kong, Singapore,
Taiwan and South Korea as well as Mexico and Brazil, which are
also rich in natural resources. In 1959 there were 96 independent
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nations in the world; in 1980 there are 167, and all of these newly
independent countries are considered to be "developing." Of these,
119 are members of the so-called Group of 77, also referred to as the
"South," as distinguished from the industrialized non-Communist
states of the "North."

New International Economic Order

Over the years, the focus of developing countries has shifted
from aid to trade and investment, and broadened to the exploitation
of ocean resources, increased world food production and energy
problems. These widening economic and political concerns of the
third world are reflected in the movement for a new international
economic order (NIEO). The basis for NIEO lies in the third
world's dissatisfaction with what it considers inequities and
discrimination in the global economic system. The program, first
broached at the United Nations in 1974, has three main goals: to
increase the transfer of resources from the developed to the
developing world; to achieve greater economic independence for the
developing world; and to gain a larger voice in international forums.

Developing countries are concerned with industrializing and
exporting manufactured products on preferential terms, primarily
labor intensive consumer goods. NIEO members also want access to
technology on more favorable terms and a greater decisionmaking
role in the activities of multinationals and private investors in their
countries. While some of the planks in the NIEO program presently
are opposed to the United States point of view, and many of them
are at least controversial, the United States does understand many
of the concerns which they reflect and it will have to give more
attention to the politics and policies of handling these growing
demands.

Aid to the Poorest

In the last three decades, the rate of economic progress in the
various developing countries has been significant in the aggregate,
although the rate of progress between individual countries differs
widely. In general, average incomes have doubled since 1950 and
literacy and life expectancy have increased appreciably, but
absolute poverty measured in hunger, disease, illiteracy and high
mortality rates is still widespread.

The development of human resources -- especially for women
and children -- seems to be consequential rather than causative in
relation to economic growth in most of these countries although
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more educational opportunities, better nutrition and health as well
as family planning are all closely related to poverty reduction in the
long run. Traditionally, the United States has been a supporter of
human development efforts here and abroad, in part because
support for the poor has a legitimacy that transcends culture,
religion, ideology and class. This is particularly true where children
are involved. The idea that every child should have a fair start --

without the handicaps of disease, illiteracy and malnutrition--
predates the founding fathers.

About 800 million people now live in absolute poverty at the
margin of subsistence; most are in South Asia and Sub-Saharan
Africa, with perhaps two-thirds in four countries: India,
Bangladesh, Pakistan and Indonesia. The World Bank estimates
that about 600 million will still be in this condition by the year 2000.
For these low-income developing countries, the United States has
immediate moral and humanitarian concerns in addition to long-
run economic and political interests. The United States provides
both bilateral and multilateral assistance to these countries. In
recent years, the United States' bilateral foreign aid program, which
now amounts to about $1 billion a year, has grown very little with
Congressional and public support apparently weakening. In the
past 10 years alone, the real value of total United States aid has been
cut in half. Often it has been left to the private non-governmental
organizations to take the initiative in aid, for example, to Asian
refugees.

On the multilateral side, the International Development
Association (IDA), established in 1960 and administered by the
World Bank, is the principal channel targeted toward the poorest,
with the rural poor the chief beneficiaries. Of a total $5.8 billion
loaned by the Bank in FY 1980, $1.4 billion in loans were from the
IDA. The United States has provided over 30 percent of the total
funding for IDA, which extends loans or "credits" at low interest
rates of 0.75 percent and long repayment periods of up to 50 years.
For the 1980-83 period, the projected U.S. share is reduced
somewhat but, at over $3 billion, is still by far the largest
contribution. Germany and Japan have increased their shares to
12.5 percent and 24.7 percent of the total, respectively.

Trade with Developing Countries

While "foreign aid" is and will continue to be essential, U.S.
development policy in the future is more likely to emphasize trade
and investment opportunities. Perhaps the greatest immediate
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contribution the United States can make to the economic
advancement of the developing countries is to maintain and expand
markets for their imports. The U.S. record in according market
access to these countries has been good, despite some specific import
restraints on shoes, textiles and televisions: approximately a quarter
of U.S. imports are from non-OPEC developing countries.

Despite the positive effects of this trade for the United States,
growing imports of manufactured goods from the middle-income
developing countries and even from a few low-income countries will
pose a problem when their volume and variety begin to have a larger
impact on U.S. industry, especially because of their lower labor
costs. These competitive exports from countries such as South
Korea, Taiwan, Hong Kong and Singapore will require ad-
justments by U.S. industry and occasionally the application of
specific remedies, the scope of which has been enlarged in law, code
and custom over the last six years. Increasingly, in considering
causes and solutions to apparently disruptive trade impacts, it is im-
portant to remember that import trade is with growing frequency
not just trade with foreigners. The television set from Taiwan may
be the product of an expatriate manufacturer who presumably
brought capital and knowledge from the United States where some
of the resultant profits will eventually be remitted.

Considering all these complexities, it must be granted that U.S.
policies to date have accorded the developing countries access to
selling in American markets on a very large scale. U.S. policy
should be to continue this access -- which has been crucially
constructive in their development to date -- with an increasing eye
to smoothing out resulting community or market disruption.

Commodity Agreements

Of the various issues involved in trade between the Third
World and the United States, perhaps none is more troubling
politically than the exports of agricultural and mineral commodities
from developing countries. *

Concerned that their commodity exports yield stable and
remunerative prices, -the resource-rich countries want negotiated
agreements on specific agricultural or mineral commodities. This
policy, perceived by the Third World as a way of restructuring the
international economic system so as to achieve a larger share for its
raw materials, has been a focal point of NIEO. Given a choice,
however, many developing countries are more interested in

* See "The North-South Dialogue and Its Bearing on U.S. Commodity Policy," by
Bernard Blankenheimer, printed in Volume IX, SSEC.
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exporting manufactured products as their industrialization gets
under way. Already, a striking feature of current export trade has
been the declining proportion of primary commodities in relation to
total annual exports.

U.S. policymakers, the great majority of whom continue to
oppose most commodity agreements, consider that the real aim is
not price stabilization and moderation of short-term fluctuations
but rather an ever higher price and increased total export revenues.
However, the United States has joined the 5th International Tin
Agreement and Congress has authorized a U.S. contribution to the
buffer stock operated by that Agreement. The United States has
also joined, with Congressional approval, the new International
Rubber Agreement, which will use a different kind of buffer stock
device. Price stabilization through buffer stocks is generally viewed
as preferable to export or production restraints, but experience to
date with the few commodity agreements, such as the tin-
agreement -- which have used buffer stocks -- is not encouraging.
Prices have risen in times of shortage and the buffer stocks have not
been able to prevent these increases.

Given the international inflationary environment, and the
historical experience of existing commodity agreements, to only
"stabilize upward," the United States should differentiate buffer
stock mechanisms, and other features of future agreements, to avoid
existing institutional pressures to raise prices.
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V

THE CHANGING WORLD
OF INTERNATIONAL FINANCE

At the end of World War II, the major financial powers,
particularly the United States and the United Kingdom, established
a new kind of gold standard. Under the Bretton Woods Agreement
of 1944, the value of other currencies was stated in terms of dollars,
and dollars were in turn linked to a fixed quantity of gold, at $35 an
ounce. Under this system the dollar became the principal source of
international reserves.

The Dollar as a Reserve Currency

The structure of the Bretton Woods system contained several
serious flaws. Pressures for adjustment fell largely on countries
experiencing balance of payments deficits rather than on those in a
surplus position. Exchange rate changes, though permitted by the
system, proved politically difficult, even when clearly needed. It
was particularly difficult for the key currency country, in this case
the United States, to react effectively to a persistent payment
imbalance, and it was almost impossible to devalue the dollar.

A steady expansion of international reserves was needed to
finance a rapidly growing volume of international transactions.
Persistent deficits could supply a steady stream of dollars, but also
acted to reduce the durability of the dollar as a financial asset.

The Bretton Woods system was under attack throughout the
1960's. The demise of the system came when dollar convertibility
into gold was abruptly terminated in August 1971. By 1973, the
principal financial powers had abandoned the relatively fixed rate
system of Bretton Woods for one of flexible or freely floating rates
with currencies moving in response to supply and demand for each
currency.

There had been some expectation that the need for
international reserves would be greatly reduced under the flexible
exchange rate system, but that has not been the case. Part of the
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reason is that nations have continued to feel the need to intervene in
foreign exchange market trading which requires reserves.

The dollar is still the world's principal reserve asset and is
likely to remain so through the coming decade, chiefly because the
alternatives to dollar assets appear quite limited. At the same time,
the world appears to be moving hesitantly in the direction of a
multi-reserve currency system. The movement to flexible exchange
rates has made it desirable for central banks as well as private
corporations to reduce their exchange rate risk by holding a
portfolio of currencies. Next to the dollar, the largest "reserve
currency" -- private and public -- is probably the pound sterling,
but the United Kingdom, understandably, does not want to play a
major role. Germany, Japan and Switzerland, the only other major
candidates for shared reserve responsibilities, have been reluctant to
accept the limitations that come with managing a reserve currency,
but the combination of large current account deficits, energy
dependence, and the financial plans of the OPEC members with an
investible surplus, has begun to change German and Japanese
practice.

The world may also turn again to the IMF to provide a
managed increase in world reserves. Dollar instability in the late
1970's had spawned discussion of a new IMF facility where official
holders of dollars could exchange them for an updated version of
Special Drawing Rights (SDRs). The proposal for this substitution
account stalled over questions of how liquid the SDRs would be,
what interest rate they would carry and who would bear the risk of
loss should the dollar depreciate relative to the SDR. Dollar
recovery and American financial restraint in 1979 and 1980 reduced
the pressure for movement away from the dollar, but the proposal
could be renewed at a later date.

Flexible Exchange Rate Policy *

The purpose of exchange rate policy should be to facilitate
international transactions at a level and composition which result in
a desired balance of payments. The optimum balance may be in
surplus or in deficit, depending upon the phase of the business
cycle, special factors such as oil imports, or the state of the country's
development and its need and attraction for imported capital.

* For a more detailed discussion, see the following two papers in the SSEC study:
"Monetary and Fiscal Policy with Adjustable Exchange Rates" by William H.
Branson. and "International Liquidity Issues and the Evolution of the International
Monetary System" by Thomas D. Willett.
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There is an additional burden on the United States, as the
dollar has a role beyond simply that of a national currency. Because
the dollar is still the world's major reserve currency, and the vehicle
by which many transactions by third countries are carried out,
changes in the dollar exchange rate can have worldwide effect.
Thus, the Canadian dollar was allowed to float from 1950 to 1962
without upsetting confidence in the world economy. A floating U.S.
dollar, however, affects the purchasing power of persons and firms
in every trading country. Fortunately, there is ample opportunity
for traders to hedge in the foreign exchange markets.

In its simplest form, there are two parts to an exchange rate
policy: What the existing rate should be, and the conditions under
which the existing rate should be allowed to change. Factors which
affect an appropriate existing rate include the composition of trade
flows, elasticities of demand for various products, and domestic
conditions such as the unemployment rate and inflation rate.
However, this "appropriate" rate would be the same whether one
operated under a fixed or a floating rate regime. What is new about
floating rates, therefore, is that they change under different
conditions than do fixed rates.

During the 28 years of the Bretton Woods system,
"fundamental disequilibrium" was the term used to describe the
conditions under which changes in exchange rates were permissible.
Members of the International Monetary Fund were to refrain from
changing the par value of their currency except to correct a
fundamental disequilibrium. Under a floating rate regime, changes
in exchange rates are generally determined by market perceptions
about underlying economic trends, or about the intentions of
government either in correcting those trends or in intervening in the
exchange markets.

The important difference in the two systems is that they pose a
different set of constraints for domestic economic -policy. Under
fixed rates, international economic events posed constraints on
domestic economic policy largely through two related channels:
Balance of payments developments and gains/losses in monetary
reserves. In other words, domestic policy remained relatively free
from international pressures, so long as these pressures did not
exceed the ability of a nation's central bank to keep its currency
within its allowable margin of exchange rate fluctuation. *

* Even under fixed rates. exchange transactions between the currencies of members
were allowed to differ from the par value by I percent on each side of par.
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In the U.S. case, the ultimate constraint was the level of the
gold reserves.

The hope of those who supported a floating rate regime was
that domestic policy would be free of these kinds of constraints. The
floating rate system was theoretically designed to yield
automatically a value for each currency which would ultimately
result in balance-of-payments equilibrium. Policymakers have come
to learn, however, that exchange rate appreciation or depreciation
do constitute a major restraint on domestic policy. Furthermore,
since exchange rates are the link between prices and costs in the
United States and in other countries, a floating system means that
the link is more immediate, and that the connection between
domestic and international policy is more direct. This means that
domestic monetary policy changes -- especially changes which
affect interest rate levels -- show up rapidly in the form of exchange
rate changes.

Fiscal policy, too, is closely linked to the dollar exchange rate.
Under flexible rates, domestic expansion led by fiscal policy changes
directly affects exchange rate expectations, which in turn erode the
value of the dollar in the foreign exchange markets. This
depreciation can take place even before the fiscal policy changes
have had a measurable effect on aggregate demand. Thus, import
prices, and the prices of domestically produced goods competing
with those imports, can influence the rate of inflation before
domestic fiscal policy has had a chance to spur employment. In this
sense, according to studies produced for the SSEC, the
inflation/unemployment tradeoff is worsened under a flexible
exchange rate system. *

Exchange rate policy for the United States, then, encompasses
elements of domestic as well as international policy. The present
system demands greater attention to price stability than previously.

Despite this problem, virtually all economists agree that the
major changes in the international economy since the OPEC oil
price hikes in 1973-74 could have been accommodated only with a
floating exchange rate system. There is no way that IMF member
governments could have arrived at realistic fixed exchange rates in a
setting where the composition and volume of trade flows, and the
prices of individual products, were changing so rapidly from month
to month. What was necessary at that time was an international

* See especially "Stabilization Policy in the Open Economy-. by Ruidiger
Dornbusch: also 'Monetarv and Fiscal Policy %with Adjustable Exchange Rates" by
William H. Branson. Volume IX. SSEC.
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exchange rate system where changes in domestic economic
conditions could be translated rapidly and efficiently into exchange
rate changes. The death of the Bretton Woods system came not a
year too soon.

In its administration, the system of flexible exchange rates has
not been ideal. The economist's model of a system where changes in
underlying conditions are translated efficiently into exchange rate
changes is obviously not taking place in the real world. Most
economists predicted that rate changes would ordinarily be gradual,
and approximately equal to differences in inflation rates between
the United States and its major trading partners. But equilibrating
forces have not been as automatic as had been hoped and there have
been some unexpected turns. For example, between March 1973
and September 1975, there were six occasions when the dollar
exchange rates for most of the major currencies rose or fell sharply
in the course of a few months, sometimes by 20 percent or more. At
the end of the 30-month period, the dollar exchange rates for these
currencies were not substantially different from what they had been
in the beginning. Underlying economic conditions do not change so
much so quickly, nor do they reverse themselves so completely. It is
probable that the exchange rate gyrations served simply to clear
markets dominated by speculative expectations. *

In addition, many third world countries have linked their
currencies to the currency of a major industrial country which is a
major trading partner in order to avoid the inevitable price
distortions which would result if the link were not so direct. This
means, however, that changes in the dollar exchange rate could
affect the value of the Pakistani rupee and the Venezuelan bolivar
against European currencies and the yen even if Pakistan and
Venezuela were not experiencing major shifts in underlying
economic conditions.

Another assumption by economists was that trade flows -- the
major evidence of international competitiveness -- would follow
changes in exchange rates and thus adjust a country's balance of
payments at an equilibrium level more or less automatically. This
assumption, also, was mistaken. A sharp depreciation of the dollar
vis a vis other major currencies could show up in domestic price
changes as much as trade flows, as domestic producers who compete
with foreign manufacturers simply raise their prices rather than

* Oscar Gass estimates that speculation in exchange rate "position taking" activitv
probably is amounting to around $70J trillion. See '"Ihe International Economic
Posture of the United States." Chapter ., on his discussion of "Floating.' printed in
Volume IX. SSEC.
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attempt to gain additional market shares. This inflationary effect of
currency depreciation has been shown, as a practical matter, to be
the more dominant one over the short term. What this means is that
many imports -- which should become more expensive and thus less
attractive with depreciation -- instead become no less price
competitive than the domestically produced product, but still are
more expensive. This results in a worsening of the balance of
payments over the short term, even though exchange rate
depreciation is probably helpful over the long term. This effect is a
practical reality which must be taken into account by policymakers.
It complicates the balance of payments picture, since foreign
exchange markets will respond to these short-term phenomena. For
example, the sharp depreciation of the dollar in 1977-78 aggravated
rather than helped the U.S. balance of payments during that period.

It was also assumed that government intervention or
nonintervention in the foreign exchange markets would be
accurately interpreted by the market participants, thus reinforcing
exchange rate stability and helping to adjust automatically these
countries' balance of payments. However, the enormous fall of the
foreign exchange value of the dollar between the end of September
1977 and the end of October 1978 was proof that the passive
exchange rate policy of the U.S. monetary authorities was being
wrongly interpreted. It took a set of major changes in U.S. policy --
beginning on November 1, 1978 -- to bring about exchange market
conditions which more closely reflected the true value of the dollar
vis-a-vis other important currencies. Apart from the sometimes
perverse effects of intervention or nonintervention, there is also the
enormous impact of capital flows that can occur for a variety of
reasons, of which interest rate differentials are an important one. As
another example of why capital can move, a sharp increase in
political risk in Europe could lead to large flows of investment into
the United States which in turn would increase the international
value of the dollar; U.S. exports would then become somewhat less
competitive. The fact is that capital flows, whatever their
underlying motivation, can have a sharp impact on exchange rates
and thus competitiveness, regardless of trade or current account
balances.

Three major conclusions can be drawn from the evidence:
First, a pragmatic foreign exchange rate policy will demand

greater exchange rate oversight by U.S. monetary authorities under
the present system than under any system of fixed or partially fixed
rates. While the Federal Reserve should not intervene to counteract
changes in underlying economic conditions, such a stricture begs the
operational question of how the Fed is to treat speculative
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movements which sometimes can reach massive proportions. The
evidence suggests that widely fluctuating exchange rates have an
inflationary effect on the domestic economy; therefore, exchange
rate stability is as much a matter of domestic as of international
policy. This study cautions against taking an ideological view on the
issue of Federal Reserve intervention because the sometimes volatile
and contradictory nature of foreign exchange markets does not lend
itself to firm rules about policy or rate behavior.

Second, the link between U.S. inflation and world economic
instability is now more direct. This places an extra burden on
domestic policymakers to pursue a road of reducing price inflation
even at the expense of the more immediate attainment of some other
policy goals. Other staff studies of the SSEC outline a course of
action, utilizing fiscal and monetary policies, for improving the
price picture over the long run. In this respect, the aims of domestic
and international policy are roughly coincident.

Third, the world is still a long way from an ideal monetary
system in which world aggregate demand and supply -- and, thus,
worldwide inflation -- can be controlled through some form of
international monetary cooperation or supranational monetary
authority. For perhaps the next several decades or more, the world
must depend on an imperfect system while getting used to the fact
that the freedom of domestic economic policies of every country is
constrained under the present system of flexible exchange rates,
possibly even more than previously.

The Eurocurrency Markets

Closely linked to the issues of the efficiency of flexible exchange
rates and the role of reserve currencies is the growth of
Eurocurrency markets during the 1970's. * Of the many changes in
international finance, none is as widely visible and as little
understood as the Eurocurrency market. It is an important wild
card added to the international financial game that has
ramifications for policy implementation confusing to companies and
countries alike as well as to central and multinational banks. It is no
wonder that some of the old rules of thumb are no longer
dependable. There is a new type of international money flowing
freely around the world which is unresponsive to many of the old
policy tools, including exchange controls.

* For a more extensive analysis of this subject, see Chapter V, "Dynamic
Transformation of the World Economy: The U.S. Policy Response," by Richard D.
Bartel, Volume IX, SSEC.
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The recent interactive development of the Eurocurrency
markets, multinational corporations and international banks has
resulted in an electronic communications network spanning the
globe and functioning virtually 24 hours a day. The locus of
decisions concerning a multitude of economic transactions shifted
from the national to a global level that affected all manners of
operation on a worldwide scale. The multinational banks were the
instruments which changed the structure of global banking and
finance, just as multinational corporations altered the structure of
global production. This institutional and market network has
greatly enhanced capital mobility and broadened opportunities for
placing and borrowing funds at the most advantageous rates.

The gross size of the Eurocurrency markets -- including
liabilities to nonbanks, central banks, and other banks -- rose
fourfold from 1970 to some $460 billion in 1975 and more than
doubled to about $1,235 billion in early 1980. Netting out interbank
transactions, the growth picture remains the same, although the
absolute size is smaller: net claims quadrupled from 1970 to $250
billion in 1975, and then rose to $630 billion by early 1980.
Eurodollars now constitute roughly 75 percent of total
Eurocurrency liabilities.

Basically, the common denominator of all Eurocurrencies is
that they are deposited outside of their country of issue. Dollars
deposited in London, marks deposited in France, or yen deposited
in the Bahamas are all conventionally referred to as Eurocurrency
deposits. These funds have become a source of borrowed reserves
for deficit countries, as well as an investment outlet for the central
bank reserves of small countries and the investable surplus of OPEC
countries. Thus, in the last decade, these markets and the
multinational banks have become increasingly involved in financial
and foreign exchange operations which were traditionally the
province of central banks and international financial institutions,
such as the IMF. This is a significant development quite apart from
the extraordinary growth of the Eurocurrency markets and their
increasingly central role in financing private trade and investment
transactions around the world.

The implications for national economic policy are cloudy but of
potentially great importance. Many of the conventional instruments
of economic stabilization, taxation and regulatory oversight cannot
reach some of the operations of global banks and non-financial
corporations. Indeed, they often choose the multinational route as
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much to evade regulation * and policy restraint as to enhance their
corporate efficiency. * *

International Banks and Recycling

As American multinational corporations spread around the
globe in the 1950's and 1960's, the large American banks began to
follow. By the decade of the 1970's, American based multinational
banks (MNBs) could be found in every financial capital of the
world. They are an important part of the Eurocurrency market and
played a leading role in recycling the OPEC surpluses generated in
the 1970's.

The sharp jump in world oil prices in 1973 created huge current
account surpluses for the OPEC group. At the time, there were
forecasts that the international financial community would be
unable to deal effectively with surpluses of that magnitude. The
bulk of the OPEC surplus went into very short term, sometimes
overnight, deposits while the private commercial banks continued to
make longer term loans. The one silver lining in the oil cloud was
that OPEC, like other cartels, was expected to fall apart in the not
too distant future.

Neither prediction proved to be correct. To date the
international financial system has managed to recycle the OPEC
surplus, but there is cause for concern that third world debt,
possibly exacerbated by stagflation, could eventually strain the
Western banking system -- a system which is the source of more
than half of the rapidly pyramiding debt of the poor countries.
Already Zaire, Sudan. Turkey, Gabon, Peru, Jamaica and
Nicaragua have had to ask for a rescheduling of their debts. * * *

* For instance, in 1968-1909 U.S. commercial banks avoided the impact of the U.S.
imposed interest rate ceilings by apparently shifting some deposits to the higher
yielding Eurocurrency market and then borrowing heavily from their overseas
branches. Eventuallk. the Federal Reserve Board responded by imposing reserve
requirements on overseas borrowings.

* * See Multinational Corporations: Current Trends and Future Prospects. by
Robert G. Hawkins and Ingo Walter. in Volume IX. SSEC.

* * * Increasingly difficult reschedulings may be in the offing. Zaire's debt is onl'.
$234 million. bait Brazil's foreign debt is approaching 56(0 billion and that nation
needs to pay $7.5 billion in amortization and $5 billion in interest this year.
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The ambitious development plans of all the non-oil developing
countries, plus their rising oil import bills in a period of worldwide
recession, have resulted in a steep rise in their foreign debts.
Increased borrowings are still needed to offset escalating oil prices
and higher prices for food imports and vital capital goods. By the
end of 1979, these debts totaled $376 billion, up from $142 billion at
the end of 1974. Two-thirds of these loans were from private, non-
governmental sources and were concentrated in a dozen countries,
including Brazil, Mexico, South Korea, Venezuela, the Philippines
and Indonesia. Primary responsibility for the debt problem must be
laid to rising oil prices. For example, in 1973, Brazil paid the
equivalent of 12 percent of its export earnings for oil and India 22
percent. In 1980, these figures are estimated to jump to 50 percent
for Brazil and 60 percent for India. Developing countries are asking
governments, the multilateral institutions and private banks for
more and easier credit to enable them to cope with increasing
economic demands.

The U.S. Government has been a major source of finance for
the developing countries, with $34.5 billion outstanding in mostly
long-term loans to 86 non-oil developing countries at the end of
1978. *

U.S. private banks also hold a large amount of developing
country debt. For 32 of the 86 non-oil countries (the only ones for
which figures are available) U.S. banks, excluding foreign
branches, had $31.6 billion in claims outstanding as of June 30,
1979. Total worldwide claims, excluding foreign branches, were
$77.7 billion, a figure that covers not only these 32 countries but
also other developing nations. It should be noted that some banks
derive a significant portion of their income from these foreign
lending activities.* *

Although the world adjusted to the initial shocks of 1973, aided
by the big expansion of private bank lending, the sharp OPEC price
increases in 1979 and 1980 have raised new questions about the
stability of the world financial system. The U.S. Government
should continue to play a leadership role in this area. Private banks

* Some of these loans stemmed from foreign aid programs and some from Export-
Import Bank financing of U.S. exports.

* * See Chapter 8, "The International Economic Posture of the United States," by
Oscar Gass, printed in Volume IX, SSEC.
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are not in the favorable position they enjoyed earlier in the 1970's.
Therefore. the recycling process must increasingly be accomplished
through international institutions and governments. This should not
necessarily mean an enormous increase in worldwide credit creation
and inflation. Inflation may reduce the value of outstanding debts,
but it also leads to even higher oil prices. Rather, the country risk
associated with this borrowing should be shifted as much as possible
directly to the OPEC surplus countries or to multilateral
institutions, while fundamental adjustments are made in the deficit
countries through substitution of domestic energy production or the
development of export industries. At present the risk is
disproportionately borne by private banks holding short-term
liabilities which are backed by long-term credits. Whether by design
or not, U.S. banks have decelerated their lending to non-OPEC
developing countries in the last two years, in contrast to the
accelerated lending by foreign banks. Given the integration of
international banking operations, however, problems with foreign
banks can spill over to American banks. Thus, U.S. efforts to shift
more of the ultimate country risk to OPEC should be organized with
the close support of other major banking centers.

The international financial system is yet another realm of
economic life where America is now closely tied to the vagaries of
the world economy. The weak financial ties and limited trade
dependence were the fences that created the good economic
neighbors of the past. They no longer exist.
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VI
U.S. INVESTMENT ABROAD

International investment involves a huge volume and variety of
activities by American interests abroad. It has also brought a
sizable, though smaller, inflow of competitive foreign enterprises
into this country.

For the year 1979 alone, the increase in U.S. private assets
abroad is estimated at $58.5 billion, while the increase of foreign
private assets in the United States is estimated at $49.1 billion, most
of it portfolio investment rather than direct investment by foreign
corporations. In the past 11 years of worldwide inflation, U.S. net
income from international investment (i.e., the net accrual from
abroad to Americans after deducting the U.S. accrual to foreigners),
has quintupled, from $6.0 billion in 1968 to $32.3 billion in 1979.
Additional to the $32.3 billion, but closely connected with the
foreign investment, the U.S. received net international income in
1979 of $5.7 billion from royalties and fees. U.S. foreign trade is
also, in substantial part, related to these international investment
activities.

The flow of American capital overseas falls into four major
categories: Ill multinational corporations -- U.S. private
manufacturing, mining. petroleum. and service firms with direct
and controlling ownership of producing or servicing facilities
overseas; (2) private banking -- U.S. banks and other financial
institutions providing financial services to foreign customers
through their U.S. headquarters. foreign branches, and foreign
subsidiaries, 131 portfolio investment -- American individuals and
businesses holding foreign securities and other noncontrolling
ownership interests; and (41 foreign assistance -- U.S. Government,
both directly and through multilateral development banks, lending
money to foreign governments, and, on rare occasions, to foreign
business entities.

40



433

This section deals largely with multinationals, since the
treatment of other aspects of U.S. investment abroad is found
elsewhere in this staff studv.*

At the beginning of the 1980's, American attitudes on foreign
investment appear to be shifting with Americans generally less
supportive of investing overseas than they were in the postwar years
three decades ago. One reason is a growing consensus that the
United States should increase the share of the national income
devoted to domestic investment; even in its best recent years. the
U.S. economy has not approached the domestic investment ratio of
most other advanced OECD countries. The United States requires
greatly enlarged domestic investment in energy supplies if it is to
become more self-sufficient in this area. Further, the recent U.S.
slowdown in productivity growth may suggest that more capital
should be retained and invested in this country. Those who favor a
restrained policy toward U.S. investment abroad would curtail
current tax advantages for foreign investment and eliminate U.S.
Government guarantees of private investment abroad through
OPIC, the Overseas Private Investment Corporation.

Another view is that the United States no longer has a realistic
option to discourage the trend toward overseas investment even if it
were desirable. While governments can still place obstacles to the
movement of capital, technical information, or managerial advice,
they cannot do so very effectively under modern technological
conditions. Despite difficulties, the prospect is that investment
abroad, particularly through multinational firms, will continue to
grow. Rather than discouraging investment abroad, the United
States may be better served by encouraging investmient at home
through more advantageous tax treatment of savings, depreciation,
and profit, and smaller amounts of Federal borrowing.

Multinationals and the U.S. Econonmy

The fabric of American economic life is now closely bound to
the spread of multinational enterprises.* Of the 300 largest
manufacturing firms in the United States. almost all have branches
or subsidiaries in several foreign countries. These same firms
account for about two-thirds of the goods produced in the United

* For an interesting and more comnilfte disc(Iissiofn of American attitudes aboot L .S.
investment abroad. see Chapter 0. 1The lnternational co nouurniv Pos'tutre of the
United States." by Oscar Gass. printed in Volume IX. SSEC.
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States. A great deal of America's international trade takes place
between the home office of American firms and foreign affiliates.*
Many of the largest American manufacturing firms earn a
substantial portion of their total corporate profits from their
overseas operations. In addition, more than 80 percent of U.S.
earnings from foreign licenses or royalties come from the overseas
affiliates.* * American banks have followed their manufacturing
customers overseas and have now become major participants in
overseas lending to foreign governments and firms.* * *

The multinational corporation is hardly a new phenomenon,
tracing its history back to the British East India Company and
beyond. But the American-based multinational corporation did not
become a major economic force until after World War 11, although
there have always been sizable U.S. investments in Canada.
American capital, technology, and management skills poured across
the Atlantic to aid and stimulate the industrial resurgence in
Europe. The common external tariff of the European Common
Market coupled with European recovery encouraged American
firms to supply the European market through manufacturing
subsidiaries located there.

The 1960's saw a further spurt of American foreign direct
investment as an overvalued dollar discouraged American exports
and made the acquisition of foreign assets more desirable. While
American firms continued to invest in raw material development
throughout the world, they also invested heavily in manufacturing
facilities, not only in Europe, but also in Latin America and the Far
East.

In the early 1970's, dollar devaluation, the sharp jump in
energy prices, and an increase in global political instability slowed
the spread of American-based multinational firms. However,
existing subsidiaries continue to expand within their present
structure, including the addition of new product lines.

* See, "The Multinationalization of U.S. Business: Some Basic Policy
Implications.' by Raymond Vernon, printed in Volume IX. SSEC.

* * cf.. "Multinational Corporations: Current Trends and Future Prospects." by
Robert G. Hawkins and Ingo Walter, printed in Volume IX, SSEC.

* * * See Chapter 6, 'The International Economic Posture of the United States," bv
Oscar Gass, printed in Volume IX, SSEC.

42



435

The 1970's also marked the growth of multinational firms
based in Europe, Japan. and the third world. Many of these
European- and Japanese-based firms are now important factors in
the domestic American market.

For many years, the debate about American-based
multinationals focused on whether they were good for the host
country where the investment was made. The benefits in terms of
capital, technology, and management skills were clear. but there
were certain liabilities. Europe feared that her high technology
future was being preempted by American firms which already
controlled a substantial share of the European market. Japan
persisted in limiting the participation of multinationals in the
domestic Japanese market; * high technology American firms were
either prevented from establishing manufacturing facilities in Japan
or admitted only after a broad sharing of technology. Gradual
relaxation of Japanese limits on capital investment came only in
response to intermittent but intense American pressure. However.
the acquisition of an existing Japanese firm by a foreign
multinational remains virtually impossible under current Japanese
law. * *

American-based multinationals have been criticized spor-
adically for their role in the developing world. The U.S.
Government's emphasis on the private firm as a major engine of
industrial development in the third world was one factor in a
tremendous increase in foreign direct investment in the developing
countries. This brought with it both benefits and problems. Some
critics argued that the sophisticated, capital-intensive techniques
imported by foreign firms were not appropriate for countries where
capital resources were limited but the supply of low-skilled labor
virtually inexhaustible. Foreign-based multinationals were also
accused of distorting domestic economic policy in many developing
countries. Because of their ready access to foreign capital,
multinationals could frequently avoid the impact of a domestic
credit squeeze. For this reason, a prevalent fear in Latin America,
for example, was that restrictive domestic monetary policy could
lead to the gradual takeover of domestic industry by foreign firms.

* See. U.S. Trade Considerations." by H. William Tanaka. printed in Volume IX.
SSEC.

* * United States and Japan: Competition in World Markets: Alternatives for the
United States. by William Rapp. printed in Volume IX. SSEC.
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Whatever the merits of these claims. the multinationals initially
were not anxious to establish manufacturing facilities in the
developing world but. in some areas, particularly in Latin America.
they were faced with the option of doing so or losing the market
altogether.

By the early 197 O's. the terms of the debate over multinationals
had begun to shift. Organized labor in the United States led the way
in questioning the effect of American-based multinationals on
American industry. In the 1960's. the spread of the multinational
had been attributed, in part, to a natural product cycle in the
development of new goods. High technology items would first be
developed for the affluent American market. In the early stages of
production, the new goods would require the abundant American
technical resources and high skill level of American labor. As the
demand for the product grew and the production process became
standardized, manufacturing could be expected to spread overseas
to take advantage of less expensive I and lower-skilled I foreign labor.

As Europe and Japan recovered and as a number of developing
countries established manufacturing bases, U.S. labor was
concerned that American inventions would be taken directly from
the laboratory into foreign production. In effect. they feared a
technological cycle without an American product. The foreign
practices that encouraged direct investment but discriminated
against American exports were also criticized.

There were some indications that. in fact. the spread of
American multinationals had reduced the abilitv of the United
States to conduct domestic economic policy. particularly insofar as
it concerned corporate investment. As foreign governments moved
to increase their control over foreign-based multinationals. they
inevitably gained some influence over decisions made by the
American parent. For example. foreign incentives or regulations
may encourage an American firm to invest. or to export to the
United States a certain quota of its allowed Brazilian production.

Multinational Banks

The spread of the American-based multinational corporations
has been paralleled by the growth of multinational banks and the
e mergence of a large Eurocurrency market. Domestic American
monetarx policy could be partially subverted by flows of funds
between parent banks and their overseas branches and subsidiaries.
and by American firms borrowing directly from overseas banks or
capital markets. The Federal Reserve Board acknowledged this
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possibility in its March 14, 1980, tightening of monetary policy,
indicating that it would scrutinize carefully the overseas borrowing
practices of American firms.

The picture for domestic policy has been further clouded by an
increase in the number of foreign-based multinational firms that
now have American subsidiaries. Plans for research and
development, capital investment, or the shifting of facilities from
one region to another will now be partially influenced by decisions
made in foreign board rooms or. to some extent, in foreign capitals.

U.S. Tax Policy

The debate continues over whether or not the United States
should attempt to influence the direction and the nature of
international capital flows. Domestic and foreign tax policy lie at
the center of the controversy. Under current American law, the
overseas earnings of the subsidiaries of American-based
multinationals are not taxed until they are actually repatriated to
the parent company in the United States. In addition. when the
parent company does repatriate the overseas profits. any taxes paid
to the foreign government can be credited against Federal tax
1ability.

Does this make foreign investment more attractive to American
firms'! And, if so, how much? The short answers to both questions
are almost surely that taxes provide some. but not very great.
inducements to overseas investment. Other factors. such as market
access and various aspects of cost of production. are almost
certainly more important. The delay or deferral in paving taxes is
something that domestic firms do not enjoy. but the deferral does
not apply to foreign taxes. If a foreign country imposes a tax burden
similar to that of the United States, the deferral would have little
impact on investment flows. The corporate tax rates in most
advanced industrial countries are roughly comparable to those in
the United States, although the effective lwhat the firm actually
pays) rates appear to be somewhat lower. Possibly favoring foreign
investment is the increasing use of the Value Added Tax OVATI
abroad. particularly as administered in the European community.
This operates in a manner to maximize the competitive power of
manufacturing in VAT countries for export to non-VAT countries.
such as the United States. *

* For an interesting detailed analysis of the possible triple advantages of using VA'I.
see Chapter 5. "The International Economic Posture of the United States., by 0scar
Gass. printed in Volume IX, SSEC.
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A number of critics of the American-based multinational firm
would like to put the foreign subsidiary on exactly the same footing
as a domestic subsidiary. There is no deferral for income earned by
a domestic subsidiary and, in addition, taxes paid to a state
government can only be treated as a deduction rather than used
dollar for dollar to reduce Federal tax liability. Eliminating the
deferral provision would make some difference to the American-
based multinational, but disallowing foreign taxes as a credit would
be a severe financial penalty. The crucial tax difference is that
foreign corporate taxes are a great deal higher than those imposed
by individual states. An important general consideration is that
tightening U.S. taxation of foreign earnings could reduce overall
corporate profits which are a major source of investment funds at
home.

Given differences in tax laws around the world, it is hard to
devise a completely evenhanded treatment for multinational firms.
Should the overseas subsidiaries of American firms be put on an
equal footing with domestic firms in the United States, or with
domestic firms in the foreign country or with the subsidiaries of,
say, French-based multinationals operating in the same foreign
country? In practice, the U.S. has chosen something of an amalgam
of the first two approaches. When it comes to the taxation of
overseas income, most industrial countries are more generous than
the United States -- imposing virtually no taxes on the overseas
earnings of their corporations. This is not to say that corporate
capital is more mobile in foreign countries. Most of them impose a
variety of restraints on foreign direct investments through formal
capital controls, government industrial policy, or other regulations.

The question of tax policy is further complicated by the fact
that the United States limits some tax incentives to domestic firms.
The Domestic International Sales Corporation (DISC) provision
allows domestic firms to defer taxes on a portion of their earnings
from export sales. In part, the law was specifically enacted to offset
the potential incentive to invest overseas created by the deferral of
taxes on overseas income. In addition, the investment tax credit, an
important investment incentive for many firms, applies only to
domestic, not foreign, investment.

There are also some inducements for foreign direct investment.
Although the U.S. Government has consistently sought to restrict
the use of investment-distorting incentives, a number of individual
states have actively sought foreign direct investment with the lure of
tax relief and other inducements.

The question of taxation and its impact on international capital
flows is likely to reappear in the 1980's as the United States,
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Europe, and. to some extent. Japan all seek to restructure and
strengthen their domestic industries. The stability of the American
Government. the breadth and basic vitality of the American
market, and the recent decline in the international value of the

dollar have all made America a more attractive place to invest. The
movement to stimulate additional investment in new plant and
equipment could well attract considerable foreign capital and might
trigger some type of countervailing incentives overseas. creating yet
another challenge for American policy.

Investment Incentives

The proliferation of multinational corporations is just one of
many factors that has drawn the American economy closer to
economic decisions made elsewhere around the globe. Worldwide
economic ties have made government intervention considerably
more complicated. Incentives for investment could attract more
foreign-based firms, and the added foreign direct investment could
provide stimulus to American growth and make the domestic
economy even more competitive. At the same time, it could begin to
erode the large net surplus in the U.S. services account that stems
largely from income from U.S. investments overseas.

The increase in the number of joint ventures and the growing
system of producing parts of a product in several countries has
further complicated the use of import restraints. An import restraint
used to aid one industry could disrupt a complex arrangement made
by another domestic industry, or it could invite additional direct
investment with unforeseen consequences for domestic industry.

Perhaps the most important of all the changes in the foreign
investment scene is the change in attitude in the United States since
the early postwar period. America then looked out from a rich,
secure bastion at a world either stuck in secular poverty or in need of
reconstruction. The United States had the largest share of the
world's goods, the greatest store of domestic capital, and the biggest
monetary reserves. In the wake of the Marshall Plan, PL-480. and
the U.S. encouragement of the formation of the European
Community, there were many economic and political incentives to
invest abroad. Therefore, now there is a case for rethinking U.S.
investment priorities.

There can be little doubt that restructuring the entire U.S. tax
system will be a priority item in the next decade. As part of that
exercise, this country will have to re-examine domestic versus
international incentives that are built into the U.S. tax system.
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U.S. domestic investment has consistently been well behind the
domestic investment ratio of most other advanced OECD countries.
This domestic investment lag came even as the United States
experienced a unique and substantial increase in the labor force,
which will continue at least for the remainder of this century. Sound
policy now dictates examination of the potential dangers of
operating a capital-shy domestic economy, as pointed out in several
SSEC papers. * Obviously, more American capital resources should
be devoted to domestic use, especially if the United States is both to
reverse its productivity slump and shore up the supply side of the
economy. Thus, when new or continuing tax incentives are studied
for the whole of the U.S. capital market, policymakers must
consider the extent to which existing incentives encourage the flow
of American funds abroad. It may now be necessary to focus on an
array of incentives for much needed industrial and energy
revitalization at home. At the very least, tax disincentives on
domestic savings and investment, which have been compounded by
inflation, and regulatory barriers to domestic investment should be
given a critical examination.

* See particularly Volume 4. Stagflation; Volume 8. Social Security and Pensions;
and Volume 10. Productivity.
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VII
POLICY IMPLICATIONS

Trade

U.S. policy should be directed toward improving the
international competitive position of the U.S. economy through
cooperative efforts of U.S. business, labor, and government,
recognizing that, in the long run, lagging domestic productivity
adversely affects the U.S. balance of trade and payments.

The United States should continue its open trade policy of
fewer and lower trade barriers and encourage the reduction of tariffs
and nontariff barriers on the part of its trading partners.

The problem of exchange rates and their effect on trade should
be considered in formulating trade policy.

U.S. exports should be encouraged. Congress should review
export promotion programs and incentives directed toward small-
and medium-size firms as well as large industries, and should review
Export-Import Bank financing arrangements to help make U.S.
export financing facilities more competitive with those of its trading
partners.

The role of the U.S. Trade Representative (USTRI should be
further strengthened and enlarged.

The United States should continue its "fair trade" policy of
acting firmly against imports that are subsidized or dumped, when
these imports can be shown to injure domestic producers.

Adjustment assistance programs to workers. firms, and
communities adversely affected by imports should be re-evaluated
with a view to making them more effective. Greater emphasis
should be placed on redirecting resources of depressed industries
into new and more profitable directions and on retraining and
possibly relocating displaced employees for jobs in growth sectors of
the economy.
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The United States should not depend on Communist sources
for a substantial portion of its supply of any product. though
exceptions may have to be made in the case of a few raw materials.
Special remedies against injury to domestic producers caused by
imports from those countries, where the price may be set
independently of the cost of production. should be implemented as
provided by law.

Although it will be a difficult and long-term task, the United
States should continue to push for the dismantling of agricultural
trade barriers, particularly in the developed countries.

Oil and Energy

Public policy should be directed toward reducing U.S.
dependence on oil imports, particularly from OP'EC members, and,
to the extent imports will remain necessary, encouraging access to
alternate sources of oil.

The United States should also encourage oil and natural gas
exploration in non-OPEC developing countries through technical
assistance and the equity participation of U.S. enterprise.

Developing Countries

The United States should maintain its bilateral and
multilateral development assistance specifically to combat absolute
poverty in the low-income countries and among the poorest groups
in the middle-income countries for moral and humanitarian reasons
in addition to long-run economic and political interests.

U.S. trade policies should continue to maintain and expand
access to U.S. markets for third world countries -a critically
important in the development of some countries -- but with
increasing attention to resulting community or market disruption.

The United States should enter into commodity agreements
with the objective of achieving price stabilization and should
encourage a review of various mechanisms to neutralize upward
pressures on prices.

International Finance

A pragmatic foreign exchange rate policy will demand greater
oversight by U.S. monetary authorities under the present system of
floating than under any system of fixed or partially fixed rates. The
evidence suggests that widely fluctuating exchange rates have an
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inflationary effect on the domestic economy; therefore, exchange
rate stability is as much a matter of domestic as of international
policy.

No rigid position on the issue of Federal Reserve intervention
should be taken because the sometimes volatile nature of foreign
exchange markets does not lend itself to firm rules about policy or
rate behavior.

There is now an extra burden on domestic policymakers to
reduce price inflation even at the expense of the more immediate
attainment of some other policy goals. A course of action, utilizing
fiscal and monetary policies, for improving the price picture over
the long-run has been outlined in other studies in the SSEC.

The United States and the rest of the world must depend on an
imperfect system for some years to come while adjusting to the fact
that the freedom of domestic economic policies of every country is
constrained under the present system of flexible exchange rates,
possibly even more than previously.

Since private banks are not in the favorable position they
enjoyed earlier in the 1970's, the recycling process must increasingly
be accomplished through international institutions and
governments, but in a noninflationary fashion. In the process, the
country risk associated with this borrowing should be shifted as
much as possible directly to the OPEC surplus countries or to
multilateral institutions. The United States should continue to play
a leadership role in this area.

U.S. In vestment Abroad

In the decade ahead, more American capital resources should
be devoted to domestic investment, especially if the United States is
to reverse its productivity slump and shore up the supply side of the
economy. When tax incentives for the whole area of capital
formation are studied, policymakers must consider the extent to
which existing incentives encourage the flow of American funds
abroad and existing disincentives discourage the use of funds at
home. It may now be necessary to focus on an array of incentives for
much needed industrial and energy revitalization within the United
States.
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the world market. He has served in numerous positions in the U.S.
Treasury Department including Deputy to the Assistant Secretary
for Fiscal Affairs, and Director of the Office of Gold and Silver
Operations.
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Contents of Volume

The following outline contains a list of titles and authors of
papers which will appear in the final printed volume of The
International Economy area.

Section I -- The International Economic Position of the
United States

1. "The International Economic Posture of the United States"
(Oscar Gass, Consulting Economist)

2. "Dynamic Transformation of the World Economy: The
U.S. Policy Response" (Richard D. Bartel, Challenge
magazine)

3. "The Changing Position of U.S. Industries in the Global
Pattern of Industrial Production" (Thomas A. Pugel, New
York University, Graduate School of Business
Administration)

4. "Sustaining American Growth in a Competitive World
Economy: The Challenge of the 19 80's" (Thomas Wolfe,
Economic Consulting Services, Inc.)

Section 2 -- International Trade

1. "Long-Term Change in the Foreign Trade Policy of the
United States" (William R. Cline, The Btookings
Institution)

2. "The Symptoms of Declining United States International
Competitiveness" (James Riedel, The Johns Hopkins
University)

3. "The United States Current Account: Trends and
Prospects" (Robert Z. Lawrence, The Brookings
Institution)

4. "The Trade Act of 1974 as a Vehicle for Adjustment"
(Stanley Nehmer, Economic Consulting Services, Inc.)

5. "The United States and Japan: Competition in World
Markets: Policy Alternatives for the United States"
(William V. Rapp, Morgan Guaranty Trust Company)

6. "U.S. Trade Considerations" (H. William Tanaka,
Tanaka, Walders and Ritger)
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Section 3 -- Developing Countries

1. "The North-South Dialog and Its Bearing on U.S.
Commodity Policy" (Bernard Blankenheimer, Economic
Consulting Services, Inc.)

2. "Adjusting to Imports of Manufactures from Developing
Countries" (Charles Pearson, School of Advanced
International Studies, Johns Hopkins University)

Section 4 -- International Finance
I. "Monetary and Fiscal Policy with Adjustable Exchange

Rates" (William H. Branson, Princeton University)
2. "Structural Change in International Banking and Its

Implications for the U.S. Economy" (Robert B. Cohen,
Columbia University)

3. "International Capital Flows: Recent Experience and
Issues for the Future" (Robert L. Sammons, Economic
Consultant)

4. "International Liquidity Issues and the Evolution of the
International Monetary System" (Thomas D. Willett,
Clarement Graduate School and Claremont Men's College)

Section 5 -- U.S. Investment Abroad
1. "Multinational Corporations: Current Trends and Future

Prospects" (Robert G. Hawkins and Ingo Walter,
Graduate School of Business Administration, New York
University)

2. "The Multinationalization of U.S. Business: Some Basic
Policy Implications" (Raymond Vernon, Harvard
Graduate School of Business)
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Index Narrative

The 18 papers in the International Area are arranged in five
sections: The International Economic Position of the United States,
International Trade, Relations with Developing Countries,
International Finance, and U.S. Investment Abroad.

Section I - International Economic Position of the United
States:

Oscar Gass provides a wide-ranging review and analysis of
"The International Economic Posture of the United States." He
finds that while the United States still holds a foremost position in
the world economy, its comparative productivity gain has not only
slowed but retrogressed in recent years. He examines the worldwide
problems of energy, developing countries, trade, investment, money
and banking, and defines what the U.S. position and role should be
in each of these areas.

Richard D. Bartel, in an essay titled "Structural Change in
the World Economy and the U.S. Response," examines the
fundamental economic changes which have transformed the global
economy in the 19 7 0's, especially the eight-fold jump in U.S. oil
import prices and the shift in U.S. comparative advantage. The
study suggests new strategies for long-term U.S. monetary,
industrial and commercial policies.

Another study relates how the international position of U.S.
manufacturing industries is changing, reflecting a shift in U.S.
comparative advantage, especially in relation to Japan and the
developing countries. Thomas A. Pugel, in "The Changing
Position of U.S. Industries in the Global Pattern of Industrial
Production," compares the growth rates of output for 12
manufacturing industries in the United States, Japan and five areas
of the world in the 19 6 0's and early 19 7 0's.

In "Sustaining American Growth in a Competitive World
Economy," Thomas W. Wolfe notes the intense competition for
world resources and trade which has developed in the post-World
War II period. In this changed environment, U.S. policy objectives
should be to increase productivity to make the U.S. fully
competitive, and to develop an efficient institutional structure for
international trade with closer cooperation between government and
industry.
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Section 2 - International Trade:
William R. Cline, in "Long-Term Changes in the Foreign

Trade Policy of the United States," finds that it is difficult to be
optimistic about U.S. trade performance unless U.S. productivity
can be increased. A less inflationary environment is the key to
higher investment and productivity growth. Cline recommends a
revitalized program for the Export-Import Bank to enhance U.S.
competitiveness. He examines the history and impact of trade
negotiations in the post-War era and concludes that a strengthened
GATT will be an important vehicle for dealing with trade issues in
the future.

In "The Symptoms of Declining United States International
Competitiveness," James Riedel argues that symptoms of
declining competitiveness are attributable far more to the catching
up of other countries than to the economic decline of the United
States. Riedel concludes that since the reconstruction of Europe and
Japan and the narrowing of the gap between rich and poor countries
had been a cornerstone of U.S. post-War foreign economic policy.
the declining share of U.S. exports is perhaps more an indication of
U.S. success than failure. The trade balance has also been subject to
downward secular pressure as a result of more rapid industrial
growth abroad than in the United States, although recent deficits
are primarily the result of rising oil prices and adverse cyclical
factors.

Robert Z. Lawrence, in "The United States Current Account:
Trends and Prospects," examines the components of the current
account -- the goods component. with specific analyses of the food,
fuel, and manufactured goods trade; and the services account.
Lawrence finds that the United States will continue to have a
substantial trade deficit into the 1980's, but that the services surplus
will constrain its size. He writes that fiscal policy should be used to
achieve a maximum amount of private capital formation along with
a reduction in current public consumption. Lawrence recommends
a devaluation of the dollar to provide incentives for production of
tradeable goods and to make the U.S. a more attractive place to
invest.

Stanley Nehmer in "The Trade Act of 1974 as a Vehicle for
Adjustment" evaluates the provisions of the Act dealing with import
relief -- orderly marketing agreements (OMAs), escape clause, and
other remedies. Strong effective legislation is needed to ease tht
burden on American industries and workers injured by imports anal
to facilitate the economic adjustments essential to strengthening the
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position of the United States in an increasingly competitive world.
The paper suggests a number of specific ideas for providing speedier
and more effective relief.

In "The United States and Japan: Competition in World
Markets, Policv Alternatives for the United States," William V.
Rapp discusses the theoretical basis for Japan's economic success,
and the competitive problems of the United States. He outlines an
alternative framework for formulating U.S. economic policy
analogous to Japan's based on growth, long-term objectives,
promotion of savings and investment, and cooperation between
government, business and labor.

William H. Tanaka, in a statement before the Joint Economic
Committee -- "U.S. Trade Considerations" -- deals with U.S.
export performance and the domestic factors which influence it. He
finds that U.S. exports are inhibited by policy and legal constraints
and that the United States lacks a national export policy. As a
percentage of GNP, U.S. export performance lags behind that of
other developed counties and the resulting trade deficits have been a
major factor in undermining the value of the dollar.

Section 3 - Developing Countries:
"The North-South Dialogue and its Bearing on Commodity

Policy" by Bernald Blankenheimer studies U.S. policy with
regard to commodity price stabilization and income transfers to
Third World countries. The paper concludes that, although the
United States has an interest in Third World raw materials,
commodity agreements do not, in fact, assure wider access to
supply. The paper notes that Third World interest in commodity
agreements is generally to raise prices with the aim of increasing
total export revenues rather than stabilizing prices and supply.

Charles Pearson, in "Adjusting to Imports of Manufactures
by Developing Countries," analyzes the rapid growth of
manufactured exports from developing countries. their recent
product diversification and the increasing number of exporting
countries. He explores the types of adjustments within the United
States which are necessary and desirable to deal with this problem,
preferring positive adjustment policies rather than trade restrictions
which can be costly and ineffective.

Section 4 - International Finance:
William H. Branson, in "Monetary and Fiscal Policy with

Adjustable Exchange Rates," examines the reasons why traditional
assumptions about the exchange rate have not held, and discusses
implications for exchange rate and balance of payments adjustment
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as well as for monetary and fiscal policy. Branson concludes that

expansionary demand policy in any one major country will generate

a current account deficit, devaluation and inflation in that country

and will be unsustainable for long. Active demand policy for

recovery must be coordinated across countries to avoid this type of

imbalance, he says.
The Eurodollar market and its impact on the world economy is

the subject of a paper by Robert B. Cohen. "Structural Change in

International Banking and Its Implications for the U.S. Economy"

analyzes the world steel industry as a case study of the impact of the

international banking system on industrial growth. It also assesses

the effectiveness of U.S. government policies to resolve the potential

conflict between bank lending practices and industrial

development.
Robert L. Sammons, in "International Debt: Its Growth and

Significance," studies the sharp rise in outstanding international

obligations since 1974. The major factor in this development is the

surplus of the oil-producing countries as a group, augmented by

those of Switzerland, Japan and Germany. The paper finds (1) that

the ability to obtain credit abroad has enabled many countries to

avoid, or postpone, the negative effect on their balance of payments

and their real incomes imposed by the oil price hike; and (2) that in

the longer run, the buy-now pay-later policy involved in financing

the deficits by borrowing abroad will effectively reduce the terms-of-

trade impact of the oil price hike -- another instance of debtors

profiting from inflation.
Thomas D. Willett notes the controversy surrounding many

aspects of the international monetary system in his paper

"International Liquidity Issues and the Evolution of the

International Monetary System." The study provides an analytic

history of major international liquidity concepts and issues. Willett

finds that the current decentralized system of international liquidity

creation has more built-in stabilizing mechanisms than generally

recognized. Willett also considers some major proposals for dealing

with international liquidity problems and expresses doubts about

the benefits of greater control of international liquidity.

Section 5- U.S. Investment Abroad:
"Multinational Corporations: Current Trends and Future

Prospects," by Robert G. Hawkins and Ingo Walter, surveys

current and prospective trends in MNC activities and the economic

and political environment in which MNCs operate. The paper

concludes that liberal policies toward inward and outward foreign

direct investment have served the United States well in the past and
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will continue to do so. The United States should resist policies that
hamper the competitiveness of multinational corporations through
the international extension of domestic social policies. Rather,
officials should press for an internationally accepted set of rules for
foreign activities of MNCs similar to GATT in international trade.

Raymond Vernon, in "The Multinationalization of U.S.
Business: Some Basic Policy Implications" notes that multinational
firms account for about two-thirds of the goods and services
produced in the U.S. economy and the prospect is that they will
continue to account for a large and increasing share of the U.S.
economy and those of other countries as well. Vernon analyzes the
problems of multinationalization for the United States -- taxation,
antitrust matters, jurisdictional questions and security controls --
and suggests new U.S. policies which would subordinate domestic
laws to international agreements and international institutions.
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The Joint Economic Committee's Special
Study on Economic Change (SSEC) was
inaugurated under the leadership of then
Chairman Richard Bolling (D.-Mo.) and Vice
Chairman Hubert H. Humphrey (D.-Minn.),
together with Senator Jacob K. Javits (R.-
N.Y.), ranking Minority Member.

The study progressed through Mr.
Bolling's chairmanship and into the leadership
of Senator Lloyd Bentsen (D.-Tex.),
chairman; and Congressman Clarence J.
Brown (R.-Oh.), ranking Minority Member.
The goal of the SSEC is to chart the major
changes in the economy and to analyze their
implications for policymakers.
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CHAIRMAN'S INTRODUCTION
Senator Lloyd Bentsen

Chairman, Joint Economic Committee

Rising productivity is a sure sign of economic health. Rising
productivity means an increased standard of living for the average
American. But America today neither enjoys the economic health
nor the increasing standard of living experienced in other years. The
prime cause is the erosion of productivity.

I am convinced, as I have been for several years, that worker
productivity has slowed down chiefly because the United States is
investing less and less in productive machinery.

I have long stressed the overriding importance of increased
productivity as the best means of assuring a strong, expanding
economy. I have emphasized the critical nature of productivity as
the link to our restoring America's competitive edge in world
markets. But without greater capital formation -- the devotion of
resources to better factories, more efficient offices and stores, and
higher skills -- there will not be greater productivity.

An example I have used before remains appropriate: If you
have two willing, able workers, and you equip one with a handsaw
and the other with a power saw, who is going to produce the most
units of labor? Whose productivity will be the highest?

To me. the connection between capital formation and
productivity is not the complex issue some would make of it. Capital

i
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formation and productivity fit together like a hand and a glove, as
the following statistics from this staff study confirm:

Since World War II, America's real output -- its gross national
product (GNP) -- has grown 3.5 percent annually. Almost half of
this growth is directly attributable to placement of new plant and
equipment. When coupled with growth in productivity caused by
the replacement of worn out and obsolete tools, and improved
worker skills, 77 percent of the nation's growth is accounted for.
The message is, if investment declines, so will productivity and
therefore growth.

America has grown because it was able to expand and make
more efficient the employment facilities for growing numbers of
people who wanted to hold good jobs and improve their lot in life
with incomes that grew much faster than prices.

However, as investment has declined, so has the growth in
standards of living. In the 1960's, for example, real per capita
income grew 2.6 percent a year. Income growth slipped to 2.4
percent in the 1970's which, on the surface, might not appear to be
so bad. But in the 1960's, the Nation's income was split among a
fast growing population and still managed to increase significantly.
In the 1970's, the Nation's income was divided among a slower
growing population, which should have meant, with a stronger
economy, that per capita incomes should have grown faster than in
the 1960's.

This slower growth in the past decade has established a trend
which the staff study addresses: If America's productivity
performance is as poor in the 1980's as in the 1970's, real per capita
income growth will be cut in half, falling to 1.2 percent. This would
mean that, by 1990, real per capita income would reach about
$7,140. If, however, the Nation follows an economic course set forth
in this staff study, 1990 real per capita income could reach $8,150 in
current dollars, fully 26 percent higher than its 1979 level of $6,476.

I believe we can do even better than that by making a strong
commitment to necessary investment in equipment and skills, by
appropriate tax, energy, regulatory and other policies which lift
horizons and expand the supply of goods and services.

Specific proposals made in this study include the following:
* A faster tax write-off for plant and equipment, approaching

current replacement costs.
* Reduction of tax rates on dividends and interest income to

encourage savings, which can be used for investment.
* The establishment of a regulatory budget and other

measures, which would set limits on compliance costs of regulation

ii
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and free more resources for private enterprise to increase
productivity.

* A series of energy measures to encourage domestic
production, conservation, and more efficient, productive use of
energy.

* More incentives for research and development, and for the
conversion of new technology into the workplace.

Other recommendations listed in the study can help to turn the
productivity course around and to improve the Nation's productive
potential.

Although our productivity record has fallen, our vision remains
as lofty, as clear and as vast as in our best times. Over the years
ahead, productivity will be used as the measure to determine if this
vision is ultimately realized.

iii
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Ranking Minority Member's Introduction
CONGRESSMAN CLARENCE J. BROWN

The importance of productivity to the American economy is
finally being recognized by policymakers. The abysmal productivity
performance of this country over the past few years has abetted
inflation and unemployment increases and is the major cause of the
decline in real after-tax wages for our workers. It is this damage to
wages of the average American that is the most serious consequence
of our slumping productivity.

When productivity grows rapidly, sizable increases in real
income are possible. For many years, increases in wages were equal
to inflation increases plus productivity gains. When productivity
slumps or fails to grow, wage increases closely approximate inflation
increases. The result is stagnant real income growth, such as we
have had for the past decade. Rapidly increasing productivity was
the secret in the phenomenal rise in America's standard of living in
the 1950's and 1960's. From 1949 to 1968, productivity grew 2.6
percent per year, on average.

On the other hand, when employee compensation rises but the
output per employee does not, the labor cost for each product is
higher. So the factory charges more for each item. The consumer
readily recognizes that as inflation. Wages are higher and prices are
higher, but there is no increase in the standard of living. Between
1968 and 1978, productivity gains averaged only 1.6 percent per
year. And in 1979 and for the first half of 1980, productivity
actually fell.

The two major factors on which productivity depends are: (1)
increases in the amount of capital (plant and equipment) per
worker, and (2) technological innovation that brings more output
per worker -- in short, more and better equipment.

Government statistics confirm the relationship. From 1949 to
1968, the capital-labor ratio grew at an average annual rate of about
3 percent, closely paralleling the productivity growth rate during
that period of economic prosperity and rising opportunity. In the
past decade of high inflation and low growth in real personal
income, the capital-labor ratio increased only 1 percent per year,
again approximating the productivity growth rate.

These facts now are widely know by economists and
policymakers inside and outside our Government. Indeed, hand-
wringing over our lagging productivity growth is now one of official

iv
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Washington's favorite pastimes. Yet, a major policy initiative to
reserve this trend has not passed the Congress.

Tinkering with policies that might encourage more research
and development will not help if the new technologies can't be
converted into new processes and machines. We must turn our
productivity trends around through large-scale investment in new
business plant and equipment. The alternative is a future of
stagnant living standards, rising unemployment and raging
inflation.

Business investment comes from personal savings, from funds
set aside under depreciation allowances and from business profits.
In recent years, these sources of investment have been increasingly
whittled away.

First, Government borrows much of the saving to finance the
huge Federal Government budget deficits. The accumulated
Federal debt is more than 5800 billion.

Second, most investment goes to replace worn-out equipment,
not to buy additional equipment. The depreciation set-aside is
supposed to finance that, but actual depreciation is larger than
allowable depreciation because inflation raises replacement costs.
Business must dip into profits to supplement the depreciation
allowance just to maintain its productive capacity -- just to stand
still. Thus, corporate profits are overstated, and taxes are paid on
income which is not really profit. The result: profits have dropped
to 80 percent of their level of a decade ago, measured as a portion of
national income.

Third, an ever-increasing slice of investment is being siphoned
off by spending mandated by government regulations, such as
purchases of pollution-control equipment which adds nothing to

output potential. Private sector compliance with government
regulations exceeds 5100 billion per year.

Fourth, much of the new investment is needed just to keep
plant and equipment growing to match labor force increases.
Productivity depends on capital per worker, so plant and equipment
must increase faster than the labor force expands in order for
productivity to increase.

The net result of these four factors is that the real growth rate
of capital has been reduced almost to zero. But the situation is not
hopeless. With bold new policies, we could have the massive new
investment in America that would send productivity up and cut into
the double-digit inflation rate.

The first imperative is a balanced budget to stop Government
from crowding private borrowers out of the market for available

V
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investment funds. Despite recent rhetoric about frugality, we have
seen S1 16 billion in budget deficits in the past three years.

Next, we must alter depreciation schedules to allow business to
recoup the full real value of equipment as it wears out. As Treasury
Secretary G. William Miller told the Joint Economic Committee,
"The depreciation allowances now in place are insufficient to fund
replacement of plant and equipment, not to mention either
expansion of capacity or modernization with new technology."

Another requirement is enactment of a regulatory budget that
would require the President and Congress to consciously decide
each year how much private sector investment potential is to be
diverted into compliance with government regulations.

Finally, we must turn our attention to the disgracefully low
level of personal saving, which has declined to three percent from its
historic six percent level. The U.S. savings rate is the lowest in the
industrialized world. It's no coincidence that we are also last in
investment, productivity growth and real wage increases.

The reason for our poor savings performance is high taxes on
savings income. We need new incentives that give Americans a real
return on their savings after inflation and taxes. One of the simplest
ways to do this would be to tax interest earnings separately from
wages, so that lower tax rates would apply, instead of tacking
interest earnings onto wage earnings and pushing taxpayers into
higher tax brackets. We need more than the 8200 interest exemption
passed by Congress, because this small tax break will provide no
incentive to most taxpayers to do additional saving.

For the American wage-earner, failure by policymakers to
address our productivity problems will mean a future marred by
continued high inflation and little hope for a rising standard of
living, a prospect as bleak as it is unnecesary.

However, productivity growth at rates experienced in the
1950's and 1960's need not be a thing of the past. With the right
policies -- those advanced by the Joint Economic Committee in its
Annual and Midyear Reports; namely, reduced tax rates to
stimulate work effort, savings and investment; reduced Federal
spending relative to GNP and reduced regulatory burdens -- we can
have growing productivity, real GNP growth, real after-tax wage
increases and a rising standard of living for all Americans in the
decades ahead.

vi
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Contents of Volume

The following outline contains a list of titles and authors of

papers which will appear in the final printed volumes of the

Productivity section.
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1. The Determinants of the Decline in Measured Productivity
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4. Problems with the Measurement of Productivity (James L.

'McIntire, Senate Committee on Labor and Human
Resources.)
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1. Increasing Productivity in the United States: Ways in Which
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2. Impact of Selected Capital Investment Incentives on U.S.
Industrial Growth (Vijaya G. Duggal; Michael McCarthy;
Anthony Haidorfer; Mark Killion, Wharton EFA, Inc.)
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President, Data Resources, Inc.)

4. Results of Capital Spending Surveys Conducted by McGraw-
Hill and Gallup Economic Services
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1. Statement and prepared statement of Edward F. Denison, U.S.
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President, Evans Economics, Inc.
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PRODUCTIVITY:
The Foundation of Growth

I

THE PRODUCTIVITY PROBLEM
IN PERSPECTIVE

Productivity is a measure of how efficiently people and
equipment are used to produce goods and services.*

In 1903, when Henry Ford founded his company, it took 13
hours to produce one car. By 1913, it took one hour. By 1980, 60
cars could 1?e produced in that single hour. That is productivity
growth.

Today, using hybrid seed, American farmers can produce at
least 20 percent more corn on 25 percent fewer acres than was the
case in 1930. That is productivity growth.

Today, hand-held calculators pack as much computational
ability as room-sized computers of the 1940's. Many more people
have access to these calculators, and when they use them, they save
time. That is productivity growth.

Productivity growth means that available resources -- labor,
land, materials, plant and equipment -- can produce more than
they did before. It means that less time is required to produce a
more efficient, safer and more convenient automobile, to prepare a
more nutritional meal, or to take a coast-to-coast trip.

Productivity growth means resources are freed to produce other
goods and services that could not otherwise have been produced.
Productivity growth means more leisure. But, most important,
productivity growth means a rising standard of living.

* Specifically, productivity is a measure of output per unit of input, usually
measured in terms of output per worker hour.

I
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The Productivity Record

From 1948 to 1979, real gross national product (GNP) grew at
an annual rate of 3.5 percent. During this period, productivity -- or
output per worker hour -- rose at an average rate of 2.3 percent.

The growth of productivity was not, however, steady. From
1948 to 1965 productivity rose at a 3.0 percent rate, declining to 2.1
percent between 1965 and 1973. And, since the Oil Embargo of
1973, productivity growth has dropped to roughly 0.7 percent per
year. Finally, productivity actually declined during 1979 at the rate
of 0.9 percent.

A major factor contributing to the productivity decline has
been the growth in employment relative to plant and equipment or
"capital. " During the period from 1948 to 1965 employment grew at
a 1.2 percent annual rate, while capital grew at a 2.3 percent rate.
Between 1965 and 1973 the growth rate of employment and capital
accelerated to 2.2 and 3.0 percent, respectively. But the post-Oil
Embargo period saw the growth rate of the Nation's capital stock
fall to 1.3 percent, while employment grew at 2.3 percent per year.
With employment increasing at a 2.3 percent annual rate, and
capital increasing at only 1.3 percent, productivity growth declined
after 1973. Put another way, over the 1948-1965 and 1965-1973
periods, the capital-labor ratio actually grew (at 1.9 and 1.4 percent
annual rates, respectively). However, during the 1973-1979 period
the ratio declined at an 0.6 percent annual rate. In effect, businesses
are increasingly substituting labor for capital and for energy. The
substitution process seems, moreover, to be growing stronger.
Between 1978 and 1979 the capital-labor ratio declined at an even
faster 1.5 percent annual rate.

In contrast, capital available per worker in Japan and Korea
increased during the 1960's and 1970's by more than 10 percent per
year. In Europe and many developing countries the annual growth
in capital per worker was more than 4 percent. According to the
recently released White House "Study of U.S. Competitiveness,"
the result is that "the United States dropped from first to sixth place
in the ranking of countries according to the amount of capital per
worker available." This is partly responsible for the substantial
erosion of U.S. competitiveness in international markets. *

* The September 1980 White House Study argues that "The increased international
competition facing U.S. producers is mainly the result of changing resource supplies
and technological capabilities. Because of higher rates of growth in investment and
expanded research activity in other countries, the United States experienced a
RELATIVE decline in its trade performance over the past two decades even though
the level of U.S. exports has increased substantially in recent years."
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If there is little doubt that the decline in the capital-labor ratio
has reduced the Nation's competitiveness, there is even less doubt
that it has contributed to the erosion of productivity. The decline in
the capital-labor ratio has been accompanied by an abrupt decline
in productivity growth. Whereas output per worker hour increased
at a compound annual rate of 2.9 percent between 1960 and 1970, it
increased at the substantially lower annual rate of 1.4 percent
between 1970 and 1979, and at the still lower rate of 0.7 percent
after 1973.

Productivity and Real Per Capita Incomes

Real per capita income is one measure of Americans' standard
of living. During the last decade, real per capita income rose by 2.4
percent annually to $6476 in 1979. In comparison, the same income
rose 2.6 percent in the 1960's, but that was in a decade when
population growth was much greater than in the 1970's. When
population growth is high, per capita income gains tend to be
smaller. When population growth is low, per capita income gains -.-
coupled with an expanding economy -- tend to be larger. Had the
economy been expanding more rapidly in the 1970's, during a
period of declining population growth, real per capita income would
have been much greater than S6476.

If productivity performance is as poor during the 1980's as it
was during the 1970's, real per capita income growth would be
halved, falling to about 1.2 percent.

Continued slow productivity growth would mean that, by 1990,
real per capita income would reach only S7410.

While this would be 14 percent above its 1979 level, it would be
considerably below what could be achieved. If productivity growth
is encouraged -- if appropriate tax, energy, regulatory and other
policies are marshalled -- 1990 per capita income could reach $8150
(in constant dollars), fully 10 percent higher than the continued slow
productivity growth trend, and 26 percent higher than its 1979 level.

Achieving this level of per capita income will not be easy. It will
require that, during the 1980's, real gross national product (GNP)
grow at about 3.0 percent per year, that the Nation's capital stock
(its plant and equipment) expand at 3.8 percent per year, and that
the share of investment in GNP rise to 12 percent.

Just as productivity growth is necessary to increase per capita
income, investment in new plant and equipment and in improved
workers' skills is critical if productivity increases are to be
accelerated. The long-ran effects of a slowdown in capital formation
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and investment in human resources, and thus productivity growth,
extend to every American. At minimum, continuation of the 1970's
trend will see a deepening of America's pervasive international
competitiveness decline that is seen most clearly in the increasing
influx of Japanese and German automobiles, radial tires from
France, textiles from Hong Kong, Japanese television sets, Italian
shoes and foreign bicycles, motorcycles, flatware and machine tools,
because the major force that drives this wave of foreign competition
is productivity growth more rapid than that in the United States.

Since World War II, real GNP has grown at a 3.5 percent
annual rate. Of this 3.5 percent total, 1.6 percentage points are
accounted for by the growth of the Nation's stock of machinery and
equipment. The remaining 1.9 percentage points are attributed to
increases in productivity (1.1 percentage points) and to increases in
employment (eight-tenths of a percentage point). Clearly, 46
percent of the growth in GNP is explained by increases in capital
formation, and thus much of the Nation's standard of living
increase is directly attributable to investment in plant and
equipment.

The following staff study not only explains how investment is a
source of economic growth and, thus, of improved standards of
living; it presents the link between investment and technological
change, a conduit of economic progress; and the links between
regulatory, energy and other policy, and the ingredients of faster
productivity growth.

Once the connections are understood, the study proposes policy
prescriptions which offer the best hope for the achievement of
America's full productive powers.
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II

WHY PRODUCTIVITY HAS DECLINED

A Tendency to Consume Rather than to Save

The productivity decline has no single cause. Rather, declining
productivity growth is the consequence of an environment that
encourages consumption rather than saving, and that discourages
investment and production. Declining productivity growth is the
consequence of an environment that has seen the United States'
ratio of saving to disposable income fall below that of any other
major industrial nation -- less than one-fourth the averages for Italy
and Japan; only one-third that of France, Germany and the United
Kingdom, and less than one-half that of Canada.

Many factors contribute to this environment. Inappropriate
monetary and fiscal policies play a role, as does government
regulatory activity. Inadequate tax treatment of depreciation is a
negative influence on investment, and therefore on productivity
growth. Declining R&D spending has had a negative impact, as has
the rapid rise of energy prices. And, inflation has worked both
directly and indirectly to reduce productivity growth.

Inflation does not simply erode real incomes. It encourages
consumption and discourages saving because -- anticipating higher
prices in the future -- consumers and businesses buy now rather
than later. The result is a surge of anticipatory buying that adds to
inflationary pressures. To finance these purchases, consumers and
businesses borrow and draw down savings that might otherwise
have been used to finance investment projects. But reduced savings
and increased borrowing are generally not sufficient to maintain
consumption patterns in the face of rapidly rising prices. Wages
must rise to compensate for higher prices. Typically, however, wage
increases designed to compensate for past and anticipated price
increases exceed productivity gains. The result is increases in unit
labor costs, and still more upward pressure on prices. The
combination of buying in anticipation of future price increases and
rising unit labor costs is self-defeating. In the end, all that is
achieved is that more kindling is thrown on the inflationary fires: As
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prices go up, anticipated inflation becomes a reality. The result is
more anticipatory buying, and continuing catch-up wage demands.
Unfortunately, wages cannot "catch up." Rising wages, along with
higher energy and materials prices, push up the costs of production
and restrain the growth of output. At the same time as buyers seek
to purchase more, the supply of goods and services begins to grow
more slowly. The result is still more inflation, leading to demands
for still higher wages and a continuation of the vicious cycle.

Management, Labor and Government

Part of the fallout of the vicious cycle of inflation, increased
consumption spending, declining saving and investment, and rising
unit labor costs has been the slower growth of output and the
erosion of real incomes. Declining real incomes have been
accompanied by the ascendancy of special interest groups. With real
incomes declining, interest in long-term growth waned; interest in
the protection of income shares increased.

At the most basic level, distrust and antagonism have tended to
choke off labor-management cooperation essential to the
identification of ways to improve productivity on a day-to-day basis.
At another level, government is increasingly perceived to be in
direct competition with the private sector for access to and use of
increasingly scarce resources.

All of this is congenial neither to faster productivity growth nor
to faster economic growth. Government mandates cannot change
the situation, but the provision of an environment of economic
stability will help through:

* A declining share of government in GNP.
* Steady reductions in the growth of the money supply.
* Cost-effective regulatory initiatives.
In short, policies that encourage the growth of real incomes are

essential.

Short-Term Vs. Long-Term Thinking

If inflation encourages consumers to buy now rather than later,
to save less, and to demand wage increases now rather than later, it
also shortens the planning horizons of businesses. At the least,
inflation discourages the risk-taking associated with long-term
investment projects which could provide more modern and efficient
equipment. Inflation simply makes long-term investment riskier.
Both the estimates of the revenues that an investment might
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generate, and the costs that will have to be absorbed, are less
predictable. Investment projects with quicker payouts become more
attractive both because revenue and cost forecasts extend over a
shorter (and presumably more foreseeable) planning horizon, and
because profits generated further in the future by long-term
investments are likely to be eroded by inflation. The investment
emphasis then turns to other expansion opportunities (the
modification or acquisition of existing products and production
processes), rather than upon the development of new products and
processes which can boost productivity.

The acceleration of inflation has been accompanied by a flurry
of merger and "take-over" activities. In the mid-1960's the average
valuation ratio -- the ratio of the market value of a corporation's
stocks and bonds to the replacement cost of its assets -- was
approximately one and one-quarter. That is, in the mid-1960's,
corporate plant and equipment was being valued in the market at
one and one-quarter times its replacement cost. By the late 1970's,
the ratio had fallen to less than three-quarters, meaning that
corporate investments were being valued, on average, at less than
three-fourths the cost of replacement. In effect, inflation was
driving replacement costs up faster than the market value of
corporations' stocks and bonds. Under these circumstances it is easy
to see why corporate managers have had an easier time selling
boards of directors on the idea of acquiring other companies in order
to expand, rather than undertaking the costs (and the risks)
associated with the start up of new enterprises.

The tendency to think on a short-term basis has not, however,
been limited to the private sector. Both the monetary and the fiscal
authorities have been inclined to focus on the near-term, rather than
upon the provision of an environment that is congenial to long-term
economic growth.

Monetary policy has had a great deal to do with the price
explosion that has eroded real incomes, slowed investment, and
contributed to the decline of productivity growth. True, the
monetary authorities did not set in motion the massive energy price
increases that have been so important a part of the inflationary
process. But the monetary authorities did over-accommodate those
rising energy prices by increasing the growth of the money supply.
And it was the monetary authorities who underwrote the explosion
of credit without which the wave of anticipatory buying could not
have been financed. But, above all, it has been the disposition of the
monetary authorities to employ stop-go policies - monetary
expansion when unemployment was rising, and monetary
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contraction when the inflation rate was rising -- that has been most
detrimental to decision-making generally, and to long-term
investment in particular.

The attempts of the monetary authorities to "fine tune" flies in
the face of two fundamental facts:

(1) Over the long term, there is no trade-off between inflation
and unemployment. Rather, increases in the inflation rate lead,
inevitably, to increases in the unemployment rate. As a result, a
willingness to accept an increase in inflation as the price of reducing
unemployment is self-defeating. Eventually, the surge of price
inflation must translate to an increase in unemployment.

42) Attempts to manage demand through adjustments in the
growth rate of the money supply and changes in the level of interest
rates affect supply as well. The supply effects are complex, having
to do not only with output decisions by business firms, but labor
supply decisions by workers and potential labor force entrants.
And, very importantly, the supply side effects of demand
management include the impact of stop-go policies on investment
decisions.

Fundamentally, the problem is that the monetary authorities
have consistently viewed investment spending as a component of the
demand for goods and services. As such, investment spending
becomes something to be "managed," in the same sense as
consumption is managed.

But this is wrong. Investment spending is not the same as
consumption spending. Increases in net investment -- investment
spending that results in expansion of the capital stock and in
increases in productivity -- result in increases in the Nation's
productive capacity. Increases in consumption spending do not
have this effect -- unless the increased consumption spending is a
catalyst to more investment spending. But it is precisely this
tendency to lump together elements which do not have the same
effects that has contributed to a deterioration of the investment
climate, an acceleration of inflation, and a decline in productivity
growth.

Since 1973, net investment has actually declined at a 1.6
percent annual rate. The combination of high and variable inflation
rates, inadequate tax treatment of depreciation, and stop-go fiscal
and monetary policies are among the culprits.

But if the monetary authorities must shoulder part of the blame
for the decline in net investment -- and therefore for part of the
decline in productivity growth -- the fiscal authorities are to blame
as well.
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It is not simply that the fiscal authorities have been as
enamored of "demand management" and of stop-go policies as have
been the monetary authorities. Fundamentally, it is that the fiscal
authorities -- like the monetary authorities -- have ignored the
supply side. They have for too long embraced the same narrow view
of investment. They have regarded investment spending as a
component of aggregate demand. As such, investment spending,
like consumption spending, was "managed" in the never-ending
cycle of boom and bust. The missing element was not simply
recognition of the supply side aspect of investment spending, but
recognition of the implications for long-term economic growth
implicit in the deliberate manipulation of investment spending. The
deliberate slowing of consumption spending is one thing; the
deliberate squeezing of investment spending is quite another.

Recognition of the need to develop a delicately balanced
economic policy through increased emphasis on the supply side,
while increasingly widespread today, is not altogether new.

President Kennedy saw the developing balance of payments
problem and -- although the real deterioration of merchandise trade
was still 10 years away -- he had the vision to sense the future and
the need for new policies. In a special April 20, 1961 tax message,
Kennedy offered the new concept of a 15 percent tax credit on all
new plant and equipment investment. His proposal was
unsuccessful in 1961, but he was back again in 1962 -- this time
with a successful capital formation program which provided a
business tax cut estimated at $1.5 billion in the first year.

Following enactment of that tax bill, on December 14, 1962,
the President said: "Our present tax system exerts too heavy a drag
on growth -- it siphons out of the private economy too large a share
of personal and business purchasing power, it reduces the financial
incentives for personal effort, investment and risk taking." In order
"to increase demand and lift the economy, the Federal
Government's most useful role is not to rush into a program of
excessive increases in public expenditures, but to expand the
incentives and opportunities for private expenditures." ,

That was the new theme of taxa`on, seemingly based on
President Kennedy's gut understanding of supply and demand
balance.

President Kennedy achieved widespread understanding and
support for the concept of tax reduction to help promote economic
growth, but the specifics became embroiled in dispute. Complexity
of detail amidst cross currents of old ways of looking at tax policy
intermingled with a complacency about the need for action.
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It does no good to consider what might have been, but
President Kennedy was close to the present day idea that tax
reduction does not simply stimulate demand. Tax reduction does
not result solely in an increase in consumption and investment
spending. Tax cuts that stimulate investment spending result in
increases in the Nation's stock of physical capital. This, in turn,
increases productivity and the Nation's productive capacity.

If the Nation is to have any chance of meeting its economic and
social goals, the economy will simply have to grow faster. Fiscal and
monetary policies have an important role to play in accelerating
economic growth. But it is a role that can be played only if
policymakers understand the supply side implications of what they
do, if they abandon the stop-go policies of the past, and if they
substitute instead a commitment to growth; a commitment to the
establishment of an environment of policy stability.

Central to the development of economic policies that are
congenial to economic growth -- to increases in saving, investment
and productivity -- is a steady monetary policy with gradual
reductions in the growth rate of the money supply. Equally
important will be a commitment to gradually reduce the share of
government expenditures in gross national product (GNP), and the
systematic modification of the tax code to provide incentives to
invest, to save and to produce.

Thie Proliferation of Regulations

Failure to take account of the implications of policy changes for
the supply side have not been limited to the fiscal and monetary
authorities. Part of the decline in net investment and in productivity
is due to the way in which regulatory initiatives have been
promulgated and implemented.

Environmental and health and safety regulations generate
benefits, but they also generate costs. The satisfaction of
environmental regulations typically involves higher capital and
operating costs. In the case of capital expenditures -- spending on
new plant and equipment -- benefits may take the form of cleaner
air or water and an improvement in measured productivity. It is
conceivable, in other words, that the satisfaction of environmental
or other regulations may, over time, result in reduced operating
costs. But it is also true that capital and operating costs may rise,
with no compensating increase in measured productivity. In this
event, the absorption of unnecessarily high regulatory costs does not
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simply contribute to inflation; it constitutes an unnecessary drag on
employment, output, productivity and, ultimately, on economic
growth.

The problem has been that the attention of the regulatory
authorities has for too long centered on regulatory goals without
sufficient regard for short- and long-term costs. Increases in current
operating costs restrict output and employment growth. Increases in
projected costs, coupled with the uncertainties associated with
regulatory processes, act to retard investment.

Regulations would not be promulgated if there were not
agreement that they will generate benefits. But the rational
achievement of regulatory objectives requires that they be efficiently
attained and that the costs of satisfying regulations be minimized. A
commitment on the part of government to minimize regulatory
compliance costs should be a keystone of economic policy. This
would require that -- in addition to consideration of regulatory
objectives -- government at all levels take account of the
implications of regulatory initiatives for product prices,
employment, production and investment. This would help reduce
regulatory uncertainties, and would serve to minimize any negative
impact of regulation on productivity and economic growth.

Sluggish R&D Growth

Inflation, stop-go economic policies and an uncertain
regulatory environment have all contributed to the decline in net
investment. This has translated directly into a reduction in
producti-vity growth. But declining productivity growth is related to
another trend -- a decline in research and development (R&D)
spending -- that is itself a reflection of high and variable inflation,
and of unsteady economic policies.

Total spending for R&D by industry, government and
universities dropped from 3 percent of GNP in 1964 to 2.3 percent
in 1979. While the relationship is difficult to quantify, evidence is
that R&D expenditures and productivity growth are positively
related because R&D expenditures are the source from which many
technological innovations arise.

The decline in R&D spending is largely explained by a
reduction in space-related research. But, while R&D spending by
industry has remained relatively stable as a percent of GNP, the
nature of the spending that does occur has changed. The R&D that
is conducted by industry has shifted away from longer-term
research and toward short-term development projects; toward the
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modification of existing products and processes. R&D, after all, has
the character of an investment and, like all investment spending, it
reflects the short-term emphasis engendered by inflation, by stop-go
monetary and fiscal policies, and by regulatory uncertainties.
Equally important, much of the industrial R&D that does occur is
devoted to regulatory compliance.

The purpose of R&D is to generate new knowledge that,
ideally, will be translated into new products or production
techniques. R&D is an engine of technological change. But if R&D
is the engine of technical change, investment in physical and human
capital is the vehicle. Without investment either in human or in
physical capital, technological change would be limited to plant
floor innovations; innovations that, while important, involve the
modification and use of existing plant and equipment. This would
slow the rate of technological advance and, with it, slow the rate of
productivity growth, because new technology is generally embodied
either in new plant and equipment, or in the newly acquired
knowledge and skills of the work force.

R&D and investment are motive forces behind technological
change, and therefore behind productivity increases. Anything that
slows the rate of technological change -- that slows the conduct of
R&D activities, or that reduces new investment growth -- therefore
reduces productivity growth.

The Rapid Rise in Energy Prices

The triad of high and variable inflation, stop-go economic
policies and an uncertain regulatory environment has wreaked
havoc with investment and with R&D activity. But if one
particularly troublesome villain were to be singled out, it would
likely be the precipitous rise in energy prices.

Energy prices are important determinants of the rate of
technological advance, and hence of productivity growth. The vast
majority of America's industries -- whether farming,
manufacturing, or non-farm, non-manufacturing -- are heavily
dependent upon energy. They are dependent in the sense that in
these industries, improvements in technology -- and hence in
productivity -- depend upon increases in the relative importance of
energy in these industries' production processes. Technological
change in these industries involves the use of more energy-intensive
production processes in which energy becomes a larger component
of total costs.
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Clearly, then, increases in the relative price of energy impede
the rate at which new technology is adopted. As a result, energy
price increases slow the rate of technical advance and, with it, the
rate of productivity growth. Energy price increases are not simply a
burden on consumers and on business; they are a brake on economic
growth.

But if energy price increases have retarded productivity
growth, so has uncertain energy availability. Excessive reliance on
insecure foreign energy sources has increased the riskiness of
investment in energy-intensive production processes that might
otherwise have increased productivity. In short, both energy price
increases and the uncertainty associated with adequate energy
supplies have slowed the rate of productivity advance, although the
uncertainty of energy supplies has begun to diminish.

The gradual decontrol of domestic oil and gas prices has
already begun to unleash domestic oil and natural gas exploration.
Price incentives, coupled with passage of the Energy Security Act
and other policy initiatives, will serve to underwrite synthetic fuel
production, to encourage the use of coal and other non-oil fuels, and
to stimulate more aggressive energy conservation.

All of this, it is hoped, will serve to reduce U.S. reliance on
insecure foreign energy sources and to slow the rate of increase of
Organization of Petroleum Exporting Countries (OPEC) prices. To
the extent that these policies succeed, the rate at which American
industry adopts new technology will increase. The result will be
more rapid productivity growth and more rapid economic growth.

But more should be done. Energy policy should be broad-
based, encouraging the development of more domestic as well as
secure foreign energy sources. And it should encourage the ever
more efficient use of energy. Without policies which slow the rate of
increase of energy prices, productivity growth will be very, very
difficult to achieve.

Plant and Equipment

Partly as a result of inflation, and partly as a result of tax and
other disincentives to invest, the United States has increasingly
fallen behind its major industrial competitors. During the 25 years
after World War II, roughly one-third of Japan's growing national
product flowed into new machinery and equipment. In the case of
Germany, France and Italy, fixed capital investment ranged from
one-fifth to one-fourth of their GNP during the same period. The
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United States, on the other hand, was dead last among all major
industrial nations, with a capital to GNP ratio roughly half that of
Japan.

The causes of the neglect of plant and equipment investment
are a tangled, interrelated web. The tendency to consume rather
than to save reduces the growth of the pool of investable funds. The
tendency to think short-term rather than long-term biases decisions
away from long-term investment in plant and equipment, in R&D
and in human capital. The proliferation of regulations increases
costs and uncertainty. The rapid rise of energy prices, coupled with
the question of energy availability, reduces the rate at which new
technology is adopted. And interwoven in this web is a tax system
which is itself a barrier to plant and equipment investment.

Under current tax laws, businesses are allowed tax deductions
based on the historic cost of plant and equipment; that is, the
purchase price of equipment and the construction of plant. The
result is that a plant which might have cost S1 million upon
completion is being depreciated, years later, at its original cost, and
not its current replacement value. The problem is that inflation will
have pushed the plant's replacement cost above its original cost. As
a result, depreciation allowances -- tax deductions intended to assist
in the provision of funds for the renewal of plant and equipment --
are too small. Yet, because depreciation allowances are too small,

profits are overstated. Therefore, taxes paid are too large, and less
money is available for reinvestment in plant and equipment.

Tax policy should have as a partial objective the provision of
incentives to roll over plant and equipment more often; ideally, at a
rate which allows U.S. industry to compete with foreign producers
whose average age of industrial equipment ranges roughly from 10
to 14 years. This stands in sharp contrast to the average age of
America's industrial equipment, now running over 20 years. (In
some major, mature industries such as steel, paper and pulp,
foundries and forge shops, much of the equipment is 50 or more
years old).

The connections among productivity, the tax system, and
retaining more earnings in the private sector will be further explored
below. There is, in any event, a clear need to retain more earnings in
the private sector so as to revitalize the Nation's industrial base,
rather than to collect these earnings as taxes to fill the all too often
leaky public sector bucket.
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III

THE MEASUREMENT PROBLEM

The evidence that productivity growth is declining is based
upon long-term trends. It is the productivity trends that are
meaningful, rather than a particular measure of productivity at a
particular point in time.

The measurement problem has many dimensions. It is a
problem of knowing how to measure outputs and inputs where--
even within a particular industry -- quality and other differences

distinguish one unit of output from another, and skill levels are
different among employees doing the same job. The measurement
problems are manifestly more complicated in the service sector, the
sector of the economy that is growing most rapidly. To illustrate, in
the case of the legal profession, no two wills are the same, and the
number of worker hours required to prepare a legal brief will
necessarily vary depending upon the complexity of the issues
involved and the knowledge and skills of the lawyer.

Partly because of measurement problems, productivity
statistics must be carefully interpreted. For example, some things
that should be included in productivity measures are not, generally,
for the very plausible reason that no one knows exactly how to
measure them. An example is environmental improvements.
Worker hours are employed in the process of improving air and
water quality, but the fruits of that labor -- the improved air and
water -- are not a part of the measured output of the economy. As a
result, where the worker hours used to produce environmental
improvements are counted, but the environmental effects are not,
productivity is underestimated.

Differences in skill levels are a particularly troublesome part of
the measurement problem. During the 1970's the American labor
force swelled at a 2.5 percent annual rate. Employment grew at a
2.4 percent annual rate, with much of the increased employment
involving first-time entrants into the labor force. Many of the newly
employed were either the young products of the postwar baby
boom, or women seeking employment for the first time outside the
home. Lacking the training of older, experienced workers, these
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new job market entrants did not possess comparable skills. Yet,
most productivity statistics do not take account of these differing
skill levels. While many of these demographic effects will become
less important in the 1980's -- the labor force will grow somewhat
less rapidly, there will be relatively fewer young workers, and
workers are now gaining experience -- the fact remains that failure
to take account of differing skill levels can result either in over or
underestimates of productivity.

Partly because of the measurement problem, the scope and
significance of the declining productivity trend has only lately come
to be realized. The ambiguities of individual productivity numbers
tended to obscure what the productivity trends clearly articulated:
The efficiency of resource use has been gradually eroding. The fact
that the developing evidence did not elicit a more rapid response
suggests the need to come rapidly to grips with the causes of the
productivity decline and to improve the quality of the radar by
improving the various productivity statistics. The measurement
problems are not insurmountable. But to overcome them will
require the mobilization of technical skills, determination, and a
great deal of ingenuity. Resolving the various productivity
measurement problems is a challenge to professional economists
and to managers, labor and government. It is a challenge to all
those interested in efficient resource use, the growth of real incomes,
and the competitive position of the U.S. economy.
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IV

PRODUCTIVITY AT THE

SECTORAL AND INDUSTRY LEVELS

An understanding of the scope and significance of the
productivity decline hinges upon an appreciation of productivity
trends not only at the national level, but at the sectoral and industry
levels as well.

The economy's major sectors include the private domestic
business economy, farming, manufacturing, and non-farm, non-
manufacturing industry. A comparison of data for the periods 1948
to 1973 and 1973 to 1978 indicates the following:

* Output per worker hour is increasing less rapidly in each of
the four sectors.

* The growth rate of output per unit of capital is down in three
of the four sectors. The exception is farming, where it is now
increasing (it had been falling during the 1948-1973 period).

Again, comparing the data for the 1948-1973 and 1973-1978
periods, it is found that, among manufacturing industries:

* Output per worker hour is increasing less rapidly in 16 of 20
industries, with output per worker hour actually declining in
primary metals and instruments.

* Output per unit of capital is increasingly less rapidly in 16 of
20 industries. Moreover, output per unit of capital is declining in 12
of 20 manufacturing industries.

As for the non-farm, non-manufacturing industries (again
comparing the 1948-1973 and 1973-1978 periods), the data indicate
that:

* Output per worker hour is increasing less rapidly in eight of
nine industries, with the only exception being communications.
Output per worker hour is actually declining in mining, contract
construction, finance and insurance and real estate.

* The growth rate of output per unit of capital has declined in
three of nine industries, writh actual declines in capital productivity
in public utilities, trade, finance and insurance.
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The Implications

Where measurable, the decline of the Nation's productivity can
be traced to the erosion of productivity growth at the sectoral and
individual industry levels.

The most obvious effect of this broad-based productivity
decline is a reduction in the growth rate of national output. This is
because the rate of growth of output for the U.S. economy as a
whole is dependent upon the growth rates of capital and
employment, and upon the growth rate of productivity.

Over the postwar period real GNP grew at a 3.5 percent annual
rate. The 3.5 percent growth rate can be explained as follows: 1.6
percentage points are accounted for by the growth of capital -- by
increases in machinery and equipment; 0.8 percentage points are
contributed by the growth of employment, and 1.1 percentage
points are explained by increases in productivity. Over the post war
period, then, the growth of the capital input has made the most
important contribution to the growth of output, followed by
productivity and employment growth.

Since 1973 the growth rate of output has fallen to a 2.5 percent
annual rate. This should come as no surprise, given the role in
economic expansion of productivity growth, and of increases in the
amount of capital and labor employed. Relative to the 1948-1973
period, since 1973:

* The capital input growth rate has declined in each of the four
major sectors of the economy. The most broadly defined sector --
the private domestic business economy -- experienced a decline in
the annual growth rate of capital from 2.5 percent during the
1948-73 period to 1.9 percent after 1973.

* Employment growth has accelerated in the private domestic
business economy and in the non-farm, non- manufacturing
industries. In the case of manufacturing, employment growth has
declined, while in farming, the rate of decline of employment has
fallen.

The net effect has been that the growth rate of the
capital-labor ratio has declined in three of the four major
sectors. Only manufacturing has experienced a slight increase.
Moreover, the capital-labor ratio is actually declining in the
private domestic business economy and in the non-farming,
non-manufacturing industries.

All of this has been accompanied by the decline in the
growth of labor productivity noted above. The result is, then,
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that the growth rate of output has declined dramatically in
three of the economy's four major sectors. Only farming has
enjoyed an increase in its output growth rate.

While the sectoral data are helpful, industry data are even
more revealing. The four major sectors of the economy are, after all,
comprised of individual industries whose investment and
employment decisions necessarily have an impact upon national
productivity performance. In the case of the manufacturing sector,
a comparison of the 1948-1973 and 1973-1979 periods reveals that:

* The capital input growth rate declined in 12 of 20 industries,
with the capital input actually declining in the leather and
miscellaneous manufacturing industries.

* Employment growth declined in 13 of 20 industries, with.
employment actually declining in 12 industries.

The corollary has been that the capital-labor ratio is increasing
less rapidly in 11 of 20 manufacturing industries, and is actually
declining in the instruments and miscellaneous manufacturing
industries. Partly because of the decline in the capital-labor ratio,
output per worker-hour is down in 16 of 20 manufacturing
industries. As a result, the real output growth rate has declined
(relative to the 1948-1973 experience) in 17 of 20 manufacturing
industries.

The experience of the non-farm, non-manufacturing industries
has been similar:

* The capital input growth rate has declined in seven of nine
industries, with the capital input actually declining in contract
construction.

* Employment growth has increased in eight of nine
industries, while remaining roughly constant in contract
construction.

* With capital input growth down and employment growth up,
the capital-labor ratio growth rate is down in each of nine
industries. Worse still, the capital-labor ratio is actually declining in
mining, contract construction, transportation, real estate and
services, and the growth rate of real output is down in seven of nine
non-farm, non-manufacturing industries.
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V
THE DECLINE OF NET INVESTMENT

The decline in productivity growth at the national and at the
sectoral and industry levels has had many causes, with the common
denominator obviously being the decline in the amount of capital
available to America's workers.

Between 1960 and 1970, net nonresidential investment
(investment in structures and in producrs durable equipment)
increased at a compound annual rate of 7.4 percent. Between
1970 and 1979 the growth rate of net investment fell to 1.8
percent, so that net investment grew during the 1970's at
roughly one-fourth the rate at which it increased during the1960's. But it is the post-oil embargo experience that has been
particularly devastating:

Since 1973 net investment has declined at a compound
annual rate of 1.6 percent.

While the growth rate of net investment was declining,
employment was growing at an accelerating rate: Between 1960 and
1970 employment grew at a 1.8 percent annual rate. Since 1970 the
growth rate has been 2.4 percent, one-third faster than during the
previous decade.

The reasons for the increase in the growth rate of employment
are themselves complex; reasons which are explored in the Human
Resources and Energy and Materials sections of the Special Study
on Economic Change (SSEC). Suffice it to say that the implications
of the relatively more rapid growth rate of employment are not only
a decline in the amount of capital available to workers, but a decline
in productivity growth, as seen in the following table.

COMPOUND ANNUAL GROWTH RATES
Net

Investment 1 Employment Productivity2

1960-1970 7.4 1.8 2.9

1970-1979 1.8 2.4 1.4

1973-1979 -1.6 2.3 0.7

1. Net Nonresidential Domestic Private Investment.
2. Output per hour, all persons, Private Business Sector.
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Given the growth of employment, this central question is
posed: What is it that accounts for the decline not only in the growth
rate of net investment, but for its actual decline?

The root cause of the decline in net investment is inflation. On
the one hand, inflation interacts with the tax system to reduce the
funds available for investment. On the other hand, inflation
foreshortens the focus in decisionmaking; it encourages a short
rather than a long-term view of investment decisions.

Inflation, Tax Policy and Investment
Under current tax law, businesses are allowed certain tax

deductions based on the "historic cost" of their plant and
equipment. (The idea behind these tax deductions is that some
allowance should be made for the fact that machinery and
equipment wear out, and that replacement will eventually have to
occur.) But with inflation pushing current replacement costs above
the historic cost of plant and equipment, two things happen. First,
because depreciation allowances are based upon the purchase or
historical prices of existing plant and equipment, current
depreciation allowances are understated Second, because
depreciation allowances are too small, expenses are understated,
and current profits are overstated. With profits overstated, taxes
paid will also be too large, leaving less money to be distributed to
shareholders, or to be reinvested for future growth.

The nub of the problem is that when the inflation rate rises, the
real value of depreciation allowances is reduced. This has the effect
of diverting into taxes dollars that would otherwise have been
available for reinvestment. As a result, inadequate depreciation
allowances reduce the amount of investment. But they also distort
the composition of the investment that does occur.

Over time, longer-lived plant and equipment suffer larger
declines in the real value of depreciation allowances. As a result, the
interplay of high and variable inflation rates and inadequate
depreciation allowances result in a bias against longer-lived
projects. In effect, the planning horizons of businesses become
shorter. The result is that investment projects that might have
yielded significant future benefits -- particularly in the form of
higher productivity -- are rejected in favor of projects yielding faster
payoffs.

Inflation contributes in yet another way to the discouragement
of long-term investment. A key determinant of investment decisions
is profits which investors expect to earn on their investments. The
calculation of expected profits hinges upon sales and cost
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projections. However, because high and variable inflation rates
make sales and cost projections less certain, they make expected
profit calculations more tenuous. Inflation, therefore, increases the
riskiness of business investment. Thus, many projects that would
otherwise have been undertaken are abandoned. Among the most
likely candidates for abandonment are long-lived projects whose
expected payouts extend over a long period of time. The ultimate
impact of inflation is therefore to foster a short-range, minimum
risk view; to encourage businesses to concentrate on the present at
the expense of the future.

If inflation biases businesses' investment decisions, it also
alters savers' decisions. In broadest terms, high and variable
inflation rates encourage consumption spending and discourage
saving. Inflation therefore affects the amount of saving, while also
affecting its composition.

Because of inflation, effective tax rates on capital gains and on
interest income have increased dramatically. Savers who purchased
stocks and bonds now pay tax rates of 100 percent or more on their
real returns. This obviously discourages saving. When coupled with
the inherent riskiness in an inflationary environment of business
investment, savers respond by saving less and by changing the form
of their saving. While stock and bond prices ratchet up and down,
the prices of housing, precious metals and works of art rise. Instead
of saving in the form of stocks and bonds, savers make decisions to
place their money in real estate, jewelry and other non-productive
assets; decisions which inevitably contribute to the slowing of the
growth rate of productivity and of GNP.
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VI
EMPLOYMENT AND LABOR FORCE GROWTH

From 1948 to 1973 U.S. real GNP grew at an annual rate of 3.8

percent. Since 1973 the growth rate of real GNP has fallen to 2.5

percent. At the same time, employment growth has accelerated
from 1.5 percent per year during the 1948-1973 period to 2.3 percent

since 1973. With real output increasing during the earlier period

much more rapidly than employment, output per employed worker

rose at an average annual rate of 2.3 percent. The tides changed
rather abruptly after 1973, however. With real output increasing at

only 2.5 percent per year, and with employment rising at 2.3
percent per year, output per employed worker stayed roughly
constant, meaning that the growth of real incomes -- as measured

by the growth of output per employed worker -- dropped
dramatically after 1973. This erosion of real income growth is one of

the central features of the changing economic landscape.
As has been emphasized, the rapid expansion of employment

relative to the capital stock is at the heart of the slow growth
economy and the attendant declining real income growth problem.

An appropriate policy direction is to find ways to increase

investment in plant and equipment. Investment-enhancing policies

will be increasingly important as the Nation moves into the 1980's.

Alone among industrialized nations, the United States will, during

the 1980's, experience the mixed advantages of a growing labor
force whose annual growth rate will likely be in the range of 1.0 to

1.5 percent per year during the 1980's, and somewhat lower during
the 1990's.

One beneficial effect will be the increase in the relative size of

the productive age group 22 through 64. This group constituted just

over 52 percent of the American population in 1978, and will rise to

roughly 56 percent in 1990. Moreover, by 1990 the median age of

Americans will be 33, compared to 30 in 1979.
By 1990, one-third of the population will be between the ages of

25 and 44. Households will be formed at the rate of 1.8 million per

year -- an all-time high for the United States. The sheer weight of

this demographic bulge, coupled with the growth of two-earner
families and the rising number of single persons setting up

households, will serve to increase the demand for housing, durable
goods and services.

If the prime worker age group will be important in shaping

future consumption patterns, it will be equally important in terms of

its potential contribution to productivity. Typically, the 25-44 age

group includes years of high productivity, when employees increase
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skills and work experience. The large number of prime age workers
could, therefore, form the basis for a productivity renaissance--
provided the capital stock grows fast enough to accommodate them.

Accelerated economic growth -- in the sense of an increase in
productivity or output per employed worker -- is essential not only
to the well-being of the prime age worker group. It is absolutely
essential if the Nation is to provide for its growing non-working
population. The 65-plus population of the United States is currently
growing at a rate twice that of the general population. By the year
2000, the U.S. population will have more than tripled during the
century, but the segment of the population over age 65 will have
increased ten-fold.

The increasingly rapid growth of the over-65 population must
be considered in the context of an equally important development --
the decline in the fertility rate.

American women gave birth to half as many babies in the late
1970's as they did during the peak baby boom years in the late
1950's. At the crest of the baby boom (1946 through 1964), the
fertility rate reached a high of almost 3.8 births per woman. During
the 1970's the fertility rate fell to 1.8 births per woman; a rate that is
below the replacement level of 2.1 and is the lowest in the Nation's
history.

With fewer babies being born, the middle-aged segments of the
population will continue to expand. After 2010, when the baby
boom generation begins to retire, the elderly will cause the
dependency ratio to worsen. There are now five persons of working
age to each person over 65. The ratio could decline by 2030 to three
working age persons for each person over 65. Yet it is the working
age population whose taxes finance Social Security, Medicare and
other Federal programs for the elderly -- programs which now
account for one-fourth of the Federal Budget. * A particular
concern is, of course, the Social Security system whose problems are
discussed in the SSEC paper entitled "Social Security and Pensions:
Programs of Equity and Security".

All of this suggests that investment-enhancing policies must be
put in place. To deny America's growing labor force the tools that
would enable it to realize its productive potential will not simply
reduce potential economic growth. In human terms, it would
jeopardize the Nation's ability to satisfy the growing claims on its
output.

* A detailed discussion of the federal budget, and of the associated policy
recommendations is provided in the SSEC paper entitled "Federal Finance:
Government Dollars and American Affluence."
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VII

THE NATURE OF THE INVESTMENT DECISION

Coaxing additional investment out of the system is no simple
matter. Additional investment will occur when and only when: (a)
the economic climate makes it sensible to invest, and (b) financing is
available. The second condition requires that there be incentives to
increase saving because investments do not occur if there is
insufficient saving to finance them.

Regarding the first condition, businesses will invest only when
they can reasonably anticipate earning a fair rate of return on their
investment. And the calculation of the rate of return on any
investment is based upon a comparison of two things: (a) the present
value -- or the value today -- of anticipated future after-tax profits,
and (b) the cost of making the investment.

Consider, for example, the problem of deciding whether to
invest in a new piece of equipment. Whatever the purchase price of
the equipment, this cost must be compared to the present value of
the anticipated future profits that the equipment will contribute to
the firm. The calculation of the present value of the profits that the
equipment will generate depends upon three things: (a) a projection
of the revenues the equipment will generate each year over its life;
(b) a projection of the costs the firm will incur each year as a result
of using the equipment, and (c) the selection of an interest rate by
which to convert the future profits into present value terms.

Future profits (the difference between revenues earned and the
costs incurred each year over the equipment's life) must be
converted to present value because a dollar received tomorrow is not
worth as much as a dollar received today. This is because a dollar
received today can, for example, be placed in a savings account
which pays interest. It is for this reason that a "discount" rate must
be chosen; an interest rate reflecting the rate of return that could be
earned if the firm had access to the future profits today rather than
in the future.

Policies that increase projected revenues, or that decrease
projected costs (or both) stimulate investment. By the same token,
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policies that reduce the interest rate used to convert future dollars
into present value terms will also stimulate investment.

Policies that reduce the inflation rate are particularly helpful:
A reduction in inflation that is accompanied by an increase in real
incomes generally stimulates product demand, and therefore
increases projected revenues. By the same token, reductions in the
inflation rate generally reduce not only projected costs, but
uncertainty as well. And, finally, reductions in the inflation rate
pull interest rates down. In simplest terms, reductions in the
inflation rate stimulate investment. Policies that reduce the inflation
rate should therefore be accorded very high priority.

While anti-inflationary policies should receive high priority,
policies that slow the rate of increase of energy prices should also
receive particular attention. Energy price increases have imposed a
significant burden on the economy. They have reduced consumers'
real incomes, contributed to an erosion of businesses' cash flows
and, equally important, they have slowed the rate of technological
advance. Energy price increases have therefore reduced the rate of
productivity growth, and have contributed both directly and
indirectly to an erosion of real income growth.

As has been emphasized, the farming industry is energy-using,
as are 24 of 29 manufacturing and non-farm, non-manufacturing
industries. Technological change in each of these industries is
heavily dependent upon energy use. As a result, in the vast majority
of America's industries, increases in the relative price of energy slow
the rate of adoption of technical advances. Energy price increases
therefore reduce productivity growth.

Given the wide range of industries whose productivity growth
depends upon energy-using technological change, policies that
reduce the rate of increase of energy prices are imperative.

It would be foolhardy to suppose that policies could be put in
place that would have the effect of reducing the relative price of
energy. But policies can be implemented that encourage the
efficient use of energy, and increase energy supply.

While they cannot by themselves "solve" the productivity
problem, and while their contribution will not be instantaneous,
programs to increase investment in plant and equipment, in human
capital and in energy conservation and production are absolute
prerequisites to increasing productivity growth. Increased
investment can help to stabilize prices, stimulate output and real
income growth, and improve the competitive posture of the U.S.
economy.
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VIII

THE ROLE OF TAX AND ENERGY POLICY

The goals of increased productivity and accelerated economic
growth are interrelated. So must be the policy initiatives designed to
foster their attainment.

Increased investment and saving are essential to productivity
growth. And productivity growth is central to faster economic
growth. Yet, reduced inflation is a prerequisite to these economic
ends. The fulcrum of an anti-inflationary strategy must be an
environment of policy stability -- a consistent trend toward slower
monetary growth, a reduced share of government in GNP, and cost-
effective regulatory initiatives.

What is required, above all, is a commitment to a reduction in
inflation, and, in particular, to a reduction in the rate of increase of
energy prices. None of this can be achieved by appeal to traditional
"demand management"' policies. The appropriate policy initiatives
are supply side oriented.

A supply side strategy can take many forms. But a strong case
can be made for the use of the tax system; to restructure the tax code
so that individual initiative is encouraged, that productive effort is
rewarded, and that the returns to saving and investment accrue to
those who take the risks.

Tax policy must therefore play a central role. But an
environment in which energy availability is always in question, and
in which the cost of U.S. energy imports has risen 25-fold in 11
years, is hardly congenial to investment. If the Nation is ever to
reach full stride -- if it is to return to anything like the growth path
it experienced prior to the energy price revolution -- it must stand
on two feet: (1) It must encourage investment and saving; (2) It
must encourage domestic energy production and conservation.

The case for a supply side strategy is powerful. It can be made
based upon a priori logic. But it can also be made by looking at the
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effects of hypothetical supply side policies on inflation,
unemployment, real GNP growth, productivity, capital stock
growth, and the share of investment in GNP, something which
Data Resources Incorporated (DRI) has done in response to an
SSEC question: What would it take to reduce the core inflation rate
to less than 5 percent by 1990? (The core inflation rate, simply
stated, is the difference between increases in wages and other costs
of production, and increases in productivity.)

Three alternative policy scenarios were considered: Case I, The
Demand Management Case, secured a reduction of the core
inflation rate to 5 percent in 1990 by means of a very restrictive
Federal budget policy; a policy which reduced Federal spending to
19.7 percent of GNP, down from the estimated 1980 share of 23.0
percent. Under this scenario, Federal spending increases at 0.5
percent per year in real terms. This spending pattern would be
difficult to achieve if, for example, substantial increases in real
military spending were sought.

The costs of this demand restraint policy would be felt in many
ways. In effect, high unemployment rates and low utilization rates
of industrial capacity would be relied upon gradually to reduce the
core inflation rate. It is high unemployment that constitutes the
intolerably high cost of following this policy option. Unemployment
averages 8.9 percent in the first half of the decade, "improving" to
8.4 percent during the second half of the decade. The
unemployment rates of nonwhite workers would, however, average
16.1 percent over the decade, with the unemployment rate for
teenagers hovering around 19.8 percent.

In addition to high unemployment, a policy of demand
restraint would reduce productivity growth still further. Because
demand would be restrained and industrial capacity would be
underutilized, little investment would occur. As a result, the
increasing labor force would not be equipped with increasing
amounts of physical capital, and productivity growth would be
further restrained.

Case II, the Corporate Tax Incentive Case, uses supply side
tax incentives to stimulate investment. The tax incentive policy
option shortens the economic lives of equipment to 5.1 years, and of
buildings to 10.2 years. In addition, the investment tax credit is
increased to 22.8 percent.

As a result of the tax incentives, the share of investment in
GNP rises to 11.7 percent over the first five years of the 1980's, and
remains high at 11.0 percent for the rest of the decade. Capital stock
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then grows by 3.6 percent in the first half, and by 2.5 percent in the
second half of the decade. Productivity growth averages 1.2 percent
during the first half of the decade, and 1.4 percent during the
second half. While this is an improvement over recent productivity
performance, it is still low by postwar standards because, under this
scenario, no additional efforts are undertaken to encourage
domestic energy production and conservation. This prevents
productivity from improving even more.

M~ost important, the use of tax incentives to encourage
invest iment and productivity growth brings unemployment down
during the first half of the decade to 7.8 percent, and to 7.3 percent
during the second half. In addition, GNP grows at an average rate
of 2.7 percent during the decade, which is more than half a point
faster than its growth rate under the demand restraint scenario.

Clase III combines the Corporate Tax Incentives of Case II
with the added assumption that the Real Price Charged by OPEC is
Consint over the Decade. Case III assumes that domestic energy
price cecontrol proceeds on schedule. It assumes, in addition, that
natural gas and coal would be increasingly substituted for oil, that
domestc energy production would be stimulated, and that energy
conserfation would be vigorously encouraged. In general, Case III
assum s the legislated decontrol path of energy prices, and that the
Unite4 States places stability of real world energy prices "higher on
its priority lists." In effect, Case III assumes a determined effort to
encourage both more efficient energy use and enhanced domestic
energy production.

Tlhe results of stimulating investment generally, and energy
investment in particular, are very positive: Unemployment is
brouglht down to an average of 7.2 percent for the first half of the
decadl, and to 6.0 percent for the second half. The share of
investi ent in GNP rises to an average level of 11.9 percent over the
decadel The capital stock then grows at a 4.3 percent annual rate
during the 1980-1985 period, and at a 3.3 percent rate during the
last halfof the decade. During both periods, the growth rate of the
capital stock would be well in excess of the probable 1.0 to 1.5
percent annual growth rate of the labor force. Predictably, this
results in an acceleration of productivity growth to 1.5 percent per
year during the first half of the decade, and to 1.6 percent per year
during the 1985-1990 period.

Finally, under the tax incentive, constant real energy price
scenario, the annual growth rate of GNP climbs to 2.9 percent per
year for the entire decade, well above the 2.5 percent rate
experienced since 1973.
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The study indicates, then, that "demand management"
policies can squeeze out inflation, but they do so at terrible cost.
Demand management secures a reduction in inflation at the cost of
increased unemployment, slower economic growth, and slower
productivity growth. Supply side strategies impose no such cost.
Indeed, the tax incentives case achieves reduced inflation while at
the same time stimulating growth of GNP, productivity and the
capital stock. But the biggest bang for the buck comes from the
simultaneous use of tax incentives and the encouragement of
domestic energy production and conservation. Under this scenario
the unemployment rate is lowest, real GNP and productivity growth
are greatest, and the rate of increase of energy prices is slowest.
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Ix

THE ROLE OF HUMAN CAPITAL

Reductions in inflation, a more stable economic policy
environment, a commitment to regulatory cost minimization,
increased investment in plant, equipment and R&D, and a slower
rate of increase of energy prices will stimulate productivity growth.
But they cannot, by themselves, "solve" the productivity problem.

Machines are operated by human beings, bringing a people
side to the productivity question. At a minimum, increased
productivity is frequently viewed as a two-sided coin: All too often,
management views an increase in productivity as simply an increase
in output per worker hour. For its part, labor may only associate
increased productivity with a deterioration of the quality of work;
with an impingement upon its view of how a job should be done,
and how a work day should be structured.

Given these differing interpretations, putting more physical
capital in the hands of workers is the first step in increasing
productivity and real income growth. Additional steps are essential.

First, there is a need for management, labor and government to
recognize that increased productivity should work for the benefit of
all three. Increased productivity does not simply translate to an
increase in output per worker hour. It translates to an increase in
real income -- provided wage gains reflect realized increases in
productivity, and provided that the government does its job in
reducing inflation. Management, labor and government must be
partners in this three-pronged effort to increase productivity,
increase real incomes and reduce inflation. Gains in money wages
that are smaller than increases in productivity reduce workers'
incentives to produce more. Too, gains in money wages that exceed
productivity increases are inflationary. And gains in wages that
reflect productivity gains, but that are less than the inflation rate,
result in real income losses.
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Second, it must be recognized that if cooperation among
management, labor and government is essential to productivity
growth, the relationship between management and labor is critical.*
Productivity increases can, indeed, result in real income gains --
where the gains are measured in terms of what workers' incomes

will buy. But the same productivity gains can result in a
deterioration of the quality of work life. It is here that cooperation
between management and labor plays a central role.

Increased productivity need not result in a deterioration of the
quality of work life. Many plant floor innovations that have resulted
in productivity increases have come about because of worker
participation. Worker participation may take the form of so-called
quality circles; it may take the form of something as simple as a
suggestion box; it may involve participation in labor-management
committees; or it may involve something as sophisticated as
employee ownership of the sort contemplated by Employee Stock
Ownership Trusts. Whatever its form, there must be understanding
and commitment from both sides. Only then can worker
participation make important contributions to rising productivity.
Success will require a continuing cooperative spirit between
management and labor that cannot come about as a result of
government fiat. Management and labor, with the encouragement
of government, must do it themselves.

The potential positive impact of worker participation appears
great. A recent survey of worker attitudes conducted by the U.S.
Chamber of Commerce and the Gallup Orgaiization revealed that
84 percent of the workers interviewed would work harder and do a
better job if they were able to participate in decisions affecting their
jobs. Sixty-two percent of the respondents indicated that they spend
time thinking about ways to improve the performance of their
companies, and 65 percent feel that it is at least somewhat likely
that any good ideas they have will be adopted. Of those surveyed, 67
percent affirmed that how hard they work and how well they do
their jobs make a big difference in the competitive position of their
companies. All of this suggests that workers are eager to participate
and they recognize the potential contribution to productivity and
competitiveness of cooperative labor-management efforts.

An environment of economic policy stability, of declining
inflation, of cost-effective regulatory practices, of rising investment

* A more detailed discussion of the subject of labor-management cooperation can be
found in the SSEC paper entitled "Human Resources and Demographics:
Characteristics of People and Policy."
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in R&D and in plant and equipment, and of management-labor-
government cooperation will serve to promote productivity growth.
However, progress also requires complementary growth in
investment in human capital -- in the knowledge and skills of the
Nation's labor force. Without expansion of worker skills,
productivity and real income gains will be smaller than they might
have been, and fewer of the objectives on the list of national
priorities will be attainable.

Education -- whether in the formal sense of classroom
attendance, or in the sense of on-the-job training -- is the means by
which investment in human capital occurs.

Education levels of American workers have risen considerably
since World War II. Responding to favorable earnings prospects,
an increasing proportion of young people completed high school and
enrolled in college. College enrollment tripled, and the number of
graduates nearly doubled during the 1950's and 1960's.

The result has been that the American labor force is the best
educated and most productive in the world. But there have been
problems. An over-supply of college graduates drove down the
economic value of college education. In 1978 one out of four
employed college graduates held jobs traditionally requiring less
formal education.

-The 1980's may, however, see an improvement in the returns to
education, as relatively fewer workers compete for entry-level
positions. Certain areas will experience shortages of skilled
personnel. Chemical, mechanical and electrical engineers will be in
particularly short supply, as will some physical scientists and
others. On the other hand, a surge in the number of prime age
workers (2544 years of age) will result in a shortage of supervisory
positions, and in an increasingly competitive job market for what
are, potentially, America's most productive workers.

All of this suggests that new links must be forged among
educational institutions, training programs and private employers
and the government to improve the transition from school to the
labor market. The future job market will require competency in
basic skills and attention to increasingly complex job-related skills
that enable employees to adapt to changing technology,
employment patterns and job opportunities. Education will
increasingly become a life-time pursuit in which the Nation has a
very important stake. Rapidly changing technology and an equally
rapidly changing pattern of employment will require flexibility.

While efforts are sustained to improve the skills of those who
traditionally have easiest access to job markets, more must be done
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to reach and train those who historically are unemployed --
particularly young, disadvantaged minorities. Job training
programs must be structured so that skills are taught which are
most useful in the private growth sectors of the economy. The
objective should be to place trainees in good paying jobs which have
a future. This would contribute directly to the well-being of job
trainees, and it would be one way to avoid labor shortages which
slow the Nation's productivity growth rate.
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X

POLICY RECOMMENDATIONS

If the United States is to regain its competitive edge, and if the
standard of living is to be raised to preferred levels, productivity-
enhancing policies must be developed and implemented as a part of
a broad-based anti-inflationary program. Central to this effort must
be commitment to reduce Federal Government expenditures as a
percent of GNP, and gradually to reduce the growth rate of the
money supply. Success in these efforts would help prevent a
displacement by government of private capital spending, and would
have the beneficial effect of stabilizing interest rates. Such an
economic environment is congenial to saving, to investment, and to
economic growth, and it contributes directly to the development of
the cooperative, unified efforts -- rather than adversarial
tendencies -- needed to face America's challenges.

This staff study helps to document the critical role of capital
formation in the productivity process. To accumulate physical
capital more rapidly requires policies that encourage both
investment and saving, with special emphasis on investment in
energy conservation and production. It also requires policies which
improve the development and use of high technology, which occurs
as a result of research and development efforts.

Technological change is not embodied solely in plant and
equipment. Human capital is an essential part of the economic
growth process. In view of the continuing growth of the labor force,
efforts must be undertaken to ensure that its productive potential is
fully realized.

Policies also must focus on a better balance of social and
economic goals, especially regarding regulation. While the benefits
of regulation are obvious, these benefits must be balanced against
their costs. In general, the problem has been that insufficient
attention has centered on cost-effective regulatory implementation.
Both economic and social goals suffer when pollution or other
standards are not satisfied in the most cost-effective way, because
resources are used that might otherwise have been employed
elsewhere -- including the attainment of other regulatory goals.

35



506

Any increase in the efficient use of productive resources
necessarily results in an increase in productivity, and in a
concommitant reduction either in the rate of increase of costs, or in
an actual reduction of costs. Cost-effective regulatory
implementation is therefore in everyone's interest.

With these objectives in mind, recommendations are:

A. To Encourage Investment and Saving:

1. Businesses should be permitted faster tax writeoffs on plant
and equipment. Tax writeoffs should, as nearly as is
administratively possible, approach current replacement costs.

2. To encourage saving, tax rates on dividend and interest
income and on capital gains should be reduced.

B. To Encourage Energy Conservation and Domestic Energy
Production:

1. The phased decontrol of oil should remain on schedule, and
the decontrol of natural gas should be accelerated.

2. Up to 40 billion barrels of oil in the United States that are
not presently recoverable could be produced with enhanced
recovery techniques. Because present technologies are so expensive,
and because technological improvements are still on the horizon,
Federal research into enhanced recovery should be accelerated.

3. As the real prices of oil and natural gas rise, the production
of synthetic fuels will become more economic. The Federal
Government should encourage this process by sharing in the risks
attendant to synthetic fuels production. The Federal Government
should establish a program of purchase and price guarantees for
synthetic fuels production. The Energy Security Act is a step in the
right direction.

4. In general, the Federal Government should encourage the
use of a broad range of energy sources.

C. To Encourage Access to Alternative International Energy
Sources:

1. Conversion from insecure to secure energy sources should be
a goal of Federal policy.

2. The United States should encourage oil and natural gas
exploration in the less developed countries.*
* A more detailed discussion of the energy problem, and of the associated policy
recommendations is provided in the SSEC paper entitled "Energy and Materials: A
Shortage of Resources or Commitment?"
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D. To Encourage Cost-Effective Regulatory Initiatives:

1. Congress should pass legislation establishing a regulatory
budget. A regulatory budget would impose absolute limits for a
given time period on the compliance costs that the executive branch
could impose, through regulation, on the private sector or on
governmental units. The purpose of the regulatory budget would be
to encourage cost-effective implementation of regulatory mandates,
and to enable the Congress and other interested parties to gain a
more comprehensive view of the Federal Government's command
over resources. The regulatory budget would be a logical extension
of the fiscal budget.

2. Environmental, health and safety regulations should be
implemented on the basis of performance rather than design
standards.

3. For price regulated industries, such as public utilities,
permissible rates of return should be based on current rather than
historical costs.*

E. To Encourage Research and Development Efforts:

1. The investment tax credit should be expanded to include
R&D expenditures, and to allow additional credit for investment in
R&D structures and equipment.

2. More favorable tax treatment should be accorded to
contributions made by individuals and corporations to research-
oriented activities.

3. Capital gains from the sale of venture capital stock should
be made exempt from taxation, provided the gains are reinvested in
new, small, R&D-oriented businesses.**

F. To Encourage Investment in Human Capital:

1. The Fed3ral Government should encourage the
development of programs: (a) to reduce illiteracy; (b) that
contemplate the structuring of college programs that prepare

* A more detailed discussion of regulation, and of the associated policy
recommendations is provided in the SSEC paper entitled "Government Regulation:
Achieving Social and Economic Balance."

** A more detailed discussion of research and development, and of the associated
policy recommendations is provided in the SSEC paper entitled "Research and
Innovation: Developing a Dynamic Nation. "
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students for entry into the labor market, and for multiple careers
during a lifetime; (c) to provide vocational training which matches
skills and training to the needs of the workworld.

2. The Federal Government should continue its efforts to end
discrimination. Discrimination reduces potential output by
hampering employment opportunities of minorities, of women, and
of handicapped and older workers.*

Finally, it is clear that the Federal Government must shoulder
its share of responsibilities, as set out in this staff study, in the battle
to revitalize productivity growth. But it is the private sector that
must confront the problem of adversarial relationships between
management and labor; a recognized contributor to the erosion of
productivity growth.

The available evidence here and abroad suggests strongly that
joint labor-management committees can identify opportunities for
productivity gains, and that this can lead to significant
improvement in worker morale.

An effective, thorough-going and long-lasting commitment on
the part of the Federal Government to the provision of an
environment that is congenial to long-term economic growth could,
in turn, encourage more cooperation between labor and
management. If that is the result, then the attack on declining
productivity will have fostered a timely partnership of labor,
management and government; a partnership that can usher in a new
era of American economic strategy.

* A more detailed discussion of human capital, and of the associated policy
recommendations is provided in the SSEC paper entitled "Human Resources and
Demographics: Characteristics of People and Policy."
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