TO “SAVE” ONE DOLLAR. . .
QQIQBER, 1995

H

My father ence told me, “It’ s no gi'eat thing o save
a dollar no matter what the Cost. . Don’t be pc’my-
wise and pound-simple.” '

When it comes to public investment in children’s bealth and education, saving 2 dollar
today may actually cost more than a dollar tomomrow, Much of today’s public expenditure on
children is setually an investment in their future productivity and health.

* Listed below are the conclusions of evaluations of some government expenditure programs
that target childeen. These studies have considered the economie returns to such expenditures,
either in the form of increased productivity for the entire economy or in the form of reduced
future expenditure on remediation programs. Therefore, these studies do not take into account
the substantial increase in welfare that acerues to the bcm:f’ic:larms of these programs simply as
a result of the gxrevmon of the service or transfer.

CHILDHOOD IMMUNIZATION
‘ Cuts in immunization pmgmms will increase future health care costs.
. EBvery $t cut in poim nmunization costs $10 in later meiizcal sosts, Every $1 cut
in measles, mumps, rubella immunization programs costs 314 in later' medical

- costs.!

Culs in ctuldhmé immunization increase the future me;éenac of zkzcse avmdable
diseases and the future cost of fma,ung diseases.

"House Salect Committee on Children, Youth, and Families, Qpportunities for Sucesss: Cost Effective Programs
for Children Updare, 1990, 101 Cong. 2 sess. (GPO 19505,
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SPECIAL SUPPLEMENTAL FOOD PROGRAM FOR
W(}Mﬁ\i INFANTS, AND CHILDREN {WI() P‘RE“JA’?AL, AND
MEDICAID PRENATAL CARE

. Cuts in WIC and Medicaid prenatal care will increase medical expenditure,

- Every §1 cut in the prenatal care portion of the WIC program costs between $1.77
and $3.90 in increased medical expenses in the first 60 days following childbirth,
The USDA made this finding in a five-state study of 105,000 Medicaid births.

o Every $1 cut in Lhc prenatal care portion of the WIT program costs $3 in shoxb
run medical expenditure according to a srur;iy in Massachusetts.?

Every $1 cut in the prenatal care ponion of the WIC program c¢osts between $0.49
and $0.83 in addidonal Medicaid expenditure within the first 30 days after
childbirth according to a study in Missour*

- Evcrf $1 cut in the Medicaid comprehensive prenatal care program may cost a.s
much as $2 dollars spent in an infant’s firsst year of life’

Prenatal care decreases the probability of low birthweight infants and the
incidence of neonatal death according to several studies.®

*

111.S. Department of Agriculture, Food and Nutrition Service, Office of Analysis and Evaluation, The Savings
in Medicaid Costs for Newborns and Their Mothers from Prenawal Perticipation in :he WiIC Program. Vol I,
{Waghingzon, D.C.: Iviathcmmezx Policy Rcscmlz, Inc., . 1990),

. Kozclchuck, at 3t “WIC Participation and Pregnancy Qutcomes: Massachusetts Statewide Evaluation
Project,” American Journal of Public Health Vol 74, Ooiober, 1984, ET. Kennedy, gl “Castbenefit zmd
f:osv’eﬁccﬁvcnass of WIC," Unpublished paper, 1983 .

W Schrazmn‘ ¥ WIC ?mnaml ?amnzpazz{m zmd its Rclauanﬁﬁzp o Newbom Medicaid Com in Missouri: A ]

*

*C., Kovesbrot, “Camprcbnnszv¢ Prenatal Care as 2 Medical Benefi: Expected Costs and Savings,” San
anmsca CA: University of California, 1984, ‘

*1.1. Murray, “The Differential Effect of Pranaal Care on zm Incidence of Low Birth Weipght Among Blacks
and Whites in a Prepaid Health Care Plan," The New Englard Journal of Medicine, Vol. 315, No. 21, November,
1988, Institute of Medisine, Preventiog Low Bithwelght Washington, D.C: ?Q’a:wnal Academy Press, 1985, GW,
* Copeland, “Gaining Ground:, The Impact of Medicaid on Infant Morality,” American Politics Quarterly, Vol 15,
No. 2, Agrit, 1987, ]




HEAD START AND OTHER EARLY CHILDHOOD EDUCATION .

« © Cuts in Head Start will lower academic performance and increase medical costs.

Head Start increases test scores and results in fewer failed grades for white and”
Hispanic children, and it has been demonstrated to improve the health of African-
American children as measured by the height of parucxpams and by the age at
which measles vaccination is received.’

Participants in Head Start are less likely to repeat a grade and less likely t6 be
assigned to special education classes.

Measles vaccinations are given to a higher fraction of Head Start enrollees to all
other children, both those enrolled and those not enrolled in other preschool
programs.” The cost of missing these vaccinations is discussed above in this

. document. A much higher share of Head Start children receive medical screening,
dental checkups and other preventive medicine than do compa:ablc children who
do not participate.'®

. Cuts in other early childhood educatlon programs can Imean enormous future costs
to su)(:lety

" The Perry Preschool Experiment in the early 1960’s in Ypsilanti, Michigan, is an
_example of a high-quality preschool program with ancillary services made
available to a low-income youth." A cost-benefit analysis of the program found
that a $1 expenditure on the Perry Preschool program'saved $4.75 in future
expenditure on special education, public assistance, and crime.” The high school

"Janet Currie and Duncan Thomas, “Docs Head Start Make a Difference?" NBER Working Papcr No. 4406, July,
1993 .

YDepartment of Health and Human Services, The Impact of Head Start on Ch.lldren Families, and Comrnunmcs
Head Start Synthesis Project, Final Report, 1985.

%Janet Currie and Duncan Thomas, “Does Head Start Make a Difference?’ NBER Working Paper, No. 4406,
July, 1993.

'°Dcpan:rncm of Health and Human Services, The Impact of Head Start on Children, Familics,_gnd Communities:
Head Stant Synthesis Project, Final Report, 1985, p. V-9.

HC.T. Ramey and F.A. Campbell, “Poverty, early education, and academic competence,” in Aletha C. Huston,
Children in Poverty, (Cambridge: Cambridge University Press, 1991}, p. 210. ' .

"Sawhill, Isabel V. “Young Children and Families™ in Henry J. Aaron and Charles L. Schultze, editors, Setting
Domestic Priorities, 1992, p. 168,




graduation rate of Perry Preschool czzrailecs was 67 percemt compared 0 49
percent for the children in the control group.”

IM:L‘OME SUPPORT « AFDC axn FOOD STAMPS
AND TAax PoLiCY -- BITC

. Sutti‘ng the income of low-income people will reduce future output.

Every $1 cut.from means-fested transfer programs like AFDC and Food Stamps
may cost berween $0.92 and $1.51 in lost output due to reduced educational
attainment alone.” We expect this finding to apply to every additonal §1 of

wxes that low-income working people will pay if the EITC is cut.

+ - Each additional child who spends one more year in poverty due to these cuts will

‘ cost the economy between $2,466 and 36,759 in reduced output — through the
effect of childhood poverty on reduced educational attainment alone.™ When we

account for the total costs of childhood poverty, we find that cutting means-tested

transfer programs oOr increasing faxes on low-income working families will cost

the economy $12,105 1 m reduced cutput for each additional child who spends one

mere year in peverty

. Cutting income support for Iow-mwm& families “will reziuce the edncat:onai
achievernent of children in those families,” . .

H]

H

Evidence from the Income Maintenance Experiments definitively demonstrates that
educational attainmoent is higher in low-income families that receive income

YCharles F. Mazzski “¥hat do controlied experiments raveal about putcomes w?zctz teatments vary 7 University
of Wiscortsin-Madison, 1993, pp. 6-7.

“Amy C. Butler, “The Eifect of Weifare Guarantees on Chitdren‘s Educational Ataiament.” Soeial Science, .
Research Vol 19, pp. 175-203, 199G, Children's Defanse F;m::i Wasting America’s Future, 1994, p. 109,

“Children’s Z}cfcnsa Fund, Wasting Americs's Future, 1994, p. 104,

"Chzidmn $ Dc;m&c Fund, Wasting America’s Fumrc, 1994, p. 104

Chasles D. Maltar, “T}g: ediatonal and labor-supply esponses of young acluns in ax;;mmcnla! fmiiics

Prﬁss 29”2”?).? 1’15
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support. There is strong evidence that childhood poverty reduces educational
attainment after controlling for observable family characteristics.'®

Reducing the amount of education a persone will be able to receive will mean big
losses to the economy when the return to education is so high, The retumn to
education is estimated at between a 5 and 13 percent increase in earnings per each
additional year of education.”” - Cuts in income support that cause a person to
forego education during childhood can add up to big productivity losses for the
ECONOImY, '

* Cutting income fransfers to children and their families will reduce our ‘soéciai
performance relative to other developed countries, '

. Compared to other developed countries, the United States already has the highest
rate of post tax and wansfer child poverty. Furthermore, the United States tax and
uansfer system aircaziy has less impact on child poverty than.all but one ather
developed country.®

#Chafles D). Matlar, “The educational and Tabor-5upply responses of young ac‘.zzlzs in cxpcnmentai families,” in
H.W. Watt and A. Rees (editors), The Mew Jersey Income Maintensnce iixpmmcrzn, Vol IT, (New Yark: Academic
Press, 1977, p. 178, .

®Onley Asheafelier and Alan B. Krueger, “Estimates of the Return {0 Schooling fmm a New Samplc of Twins,”
American Eeonomie Review, December, 1994, Joshua Angnst and Alan Krueger, *Does Compulsory School
Attendance Affect Schoaling and Eamings?” Quarterly Journal of Economics, Vol. 61, No. 4, November, 1991,
" Thomas 1. Katie and Ceeilia Rouse, “Labor Market Retums o Two- and Four-Year Colleges: Is a credit a credic
and do degrees matter? Working Paper #311, Industial Relations Section, Princeton University, December, 1993,

P ee Rainwater 20d Timothy Smeedings, Doing Poorly, The real income of American children in 2
comparative perspactive, Luxembourg Income Swdy, August, 1995
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TEEN EDUCATION, DROPOUT PREVENTION, AND YOUTH EMPLOYMENT

. Cuiring programs that help young peaple finish high schm}l may cost as much as
' $7, {}i}ﬁ per dropout per year in lost output alone, :

In 1993, men aged 25 io 34 with hzgh school diplomas earned $2§ 632 per year

. on dverage. Men in this age range with less than high-schoo] education earned
only $18,719 per year. A host of economic findings on the returns 1o cdzx:azlon
make clear the value of encouraging conipletion of high school. 2

A study of the economic performance of high-school dropouts and the cost of
high-school completion in the early 1970s shows that every $1 cut from programs
that assist high-school completions may cost the economy as much as 36 i in lost
output.*

. Cutting programs that help young people finish high school may have even greater
costs when the additional social burdens posed by drepouts are taken into acconot.

e _Perhaps the most extreme form of dropping through the cracks in the ‘sducationsd
systern is incarceration in the criminal justice system. Men aged 18 to 34 without

- & high school diplema had a one-in-four chance of being in prison, on probation,

or on parole at any time in 1992. The equivalent probability for men aged 18 to

34 with a high-school diploma or higher education is only 4 percent. The
expected lifetime cost of prison, parole, and welfare is $69.000 for high-school
dropouts, $32,000 for high-school gradusies, and $15,000 for college graduates.”

_ The Quantum Opportunities Program (QUOP), which provides intensive acadeniic
assistance and counseling and a small stipend to child AFDC recipients, achieved
a 63 percent high-school graduation rate among program participants compared
to only 42 percent for members of 1 control group., A remarkable 42 percent of
QUOP participants enrolled in bigher education, compared to only, 16 percent of

 the control group. Only 24 percent of QUOP participants became parents during

-

“Oriey Ashenfelter and Alan B. Krueger, “Estimates of the Retarn to Schooling from 2 Now Sample of Twins,”
Amerivan Foonomic Review, December, 1894, Joshua Angrist and Alan Krusger, “Does Compulsory School
Agtendance Affect Schooling and Bamings? Quanterly fourmal of Ecopomics, Yol 61, No. 4, Movember, 1991,
Thotas J. Kane and Creilia Rouse, “Labor Market Returss to Two- and Four-Year Colleges: Is o credit 3 credit
_and do degrass maver?” Wmi:izzg Poper #311, Induspial Rclations Section, Princeton {Enivmit}', December, 1993,

B M. Yevin, “Cost-benefit and m{%‘fccuwncss anglysis™ in Aleths €, Hz.ston, Children in Poverty,
{Caznbndgc Cambridge University Press, 1991 p 248

”}sﬁ*omm iz Report of the President, U.S. Gz}vmmcm Printing {}ff’zc&:, February, 1985, pp. 187-188,

&



the four-year program compared to 38 percemt of the conurol group® The
QUOP program is cost-effective,

Cutting the Summer Youth Employment Program will take minimum wage
summer jobs and remedial education from hundreds of thousands of disadvantaged

* young people, aged 14 to 21, who would not stherwise have these opportunities,
Studies show that the program does not displace private market employment bui,
rather, employs youth who would otherwise be unemployed

Programs like the Center for Employment and Training (CET)-in San Jose,
California, generate returns much greater than their short-nun costs. CET increases

. youth participant eamnings by $6,000 per year in the third and fourth years
following the program when compared to a control group. The cost per youth
averages a one-time expenditure of $4,200. The CET program even increases the
garnings of minority, female smglmpmms —~ an especially difficult-to-serve
population ~ by $1,500 per year

Tbc Yob Corps increases the earnings of participants by 31,300 par year, a 13
percent premiurs, compared to a demograpbically similar comparison group. The-
cost for the residential program is high, $15,000 per participant, but the population
served is highly. disadvantaged: 80 percent are high school dropouts and three-
quarters never worked before entering the Job Corps.

Graduates of the Job Corps are employed 3 weeks more per year and receive 2
weeks fewer of welfare benefits and 1 week less of unemployment insurance than
. the comparison group in the four years following the program. Job Corps
- graduates are also more likely to receive high school diplomas {25 percent against
5 percent of the comparisen group) and have a lower incideace of felony crime
commission,”” Every $1 cut from the Job Corps means $1.45 in lost productivity

MA: Bmdms Umvem*y 3:}:1: 2994}

Bion Crane and David Bliwood, The Summer Youth Employment Program:  Private Job Supplement or
Substitate, Harvard University, March, 1984, .

“Ccn;cr for Employment and Training, 23th Anniversary Amzzzai Report, 1993, 1.8, Department of Labor,
What's Working, January, 1985,

Yharies Mallar, et al, Third Follow-Up report of the Ev’zmm of the Eeonomic Impact of the Job Corps
Progrars, Mathematica Policy Research, 1982,

£
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~ and fulure remedial and legal expenditure. The program evaluation found that the
lifetime benefits of the program are 45 percent greater than program costs.®

»+ . " The Jobstart program costs $5,900 per participant for 2 7 month program and
generates an average carmings gain of $400 per year -- an 8 percent increase aver
the comparison group. If this earnings gein persists, then the return on the
investment easily covers the cost of the program.®

LEAD POISONING

. Cutting the programs that reduce the incidence of childhood lead poisening can
mean large increases in future medical expenditures and compensatory education.

- Costjbexl:eﬁt analysis on lead poisoning reduetion programs found nearly $750
million (1994 dollars) in saviogs on averted medical care and compensatory
education between 1986 and 1988 %

Lifetime earmngs are decreased by 31, 147 fs::r each additional microgram per
deciliter of lead in a chlld‘s bloodstream

An EPA analysis of lead in drink;ing water found that tightening the drinking
water standard from 50 micrograms per liter to 20 micrograms per liter would cost
“about $230 million per year and would generate benefits in reduced medical
. expenditure and increased cognitive ability of between $109 million 1o $296
miltion per year,”® . (

3

¥

*harles Mallar, ¢ 2l Third Follow.-Up mcn of the Eva%mtzm of the Ecgnnmic Zmzzacz of’ the Joh {fﬁws
Proaram, ‘Mathematica ?{}Zzz::y Research, 3932

FGearge Cave, gt al., JORSTART: ?iz‘zai Report on 2 Progrep for High School Dropouts, (New York City:
MDRC, Ociober, 1995

Bricuge Select Committes an Children, Youth, and Families. Oopportonifies for Sucpess;  Cost Effertdve
Frograms for Children Undate 1090 181 Conz. 7 ssss. {GPO 1990). ’

HChildren's Defense Fund, Wasting America’s Future, p. 115

“House Select Commitse on Children, Youih, sud Familiss. Cpportunities for Suczess:  Cost Effuctive
Pragrams for Children Update 1990, 101 Coag. 2 sess. {GPD 159G
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HOUSING ASSISTANCE

. Cutting housing voucher programs will lmit the effectiveness of & proven means to
move families towards better housing and economically beneficial outcomes for
youth..

In the Gautreaux . housing voucher program initiated in Chicago in 1980, 60
families, of whom 90 percent were singie-parent AFDC recipients, were given
housing vouchers for middle-class suburbda neighborhoods. The outcdmes for this
group were compared to those for 40 families given vouchers for urban
ne:zgi:zi}oz‘hoods When the children in these families reached age 18: '
the dropout rate for the suburban youth was 5 pcr::ent. compared 10 20 perceat
- for the urban youth;
+ - more than half of the suburban youth were c;z:ollcd in college, compared to
20 percent of the urban youth;
three-quarters of the suburban youth were empie}fed compared {0 40 percent
of the urban youth; and
21 percent of the suburban youth were ca:mzzg more than $6.50 per hcm
compared to € percent of the urban youth.™

Cutting housing voucher programs will deny access to better school guality,
increased job availability, and improved physical safety, which were the keys to
 success according to evaluation of the Gaz.tzrcaux case.

- Cutting subsidized permanent housing will mean that komeless famxi:es must use
expenswe emergency housing.

In Washmngz, DL, a program that provides both housing subsidies and social
services costs $765 per family per month,, while emergency %musmg for homeless
families costs $3,000 per month.™ .

“Rosenbaum, James. “Black ?zomrs T} their moves to the subsarbs ingrease mormc opportunity for
mothers and children?” Housing Policy Debate, June, 1993,

MChiidrer’s Dafense Fond, A Yision for America’s Future, p. 34.

g



CONCLUSION

This survey examines some studies of federal expenditure programs that invest in the
future of Arnerican children. The focus is on the economic return o speading on these programs
measured in future output and future remedial expeaditere.  While this document does not
address the undoubtedly substantial reduction in immediate misery that these programs bestow
upon their benaficiaries, such benefits and the repercussions of their loss should be considered
before any out is made,

Furthermore we have examined only some of the public expenditure programs for children
based on the availability of reliable cost-benefit analysis. Other public expenditure programs a
the federal, state, and local levels almost centainly generate econemic returns but have not vet
received proper evaloation.
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U.S. TRADE POLICY WITH JAPAN:
ASSESSING THE RECORD

;';‘-‘m Update

The Council of Eco;mmic Advisers
U.S. Treasury Department

April 10, 1996

President Chinton has fzza;z’e opening the Japanese market a kej?_ priority.

One month after taking office, Prestdent Clinton sex forth a simple but powerful mission
statement to guide trade policy: "We-must compete, not retreat.” Al the same time, he made
clear that his rade policy would not be business as usual, "We will continue to welcome foreign
‘products and services into our markets but insist that our products and services be able to enter
theirs on equal terms.”  Since that fime, President Clinton has heen unwavering in his

commitment to secure tough but fair trade agroements -- and to make sure that those agreements
are-enforced.

President Clinton has made the ‘economic relationship with Japan @ model for his
distinctive approach 10 trade policy. Accordingly, one of his first wade initatives was 10
establish a "framework for a new trade relationship with Japan.® In the 33 months since the.
Framework Agreement was signed, the Administration has concluded more trade agreements with
Japan than any previous administration, - And in keeping with the President’s commitment to
America’s companies, workers and farmers, the Administration has followed through on
implementing, reviewing, and enforcing these agreements. The President’s consistent applicanon -
of the principles he laid out in his frst n;wnzi‘ss in office is now producing convincing resulis.



U.S. exports to Japan in targeted sectors are growing rapidly.

The Clinton Administration has negotiated 20 rrade agreements with Japan, including
Urugeay Round, Framework, and other bilateral agreements. The agreements cover priority areas
from general market access and deregulation, to intellectual property rights protection for U.S.
goods and services, 1 important services sectors such as insurance and construction, to specific
goods sectors such as automobiles and apples. The trade agreements are "win-win”, yielding
lower prices and higher quality for Japanese purchasers and consumers and increasing market
access for U.S. companies, workers and farmers. Free and fair trade has long been recognized
as the basis for increasing living standards for all trading parmers,

The Administation’s straegy I8 imsuits-f}z‘ientcd. The agreements include objective
criteria for mensuring progress and timelines for review of the agreements. The Administation
has placed a high priority on enforcing the agreements, which is helping 1o ensure they deliver
real benefits for American companies, workers, and farmers.

The Administration’s

LS. Exports 1o Japant in Sectars Coversd by Trade Agrsements Ars strategy I8 showing  positive
Grawing ui an Even Fesier Pace Than Thoss in Other Sectors results.  In the goods sectors

' covered by our Uruguay Round,

Framework, and other bilateral

agreements, S, exports to

percent since this Administration
took office. Growth in exponts ©
Japan in these sectors is 3 times
greater than growth in other ULS.
exports to Japan -« which has also
been strong. Indeed, growth in all
U.S. exports to Japan of 34
, o _ o percent has been over twice as
v s e o great as growth in U.S. exports 10
the Buropean Union. Towl U8,
gxports to Japan reached a record
$64 billion in 1995,

-

The July 1993 Framework Agreement is the comnerstone of the Administration’s gade
~ policy with Japan. The Framework focuses on all three aspects of the economic relationship with
" Japan--macroeconomic, structural and sectoral--and it establishes guidelines for review of the
agresments 10 &nsure that the desired results are achieved. This smrategy i3 now paying off* in.
the goods sectors covered by the Framework Agreement alone, U.S. exports to Japan have
risen 120 percent since the Agreement was signed -- four times as fast as other U.S. exports
to Japan. - ' : ‘

Japan have grown over 85, .



U.S. businesses and workers are achieving successes in seciors covered by
Clinton Administration trade agreements.

Aufos and Auto Parts: Since the auto and avto parts agresment was signed in Aogust 1995,
U.S. auto and 2uto parts exponts to Japan have nisen over 35 percent, towalling $3.8 billion in
15935 - already exceeding exports 1o the European Union, In 19935, the Big Three and Japanese
ransplant producers exporied over 140,000 U.S,-made vehicles 10 §zzpa.n up nearly 40 percent
from 1994 :

Recognizing that U.S. auto makers could expand their sales if given adequate opportesity o
display their products in Japan, the Administration targeted access 1o dealerships as an important
part of the August 1995 auto and auto parts agreement. Since the agreement was signed, the Big
Three U.S, automakers have added 30 high-quality, high-volume dealer cutlets in Japan, but more
progress i3 required.

Deregulatory actions in Japan are beginning to lead to more sales for competitive U.S, suppliers
in the auto parts aftermarket. . U.S, parts suppliers will now have the opportunity 1o sell their
products through Japan’s major auto pants retailers and service statons. Such access will
‘dramatically increase U.S, auto pans sales to Japan: For example, as result of opportunities
created by the agreement, Tenneco Automotive, which hag'made efforts to break into-this market
for years, expects to expand its sales of shocks and swuts in Japan from the existing level of
70,000 units per year to 105,000 in 1994,

- Telecommunications Equipment: Since two agresments on telecommunications procurement
were signed on November 1, 1994, ULS, eXpOorts of wlecommunicatons squipment to Japan have
increased nearly 50 percent, to $1.7 billion in 1995. This is almost twice as fast as the growth
of U.S. experts of telecommunicadons equipment 10 the Euvropean Union, albeit starting fzcm a.
lower base. :

Cellular Telephones: After years of stalled negotiations, the Clinton Administration concluded

“an agreement in March 1994 with fapan to open the cellular telephone market in the Tokyo-
Nagoya arga, the largest population center in Japan, Since the agreement was signed and the
Japanese Government instituted deregulation measures, subscribers to the North American
designed system have grown from 22,000 to 800,000, Motorola, which wied vnsuccessfully for
years 1o break into this market, provides the bulk of the equipment to build and maintain this
system, with sales values in the hundreds of millions of dellars per year, Greater comperition
in the region has also benefitted Japanese consumers -~ they now not only have greater choice

- but also enjoy lower prices for ceflular phone services. Initiation and montbly service fees are
now one-third the previous rates,



Medical Technology: The Clinton Administration concluded a Framework Agreement with
Japan covering public sector procurement of medical rechrology (such as MRI machises and CT
scanners} on November 1, 1994, A review of the agreement in July 1995 determined that the
Japanese Government has made good progress toward implementing the transparent and open,
procurement- procedures called for in the agreement. Since the agreement was signed, U.S.
exports of medical technology to Japan have increased over 33 percent, 10 nearly $2 biltion in
1595,

Rice: The Clinton Administration targeted rice in the Uruguay Round negotiations, Although
American medium-grain rice has been highly rated on quality by the Japanese Food Agency,
imported rice was virtually banned in Japan for decades. With the successful conclusion of the
Uruguay Round, Japan firally opened its market to imported rice and American rice hag been
well-received by Japanese consumers,

In 1993, a major failure of the rice ¢rop in Japan led to the first taste of American rice for many
Japanese consumers. Since that time, U.S. farmers have sold $287 million of rice expors 1o
Japan, mors than the previous 25 years combined. And although Japan’s rice crop subsequently
recovered, .S, exponts of rice w Japan in 1995 totalled 331 million.

Apples: The Clinton Administration targeted apples 2s one of its first bilateral trade inidatives
with Japan, and an agreement was concluded on September 13, 1993, Since that time, the
Admmlstmnon has continued to work with Japanese officials to increase the number of U.S,
apple growers and apple varieties certified o supply the Japanese market. These sustained efforts
“are beginning to pay off: where U.S. apple exports to Japan were once banned, apple exports
approached 57 million in 1995, Meanwhile, impors of apples have brought lower prices 1o
Japanese consumers, which will help increase overall apple sales in Japan.

Copper: The Clinton Administration targeted copper in the Ureguay Round negotistions, Since
the Uruguay Round Agreement was signad, U.S. exports of copper 1o Japan have increased by
over 80 percent, to $350 million in 1995, The United Stares selis 1.5 times as much copper to
- Japan as to the European Union, and U.S. exports of copper 10 Japan are growing faster than
.those o thc European Union. ,

Chemicals: The Clinton Administraton targeted chemicals in the ‘i}m‘gzzay Round negotiations.
Since the Uruguay Round Agreement was signed, U.S, eXpors of c%zemzczis to }a;;arz have grown
nearly 25 percent, reaching $2.8 billion in 2995 ’

Flat Glass: Unil the flat glass agreement was signed in January 1993, Japan's $4.5 billion
market for flat glass had been dominated by an oligopoly of 3 Japanese producers. U.S. exporis
of flat glass to Japan doubled in 1995 1o nearly 5 million square meters.



Japan’s market is also opening up more broadly.

Realizing that progress in individual sectors would depend in part on addressing ovenall
imbalances, the Admiristration targeted macroeconomic and structural adjustment in Japan as
important aspects of the Framework agreement. On these fronts as well, the resulis have been
positve. Ia]::an s imports have been growing rapidly. This strong import growth is especiaily
encouraging given Tow overall growth in Japan and the recent depreciation of the yen against the
dollar, Indeed, recent evidence suggests Japan may be expenencing a stracwral shift towards .
greater scceptance of imports. g

imporis Hove Galnad Market Sham in Japan

Indanr 19009 & 10

By the last quarter of 1995, the Japanese current account surplus had fallen below 2
percent as a share of the economy. Moreaver, Consensus Economics forecasts continued

reduction in Japan’s cument account surplus fmrn $110 billion in 1995 10 $83 billion in 1996 and
$69 billion in 1997,

Japan's Current Account Strplus Has Fallen as o
 Parcent of GDP 1o s Lowest Level Since 1891
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And the bilateral trade deficit with Japan has begun to decline.

Despite slow growth in Yapan during 19935, U.S. merchandise exports to Japan grew five
times faster than our imports from Japan. Overall, U.S. merchandise exports to Japan grew 20
percent in 1995 alone. As a result, the trade deficit with Japan declined by nearly 10 percent --
the first decling in five years. Trade in autos accounted for half of the improvement in the wade
deficit: U.S. auto exports’to Japan increased by zzcariy 40 percent while imports fell for the first |
ume in g decade, -

“ Tho Bitatoral Deficit Has Falinn by 10 Percent The 'imp‘z‘evemcnt in the
wade deficit in pant reflecys

! ' : gconomic  recovery in  Japan,
While we welcome the
improvement in the bilaeml
deficit, it is important 10 note that -
the bilateral deficit is not a
scorecard for wade policy. The

. goal of our trade policy is 1w
improve the economic well-being
of Americans by expanding wrade.

sze recent success of our .Iapan tradﬁ pafzcy paralfe;’s im pmvezrzen: in overall
U.S. mmge:;tweness, _ ' ‘

Our strong export performance in general and to Japan in particular is attributable to 2
variety of factors, in addifion to the numerous market opening agreements concluded during this
Administration. The President’s overall economic plan, with its emphasis on deficit reduction
and investrnent, has led to swong sustained growth with low infladon, This has encouraged
strong growth in U.S. investment and employment, and helped to strengthened 1S, business
confidence and the fundamental competitiveness-of U.S. industries and workers. The economic
results have been impressive by any measurs: during the last three years, the American economy
has produced 8.5 million new jobs; the federal budget deficit has been cut nearly in halfi home
ownership is at a 15-year high; the combined rate of inflanon and unemployment is the lowest
in 27 years; and an all-dme high of almost 2 million new businesses have been created. 1.5,
exports have surged, rising 31 percent since the beginning of the Administration, and the World
Economic Forum has ranked the United States numbcr one on competitiveness for rwo ycm in
a row, up from number 5 in 1992.

For more information, please conlaet Michels Jolin op 302.395.5684,
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EXECUTIVE SUMMARY,

m;gbs Bascd on mm;z&rable data, em;rloymcnt gr:zwzh has bean $zmngcr in Lhc
Umwd States than in any of our G 7 partners.

: abﬁxcdmmmmgcs {}wcr half of i}m m:z growlh eccamd in thc wp 30 perccnt
of job categories. Although many of these new jObS weredn x%ze smrvacc sector,
they did not cazzfarm 10 sterentypes.

Both ti;c h:;usehold anai as:abhshmcm szm*ays mdzcatc tixaz 3cb gms& Li; izas hecn
‘concentrated in full-time positions, :

Mﬂs 'I‘?:c haasehwld survcy s ggzsts that the pmpomon of mpl&yed
. persong working multipie iobs has rcmazzzad at abauz é percent. |

detcrmmc preczscly how 1o account for ti;c bzzsmcss cy{:§c in assessing
displacement rates, 'I"hc c}fﬁc}a} a:}at,a on dzspiaccmcm af:::r 292}3 are not yet
ﬁymlblﬁ bat SR o Sl i 15 "

' 19’?{}5 and the caﬂy 199(}8, real wagcs szagna:cd and income mcquahty widened.
But in 1894, for the first time in 5 years, real median family income rose and the
poverty rate fell. We must continue to build on these gains to improve living .
standards and redace income inequality. And although many more jobs are being
created than destroyed, a dypamic economy ingvitably imposes costs on some
workers: For example, data from 1981 o 1993 indicate that job losers were more
likely to be permanently dismissed (rather than temporarily laid-off), that older
workers were subject 10 greater risk of job displacement, and that the average real
wage loss due 1o displacerment was significant and persistent. In order to obtain
the full benefits of a dynamic economy, we must reduce these adjustment costs.
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Employment growth in the United Statcs has been robust smcc January 1993, with
nonfarm payioll employment expanding by 8.5 million, Based on com;:mblc data, U.S.
cmploym&m growth has been stronger than in any of our G-7 parmers. The first purpose of this
study is to sift through the evidence 1o develop a more detailed pictare of where the 3(}1"3 growth is
- occurring and the nanire of the jobs b&mg cmatcd _

The news is encmuagzng employmmz has grown dxs;mpemanamly in the’

- industry/oaccupation job categories paying above-median wages. Even in the tradidonally. lower-
paying serviée industry, a majority of the net exployment growth has been in managerial and .
pmfcssmnai s;;ecla},ty positions, which typically pay above-median wages. Contrary 10
conventional wisdom, the new jobs aze ROt dJSpmmnatcly part- zzma low-skill ;x}smens

The second purpose of the study-xs fo examing ij displacement. ' Althongh the ecrmmy
is generating millions of net new jobs, it is clear that the speed of transformation in the U.S. labor -
market has left many American workers anxious about their economic futures, A dynamic and
growing labor market can impose costs-as well as offer opportunities, and policies to help
workers deal with job wansitions are critical to reducing these adjustment costs.

‘ Accotding w the Bureau of Labor Statistics establishment survey, nonfarm employment
grew by 8.3 rnillion (7.8 percent) between January 1993 and March 1996. Private-sector payrolls
{up 8.7 percent) grew even faster, while federal payrolls {excluding the postal service) actually

" declined by 11.4 percent, and state and local government payrolls combined grew by only 5. 0
percent (see Figure 1). The public sector’s share of employmezzt i5 thcrcfom falling,

The unempioyment rate has fallen from ove:r ? pe:ce:m in January 1993 to 5 5 permz m
. March 1956, and has been below 6 percent for 1? consecutive months. Given carrent
demographic trends, the Bureau of Labor Statistics projects the labor force to continue growing
by approximately 1.1 peroent annually between 1994 and 2005. Therefore, to keep.
unemployment low, the economy needs 1o average a net increase of about 120,000 new jobs per
month. Employment is now ex;zaﬁdmg ata pace consistent wz;h szeady, susrazmiafe growt}a and
Jow upemployment. , . ‘



: Figure1 ‘
. Private Sector and Covernment Employmant Growth
January 1393 - March 1836
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International Comparisons, The United States has experienced fastcr cmpi{}yman:
growth than any of the other G-7 countries. Only Canada has experienced any siguificant
- .employmeni growth, while the other G-7 members have experienced negligible job gains or
" outright dectines. The U.S. labor market performance is particutarly impressive given that it has
‘occurred during a pericd in which the federal badgcz deficit was reduced fmm 4 S pcrccm cf
-GDPin FY 19?2 to an estimated 1.9 33erccnt in FY Z?%

. 'According to data from the Cuwrrent Population Survey, 38 percent of the et employment )
growth berween February 1994 and February 1996 occurred in “service” industries.' This section
therefore first examines job quality in the service sector. It then presents a more émlcd anaiyszs ‘
of all sectors of the economy.

"1% mujor redesign of the survey in January 1994 makes Icmg -term comparisons difficult,
Moreover, because the household survey data are often not seasonaily adjusted, we oy 10 comparg -
the same month in different ycam The sampic ;;emxi we study is therefore February 1994 t©
February 1996



Righer-paid Jobs in the Service Seclor. The “service sector™ is quite diverse. It
inciudes many low-wage positions, but also many high-wage positions in financial sepvices,
hospitals, and computer and accounting services. For this reason, it is impontant to determine
whether employment growth within services has occurred primarily in the high-skill managerial -
and professional specialty occupations or in low-paying occupations, The Cum;m Papulauon
" Survey provides evidence on cmplc}ymmt growth by ocz:zxpanon

* The data show that recent net _;ob gmwziz int services has bgen  predominately in
managerial or professional speczaf:y pasmwzs {Figure 2). These are relatively hzgh-pznci
occupations.

Figure 2
Service Industry Occupations
' February 1994 - February 1996 .
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. Thus, the conventional wisdom suggeszmg that the gmmh in service sector cmploymﬁnt is
éispm;)mﬁonazeiy wnccnu'ated in low-wage job caiegories is wrong. '

Growih af ngher-paut Jobs by Industry and Occu patmn An even more detailed
pleture of the nature of the new jobs created emerges from an examination of industryfoccupation
categories. Using data from the February 1994 and February 1996 sz“am Population Surveys,
~we sorted full-time workers into 45 detailed occupations in 22 major industries. A quarter of the
" sample reported earnings in addition 1o the industries and occupations in which they worked,
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Although many of the possible 990 industry/oceupations cells were small, only € percent of the
papulation-weighted sample was found in cells with 10 or fewer sample members reporting -

~ earnings data for both surveys. In order ©o avoid the high sampling variability associated with
insufficient numbers of observations, we eliminated these small cells from our analysis. There
were 287 job categories in each year after eliminaring the cells with 10 or fewer sample members.”

The first step in‘our analysis was to rank the 287 occupationfindustry cells by the median
weekly earnings of full-time workers. Approximately half of all full-time employment in February
1994 was found in cells with median weekly earnings above $480 (in February 1996 dollars). 'f'hq
employment growth in these “high-wage” job categones cas then be campared o overrll -
employment growth. Our key measure of job quality is the percentage of total employment
" growth that occurred within the occupation and industry cafégones that paid above-median
wxiges in Febmzry 1994, The results were striking.

C R ’}’wa»z}zinis {68 pez{cenz) of the ner growth in full-time employement between February
‘ 11994 gnd February 1996 was found in job categories paying above-median wages?

Another way to summarize the results from our industry/occupation analysis is shown in
Figure 3. Here we ranked the 287 industry/occupation categories by their median weekly
earnings for full-time workers, and sorted them into-10 ordered groupings -- each with 10 percent
of employment in February 1994 - by their earnings ranking. If all 10 groups had grown
proportionately 1o their share of employment in February 1994, each would have accounted for -
10 percent of the net new employment, But rather than accounting for their proportional share of
towl employment gmwth {30 pcz‘cezit} 'the top ﬁ}t&: deciles accour:md fm‘ much more (uve:r 50

percent).

*  Over half (52 percens) of em,ofayme?zf growth was found in the top 30 percent of ;ob
caregories. .

® The average remaining mdustr}/occupaﬁm cells mcizzcied 33 sampiﬁ membexs and’
Ct}ntamt{i z:ammgs daa for 70 sample members,

% Asaresult of sampling vmblhry ke monthly surveys, the precise figure may be affecwd
by the months chosen for comparison. We have also perforined the same exercise using hourly wages
for ful)»»nme and pari-time workers combined. The results are similar.
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?iguré 3 ‘
Shares of Net Employment Growth
February 1994 - February 1996

- Higher paying job categories
. 68 percent of growth

" Lower paying job categories |
' 32 percent of growth
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" More Detailed Data on Occi:paizfens: The Bureau of Labor Statistics also publishes an

_ annual series on wages and employment growth for an extremely detailed set of oceupational

categorics, based on pooling a year's population survey responses. The survey included 438 )
- cawgmies with data for both 1994 and 1995 (the: 1986 annual estimares will not be available until -
next year), The results from this data set give additional support o the results reported above. .
Sotne of the categories with the largest employment gains included “sales supervisors and
;zrzz;mctozrs " “electricians,” “managers of marketing and advertising,” and “electrical and

-+ electronic engineers.” And consistent with the above caleulations, the detailed occupations in the

' top half of the wage distribution accounted for 70 pércent of the net employment growth, whzlc
the op. 10 percent of the dlstrzbmzon produced g zlurd of net cz:zplayment growth. -



* Employment in “?x&mbuﬁgenﬂz‘g}ping Jobs™ actually fell berween 1994 ancf}?%',_

' In som, the data indicate the fallawmg abom the. nature of recent gab gmw:h

. ‘_’rm-mzrds of full-time job growth between F’e:bmary 1994 and February 1096
occurred in occupatipn/indusiry categories paying above-median wages.

" Over haif of full-time job growth between February 1994 and February 1996 was
" in occupation/industry categories paying even higher wages (if?p 30 percent}.

" The New Jobs are Mosﬁy Full-Time, Data fmm both the Current Po;:-uia:wn Survey
and the BLS establishment survey indicate that most of the net new jobs are full-time. The
Current Population Survey includes data on part-time employment. Figure 4 portrays'the
© proportion of cmployed persons reporting that they worked part-time for “economic” s well as -
~ for “non-economic” reasons. Despite a shift in both series correspondin g to @ redesign of the :

survey in January 1994, the proportion of employed persons reporting to be employed part-time
‘has actually declined slightly. The declines have been even larger for those wnrkzng part-time for
“economic” FERsOns, eﬁcn referred to as the “mvalzmzmly underernploye

‘ The establishment data mdlrect]y szzppoﬂ the conclusions from the household survey. lf
the net new jobs were disproportionately part-time, we would expect average hours worked per
job to fall.* But the employment data show that average hours warked for all jobs (including e
new jobs) remained roughly constant: the number of norfarm payrol! positions and the total
number of hours worked both grew at about the same rate over the past three years {(see zahle)
'I’h:s sngg&sﬁ that the new jobs have not b&en dxspropammzat&ly pamtzmc

H

* - Daa collecred from both fwusehow ard compuanies mdwafe that most of :h.e net ;af?
creation wer the past three years has been fazfvnme ,

* These ars defined as workers in the food counter, fountain and related occupations; and kitchen
© workers, food preparation, and miscellaneous food preparation occupations. The result holds both
for full-tioe and for all workers (f‘uiiwm and part-time mmbmcd)

* ¥ This assumes that avers ge hours worked on mszmg jobs did not change. Unfmzmazgiy,
e;usung s:zzmacs do not allow us to verify whether this assampzwﬁ bolds.
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Flgure 4
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Eamzary : March : Pczg;cnt
_ ‘ 1993 . 1996 Change
Employment (millions) 109.5° 118.0 7.8

Hours worked {annual basis, billions 2032 218 1.7

Based on data from the Boreau of Labor Statistics.

 Little Change in Multiple Job Holding. Some Americans decide 1o hold more than one =~
job, in arder to save for & bouse or 10 meet unexpected expenses, Nonetheless, multiple job
holding would raise concerns about the guality of jobs if an increasing number of Amernicans have
w work two or three jobs to make gnds meet. A frustrated iydrkcr i5 said 1o have reacied o the
news that 8.5 miillion new jobs have been created by replying, “Yeah, and1 have three of them.”
- But the data simply do not indicate any significant movement in multiple job holding, The. |
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pcrccnmgc of employed persons wcxr%;zzzg multiple 302}3 has remained in the nei ghbor%;md of 6
percent since the late 1960s. ,

) Impact on Wages and I.nceme Inequality. Bem%n the 1970s and the early 1990s,
average real wage growth slowed and income ineguality widened. In recent years, however, there

are some encouraging signs that the tfide may be turning on these labor market challenges. In
1994 - the most recent year for which data are available - real median family income rose and
the poverty rate fell for the first time in 5 years. Traproving job quality can enhance these recent
gains, although the effects may only become manifest after an extended period of time, As.
discussed above, most of the recent net increase in employment has occurred in occupations and
industries that typically pay above-median wages. But the additions to the workforce have had
only 2 marginal effect on aggregate wage data, since net employment growth represents only a
relatively small percentage of total employment for the U.S, workforce, Nevertheless, the news
about the quality of net job growth is encouraging, and bodes well for the future. Although there’
is still much left to be done, recent wends show that the labor market is on the right vuck. '

A dynamic, healthy labor market creates enough jobs to accommaodate a growing labor
force. But at the same time, jobs in 4 dynamic economy continually shift away from certain areas
and toward other areas with greater growth opportunities. (For example, the dectine in federal -
payrolls has been more than offset by increases in private-sector employment.) Meanwhile,

‘research conducted by Robert Valletta and published by the Federal Reserve Bank of San

. Francisco concluded that, after controlling for the business cycle, the share of unemployment
atributable to permanent dismissals {rather than temporary layoffs) has increased - particularly
from 1980 1o 1993, A higher proportion of job losers thus do not expect to be recalled by their -
former emplovers. As a result of these labor market changes many workcm feel iass secure abezzz
their job pmspects . :

_ While the anxiety fclt by many workers is real and i important, itis also 3 mportant 0 mkz: )
an objective look at the evidence. Not all sources demonstrate increased economic anxiety, For
example, the Michigan and Conference Board surveys of consumer sentiment recently have been
above their historical averages. Respondents to those surveys apparently do not view
employment prospects as poor. Nevertheless, considerable evidence suggests that many
Americans are concerned, some very concerned, about job displaceinent. In order to know how
best 1o respord 10 these concemns, we need a more precise assessment of the nature of the

- displacement problem. Has job displacement in factincreased? Is it affecting different categories .

of individuals today than it did ten years ago? This section of the rcperz examines these
quesaons ' _ \



Evidence from the Displaced Worker Survey. The BLS conducts a survey of displaced
workers every two years, with the most recent published data from February 1994, The table
below surmmarizes the displacement rates (defined as the number of wm‘:ke:rs dispiaced per 100
) ,,cmploycd) for the 1981-82 and 1991 -92 pcnods

The overall number of workers displaced was roughly the same proportion of the
workfores in 19912 as in 1981.2, although the mésion in the early 1580s was more severe than
the one in the early 1990s. However, it is difficult to determine precisely how 10 acoount for the
business cycle in assessing displacement rates. A comparison of aggregate displacement rates also
conceals a fundamental change in the incidence of job displacement. The table shows that older,
white-collar workers were considerably more at risk of displacement in 1991-92 than during the -
previous recession. And further analysis shows that job displacement rates rose for more - \
educated workers. These changes in the incidence of job displacement may be a reason for the
reports of heightened anxiety regarding job loss. Although blue-collar and less educated workers .
- rernain more likely 1o be displaced than others, displacement rates have clearly risen among t}lose
wwkzm who hazi p:avxazxsi y bmz iargczy mmune fmzrz z%w threat of job dislocation.

. ﬁzsps’acemem rates for plder am:i moré educated workers, who had largely Exeea
unaccustomed 1o facing such risk, rose between 1981 -2 and 1 99! -2,

Changmg mcldence of d Iaccment :

Digplacement Rates

1981-2 19912
o Total . 3 33"
-+ White-collar 26 . 36 .
Blue-collar - ) 7.3 ;o 52

25-3d yearsofage - X 3.8

35-44 yeax,*sisf age . T 38 -39

4554 yearsofage - 30 38

s -

" Expressed as 4 percent of workers w1:h thrce; Or INOTE YEArs of '
temire on their current job. -
* Based o data from the Burean of Labar St:a;zs:zcsa
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Indicators of Recent Job Displacement. As noted above, the Displaced Worker Survey,

is conducted only once ¢very rwo years, and the most recent published data are from the 1994
survey, which covers the 1991-93 pcricad Unfortunately, the official displacement data for the
period after 1993 are not yet available.® (The resulis of the 1996 Displaced Worker Survey,
conducted in Fsbnm*y should be available later this summer.)- Until the official displacement data
are available, other measures can be used to get an indication of how the labor market has been
changing since 1993. “ '

One indicator comes from unemployment data'on job losers, Figure 5'shows the job loss
rate, defined as the ratio of recently unemployed job losers -- those who are noemployed due w
-+ job loss {as apposed to job leavers or labor market entrants), unemployed less than § weeks, and .
aot on emporary layoff — to total employment in the Carrent Popaulation Survey. This job loss
" rate roughly approximates the net “flow” into unemployment due 1o job loss, since it considers
. only those who have lost their jobs recenty. As shown i in F;gurc 5, the ysb loss ratc has connnucd
to fall since %992

“Figure 5
New Job Losers
.12
. Unempioyed naw job losers
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Basad o gata om lho'&mwdiaa’:orsmn:ﬁm. Cazrran: Popssanon Surey.

+® Based on previous experience, the dxspiacemcm rate for 1993 is likely 1o be lower in the 1996
survey data than in the 1994 survey data.
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* Cfficial data on job displacement are not yet available beyond 1993, But based on
mzzgoioymem daa for job losers, xize Jjob loss rate has decfz‘neé since then.

The Costs of Job Displacement. Thc Displaced Worker Survey pmvnde:s information on
the impact of job loss on workers. The results are sobering, According to analysis from the
‘Bureau of Labor Statistics, roughly a quarnter of those displaced during 1991 and 1992 had cither -
stopped searching for work or had not vet found work by the time they were surveyed in February
1994, And whike experiences varied widely, research conducted by Henry Farber of Princeton
University suggests that the average real wage Joss for workers displaced from a full-ime job and
re-employed into a full-time job was roughly 10 percent in the early 1980s as well ag in the early
1990s. A study by Ann Huff Stevens of Rutgers University and the National Bureau of Economic
Research alse indicates that the wage loss due to dispia:xmcnt is persistent. Six or more years
afier displacement, a displaced worker's earnings remain roag%;iy 10 percent below what they
could have otherwise expected to eam. .

) In a awrket economy facing competigve pressures both nationally and internagionally, itis
. inevitable that some job displacement will take place. Technology is constandy changing, New
companies start up and some old ones contract or close down. Since change can be costly for
workers, 1t is vital that policies are inn place 10 help workers deal with that change. Poruability of
pensions and health benefits, effective re-employment services, adequate unemployment
insurance, and education and training policies can all help reduce the adjustment costs between
jobs. Moreover, it is important thar displacement not take ylacc needic&s}y A gtable
ACTOSCOROMIC environment with full employment will help minimize the need for layoﬁ‘s and will
maximize the chances for speedy mm;;loymcm of those who ciza lose ihcu Jobs.

* Job loss is costly. When faced with job z’as,s, Amenca:s warker.r must be equped m:k the
zooz.s io f’rza‘ new }obs quickly.

,cms:wsmﬁ

_ The labor murket is in the zmést of a robust expansion in which 8.5 million jobs have bez:n
created since January 1993, Now that we have emerged from the Jast recession and are '

expanding in a steady, sustainable fashion, employment is growing most rapidly in those job
categories offering the best-paid employment opportunities. Our analysis indicates that over two- -
thirds of recent employment growth has been in industry/occupation job categories with above-
median wages; that the vast majority of new jobs being created are full-time; and that the
proportion of workers holding multiple jobs has remained ronghly constant since the late 1980s,
But 2 dynamic labor market inevitably destroys some jobs while creating others, and the costs of

Job loss are both significant and persisient, In order w obtain the full bczxcﬁts of a dynamic
econamy, we must reduce thesc adjustrient costs,
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EXECUTIVE SUMMARY -

Over the past three and a half years, the economy has created 10 million new jobs and the
unemployment rate has fallen from above 7 percent to 5.3 percent, According to Okun'’s law, .
the decline in the unemployment rate mrmsponds to an incrense in output per person of more
than Sl 000,

But mf;izzcmg the unemployment rate was just the first step — albeir a crucial one - in raising
our kiving standards, The key to sustaining higher growth in wages and Hving standards is
Taising the economy’s undcriymg per capita growth rate; With appropriate p@i:cms. s an
achievable geai '

ﬁcanomsts have -identified three sources of growth: investments in physical capital,
invesiments in people, and improvements in efficiency. 'Ihasa thw: pillars are the basis for
the Ciinton Administration’s grc;wéz agenda.

. Investing in physical capital, Budget éaﬁcns ¢crowd out private invesunent (or, if

firanced from abroad, imply that the returns to our investment are shared with °
foreigner creditors). The Federal budget deficit has fallen from $290 billion in FY

" 1992 to an estimated $117 billion in FY 1996, As expected, investment has soared:
real equipment investment is up 37 percent since the beginning of 1993,

. ‘lnxcsﬁngmmzla Better trained, better educated, and more ex;;menccd workers
are generally more productive, They are also generally more adept at implementing ‘
productivity-cnhancing .technological change. Economies with better-educated
workforces tend to grow faster (all else being equal) than those with less-educated
‘workforces. The net stock of Federally-financed mvcsmzs n huma.n capital has
risen 12 percent in real terms since FY 1993, '

. Improving efficiency. Between 1960 and 1973, efficiency improvements added over
1.5 percentage point per year to the growth rate of output per hour. Since then,
- efficiency has contributed littke 1o our annual growth. But this trend can be reversed.
Investoents in R&D, more open markets abooad, expanded competition at home, and
improved government operations should, if continued over fime, raise the efficiency

with which we use our capital and labor.

Thc Clinton Adzrmusuamzz - by focusmg on these three piliars -- has laid :im foundauan for
hxghcr gmw:h and improved living standards in the future. But continued investment is
needed. Growth would be endangered by a renuen to large budget deficits, by sharply reduced |
investments in ?zzzman capital, or by protectionist policies. '
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INTRODUCTION

Today, the American economy is as healthy as it has been in three decades, performing better -
than any of the other industrialized eeonmues along many dzmenslons. Um;;layment has fzzﬁzn _
‘fromover 7 percent at the end of 1992 10 5.3 pm&nt row (see Figure }) Ten rmiizozz new JObS have
been created skice January 1993, and more than two-thirds of the new jobs are in mdustry»cccupauon :
categories paymg above-median wages

Figure I Uncmp‘imymt rate ' . - -
. .
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These are not just satistics. Employment makes a huge difference in the lives of the millions
of Americans who would be withom s job if the unemployment rate were still above 7 péit:em And -

“Tne U 5. economy i growing faster {zﬁmim 1995} shas the vest of the GECD (1.8 percent), wﬁammvaw non-
- residantisd investrent growth (5.7 prrcent versus 3.7 percent), fower infladon {2.5 peroent versos 5.7 poroent for inflationas ~ -
messured by the GDF deflaw), snd lower vsemployment (5.6 pescent versus 8.6 percent). See Organization for Economic Co-
- opamstion s sts&@mmg OECD Eeonomiz Ourlook 59 {(Patis: OBECD, Juns 19963, Annex Tubles 1, 6, 14, and 21, The other
OECD economies are: Jzpun, Germany, France, Raly, United Kingdom, Canndla, Australia, Austvia, Belgium, Czech Republic,
Desznark, Finland, Greece, oeland, freland, Luxembourg, Mc:x.m Neﬁwlmds New Zea!mé, Norwny, Pariugsl, S;mrz Sweden,
Swmmm,md’rmy

*Over tvo-thirds {68 percent) of the et growih %&ﬁ«ﬁmammmﬁm February 1934 and February 1996
accusrend in indostry-occapation groups paying above-medion wages, Ses Counil of Boonomic Advisers and Depastment of Labor,
“Iob Creation and Employmert Opporiunities: The United States Labor Market, 1993-1996,7 Apdl 23, 1996,
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* acgording to Okun’s Law, # well-known empizical regularity in economics, every percentage ;}{zirzz:
wﬁéﬁdon in the unemployment rate corresponds to an increase in output of two percentage points®

_The reduction in the unemployment rate since the end of 1992 therefore corresponds (o an incx_ehsc
in output of about 4 percent -- roughly $300 billion in total, or over $1,000 for'every American,

Getting Americans back 1o work was just the fist step — albeit a erucial one — in raising U.S.
living standards. The continuing challenge is to increase the underlying productivity growth rate of
the econamy, which is the key to higher wages and living standards. This paper addresses that
challenge -- where we stand today and where 'we need to go from here. It describes a framework of
fundamental econormc principles for faster growth, and how they can be translated into pracnce It
also identifies potcrmai threats (o higher gmwth in the future, '

*The LPANYMOUS Arthur Ol was (&my&ma&'?f&lﬂem Fohrson’s Counsil nfﬁmmm&dvzsm For more. seeent
discussions of {kun’s law, see Robers Gordon, “lnflation, Flexible Exchange Rates, and the Natural Rate of Unemployment,” in
Martin Buily, e, Workers, Jobs, and Inflation (Washington: Brookings Institution, 19872), pp, 89-158; Steven Braun, “Estimation of
Qurrent-Quartes Gross National Prochict iy Pooling Preliminery Labor-Market Data” Jowrna! of Business & Economic Statistics,
July 1900, pp. 253.364; and Hugh Courtney, “Okun's Law and the Business Cycle,” in Hugh Courtney, 742 Reveridge Curve and
Okun's Law: A Re-examinzsiion of Fundamensal Macroeconomic Relationships in the United States (P, &issmanm;, Depastrent
of Beonondes, Massachusetss Instimie of‘i"ecmﬁzgy, 1991), Chapiez 4.
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THE THREE PILLARS OF ECONOMIC GROWTH

Fconomists have identified three major sourees of sustained gwwth inwsmiézzzé in capizal, |

' mvcstmcnzs in people, and mlpmvemems in the eﬁiczem:} of the economy. These three pillars

interact, In{::zeas&d investment in capital, Sor example, facilitates the inroduction of more procuctive
technologies in the seonomy, while investments in pzwple may enhance the pace of 1 mnovaaonf
Df:s;;xc the possible interactions, scpmzzmg zhe three pﬂiars pmvxdcs a useful basis for fmzziang about

© Ways to enhance economic gmwzh

The r»slatm: importance of gach factor has shzficd over ime. The gmwth mﬁmbauen from
Cﬁpltﬁl investment, for axamplc fell émag the 1980s - a period of large budget deficits.®
Meanwhile, investments in pe&pic have contributed relatively mare to productivity gmwtii ¢ Unal
1990, most of the increased role of i investments in ;;wplc was the result of additional experience
rather than additional years of fonnai educanon, as t%ze baby-boom generation aaqmwd more
experience, the labor force became relatively more productive.” Finally, the contribution of efficiency
appears to have been substantially lower since 1973 than before.®

. “Ihe erdogenous growsh litaramrs highlights such interwitions batween fechnological sdvance snd physica! and human
. smpital investmest, See Kenneth Arvew, *The Economic Inplications of Learuing by Doing,” Review of Economic Studiss, 3;1;3&
- 1962, pp. 155-173; Pacl Romer, “Endonegous Technological Change,” Journaf of Folisical Economy, Ooiober 1990, part I, pp.
$71-8302; and Gene Grossman und Ethanan Hcipman, Innovaiion and Growth in :kc Giobal Et:auomy (szbmiga. MIT Press,
159911

Plavestment in coprital mawd for 1.5 percentage pmm PR yeur in pmchemmy gzw&z between 1981 and 199G, dowa
: ﬁ'{um ($ 1) pmaaag&pmntpayw bezween 1960 and 1981

S Increnses in workers’ education and experience rised mwmy prowih by 0.3 ;mccrmgc pmmperyw betwean 1981
amii?% upﬁnnﬂﬁlpezwnagapompn‘ywmmlmmdz%l )

? Between 1960 and 1981, a5 the baby-door genaration entered the tabor forve, the awxgc worket's axperience Zave!
sctually subtrmcted 0.2 percentage poist per yeur from growth, But experience raised growth by 0.1 percsntage point per you
- perween 198 nad 1990, Education contribated betwert: .2 and 0.3 percentage point per year in both periods. Since 1990, te
contribution of edycation has tncreased 1o 8.4 percentuge peing per year,:

®The contribation of R&D has remmuinad sanstant at sbons §.7 percentage point s veir. Bul the contribution of other
efficiency factors - the so-calied growth rexidusad o huss falien from 1.7 perceatage poim ey year between' 1960 and 1973, 10
approximately zerw since thesr, As ths spmendix sotes, mafﬁmappmméacéxwmmmwézm&malmybmsmﬁnﬂwufm
productvity growth may be increasingly snderestimated &s 3 resuit of mmmgﬁy SVETE MEASTIMENT 2005,
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Investments in capital

Economies with higher investment rates tend 1o grow faster (all else being equal} than those
with quw;::r investment rates.? And budget deficit reduction -~ by reducing the public sector’s demand
for capital -~ jeads'to highef private investment. The mechanism is sixﬁplc: G{}vémmgnt deficits
reduce national saw:sng and put ipward pressure on interest rates,’” making private investment less
attractive.” Conversely, cutting the government deficit raises national saving and ie’ém interest
rates, stimulating investnent and boosting gmwth‘b Because of its tinpact on izzveétmem, deficit

reduction is.a fundamental component of the Clinton Administration’s growth agenda.

Defici reduction since 1992. The deficit has fallen by more than half since 1992 - from $290
billion in FY 1992 to an estimated $117 billion in FY 1996 (see Figure 2). The results are even more-
dramatic relative to the size of the economy: the deficit has fallen from 4.9 percent of GDP in FY

%

*gee Cregory Mankiw, David Romer, and David Well, “A Contribution i the Empirics of Ecosomic Growth,™ Quarterfy
Zournal of Franomizs, May 1992, pp. $07437, Ross Levine und Dhavid Renelt, “A Sensitivity Analysis of Cross-Economy Growih
‘Regressions,” American Economic Review, qusarzm 1982, pp. $42-263; and Robest Baro snd Xavier Sale-i-Martin, Eeoam :
Groavth (Dew York: M&}mwéiﬂl. 1995},

*“Thers is considerable ansertaingy over the prisise figures, but empirical svidence genemlly suggesis tar eveery 31 billion
incromss in the badgel deficit roduces private investment by sbout $500 miltion, incresses borrowing from abroad by sbout $308
raillion, s reises privale saving by shout $200 million. Every 51 billion increase in the budger defivit therefos reduces natisnal
saving by roughly $802 million {31 biltion Jeas tn public saving, §280 million mere in private saving). Reduced nationa] saving — &
senaller supply of losnable funds & thes puts upward presstre on interest fates. In theory, increased] privaie saving could fully offsst
reducad public saving {.6., the larger budge: deficis), so thal narione! seving wonld be uaaffacusd, But the aszumplions necessary for
such “meo-Ricirdian equivalence™ to obtsin sre ofien viewed as wwsslistic, and in practice privaie saving does et seas to respond
strongly 1o changes in te bedges Seffcit - e aicne stongly encugh so fally olfset such changes. In the 1980s, for example, the
personal saving mie actuaily fell despite & subsindal incresse in the budget defichi. For sorewhat ssore fonnal empirics
investigations inio the effects of hudget deficits on private saving, see Boarry Bogworth, Saving asd Favegtaent in a Global Economy
{Washingisn: Brookings Institation, 1993}, Chapler 3; and international Monetary Fund, Staff Studies for the World Ecanomic |
Outtook (Washington: nternational Monezary Fund, September 1995}, Chapter 1. Fora mare general discession of the effacts of

- budget deficits, see Federsd Reserve Bank of Knnsas Clty, Budger Dafiolts and Debs: Istwes and Opiont {Federal Reserve Bank of
Karsas City Symiposium Series, 1995); and Beniamin Friednn, Duy of Reckonmg The Cm&qm&cu of Amaricar, Economic
Paticy (New York: Vintage Books, 198%),

: **he cther effect of kghar intesest nues & a0 inflow of foreign capital - so that budget defichs both crowd out privase
investment and incresss ouy indebtadness to the rest of the workl: ax mensionsd i e footnote shove, smpirica] estimazes suggest that
gvery 31 hillion incrgase in the budpet daficit increases borrowing from abwoad by about $300 million, See Jeffrey Sachs, “Giobed

- Adjustments 10 & Shrinking ULS. Tinds Delieit™ Brookings Papees on Econpmic Activily {Waslungmn Brookings Institution,

19BE2), pp. 630674, In the 1980s, large budget deficits contributed to a signilicant increase in barrowing from shioad. As a result,
the Uaiwsi Staies weit from being the world's fargest creditor ko the m}é (1 I.argcsl dedbier,
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1992 1o an estimated 1.6 percent in FY 1996. The deficit is a smaller share of GDP than in any other
major economy." - And the Federal govcmmcn't is now running a primary surplus: revenues exceed
-expenditures net of interest paid. This year, the Federal government will make net interest payments .
of more than $240 billion -- payments which are required because of t.}:lé massive debt accumulated

in prior years. Without these interest payments, the budget would be in surplus.”

Figure 2; Federal budget deficit
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Source: Office of Management nnd Budget. OBRA93 is the Omnibus Reconciliation Act of 1993, which embochod Prcs:dznl Clinton's |
deficit reduction plan. .

The impact on investment and growth. As predicted, this historic deficit reduction has
spurred private investment. Real investment in equipment, for example; is up 37 percent since the -

beginning of 1993. It has risen from 6. 5 pcrccnt of real GDP in the first quartcr of 1993 10 8.2
percent in the first quarter of 1996 (scc Figure 3) M

) 1995, the generul government deficit-GDP ratios for the other 6 major economies were: Japan, 3.9 percent; Germany,
3.5 percent; France, 5.0 percent; Italy, 7.2 percent; United Kingdom, 5.7 percent; and Canada, 4.2 percent. Organization for
Economic Co-operation and Development, OECD Economic Outlook 59 (Paris: OECD, June 1996), Annex Table 30.

1%0tfice of Management and Budget, Mid-Session Review of the 1997 Budgei (Washington: GPO, July 1996), Tables 19
and 22, - . Co :
Y rhe quality of investment - how efficiently investment is allocated to projects with high retumns - may be as important as
the level of investiment. The allocation of investment can be strongly affected by tax preferences and the financial system. Since the
1980s, tax preferences for specific investments have been reduced and the financial system has strengthened. A recent study by
McKinsey & Company documented the relatively high level of capital prodncuvny in many US. industries. Ses McKinsey Global
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Figure 3: Equipment investment
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Souree: Degmrsm s of Commezce. ’ : . -

,: © A classic econormic growth modél - for whzch Robert Solow of M.LT. was awarded the '
Nobel pnz,e o ﬂlusn'ates the linkages between deficit reduction and investment.”® Figwe 4 presents

the results from adopting a mlanvcly censgwguvc set of assumptions and applying the model to a
budget deficit reduction equivalent 1o 3.5 percent of GDP - roughly consistent with current deficit
reduction efforts.’* “The figure highlights two points. First, the ultimate benefits are significant -- the
 capital stock is more than 15 percent higher and real wages are 5 percent higher because of the deficit
* teduction. Second, the bczzcﬁts do’ ROt mazmalmc immediately, but insiead emerg: over several

. ‘decades. The precise outcome écpends on the assumptions, but the qualitative results in F:gzzre 4 are

coaszsmnt with bcsiz economic thcm‘y and expemncc

] ]

. lm‘rim Capital Productivity (Washingion: MeKinsey &, ffhm;mny. 1996).°

. Robant Solow, “A Contributing 1o the Theory of Economic Growth,™ Quarterly Journal af Economirs, Febrasry 1956,
Pp. 6594, For s bk introduction 1o e Solow model, ree Robent Solow, Growsh Theory: An Expozition (New York: Oxford
Unteersity Press, 1978

E1he nxercise assumes s Cobb-Dovglas produntion fnction with 8 cxpital share of one-third; an initial investment rate of
15 percent ol GDP, an indtial potertial output growh mte of 2.3 percems; s depresiation mie of § pescent; and thas the strustursl
budget dafioi s 2liminated i 2002, The model slso assames that 50 percent of the budget defick reducion results i higher private
domestic invesiment. The assumptions sre pantivularly conservative since the rate of innavation in the Sclow model is fxdependant of
the investment . 1o endogencus growth models, innovagon isa funciion of investmont ~ and the long-ran impact of & higher -
;mmml saving raie is therefore magnilied,
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Figure 4: Long-run effects of deficit reduction
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Source: Council of Economic Advisars. * |

The dzsczzssmn above izzghhghts thc: mis of pmam mvcszment. in raising growth. But ;}zzbhc | .
investment is also cssaa:ml for & mii««funcnc}mng economy. Reter roads, for example, reduce
. .congestion and transportation costs - allowing firms to be more pmductivc,' While it is difficult to
disentangle causality in the observed link Iﬁcﬁv&en public invcsénwt and ouipzzt, public physical
capital -- as well as improvernents in the efficiency Wizﬁ which we use our current stock of capital.--
undoubtedly raises output.”’ The nét stock of Federally-financed nondefense physical capital has |
nsez; 7 percent in real terms smce FY }993 ¥ Moreover, by lowering interest rates, ?cderal deficit
reduction has cut financing msns for Saat;: and local goverzzmcm investment — which rose 23 percent
in real terms between 1992 and 1995,

Fmadmmﬁnfﬂwmmmmn W mfrastrsotere, s Clifford Winston manm&mm *Public
Infmstroctre,” in Hmy Aaron and Chusles Shubpes, Settinig Domestic Priorities: Wit Can Government Da? (Was.hmgm
Brookings Institution, 19923, PP. 260293, . L W

Bortsice of Manngesnent and Budger, Budget of the United States F? %7 Analytical Pﬂ:pecz;m (Waxinagzrza.
Govamnment P‘:m&mg Offion, 1996}, Table &3,
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Investing in people
- N r !
Better trained, better educated, and more experienced workers are generally more productive
and more adept ar implementing prod{zczivizywnhazwiﬁg ;whm!&gécéi change. Economies with
better-educated warkfmt:cs tend 1o grow faster (all else being equal) than those with less-educated .

workforces.' And investrments in education have accounted for a;}pwxzmazc}y one-fifth of the ammai:

growth in productivity over the past three decades. Investin g in human capital is thus the second

pillar of the Clinton Administration's growth agenda.

Education and the growth agendu, Investments m human capital boost wages and
productivity. Each additional year of schooling is associated With increased earnings in subsequent
years of roughly § to 13 percent (see Table 13.% This return o skill has risen substantially over the
fast two decades or 50, and much of the increase can be explained by technological change. Increased

computer use accounts for up to half the increase in the return to education during the 1980s*

The growth payoffs to education and training go beyond the direct effect of higher wages and

productivity.. Education and training can also ease the adjustment costs pérvasive in a dynamic
“economy: skilled workers who lose their jobs are more likely to find new jobs, are more likely to be

re-erploved in full-dme j'ebs,’ and suffer a saller relative wage loss between jobs, than less-skilled

¥® Robert Barro and Xavier Salai-Martin, Ecoromic Growth (Now York: MoGraw-Hill, 1995), Chaplzr 12; and Gregory
Mankiw, David Romer, mzl David Weil, “A Contribution o the Empiries of Emmmz: Growth,” Quarterly Joursal of Economits,
May 1992, pp. 407-437, .

20 Many recant studies - including the majurity of those listed & Table 1 - have addressed difficul cousality problems and
eoncluded that education and training actuatly raise productivity. mmwnp&eafmmaﬁvu;m{mmgﬁw
causality problen, Orley Ashenfelier and Alan Krueger smdied identionl twing .- whe share identicad genes and similar family
backgrousds - end found that each year of additional schooting mised earnings of the more-educated twin by sbout 13 percent Gsee
the citation in footnote 23 below). This and ather studies effectively eouniar the srgument thal » positive corrslation i obwrved enly
becsase of omitted variables such as innate skill; MWle&waﬁemwymm&ldthmm&zx
it:&s z.niwmd ollsagues, muy be more likely 10 obitain additional edocntion and eaeining.

= Alan Krueger, “How Conpusers Hove Changed the Wage Slmcmrc. Evidence from Mu:mda:a. 1984.1989,7 szm‘y

S of Econowics, &:bmy 1993, pp. 3359,
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workers.? Reducing such costs is mssary 1 ensure the full benefits of growth and the wldcspmad

acccpzancc of sconomic r:lzangc

)

Table 1: Recent estimates of the real return to schooling

Author (year)® I . | Estimated real réturn to an additional ycar of
' ‘ C education (percent per year)*
Angrist and Krueger (1901} 168
Angrist and Krueger (1992) 6-7
Buicher _and Case (1994) 919
Kane and Rouse (1993) - - 6-9.
Card (1993) . : 7-13
Angrist and I*ié}wy aso1y 4-8
Ashenfelter and Krueger (1994) 817
' Ashenfelter and Zimmerman "(-1 993) 5.8

' *?Heary Farber, “The Changing Face of Job Loss in the United States, 1981-1993," NBER Warking Paper 5396, May

‘ 13 g urces: 3%&&@;&:&& Adsr Krueger, “Bocs mms&mmﬁ Sdmﬁag snd Eaynings T Cudrterly
Jowrnat of Econamics, Noversber 1991, pp. §79-1014; Joshua Angrist and Alan Krueger, "Estimating the Payoff 10 Schooling Using
the Vietsam s Drafi Lotiery,” NBER Working Papez 8067, May 1992 Kristin Buicher and Aninie Case, “The Effect of Sibling
Composition on Womes's Bducation and Esrings,” Quarierly Jowrnal of Economics, August 1994, pp. 531-63; Thomas Kane and
Caxliin Rouse, “Labor Market Retums to Two- and Four-Year Collegos: Isn(?mdna&ednmdnol)cgrm Mater?™ NRER
Working Paper 4268, January 1993; David Card, “Using Geographic Variation in College Proximity o Estimata the Remrnis
Schooling.” NBER Working Paper 4483, Qctober 1993; Joshua Angrist st Whitiey Newey, “OverJentification Tests i Enrnings

. Functions with Fixed Effects,” Jowrnal of Business and Economic Swtistics, July 1991, pp. 317-323; Oricy Ashenfelter and Alan
Krueger, “Estimates of the Economic Return o Schooling from s New Smmple of Twin,” Anuwrivas Economic Review, Dacembey
1994, 'ppr. 1157.1173; Orley Ashanfelter and David Zimmerman, “Estimaies of the Retum 1o Schouting from Sibling Datar Fathers,
Soms, wnd Brothers,” NBER Waorking Paper 4491, October 1993, Table sdapted from David Card, “Esnings, Schooling, snd Ability
Revizisnd,” Princeion Unbversity Industrial Relutions Section Working Paper #3131, May 1994,

ﬁmmkmmpm%mmdrmmedumumis@qualmmapammgcdmngcmmmpﬁnmm
sdditional yeur of schoaling {the Fgures Bsixt i #ie tnble). Soc Robert Willis, “Wage Determinanis: A Survey and Reinerpreiation of
Hunan Caphisl Ewrtings Functions,” in Orley Ashenfelier and Richard Layard, eds., Handbook of Labor Eww Volume 1
(Amsicedam: North-Holiand, 19863, pp. 529-534. _

E
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The role of goverameni. The government has a special role 1o play in education and
wraining.” To provide just one example, the future earnings aceruing from an education cannot be
repossessed like & car or a house. So private lenders — without any government involvernent -
would have difficulty in securing sufficient collateral for student loans, The govemment can address
‘this credit market faill;rc by providing either loan guarantees or the loans themsalves.

' The Clinton Administration has emphasized lifelong learning and employability security in
_order to raise growth and reduce the adjustment costs associated with a vibrant economy. The net
stock of Federnlly-financed human c&;:izai investments has izzcr;asm;i 12 pereent {$72 billion) in real ’
‘terms since FY 1993.% Particularly igrzpamn'z components of the m;ﬁszzaﬁon’s hurnan capital ‘
iﬁvesmnf program include expanding pre-school prévmms {such as Head S tart); expanding access
w higher e;ducanon through the new direct lending program, the proposed tuition tax deduction, azzd ,
the proposed tuw.cm tax credit for 13th and 14th grades; facilitating the introduction of new
- teckmiogms into the ciassrwm, and proposing a dramatic reform of the nation’s job training

programs.

. mammw&&mmﬁmmmgmwofmmmnmmmm
“Educating Amerion: Aniamzrmi for Our Future,™ Scptermber 1993,

Gfﬂce of Managemeat and Budget, Budpes of the United States FY 1997 Anaiytical Perspectives {Wnshmg’tm
Gaovermment Prmnng Office, 1996), Table 6.4, .
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- Improving efficiency

- The final component of growth is raising the efficiency with which we use and deploy our
human and ph}'sical capital, Efficiency is enhanced by research and development {which improves

.'ou: technology), by opening markets at home and abroad (which ensures that technological advances

are translated into new goods and new producton processes, and allows us to shift resources into

more productive areas), and through more efficient government (which frees up resources for

© potentially more productive pses).

- Research and e:ie:véi{};}zzamt (R&D) spending leads to technological advances, and on average |

has phenomenal econornic returns (see Table 2).7 Since the payoff 1o society as a whole from R&D
substantially excetds that to the individual firm, a-government role is warranted. In the United Stares,

government sponsorship of R&D has 2 long and venerable history — from the financing of Samuel

Morse's fust telggmph line between Baltimore and Washington, 1o the development of the Internet.

The Administration’s R&D efforts include support for civilian technology programs and dual-
use technologies, the establishment of a partership for 2 new gem:raziar} vehicle, spurring the use of :

technology in schools, the research and experimentation tax credit, and increased funding for small
business R&D. The net stock of Federally-financed nondefense rcséamh and development has risen
11 percent in real terms since FY 1993. % "This has advanced the' government’s wle n pmmmg
~ knowledge. But the mi&ma of new knowledge into concrete products has remained a:aci simuki

continue 1o remain - primarily the responsibility of the pnvatc sector.

?wam&mwa R&D, see Counncil of Economic Advisers, “Suppmmm Research ad I)e,\rclopmcnl w0
Promoic Econamic Jrowih: The Federal Government’s Role,” October 1995,

8 ottice of Mansgement snd Bodges, 8§dg¢£ of the Urited States FY 1987 Analytical Perspectives {(Washington:
Gowwm; Printing Offive, 1998), Table 6.7,

i2
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Table 2: Private und social real return to private R&D

Author (year® Estimated private | Estimated social
real rate of return | real rate of return
Nadiri (1993) | 20 - 30 50
Mansfield (1977) | s 56
Terleckyj (1974) |2y 48 .78
Sveikauskas (1981) 7-25 0 ‘ :
Goto and Suzuki (1989 |2 80 -
Bernsiein and Nadiri (1988) | 1027 1-111
Scherer (1984) - 12943 64 - 147
Bernstein and Nadiri (1991) ] 15-28 1 20-110

Opening markets domestically encourages firms 1o adopt best practices - to take advantage
of new production processes and new technologies — and prompts labor and capital 10 flow to their
- most efficiont uses, raising overall productivity, The Clinton Administration’s efforts ta.pmmatc
mpcnmn éﬁmasncany mclude reforms within the telecommunications ami electricity mdumcs :
: {Abcralmg these mdusmﬁs whilc mamtammg effective protection for consumers, should allow the
sconomy to operate even more efficiently in the fure. Each sector accounts for over $200 billion

in annual sales, or collectively more than $800 per American,

¥ Sources: Ishag Madird, "Tnnovations and Technalogical Spiliovers,” NBER Working Paper 8423, August 199, Edwin
Mansfield, J. Repeport, A, Romeo, §. Wagner, and G. Beardsiey, “Social ard Privaie Ratex of Rebun fom Indusrial Innovations,”
Quartarly Journcd of Economics, pp. 221-240, 1977 N. Terleckyj, *Effocts of R&D on the Produciivity Growh of Industries: An
Exploratory Study,” Mational Plansing Asseciation, Weshington, DC, 1974; L. Sveikauskas, “Technotogy Inpats and Multifsctof
Proshursivity Crownh,” Review of Evonomics and Statiztics, pp. 235-282 1981 A, G ond K. Suzukd, "R&D Capital, Rute of
Retumn on L&D lovestment sad Spillover of R&D in Japanese Manufacturing Industrics,” Review of Ecomomics and Statistics, pp.
255.364, 198%; Jefirey Bomsieln and M. Ishag Nadin, “Interinduswy Spifiovers, Rates of Retum, and Prodaction in High-Tech
Industries,” American Economic Review: Papers wud Proceedings, pp. 425-434, 1988, Fruderick Scherer, "Using Linked Patent and
R&D Daia o Measure Interindusary Tochoology Flows,” in Z. Griliches (ed), R4D, Paienis, and Productivity (Chicago: Univ, of
Chicags Pross, 19843, pp, 417484; Jeffrey Besnstoin and Ishag Nadiri, "Product Demand, Cost of Production, Splliovers, and the
Sonial Rate of Retrs 1o R&D, " NBER Working Peper 3625, 1391, Table adapied from: Zvi Griliches, *The Suwrch for R&D
Spilloven,” Scamiinavian Jorrnal of Econonics, 1932 supplemeny, pp. 29-47; and Nadinl £1593),
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The landmark telecommunications bill signed eartier this year is expected to stmulate

competition and promote access 1o the informarion superhighway. But the bill avaids a::iapziag 2

slplistic appmach to deregulation, which could have led to increased mcnopoizzamm by firms with

+ dorminant market power within certain regions, or W m&mmth concentration that would have

inhibited the dzsscmamzz of a diversity of wcwpomts The new bill is intended to help foster the :

gmwzh of entrely new competitive mdusmcs -- Jowering costs nf more traditional semecs, and

- providing an expanded range of services.

Simi]a:ly, new rules from the Federal Energy Regulatory Comrmission have opened access o

Lh& nation’s c%ecm{:zzy transmissions lines. In the pas{, the supply of electricity within a given
gwgmpénc area was largely mzw;zohzgd —~ inducing a distorted market for electricity’ and mavmg
resources away from t?:car st pmducﬁvc uses. The Federal Energy Regulatory Commission 1ssucd

new rules earlier this year that promote competition in these markets, and should lead t0.a

transformation of the electricity indusu;v.' But once again, deregulation was not undertaken in a

ryopic, dogmatic way, Enszz:%ng open access to the eiactziz:‘ity transmission grid, for example, was _

a crucial regulatory chaﬁe:ngc The mf{zzzzzs in both the telecommunications azzd e:éecmmy industry

xhcmid raise zhc efficiency with which labor and C&pit&l are é&p}ayed acTOSS ahc economy

Opening markets abroad has similar effects to opening them domestically. Trade szz’mu}aics

the flow of information, and boosts growth by allowing economies 1o concentrate on what ih;y do

relatively well - it creates an opportinity and incentive for Iabor and capital 1o shifi into relatively

more productive areas. Trade also expands the relevant sxze of the market, acconnncxiaung
economies of scale. A recent sconomic analysis, which controlled for other nanonal chmazmmcs
found that more open economies grew by an average of 2.3 percentage points more ;}ser year than
closed economies.® A study of manufacturing industries in Germany, Japan, and the United $taies

Jeffxey Sachs snd Andrew Wames, *Eoonomic Rcfarm ead the Provesy af Global negration.™ Brookings Paperx on
m&a:m {mezgm Reocidngs Institution, 1995:1), pp. 1-118. '
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concluded that trade restrictions hurt productivity.” And an analysis of over 70 economies found that
a 10-percentage-point increase in tariffs on capital goods and intermediate products was associated

with a 0.2 percentage point decline in annual real growth per capita. ™

'Iﬁc Clinton Administration’s trade strzitégy recognizes the growth benefits of continuin gto

open markets abroad. Recent market-opening efforts have contributed to an impressive nsc in-

| exports over the past threc and a half years (see Figure 5). And reﬁeéting the benefits of comparative
adyanﬁgc, jo'bs' supported by goods exports pay roughly 15 percent more than the national average.™

Figure 5: Exports of go&is and services
12.0

ne

Percent of GDP

' 10.5

10.0 1 1 1 L
1992 19683 1o 1965 1908

Source: Department of Commerce.

*!McKinsey Global Insstute, Manwfacturing Productivity (Washington: McKinsey & Company, Ociober 1993).

32p obert Barro and Xavier Sala-i-Martin, Economic Growth (New York: McGraw- Hill, 1995).

33Deparunent of Commerce, “U.S. Jobs Supporied by Goods and Services Exports,” May 1995; and J. David Richardson

and Karen Rindal, Why Exports Matier: More! (Washington: Institute for Intemnational Economics and the Manufacturing Institute,
February 1996). ) '
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Improving how efficiéntly the government does its job is another mechanism for raising

. productivity - and one for which the gz:fvcrnr;lcnt bears special responsibility. By freeing up

resources for potentially more productive uses in other sectors and by reducing the cost of regulation,
gévermném reform can raise economy-wide productivity. The Vice President’s reinventing

government initiative has been doing just that. Thousands of pages of Federal regulations are being

eliminated, and thousands more are being streamlined or improved in other ways; hundreds of |

obsolete Federal programs have been eliminated; and red tape has been i‘cézzcéd dramaticaily: The
Federal workforce has been cut by 230,000 (see Figure 6), and as & pﬁl‘f)él‘ltﬁg& of total amplaym%m

is now smaller than at any time since zhe: carly 1930s.

Figure 6: Federal employment
=300

4

s

2200
215
&
2053

2060

1,060

900 i L . i L L
- TR 1 R | 1005 . 1008

- Bource: Qffice of Personael Munagement. The figures displayed are for Feders! civilian employment exslusing the Postsd Sevice, -
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THREATS TO GROWTH

The Clinton Adrrﬁnistmion’s concerted growth agenda addresses all three sources of -
sustained growth; capital, people, and efficiency. But each of these pillars can be undermined by

inappropriate policies.

. Driving up the budget deficit. Allowing the budget deficit to rise signiﬁcaml.y -- through an
excessive tax cut not offset by spending reductions -- would curtail private investment and

thus endanger growth. The long-mn cost is apparent from the burden we continuc 1o bear
from the large budget deficits of the 1980s.* Although there is considerable uncertainty
‘conccrnmg the precise numbers, economists estimate that cvery $1 billion increase in the

I' budget deficit translates into roughly $500 million of reduced private mv-.:st:mcnt1 $300 rmlhon
in increased borrovnn g from abroad, and $200 million in additional’ pnvate saving.

Gross Federal debt held by the public rose $1.8 trillion (in 1992~chaincd 'dollars) between
1980 and 1992. The buildup in debt therefore reduced the privatc capital stock by an
estimated $900 billion. At an average return on capital (net of dcpn:cnanon) of approxlmatcly‘
N pen:cm this in turn implies that GDP the output of goods and services in our cconomy -
is approximately $65 billion lower per year for the next decade or so due to this bulldup of
Federal deb. % The lost output corrcsponds to rou ghly $250 per American. And because the
budgct dcﬁmls also increased: borrowmg from abroad GNP - GDP plus net factor paymcms

from other nauons -~ is about $100 billion lower per year.*

3*The calculations that follow apply rules of thumb which are only rough appmxhnnﬁoﬁs to thé long-run impact of deficits.
The precise effects depend on many factors, including how the deficit is increased or reduced, the time frame over which such
changes are implemented, and market reactions.

3% An even larger estimate of the debt burden is contained in Laurence Ball and Gregory Mankiw, “What Do Budger
Deficits Do?" in Federal Reserve Bank of Kansas City, Budget Deficits and Debt: Issues and Options (Federal Reserve Bank of |
Kansas City Symposmm Series, 1995), pp. 95-119. Ball and Mankiw estimate tha anpual output in the Umu:d States is 310 6
percent lower ~ or roughly $200 to $500 billion — because of past fiscal imbalances.

? Estimates suggest that for every $1 bi]lion increase in the budget deficit, private investment and the current sccount
decline by a combined $800 million. If the borrowing from abroad required 1o finance the current account carries a 7 percent interest
tate, the $1.8 trillion buildup in Federal debt reduces GNP by .07*.8*1.8 trillion = $102 billion per year ($64 billion from reduced
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An excessive tax cut not offset by cxpcadum recuctions is an obvious mechanism for
producing 2 Iarger budget defickt. Under plausible :zsszzm;zmns concerning the wage c’{ast:icxay
- of labor supply and the interest elasticity of saving, any increased private saving ‘generated

fromna bmaé tax cut would be significantly smaller than the resulting increase in the budget

deficit -~ so that national saving would fall, not rise.” By reducing national savmg, such a tax
- .out would therefore put upward pressurc on mteresr rates and dampen pmratc mvastmenz,

endangering lngher gmwth

Other threats to growth include:;

. Without ccmtmuc:d public investments in education and

‘tramzzzg, the pmcizzctmty of *America’s workcrs would be advcrsc!y affected and job
transitions would e unnecessarily burdensome. ‘Deep cots in education and waming

' programs with proven returns would have detrimental long-run effects on output per ;}fzréaﬁ. B

. As shown in Table 2, ihc retums to R&D are gcncmlly

mz;xess:ve, Fefgamg those returns ?}y dramatically cutting investments in R&D wuuld bea .
clear threat 16 hzghf:r gmwth ‘ |

Markc: forces speed the transrnission of new

ideas and. new products, and move resources to mi:mvciy productive areas. i’azimg o

promote competinion at home would reduce growth. But the other extrcgnc may b just as

-

- privaie investment snd $38 biflion from increased factor payments to foreigners). The cost to nunning equivalent deficits now may be
much higher both because of sun-dinesrities in the effects of government debt, and because financial market bebavior sy have
svulved xince the 1980s. Any glven invrease in she budget deficii now misy (hmforc induce. & larger incresse in bond yw%ds s WL &
more polent adverus effect on investment - tlmn during the 1980s, _

315 order mrmsenmiomf saving, tax cuts must saise private saving by srotgh to offses the loss in public saving fan
incresse in the budget deficit), In genersl, private saving does 50t respond stoagly 1o chenges in taxes. See discussions in A Lans
. Bovenberg, “Tux Policy and National Saving: A Survey,” in International Monstary Fund, The United States Economy: Performance
and lssues (Weshinglon: International Movetary Fund; 1992}, pp. 52-76; sd Ede Engan, Wilham Gale, and John Schelz, “Effects of
" Tox-Based Saving Incentives on Saving aid Wealils A Critical Review of the Litcrasure,” unpublished draft, May 1996. Also see
mrticlos in Junes Rock, e, Debt and the Twin Deficits Debate Mownain View, Californin: Bristlecone Books, 1991).
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dangerous: ingffective oversight of newly deregulated markets -- as well as financial markets

-- could reduce living standards.

es. Trade boasts growth by sllowing us to shift resources into

-sectorsdn which we are relatively productive, and by exposing us to new ideas from abroad.
Closing markets to international trade would mean that we would lose thess growth-

enhancing benefits,
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PUTTING GROWTH INTO PERSPECTIVE
The Clinton Administration’s growth stﬁucgy -~ with gach piece making its own contribution
- could add significantly to our gmwth rate. Over the long run, such ixncm‘ascé growth is the key 0

higher wages and living standards. Growth also provides the resources to:
. Tackle problems such as deteriorating inner cities and homelessness;

’ Address the major cicxm'gmphic issue facing the country - the wapending retirement of the
" baby boomers -~ without placing an undue burden on the werking age population; and .

*  Ensure the long-run intermationsl ﬁzran gth and standing of the United States. OQur
intermational power depends only in part on our military prowess; that military strength must
be supported by & sound and vibrant economy. ' ’

" Even relatively small changes in our annual growth rate can produce img& changes in our *

* ‘ standard of living over time, For r::xampim increasing the rate of productivity growth by 50 percent

“over a generation would raise real national income by 16 percent (or over $2 willion) in 2026, But |

_ 1t takes time to reap the benefits of investrment. Investments in children, for example, are not manifest

in higher productivity umil the children enter the labor force -- whmh can be as much as two decades
after the initial investment.

We must also remember that economic growth is notan end in itself. Rathcr, itis :he means
to an end - enhanced living standards and enriched Lives for all Ammcmm Many dimensions 10 these
uhtimate objectives are not adequately captured i i our ecanonnc,masms, for example, the sense of
security that an aged person feels knowing that medical expenses will be covered by Medicare should ’
. sx:kness strike, or the benefits we derive from kmwmg that the air we breathe and the watcr we drink

are cim, snd will not have adverse effacts on our hea!zh
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CONCLUSION :

Over the past three and a half years, the unemployment rate has ’fallcn from over 7 percent
to 5.3 percent, and over 10 million net new jobs have been created -- dramatically irnproving the lilvcs
of millions of Americans. The éontinuinglchall.cngclis to raise the underlying growth rate of the’
cconpniy. In some areas, growth has continued to be spectacular. Manﬁfacmring 'p‘roducu'vity'
growm has renﬁined high -- 3.6 pércem per ycar over the past three years -- reston'ng the competitive
position of many U.S. firms. For cxamplc Amcnca 1s once again the world’s leading producer of

autOmobllcs and semiconductors. But more remains to bc done,

The Clinton Administration’s growth ﬁgcﬁda addresses all three pillars of growth: historic '
deficit reduction to raise investment in physical capital; education and training programs to boost
lhvcstmen_ts in people; investments in technology, :;nd market-opening policies at home and abroad,
and more éﬂicienl govémmcnt 6pcrations to raise efficiency. Such policics have 1aid the foundation
for higher growth in the futum If we continue to implement sound economic policies, we can raise

our growth rate -- with substantlal improvements in our future standard of hvmg

*®The Clinton Administration's growth agenda is a long-run strategy that is laying the foundation.for higher growth in the
future. It iz not passible to provide a precise empirical estimate for how much faster growth might be. This is partly because
interactions among the various components of growth present daunting forecasting problems (¢.g., how much technological change is
embodied in new equipment?), and partly because the erratic nature of the historical record (see Figure 2) does not provide much
insight into the long-1ezm potential for economic growth. Economic theory and econometric practice provide impressive insight into
which policies are likely to have positive growth effects ~ and which ones negative effects - - but are not advanced enough to permit
precise quantilative estimales of such effects. The difficulties are exacerbated by the measurement issues discussed i in the appclm
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APPENDIX: TWQ ISSUES IN GROWTH

This appendix examines wo topical issues i economic gﬁiwﬁi «.the role of labor force

growth and the impact of measurement efror,

Overzll economic growth zicp&nds on gronwth in the labor force and growth in cutput per
’ waorker. The key to higher living smndazﬁs is raising output per person, whiciz is why our discussion
has focused on the sources of pn‘)ducm ity growth, In assessing pyerall prowth rates, it is necessary
‘1o separate the effects of pmdacnvxy growth and labor forcc growth. Smdies zhat do not take
account ﬁf populauon growth in analyzing economic gmwti: are likely to present a misleading pzczw'e :
of the impact on livin £ stanéazz’is

Gws%eﬁz in the Iabcr force depends on growlhﬂ in the working-age population and growthin
the labor force ;xzmc:pauen rate. The first cz:xnponcnt, -~ growth in the workin g»agc pﬁgulaﬁon -

is éctamuncd by i{}ng Fun demcgmp%zzcs which are largely dﬂ"’ﬁn by mn»»eccmamzc forees.

' Popuiatxm gmwth may not be szrongly Affected bymnomzc fom&s but it does strongly affect them. -
The entrance of the t:aby boomers into the labwor force in the 196&3 and 1970s, for cxamplc gave s
push to overall growth. And part of :hc slowdown in overall economic gmwth in the past quarter
centary -- approximately :Em~quancrs of a pememagc point -~ s due toa dcmasc in'the growth |

1ate :}f the working-age population, which fcli fwm 1.8 percent per ycar bcrwccn 1966 and 1973 10 |
1.1 ;@mmﬂ: per year ixtwccn 1981 and 1995 (sac Figzzm 7 '
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Figure 7: Growth of working- agé population
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'Th_e second component of labor force growth is the Iabor far:;:z ;332':3.{;2;}%{2{3& rate, the percent
of the working-age population that decides to work. Labor force géﬁici};aﬁm has risen over the past
two decades {see Figure §). The overall upward wend in paricipation is the net rescht of two forces:
"2 sharp zzpwarzi movement in labor fercc participation for females, and a decline in laber force

pamczpataon for mzzlcs - pamr:uiarly older men.®

g I;dorc, recently, the female panticipation rate has stabilized -- at least ;;ariiaii‘y reflecting 2 Iapse
in the declining m:nd of chikiren per woman aged 20 to 54, The earlier increase in fernale laboi-_foi-cc :
* participation may have been partially caused by previous declines in this ratio, which tended to reduce -
the non-market respoxzszbzimcs of mothers.® The decline i in the male pammpanon rate also appears

to have slowed, reflecting some smblhzanon in the previously declining pamcrpatzon raie for older
. male workers (see Figure 9). )

** For a more detatied discussion of recent Isbor forve panicipution teads, sec Deparument &f Labor, Report on the
American Worlforce {Washington: Government Printing Officn, 1993), '

s #lso possihie that the causality runs in both directions: that increasing female labor force paricipation — and the
ket responsibaiites entailed by that increase ~ had reduced the number of children per worma aged 20 1 54,
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Figure 8: Labor force participation rate, 16 years and over
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Figure 9: Labor force partici;iatian e, 55-04 years old
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Ag the economy shifts increasingly 10 service sectors, it may be more d{fficnit to teasure

- mprovements in guality and cﬁiciency -~ 80 rh‘at mcasmed productivity stadstics may be increasingly
misleading.” Anecdotes of “missing” productivity abound. | For ._cxamplc, the introduction of .
microsurgical techniques has reduced the time and risk ‘invo}vgd in & cataract cpmti:on relative 1o &
decade ago. And repair of a tomn knee ligamcnt with arthroscopic surgery involves a shorer stay in
the hospital, k‘:ss( chance of celiatemé damage during surgery, and g faster recovery time. Similarly,
telecommunications mzpazzi;s have introduced many new sarvicgs, including kigh«»m data
transfer and mobile f:aeliaia; tcicphené service. |

. To so}I;c extent, these productivity improvements are not reflected in the official productivity

data. Asone example, Bureau of Labor Smtisﬁcé’ estimates suggest that productivity growth in the

_banking sector has averaged 2 percent per year in recent years. But these estimates are not used in
the construction of aggregate measures of c}aitpuz and productivity. Rather, g}clwﬁ: of real output-
in banking and other financial services is assumed equal to thé increase in houts worked in the
industry, o that growth in labor productivity is roughly zero by assumption,® -

These exarmples reflect underlying pm‘bim in productivity msmmgﬁz associated with the
changing character of the economy. The autp{xt of the economy incrxcasingly is shifting away from
standardized conunodiﬁcé w:th casﬂy dcf‘mab!e characteristics that change little over time, tom;ard
goods and services for which issues of quality and even definition are of pnmary imponance.

** See, for example. the discussion in Alan Greenspan‘s Slsiemen before the Subcommitee on Domestic snd Internations)
T Monetary Policy, Commines on Banking and Financial Services, U.8, House of Represeniatives, Febnuary 20, 1996,

2 Commsines 1 Swdy the Impact of Informarion Tecknslogy on the Performuancs of Service Activities, Nations! Research
Coundll, fformaiion Tecknolopy in the Service Sector: A Twenty-First Century Leeer (Washingtom Nationa! Acadenyy Press,
1994 and Counedl of Boanvaie Advises, Economic Report of the Presidens 1905 {Weshington: GPQ, 1995}, Chapter 3.
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Alhough the magnitudes involved are not known with any precision, it is likely that the economy;s

productivity growth rate is understated in recent years because of these measurement problems.
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The RAIRS as a Policy Targat‘ Rafinements, ?robl&ws and
Challenges

* By

Steven Braun and Ronald Chen?®

September 1388¢

ihstrant

The NAIRU hypothesis has bheen criticized hecause it seems to
require a NAIRU that changes over time--especially in EBurope.
Without a plausible explanation for the evolution of the NAIRU,
the hypothesisg is neither satisfying nor as relevant to policy as
it could be. Several explanations for the variation of the NAIRU
are examined: demographics, slowing productivity, supply shocks,
“hysteresis,” and the duration of unemployment compensation. We |
conclude that most of the wariation in the NAIRU can be explained
" by these factors. In the United States, the most important
factors in the evolution of the NAIRU are the changing share of
teenagers in the labor forcoe and the accommodation to the post~
1973 productivity slowdown.

A recent challenge to the natural rate conaept ‘s the
imprecision of its estimates. It -seems to ug, however, that this
imprecision is of only limited relevance to ths execution of
policy.

In addition, we examine several recent issues: 1} that the
Phillips curve may ke nonlinear, 2} that reducing inflation may
become more difficgult as the rete of inflation approaches zero
{“*the goal~line effect”), and 3} that the NAIRU may not be
independent of the 1nfl&ti&ﬁ rate.

A Report by the Council of Econonmic Advisers to the QECD
for presentation to Working Party #1 on October 10th and 1ith,
1996, Submitted September 1886, T

' With substantisl assistance from Jason Furman.



INTRODUCTION

, The Phillips curve hasz a venerable tradition in empirical
macroeconomics. Standing at a central place in stabilization
policy, it hag recently become a focal peint of criticism as well
as an object for refinement, This paper evaluates some 0f these
criticisms and refinements. '

The Phillips curve in historical perspective

The wage and price eguations of the earliest macroeconomic
models were similar to those in current usage f(as in the Klein-
Goldberger model {1855)). Thess equations were of the form:

w= P+ B, U+ B L) Bp {1)‘

where,

fw = wage 1anatlon,

$p = price inflation,

U = unenploynent rate, and

B8.{L}%p = distributed lag in price inflstion.

However, these equations failed to impose the unit constrzint on
the coefficient of lagged prices {(B,}--which were used as a

proxy [or price expectations, Eq&atians of this sort were first
‘galled “The Phillips Curve” by Samuelscn and Solow {1360) after
Pnillips® (1958) work (which, however, omitted inflation
expectations) . After the criticisms of Friedman {1968) and
Phelps (1968) that unemplovment rates below the natural rate
could only be attained at the cost ¢f rising inflation, this
equation was refined by constraining B, to unity. ' With- this
refinement, this equation~-called the expectationswaugmented
Phillips curve~-can be solved for a rate of unemployment ,
consistent with stable inflation. This unemployment rate, called
*the natural rate,” or misnamed the “HAIRU,” has become a pillar.

of all major macrceconommc models, and an_ anchor for monetary
policy.?

Although the new classical side of the economics profession
views the inflation-unemployment relationship as spurious and
under-identified, it has been widely accepled by the majority of
working forecasters and recently has found renewed support. {See

¢ The acronym, MNAIRU, for pon-accelerating-inflation rats

of pnenpioyment is a mathematical misnomer because it lmpllQS Loo
many -derivatives. - A better term would be BIIRU for non-
increasing-inflation rate of unemployment.



King and Watson {18%4;, wheo argue that the Laucas~Sargeant
critigue may not be empirically relevant.) :

Problems, Refinements, and Challenges ‘

One drawback with the Phillips curve is that it does not -
work nearly as well for Europe a5 it does for the United States
and Canada. This relationship, however, can be resuscitated in
Eurcpe by using a time-varying NAIRU. Even in the United States,
the NAIRU has varied. But without 2 plausible explanation for
its eveloution, the HAIRU is neither theoretically satisfying nor
policy-relevant. ¥®We argue thst several faciors explain the
variation of the. NARIRU: demographics, slowing productivity,
supply shocks, “hysteresis,” and unemployment insurance.

Among the refinements are the pessibility that the Phillips
curve may be nonlinear and that reducing inflation may become
more difficult as the rate of inflation approaches zero {“the
goal~-line effect™). A related obliection is that the NAIRU may
not he independent of the inflatzan rate.

3mang the chailenges tc the natural rate concept is the
imprecision of ifs estimates.. We will examine how relevant
imprecision is for policy. '

The basic madel '

The basic “przca-prlae version of the Phillips curve
relates the increase in inflation to the gap between tha actual
ungmployment rate and the NAIRU.

$p - p, = BLU-U"Y . : | (2)

Does the NAIRU vary?

The NAIRU has varied during post-war U.8. history--as shown
in Pigure 1. The series was constructed according to z simple
‘and transparent procedure~-similar to one used by Elmeskov
{1983}, Assuming a value of 0.5 for & (neasured from figure 3 as
will be described below], the time-varying NAIRU then was
constructed as a moving average of the U* that solves eguation
{2} precisely.’ The resulting NAIRU series shows seversal
prominent features: a dip in 1970, a sharp rise in 1873, a stesp

decline from 197% to 1982, and then & qradual decline through the
$980s.

* The moving averagé'was constructed ageording t¢ the
Hodrick~Prescoty filiexr {with A=1600}.



We will arcue that these features are the result of several
explainable factors: the Nixzon~era wage and price controls: the |
post=~1973 slowdown in productivity growth, which was not gquickly
accommodated by the bargaining process; the rise in the share of
teenagers in . the labor force from 19865 to 1877, and the
subsequent decline in this share..

We are using this NAIRU seriles for illustration rather than
for precision because 1t has a number of econometric problems.
For example, it is not clear why B should by fixed while U*
varies; the § sssumed for the first step usually will differ from
a B estimated with the new NAIRUG; the series is not consistent in
the stetistical sense. Some of these problems can be solved with
Kalman~Filter techniques.

Others have publighed their own estimates of a time-varying
NAIRU: Elmeskov (1993}, who used a procedure similar t¢ the one
above; and Robkert Gordon {1996}, who constructs his estimate from
a Kalman~filter procedure--after making an asgsumption for the
variance of the process affecting the NAIRU. In work currently
underway, Krane and Roberts also use the Kalman-filter framework,
but estimate the variance of the NAIRU process directly.

The current accelerationigt Phillips curve

We will examine two bBasic equations for astimating the
NATRU. The first is & price~price specification {(an eguation,
similar to.{2), that axplaiﬁs price inflation with lagged price
inflation). The second is a wage-price sgeclf;caﬁian (where
increases in hourly compensation are explained, in part, by
lagged price .inflation, as in (1)}.

-Demographics ' ‘ . ’

In both equations, -the measure of slack has been adjusted
for demographics because each demographic segment has its own
natural rate and the shares of these segments change over time. .
For example, an unemployed teenager does not put as much downward
pressure on the wage structure as an unemploved prime-age adult
and beczuse the proportion of teenagers in the population has
changed dramatically over the post-war period. Versions of thisz
adjusted unemployment rate have been used since Perry (1380). 1In
our version (UDEM23}, the unemployment rates for five labor-force
groups are averaged using their 1983 labor-force shares as



4

weights.* Another way to control for demographic variation is to
use the unemployment rate for prime-age males.’ .

The -difference between the actual ang fixed-weighted
varsions is shown in the uvpper panel of figure 2. As can bhe
seen, demographics raised the NAIRU by about 0.8 percent in  the
mid~1870s relative te levels in the mid~1960s, a result of the
increass in the number of teenagers; this effect vanished by the
mid-1880s. At the moment, there are few teenagers in the labor

force and the demographisc effect on the NAIRU is near its
historical low,

- The empirical validity of the basic price-price Phillips
curve {2) is evident f£rom the scatter diagram showing the
acceleration of the core CPI versus the demographically-adjusted
unempl&yment rate (figure 3}.  The slope of the sinple
regression, -0.5, indicates a “sacrifice ratio” of two: two
percentage points of excess unemployment for every one percentage
point of disinflation. (This estimate of B is the one used to
construct the implicit NAIRU in figure 1, as discussed above.)

Wg can test whether this demographic adjustment is plasusible
angd appropriate by including two upnemployment terms in the
regression:

1}  UDEMS3 {the demographically adjusted unemployment ratel
2y U - UDEM33Z (the ordinary unemployment rate less the
demographically-adjusted version)

If the use of. demographic adjustment added nothing, these two
terms would have the same ¢oefficlient and both would be
significant., As c¢an be seen in table 1, the coefficient on. the
demographic adiustment is ~.32, cleser to zerc than the
coefficient on the demographically adjusted unemployment rate -
.52. Furthermore, the t~statistic on (U-UDEM93) is

-.4 suggesting that it does not differ significantly from zero. .

* The five labor~force groups are teenagers {16-19), young

men {20~24), young women {20-24), men ({Z5 and over}, and women
{25 and over. ‘

* The prime-age male unemployment rate explains changes in
inflation at lgast as well as thg demographically-weighted
unenployment rate. However, fixed-welghited unemployment is more
clogely related to total uwnemployment than prime-age male
unemployment is.
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Blthough these results do not constitute an ironclad case
that using a demographic adiustment is the best way to progeed,
it does suggest that it is a plausible theory.

The price-price equation for the core CPI

The basic price-price specification explains the consumer
price index excluding food and energy {the so-called “core CRI”)
with a denmographically-adiusted unemployment rate. Prices of
food and energy are excluded because they ars so volatile and
their volatility hag more to do -with polities and weather than
with the fundamentals of demand pressure.

‘The basic price-price equation was specified and estimated
in non-linear form so that the NAIRU would appear as &n estimated
paramater-*along with its standard error {shown in parenthes&s}

B = -.31(UDEMS3-5.8) + 1. zz}:pfu 9FRZ + 3.2BLG + .04TW,RPE_,
(.06 .2y - (.2) (.8

+ .13} w RFF, {3

R® = ,80; D.W. =2.0; S.E. = §.,7; Estimated 1861:Q1 to 1883:04.

FRZ is a dummy variable .for the 11 gquarters of the Nixon-gra wage
and price controls, BLGE is a dummy for the bulge in inflation
for the 3 quarters after the termination of the controls, RPE
and RPF'are the price of energy and food relative to the core
CPI.

As can be seen, the demographically~adjusted NAIRU is
estimated at 5.8 percent, a figure that--by construction--is
consbant over time. The NAIRY for the ordinasry unemployment rate
is calculated by adding back the demographic adjustment, which
does vary over time--angd is shown in the lower panel of figure 3.

As can'be sesn, this HAIRU series replicates part of one
maicer feature of the Implicit NAIRU derived above: 1ts riss in
the 18370s and its subseguent decline.. However, it does not rise
nearly a8 high in the mid-1970s s the implicit NAIRU.



Anether feature of the implicit NAIRU seems to be missing
from the NRIRU derived from the price~price equation: the dip in
the early 1970s. Using the coefficients of eguation (3}, we
estimats that about 0.3 percentage peoint of this dip was caused
by ths Nixon-era wage and price controls. This effect was. .
omitted from the price-price HAIRU shown in figure 3, but it
remains in the implicit NAIRU.

Using the demographics of 19%6, this estimate translatss
into a2 5.8 percent estimate for the KAIRU of the ordinary
unemployment rate. The standard error of this estimate is
- 30.2 percentage point. The coefficient of the unemployment rate
is estimated to be a bit smaller than the simple regression shown
in figure 3 znd shows that an additional pergentage point of
unemployment will reduce the core inflation rate by one third vf
a percentage point,

A wvariation of this eguation addresses the argument that the
NAIRD has fellen recently. The version above was estimated
through 1893:04, the variation shown below includes a dunmy for
the change in the NAIRU after 18%4:Q1 (D84;.

Ep =~ J1[UDEMS3-(5.8 = .06 D84} + 1. Ox%pd ~.9FRZ + 3.2BLG
{.06) "{623 {0.8; {.2) © {8}

* ,045_}; RPE_ + .10Yw_RPF, {4)

R* = ,90; D.W.=2.0; S.E. =0.7: Estimated 19861:01 to 1996:02.

The coefficient on D84 indicates that the demographically- ‘
adjusted NAIRU fell 0.06 percentage point in the 84-96 pericd~-a
change that’ is clearly not significant (the t-statistic-is -.08).

(An ‘alternmative method of testing the same hypothesis is by
examining the out~of~gsample forscast errors from equation {4)
shown in table 2. These errors are small and of alternating
sign.} '

Wage~price markup system (twoe equations)

Thinking about the wage and price sector as a 2-equation
system shows how changes.in productivity growth affect the NAIRU,
For example, it took a long time for workers to lower their real-



wage 2apirations in the wake of the post-1873 productivity-
slowdown. During this transitien period, the unemployment rate
assoclated with stable inflation remained elevated. {The
garliest reference to the effect of productivity on the NAIRU is
Tobin {1871). See also Braun {1984).} ~ :

The growth of the productivi¢y trend is difficult to measure
in real time. Among other problems, productivity varies
substantially with the position of the business cycle, and the
data are subject to substantial revision, As a result,
expectations ¢f future productivity growth are likely to be a
backward-looking average. Suppose that workers' real-wage
aspirations are a weighted average of two productivity cnncepts
1} a backward-looking average of the last 1¢ years of
productivity growth (f,.), and 2} the “true” growth rate of trend
productivity (fs}. B

The increase in nominal wages that emerges from the =
bargaining process will be the sum of this real-wage aspiration,
expected price inflation, and a response to the excess of
unemploynent over the long-t{erm NAIRU {NAIRU,} .

$w = .80, + {1~ A) Bn= + B(U - NAIRU,) + 3p°® (53

Prices are nodeled as a markup on unii labor costs with the
markup related to some measure of slack.

=m{¥/M, s8lack} (6}

Among the various specifications compatible with this idea, we
have chosen the one that simplifies the derivation of the NAIRU.®
Taking the first difference of (6], we regress price inflation on

1} increases in trend unit labor costs (the wage increase, w,
less the increase in trend productivity, #+}, 2) the deviation
of actual productivity growth from its current trend, and 3) the
change in the unemployment rate. (If the level of slack affects
the price level in {6}, then the change in slack affects the rate
of increase in prices.) '

B

¢ An error-correction specification would be more -
thecretvically pleasing, but this addition 1s tangential teo our
main point:



D= W~ Gy v (nenk) +y Al . (7

The rate of unemployment that is consistent with the steady state
where actual inflation matches expected inflation may bDe derived
by substituting {7) into {5} and remembering that n=n* and 4U=0
in steady state. . -

A 10
NAIRU = NAIRU, + {8)

Thus, the NAIRU will be higher than the long-term NAIRU {NAIRY,)
when real-wage aspirations are higher than the true rate of trend
productivity growth. We use the term “wage aspiration pbias” for
the right-hand term in (8). Eventually, howesver, these real wage
zspirations will gravitate toward the true trend rate, and the
NATRU will converge toward the long-ryun natural rate.
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The wage squation {5} and the markup sguation (7} were estimated
along these lines, and the estimates are shown in §9} and {10)
velow.?

Yw= .74%n,, +.26 Sa+ -.52 (UDEM93-5.6) -.18FRZ « . G1BLG
(.4) 1y (1) (03) (.3) (1.3)

+1.03 wip (9)

R = 63; D.W. = 1.8; S.E, = 1, 7:Estimated-1961:0Q1 to 1993:04,

p= .01+ 1.0 %, +1.0m¢ -.29 {n-nx) +1.180 -.87AU,

(.1} i (073 {.51 < {.4) (10

Al
i
o>
ot
B
=
[E]
et
e

§.E. = 1.3;Estimated 1961:01 to 1993:04.

The NAIRU from this 2-equation ‘system is plotted by the
dashed line in the lower panel of figure 3. It varies over time

©as a result of variation in the demographic adiustment {uvpper

panel} and wage aspiration . blas {middie panel}. This theory
suggests that the effect on the NAIRY from the post-1873
productivity slowdown is large-~-adding 1% percentage points to
the NAIRU in the mid-1970s. The similarity between the NAIRY
deriv&d in this way and the 1mpl§0lt XAZRU zs dr&&atlc. iL

What is the NAIRU at the §£esent time? Pemographics factors
are no different in 1986 than they were in our 19393 base year,

! The dependent variable is the percent change in hourly

compensation as measured by the Employment Cost Index. Before
1980, when the ECI did not exist, the serieg has been splicged
backward with hourly compensation derived from the Naticonal
Income and Product Accounts. In the wage and markup gguations,
prices arse weasured by the implicit deflator for nonfarm
business.



i S A SR A TR A T Ak s g S 7 Sy et L ks

10

and labor preductivity growth has been steady at a 1.1 percent
.annual rate of growth since 1873, As a resuli, the point
estimate for the NHAIRU {rom the wage-price systenm is sstimated at
5.6 percent for 1836~the same as the long-run NAIRU estimate.

The 8% percent confidence 1ﬁterval for this estimate runs from
5.0 to 6.2 percent. ’

Rgain, we address the issus of whether the NAIRU has changed
over the past three years by inserting a dummy variable for the
recent period {(84:Q1 to 96:42), as in {11} ‘below,

Bws .74, +.26 ne ~.52(UDEMSS~(5.6 ~.5D84)] -.19FRZ + .71LBLGH 1.0§:;ﬁ§;h,(11}
(.3 A L) (.3) (1.1 (.3} (1.2}

= .63; D.W. =1.8; S8.E. =1.7;Estimated 1961:01 to.1996:02.

. The coefficient on the dummy variable indicates that the
NATRU during the past 2% years shifted down 0.5 percentage point
to 5.1 percent. However, the t-statistic on the dummy variable

{-0.4) indicates that thls shift iz pot statistically
significant.

Comparing the coefficients on the dummy variables from the
price-price equation {4)--which were tiny--with those from the
wage-price equation {1l)--which were noticeable--is enlightening.
It indicates that the surprise in the past 2% years has been in
lagging wages, ratheyr than in lagging prices,

Ancther way of arriving at the same conclusion is by
examining the out-of-sample forecasts from the wage and price
system {table 2}, The wage errors {(column 2}, tend to be .
negative-~egspecially since 1893:04~~indicating that wages have
been below their predicted growth rates. The price errors
(column 4} are smaller on average than the wage erxors,
xndicatzng that low wages are the surprising development. The -
markug is running slightly higher than would have been predicted.

Hysteresise '

Another reason to believe that the NAIRU mi Lght vary over
time is the possibilifty thaf the NAIRU is dependent on past
levels of unemployment--an effect that is often called
“hysteresis.” Several mechanisms might generate this effect:

© First, are the alleged insider-outsider bargaining arrangements
whereby the currently employed, “the insiders,” bargain without
regard to ¢reating doebs for the unemployed, “the gutsiders”
{Linbeck and Snower, 188%). Second is the idea that
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employability decays with the duration of unemployment~-either
begause of stiqma effects, detericoration of skills, or loss of
motivation in job search (see Blanchard and Summers, 1986;
Layaxd, Nickell and Jack&an, 1991,

 Some evidence for hyster351s,in the European experience
appears in the 1880s, according te Blanchard and Katz (1886},
howaver, the evidence remains inconclusive. Hysteresis could
ccewr through any of the mechanisms noted above, bub the insider-
cutsider model lacks direst emplirical support.

Hysterasis (continued): Does employabxlxty dacay with the
duration of unemployment? :
Several studies show evidence that workers are scarred by

long spells of unemployment. For instance, Lynch (1989) finds R
strong evidencs among .young workers that thée chances of re-
employment decline as the length of unemployment increases. Van
den Berg and van Qurs (1996} f£ind similar evidence for white
males., One problem with these studiesw~~as noted by the authors

' themselves--is that they have not completely excluded the
pogsibility that those experiencing long perickis of joblessness
have been left out because of inferior skills {an effect.called
unobserved heterogeneity). '

Evidence suggestis that length ¢f displacement affeqts re-
employment wages, possibly indicating a deterioration of job
skills with increased durations of unemployment. Addison and
Portugal {1%88; find that a 10 percent increase in unémployment
dguration is assogiated with roughly a 1 percent decrease in the
re~employment wage.

Hysteresis: The Earepean Experience

The Europegan experience of the 13980s prcvides ample evidence
that the NAIRU varies over time, and presents a direct challenge.
to the original theory behind the NAIRU. Large c¢yclical
increases in unemployment, when allowed to fester at extended
durationg, appear to have led to & rise in the long-run
unemployment rate. In Eurocpe, where once the NAIRU was thought
to lie between 2 and 3 percent, unemployment rates of 10 percent
and higher have been ‘agsociated with a stable rate of inflation
in recent years. But why? An explanation for the evelution of
the Eurcpean HAIRUs 13 necessary for a useful theory.



- A recent paper by Ball (1995} suggests an explanatmon for
the European experisnce. Ball {1936) notes that,

’ - Countries with the largest and most protrscted‘disinflatimns
- had the largest increases in the NAIRU.

' The rise in the NAIRU is explained even better by the
interaction of disinflation with the length of unemplayment‘
benefits {figure 4}.

Thes& results are consistent with a hysteresis-type theory:
workers who lose their jobs become accustomed to zn unemployed
lifestyle, step searching for work, and become detached from the
labor force. This effect is likely to be strongest where
unemployment benefits are long lived, making it easier to be
satisfied with unemploynent. In these countries, the costs of
disinflation may be higher than previously thought. Protracted
periocds of unemployment affect both the short-run unemployment
rate and the natural rate.

Nonlingarities: Shape of Phillips curve

The traditional view was that the Phillips curva wWas convex
to the origin--as it was drawn Phillips’ 19538 paper.® This
reflected tne view that the costs of a disinflation were
substantially higher than the bengfits from a similarly-sized
infistion. In other words, contractions decrsgased output by
greating more slack in the economy, while expansions just pushed
up prices because they inevitably ran into capacity constraints.
In this sort of environment, even a risk-neutral policy-maker
would be averse to experimenting with the unemployment rate. In
contrast, if the Phillips curve is linear, then expeérimentation
has little or no expected cost. The ¢ost of a deflation in terms .
of temporarily increased unsmployment is exactly egual to the
benefit of the lower unemployment in the first place.

The shape of the Phillips curve evolved in the 1%80s, with
the traditional U-shaped curve of Phillips (1858 giving way to
linear specifications (Gordon 1982, Braun {1%84}}. .The scatter
diagram {figure 1, which is compressed to exclude the effects of
the Nixon~gra wage and price controls) fits a linear
specification rather well.

¢ Howgver, the wage equation in the Klein-Gouldberger nodel

{195%) was linear.
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‘To test more precisely whether the slope of the Phillips
curve differs between the itwo sides of the NAIRU, we used non~
linear methods to estimate:

- N ,g !
¥p = 6, (U-U") + S 1(0-UN) -{0-07]) + Dy dp, v {(12)

In this specification, the second term is negative {and equal to
2{U~U*]} when U<U*, and zero otherwise}. The NAIRU (U*} is a
paramster to be estimated. 7The fitted values from this equation,
in figure 5, show that the Fhillips curve has a kink. -
Unemploynent rates below the NAIRU add .17 percentage point to
"inflation while sxcess unemployment above theé NAIRU lowers
inflation by .58 percentage p01nt, The t-statistic on the
nonlinear term is 2.8, :

The consegquences of this particular nonlinearity, if in fact
it holds--and if it is large encugh--could ke important because
it suggests that even risk-averss policy-makers might want to -
engags in moderats experiments with the unenplovment rate, If,
hypothetically, they then discovered that the unemployment rate
had fallien, say, 0.5 percent bslow the NAIRU for a six-month
period, then it would take less of a rise in unemployment,
possibly 0.4 percent above the NAIRYU for six months, to wring the
congsequent inflation out of the system. If the hysteresis effect
proves important, then these conclusions would be reinforced.

However, the kinked Phillips curve that we have estimated,
which is shown in figure 5, doss not depart much from linearity.
Az a rasult, the force of this argument may be limited. We also
pbserve in the figure that the HAIRU consistent with the kinked
Phillips curve is higher than the one from the linear version.

Goal-line effect

Another refinement to the standard Phillips curve (which we call
-the “goal~line” effect) is the possibility that reducing
inflation might be more difficult as the rate of inflation
appreaches zero. (The analeogy is to American football where it
becomes harder to gain vardage as one approaches the goal line.)
To conduct & simple test of the goal-~line effect, we estimate our
basic price-price Phillips curve including an interaction term’
for the level of price inflation and the unemployment rate.

%p = B, + §,UDEMS3 + B, (UDEMS3+%p) + v 8p,, +... : (13)
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The presence of a “goal~line” effect would imply that the
coefficient on the interaction term {(8,;) is negative. ¥ The sign
of our coefficient estimate is just the opposite, casting some
doubt on whether the “goal~line” e¢ffect exists.

Does inflation “grease the whaels” of the labor market?

With the rate of inflation remaining stable and low for soms
time now, sconomists recently have rekindled the debate over
whether the target rate of inflation should be zere. In .
particular, a number of economists have suggested that some
amount of inflation is beneficial because it serves Lo “grease
the wheels” of the labor market. Their argument stems-from the
idea that while workers generally will &ccept real wage
reductions, they resist reductions in their nominal wage. In a
world with zero inflation, therefore, emplovers responding to a
negative demand shift will be unable to adjust real wages ‘
appropriately--resulting in lower levels of employment.

Is the distribution of changes in workers’ nominal wages
truncated at zero? Several sconomists recently have estimated
substantial downward rigidity in the economy. Overall, however,
the evidence remains$ inconclusive. <Card and Hyslop (1338
estimate that 6~10 percent of workers experienced rigid nominal
wages {that is, they had unchanged nominal wages when they should
have received wage cits) during the late 1970s when inflation was
running around 10 percent, and over 15 percent of workers during
the mid~1980s when the inflation rate was arcund 5 percent. Kahn
{1954} alse finds evidence for substantial wage rigidities;
however, the rigidities appear to be specific to wage egarners,
and not to salary earners. Elbow, Stockton, and Washer {1995)
estimate much smaller levels of wage rigidity and conciude that
moving from 4 percent inflation to complete price stability would
result in an additional % to 1-374 percent of workers constrained

‘by wage rigidities.

Simulating the effect of complete price stability on the -,
overall economy, Akerlof, Dickens, and Perry {18%96) conclude that -
the cost of maintaining zero inflation would be very large. In
their market~level analysis, Card and Hyslop conclude {hat
nominal wage rigidities have a small effect on the aggregate
ecaonomy, with only modest efficlency gains from higher inflation.
. Elbow, Stockton, and Wasgher estimate the welfare loss from zere
inflation to be small--about five~hundredths of & percent of -GDP.

? Remamber 8, is negative indicating that higher unemployment
decreases inflation; the “goal-line” effect would make this
gffeat even more negative st high rates of inflation and less
negative at low rates.
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Akerlof, Dickens, and Perry make much of the problems with
the data upsed by the others {from the Current Population Survey
or the Panel Survey ¢of Income Dynamics). Specifically, many ’
individuals have faulfy memories of what they were paid last year
which may result in an overstatement of the inferred number of
nominal wage cuts, While admitting these problems, 1t seems o
us that Kahn, Elbow et al., and Card and Hyslop de the best with
available data. The best dats would be from firms as they keep
better records of wages than individuals deo.. To our knowledge, a
database with wages reported by firms {with many reporting firmsg)
does not exist,

ﬁhat is the variance of the NAIRU estxmate? Does it matter?

A recent paper by Staiger, Stock, and Watson {13%6) argues
that the NAIRU is imprecisely estimated: a2 typical 25% confidence
interval for the NAIRU is roughly 3.6 percentage point wide.®
" Does this imprecision rend&r the NAIRU useless for stabilization -
policy”?

First, the selection of & 35% confidence interval ilmplies
that the policy-maker demands an extracrdinary level of precision
before making a decision. In contrast, a 68% confidence interval
wbuld be 1 percentage point. (The standard errors for the NAIRU
shown in eguations (3,4,9, and 11} are one~standard deviation
ranges derived under less rigorous statistical assumptions.) In
any case, most decisions are made under a considerable range of
uncartainty becsuse there is no alternative.

Second, to clarify our thinking, consider a situation where
there is a clear answer t¢o the guestion about whether uncertalnty
matters: the case of a guadratic welfare function. Having done.
this, we can relax this assumption. According te the “certainty-
equivalence” theory of Herbert Simon (1956), the variance of the
NAIRU is irrelevant toe the linesr decision rule. -

Sﬁppose that decision-maker wishes to minimize the welfare '

cost in a zocial welfare functlon that is guadratic in
the inflation rate and the unemployment ratfe.

W=E{c (8p -%pN? ¢+ o, (- 0N (14)

¥ perived from figure 2 in the February 1896 wversion of

the paper.
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where {3p-%p’) and {(U-U"} ars the expected deviations of
inflation and unemployment from their targeted rales, and ¢, and
¢. are relative welghis. Suppose that the inflation dynanmics are
governed by the acceleraticnist Phillips curve,

tp = B{U-N) + 3p, {15)

where N is the “true” NAIRU. Let ¥ be an unblased estimate of
the NAIRU and let e be the errer associated with this ‘estimate,

N=N+¢ ( , {16}

Furthermore, suppose that the policy instrument (I} influences
the unemployment rate according to

. U=al ¢+ an

where ¢ is iid and mean zero. Then minimizing {14} with respect

to I and subject to {153, (16}, and {17) produces the following
decision rule:

I =y, N4y, (%D, - #p Ty Ut {18)

where {y;, vy and vy, are functions of the coefficients in the
equations (14)-{17)). This equation (18} displays the certainty-
equivalence result: the policy instrument decision is not
affected by the uncertainty of the NAIRU estimate {¢o_}).

For uncertainty to matter, cne has to argue against the
relevance of the quadratic-cost formulation of the welfare
function. 1In fact, this is not hard to do. It does not seem -

- appropriate to-penalize unemploymeni below the target rate {as in
the second term of (314). {In contrast, the symmetric penalty on
inflation deviations seems plausible.) '

_ Any model of maximizing expected {discounted) intertemporal
utility will mwake use of the information of the Phillips curve-~-
even 1f the parameters are estimated imprecisely, Econonic
decision making always occurs im an environment of uncertainty.
How uncertainty affects decision making is a complicated matter;
in general, we cannot simply replace a variable with its
certainty eguivalent. A fuller formulation would entail a more
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precisely defined welfare function® in addition to incorporating
a variety of issues including costs of adjustment!?, the effect

of lower levels of unemployment on the NAIRU itself, the learning
about the NAIRU that will evolve over time, and how that 1earnmng
ray be affected by policy.

Other consideraticons in setting palzcy : )
Policy~makers are likely to learn so&ethzng ‘about the

location of the NAIRU as more data are accumulated. - This will be

especially true if the NAIRU varies over time. This

consideration is an interesting embellishment on the discussion

of .uncertainty presented above~~which assumed that the

uncertainty was fixed. This consideration-~taken on 'its own~-
" argues for a policy of probing for the NAIRU,

R statistical theorem shows that the variance of a forecsast
will be smallest aroungd the sample mean. Tf the mean of the
historical sample of unemployment rates is higher than the
estimated NAIRU, then the wvariance of the NAIRU estimate could he
reduced by getting new cobservations zround or below the estimated -
NAIRU. This argument, potentially important for some countries,
has only limited relevance for the U.S. where the average
unemployment rate has been c¢lose to the HAIRU.

. Hysteresis suggests that policy actions may influence the
NAIRU. Instsad of macrgecononic pelzcy~&akar$ being faced with a
NAIRU given to them by the supply side of the economy, it says
that the natural rate also depends on the evolution of demand.
The Eurcpeans continue to suffer from the consedquences of
hysteresis which can last extremely long. Some hysteresis might
also be present in the U.5. If prolonged pericds of excess
unemployment lead to the decay of job skills, then a prolonged
pericd of high employment might lead to an accumulation of job
skills. 1In particular, the benefits.of the current period of low

.t

The most preblematic aspect of the formulation of the
welfare function has to do with the costs of inflation. In
particular, a complete model should explain the costly
consequences of inflation rather than just assume that inflation
iz inherently bad. In the case of one of these consequenceg--
cutput growth--most empirical studies suggest that for low levels
of inflation (with a critical level well above that experienced
by the United States in the last fifteen ysars) there is little
if any digcernible relation between inflation and growth.

ZCosts of adjustment would imply that policy-makers should |
adjust incrementally towards the NAIRYU rather than try to achieve
1L instantanecusly.
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unemployment may last a wery long time., If this effect is
significant, it suggests that in deciding policies today, one
wants to take into. account the effects they might have on the
constraints facing future policy~makers. This involves solvzng a
sonewhat complicated dynamic programming problem.

Conglusion

Cur major conclusion ig that the Phillips curve works--at
least for the United States~-and that the concept of the MAIRU is
a sound foundation for economic policy~-albeit one that we think
can be improved around the sdges. The unemployment rate shows a
highly significant cerrelation with the change in inflation.

The apparent variation in the American NAIRU is attributable
primarily to c¢hanging demographics and the accommodation of wage
aspirations to the post~1873 productivity slowdown. Together,
these forces decreased the BAIRU by aboulb 1% percentage‘paints
between 1980 and today. The imposition of wage and price
controls and chenges in ths rsi&tive prices of foad and energy
alse played a minor role. ,

We estimate & central tendency for the NAIRU in the United
States at 5.6 to 5.7 percent, although much uncertainty
surrounds this estimate. OQur price-price estimates of the NAIRU
are in this range even for the recent data. But the wage-price
system hints that the NAIRU may have fallen more recently to a
point estimate of 5.1 percent.

Hysteresis iz a serious challenge to the standard NAIRU
theory, though it can be incorporated inte both econometric and
policy analyses. Some evidence suggests that job skills
deteriorate with prolonged periods of joblessness 50 that the
NAIRU depends on recent enployment history. Hysteresis is
particularly important in those economies that have undergone
major disinfiation and have unemployment insurance programs that
supports long periods of . jablessness

Where once it was thought that the Phillips curve was convex
to the origin, it is now commonly believed to bg closer to
linear. .In fact, some evidence suggests that it may be concave,
The issue is important because it means that & period of
overheating can be offset with an equal {or perhaps shorter)
period of slack. 7This result provides more flexibility te fiscal
and monetary policy.

Whether the wage-bargaining system becomes excessively rigid
at zerc inflation remains an active debate. The four papers
surveyved above agrse fthat wages begome more riglid at low



13

inflation rates, but cnly one paper (Akerlof et al} associates
these rigidities with large costs., The perfect data to answer
these gquestions have not been assembled, and the jury may be ocut

until then,

Although more uncertainty surrounds the NAIRU estimate than
is commonly appreciated, the NAIRU i1s still a uvseful concept for

macro~economic policymaking.
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Table 1.

Does Demographic Adjustment Affect Wages?

Estimation period: 1961:Q1 - 1993:Q4

Mo 0.71 . 0.83"
(0.32) (0.45)
n' 0.29 0.17
(0.32) (0.45)
UDEM93 -0.53 -0.52
(0.11) (0.11)
U-UDEM93 - . -0.32
(0.85)
Y p lags 1.0 1.0
(constrained) (constrained)
FRZ -0.28 -0.27
(0.26) (0.26)
BLG 1.01 1.00
(0.97) (0.96)
Constant 3,02 3.04
(0.64) (0.63)
R? 0.59 0.59
D.W. , ©1.83 1.83
Standard Error 1.74 1.75

See notes (next page)
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Notes to Table 1:

The dependent varlable is quarterly change {at an annusal rate)
in compensation in the nonfarm business segtor, From 1880:01
to 1986:Q2 this concept is measured by the ECI. Before 1880
the series is derived from the National Income Accounts and
published by the BLS.

variable Definitions: m;, is S-year centered moving average of
10~year annual growth rate of nonfarm productivity. n is trend
growth rate of nonfarm productivity, 1960-1873 (2.9 percent)
and 1873-1996 (1.1 percent). UDEM93 is unemployment rate
adiusted to 19383 demographic weights. U is actual unemploynment
rate. P is the guarterly change {at an annual rate} in the
nonfarm business price index. FRZ is a dummy variable for
wage~price controls {(1971:Q3~1974:01); BLG ig a dummy variable
for pulyge after end of controls {1974:42~1974:04}.

Restrictions: The coefficients of ny and n' are constrained to
sum to one. The coefficlent of BLG is constrained to egual
{~11/3) times the coefficient of FRZ. The sum of the

coefficients .on the 8 lags of price inflation is constrained
to one.
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table 2

tut~of-sample Errorg from Wage & Price Equations
{actual - fitted; 1894:Q1 to 1986:2)

. Exige-nrice eg. Hage~price. (2-ed,

Erices Hag;é ?riceé "éarkup

5 1 - {2} {3 13y m-i2}
1884:Q1 0 5 et -.5
1Q2 .2 , .9 1.6 .2
1Q3 2 .0 1.1 1.1
:Q{i’ f -.6 "1.3 ."'¢5 18
1985:01 2 -2 & 7
102 . 6 -2 -2 -1
Q3 0 -.8 -6 ¢ L
1434 -3 ~-.9 -1.2 !
1996:01 1 e -1.2  ~1.0
Q7 -3 LG 4
avg(94:1-86:2}) .0 “ S~z -.1 1
avg(84:4~96:2) .0 ~.5 ~.4 .3
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Figure 2

Change in Inflation vs. the Unemployment Rate
A , b
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Mote: Inflation is measured as the Q4-t0-Q4 percent change in experimental core CPIl. Annual
unemployment rate is adjusted to 1893 demographic weights.
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Change in NAIRU, 1980-1880
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Figure 4.
Disinflation and Benefit Duration
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Adjusted price acceleration (percentage points) |

Figure 5. o
Nonlinearities in the Phillips’ Curve

3 k | ! I “ ]

2 4 6 . . 8 10
' Unemployment rate (demographically adjusted)

Note: Adjustad price acceleralion is chazige in experimental core CP1 inflation compressed from {égression
including lagged inflation, Nixon wage-price freeze dummies, and relative food and energy prices {see texf).
Unemployment rate is adjusted to 1993 demographic weights.
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" A Report iy the
-, Council of Economic Advisers

April 17, 1997



Executive Summary

Expcricncés dufing the first three vears of childhood can draﬁ:aﬁcaiiy 'aﬁ"ect the rest of

life,” A growing body of research verifies that investments in young children nurture 2 child’s .
physical and emotional development and that these investments can have big payoffs for
families, government and society. Parents bear the ultimate responsibility for raising their
f;}n}dren, but the govermument can assist famxizes wha neﬁd belp making important investments,

-Impwvzng Chzldrerz s Healrh

Physxcai health is essential to a child’s gz‘wfﬁz and dew%opment and many programs have

playf:d an m1pormm roie in zmpmvmg c%zztdrcn 8 heaiziz.

Expamwas in Medicaid eligibility have m:hzced the incidence of low bmwmght babies,
decreased infant mortality, and increased th& share of children w%m haw: at i:asz one
physzcxan msst pcr year

WIC parnczpazzcn reduces k}w birthweight incidence and tiecreascs Medicaid costs
ézzrzrzg the firgt 60 days of a baby’s life.

A home-based smao king cessation program saved $3 for cvéry $1 spent. -

’ Evcz'y 1 spent on &zphzhena vaccinations is estimated to save neaxiy $30 Other

vaccinations are also cmznely cost-effective.

Improving the Emational W e!!-Bemg af Children

’ Ematwnai well- bcmg in ca:iy cinldhood lays the fuundatmn for cinldrcn to realize thc:r N

full poicntzai and dcvciﬁgz their talents and capabilities,

*

: If}unng arecent 18 month pemd 17 pcrt:a:zz of workers took time ofur waork for a reason
" “covered by the Family and Medical Leave Act, which was enacted i in 1993. The law
‘provides ﬂzcsc benefits Mi}mut mposmg large costs on cmploycrs

Federal suppozz for child care maludes the Child and Dependent Care Tax Credit, the
Child Care and Development Fund, and the Exclusion for Empieyebl"ruvxée&
Dependent Care. Since 1980, child care support has almost doubled and has almost
tnpie:d for inw income families. ‘

Head Start provides peschool education #nd access to needed social services to over

" 750,000 low-income children and has favorable effects on cognitive development,

nutrstional intake, and health status. The 1994 expansions 10 Head Start established -
Earily Head Start, targeted to pregnant women and low-income families with children
under age 3. Early Head Start currently serves over 12,600 infants and toddlers.



Iatmductimz

Expcncmcs r{nng the first three years nf childhood can dramatzcail;- affect the rest of
life. Early childhood presents opportunities to improve a child’s health and emotional wclin
. being. Health can be supported by appropriate putrition and care for pregnant and nursing
mothers, and for their infants. Often very small investments — like immunization against
diseases or home-based smoking cessation programs ~ yield large benefits. - A stimulating and
positive environment can promote emotional development azzci pr:parc the young for the
chaﬁfmges posed by school a.nd later life. :

Parents bear the uitzmate respunsﬁaiizty for raising their small children - including such
important activities as holding, feeding, and talking to them -- but the government can assist
these efforts when parents need help making the investments that produce humnan, social, and
economic dividends. Through legislation like the Family and Medical Leave Act (FMLA), the
gavernment can help provide the opportunity for parents to spend time with their newborn -

" babies. Similarly, the government provides information to pregnant women on the dangers
smoking poses to the development of children.” More broadly, the government supports basic
research in the physical and social sciences (see Box 1), as well as evaluations of specific
programs, and the development of new interventions. These efforts turn government resourees
into é:xwwie dge thaz can be used by parems educators and doctors to Eac%p children fiourish,

Pregnant mathcrs in poverty and chziézm growing up in poor fa:mlms may lack the
resources needed for appropriate nutrition, medical care, and child care.! Programs like the
Special Supplemental Nutrition Program for Wamen, Infants, and Children (WIC) provide food,

_nutrition education, and access ‘to health services for low-income . women during and after
pregnancy and to their young children. Medicaid now ensuces that health insurance is available
_ 10 pregnant women and young children who live in households with incores up 0 133 percent
of the Federal paverty line. As discussed below, these programs make an enormous difference in -
the future of chitdren and ultimately may save money because investments made during the first
three years of life play a particulasly important role in gromotzng subsequent physical he:a.lth and
cmanonai, social, and cognitive deveiopmem o R

¥

. ' Children in low-income households are at greater risk of virally every adverse outcoras, Paor children
are more likely to have Jow birthweight, experience stunted growth, suffer ilf health, have learning problems and
Jow educational schicvergnt, and 1 exhibit exreme behavioral pmblcms {€hildren’s Defenge Fund, Wasting
America’s Fuure. Bostan: Beacon Press Bocks, 1994). Family income seeros to be a significant contributor to the
" well-being of ,.h:ldrm pritranily because of the resources it miakes available: medica? care, nutrition, parental advice
on child development, quality child ears and preschoot, neighborhood safety and housing quaiuy One recent study
» {finds that income during the first five years of life has Jarger impacts on outcomas than that during any other fme of

childhood (Greg Duncan, et al., “Does Poverty Affect the Life Chances of Children?” American $ecro?agicai
Revigw, fortheoming).

.I‘



- Box 1. The Human Capital Initiative

An important building block of the Administration’s efforts to support the well- bcuzg of .
young children is the Human Capital Initiative, an ambitious research program examining the
effects of families, schools, communities, and the werkplace on the formation of human’
capital. The Initiative was launched by leading professional associations in the behavioral
sciences in the early 1990s and was endorsed by the Clinton Admimstration and Congress in
1994, with funding provided through the National Science Foundation. The goal of the

Initiative is to apply a growing multi-disciplinary knowledge base to the challenges
1 confronting families and children $o as to create an environment where all American children
can grow up to become healthy, educated, and productive cxtm:n.s(

Research financed by the Human Capital Initiative ¢an inform policy and promote

services for young children. A psychologist at the University of Pittsburgh, for example, is
_ cxpioz’mg the role of social reiazz{mshx;}s at home in promoting early academic success among

at-risk children; two economists at the University of Califomia are examining the efficacy of
carly intervention prograrms in acb.tcvzng long-term educational and social benefits; a
"+ University of Michigan anthropologist is investigating the principles used by young children |
to organize knowledge and the determinants of young chijdren’s social stereotypes; a .
University of Iowa psychologist is studying conscience dcvelopmz:ﬁz in the first four years of
life: and a University of California psychologist is examining the mathematical com;m*nczes
that children bring to their earliest preschool expcncnces '

F

ka are the Firsi ’};"hree Yegrs So Impo riant"

In fecent ycam rcseax:;hgrs have made lazge strides towards understanding the process of
ecarly dcvaiepmmz Scientists have discovered physiological mechanisms that help to explain the

" importance of the first three years. Recent evidence suggests that the flurry of brain-building

activity that begins in the womb and continues at 2 rapid clip through a child’s early vears is

. affected mors by experience (as opposed to'genetics) than was previously thought. This

_experience, in turn, depends on the health and emotional weli- ‘bmng of the cbzld and also on the
mothcr s health before giving birth, :

When chi idren are depriv‘ez:i of a stimulating environment early in life, thetr brains may
not develop to their full potential, More specifically, scientists have identified a “window” of

. time when the brain is more malleable and children are best able to leam. Of course, this

window does not open and close abruptly, and improvements are still possible after that time
periad has passed. Nonétheless, understaniding how and when *{hc brain dcvcicps helps target
resources to children at the most effective times.

2-



. Ectrfy fmemnen!s Have B:g Payoﬁ's

, A growing body of mscarch, from psycheiegsts, socioclogists, physzcm:zs educatazm, and -
economists has examined the effect of i investments — goods or services that have initial costs yet
produce savings both in human consequences and money in the future ~ on children. Such

: interventions contribute to the stock of “hurax capital” — which includes ideas, knowledge,
-education, training, and prahlcm—setmg skilis that make people productive contributors to the
‘nation’s well-being. The literature finds that investments in young children can have big payoifs

for famﬁxes government, and society.? These investments can reduce the need for more ccsﬂy
measures later in [ife and lead to increased pwéucnwty

Families Face Many C?zafz’enges

Many ci;aifcnfges confront f’amiljes in making these important investments. ‘

. ‘Both parents are often empipyéé. In 1995, _bc:ﬁi parents were employed in more than
- 70 percent of married couples with children, an increase from roughly 64 percent in
19801 : . :

» Many families are smgiewparent households. In 1995, morc than 28 pereent of fazmlzes

were single-parent households, cornpared to ka percent in 1963.°

+

* A'diverse set of techniques has been éavsiopéd for svaluating the gains from mtci‘ve*ztim% targeted to
children, Ideally, expérimental designs are used, whereby individuals willing to participate in the intervention are

 randomly 2ssigned to the “trestment™ group, which partigipate in the program, and the “contral™ group, whith doss

not. The two groups are then carefully monitored to see if individuals receiving the treatment have supetior
outcomes. Random assignment can be donce by the toss of a coin or using computerized randomization procedures.
A k:y aﬁmmgc of random assignment is that the reatment and control groups are fikely 10 have simitar |
characteristics, increasing the confidence that any shserved difference in sutcames is due to the intervemtion. Inthe
gbsence of such an experimental design, participants typically choose (o enrofl in the program while norparticipants
choose not to, often resujung in difficult-to-cbserve differences between participants and nonparticipants.

Since randenyized sxperiments are often expensive and have small sample sizes, social scientiss have

" developed a variety of alternative svaluation methods. Most importantly, statistical techniques are Used 1o sccount

for observable differsnces berween participants and ncrzpanu:xpams in characteristics such as income, education;
and family statys. Rosearshers arc also mcreasingly atempting to obtain information from natural expcnmzn{s
whare ;:;mzcn.pznon in the intervention is Jargely nnrclated 10 individual chmmms:mx or preferences.

s An excetlent survey of the cff‘c::ts of investments in children, including thase made aﬁzr the first Swee
years, is provided by Robert Haveman and Barbara Wolfe, “The Determinants of Children's Attainment: A Review
of Methods and Find ings,” Journal of Economic Literature 33, no. &, December 1595¢ 182978, :

- 'Fa%m ations frum the Annual ﬂcmogxaphzc Szzrez:y of the Current ?apu!atmn Survey {(March), U5
Department of Commerce, Bureau of the Census, various years.

$ Ibid.
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. Children frequeutly lack health i msumnce. In 1995 10 million thlldren (14 percent of
‘ all children) had so health insurance, mc[udmg over 3 million under age 6.5 Smpnsmgjy,
nearly nine out of tza uninsured children have at least one parent who works.” .

» Vie%enéc is prevalent. Evfariy yax;izg cthézen are exposed to violence. The number of,
‘ children dying as the result of gunfire nearly doubled between 1983 and 1993.%

« ' Many families with children live in poverty. About 16 percent of families with children
under the age of 18 were in poverty in 1995 and arcund 25 ;mw:zzz of children undt:r the
“age of 6 were in poor families” -

To help families meet these challc:ngcs, the Federal govcmment pmwdes a vanety of
services 1o families wzth young chlldrcn This paper d1scusscs a long, but not cxhausuvc, list raf '
these programs.'® . . :

- Improving Child'ren’# Heall.th

Physical health is essential to a child’s growth and development and is influenced by the
interaction of a complex set of factors including nutrition, access to medical care, and the
" environment. Some of the most important investments in health ocour before birth and during
the first three years of if2. Maternal nutrition, lifestyle, and medical care during pregnancy have
a serious impact on the health and development of infants and children. Poor habits or deficient
health care dufing pregnancy can inhibit a child's growth; development, and well-being. Many
~of these effects last a lifetime, and some may even result in-death,” For example, smoking
during pregnancy has been linked to {9 percent of low birthweight bmhs and heavy drmkm g is
associated with a variety Qf’ birth dc:fcfzzs and health {ils:micrs 2 :

¢ Ihid

’Ch:ldrcn s Defense Fund, The St af America’s Chda‘ren Yearbook, 1997, Wash mgton I) (.‘ Children's
Defense Fund, 1997 , ;

-1 Ibid ]

’ Tabulations fram the Annual Demographiz Suzvey of the Cum:nz ?oplearzaa Suwey {Mmi‘%}, (95 S
Department of Commcrcc Bw‘caiz of the ﬁensas, ymazzs VEATS.

® For instance, we 4o not discuss safety/infury prevention programs {such as those promating the use of
car gafety seats) or screening programs testing for newbom metabolic disorders. '

" The Furure of Children Staff, “ﬁnai;}zis,“ The Future of Children 2, 0. 2, Winter 1992: :nzé

21 Kleinman arnd 1K, Madans, “The ﬁffmzs of Zvistcmz! Smeking, Physical Stature, and E&ucz;mnal
Auzinment on the Incidence of Low Birth Weight,” American Journal of Epidemiology 121, no. §, June 1985
843.55; E.M. Ouellette, et al, “Adverse Effects on Offspring of Maternal Alcohel Abuse Durtng Pregnancy,” New
England Journal of Mea‘ic:’ne 297, 60, 10, 1977: 528-36,

i
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In 1995, 7 percent of babies born in the United States were considered low btrﬁlwclghi}’
Low birthweight babies often require extensive medical attention eacly in life and may
subsequentky suﬁ‘er fmm a vanety of physzca] cmatmzzai and intellectual problems,

‘ . Health care costs in ihc first year of life for low birthweight babies are, on avcragc
$15,000 higher than those for normal weight bablcs, and elevated medmai expenditures
continue thraughout early childhood.™

e Law birthweight children have higher incidence of cerebral palsy, deafness, blindness,
epilepsy, chronic Itzng disease, lcammg dzsabihnes, and arzentmn deficit disorder.”
. “Children who were low birthweight babies are more hkeiy to repeat a gmdc in school aud
are about 50 pcrcezzz more Likely to be enrolled in s;;ema,l education, ' o
. Prenatal care plays akey role in the development of healthy children and mcludcs theee
" basic components; early and continuous risk assessment, health promotion, and needed medical
: andfer psychological intervention. The proportion of women receiving prenatal care in the first
‘ tmncstcr rose substantially during the 1570s, leveled off in the 1980s, and then increased again
during the early 1990s (from 76 percent in 1990 to 81 percent in 1995)," Poor women and
minorities arg szgmﬁz:antiy sts fikely to receive early and camprehmswc prezzazai z:arc

o ﬁéegmte pm:zatal care is assaciazeé with lt:ngtheneci duration of gestation and reductions
in low blrthwew‘iz births, with some evidence of greater cﬁ'eczwmss for hlgh-nsk
wamen

2 Hazry M. Rosczzbcrg, etal “Blzt%zs aad Dcaths Umzed States, 1995 * szfmfy V;ra.’ Statistics Repurt 45,
0o, 3 {8)2; Octaber 4, 19%6: 1.0, .

i Eazgmc: M, Lcwm, et al., “The Dirct Cog of Low Blrth Wcigkz,”’ The Future of Children Vi, 5, ao. i,
Sprmg 1995: 15-56. .

#g, "‘wllgcl Panct}z “The Prabiam afLew Birth Rate,” The Fzrzwe of(.’.’f:ﬁ‘;:}'en 5. ne. 1, Spring. 1995 1934,
® [hid.

© " Harry M. Rosesberg, et al., “Births and Deaths: United Stara;s 19957 National Center for Health
Suatistics, Health, Umze:i&wes 1995, Hyazzsv;llc, MD: Pubtic Health Service, 2996

? Instinne of Medicine, Preventing !.ow Bw&wa:ghr Wash;ﬁgwn D.C.: ?iazzcmai Academy ?rm, 1985
132-49.

. "



. Prenatal care is 2 particularly cost-effective method of reducing neonatal mortality, when
- campared to alternative interventions such as the use of neonatal intensive care ™

-« . Although we do not know the precise benefits of the various elements of prenatal care, |
some ¢xperts have concluded that particular services are likely to improve health - ‘
outcomes: cessation of smcking, nutrition, and medical treatment of specific conditions,®

’ Eﬁsurmg that a baby is bom b:azthy is only the first step. Access to medical care, go(}é
nutrition, and a bealthy environment are instrumental to & young child’s physical heatthand
gmwtiz, Conversely, inadequate nutrition during these crucial years lncreases the likelihood that
a child will develop a wide range of physical, mental, and emiotionat problems. Low vaccination
rates may make young children prone to preventable diseases such as measles or mumps, and
exposure to lead may impair the cicvclo;zmmt of a child’s nervous system. All of these issues are
of partzcular importance dung the ﬁzs?. years af life. .

Mﬁdz::a! Care

Smc:a 1965, the Medicaid program has provided he:aizh insurance ff}r poor families. In
1995, pearly 30 percent of children under 6 were covered by Medicaid ¥ Eligibility used to be
closely tied to participation in the Aid to Families With Dependent Children (AFDC) program
but was extended to other groups beginning in the middle 1980s, Pregnant women and childzen,
up to the age of 6, living in households wzzh incomes up to 133 percent of the Federal pweny
line are now eligible for Medicaid. '

Pregnant women receive special services under Medicaid including “enhanced™ prenatal

. care in many states.” Children are eligible for a wide vadety of services including inpatient and

outpatient haspital services, physician care, x-ray services and many others. In addition, under -

the Early and Périddic Screenizzg, Diagnaosis, and Treatment (EPSDT) program, States provide

sCresning, cizagnoszs and treatment services to Medicaid-eligible children (and pay for treatment
of conditions identified ci‘zmng E?SDT screens} Since 3993 States receive vaccines froe of

. BT, Joyee, et ab., “A Cost-Benefit Analysis of Stategics to Rcducc infazz' Monzis:y, Medical Care 26,
m 4, Apeil 1988: 348.60. ARthough net a full benefit-cost anafysis, this research ﬁaés that the consts of pmv:dmg

prenatal care are more than offsat by mﬁacﬁons in fizsta)fm ?zzzsp ital and medical e:xpmscs resuiting from avcmng
jow birthweights,

®.Institute of Medicine, Preventing Low Birthweight; Greg R. Alexander, and Carol C. Korenbrot, “Ths
Role of Prenatal Care in Preventing Low Birth Weight,” The Fumwre of Children 5, po. 1, Spring 1993 10320,

3 Tabulations from the Annual Demographic Survey %2’ the Cusrent Population Survey (March), US. -
i}tpartrmz;z of Commerce, Burzaw of the Census, 1996, )

= Cimchhcr Trenholm, “The Impact of Prenatal Medicaid F'ragmms on the Health of Ncwbems,
unpublished, University of North Caroling at Chape! Hill, Movember 1996.
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charge from the Fr:dcmi gavcmmem for Medicaid-cligible and some other cazeg{mes c‘f
children.® :

« " Recent national smdws conclude that {he expansions in Medicaid eligibility occurring *+
during the late 1980s and early 1990s contributed to reduced incidence of low birthweight
 babies, decreased infant mortality, and increased the share of children who have at least
. one physician visit per year, as is n:cnmme:nded by pediatric gmdclmes #

“ Nurr:’r_forr
3 Poot nutrition during the early years can have profound and lasting effects on a child"s .
health. Pregoant women with podr nutrition are more likely to have low birthweight babies, and

children with poor nutrition often lack concentration and energy, éxperiencc dizziness,
headaches, ear infections, and frequent colds.® Iron deficiency can impede the developmerit of

-+ problem-solving skills, motor coordination, concentration, and Iong«term cognitive

development.? Stunted growth, an indicator of poor nutrition, is associated with Iower scores on
tests of acadezmc ability, even after controlling for socioeconomic characteristics.?”

" The Federal govemmcnt has two majcr prograris t}zat help to ensure gmd nutrizigm for
low-income pregnant women and young children: the Food Stamp Pregram and the Special
Supplemental Nutrition Program for Women, Infants, and Childrea (WIC), WIC targets

B The Fedeoral govenment funds g variety of programs that promaote the health of children and their
families. The Thtie V Federal-State Partnership Block Grant provides funding for programs that build state and
community Realth care systems and pz‘widc health care to children and their famnilies. The Maternal and Child
Health Block Grant {MCHB}, and atl other programs under Title V, employ a three part strategy of health

- promotion, prevention, and protection, MCHB serves more than 17 million wormnen and ehildren. Other federal
. support inciudes funds provided 1o commanity and migrant health canters under the Community aad Migranat .
Health Center Program. Fora review of these programs see Tan T, Hill, “The Rols of Medicaid and Other
Government Programs in Providing Mcdmal Care for Chx!d:m andd ?mgmanz Women,” The Future of Children 2,
ne. 2 Winter 1992: 134 53

o Janct Currie and Jcnaﬁ‘lzm Graber, “Saving Babicx: The Efficacy and Cost of Rcccnz Changss in the
Medicaid Eligibility of Pregnant Women,” Journal of Political Economy 104, no. 6, Decernber 1994: 1263-96;
Janet Currie and Jonathan Gruber, “Health Insuranes Eligibility, Utilization of Medieal Care and Child Health,"
Quarterly Journal of Fronomics 111, no. %; May 1996: 431-66. Studies of Medicaid expansions in Tennessee and
Massachusens failed 1o uncover improvements in prenatal cars, birthweight, or neonatal montality (1.5. Haas, et al,,
"The Effect of Providing Health Coverage 1o Poor Uninsared Pregnant Women 'in Massachusetts™ Journal of the
American Medical Association 269, po. 1, Janvary 1993: 87-91 and J.M, Piper, et al, "Effects of Medicaid
Eligihility Expanswn on Prenatal Cars angd Prtgnancy Outcome in Tcnncss.cc,"‘ Jowrnal of the Ame‘nmﬁ Mesdiced
fiwzczaz:an 264, no. 17 Navember 1990: 22 1 9«23)

' ’f’ Children’s Defense Fund, Wasting America’s Future,
* Thid.
¥ Ibid.
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pregrant women, infants, and young chﬂdmn at nutritional nsk by providing su;;picnzcnmz foods,
nutrition education, and access to health services. An average of 7.2 million women, infants, and
children participated in WIC menthly during FY 1996, and the pwgram had a budget of $3.7
bﬁhtm:‘

. Participation in WIC is associated with lower probabilities of recéiving inadequate
prepatal care; a 1 16 3 percentage point reduction in the incidence of low ‘m.rthwcxgh:, and
. #2104 percentage pomt decrease in pretcrm births.® ‘

e Paztzmpatwn n ”WIC reduces the zncxcicncc of zrrm-dcﬁczemy armma among mfanzs *

L. wiC parnmpams are more likely tb..an nonparﬂczpants to comply with nitritional
guidelines in months 5 and § of the baby s life,! -

An unpomt study b hizs highlighted some addznena} beaeits of WIC (see Box 2).
Cessa!zon of Smahng

- In 1993, an estimat&ci iﬁ pe*cent of pregmnt women in the United States smokcd 3 The
harmful effects of smoking oo fetal and child development are well-documented. Programs
designed to convince women te quit smekmg during prcgnancy may be ap exceptwnaily
effective means of helping children, -

B Tabylations provided by the Office of Management and Budget. Another Federal program that pmvida,s‘
food 16 children and aduits is the Child and Adult Food Care Program. This program generally operates in child
day care centers, family day care homes, and some f!ay carg centers for funciionally impaired sdulis. The program
provided meals to more than 2 miltion children and 45,000 adults in 3uﬁ¢ of 1996 and has a budget of 51.7 billion
for FY 2997. 1

> Anne Gordon and Lyic Melson, “Cbmnsﬁcs and Outcomes of WZC P&rz:c‘pams and Nan;;ammpamsf
- Analysis of the 1988 Nationat Mamai and Infant Health Survzy,“ anpﬁbhshcd Mazhcmst;m ins., Marcb 1998,

¥ Barbara Dwamy, o aL, “?wyams zbat Mmgzm; thz: Elffcc:s of ?ov:*i}' On Chz%drcn ?"}:g F um of
- Children T, no. 2, SummecFall %99? funhcommg

. T B Anne Gordon and Lyls Ncismz, “Chmczcristizs and Cutcomes of WIC Participants and Nonparticipans:
Analysis of the 1588 National Maternal and Infant Health Survey.” However, not all nuiritional sutcomes are
favorable, In particaiar, WIC participants are less likely to breast-foed their babies. This may occur pactly beeayse
infant formulz s provided to WIC panticipants, The reduetion in breast-freding rates may be reversibic, however,
with some eviience that WIC participants who are given advics to breast-feed do so more frequently than income-
eligitis not-participants {J. Brad Schwartz et al, “The WiC Breast-Feeding Report: The Relationship of WiC
Program Perticipation to the Initiation and Duration of Breast-Feeding,” unpub!zshc;% Research Triangle Instinute,
Scptmbcr 2%32}

# Natioral Center for Health S;atisﬁea, Health, United Stares, 1993,

-
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Box 2. The Effects of Prenatal WIC Participation

. WIC is an important government program that provides health care and social service
referrals to low-income pregnant women and to children aged 5 and under. Participants also
typically receive vouchers to purchase specific types of nutritious food‘(mi]k, cheese, eggs,
infant formula, cereals, and frth or vegetable juices) valued at an average of around $30 per
'month ' :

- To study the effect of this prenatal program on birth outcomes and Medicaid costs,
Mathematica Policy. Research, Inc. undertook a study for the United States Department of -
Agriculture in five States: Florida, Minnesota, North Carolina, South Carolina, and Texas.
Mothers included in the study participated in Medicaid and gave birth in 1987 or 1988. To
analyze the effect of WIC, birth outcomes and Medicaid costs.of WIC participants were
compared to those of income-eligible nonparticipants. Statistical tcchmques were used to
control for observable differences between the WIC participants and nonparticipants.
(However, the two groups may differ in ways which were not observed by the researchers.)

WIC participants were one-third to one-half less likely than nonparticipants to have
received inadequate prenatal care.” Participation in the program was also associated with an
increase in birthweight (averaging between 25 to 68 grams), a lower incidence of pre-term
births, and a longer gestational age.” Medicaid costs were also lower for WIC participants.
Every dollar spent on the prenatal WIC program was associated with savings in Medicaid
costs during the first 60 days of a baby’s life'of $1.77 to $3.13 for newborns and mothers. -

» ' A pregnant woman who smdkes less than a pack a day is 53 percent more likely to have a
low birthweight baby than a nonsmoker; a woman smoking more than apack a day is
+more than twice as likely to do so.* .

s . A baby bom to a smoking mother is more likely to experience longer-term problcms:
. including higher risks of neurological abnormalities and poorer verbal skills.*

Smoking cessation programs for pregnant women are generally inéxpénsivc and are
likely to be cost effective. The cost-savmgs are most often associated wuh reductions in thc ‘
incidence of low blrthwelght ’

¥ Barhara Devaney and Allcn Schirm, “Infant Mortality Among Medicaid Newboms in Five States: The
Effects of Prenatal WIC Participation,” unpubl:shcd Mathematica Inc., May 1993.

M Select Commlncc on Chlld:cn Youth, and Family, Oppormmr:es for Success: Cosr—E_ﬂ'ecr:ve Programs
Sor Children, Update, !990 101st Cong., 2nd sess., Washington D.C.: U.S. Government Printing Office, 1990. This
review summarizes a variety of studies evaluating programs targeted towards children.

.3 Ibid.
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. A study of 2 home- baseé smzzkmg c.ssgtwn ;}wgram caszmg §11 ?S per patient fouué

savings of §3 for every $1 spent™
. Ke:%azive to general information on the adverse effects of smoking, matcﬁais fz}casing on -
‘ smakiog durmg pregnancy are more effective and have a lower cost per quit for preguant
wommen.” . ,
é?ziféfizaod Immunizations

e Figure 1. Full immunization of 2-Year-Olds " . Childhood immunizations

play an important role in preventing ™
diseases such as polio, measles,
rubella, diphtheria, and mumps. For
example, the widespread use of
vaccines has reduced the incidence
of some diseases in the United States
by more than 95 percent.®® In
addition to securing the health of
those immunized, vaccines may

" represent a particularly appropriate
‘area for government involvement,

50 L . ] . since they indirectly protect those
7\9&2 W 1954 RN s : ing
Sauree: Centers lor Diseass Conted and Prevention, %ﬁduﬁes “{ho are {2{}2 vaccxn?.teii ?}3’ }QwGMg
vatcines and dasages meommended in 1991 for Al knmonization. ;. disease nsk for all individuals). -
. The Centers for Discase Control and Prevention estimate that every $1 spent on

diphtheria vaccinations saves nearly $30 in future direct and indirect savings -~ which
includes savings from work loss, death, and disability; every $1 spent on mcasies,
- mumps, and rubella vaccmatzaz‘zs saves over $20.7

-

Y- Jeffrey Mayer, et al, “Heaith Promotion- in Maternity Care,in 4 Pound of Preverstion: The Case for
Universal Maternity Core in the US,, edited by Janathan B, Kotch, ot al,, Washingion, D.C.% American Public
Health Association, (982, cited in Se!stzt Comoitter on Children, Youth, and ?mziy, Opportunities fw Success:
Cas:—E,g?‘mm }’mgmms fcr Children, Update, i 998

MR A Windsor, ot al., A Cost-Effective Analysis of Seif-Help Sthoking Cessation Mcthozis for Pregnant’
Women,” Public Health Reports 103, no. |, January/Febmary 1988; 83 -88.

. S Ccntcr‘& for Dissase Controf and vacmmn Us. I}apartmcnz of Health and Hizmzzz Services, “CDL
Immunization Information,™ unpubd ishcd, March 1995

* Tabulations provided by Martin Landry, Nationa! Immunization Program, Centers for Dissase-Control
and Prevention, U8, Department of Health and Human Services,

=16



s Every $1 spent on polio vaccinations is estimated to save $6.

In 1993, President Clinton signed the Comprehensive Childhood Immunization Initiative
that created the Vaccines for Children (VF C) program to help u.nmsurcd, Medicaid-eligible
children get vaccinated. The goal of this initiative is to fully vaccinate 90 percent of all two-
year-olds by the year 2000. VFC provides all recommended vaccines free of charge to clinics
and doctors who provide services to uninsured and Medicaid-covered children. In response to
this initiative, the percent of all two-year-olds who were fully immunized increased from 55
" percent in 1992 to 75 percent in 1994-1995 (see Figure.1). This increase in'immunization rates is
. correlated with the 35 percent drop i in thc incidence of prcventable dlscascs in chlldrcn under 5
from 1993 to 1996.*" . o
Home Visiting -

Services are often particularly effective when provided to families-in their own homes.
The goals of home visiting programs vary considerably. Some programs link families with
social services while others assess the safety of the home, encourage healthy habits, answer
questions about pregnancy, childbirth, and child-rearing, or help parents set goals and make
plans. Home visits are often made during pregnancy and through the first 1 to 2 years after birth.
The more successful programs typically continue after the child is born and employ a
comprehensive approach that addresses many of the above goals.? '

More than 4 ,500 home v151tmg programs 1in the United States provide health, socml or
educational services to families, sometimes in conjunction with organized child care programs.
A variety of Federal government Departments (such as Education, Justice, and Health and
Human Services) fund home visiting programs for families with young children. The Head Start
program (discussed below) administers one of the largest home-based programs, mostly to
children in rural areas who would have difficulty participating in center-based care. In 1990, 24
States: used Medicaid funds to provide prenaml or postnatal care through horne wsm.ng

' programs

Stuchcs have linked many home \nsmng programs 10 a variety of favorablc c}uld
outcomes The analyses differ widely in their assessments of these programs, in part-due to

immense heterogeneity in the intensity, scope, and focus of the interventions. An undcrstandmg o

of the specific differences among programs can help guide po_lxcy

“ Ibid.-
‘' Children’s Defense Fund, The State of America's Children Yearbook, 1997.

“ U S. General Accounting Office, Home Visiting, (HRD-90-83). Washlngton D.C. U S. General
~ Accounting Ofﬂcc July 1990.

“ Ibid.

-11-.



. Home vxsmzzg programs axmed at pemuamng pzegnaut adolescents 1o stop smakmg are
found to decrease the rsk of low birthweight babies.® Studies of programs in

Philadelphia and Baltimore suggest that the savings in medical expenditures associated
with low bmhwe:ghts may more than offset the cost of the pmgrams N

+ A $<3uth Caxoizna study whcrc resource mothers” {nonprofessional women wzth
parenting experience and knowiedge of their community) visited pregnant teens in rural
areas sh{}m:d zmprovemems in prcnaml care aad reductions in cases af low bn*tthxghtf"

. A s‘zuéy of homr: visiting programs for mmhm of prematum fow bu'zhwm ght babies’
showed that the intervention improved 1Q scores at age 3.

T The Prenatal and Farly Intervention Program (PEIP) resulted in fewer emergency room

’ visits for chxtd:czz and decreased seports of child abuse. In addition, 1t had favorable

effects f'or mothm such as increases in schooling and reductions in fatwc chz]ébmrmg L

. " A horne visiting pmgram in Elmira, New York 1cad to substantial reduc{zezzs in
governiment expenditures on low-income families, during the first four years of thelr
chifdren’s life (se:é on KR

* David Oids and Harriet Kitzman, “Review of Research on Home Visitng for Pregnant W&mw and
?arcnts of Yozwg Children,” 74e Fuure af sz:!dre:: 1 ne. 3 me 1893: 53~92

@ Jeffrey Maycr et al,, "Health Promotion in Matermity Carc, gited in Select Commines on Ch lltirm,
Fouth, sod Fam:iy, Op;mrfwzzrm for Success: Cost-Effective Fragmms Jor Children, Updzxts 1508,

# Heary C. Heins, “Sacial Suppm in Impmvmg Perinatal {}ﬁtzemc ‘The Reswrz:c Molhefs ?’wgm
Obstetrics and Gynecology 70, w2, August 1987 283-66. ) - .

¥ The Infant Health and Devzifz;mzmt Program, “Enhancing the Outcomes of Low ﬂz:zb %’czgh:,
Premature Infants,” Journal af the Amenc:m Medical Auoc:mzzm 283, no, 22, June 1996

* leffray Mayer, et al, “i*?caith Promotion in Maternity Cam i cztcd in Sciczzz Committze on {Itztizir::ﬁg
Youth, and Famiiy, {};zparrumzfesfw Suceess: Cosr«»f.‘ﬁgzme FProgrems for Children, Update, 1990.

) ¥ Dravid 1. Oids, zeal,, “Effect ef Prenatal and Infancy Nurse Home Visitaticn on Govcmcnz Spending,”
Medical Core 31, no. 2, February 1993 155.74, Preliminary analysis of & [ $.year follow.up of the Elmira
 intervention indicates additional benefits for low-income participants, Including reductions in childbearing,
substancs abuse, and erime for the mothers, lower rates of child abuse, and decreased overall arrest vates.for the
. children (David Olds, et al., “Long-Term Effects of Home Visitation on Maternal Life Course, Child Abuse and
Meglect, and Childeen’s Ams‘s A 153-Year Follow-Up of & Randomized Trial,” unpublished, l}mvemty of
Colorado, 1997), A recent replication of the intervention 1o primarity African-American women in Memphis,
Tennessse, indicates that home visiting leads to fewer complications in pregnancy and fewer health prabiems for the
children during the first two years of the ¢hitd's life (Harriet Kitzman, ot al. “Randomized Trial of Prenstal and
Infancy Home Visitation by Nurses on the Quteomes of Pregnancy, Dysfunctional Care giving, Childhood Injuries,
and Repeated Childbearing Among Low-Incame Women with No Provious Live Births,” unpublished, Unjversity of
Colorado Heaith Sciences Center, 1997). CoF
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" Box 3. The Elmira, NY, Home Visitation Propram

In the late 1970s and early 1980s, a randomized experiment was condugted in Elmira
New York to examine the effect of home visiting on health and social outcomes. The study
included 400 teenage, unmarried, Gf pooT Women who were pregnant for the first time, The
women were randomly assigned to one of four groups providing some cemhmaﬁan of health
sereenings, free transportation to health providers, and home visits during pregnancy and (in
some casesy through the child’s second birthday. In the most intensive intervention, nurses
made bome visits once every two weeks duning pregnancy and once a week immediately after”
gichvczy :iccmasmg in ﬁrcqumcy to ouce every six weeks at the end of two years.

,Hame visitation was fomzci to decrease smoking, 1 nnpmve dacts and, for some groups,
1 reduce the frequency of low birthweight or pre-term deliveries. Participants were also more
likely to make vse of the WIC nutriticnal supplementation program and to attend childbirth
education classes. The home visits increased the involvement of family members and fncnds

1 inthe pragz;ancy, ‘zm*th, and early care cf the child.

Program costs were comgared mth changas in government expenditures during’ tha

1 first four years of the child’s life. For low-income families (but not for their higher income

| counterparts) the measured benefits of frequent home visitation outweighed the costs -- costs
averaged around $6000 {1996 dollars), while the savings were aver $6,300, The savings
resulted from Jower AFDC, Food Stamp, Medicaid, and Child Protective Service expenditures,
and increased maternal employment.  Almost one-third of the savings (amorzg jow-income
families) was due to the reductions in the number.of subsequent pregnancies, Thus study may
underestimate the gains from the program, since neither nonmonetary bcncﬁts nor savings
after age 4 are taken into accotnt™

Abatement af Lead

Lead ingestion is particularly hazardous for young children because they absorb lead
more readily than adults, and their developing necvous systems are more suseeptible to its
* effects. T High levels of lead in the blood can cause coma, convilsions, and death. Even at
"*4 , lower levels, it is associated with reduced intelligence, learning disabilities, impaired hearing,

* {}md L. Olds, e al,, “Effccz of Prenata! and Infancy Home Visitation on Goverment Spending.”

£ Cm:m for Disease Control and Prevemion, U.S. Z}npartmam of Health a.zzd Human Services, Morbidity
and Mortality Weekly Repor: 46, 0. 7, February 21, 1997,
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behavioral problems, and stowed growth.% Many of the harmful effects are mcvcmnic ané
msuit in subistannal ﬁnancmj and buman costs. |

Restrictions on lca.d in gasoline, food canning, and other uses have reduced blood fead
levels by aver 80 percent during the last 20 years.” Today, the risk of lead poisoning is highest
for low-income households, inner city residents, and persons imzzg in older homes, Current
efforts fmzz:; on reducing cxpeszzzz 1o iaaxi»%zased pamz and ieaé»caazamma:cd dust.

. The Department ﬁf Hmzsmg as:td '{Irban Dcvcicrpment rmntly estimated that the cost of
lead abatement in some federally-owned bousing units would be around $450 m:zlhon and
that bencﬁts would bc bctwccn $5{}0 million and $1.3 bxlhon M

. A new law requires that information shout lead-based paint hazards be pz‘ovzéeci o home
 buyers and renters, and that purchasers of residences Emz}i before 1978 have a 10-day
R pezwd to test their éweiimgs for lead ;mzzz.”

-

Imprawzzg the Ematwnai Wtzliwﬁemg of Chzld ren

Emotional weli bemg in early chitdhood lays the foundauon for children to realize their
full potential and develop their talents and capabilities. Emotionally healthy children enter
school with the skills to commundcate with their peers and teachers and the confidence 16 make
friends; they have high self-esteem, knowledge of socially acceptable behavior, and motivation
to learn. When children are prepared to enter school, their early céamea&i experience can be
fruitful, enjoyable, and pmdumve :

Parenting Z}wiz:g }’?28 F irst Months of Life
To ensure emotional health, t:hi!drcn n&ed daily num.rmg and guidance from rrusrwazzhy

and caring adults. In the first years of life, children need love and care from adults who listen -
-and respond to their needs. Infants are dependent upon adults for touching, rocking, feeding, and

- 21 1. Needleman, etal “Baﬁz I..taé Levels aod Delinquent Br:hawi}{‘,” Journal of {ke American Medical
Association 273, 80. S, ?:imzary 7, 1996 36348, - AR

o Office of L:ad Hazard Ccmml 1.8, Dc;zammnz Df Housmg and Urbim Dcvclopmcnt Mawng Towards
a Lear-Sofe America: A Repart 10 the Congress of the United Srafes Washington D.C. U S. Department of
Housing ard Urban Dcsfc!opmcnt, Fchruar"y 199'}'

*»1).8. Dcpamnmt ot' Hoeusing and Urban !vaclcpmcm, “Regulatory hzzpaz;z Analysis of the Proposad
Riile on Lcad«Bascd Paint,” unpubiished, June 1996,

1158, Department of Housing and Uthan Dievelopment and U.S. Environmental ?retzczwn Agency,
. “Reguirements for Disclosare of Known Lead-Based Paint and/or Lead- Based Paint Hazards in Housing: Final
" Rule,” unpublished, March 1996,
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warming, as well as stimulation through reading and talking ® Substantial interactive parental

- contact during the earliest months helps babies form secure and loving attachments with adults,
develop confidence and competence, and establish the basic trust necessary for psychological
development throughout life.” For this reason, as well as to allow ample time for mothers to
recover from childbirth and parents to adapt to the changcs sumundmg the birth, many experts
believe that several months of parcntal ieavc play an Iznponmz role in pr:zma&mg heéalthy mfam
dcvclopmcm."

Fven whcg employed, most new parents typically take some time off work to care for
their babies.” However, this often creates tensions between the demands of the workplace and
those of the Home. To support families in their efforts to-strike a workable balance between these
competing demands, President Clinton sxgned into law in 1993 the Family and Medical Leave
Act (FMLA). The FMLA grants 12 weeks of unpald job-protected leave to new parents with
qualifying cmploymt:nt histories working for covered employers.® This legislation provides
empioyed parents wzth the time to xzumz:e zbm zwwbﬁms and to develop their parenting skills.

* During the i&manﬁz period mdmg in tém summer of 1995, 3pproxunately 17 percent of
© - workers took timé off work for a reason covered by the legxsianon‘

« . Over90 pcgceut of covered es}ablish;ncnts reported that the FMLA had eitherno
noticeable effect or a positive impact on their business performance. Larger percentages
indicated positive rather than ncgatzvz: effccts on employee pwé uctivity, turnover, and
career advamemennﬁz ‘

* Camnegic Task Force on Mesting thc Needs of Young Ch:!dz‘cn Srarrmg Points: Magring the Nee:is af
Lur Youngest Chitdren. N ew York: (Zarneglc Corparatmn of Ncw Yaork, 1994,

# Ibid.
. | BEF Zigler and M. ?mﬁk {eds.), The i’mﬁ:ez;* Leave Crisiz: Tmrz.{ A National f’m‘wy New Hawm *
Yala E}mv:::s:zv Pz:ss, 1528, . '

? Jacob Al Kicmmz and Arleen Letbowitz, “The Wark. Emp!oymcm Decision Among New Mo..h:rx
Journal of Human Resources 29, 19,2, Spring 1994: 277-303, show that 73 percent of employed women with sne.
.month-old infants and 41 percent of employed women wuh rwo-month-olds wers on leave from thelr }ebs rather
than working, dunng the 19861988 period.

| ®For fzmh:z details on ths FMLA, sce Chnste;;hﬁr} Ruhm, “Policy Watch: The Fam ziy and Meémi
Leave Act,“ Journal of Ecanomic ?&fspeczwes Spring !?9? {cﬁhcammg

o Qammxsszczz on Family and ”vicfijcal Leave, A Workable Balurce: Repert to Congrm’x on Family ana'
‘Medicol !..eave Policies. Washingtor, D.C.: US. Departmant of Labor 1996.

. “* David Cantor, ot al,, “The Irnpact of the Family anid Medica! Leave Act & Samey of Employers,”
unpublished, Westat Inc. Octobcr 1993,
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‘Quality Child Care for Infants and Toddlers

‘The emotional, social, and cognitive development of infants and toddlers is promoted by
" their having close and stable relationships with a small number of adults in safe and intimate
settings. Traditionally, such relationships have been provided by parents, particularly mothers,
who stayed at home with their children. However, as women increasingly work outside the
home and roore children grow u;; in smglc pamzzz heusehnlés fzzii«zxmc pmntaz care is bccmmmg
" less typical,

Accompanying this trend is the increased use of professional child-care. In 1993, about .
.30 percent of children under 5 in families with employed mothers were cared for in centers,
' compared with only 13 percent in 1977 (see Figure 2). However, childfen in poor families with
‘employcd mothers were one-third less likely to réceive care in centers as were children in non-
: peoor families, Anothcr option for care
" Figurs 2. Child r;are mngements for Children Under 5. outside the home is family day care —
- in Families With Cmployed Mothers, 1933 < care by nonrelatives in another home -
R . Mot .~ - which accounted 'f:csr an additional 17
16.5% percent of the care received by
’ : " children under 3 with working
15.6% mothers.® Among child care
arrangements, a bewildering array of
- options exist with respectto
- environment, cost, hours spent per -
week and per day, and services

fwer ' provided. Parents also often face
: . considerable uncertainty rcgard%ng the
Day Care/Nursery Schaol quality of child care provided. |
B . . Moreover, a$ is to be expected, the
Soumz: 1.5, Depantment f Corsmerca, Bureau of the Ceasys, ) quahty Qf the care mcglveé mangm
: E ' .. : me‘“ K
’ Children who receive care in quality centers tend to be less distracted and more

task-oriented, considerate, happy, and wcz&iiy competent in cicmentary school. "They are

& ?abu%atwns from the Survey of Im::zme and Program Participation, U. s, Deparument of Commerca,
Burzav of Census. *

“ Quality care is best measured by the warmeh and interaction berween the provider and the child, but
‘assessing these dimensions is necessarily a subjective, timely, and expensive sxercise. Asa result, researchers and
regulators terd to focus on more casily obssrvable specific stuctural measures, such as child-teacher ratios, group
sizes, and saff raining. The available svidence suggests that changes in these swuctural factors bave the potential
to improve the quality of child care, if they are zs:cempauwd by broader changss in the way child care Is delivered,
although there are smaller benefits if they ocour in tsolation (e.g. David M. Blau, “The Production of Quality in
Child Care Centers,” Journal of Human Resources 32, 102, Sprmg 1597 354-87.)
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more selfsconfident, proﬁcmzt in 1anguage advanced in cognidve development, and
make better academic progress. Conversely, children in poor quality pmgmms risk the
dcvelopmezzz of pﬂor schaf}i skills and hzxghtcned aggresswrz.“

e . 'The Syracuse Unm:rszty F amlly Deveiapment Research Program pmv;éed extensive
* child care, home visits, and health and numition resources to 108 low-income families
'with children aged 0 to 5. Pardcipation was associated with decreased number, severity,
anci ¢chronicity of Jtzve:mle Justmc pw%xiems ’

S ?mj ect CARE, 2n mtcnswe mxzz‘z}matmn of center- and home-based intervention and
. health care, serves children hchmzzng at birth. ?artzcxpatmn is associated with szgmﬁmm
increases in measurcd mzcihgmcc .

’?‘hﬁ care rcccivcd by many children is inadéquate. For example, the child development
environment in more than one-third of classrooms surveyed in the National Child Care Staffing
stuéy was rated less than © ‘minimally adequate”, and only 12 percent of the classrooms received a
score which met or exceeded the standard associated with “good” practices.®® Evidence from
several studies suggests that economically dzsadvamaged and psychologically stressed families
are more likely to enroll their ¢hildren in child care arrangements that are of relatively low
quality.® Cost is often a substantial barrier to obtaining quality child care.™ The Federal

[

. % John M. Lavz, et a% “Are ’l‘tu:y In Any Real K}angcz? What Researeh Does — And Doesn't — Tell Us .

- About Ohild Care Quality and Children®s Well-Baing,” unpublished, Mathematica Inc., May 1996; Sezanne W,
Helbum and Carollee Howes, “Child Care Cost and Quality,” The Future of Children § , no. 2, Summer/F: all 1996:

6282 NICHD Early Child Care Rescarch Network, “Mother-Child Interaction and Cognitive Outcomes Associated
With Early Child Care: Results of the NICHD Study,” unpoblished materials for the Poster Symposiam of the
Hiennial Maeting of the Socicty for Research in Child Development, Washington D.C., April 1997,

. * Hirokazu Yosxhikéwa, “ng‘-»’?cm”&ﬂ“cm of Early Childhood Programs on Social Outcomes and
Delinquency,” The Future of Children 5, n0.3, Winter 1995,

.  Dounz Bryant and Kefly Maxwzll, “The Effectivensss of Early Iotervention for Disadvantaged
* Children,” in The Effectiveness of Eorly fervention, cdited by Michael Gurainick, Balt:mnm MD: Paul H. Brookes
Pubiishing Ca., 1997 23-46

“ Marcy Whitebook, et al,, Who Cares? Child Care Teachers and the Quality of Carz in America: A Final
Repore: National Child Care Staffing Study. Oskiand, CA: Child Care Iimpicyzc Project, 193& ‘

. ®3oha M. Love, et al,, “Are They In Any Real Danger? What Research Dccs And Daesn't — Tell Us
About Child Care Quatity and Ci‘uitimz % Wcil«chgﬁ* :

® Average weekly child care costs wers $74 in 1993 for famities wnh empioyed mcthcrs that purchassed
" care, (Lynne M, Casper, “What Does It Cost To Mind Qur Preschoeolers?” Current f’ap::izzz:an Repar!x, . P70
52, Washingron, DL US, Deparsment of Commerce, Septernber 1995.)
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govmem plays an important role in aﬁcvzatmg this ﬁnaacxal burden. Su;zcc 198(3 Federal
support has doubled and has almast mplcé for low-income fmhcs 7 :

%

(e of the largest Federal ::%zz%d care assistance prngrams is zize Child and Dependent
Care Tax Credit. InFY 1997, this program will provide an estimated $2.7 billion of tax
relief 1o tax-payers who are working or are seeking work and have a qualifying dcpezximt

_» under the age of 13, Tax-payers can teceive a credit of up to 32,400 per year for one
- qualifying depsezzdmt and Sé 800 for two Or maore qua.hfymg depcadcnts*

Under the new ly established Child Care :md Devaia;}ment Fund, the ?ecieral

government has made $2.9 billion available to States for FY 1997, an-increase in child
care funding of over $550 million over the previous fiscal year.™ This program,

' authorized by the Personal Responsibitity and Work Oppertunity Reconciliation Act of
* 1996, will assist low-income families and those transitioning on and off welfare in

obtaining child care so that they can work or receive training or education. The program
combines four previous Federal child care subsidy programs and allows States to design
comprehensive, integrated service delivery systems to meet the needs of low-income

- working families, At least 4 percent of t%zf:s: funds must be spent on quality

I

wzpwvcmems n child care!

A major purpose of the Social Services Block Grant is preventing neglect, abuse, or

. exploitation of children and adults. Sume of the funding for the grant goes to child care
" services in almost all States.™

Since 1981, , employees have generally been allowed 1o receive an Exclusion For )
Employer-Frovided Dependent Care from their gross income on their tax retum. The
tace relfief to tax-payers from this provision is an estimated $830 million' in FY 1997.7

¥

g, 5 Phitlips, ed,, Child Cara for Low-Income Families: Summary czf T H’ark.;}wps Washmgron »

+ P.Ca Nationat Acadcmy?rcﬁ, 1995,

" Houss Commitee on Ways and Mcans, The 7994 Creen Bock, iiﬁé;h Cung 2nd sess. Washington D.C.:

i1.8. Govémment Printing Office, 1996; Office of Managemeat and Budgc{, Anaiytical Perspectives, Budget af the
United States Government, F m:a} Year 1593,

7 Administration for Chziéz‘m and Families, Depanment of i-{ca%ﬁz azui Humaﬂ Servigus, “Child {“.;m: ared

Development Fund,” uapubixshcd, ﬁccmbc' 19984,

* chsi: Commiteee on Ways and Mcm The 1996 Grgerz Book,

 House Committas on ‘Ways ang Means, The 1996 Green Book, Office of Management and Budgct,

Analytical Perspectives, Budger of the {nited Statey Gavernment, Fiscal Year 1998,
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‘ Early gdi:éa:iazz

Eariy educanon programs hclp many 3 o S year akis devciop mcuvaacn, mqmsmvazms
positive social bchawor and self-confidence.” Preschool enrollment has risen substantially over
time (see Figure 3). The programs vary dramatically on many dimensions — hours per day and
days per week, type of curriculum, services included, and cost. Some programs incorporate

' bealth cars by cxzccmagmg zmmummzzzzs, hﬁazmg and vision smmgs, and h{:mﬁ wsxts

Samz: :zf the im:ram ﬁmis that {:ampcns.atory preschool pmgrams unnal}y increase 1Q .

© " Figure 3. Preschoot Enrollment of :M Year-Olds | if;i:i bgeﬁtqt::nzgﬁ fsadﬁtq(:izz{t}y‘
‘ ' ' .+ asserted that preschool hasno
permanent effect on cognitive skill.
However, ressarch examining other -
outcomes, such as educational
attainment, behavior, and health
_status finds continued benefits to
preschool. These long-term benefits
are believed to result from children
erztmg elementary school with zz:zc:c ’
expariences and advantages. Sz;?*oei
. : , ’ learning is viewed by many as a -
5 bbb ¥eumulative process” where early

WIS WY TR A 1963 e 8T RS 18 199 advantages impro ?C: later
Source: 143, Department of Commerce, Buresu of e Congus, ) & ﬂp
- performance,

_ Percent -

. A cgfzipmhensiw review finds that compensatory preschool education improves fon’g~
*term school performance, as measured by grade rctcntitm, special-education e:rzmiirzzezz‘i,
. and high school graduanon *

. ~ Early educanan programs, in combination with family support ;::z‘ograms havc been
found to reduce antisocial behavior and é&imqucncy :

™ For a review of the literature see W, Stephen Bamen, “Benzfits of Compensatory ?r:schoei Education,”
Journgt of Human Rwources 21, no.2 Sprmg 1992 379~ 312 _— "

7 [bid.

T Ibid, "E?x: suthor notes that some of thess s{ném may not have su‘f“zmnz contral grnups since they were
seif-selected or drawn from dsffm:nz populations, .

fid Hzmkm Yoshikaws, “Long-Term Efferts of Early Childhood Prcgmns on Seeiat Ourcomaes and
Delinquency,” The Fumarg of Children 5, no. 3, Winter 19935: 51~?5
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. pre_gecz, and 123 mzzzpietcd the prcschcai years

. Preschoo! participaxzzs are more Iikciy to ré.ccivc immzmizations.”

’Rl:: Perry Pmschoal Studj,a wiz;;:b zandomiy assigned 3- and 4-year-old children into the
. preschool program, has provided: natrzwcﬁhy cmdencc of favorable outcomes overa vamzy of
dimensions {see Box 4) . )

"Box 4. The High/Scope Perry Preschool Project -

“In the 19605, concern for the intellectual development of young children living in
poverty spurred research on the ability of eatly education programs to break the link between
poor school performance and family poverty. The High/Scope Perry Preschool Project, which
began in 1962, was designed 1o test the hypothesis that good preschool would help young
children move from the home into the elassroom, and thus raise these children’s educational
| ability and aftainment. Children living in a predominantly black nezghbcrimod of Ypsilang,
Michigan svere randomly sssigned to ¢ither the freatment group, which attended preschool, or
the contro] group, which did not. A total of 128 African-American children crzz:rs:d the

The 58 children in the treatment group received a daily 2 ¥ hour classroom session. In
addition, the children and their mothers received a weekly 1 %4 hour visit in the home from the
'{ child’s téacher. Over three-quarters of these children attended the classroom session for two
academzc years, with the rest attending one year. The program cost roughly 38, 000 per child |
per year (in 1996 dollars). For comparison, Head Start costs around $4,500 per child annually.

The 123 children completing the ;}mgrém‘ were interviewed angually from age 3 to 11,
and at ages 14, 15, 19, and 27 Benefits associated with the intervention include: higher 1Q

literacy at age 19, higher monthly eamings and home ownership at age 27, lower levels of
social service receipt from age 17 to 27, and reductions in arrests by age 27.9' BEvery dollar
spent on Perry Preschool is estimated to have retummed roughly $9 in benefits due to rcduceé
costs of special education, public assistance, and crime later in life®

® Janet Currie and Duncan Themsas, “Does Head Start Makc 4 lefcrcn:c”’ émncan Econormic Review
35, no. 3, June 1995 34164,

" L awrenes Schiweinhart, et al., Significant Benefits. Ypsilanti, MI: High'Scope Press, 1993, Hawever, the
regults of the Perry Preschool study may not be generalizable to other preschos! programs that may provide higher
or lower Jevels of services or monetary investment. )

" Lawrence Schweinhart, et al., Significans Renefits.
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, As with child care for infants and toddlers, financial constraints make it difficult for many
families to send their children to preschool. In 1990, only 24 percent of children from families in
the bottom fifth of the income distribution attended preschool versus 52 percent of children in the
top fifth of families.® Through the Head Start program, the Federal government plays a key
role in assuring that low-income children betm the ages of 3 ami 3 can receive prcschoe!
cducanen and access to social services.

* Since Head Start’s formation, tbc pmgmm has served ever 16 xmlhon ¢hildren a.nd their
- families; over 750,000 children were enrolled in FY 1996.% Most programs are center-based but -
~© may vary in terms of the number of days per week and hours per day. However, Head Start -
currently has slots for only about 40 percent of eligible children. The restricted availability
represents a lost appomimty to invest in our children and, as a rebult, the Prcszdcm hag
proclaimed the goal of sm‘vmg one million children by 2002

s Asurvey Qf 72 studies of Head Start congluded that the p::ogra.rgi had substantial,
fawrabie effects on children’s cognitivc deveIapmcnt at the end of the pmgm}:zz year?

v A randommrd study in four counties revca}cd zEzat Head Start raised access to health care,
murcascd the receipt of basic health services, improved diets, and led to better health
status.® The Head Start pamcxpanzs also bad more ﬁﬁiy ééveia};x:é and wapémazed
motmr skills, . . )

. Pazc:m»{:hzlé communication h&‘; been found to be pmztmiy affected by Head Start in
some studies.” : '

2 Office of the hsszsta:m Sé(:mary for Planning and Evaluation, U.S. Dcpa:tmmi of Hezlth and Human
- Services, Trends in the Well.Being of Children and Youth: 1996, Washington D.C.: ULS. Department of Health and
Husnan szccs, 1994, -

* Heud Stsm Bureau, U.S. Deparment of Health am! Human szcc&, “Haad sza:z $za:ssmai Fart Sheet”
onpablished, February 1997,

- ¥ Barbara Devaney, et al,, “Programs That Mitigate the Effests of Poverty on Childrea.”

% Akt Associates Inc, “The Effacts of Head Start Health Services: Report of the Head Star: Reaith
Evaluation,” un;&ublw’wd, Cam?zrzdgc, MA 1984,

YR1. Mziiey, ¥, Ganson Condelii, etal, The fmpacf of Hecd Start on Children, Families, :md
Communities: Finol Xepzm of the Head Stert Evaluaiion, Synthesiz and Utilizotion Project, Washington, D.C,:
CSE, lm‘., Jung 1985,
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. Research comparing siblings participating in Head Start to those whe did ﬁet.found that
program participation increased test scores significantly for some children and also
reduced the probability of being retained in grade.®

The 1994 cxpa:zsians to Head Start cszabhshed Kzarl‘y Head Start, which is targeted to
low-income pregoant women and children under age 3. Early Head Start employs a “two-
generation™ approach that is designed to serve parents and children simultaneously by providing
- imensive health and mztntmxz samccs during the grtnatal period and the first three years of the
cinié’s life. ‘

. Early Head Start grants have been awarded t{ﬁ__i%ziocaliﬁes across the nation, and the -
program now serves arvend 26,000 infants and toddlers.” Randomized experiments are
‘being conducted to allow accurate evaluation of the success of the program.

Conclusion

o Scientists and educators have identified the first three years of life as a time when

children have “fertile minds”, Efforts to help children during these years are especially fuitful,
Becanse of the {ong-lasting effects, early investments can have big payoffs. They avert the need
for more costly interventions %azez in life, and so conmbum 135 happwr, healthier, and more
pméacnve children, adolcscm‘is and adults, .

Parents play the largest rolc in mccmng the needs of chi ldre:rz che\rer, the g::;v::mment
can assist in a variety of i important ways. Families, communities, and the government are
making considerable investments in young children. These investments are zznpcﬂant because
“our youngest children are, m a vcry real sense, zhe ﬁmxre of Amernica,

¥ Janet Currie and Duncan Thomas, "Does Head Start Make A Difference?” dmerican Economic Review,
Janet Currie and Duncan Thomas, “Can ﬁarly Childhood Education Lcad to Long Term Gaing in Cegmncn?
. Paticy Options, fortheoming,

 Head Start Bureau, U.S. Deparment of Heakth and Huran Secvices, “Improving Head Sart A Success
Story,” unpublished, hovz:miw 1996; additional tabulations provided by the ULS, Departmant of Health and
Human Services.
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