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The President will announce today a new Council of Economic Advisers report on Hispanic
education. This report focuses on education and the rewards to education among U8, Hispanics.
Afier docomenting the gaps in educational outcomes for IMispanics relative 10 non-Hispanic
whites, the report provides evidence about the increasing importance of education o gconomic
success by focusing on Hispanics working in the mformation technology (IT) sector of the new
cconomy. The report finds that those Hispanics who work in the highly paid, dynamic, and
rapidly growing IT sector—whers job growth is much faster than in the economy at large—are
wpicatly successful and carn far more than Hispanics who work in other occupations. However,
Hispanics are’ significantly uvaderrepresenied in 1T, primarily because they are less likely than
« their non-Hispanic peers to have the relatively high levels of education that IT jabs typically
require. Policics that close the ethnie education gap at 2l levels can be expected 1o improve the
future prosperity of Hispanic students and insure a greater {low into the labor foree of workers
prepared 10 contribdie to the “new economy.” -

Amaeng the significant findings in the report are:

~»  The Hispanic poprdation iy a rapidly growing, increasingly baporiant segment of ihe US.
population: In 20 vears about 1 1w & U.S. residents will be of Hispanic origin, and by the
middle of this century—-when today’s young children wre middle aged—this ratio will
merease 10 about 1in 4. ‘The future productivity of the U.S. lsbor force hinges o a
considerable degree on our nation’s ability to provide high-quality education {or Hispanic
young people, who will play a vital role 1n the labor market in future decades.

o Despite rangible evidence of improvesenis for some groups, ai present theve arve troubling
gups in the educational wiainment of Hisponics. Over vecont decades the average education
of 1.5.-born Hispanics has increased substantially, und the gap between them and non--
Hispanic whiles has declingd. Nonetheless, the bigh school completion rate amuong young
Hispanic adults 1s only 63 percemi—compared with abow B8 percent for whites and African
Americans. And the fraction of Mispanics who graduate from 4-year collcges is less than

~ half that of whites. While these differences are partially attribulable 1o the low education
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levels of immigrant Hispanics, U.S-bom Hispamces also have relatively low educational
attamment,

The economic advantages of education are growing. The importance of improving

educadtional outcomes for Hispanics is underscored by the increasing value of education’in

the labar market. For example, two decades ago, a male Hispanic'college graduate earned 67
percent more than a male Hispanic withol a high scheel diploma, whereas today a male
Hispanic college graduate earns 146 percent more. These changes . in the rewards to
education are similar 1o those observed for other mien in the labor market.

Crrrently, the relatively low levels of Hispanic earnings are expiained in large measure by

fower fovels of educationa attainment. Earnings premiums associated with kigher education
are much the sume for Hispanics as for non-Hispanic whites, Hispanics have much lower
earnings than non-Hispanic whites, median earnings are 21 percent less for mative-born
Hispanics. Afler accounting for differences in age and gender and it education, the earnings
gap declines to 6 percent for native-born Hispanics {with the remaming “unexplained” gap
due to other factors not directly examined in the study, such as quality of education,
geographic variation, and discriminatory employment practices).

Hispanics are greatly underrepresented in the high-paving IT sector, but those in IT
occupations are generally successful. While Hispanics are 11 percent of U8, workers, they
are only 4 percent of workers in five IT cccupations. The Hispanic “digital divide” exists
because the refatively low educational level of many Hispanics hinders entry into the 1T labor
- oiarkel. Thas under-representation in {1 contribuies to the economy-wide Hispanic pay gap
becsuse iT jobs pay considerably more than other jobs: non-Hispanio whites earn 62 percent
meve in 1T than non-Hispanic whites in other oceupations, and Hispanics carn twice as much

m Il as m non-1T cccupations. Mispanics who are it 1T occupations cam only marginaily

-less {aboul 6 to 8 percent) than non-Hispanic whiles, after adjusting for differences in gender,
age, and education. )
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SECUTIVE SUMMARY

This report foouses on education and the rewrds to edocation among Hispanies in the United
States.  §t documents the gaps in educational ouicomes for Hispanics relative to non-Hispanic
whites. The study alsd provides evidence about the increasing importance of education 1o the
cconormic success of Hispanics in the new economy, focusing particularly on a high-paying,
rapiily expunding sectar, information technology (IT). Among the significant findings in the
repon are: ’

The Hispanic population is a rapidly growing, increasingly imporiant segment of the U5,
popudation. In 20 years about 1 in 6 ULS. residents will be of Hispanic onigin, snd by the
maddle of this comtury—when 1oday’s young children are middie aged-—ihis rao will
increase 1o sbout | i 4. The foture productivity of the US. labor force hinges 10 o
considersble degree on our nation’s ability 1o provide high quality educstion for Hispanic
young people who will play a vital role in the labor market of the future.

Despie tangible cvidence of ;’mprm;emems Jor some groups, there are troubling lags in the
sducativnal attainment of Hispanics, Over recent decades the average education of Hispanics
bom in the United States has increased substantially, and the educational gap betwesn U.S.-
born Hispanics and non-Hispanic whites has narrowed.  Nonetheless, the high school
sompletion rate among all young Hispanic adults §s only 63 percenit—cormpared with &8
percent for whites and African Americans. And the proportion of Hispanics who graduate
from d-year collepes is less than hall that of whites. While these differences nre partially
atiributable 10 the low education levels of mmigrant Hispanics, U.S.-bora Hispanics also
have relatively low educational attainment, ‘

The economic rewards of education are on the rise. The impontance of improving cducational
outcomes for Hispanies Is underscored by the inoreasing value of education in the labor
market, Two decades ago, » male Hispanic college graduate carned 67 percent more than
Hispanic male with po high school education. an varaings premium that has increased o 146

- pereent woday. Similar ncreases in the ecarmngs premium are observed for all employed

maies, . -

Currently, the relatively low levels of Hispastic earnings are explained in lurge measure by

Aower levels of educational antainmens. Earuings premivms associated with higher education
" are much'the sane for Hispanics as for noa-Hispanics, Hispanics have much lower comings

than non-Hispanic whites; median hourly caraings are 21 percent less for US.-bom
Hispanics. After accounting for differences i age and gender, U.S.-bomm Hispanics zarned
15 peroent less, and after controlling also for education. the gap narrows to 6 percent {with
the remaining “unexplained” gap due to otber faciors not directly examined in the study, such
as quality of education, geographic variation, and discriminatory employment practices).
Educationa] differences also explain much of the wage gap for foreign-bom Hispanics,

Hispanics are groatly underrepresented in the high-paying IT sector, but in general thuse in
IT accupations are successful. While Hispanics aré 11 percent of employed workers, they are
anly 4 percemt of workers in 5 IT occupations. This Hispanic “digital divide™ exists beeause
the relatively tow educational level of many Hispanics hinders entry into the IT labor market.
This under-representation contributes 10 1he economy-wide Hispanic pay gap becavse these
IT jobs pay considersbly mare thun other jobs. Non-Hispanic whiles earn 62 percent mom in
IT than noa-Hispanic whites in ather occupations, and Hispanics camn twice as much jo IT ag
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in non-IT occupaticns. Hispanics who are i 1T ocoupations earn only marginatly Jess {about
6 to 8 percent) than non-Hispanic whites afier adjusting for differences in age, gender. and
cducation, '

The IT case study iflustrares that the consegurnres of wnderachievement in education are
two-fold: The shudents” futire prosperity is hormed, and the economy at large will have fewer
individunls prepared jo comribuie in “rew economy” occupations, Individuals' economic
success in txday’s economy increasingly depends on being well educated. In turn, the strong
performance of the American economy s propelled by the ingenuity and skitls of our kabor
force. exemplified by new economy seclors like IT. Given the rapid growth of the US. -
Hispanic population, the gap in educational achievement between Hispanics and their poers is
a matter of critical importance for Hispanic voung peaple snd society generally,



I3

1. INTRODUCTION

Hispanics are an extraordinarily vibrant,- rapidly growing segment of the American
population. The Ceasus Bureau projeces that in 20 yesrs, spgroximately | in 6 US. residents will
be of Hispanic ongin, and by the middle of the cemury, showt one quarter of the popalation will
be Hispanic. Clearly, Hispanic Americans will play an increusingly inportant role in American
Ife. In particular, the success of the American economy gver the coming decades depends (o a
copsiderable degree on the productivity of a labor {orce In which Hispanics will play a

progressively larger role,

In this light, enhancing the current state of Hispanic education in the United Staies must
be viewed as a public policy priority.  While Hispuni¢ student achievement and educational
altatment have shown some progress over the past decades, troubling gaps remain,  Hispanies
kag behind non-Hispanics on a variety of edecational measures. A much smaller proportion of the
Hispanic population than the non-Hispanic population completes high school. Similardy, college
emirance and completion raics e mwch lower among Hispenics than among von-Hispanic
whites. :

These educational schievement gaps are especially teoubling in a labor market in which
the economic rewards of education are large and incressing. Evidence suggests that demand has
increased for workers who bring strong problemssolving ability and lcchnical skills to the
workplace, Statistics presented below verify that the economic rewards of education are much
the sume for Hispanics as for non-Hispanics. Those who fall behind in educational achievement
witl #lso lag in terms of sconomic suceess in the new cconomy,

To highlight these issues, this report focuses on one rapidly expanding, bighly paid secior
of the economy—information technology (IT).  As examination of labor market data indicates
that the penemally welleducaed Higpanics who atiain positions in IT occupations earm wice a8
much as Hispanics in other occupations. Further, Hispawics in 1T camn only slightly less than non-
Hispanic whites with similar demographic charactenistics and educabon.  However, there is a
significant °digital divide” in IT employment stemming from a dramatic underrepresentation of
Hispanics in IT occupations, This underrepresentation appears in large measure 10 be the result
of educational differences between Hispanics and non-Hispanics. While Hispanic students who
attend college are as likely as other students to major in science and engineering, Hispanies are
much less likely than athers 1o attend college. -

The IT case study lusirates that the conseguences of underachicvement in education are
two-fold. Underachievement oot only husts the Tuture prosperity of students themselves, but also
redures the number of Individunds s the US Isbor market prepared to contribute in new
ceonomy oceupations.  Individualy’ economic success in the modern economy depends on tharr
being well educated. In turn the performance of the Amernican economy i strong io part because

of the ingenuity and skifls of our lebor force, especially in new economy sectors like IT. In light

of the rapid growth of the LS. Hispanic population, the gap in educational achievement between
Hispanics and their peers is a matter of ¢ritical importance for Hispanic young people themselves
and also to society more generally.



2. A BriEF OVERVIEW OF TRENDS IN HEBPANIC EDUCATION

Over the past 5 decades there has heen a marked increase in the educational attainment of
young Americans. Recent data indicaie that high school completion caies for young adulis (aged
”?5 -29} ure approximately 88 percent for both whites and African Americans, with the carhier

Chant 1. High Schoof Completion Rates of 25- 1o pronounced  differences ixzween the rages

'28-Yeu:-Okis by Race and Eihaicity disappearing by 1998 (Chart. 1)  Hispanics,
00 qowenn . however, have not.experienced the same gains.
o © The proportion of those vged 25-20 completing |

high school remains relatively Jow-—about 63 °
£ 53 percent in 1998—and, though daw are unavatlable

§ - for this series on Hispaz}ics prior to 1974, %ham has

been fittie growth In high school graduation rates
20 since thatl time.
U U Similasly. as demonstrated - in Chant 2, the

colizge complenon rate for Mispanics have lagged
Churt 2. Cofloge Completion Rates of 25- 2% hehind those of whites and African Americans.
Yegr Qids by Race and Ethnicly For whites the college completion rate—ihe
w I fraction  earning  buchelor’s  degrees—rase
significanty, from 6 percent in 1940 to 28 percent
in 1998, Despite some progress, racial and sthnic
gaps in college graduation rates remain Jarge.
| Cumently, only 10 percent of Hispanic adults aged
2529 have graduated from college.
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One raajor reason for the lower levels of |
education for Hispanics relative to non-Hispanics
is that new immigrams are much less educated. 1t we Jook only st Hispaics bomn in the United
States (“mative-born™), there has been clear growth in educational attainmeni. Census dala from

1970, 1980, and 1990 indicate that among working-age adults, pative- and forcign-bors Hispanics
trafl nulive-bors whites in average educaiional levels {see Table | on the next page). However,
the ¢dueation gap between whites and native-born Hispanics has been narrowing. In contrast, the
gap in average education between whites and immigrant Hispanics has become wider. Measures
of educational achievement for Hispanics such as those given in Charts 1 and 2 combm& the
rc!auveiy less educated mmgmm Hispanic group with those born in the United Stases”

1340 150 0E0 i1 1500 1850

"' Charts 1 asd 2 2rc based on Census data, which juclude both Hispanic and non-Espanic whites among
“whites” and similarly has some Hispanies included in the African American group, The gaps beiween
Hispanics and nos-Hispanics nre thus even larger than those pictured.  Prior 1o the mid-19605 anmal data
e uist available {the dotg in the chants indicate points for which data are available),

* a5 of 1997, 38 percent of the Hispanic gopuiation were foreign-born, compared with 8 percent of whites
.1.1‘_11:[ G peresni of African Americans.

" TFor additioss] analysis see fulian R, Betts and Muagnox Lofsirom, “The Educudenal Ataioment of
tmmigranie Trends and Imphiosdons,” Natiosasl Burean of Beonomic Reseurch Working Paper 6757,
Outoher 1998,
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Tabtle 1. Average Years of Education for Individuals Aged 16-64

1870 1080 1990
Men
Native While 1.0 12.7 . 129
Native Hispuni¢ - 05 10.9 114
Immigrant Hispanic 8.8 9.1 8.9
Waomen
Native White 1.5 124 123
Native Hispanic 9.2 1.3 1.3 :
Immigrant Hispanic §.4 9.0 91

Source: Beds and Lofsirom {1998), based on data from the U5, Census.

While the educational attmament of US.-born Hispanicy has been increasing over Gimg,
1.S.~born Hispanics continue 1o have Jower school complenion rates than do non-Hispanic whites,
The average high school completion rate for 23- (¢ 29-year-olds stood at about 80 percent for the
1995-1999 period, compared with a rate of 93 percent for non-Hispanic whites (Chart 3).* In
contast, the completion rate for foreign-borm Hispanics averages below 50 percent. Data on
dropout rates for those aged 16-24—the fraction of individuals who are neither enrolled in high
school nor have completed high school—show similar patterns. The drepout rate (fo Charnt 4} is
especially high for foreign-born Hispanics ("firsi generation imnigranis™) and for native-born
Hispanic youth who had at least one parent born outside the United States ("second goneration
immigrants™),” However, even for Hispanics who were born in the United States zud whose
parenis were also born in the United States (“third generation” or higher). the dropout rate was
approximately twice as high for Hispanics as for non-Hispanic whites—15.8 percent vs, 7.7

- .percent. Clearly the Hispanic education gap 18 not solely the consequence of relatively low

educatiopal atiainment among immigrant Hispanics. A central challenge for improving Hispanic
educational outcrsnes, then, lies in umproving the educational prospects of both imeigrant and
native-born Higpanic youth.

Chart 3. High Schoot Caméletﬁcn Hates 1995- GChatt 4. Eropout Rates (or Hispanis lmesigranis
- 16999 Aged 2529 s and Whileg 1988, Aged 16-24
100 -
ist By
e - : R
0 .1 : ey
v ) T ‘ :ém, %MS
§ i0 e , “? L i
$a0 . ] St g
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ng )
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b
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“ This completion rate of 93 percent for non-Hispanic whites is higher than the 88 percent completion rate
reporied in Chart | which is for whites geneeally {including Hispanic whitest. This analysis uses the
Current Population Survey (CPS) fur 1995 through 1998 Consisters with the defmition used by the
{Census Bureuu, this anaslysts {as well as all orther origingd snalvsls conducted for this report) defines
individuals us “native born™ if they were born in the Unhed States o sn ntlying area of the Unied Ssstes,
or were born in & foysign country bug had at least one parens Bon in tee United Swies.

* Phillip Kaufrun, o of, “Dropaur Rates i the United Swites: 1998, U5, Depuniment of Education,
Nutispal Center for Bducation Siatisios, November 1999, Their analysis compares thuse bom in the 50
siates and the District of Columbis 1o tose born clsewhers,



3. THE PATH 7O HIGHER EDUCATIONAL ATTAINMENT

Early education in the-home and 4l schoot appears 1o be eritical to successfully following
& path towards higher educational attainment. Evidence suggests that the ethnic education gap
can arige from learning differences at very young ages. One report using 1999 datn indicates that
amjong 3- 10 S-year-olds not yet enrolled in Kindergarten, Hispanie children were less likely than
non-Hispaaic children o vegularly engage in such “home literacy™ activities as being read o, wid
a story, or taught letters, words, or numbers. These home literacy activities in turn were found
gererally (o be associated with higher levels of “children’s emerging liweracy.”™  Thus, the
Hispanic children in the study were Tess likely to re{:ogzzzzc all letters, count to 20 or higher, write
their names, or read or pretend to read storybooks.® Suadistics also indicate that Hispanie 3- and
doygar-olds are less hkely than their wiite counterparts 10 be enrolled In carly culdhood
education programs, and are underrepresenied . Head Stan enolment.

At older ages. Hispanics on average trail non-Hispanic whites in reading and
mathematics pzeftc:zency {at ages 9, 13, and 17, &s measured by the National Assessment of
Educational Progress} Not surprsingly then, Hispanies on average also score lower than non-
Hispanic whites on eollege entrance exams,  This Jatter difference can be traced in part to family
background. Hispanic students who take the Scholastic Aptitude Test {SAT) are much less Hikely
than non-Hispanic whites to have a parent with a college degree, who might be in a better
position 1 assist a child in the college-preparation process.® Hispanic SAT wkers are also less
likely than their non-Hispanic counterparts ta have taken the Preliminary SAT {(PSAT).”

Careful research shows thal much of the disparity between the educational attainments of
Hispanics and son-Hispanic whites stems {rom large differences in- family background and
income.? One study found that by age 15, 44 percent of Hispanic children bad falien one or two
years behind the expected grade levelapparently because these studenis started school at older
ages or ware not advanced along with other children in their clementary school clusses. Only
about fiadf 155 many non-Hispanic white children (23 percent) had fullea behind their expected
grade level. Swuatisvesi analysis indicates that much of this educatiomal gap can be explained by
differences in family background charscteristics, such as bousehold income and pareats’
education. Furthermore, future prospects of completing high school and going on 1o college are
greatly diminished for children whe fall behind by age 15. For students who were 2 years behind
the expected grade level, 67 percent of Hispanics and 80 percent of non-Hispanic whites failed to

¢ See Christine Winquixz Nord, et al, “Home Literscy Activities and Signs of Children’s Emeeging
Llicracv 1992 and 1999, U.3. Department of Edugation, Natoml Center for Education Siatzsucs.‘.’.{}(}f}

T From the garly 19805 to present there hus beens improvement on these sc::)rzs for all age groups of
Hispunics, alihough only slightly for reading.
¥ About one thitd of Hispanic SAT takers have o parent with 1 college education, compared with more thar
batf of non-Hispanic whiies. See the Naticant Science Foundation, Wamm stinoritfes, und Persons with
E}m:bz?:ms in Science and Engineering: 1998, 1099. ‘

* Statistics also indicste that for Hispanic: groups as weli as for other racial and ethnic. groups, performance ..

,

on the American College Test (ACT) is cleasty comelated with family income” (Nationzl Sciense
Foundation, Wemen, Minorities, and Persons with Dizabilitios m Science and Engineering: 1998, 1998}
Thuse findings are relevanm for Hispanic lamilies 1a particular because family incomes are far lower for
I«i:s;mm:' households than pon-Hispanic white houscholds, | . :

¥ The research reporied in this parugraph is from Siephen V. Camum and James I Heckman, “The
Dynamics of Bducations! Atainment for Blacks, Hispanics, apd Whites,” Nutional Burzau of Beonomic
Research warking papee 7249, July 1999, The suthors emphasize the role that economic backgrouad plays
un children’s educationa! achiovement.



complete high school or earn a GED by age 24, Virtually none of these studems {1 percent of
Hispanics and 2 percent of non-Hispanic whiles) had suended collepe by age 24, Thus, a
dispanty in educational cutcomes appears among young children—long before they resch the
ages when they are meking decisions about completing high school and continuing on to coliege.

This evidence indicates that the ethnic disparities i high school completion and college
attesdance stem in large measuvre from a lifetime of disadvantage. The existing disparities must
be addressed amonyg disudvantaged stodents well hefore thoy reach the sges at which they are
- most likely to drop out of high school.

While evidence suggests that children from low-income families are Jess likely w be
college-ready {(by failing to earn a Iugh school degree or otherwise failing 1o acquire skills or
prepare 1o attend college)., researchers also argue that low family income can be an mportant
direct determinant of college atendance. /' The high cost of college education can pose a serious”
deterrent. Az ndicated in Table 2, high-income families are much more likely than low-income
families 1 send thejr children (o college, and they are particularly likely 1o send them to four-year
colleges.® The vast majority (90 percent) of students whose parents were in the top quanile of
the income distribution were pursuing post-secondary education within 20 mouths of high schoot
graduation, compared with only 60 percent of students whose parents were in the botiom quartils.
And of those lower income students enrolling in post-secondary education, fewer than half
‘enrolied in a 4-year college, compared with almost three-quarters of sindents from the (op IncOme
graup. Much of these differences in vouths® college attendance may arise from the differences in
preparedness for college just discussed, rather than from financial barriers. However, even after
considering  such family background influences, parentsl income remains an imporian
deteroninant of college attendance.

Tuble 2. l’ercénmge of Students from Families in Each Income Quartité Envolling in Post-
Secondary Schools within 20 Months of High School Graduation

Parental Income Quartile Total Yocstional, Z2-Year -Year

: Techuical College College

Top 50 5 19 60 . -
Second 79 O ' 28 48

Fhird 70 7 23 38

Bottom 60 10 22 28
Sowves: Kane (1999), based on data from the high school class of 1992,

‘ Young people, their families, and the broader community cominug to face the chullenge
of finding ways o insure that more disadvantsged young people complete bigh sehool and have
college access. This must include improving educationat prospects for disadvantaged children at
every level, and insuring that financial barriers do not prove to be an obstacle at the college level

" As of 1998 median ingome Ry Hispanics was 328330 compared with 342,435 for non-Bispanic whies,
Data from the 1993 Survey of Income snd Program Participation seggest thut the median net worth of non-
Hisponic white households was over 10 times that of Hispanic ouseholds, The 1998 Economic Report of
the President provides u detailed ovarview of rucial and ethnic disparity in income and asses,

7 Thomas J. Kane, "Rethinkiog the Way Americans Puy for College.” The Milken Instinute Review, Third
Quarter 19945,
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4. 'T'HeE IMPORTANCE OF EpuCanons #oRr Econosuc SUCCESs

On average. higher levels of education lead to better labor market ouicomes—ito bigher
rates of employment, lower rates of unemployment, and higher wages, And the wage premium
associated with education has nisen over time, In 1999, Hispanic men with 4 college degree
carncd 146 percent more than Hispanic men wio bad nat completed high school. In contrast, i
1979 his same premium was a much smalter 57 pereent for college completion. {(Over the same
period the premium for college education for all men in the work force rose similarly, from 57
percent to 147 percent.) The increasing presmum appears to stem from the increasing value that
the market places on technology-intepsive skills, mciuding compuoter skills that are used in
service sector jobs. The wage premivm for completing bigh school relative 1o dropping out hus
also risen over time for Hispanic men, increasing from 33 percent in 1979 1o 40 percent in 1999,
Recent resewrch suggests that employers seeking 10 hire high-school educated individuals are
looking for those with stromg cognitive skills {including mastery of basic reading, math, and
problem-solving skills). This preference for cognitive rather than manuul skills might account for
the rising pay premium for high schoo) education. .

L

Chant §, Barningy Premicm by Education The raw comparisons: in wages across
Bgiative 1o Sompleting Only Grade 10 or 11 education level described above do not take
High schocd Bispanc roigotem | GCCOUNL of sy d;ffareﬁ?es % age structure of
B Hisparn: nate-oa gender between workers in these groops. Chat 3
Some cotega NI 3 Hor-huspsie wivis demonstrates that after controlling for age and
. gender, the premium for education Is even Iugher
BABs for U.S-born Hispanics than for non-Mispanic
‘ e 3 , : b«

Hgs s (IEXEIXEXT whiles. tl‘hfz earnings premiuims, which show }he
sams | percent  increase  in earnings  for  speciiic

s s o - 2o Cducational levels retative 10 those who drop out of

Peccant high school after receiving 10 or more years of

education, gre given separately for non-Hispanic
whites, native-born Hispanics and foreign-bom Hispanics.” The general relationship between
educational attatnmeni and labor market success clearly holds for both Hispanies and noa-
Hispanics whites.”

B Specifically, these results are based on regréssion models estimated for each cthoic/nativity group using a
pocted sample of the 1995 through March 200G monthly dats from the OPS {with respondents in 1995
1998 included only in their last survey months and respondents in 2000 included oaly in their fourth survey
muonthy. The dependent variable m the log of imtlividuals” per howr sorniugs, and explanatery variabies are
gender, age (inchoded as indicator variables for Soyewr age groupings}, and edocationa! calegury (less than
grade ) as omatied cwtegory of grade 18 or more Bat no high school digloma, high school, some college,
BA or 83, greduste education), The analveis focuses on fuil-time workers aged 20 or okler who are not
scif-craploved. Earnings are convenied to Decomber 1999 dollars using the monthly CPI-U. Sample sizes
are 262,843 non-Hispanic whites and 30.650 Hispanics (just over haif of whom are foreign-born). Median
regression 15 used, which allows one safely w ignore carnings top-coding of the CPS data. Coefficients -
reported in Chart § are for educational levels of high school and abave, They are ransfoemed to rcpms@n'
pcm:m changes 1o bourly cummbu

The “garnings premiums” reported in Chart 3 reflect iy part the cuusyl efrr: t of sducation on w<>z’km
earnings (e.4., the increased ecarnings due 1 the higher productivity of workers in the labor markets). In
principle, these numbers may also reflect that on sverage workers who atiain higher edutation may also
have valued unobserved characteristics (such as nherent cogoitive abitity or pérsonal drive} that differ
from those with lower levels of education. Bvidence suggests that the premiums reported in ordinary
ragression analysis are ressonably good measures of the cauzal effecty of cducaiion on sarnings. {See

&



Singe Hispanicy have returas 0 education that are at least as great as those of nons
Hispanic whites, the generally lower wages carned by Hispanics anse in large part from their
lower levels of education. Specifically, over the last half of the 1990s, median hourly carnings of
Hispanics were one-third less than those of non-Hispanic whites, Native-born Hispanics earned
21 percent less than whites, while forzign-born Hispanics earned 41 percent less (Chart 6). Part
of these wage gaps are due 10 differences in gender and age composition; after adjusting for these
domographic facz{)rs the gup is 15 percent for native-born Hispanics and 39 pereent for foreign-

) ) horn Hispanics,  After controling for available

g:‘;*: 5'32*;;?’&"09;**" 2?9” ?*;‘Z?am measures of educational atainment, the gap
pefiesive o N TmpEre T Nes declines further to 6 percent for native-born
L Hispanics and I8 percent for foreign-bom

Hispanics. Pan of the remaining “unexplained

Statshicsi gap

Cuwtroibng lor |

s gaps” may be the conseguence of differences in the
tamagraptics ' quality and type of education al measured levels
Comting o W Hispan forelgnbor gfor exampig,. if nop—HisPanic whil;cs typica}ly I?ve L
i stion also HEW $Ikiapancs natve-om i communitics with higher quatity pubbe kgh

schools than Hispanics, or if immugronts educated
a w zzmm?ﬁ +6 st abrosd received  relatively  lower  quality

education). Additionally, these gapy may reflect
differcnces In language shility, variations in regional labor murkets, and any wage difforentials
arising because of discriminatory employment practces. {Among foreign-born Hispanics the
 differential might slso stern in pant from the inclusion of ilegal immigrants.} The central
conclusion, though, is that Tor native-born and immigrant Hispanics alike earnings disparities are
due in substantial measure to differences in cducational attainment.*®

EDUCATION AND FARNINGS: A CASE STUDY OF THE IT SECTOR

By most accounts the US. economy iz experiencing a technological transformation that
has changed the nature of work and placed 2 premium on 2 new set of skills  While this
wansformation has affected many jobs in the econoiny, there is a core set of occupations a1 the
forefromt of the revolution--occupations in information techaology (T In the last 10 veurs,
firms® expenditure on IT surged to become one of the fargest components of investment. And
employers appear increasingly to need workers with the problem-solving skills and technical
expertise necessary to efficiently utilize these new IT investments,

]

Phavid Card, “The Cuusal Bffess of Education on Earnings.” in Handhook of Labor Econonucs, va?;zm:: 3
edited by Orley Ashenfaher and David Cand, Nonth-Holland, 1890

# For ol of the analysiz uxing the CPS i 15 useful 10 node that some differences between native-born and
fresgn-born Hispanics may stem from the inclusion in the CPS data of illegal immigrants, many of whom
are presumably in s poor position 1o compele Tor good jobs in the Unlted Siates. For a discassion about the
presence of itlegal immigrants in the CPS data, see Guillermina Jasso, et al., “The New Imm%gmm Survey
Pilot {N15-Py:.Overview and New Findings About U. S Legal Iromigrants ai Admmsmn Demagraphy,
Febraary 2000

" The results about the importance of education for explaining the ethnic wage gap are consistent with
recent resciich indluztin,g, that three-quaniers of the wage gap between Mexican Americany angd nun-
Hispanic whiltes is attribotable 1o Mexican Americans’ selative youth, Brglish lenguage defiviensies, ad
especially their lower educationa! atiainment (Sweven J. Treln, "Why Do Mexican Americans Eara Low
Wages?" Journal of Politiend Economy, 19973
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This section examines the vole of Hispanic Americans in IT. The analysis provides a
vivid case study of the gencral probler of low cducational siainent for stpamz: Americans,
and the importance of closing the educational gap. >

Although there s no exact defimtion of an IT worker, there are 2 number of ocoupations
that quite clearly fall into the peneral domain of IT" The analysis in this report considers a
number of core T occupations for which dats are available from the Current Population Survey
{CPR}, a large nationally representative sample with information on workers' weekly carnings,
dernographic characleristics, and occupation. These core IT occuptions are:

_» electrical and electronic engineers;
s computer systems anafysts and scientists:
» operations and systerns researchers and analysis
= compuler programerers; and
*  compaier operators. . ' '

Drefinitions of these occupations are provided in the ﬁpp@enéi‘xx
IT Occupations: Rapid Growth and High Wages

The -combined employment level in these five cccupations has grown by almost 81
percent since 1983 {Chart 7), with particularly strong growth in the kst 5 years. In contrast, total
gmployment in the overail economy grew by just 32 percent singe 1983, Today these 1T

occupations comprise approximately 3.4 million

Chart 7. Workers Employad i T Qcmgzax;%s wotkers {about 2.6 percent of all employed

2,000 workers). Employment projections by the Bureau
ESCompuner operauve N .
B Gormgmas proacmraa . of Labor Stausties suggest that ‘rapid growth for
TG T DXOpersuons ressererens ; computer-related  occupaiions 15 expected (o
BiCompuier sceniale cominue well into this century.

W TiacinoE enpinenry

g

ety of wakers

E

Within specific occupations, the most
S notable feature is the strong and steady growth of

C computer systems analysis and scientists. In 1983,
o -l this occupation had just over 2 quarter of 3 million
1863 g workers, or 14 percent of the toml IT workiorce.

_ e By 1999, there were 1§ million workers m this. -
g:;;z; Median Wagkly Barmings of FultTime o ocupation, or 48 percent of the total. Also notable

P = 35 the decling in the number of compuler operators,
a8 porbaps  stermmuty, from changes in computing

Gomgate pason m W technology.
CamSuier I —— ' :
Direen s sreascrere _—a : In  addition to experiencing high

D— - employment growth, these occupanons are gisa

| characlerized by high wages (Chant &) Median -

Elogtaral engnanss % ) A

: — weekly eamings for fowr of the five [T

& *“‘imﬁz‘;; f?@ 130 geeupations—-all bt computer operators—-aasily
N g

+
s

" For & fuaber discussion of these and related fssues see Carol Ann Meares ot al., “The Digital Warkforee:
Buiiding infotech SKills at the Speed of Innovation.” I} 8. Department of Commerce, Office of Technology
Palicy, June 1999



exceeded median weekly earnings for all workers in 1099 as well as in 1989, The median
eurnings for the highest-paid IT eccupmiion—elzetrical and elecwonic engineers—waus almost
twice thut of all workers (1073 vs. $549 in (99},

Hispanics in I'T Occupations ‘

As i many other higher-paid ocoupstions. Hispanic Americans are severely
underrepresented 1n IT. There 35 some indication that this underreprosentation has improved
modestly over the last decade.”® Nonetheless, an cxantination of duta from the CPS shows that
over the late 19905 11995 o the most recent available data, March 20003, Hispanics represented
11 percent of all employed waorkers, but only 4.1 percent of the workforce in these five IT
ocoupations. . '

. The undervepresentation of Hispanics in IT contributes 10 the ethnic economic gap
because Hispanics and non-Hispanics alike earned far more in IT thun in other occupations.
Median hourly carpings for non-Hispanie whites i IT were 62 percent higher than for nos-
Hispanic whites in non-IT occupations, and Hispanics earned twice as much in IT as in other
occupations. Moveover, evidence suggests that Hispanics in [T camed only modestly less than
similar non-Hispanic whites: In an analysis of eamings that accounts for differences in education,
age and gender, native-born Hispanics eam about £ peycent less thun non-Hispanic whites. And
foreign-bom Hizpanics earn an additional 2 percentage points less than native-bom Hispanics (2
difference that is not satistically significant).”  The “unmexplained”™ pay gap of 6 percent is
comparable o the 6 percent gap that emerges in the geoneral labor market for native-born
Hispanics whep controlling for demegraphics and education.

. The general corclusions about Hispanics in [Tw—(hat Hispanics earn only slightly Jess
thun pon-Hispanics but ure greatly underrepresented in ITware reinforced when a somewhat
broader set of science and technology occupmions is examined.”™ In this expanded sampie an
analysis that controls {or age, gender. and educaion indicates that native-born Hispanics sam

¥ This conclusion comes from comparing average representation of Hispenics in IT occupations in 1987-89
with 1997-99 (using variows issues of Employment und Earnings from the Bureuu of Labor Statistics).
There were increases in Hispantc represemation i fowr of the occupationsw-compuier operators {up 1.1
percemage points to 7.1 percent}, computer programmers {Up 1.2 percentuge points to 4.4 percent),
compisier seientists {up 1.0 percentsge points 1 3.6 percem), and elecirical enginesrs fap 1.5 percentage
points 10 3.9 pyvent). There was s decline in Hispanic represemation for operatinns researchers {2 0.8
Fazcmmge: point drop 10 3.4 percent). ‘

This i based on & regression model estimated vsing a pouled sample of the 1993 duough March 2000
mombly UPS duta, with g dependent variable log of iadividoals’ per howr earnings. snd explanatory
varighies, gonder, sge cmegory, Hispanic and foreignborn Hispamc indicuters, aod educational cutegory
fless than Hgh school, high school, some college, associme degree, BA or BS, snd graduate educstion},

The slysls fotuses oo full-time workers aged 208 or older who are not self-employed, Earnings are ‘

convened 1 December 1999 dollars asing the monthly CPL-UL The sample includes Hispanics and noun-
Hispanie whites, The sampie hag 8469 individoals, including 355 Higpanics, Median regression was used.
The coslfizient for the “I*i:zpamc" indicator was Significantly different from zero (-gtatistic of ~2.0), and.
Horeign-born Hispanic™ was not (i-staisiic of -0.5}.

* Phis broader set inclodes the 5 JT occeputions and also engineers of all types [amaspace, metaliorgical.
and materials, mining, peiralewrn, chemical, nuclear, civil, agricultueal, industrial, mechanical, marine and
naval architects), wmathematical scientists (including actuaries and  sunisticlans), natural  scientists
(physicists and astronomers, chemists, atmospheric and space scisntists, geologists and geodesists, physical
seieniists, agricultoral and food sciontists. biologieal snd Hife scientists, forestry and conservation scientists,
apd medicsl scientisisy, and teohnichans of 2B sorts (elecistoal and electronie, imdustrial engineering,
mechanicat engineering, enginecring, binlogical, chemscal, and stience technicians).
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ubout 4 percent jess than noa-Hispanic whites, while forcign-born Hispanics earn an additional 2
percentage poinis iess than native-born Hispanics (eurnings differences that are not statistically
significant).® However, 4 large gap exists in Hispanic employment: Hispunics are 1} percent of
all zmployed workers but only 4.3 percent of workers in- these science and technology
OCCUPALDNS.

As detailed in o 1999 Office of Technology Policy repont, the Jack of Hispanic workers in
these high-paid and rapidiy-growing occupations stems from disperities in education that exist
among young people prior to entering the labor foree” In particular, tho report indicates that as
of 1996 Hispanic college studenis earned bachelor's degrees in science and enginesring al the
same rate as whites {33 percent of students major in science. or engineering).  Aud rales are
comparable also in enginecering speeifically {3.3 percent for Hispanics and 4.9 percent for whiies)
and computer science (1.8 percent for Hispanics and 1.7 percent for whites). The shortage of
Hispanics in new economy jobs is not B consequence of Hispanic college studunts shying away
frome technical fields.  Instead, the key 1o increasing Hispanic representation in science asod
engineering appears (o be identifying and implementing strategies to increase the overall pool of
Hispanic undergraduates.

&, CONCLITING REMARKS

In light of the rapid growth of the U.S. Hispanic population. the gap in educational
achicvement between Hisparics and their peers is 2 matter of cnitical policy importance.  This
report ernphasizes a number of salien: facts on this syue. Firse, there is @ large gap between the
education of Hispanics and non-Hispanic. The cthnic education gap stems in pant from the
comparalively low levels of education smong immigrant Hispanics. However, while there has
been improvement in the educational schievenent of native-borp Hispuanics, much of the gap 18
the vonseguence of poor educstional outcomes among native-bom Hispanics,  Closing the
cducation gap will require improved educational outcomes for immigram and non-tmrnigrant
Hispanics alike. Second, this ethaic gap in education is a strong contribuling factor to a
corresponding gap in economic outcomeas. Hispanics enm substantiaily less than non-Hispanic
whitas, in large measure becavse of the edocation gap. As a key example, the education gap
coptiibuies 1o 8 serious “dightal divide™ in employment in IT occupations and other scieace and
teehmology jobs. Hispanics wha work in these occupations generally have high eamingsw-only
mtderately jess 4 to § percent) than similar non-Hispunic whites, However, Hispanics are
severely underrepresented in these new eoonomy occupations in part because relatively fow
Hispunics achieve the necessary educational tevels, Underachievement in education hurtg the
future prosperity of the students themselves and also réduces the number of workers in the labor
force prepared 10 comiribute in new economy jobs,

Research described in this report suggests that the relatively poor educationy] outcomes -
of Hispamic youth ofien stem from a lifetime of disadvantage. The solution 10 the education gap
lies in finding and implementing initatives that not only target students at the ages when they are
miuking decisions about completing high school and continuing on 1o college, but that also focus

' T sample s 718 Hispanics and 16,495 noo-Hispanic whites. The coefficient for “Hispanic™ is not
sigaificam {e-statistic of ~1.6) nor i3 the cuefficient for “foreign-bom Hispanic™ {t-statistic of -0.6).

“ The Digitel Work Force: Buikling Infotech Skills at the Speed of Innovation,” LS. Department of
Commerce, Office of Technology Policy, June 1999, This reporl also bighlights that womien generally are
underrepresenied in IT otcupations.  Io contrast 1o racial and ethnic minorities, women sre under-
represented booause they are less likely 1o choose science and enginesriog fields when in anliege.
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on children earlier in the educational process. In short, the education gap must be addressed at all
age levels, The accormpunying box lists somie of the ways m which the federad government is
seeking to improve educational outcomes for U.5. youth—programs that indeed focus on all
educational levels. If the ethnic education gap Is 10 be narrowed substantially and rapidly, major
efforts will be required from farmlies and communisies. and from the private and public seetors at
all kevels. '

' Examplcs of Federal Government Efforts (o mprove Educational Opportunity,

Research indicates that the early preschool years, when human ability and motivation are being
shaped, are critical.to skill formation. Developrmental programs that intervene early in life have
been shown 10 be more cost-effective than later attempts at remediation. One such program is the
federally funded Head Start program. which, since 19635, has provided comprehensive
developmental services for low-income preschool children as well as social services for (heir
families. This program has been shown 1o have large positive effects on test scores and schooling
attainment for Hispanic children specifically, (See Janet Currie ind Duncan Thomas, “Does Head
Start Help Hispanic. Children?” National Bureau of Economic Research, working paper 5805,
1996,) The success of Head Stant has prompred the Administration to nearly double funding for
the program since 1993 and to sesk a $1 billion (19 percent) increase in funding for the program
as part of the: fiscal 2001 budpet,

As part of their agenda to improve public education, President Clinton anéd Vice President Gore
have msisted on high standards for all studeats; demanded accounuability for results, and
expanded investment in strategies simed at raising student achievement, The Clinton-Gore
education agenda has focused op reducing class size in the early grades, expanding after-school
and summerschos opportunitics, ensuring access 0 cducational technology, improving teacher
guality, and cxpanding public school chotce. (The 2000 Economic Report of the President details
- federal inbiatives targeting each of these agenda items.) As pan of the Hispanic Education
Action Plan, the Administration has requested funding in the fiscal 200) budget for programs that
will improve the sducation of Hispanic students, including Title I grants to local educational
agencies, bilingual education, migrant education, an aduit English literacy initiative, and
programs 10 help Students prepare for and complete collepe.

Finally, the {ederal government has a number of programs to aid students in preparing for post-
secondary education snd to help make college affordable. GEAR UP partnerships of middie
schools, eolleges, and Communily organizations provide low-income students with mentonng,
tutoring. and information on financial aid, sarting no later than 7 grade, Another example is the
TR programs——aducational outreach programs designed to motivate und support students from
low-income families. Other examples include programs that provide financially needy students
with gssistance, most prominently the $4.9 billion Hope Scholarship, $2.4 billion Lifelong
Leaming tax credits, and $7.6 billion provided in the 2000 budget for Pell grants.
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APPENDIX. DESCRIPTIONS OF IT OCCUPATIONS STUDIED IN THIS REPORT

Electrical and Electronic Engineers design, develop, test. and supervise the manufacturing of

electrical and electronic equipment. These engineers specialize in different areas such as power
generation, transmission, and distribution; communications; computer clectronics; and electrical
equipment manufacturing -— or a subdivision of these areas. They design new products, write
performance requirements, and develop maintenance schedules. They also test equipment, solve
operating problems, and estimate the time and cost of engineering projects.

Computer Systems Analysts, Engineers, and Scientists is a category which includes a wide range -

of computer-related occupations. Systems analysts solve computer problems and enable
computer technology to meet the individual needs of an organization. Computer engineers work
with hardware and software aspects of systems design and development. Computer scientists
include a wide range of computer professionals who design computers and the software that runs
them, develop information technologies, and develop and adapt prmc:ples for applying computers
to new uses.

Operations Researchers and Analysts conduct -research and perform analyses to support
management in increasing the performance of an organization. Managers begin the process by
presenting the symploms of an operations-related problem to the analyst, who then formally
defines the problem and selects the most appropriate analytical technique to examine it. Upon
completion of the analysis, the analyst presents management with rccommcndanons based on the
results of the .malys:s

Compurer Programmers write, test, and maintain the detatled instructions, called programs or
software, that computers must follow to perform their functions. In many larger organizations,
programmers follow descriptions’ that have been prepared by software engineers or systems
analysts. The transition from mainframe to personal computers has blurred the once rigid
distinction between the programmer and the user. Increasingly, adept users are taking over many
of the tasks previously, performed by programmers, such as writing simple programs to assess
data or perform calculations. -
Computer Operators oversee the operation of computer hardware systems (o ensure that they are
being used most efficiently. These systems include mainframes, minicomputers, or networks of
personal computers. Computer operators must anticipate problems and-take preventative action,
as well as solve problems that occur during operations. Increased automation and other
technological advances are ‘shifting the responsibilities of many computer operators to areas such
as network operations, user support, and database maintenance,

Source: Bureau of Labor Statistics, U S. Dcpdrlmcm of Labor, Occupational Om.’ook Handbook, 2000-01
Edirion, 2000.
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THE ECONOMIC IMPACT OF THIRD-GENERATION WIRELESS TECHNOLOGY

ENECUTIVE SUMMARY

¥

“Third-generation™ (3G) wireless technology provides high-speed mobile aceess to the Internet
and.other communications networks. This technology offers sigmficant benefits to consumers
and telecommunications providers and complementary benefits w the U.S. economy. 1tis urgent
that the United States follow other advanced countries in making adequate spectrum available for
3G apphications. This report documents the hkely benefits of 30 technology and explains why
.- adeguate spectrum is nceded to provide these services efficiently. The key poinis are these:

Telecommunications and the Internet are among the mast impertant sectors of the New
Econemy. Telecommunications represented 3 percent of GDP in 1998, having grown at & 7
percant annual rate over the previous 10 years. Wireless carriers employ over 150,000 peo-
ple in the United States and generate $44 billion in annual revenue, At the end of 1999, the
United States had 86 million wireless subscribers; today that number exceeds 100 miilion.
By vear-end 2000 there will be over 600 million wireless subscribers worldwide. The Inter-
net has spawned thousands of companies, as entreprensurs have raced i provide confent,
commerce, and new services to consurners and firms. Consumers ;}urchaceé $5.5 billion of
goods and services over the Internet during the second quarter of 2000 alone. Sales over the
Internet between businesses are estimated 1o hit $231 tillion in 2000, up from only $43 bil-
Hon in 1998, The most successful Imemet siartup {:Ompames have created %mnércés of bil-
Hions of dollars {}f market valpe.

Third-generation wircless technelogy combines two powerful innovatiens: wirdless
communications and the Internet. Today’s wircless devices are designed to transmit voice
and brief wx! messages and canmot handle digital multimedia and other bigh-handwidth
Internet content. 3G devices, by contrast, provide high-speed mobile connections 1o the
Intzrnet and other communications networks, giving users full access 1o the rich content and

- commercial possibilities of the “information superhighway.”

This new technology promises substantial benefits to consumers, produocers, and the
gceonomy as a whole, The annual consumer benefit from today's wireless telephone services
is estimated ot $53-$111 billion, The consumer bepefits from 3G services will likely be of
this order of magnilude. , Providers also stand to reap substantial gains, Receatly completed
3G spectrum auctions in Europe have raised $150-$600 per capita. These auction revenues
indicate the expected producer benefits from operating 3G Licenses.

To provide 3G applications most efficiently, adequate spectrum must be made available

for commercial use. In telecommunications, the most important scarce resource is spee-
trum.  ‘While current 138, carriers can develop 3G applications using cucrently allocated
specirum, the allocation of additional spectrum could lower the cost of bringing 3G 10 U.S.
consumers, MHowever, parts of the spectrum being considered for 30 zzp;ziicanms are already
in use.


http:import.mt

¢  Delays in introducing 3G preducts and services can be costly. Besides the foregone bene-
fits W0 3G consumers and providers, delay may be harmful o US. firms seeking to provide
complementary products and services. Early investments are necessary to develop a vibrant
U.S. industry for 3G applications. Knowledge spillovers, which are important in high-tech
industries, 1end to be geographically localized., Finland, which allocated its 30 spectrum -
censes in March 1999, has already taken the lead in developing an industry 10 provide mobile
applications.

s  Government policy in allocating spectrum must weigh carefully all benefits and costs,
Consumer benefits, provider profits, and the potential benefits of industry leadership should
be weighed against the possible costs of moving incumbent users 1o ensure that adequate

- gpectrum 18 made available for 3G applications.



Toe Ecovomic IMPACT GF THIRD-GENERATION WIRELESS TECHNOLOGY
1. INTHODUCTION

© The U.S. economy has performed remarkably over the last several vears. Productivity
. growth has accelerated from about 14 percent per year from 1573 10 1995 1o about 3 percent per
year from 1995 to 1999. This acceleration is heavily related to technology, both the investmen
in JT hardware and software and the extraordinary productivity of the industries producing the
technology. Between January 1993 and September 2000 the total market value of fimss on the
NYSE and NASDAQ increased by 400 porcent. Knowledge and intangible capital are inureas-
~ingly important: R&D spending bas soared. along with the numbers of patents, '

At the heart of this “New Econony” lie a series of dramatic technological innovations.
Advances in computing, information storage, and data transmission have reduced costs, created
new markets, and expanded existing markets, These innovations came from a remarkable flour-
ishing of entrepreneurship, often concentrated in Silicon Valley and other hugh-technology corri-
dors i the United States. Firms and other organizations have moved quickly to exploit the op-
portunities provided by these new technologies. Firms are spending billions on enterprise sys-
tems, sophisticaed software and hardware. packages that irdegrate ordering, procurement, in-
ventory, finance, and human resources. Consumers arg offered an increasing arvay of goods and
services for communication, enterainment, shopping, education, and other activities. In some
industries, firms are taking advaniage of technological improvements by expanding and consoli-
dating their operations 1o reduce costs; in other industries, startup companies are using technol.
ogy o create new products and markets. These changes explain a large pontion of recent. .S,
productivity gains, :

The telecommunications sector has beens a primary beneficiary of these technological ad-
vances. Radical improvements in computing power, along with healthy competition in-the
" communications sector, have reduced the costs of communications dramatically. As costs have
fallen, and capabilities have expanded, the wireless telephone and pager markets have expanded
rapidly. Wireless carriers employ more than 150,000 people in' the United States and generate
over $44 billion in anncal revenue (see Figures T and 2). Mobile-phone penetration in the
United States now exceeds 35 percent. Today, the number of U5, wireless subseribers exceeds
100 million. Expcrts estimate that by year-end 2000, there will be over 600 million wireless sub-
scribers worldmde ' ‘

‘The Internet is also transforming the ways individuals and organizations communicate
and manage information. Nearly 54 percent of 118, households have access 10 the Internet and
surveys indicate that over 30 percent of U.S. businesses will sell products online in the year
20007 Tradiional firms and new firms olike are campeting to deliver consumers higher-speed
aceess 1o the Internet and more sophisticaied services for this new medium. Infernet sules to

! Cothular Telephone indusiry Association (www, WON-CONL, com] Electeonic Trend Publications, *The Warldwide
Wireless Net work ™ July 2000.

P NUA [nternet, “How 'vlany Online,” September 2000 (v. WO, iesuvevsfthow many onlhwy, imeragt Economy

indicatars, October 6, 2000 (www internetin ety B

liggiong


www.inlcrnetimlicUlopj
www.tl\l::l.ic:survc\.s/hnw
http:rccen1.LS

Figure 1, Annual Revenue of LS. Mobite Figurg 2. Direct Wirploss Bripioyees of US.
Talephone Carriers {1985-1999) Proviters at Year-Eng {1588-1808)

) Roarrer Revenus

o Sarvice Revenue

fioliars {Billions}
ocwnaBRBHadess

P i gy

R
pradre i 1 e TR e AN

Thousais
A EEEEEEER

3

i
Ry wRs YR} NER NE NN WO BGT IRV W€ BES WS RO 08T wT WES WES WOT WO WBE VN0 W0) B0F 1RSI RS RS T

Sowrce: UTIA Semi-Annval Wircless Survey, 1999,

consumers—so-called B2C ecommerce—were $5.5 billion for the second quarter of 2000 alone.?
Sales over the Internet between businesses (B2B) have increased even more dramatically. B2B
sales are estimated o hit $281 biltion in 2000, up from only $43 billion in 1998,

‘The latest advance in mobile communications technology, “third-gencration” {30} wire-
less, will be capable of combining the powerful technologies of wircless communications and the
Internet.” Today’s wireless service, used for-analog and digital cellular phones and pagers, was
designed to transmit voice and brief text messages. These devices transfer data at relatively slow
speeds, around 9.6 kilobits per second (kbps)’—significantty slower than conventional 56 kbps
dial-up modems, 3G devices, by contrast, will transmit data st speeds between 144 kbps and 2
megabits per second, about as fast as a cable modem or digital subscriber line. Increasing the
data-transfer rate allows mobile phones, hand-held computers, and other products to become
muliimedia access devices, Further, the international standards that have been developed for 3G
allow global roaming with a single device.’ ’

The market for high-speed, or “broadband,” wireless access hags tremendous potential,
Broadband applications such as streaming audio and video are already becoming increasingly
papular on the Internet, a5 evidenced by the rapid growth of high-speed cable and DSL modems.

> US. Deparvnert of Commerce, Press Release, August 51, 2600,

* Forrester Research, low, *Resizing Online Business Trade,” November 1998,

® Fisst-generation ( 16} wireless phones, intreduced in the United States in 1983, use analog technofogy to teangmit
voite calls. Sucond-generation (2G) wireless phones use digital technology and were introduced into widespread
sommercial service in 1986 following the FCC’s auction of PCS spectrum licenses in 1994 and 1995, While bath
techinalogics are corrently used Jo the United States, since 1999 the number of 2G subscribers has exceeded the
nunther of 14 subsenbers, Judy Berek, “A Brief History of PCS {Digital Cellular) Technology Development in the
United States,” April 1998 (www.pesdata.comdbistory htm); Federal Communieations Commission, Fifik Comperi-
Han Report, Avgust 18, 2000., \ . ’ .
® Competitive Intelligence Publications, 3G Mabile: Future Markets,” Research Report #103, Chapter 2, May 2000
(Cwwe slectranica.colrepartsielobalfelr 63 hundl.

T Throughout this document we generally use “3G™ 1o refer to the entire class of High-speed wirsless communica- |
tions technologies, Other writers distinguish between 30 and an intermediary sot of technologies, *1.3G. which
offer mebile dita sepvicss at rales beiween 56 kbps and 144 kbps, the speads of conventional madams and 1BDN
tines, respectively, Both 30 and 2.3G will offer subsiamial upgrades to e existing mobile data iransmisginn gopa-
iitities, and development of both technologies benefit from aliocation of additional spestrum.




As these and other applications multiply, wireless devices will require 3G capabilities 10 acoess
existing Internel materials, along with new Inlernet sites optimized for niobile access. The
bandwidth provided by 3G facilitates secure mobile commerce, real-time videoconferencing, on-
Ling gaming, and other, nob-vet-imagined applications, The 3( iechnology also gives the user an
“ahways-onl’ mobile Internel connection.

More importantly, the development of 3G technologies will encourage investment and
imwovation in complementary services such as specialized content and billing and payment sys-
tems. The Internet has spawned thousands of companies as ¢ntrepreneurs have raced 1o provide
content, products and new services to consumers and 1o firms. The most successiu! of these
startup companies have created hundreds of billions of dollars of marker value and have im-

- pacted the economy dramatically. The combined market capitalization of 15 leading internet ap-
plications compares—Yahoo, Verisign, eBay, Inkiomi, Commerce One Amazon, OMCGI,
[nfospace, Vignette, Lycos, Internet Capital Group, Akamai, Real Netw oz‘k@ Heal-
theon/WebMD, and Cacheflow—swas $193 billion on Octeber 2, 2000 An appropriate alloca-
tion of commercial specirum licenses and other policies that favor investment have the potential
o unleash a wave of novation in 30 applications. The impact of these vet-w-be-developed
applications is impossible 10 predict precisely, but history suggests that they may be profound.

Several other countries, including Finland, Japan, Spain, the UK., the Netherlands, and
Germany, have already allocated new spectrum specifically for high-speed wireless devices and
applications.® It is urgent that the United States follow other advanced countries in making ade-
quate spectrum available for 3G applications. As explained below, delay is costly.

; _

This report documents the Hikely benefits of 3G technology and explains why an sdequate
supply of commercial spectrum licenses is needed to provide these services efficiently. In gen-
eral, benefits of technological innovation accrue to the consumers who use the new technology,
the producers who provide it, and other firms that supply complementary goods and services,
Introducing new technologies is also costly: research and development must be funded; existing
technologies must be modified or abandoned, and new capital must be provided. In telecommu-
nications, the most important scarce resource s specirum. Commercial spectrum licenses allow
firms to transmit daia over a particular frequency in a partieular area. To provide high-speed and
other wireless applications efficiently, specirum must be 3 locaie& o s hxghesz valued use. This
may require a reallocation of spectrum. .

2. BEREFITS FROM NEW TECHNOLOGIES

Techaological inngvation does nol'oceur in a vacuum; it requires a particular structure of
incentives and msututions. Firms” demands for new technologies are derived from consumers’
demands for new products and services. Those firms that quickly lzam 1o satisfy consumer
needs stand to reap substantial gains, particularly in markets where network effects and first-
mover advantages are important,  There can also be significant splilcver benefits (o ﬁz‘ms that
provide complementary goads and services,

-

¥ Buropean regulaters have mandated that newly aliocated specirum be vsed anly for 3G technology. U.S. law geos
erally permiis cacriers 10 use iheir allocated spectrum for & variety of technologies, .
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A, Benefits 1o Consumers

The potential consumer benefils from introducing 3G lechnology are substantial.  While
it is impossible 1o predict the precise demand for any fulure product, ong can sec the order of
magnitude by studying the introduction of related technotogies. For instance, a well-known
study aiiempts to measure the “consumer surplus™ created by the introduction of analog cellular
service (1G)”  Economists define consumer surplus as the differcnce between the prices con-
surers actually pay and the maximum amounts they would be willing to pay for a particular
good or service. Consumer surplus is thus a measure of the net benefits 10 consumers created by
a particular market. Using data on price snd number of subscribers in the top 30 cellular phone
markets between 1989 and 1993, the smd} estimates that consumer surplus ;&memmd by the in-
troduction of the cetiular telephone was in the range of $31 hillion to $50 billion per yewr in con-
stant 1994 dollars.'® in light of such potential benefits, delays in the introduction of these serv-
ices can be extremely costiy to consumers.

How have the benefits from the introduction of digital wireless {2G]) compared with the
benetits of (1G)7 Z}péawd calculations estimate z?za‘z the combined consumer sargzlas from 16
and 26 was between $57 and $111 billion in 1999 This new consumer surplus is the product
of several factors, First, to the extent that consumers value the quality improvements such as
umproved clarity provided by digital wircless, thelr willingness 10 pay nises and overall demand
increases. Second, because digital wircless uses spectrum more efficiemly, providers can offer
the same service at lower cost. Consumers benefit 1o the extent that providers pass along these
gains through price reductions. Third, allocating new spectrum for digital wireless introduced
new competitors into the market. The average number of competitors in major metropolitan ar-
eas has increased from two o more than four, Increased competition pressures firms to lower
costs, ensuring that the cost savings from technological improvement are passed on 1o consum-
grs,

The combined results have been dramatic, as shown in the figures below. Following the
allocation of new spectrum for digital services starting in 1994, total wireless use has risen
sharply, prices have fallen rapidly, and subscribership has inereased substantially. As shown in
Figure 3, wial minutes of use by U.S. wircless customers more than tripled-from 1993 1w 1999,
" Puring the same period, consumers’ {ully weighted cost per minute dropped by nearly 30 percent
{(Figure 4), and average local monthly prices fell from $51 in 1983 1o $41 in 1999 (Figure 53 In
1999, more than half of afl mobile subscribers were using digital techaalogy (Figure 6).

¥ furey A, Housman, “Valuing the Effect of Regulation on New Servicns in Tolesonununications,” Brookings Papers
i Economic dativity, M:cmemzamzes{i%?}, pp. =37

* An eartiee study concluded that the total consumer welfare loss from the 10-vear delay in ficensing the cellular
{133) spectrum wi 386 billion in 1991, o7 2 percent of GDP in 1983 when the Bcensing finally oocurred. ), Rohlds, €.
L. dackson, and T, B, Kelley, “{isiimaw of the Loss 16 the United States Caused by the FCC's Delay in Licensing
Cellular Telecommunications,” National Economic Reszarch Associates Report {1991},

¥ Jerry A Hausman, “Mobile Telephone,” Hundbook of Telecommunications Economics, forthcoming,
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Moreover, digital wireless has allowed new services, such as voice messaging, text mes-
sag,ingg and caller ID, 10 be integrated into mebile phones, The introduction of voice messaging
services for hasic telephony eoreated an estimated 31.3 billion in consumer surplus in constam
1994 dollars.™ This technology, which is included in the service provided lo many digital wirg-
less subscribers, may be even more valuable to consumers when cemomed with the fraeziém that
mobility prowdes

. Consumers in other countries are already enjoying wireless Internet applications using
2G technology. In lapan, {or example, Nippon Telegraph and Telephone’s DoCoMo subsidiary
has launched a service called f-mode. Over 10 million Japanese customers have subscribed.
Subscribers use an i-mode phone that can send and receive g-mail as well as access websites op-
timized for tiny sereens. With a thumb-controlied jovstick, subscribers can tap into online news,
" browse through restavrant guides, buy airline tickets, and trade stocks, Using another technology
calied wireless application protocol (WAP), several European firms have turned phones into

2 Hausman, “Valuing the Effect of Regulation.”

P Hausman, “Telecommunications: Building the Infrastruciure for Value Creation,” tn R. Nolan and 8. Bradiey,
eds., Sense and Respond (Cambridgs, Mass.; Harvard Business School Press, 1998}, provides 2 method to sstimate
an upper and lower baund for consumer surplus for aiber gonds using Himited data, and he applies'this method o
internst access,



" electronic wallets, allowing customers 10 pay for goods and services via their mobile phone bill |
rather than via credit cards or cash, According 10 recent news reports, Finnish consumers can
make vending machine purchases, pay rent, phone, or electricity bills, and pay for parking spaces
with their mobile phoncs. ' » '

Possible 3G applicationg are ¢ven more impressive, According to the Inigrnational Tele-
communication Union (ITUY, 3G devices will be compact enough to it nlo a pocket or handbag
and will integrate the functions of a range of existing devices. The ITU suggests that the 3G de-
vice '

will funciion as a phone, a computer, a television, a pager, a videoconferencing comer, a
neswspaper, a diary and even a credit card. [It will] support not only voice communica
tions, but also real-time video and full-scale multimedia via a screen that can be pulled-
out and flexible, h will alse function as a portable address book and agenda, containing
all the information about meetings and contacts and able to remind you automatically be-
fore an imporant appointsient or sutomatically conneet fo an audio or videocon{erenee ot
a specified time. 0 will automatically search the lotemst {or relevant news and informa-
tion on pre-seiecied subjects, book vour next bolidsy for you on-line, and dowsnlcad 2
bedtime story for your obild, complete with moving pictures. 1t will even be able 10 pay
for gonds when vou shop via wireless electronic funds transfer. in short, the new mobile
handset will beeome the single, indispensable “life 1001, carried everywhere by every-
one, just like a wallet or purse is today."*

B. Benefits to Providers

In a dynamic, rivalrous market such as the U.8. twlecommunications market, firms com-
pete aggressively o provide new gonds and services to consumers.  First-mover advantages can
be important in many telecommunications markets, 5o the profits from establishing an early Tead
in these markets can be substantial, Of course, the precise value 1o U.S. operators of addinonal
spectrum for 3G technology is uncertain, A simple analysis of the existing wireless industry in-
dicates that, in the aggregate, U.S. wircless operators eamed 5238 million of revenue per MHz
under the existing spectrum allocation in 1999, At similar rates, an additional 150 MMz of spec-
trutn could bring an additional $35.7 billion of service revenues per year, deponding on what
services are provided. Mobile data technology may aiso facilitate new business models for pro-
viders, as revenues from -advertising, licensing content and applications providers, {ransaction
pracessing, and billing may augment or replace the traditional fee-for-service (subscription)
model. : :

A second, more precise measure of the order of magnitude of provider benefits is given
-by the recently completed auctions for 3G spectrum in Europe. Auctions in Germany and the
UK. raised $46 and $35 billion, respectively, representing 1otal payments in excess of 3500 per
infliabitant in these two couniries. An avction in the Netherlands raised about $2.5 hillion, or
$150 per inhabitan. Table | describes the results of these auctions,

* fmermational Telecommurtication Unien, “The Next Generation of Mobile Communications,” October 10, 2008
{hotme s dn indint/what w2 vdeensindes. huntd.




Table 1. Comparison of Ruropean Spectrum Auctions

LUK Genmany Metheriands
Start Gate 32000 7E32060 TAORZDOG
£nd Date 47272000 BATRG00 42472000
Net Procerds $35.4 bilion £44.2 bitlien $2.5 billion
(225 98 8 DM)
Net Procesds $558 $583 3158.4
per Lapita
Number ¢f Ligenses g ' Sl I
Fees Paid by Win- £7.1 bitfion §7.7 tiilion $4.5 hithon
ners
Winning Firms +  Vodafone Aidouch . Béaz.whe Telekormn Libertet (vetherands)
{parant company UKy L (Gernany} KPN Mobite (Nether-
country of orgin) « BT Celingt (UK} +  Viag Tetakom {Brilish tands)

+  Orange (France Tele- Telovom) fhchtone (Nether-
con +  Mannesmann {Voda- lang's}

e Dreilne Deutsche . fana) Teifort {Brtish Tele-

" Teferom} +  Telefonica { Soners oom;

»  Telesysiem interna’ {Spain / Fintgrsd 306 Biug consortium
tional Wireless {Tele- = E-Phs iNetherderds] {Tele Dammark /
glabe - Canads} o bobuCom (Germeny} Deutsche telecom /

! France Telacom Belgacom)

Source: UMTS Forum; population figures from Statistical Abstravt of the United States, 1999, All figures con.
verted to ourrert US, doliars,

"Nationat ficenses i

“Each operator purchased 2 sels of 2x5 MMz licenses. The result s § national licenses,

“**Hational licenses .

The most a company will be willing o pay Jor a spectrumn license is the present value of
the future profits (after tax} it expects to make from usmg this Heense.”™™ Ina competitive atc-
tion with mudtiple bidders, the ?nce paid by each winning firm will come c¢lose 1o, but will rot
exceed, this willingness to pay.” Using the data from Table 1, this suggests that winners of the’
German auctions, for example, expect 1o earn pt east $7.7 bil lzz}n in present vaiue of profits from
aperating 3G licenses in Germany. Annuilizing this present value @ 3 15 percent rate suggests

H The pn:scm value of expecied future profits is the sum of ull expected fusure profin discounted by the gzm;e:az 3
cost of capital. Future profits are all cash flows from operating the service less operating cests and additioost in-

vestments required 1o bring the service online,

' & more refined view also considers the value of profits foregane if the firm does not win 1he ticense. Since 3G is
_partly 4 substitute for existing services, incumbent firms must consider their expected redustion is profus from 16
and 26 services in the ease s which they do operate a 3G license and in the case in which they do not operate a 3G
license. For example, incumbenis without the new lechnology msy lese cusiomers 10 entranis that provide the
newer servizes. Intheory, this zan ncrease a firm’s willingness 1o pay for the license fand will depend on its exist-
ing markel share with the current ieshinology). By contrast, new entrants consider ondy thelr expected future profils
fmm operating using the license.

RPN possible for 2 Tirm 10 overpay i its expectation and that of other bidders is (0o optimistic.
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that each of the six winning firms expects future after-tax profits in excess of $1 billion per
1%
year,

Will 3G be as profitable for U.S. companies? While these auctian results suggest that
European firms have high expectations for 3G, European and the U.S wireless markets differ in
important ways. First, three of the bands under consideration for 3G applications in the United
Stateg—the 306-960 MHz, 1716~1850 MHz, and 23002690 MHz bands—are currently used by
analog cellular phone providers, the Department of Defense, fixed wireless providers, satellite
broadeasters, school systems, gnd private video teleconferences. The UK., Germany, and the
Netherlands, by contrast, did not face significant incumbency problems when spectrum was aue-
tioned for 3G applications,

‘Moreoyer, wireless Internet access may be less popular here than abroad because U.S.
prices for wirehine Internet access are already low. The average monthly ULS. price for 30 hours
of Internet access at off-peak times is $22; the average monthly price for all QECD countries is
$35."" To the extent that wircless and wireline Internet aceess are substitutes, these price differ-
ences could reduce the potential market for 3G services in the United States. On the other hand,
wircless and wireline Internet access may be complements, and providers could choose 1o pro-
© vide combined service. Of course, firms In the United States and abroad may change their prie-
ing strategies for wireline Internet access once 3G services become available.

Finally, firms’ expectations about the profitability of 3G may change. Carricrs will learn
more about the technology and about consumer demand between now and a LLS, auction. If 3G
applications developed within the next 2 vears turn out o be highly successful, carmers may de-
cide that LS. licenses are more vatugble than previously thought. Firms that win 36 licenses in
other countries may also view U8, licenses as more valuable if burgaining power with equip-
ment suppliers and learning-by-doing decreases anticipated costs. Additionally, as information
about 3G emerges, financinl markets’ willingness o finance license purchases may change.
Early evidence suggesis that financial markets are not as willing 10 finance European 3G licenses
as firms bed anticipated. After bidding an average of $7.7 hillion for German UMTS licenses,
eompantes including Deutsche Telekom have seen their ¢redit ratings fall.  France Telecom's
credit rating was lowered from AA- to A after it supporied winning bidders in the UK and
Germany. {OFf course, these downgrades may reflect other factors as well.) A ratings downgrade
of this sort typically increases a finm’s cost of borrowing significantly. Macroeconomic ¢hanges,
toe, may have an impact on firms’ cost of borrowing. A significant increase in ULS. interest
rates, for example, would likely depress firms’ bids.

** Besides the cost of the license, firme will have additional capital expenditares (o operate their neiworks in Ger-
many. Cash flow from operations must cover the expense for this as weil,

B ORCD, Mreciorate of Science Technology and Industry, “imernet Access Price Comparison,” Seplember 21,
26060 {wwwoeed orefdei/sudiviom .




C. Benefits to US, Industry

Besides the direct benefits (o consumers and 30 providers, the introduction of this tech-
nology could unleash a wave of secondary innovations in related goods and services, and to fos-
ter the development of new “technology corridors™ such as Silicon Valley, The spiliover bezx:«
fits to the U.8 economy eould be significant.

The emergence of the Internct economy, particularly in the United Suxtes, shows how

technological innovation can generate large social returns. Communications protocols such as,

TOPAP and HTML provide a standard plaiform for exchanging information between computers,
© Opening a new platform stimulates invesiment not only {or the provision of the necessary hard-
ware and sollware, but also for applications and content delivered over that platform. Wide-
spread diffusion of these communications standards has given rise 1o entire industrics devoted to
providing Internet content and commercial services to consumers and businesses.  Startup com-
panics, along with established retailers and information services, have created hundreds of bil-
Hons of dollars of shareholder wealth through Inmternet-related activities. Emplovment in several
IT sectors more than doubled between 1993 and 19997 These investments in 1T and comple-

mentary services have been majw contributors 10 productivity improvements over the latter half

of the i??i}s # )

Importantly, the sectors producing these technological innovations often cluster geo-
graphically. One reason is that knowledge spillovers between firms, and spillovers between
firms and academic institutions, are particularly significant in high-fechnology seciors. A recent
study of knewledge flows used patent citations o show that these spil k}»e\:’% tend to be geo-
g;aphzyﬁliv localized, even afler controlling for pr@«exm{zzzg research activity, ™ In the technol-
ogy sector much of the relevant knowledge 35 “lacit,” rather than explicit, making close social
ties (between entrepreneurs and verture capitahists, for example) all the more important.”  In-
veszig,atom have shown that spatial concentration of innovations was significantly higher in in-
dustries in which knowledge generation—as measured by industry R&.D;’se%es the use of skilled
labor, and the importance of academic research—was particularly important. ¥ In shon, location
matters.

¥ {18, Depanment of Labor, Burean of Labor Statistics, *National Employment, Hours, and Eamings,” series

BEUGDSG00D) and BEUSRTITO0N.

2! Dale Jorgenson and Kevin Stiroh, “Reising the Speed Limit: US Beonomic Growth in the Information Age,’
Warking Paper, Z)xparimem of Economies, Marvard University (May 2000); Stephen Giiner and Dasisi Sschel “The

Resurgence of Growth in the Late 1940y ls ]nfonmher Techrology the Story?” Working Paper, Pederal Reserve

Board (February 2000).

2 Adam B, faffe, Manve! Trajtenberg, and Rebecea Henderson, “Geographic Losalization of meiadge Spiligvers

as Evidenced by Patent Cltations,” Quarnorly Jonrnal of Economics, Vol 108 {1993}, pp. $77.98,

= Gunuar Eliasson,, “Business Cemgemzm (irganizational Leaming, and Economic Growth: Establishing the

Smith-Bchumpeter-Wicksell Conngetion,” in ¥, M. Scherer and M. Perman, eds., Enmrepreneurship, Technological

. knmovation, and Econamic Growth: Studiss i the Schumpelerion Tradition (Ann Arbor: University of Michigan

Press, 1992); Jocgueline Senker, “Tacit Knowledpe and Models of Innovation,” industrial and Corporate Change,

Vol 4 (1998), pp, 42377

* David B. Audretsch and M. P. Feldman, “R&D Spillovers and the (eography of Innovation ané Production,”

American Economic Review, Vol. 86 {1996), pp. 630-48.
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Besides this academic work on spillovers, strong aneedotal evidence suggests that
lacation ¢can be important in the early-stages of high technology indostries. Silicon . Valley is the
most famous example.  Moreover, In Finland—which aliceated its 3G speetrum in March
199%a vibrant clusier of startups developing commercial applications for 3G and existing
digital wireless technologies has emerged. Nearly 3,000 companies in Finland are involved in
telecommuunications and other 1T industries, -including work on wireless technologies and
applications ranging fram bill-pavment sysiems to wireless portals and enterfainment, Recently,
major companies such as Hewlett-Packard have chosen to base their wireless applications
development progeams there, where wircless™ penetration is the highest among the QECD
eeonomies. (Sce Appendix 2 for a description of the Finnish wireless cluster.)

Economic clusters such as these play a major role in advanced economies.”  Firms
within economic clusters are ofien able 1o perceive new customer needs more clearly and more
rapidly. According to one impontant study on economic clusiers, “cluster ;:samc:pauaﬁ also of-
fers advama;,cg in perceiving new technological, Qparatmg or éc%werv possz%ni;zses ¢ Moreo-
ver, new business formation oceurs more readily in economic clusters, because the barriers
entry are lower there than elsewhere. The required assets, skills, mpuzs, and stafl are readily
available at the cluster location and are morg’easily assewhled there.”

Finally, it should be noted that first-mover advantages are particalarly important in mar-
kets with network externalities.” Many Internet markets display strong network externalities,”
and wireless Internet markels may be subject to the same effects. In short, to promote a domestic
cluster of mntemationally competitive wireless firms, it is essential that adequate spectrum be
made avaiizble for commercial use,

3. THE NEED FOR ADEQUATE SPECTRUM

i ihe benefits o {irms from operating 3G are so large. why aren’t U.S. mobile operators

and owrers of other spectrum already scrambling to offer this service” No law prcvmzs pmwd-

ers from using their currently licensed spectrum for mobile data services such as 3G, In prinei-

ple, some (or all} of the roughly 200 MHz currently in use for wircless telephone technelogies

vould be converted by 1ts owners to provide 3G service. However, there are several reasons why
converiing currently used spectrum to this new technology may be costly.

# Michael E, Parter, “Location, Competition, and Econoric Development: Local Closters in a Global Econemy,”
Econuanmic Development Joirnal, Yol. 14 {2000), pp. 15-34. Porter defines sconemic clusters as “geographic con-
cenirations of interconnecied companies, specialized suppliers, service providers, firms in related industries, and
assacined iz’zstuutmns {e.g.. universities, standards agencies, rade associations} in 8 particular field that compete bt
also coaperate.” See alse Poner, The Competithe Advantage fzf Natigns (New York: The Free Press, 1854),
:‘ Porter, “Lecation, Competition, and Economic if}ewlz}pxmn{

Ihid
* Michael L. Katz and Carl Shapiro, “Systems Competition and Network Effents,” Jowrnal of Evonemic Perspec
'wes Vol § (1934). pp. 93~115.
“ Por example, consider this explanation from CEQ Meg Whitman for eBay's dominance of the ontine-auction
business: “We have the lrgest markeiplace by {2r. That does matter because the sellers want 10 be where the buyers
are and the buvers want ¢ be where the seliers are.”™ ol Sirees Jouraal, November 22, 1999,



Fimif a5 bandwid{h becomes  in- Figure 7, Gumulative Capital lnvestment of
creasingly scarce, the costs and prices for LS, Wircloss Carriers by Year-End (1925
current mobile phone services such as voice 1999}
will increase. Secend, much of the existing
capital stock would have to be replaced.
Through the end of 1999, wireless carriers
had invested over $70 billien in capital
cquipment (see Figure 7). A carrier that
tried 10 use its cxisting spectrum for 3G
wold find some fraction of #s current
capital stock obsolete. Third, the allocation
of new spectrum licenses could lower the T L
cost of entry into the wireless market, re- FE3 WED AT ek R Y L R S e Re
ducing costs by increasing competition. o

Mareover, physical capacity imitations may set in with wireless technology before the
consumer demand for additional bandwidth is exhausted. Although technological improvements
have increasad the amount of data that can be wansmitted per unit of spectrum, transmitting more
wireless data will, a1 some point, require allocation of more spectrum for these services.™
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Given these considerations, the provision of additional spectrum for high-speed applica-
, tions should be considered a cost reduction for mobile data services. Depending on compeatitive
conditions, this cost reduction could lead to substantially lower prices and higher quantities for

. BORBUIMCES,

Ll

Uncertainty itself can also cause firms o delay invesiments and hinder the diffusion of
nEW ‘u.cclmologir:s.“ In the current environment, U.S. firms face three types of uncertainty:
" regulatory, lechnical, and business. Whether and when the FCC will allocate new spectrum li-
censes are the key elements of regulatory uncertainty. If firms are required 1o use existing spec-
trum to intreduce 3G services, technical uncertainty will be high, because equipment manufac- |
turers and service providers must leamn to squeeze both existing and 3G applications into existing
bandwidth. Customer demand for new services is the major source of business uncertainty. Be-
cause the demand {or mobile dawa services will be dependent on the applications developed for it
(i.¢., the software that will run on the 3G hardware), the tming of customer demand must also be
considered. The decisions made by software developers will depend on thelr esumates of the
size of the user base, If developers believe that the user base will be small or slow 10 develop—
because of high service prices or because service providers themselves will delay investments—
they will choose 1o develop fewer applications.  This may, in turn, stall the development and
diffusion of the technology. ™

* Kpliting colis reguires very expensing sdditional network infrastructure, especially in congested arcas (Rerck, “A
Brief History of PCS™) Goldman Sachs (Wirsless Data, 2000} poinis oul that in large metro areas, carriers are al»
ready hitting Capucity constrainis. This allows them to sustain higher prices.

** Michael B. Porter and A. Michael Spence, "The Capacity Expansion Process in a Growing Ofigopoly: The Case
of Corn Wei Milling,” in ). MeCall, ed., Fhe Economics of information and Uncertairgy (Chivage: University of
Chicago Press, 1932)

% Ktz and Shapiro, “Systems Competition and Network Effects.”
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In short, while some mobile data services would probably be forthcoming without the
provision of additional commercial spectrum licenses, one can assume that the amount would be
dramatically lower (al significantly higher prices) without adequate spectrum.

4. CoSTSOF DELAY

The process of allocating additional ULS, spectrum for 3G applications is complicated by
the presence of incumbent users. The costs borme by these incumbents must be figured into any
caleulation of costs and benefits. Nenetheless, the potential benefits from the allocation of addi-
tional spectram that have been documented in this paper are substantial. Each vear of delay n
introducing 3 will deprive consumers of the surplus that technology will generate. Producers,
of course, will also lose the potential profits from providing 3G devices and applications. Fi-
naily, the LLE, Tressury will lose the interest an delayed auction revenues, which could be sub-
stantial.

Perhaps the most important cost of delay is the forgone benefits from the creation of in-
ternationally competitive industry clusters dedicated to 3G products and services. As discussed
above, these clusiers are already emerging in Finland and clsewhere. The most important pro-
viders of wireline Internet services—firms like AQOL, Amazon.com, Yaheo!, and eBay-—are lo-
cated in the United States, For U.S. firms to develop similar leadership in wireless wechnologies,
1t is essential that the supporting institutions be developed as quickly as possible.

5. CONCLUSHON

3G applications promise subsiantial benefits In the United States, however, parts of the
spectrum suilable for 3G applications are already in use. 1n judping the costs of delaying 3G de-
velopment, il 5 importan? 1o take into account not only the expecled revenues from auctioning
spectrum licenses, bul also the expected consumer benefits. These.benefits are likely to be sub-
stantial~~on the order of tens of billions of dollars per year, Further, grealer delay in providing
additional spectrum licenses for high-speed applications reduces the likelihood that U.S. industry -
will take the lead in developing wireless technology and applications,
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APPENDIX 1. CHARTS AND TABLES

Table A-1. Schedule of Allocations of Commercial Licenses 1o 3G Speotrum

{iate Scheduled
Country ) Cem- Type Commaent
BMarth Year oleied
2
Firiand Mar 1968 N Beauty Cantas! = 4 nafionsl kcenses
awarded
Spain Mar 2000 ¥ Beauty Coritest 4 national icenses
United Kingdom Apr 200 Y Auclion 5 nations! Hoenses
. gwarded
«  $33 pition
Japan Jun 2000 ¥ Beauty Contes! v 3licenses
Fwardad; service 10
commence SN
The Netherlands “Jul 00 ¥ Augtion *  5nafional licenses
. ' » 2.5 billion
Now Zealand Jud 20800 Auction » 4 national licerises
Bermany Jub 2000 ¥ Auction » 6 national ficenses
*e « 345 gillion
France Sep 2000 Beauty Contest + 4 nationsl icenses
» fixed cosiof FFy
32.5 billion {54 b
lion} per hcense
Sweden Noy 200G Beauty Contest » 4 ngliona) Hcenses
Hely Naw 2000 Hybrig Auction / Beauty )
. Lontest
South Korea Year 2000 Beauty Dontest
engd
Bingapore Year- 2000 Hybrid Auction / Beauty
end Contest :
Ausirpiia fan 20Mm Auction
Tatwan Fady 201 undecided
Us Sep 2002 auction

Sourcs: UMTS Forum, August 18, 2000 fwww.umis-forum oral, -

Note: in a beauty contest, license winners are generally chosen by government regulalors on the basis of fms’
competing business plans, Firms' busingss plans include descriptions of sendce offerings, pricing, geopraphic Lover

age, and timing of aew technology inlroduction,
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Table A-2.

Wireless Subscribers as a Fraction of the Population in G7 Countries and Scandinavia

1985 1888 1aga
Finlarg 19.95% E/.0% 85.0%
Morway 228 A28 81.8
Sweden 228 45.5 516
Haly 8.2 358 52 5
Japan 82 37.7 44,9
LK 2.8 2586 40,3
France 2.5 19.1 sz
.8, 11.8 255 313
Germarny 4.5 5.9 288
GLanada 8.8 178 287

Source: OECD Telecarwnunicalions Gatabase, By October 2000 the UB. figure excended 35 percent.

Table A-3. Wireless Subscribers, Internet Access, and Wireless Internet Access as a Fraction of
the Population in G7 Countries and Scandinavia

Mobile phonss, Internet access, Wiraless Intemet subscribers,

- year-end 1999 mid-vear 2000 2000 estimates
Finfand 65.0% 425 37%
Norway 8.8 48,4 - 3.4
Swaden . 878 503 35
Haby ‘ < B2S 188 2.4
Japanr 44.% : - 208 78°
LK 403 . 3z7 1.4
France 348 1.4 1.5
U8, HE 48 8 1.3
Germany . 288 18.0 1.2
Lanats 227 : . 418 NIA

Sourges: 1998 OECD Telecommunications (atabase; Nielsen Netratings, Seplember 7, 2000: intemationsl Date
Corporgtion, Siatistical Absiracis of the United States, 1998, Forresier Resesrch, Inc., "Europe's Mobils intamst
Opens Up,” December 18689, Goldman Sachs; () Estimates for Japan are from press releases claiming that bminds
has 30 million subscribers, ’
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AppENDEX 2. CASE STUDY OF FINNISH WIRELESS CLUSTER

Michael Porter offers a framowork for analyzing the sources of competitive advantage in geographi-
cally concentrated industry clusters sueh as the Californis wine industry, the Duteh flower industry, or
Silieon Valley's bigh-tech industry.™ His framework identifies 4 complementary factors that promote
“locational competitive advantage,” which is characterized by above-average productivity and profitabil-
ity among industry players in 3 pariicular region. These factors are (1) the contexs for firm strategy and
" rivalry, {2} fscior (input) condition, {3} demand conditions, and {4} the existence of relnted and supporting
industries. Figure A-1 diagrams the framework, used here to analyze the emerging Finnish wireless.
spphicatons cluster, The Finnish wireless industry displays advanced charscieristios in each of the four
areas,

Figure A-1. Sources of Locational Competitive Advantage

Context for ' .
Firm Strategy
and Rivalry

*  Adocal context that en-
. courages appropriate Demarnd
Factor f i
- orms of investment and Conditions
{input) <€ sustained upgrading > ,
Conditions *  Vigorous competition
\ among locally based rivals /
Factor (input) quantity and ¢ .+ Sophisticated and de
CQS". ' } Z - -
- natural resources . \ Refated and / gifgg% ocal cus
- human resaurces Supporting . Custormers’ neads that
- caplta( resources o industries My
« seiente and technological in. anticipats thoge sise-
frastruciue where
« information infrasin:gluce . R :
- physical nfrestrucsure Presencs of capable, i}rzs.zs}zzfi icoal demand in
- aamminisiralive infrastnictisre lacally based suppli- spatislized segments that
Facior quality ers san be served piobally
Factor specialization «  Presence of com-
: pelitve reigled in-
dusiries

Reproduced from Portgr, “Location, Compelition, and Economic Devalopment.”

+

 Porter, The Competitive Advarivge of Nations, ané Porter, “Location, Competition, snd Economic Development,”
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Fintand is a country of 5.2 million people situated between Sweden and Russia, with per capita GDi
of 823,780 {1959, or 89 percent of the U.S. per capita GDF in purchasing power parity terms.

Context for Firm Strategy and Rivafr}*:"

Finland bas had compelition in telecommunications throughout the 20™ century, The national Post
and Telecommunications never enjoyed a monopoly. After the UK., Finland was the fiest country to de-
regulate in several areas related to telecommunications: the manufacture of end-user terminals, basic tele-
communications services, and data services. Today there are one hundred telecommunications operators
in Finland. or two opersators per 100,000 residents.

Two mobile operators, Sonera and Radiolinga, have actively developed and launched new mobile
services and applications. This has created a favorable environment for small companies in related areas.
Currently the Finnish tclecommunications and 1T secior is populaied by approximately 3,000 firms. A
consortium of more than 30 smaller operators has recently been granied 2 Hoense o bulld 2 competing
mobile network.

Besides domestic competition from Finnish camiers and equipment companies, Finnish firms face
staunch competition from neighboring Sweden.

3

Factor (Input) Conditions

Finland was the first country to allocate Heenses for z}ziré«gemmifan wircless networks. These li-
censes were granted free of charge to Soz‘zcm Radiolingg, 3G {a consortinm of local phone companies and
Swedish Netcom), and Telia (Sweden).™ Some of the firms awarded 3¢ licenses plan to provide mainly
network operstions, leasing their assets to other Gems that will provide consumer marketing and service,

The public scctor in Finland has boen supportive of R&D n telesommunications. Tekes, Finland’s
Fational Technology agency, has jointly sponsored 4 program, “TLX: Creating a Global Village,” with
the privale seator and Finnish research institutes, This program las p:‘ovidcd FIM 710 muthoen (5120 mil-
tion} over three vears 10 fund techpology dcveﬁoplm i, including 3% and 4" generation wireless systems
and wireless value-added services. Tekeés hag also funded the “Electronics for the Information Society
Programme,” and the Academy of Finland has sponsored a research program in “Teletranics.”™ Tekes

also funds R&D programs conducted in small and medivim sized cmcrprlses.

A recent Fimgnelal Times Survey of Vinland indicates that private sector funding—-cutside of the
major equipment providers and carriers—for mobile applications has become widely avatlable as well, In
this survey, a pariner at venture capital firm Enivucc claims that ¥2 billion i venture capital funding has
been made available in the last year and a half.?

%

* 'The major source for the follawing section is Finfand Mmistry of Trazzgpan and Communication, “Telecommuni- -
cations Statistics 2000,

¥ “Finland opposes austipning, because it considers this a forn of znéxr&.z {axation, siw ing down the spread of new
technologies.” thid,

Y Tekes Web site (v, tekes 13 ‘
7 Vijay Maheshwari, “Survey—Fintand 2000 Al} Wired Up aod Going Many Places,” Financial Times, July 10,
30006.
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Finnizh consumers may be the world’s most sophisticated conswmers of mobile technology. At the
end of 1999, mobi‘e phone penetration in Finland reached 65 percent, and by August 2080 penetration
reached 70 percent.” The average household has 1,35 mabile telephone connections (subscriptions). In
early 2080, 20 percent of all Finnish houscholds abandoned their wired telephones altogether and opted
only for mobiic phones. Wireless revenue exceeded wireline revenue for the first fime in 1997,

In 1999, more than 650 million short message services (SM8s) were sent in Finland. SMSs are value
added mobile services that use the narrow-band dats iransmission capability of GEM. Examples of SMSs
include instant news, financial information, or sports reports, and online chat,

; :

Because of its high mobile penetration rate, Finland has hecome a test-market for WAP {(Wireless
Anplication Peotoeol} applications.  Applications developed in Finland include using phones to make
vending machine purchases and 16 purchase time sl parking lots, sending and receiving e-mail, and read-
ing public transportation timefables. As a result, major international corporations and venture capitalisis
‘have identified Finland as the development site for mobile phone applications.  Hewlet-Packard has
headquariered its WAP development unit in Helsinki®  Germany’s largest technology company,
Siemens, has sdncunced that & will locate a new mobdle data unit in ?mimd Exiensive venture capital
maney has been distributed in Finland to create mobile Internet produsts.”

Related und Supporting Industries

Wokia, the world’s largest producer of mebile handsets, is headquariered . Finland, Formerly a
widely diversified company, Nokia has focused exclusively os mobile technology since 1992, and has
shed 18 nop-mobile businesses. Nokia has become one of the world’s most competitive telecommunica-
tiong equipment suppliers. lts market capitalization of nearly $160 billion is second largest among tele-
com eguipment producers and exceeds that of Lucent, Ericsson, Siemens, Aleatel, and Motorola, and rep-
reseats aboat £5 percent of the Helsinki stock market’s capitalization, :

= .

** Ministry of Traasport and Cammmzwazmas Press Release, Augwst 17, 2{}‘39 Dw
w '?az‘z} Keitines, "Finland: WAP Ploneer” Qctober 6, 2000 (www.wanland .com).

* Maheshwar], “All Wired Un zad Ooing Many Places™

# Source www hex fifeny, as of Ociober 6, 2000, Nokia shares also trade ou the New York Stock exchange.
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Philanthropy. in the American Economy
A report by the Council of Economic Advisers

Exccutive Summary

As a follow-up to the 1999 White House Conference on Philanthropy, this report provides an
economic analysis of philanthropic behavior in the United States, It discusses trends in giving
over the past several decades and highlights the economic explanations behind the observed
increase n donations. The report also discusses possible future directions for philantbrepy and
how even greater giving right be encouraged. Ameong its main findings are:

o Charitable giving reached u record high in 1999, In 1999 Americuns donated over $190
bitlion. This represents an increase of 41 percent since 1995, Furthermore, giving has increased
sharply as a fraction of the Gross Domestic Product, rising from 1.7 percent of GDP in 1993 w0
2.0 percent in 1599, ‘

o Growth in the income and wealth of the population explains much of this irend, Average net
worth for the sample of families we analyze grew by an estimated 28 percent between 1992 and
1998 and average income increased by 13 percent over the same period. Both income and
wealth are sirongly posttively related 1o the probability aod amount of giving.

« Individual giving qocounts for the largest fraction of efl charitable giving. In 1998, 70 percent
of American households made a charilable contribution and individual giving accounted for 83
percent of all denations. Although the largest fraction of giving is atiributable to individuals, the
fastest growing component of philanthropic activity was giving by foundations, which rose by 72
percent from 1995 1o 1959, "

 The ¢iderly are more generous donors than any other age group. Controlling for differcnces in
inconie and wealth, those aged 635 and over are approximately 25 percent mare likely 10 make 2
charitable contribution than younger individuals, and whea they do give, they give $300-8600
more per vear on average. Furthermore, because these caleulations do not inclede charitable
bequests, the true difference in the tolal amounts givea by the elderly and the noneelderly is
likely to be oven larger.

» Single women ave more likely 1o give than single men. When difforences in economic
resources are accpuntod for, single women are significantly more likely 1o make chartable
contributions than are single men. Within the population of unmarried women, women who have
never been married are more likely 10 give than widowed or divorced women.

s African dmericons gre more Hikely o give than whires,  After accounting for differences in
mcome, wealth, and education, African Americans are more likely to make chariiable
contributions than whites, and on average give approximaicly the same amount as white
Americans. Other evidence suggests that minorities are under-used resources with respect o |
philanthropic giving.



& The New Economy hay brought changes in the methods of giving. The Internel has affected
philanthropy as it has so many aspects of American life. Internet sites now provide information
about charitable organizations, help match donors with causes, and provide a convenignt way 1o
make contributions. Lessons learned from the venture capital sector are also being applicd to
philanthropy. Although stil} in their infancy, these developmernts have the polential 10 increase
ihe amount of giving and 1o improve the efficiency with which grants are used by the recipients,

» The aging of the baby boomers is good news for philumthropy. Because both older Americans
and those with greater wealth give more, the aging of the baby boomers and the wealth of that
eohart point to the likelihood of a dramatic growth in giving, perhaps increasing by several
- hundred percent aver the next couple of decades. :

« The Administration’s tax policies will Iikely also lead to increases in giving, Both econontic
theory and empirical studies indicate that Americans respond to financial incentives to give.
Through the tax deductibility of chariiable contributions, both jnter vives gifis and heguests are
ingreased 1n number and size, Recent proposals 1 extend the deductibility of donauons 1o those
who do not temize on their income tax returns, and 1o simplify other aspects of the tax code, will
likely result in funther increases in giving. Evidence suggests that eliminating the estate tax will
decrease charitable bequests, ‘

[



INTRODUCTION

The tradiuon of philanthropy in the United Staies is as strong as ever.  Americans
donuted o record $190.2 billion in 1999) Adjusted for inflation, this represents a 41 percent
.ncrease just since 1995, and a more than doubling since 1980. Americans also gave generously
of their tme, although volunteerism is not the focus of this stedv. In 1998, criizens gave an
estimated 20 billion hours volunteering for charitable organizations. In fact, over hall {56
percent} of adults volunteered that year, the highest percentage in at least a decade, These pifis
of both time and money help support an cstimated -1.6 million nonprofit organizations and
religious congregations in the United Siates. '

Philanthropy is at an imporiant ¢rossroads in its development.  As our nation becomes

more diverse, women and minorities will likely play a more prominent role in charilable giving.

-Technology is alse changing philunthropy, with the Intemet providing new ways to give.

Moreover, new strategies are being used o increase the efficacy of charitable work, such as path-

breaking partnerships between nonprofits, government, and business, as well as new-concepts in
giving such as those embraced in "venture philanthropy.”

An Qctober 1999 the President and the First Lady hosted the Wlhile Housc’s {irst
Conference on Philanthrepy 1o highlight these trends in giving, and to emphasize the imporiance
of our philanthropic tradition and the responsibility of all Americans 10 teach and suswin that
tradition. At the conference the President asked the Council of Economic Advisers (o prepare a
report on the role of philanthropy in the economy gnd on ways o encourage Americans o give
miore.

This report provides that assessment. It begins with an overview of recent trends in
giving, pointing 1o the rise In giving relative w the size of the economy in recent years., At the
same tme, however, the report provides a caotionary analysis of individual giving, suggesiing
that Americans may not be inherently more generous than they have been in the past, In
particular, the amount that people give at any particular level of income and wealth appedrs 1 be
about the same as in the past, but the sheer amount of wealth has incréased dramaticaity, leading
1o an increase in charitable donations. The New Economy and the explosion of wealth have also
fostered new methods of giving that may tesult in even greater contributions in the futurs. To
ensurc that the current high levels of giving continue even in times of slower coonomic growth, it
15 important that we invest now in strategies that encourage {uture philanthropic behavier,

o



RECENT TRENDS IN GIVING

As background ‘for further amivsm this section provides a cancise overview of important
recent trends in charitable 2Iving.

Overview

Philanthropic giving rose by over 40 pereemt between 1995 and 1999, to 3190 billion,
This was fasier than aggregote economtic growth, and giving as a share of GDP hus
increased to levels close wr those last seen in the 1960s \

Tetal philanthropic g%véﬁg has misen strongly In the past 3 years, increasing over 40
percent {rom §134.7 E}'ﬁzarz m 1995 to $190.2 billion in 1999, using infiation-adjusted 1999
dollars {sex Chart 1! This incressz is equally impressive when compared 1o measures of
eeonomic growth, Since 1995, growth in charitzble giving has outpaced even our strong
economic growih with the aggregate level of giving rising relative to the Gross Domestic Product
oy GDP (see Chart 2. This recent increase has reversed a decling in the early 1970s that lefi
charitabie giving fluctuating in g range roughly around 1.75 percent of GDP for two decades. At
aratio of 2.7 percent in 1999, giving as a share of GDP has nearly retumed 1o the highest levels
of the 196(s,
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Sources of Giving

Individual giving remains the primary source of Americon philanthropy, while gifis by
Joundaiions have shown the fustest growih,

P AAFRC Trast for Philanthropy, CGiving US4, 2000, Giving by individuals and corperations in the years 1998 and
1999 is based on projections from (Fiving L84, Projected values arg funclions of the lovels of personel income and
the value of the stock market a1 the end of the yeur. Conelusions based oo fhese numbers should therefore be
viewed with caution, For ewr caloulations in this report, nominal figoures were inflation-adivsied using the OPRU-
RS series where available (1977 10 1999) and the CPLU series for prior vears, Civing US4 uses the CPI-U series
only, so the inflation-adjusted figures presented in that report differ somewhat from (hose presented here. When
citing other research, we use the CPIU in an attermpt so be consistent with the assumptions of these studies.



fncluding both inver vivos gifts and bequests, individuals accounted for nearly 85 percent
of all giving in 1999, with the rest coming from foundations and corporations (see Chart 3}, Tota
individual giving also accounted for the majority of the $55.5 billion increase in giving in
between 1995 and 1999, rising by 344 billion over this periez% or approximately 40 percent.
However, the fastestegrowing component of giving was gwmg by foundations, which increased
by 73 percent from $11.47 billion in 1995 1o $19.8 billion in 1999 Since 1960, giving by
foundations has increased fivefold.

There has 2iso been a large incrcase in giving by corporations, which increased by more
than 38 percent between 1995 and 1999 (see.Chart 4).

¥

Chart 3. Saurces of Giving, 198D Chart 4. Trends in Resl {Siviég by Source
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Explanations for the Inerease in Foundation Giving

Several economic factors have contributed to the growth iy foundation giving, First,
stocks comprise a large share of foundations’ portfolios, particularly among foundations with the
greatest assets. As the value of stocks increased sharpiv during the 1990s, the assets of
foundations did as well. Because private foundations must donate § percent of the value of their
assets cach year W muintain their ax-cxempt status, as the value of their endowments grew, the
ampunt given by Joundatians also ncreased. Swcond, the comtinued fow inflation rate helped
maintain the real value of multi-year grams denominated in nominal dollars. Third, a substantial
number of new foundations were established. Over half of all large foundations currently in
existence were fourded after 1980, and 30 percemt were created after 1990, These newly sctive
foundations were responsible for 20 percent of the growth in foundation giving between 1997
and 1998.

* Of course, all philambropy can be wraced bagk to Individuals. 1n addition to providing direct gifts te mnpmf‘us and

charities mdividuals ;}mwée the seed money for fmundations, and employers or other stakeholders prcwdc the
resources for corporate giving. To the extent that foundaiions redigiribute the funds received from individuals in the
same year in which they wre received, there will be a double-counting of donations——both the donution te the
foundation and (e foundation’s subsequent donation 10 3 charitable cause will be included in tetal giving. An
approximatiop of the extent of this over-counting can be derived by assuming that founduions give away § percent
of any increase in endowment. Subtracting 5 percent of the value of individua! gifts 1o foundations from the 1ol
giving by foundations yields a reduction in giving by foundations in 1998 of spproximately $1 bithon.

L




Implications

Philanthropic activity as 3 percentage of GDP increased sharply in the second half of the |
19%0s wath the majority of this growth coming through increases in individual giving. This rapid
increase has atlowed the nation to match the generous rales of giving as a fraction of GDP last
observed in the 1960s. If we‘are to maintain these rates and aveid the declines ex;;erie:m:eii i the
1970s, it is critical that we learn more about both individual giving and the increasing
prominence of foundations,

As subsequont sechions of this report will show, the strong cconomy is a key determinant
of these trends. During the 1995-99 period, the economy grew at an annual rate of 4.1 pereent,
the unemployment rate averaged 4.9 percent, and inflaiion remo.mezl low. Wealih also increased
dramatically, Adjusting for inflation, the averape net worth of American families increased from
$224,800 in 1595 1w 5282500 in 1998, These factors helped give Americans greater financial
resources {o spend, invest, and donate 1o the causes they support. The rising stock market also
mcreased the assets of fmundahons and because of legal reqmrements on distributions, the
amount foundations have piven, -

In addition to assessing the extent 1o which the growing economy has contributed © the
increase i philanthropy, we also examine the possibitity that the increase in giving may reflect,
in part, a new, more generous attitude fowards philanthropy. We find Itle evidence 1o support
this hypothesis. Because this enormous increase in giving was accomplished with lintle if any
change in individual generosity, initiatives designed 1o insull a greater desire to give remain a
potentially fruliful avenue 1o explore in an effort to increase giving further,

THE CHARACTERISTICS OF INDIVIDUAL GIVERS
Economic Means and Household Giving

Personal gmm; is broadly based with generosity displuyed f}vﬁzmzé’zm at alf fevels of
income and wealth.  In lerms of the torai yalue of churiiuble giving, however, u
dispraportionate share comes fmm those with highincomes or considerable wealth,

Charitable givizzg in the United States is 3 tradition practiced by a broad segment of the
population. In 1998 an estimated 70 percent of houscholds reported making a charitable
contribution. Even among those with Incomes under 510,000, almost half (48 percent} made a

" donation and the proportion of givers reached nearly 90 percent for families with incomes greater
than $100,000.

The breadth of charitable activity and the vartation in the resources of the donors suggests
thal charitable giving ¢an best be understood by examining behavior on an individual level. To
do so, we draw on the Federal Reserve Board’s Survey of Consumer Finances (SCF} using data



from the y‘ears 1989, 1992, 1995, and 19987 We find that a small number of Americans are
responsible for much of the giving. The 10 percent of respondents making the largest gifts were
responsible for 74 percent of the total of all philanthrepic contributions.

Not surprisingly, families in the SCF with higher incomes are both more likely © giv
and give greater dollar amounts thun lower income families, In Y998, 70 percent of families in
the 1op 20 percent of the income distribution made a contribution of §300 or more, and among
those whae gave, the average gift was $5,204. Beeause the survey limits reporied giils to those
over 3300, the fraction of familics making a contribution is underestimated. This omission is
likely to be particularly severe for the lowest quintile where gifts are expected 0 be smaller on
average. We find that just ¥ percent of families in the lowest 20 percent of the income
distribution reportedly made contributions, but given the SSDO cut-off, the average amwm was
subsianz{a at $1.287.

Although many studies of charitable giving have focused on the role of income, a
family’s financial abiliy 10 make transfers is obviously determined by othwer factors as well. In
particular, one would expect giving behavior o be strongly related to woealth, Because of data
limitations, this relationship has been ignored in many studies. By using the SCF we can address
this issue. We find that when exaniined across wealth quintile, very similar patterns to thase for
income exist for both the probability and amount of transfer: 69 percent of those it the highest
wealth quintile made 2 contribution, and the mean amount was 35,299 18 porcent of those in
lowest calegory gave, and gave $1,686 on average.

*

Chart 5. Giving 85 & Share of incame and Wealth Chart 5 assesses giving relative w0 a
w " family’s financial means. Both families making a
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for the lowest income quintile, the ratio of
contributions 1o ncome rises consistently  with
1 ipcome. Families in the 20-40 percent range of the
o B B B income distribution on average comibute 1.3
D0 20-40%  ABS0%  G0-80%  soacos  percent of their income; those i the highest guintile

Quiite contribute 2 percent. If familics are instead grouped

based on their position i the wealih disiribution,

we surprisingly find the reverse pattern, the share of net worth contributed to chanties actually
falls as net worth increases. Amony those with positive net worth, families in the 20-40 percent
range of the weaith distribution g gave 1 percent of their wealth to charitable organizations, while
the wealthiest gave just .4 percent, * Much of the wea ith held by the highest quintile is izke%*f 0

z
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* The Survey of Conswmer Finances is 3 oational survey conducted every 3 vears by the Frderal Reserve Board.
The data set comsains information showt household income, weahh, and demographic charanteristics. It plso containg
information about whether the household made conributions (otaling 5500 or more in the previous vear, and if so,
the amount. The survey bes the unfortunme dravback that this 3300 minimum on repesiing misses contribmicns
from families who gave less However, i does sllow us 0 examine the effects of balh income and wealth for
representative sample of the 108 population, v imporiant adveniage. Coniributions below the $500 limit are
cstimated to attoust for 510 porcont of fotal giving,

* This comparison is based only on those with pesitive lovels of income and positive levels of wealth, A siall
fruction of families n the sample have negative not worth, bt make a contribution. There are also families with
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be in stacks. If these gaing have not vet been realized, wealthy individuals may not vet have
mereased their giving in response o thelr newfound wealth. This hypothesis suggests that the
aiving of the wealthiest Americans may increase in time.

Chart . tncome, Wealh, and Giving by Quintie Despiic the smaller share of net worth given ©

100 charity by the wealthiest, e vast majority of giving
N [ RN A — cemes‘fmm_ just such z”amii_iz::s '{Charz 6). The
wealthiest 20 percent of families in the SCF made
250 67 percent of all charitable contributions, They heid
8 TR 81 percent of the wealth, and received about 47
Gag | |2 unble) , percent of the income, In contrast, the bottom 20
" il e soawinge] | percent contributed 3.2 percent of all donations,
i Py e -1 held -0.4 percemt of the wealth, and received 7.4

¢ —— P percent of the income:

Snars giinmome  Siwe of Wealth  Bhare of Giving
The Relationship between Income and Wealth, und Charitable Giving

Many factors affect the decision of how much o give. When we ke into account ¢ broud urray
of persongd chargeieristics, we find that changes in both income and weolth play a significant
role in defining recent trends in giving.  Also, we find no evidence 10 support the view that
increases in giving have been driven by changes in tastes or preferences, lfeaving open the
possibility of futire changes in this direction. '

The previous suction separately e)sammed the refalionships between charjtable giving and
the income and wealth of families.  To obiain a more acoursie understanding of the faciors that
influence philanthropic behavior, it is hecessary to take into accoumt simulaneously ¢ broad
array of characteristivs, Ignoring important determinants of giving will likely lead to meorect
conclusions about the observed relationships. For example, giving as 8 percent of GDP has risen
{Chart 2}, Based on this observation alone. one might argue that Americans have become more
generous, in that they are giving 8 greater fraction of thewr incomes 1o charines. However, this
simple conclusion ignores changes in factors other than income that may have contributed to this
rise. In particular, it igoores any effect of the recenst increases in wealth,

Beyond income and wealth, giving may also be influenced bv factors such as gender,
race, age, and education - we control for these factors in our amiyms" Furthermore, because the
data cover a span of years, we can also examine differences in giving over time, exclusive of
changes in these other factors, I there are overall increases in the propensity o give and/or the
amount of gifts that are not explained by the observable characteristics, one couid heg,m w0

negative income who make contributions. To pvoid the difficalties assouiated with these caim}azians‘ Chart Suses s
m&trzcﬁﬁd sample The nombers for the lowest quimile should thersfore be viewed with caution.

* As noted in above, a substantial fraction of total contributions (5-10 percent) are net captured in the SCF because
of the $380 minhmum. Thus the fraction of incone and wealth donated s underestimated. i these smalier
congributions come disproportionaiely from she lowest Income {or wealih) quintties, tien giving as a share of incoms
{wealth) will be even bigher lactions among these groups relative w e other quintiles,

% The regression analysis uses nonliogar speeifications for income, weaith, age, and education, and also includes
comirols for marital status und matber of children.

1
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contemplate the possibility of an increase in gencrosily. However, any cobserved changes in
giving over time could glso be due to changes in factors not included iIn cur statistical model,
such as changes in governmertt transfers, tax laws, or expeciations about future economic
canditions.

One of our key Tindings is that wealth and income have independent effects on giving;
charitable donations increase 1n response (o mmcreases in either vanable. Because both income
and wealth have increased throughowt the peried of analysis, some of the observed increase in
charitable giving highlighted in Chart 1 is attributablc 10 a “income effect” and some to a “wealth
effect.”

At the same ume, however, we do not find any evidence of an increased preference for
giving over time. Rather, we {ind subtle indications that preferences for giving may have actually
decreased sliphily between 1985 and 1995, before rebounding in 1998, Thus there reniaing the
poieniai to butld on recent increases in giving by improving atitiudes about piving,

Bevond the roles of incame and weslth, our findings shed light on the variation in giving
by age, education, race and ethnicity, and sex. We find that the relationships observed in our
multivariate anzlveis differ subsiantially from the conclusions drawn based on simple cross-
tabuiations of the data, We now discuss these results.

Age

Older familics fin which the family head is aged 65 or over) ai every fevel of income are
generous givers. Holding vonstant differences in financial resources, they are more lixely fo
muke o comiribution than younger familics, and when doing so, give a larger amount.

The aging of the American population has been highlighted in discussions about the
futare of Social Security and the impending difficully of supporting a large populatiots of retired
individuals. For charitabie orpanizations, however, this trend may provide substantial benefit.

Preliminary results from the forthcoming Giving and Volunreering 1999 demonstrate a
substantially lower propensity o give among those under age 35, bul no clear, sge trond
thereafier; the probability of making a contribution peaks at 78 percent for the 65-74-year-old
age group, but is neatly identical w the 77 percent for those ages 45-54." Similar pattems are
found with respect to the amount. While the probability of giving and the levels given are
similar across ages, there 15 & monotonic increase with age 1n giving as a fraction of income. This

" figure rises from 1.5 percent for those ages 25-34 to 1.5 percent for those 65-74. Those aged 75
and ever contribute an astounding 4.6 pereent of their income.

A stronger, relationship exists between age and the probability of a chartable
contribution in the SCF data. The percent of households making s donation peaks at 40 percent
for those ages 45-54 and falls slightly 10 34 percent for those ages 75 and over. The diffcrence
between the age patterns in the Glving and Polunteering data and the SCF data in part reflects

7 The Independent Sector, Giving and Volumteering 1999,



the $500 lower limit on giving in the $CF, bt also may reflect changes over ume. Data from
Chart 7. Amount Given Dy Head of Housenold Age  iving  and  Folunicering 1996 show a similar
8000 paltern to that in the SCF data.® Because our SCF

€ Bl T data are compiled from the 1989, 1992, 1993, and
g o %ﬁa B | 1998 surveys, the patterns in giving for 1996
ﬁé _— = ;% 2 rcf:p@z“ied in Giving and Volywieering may mare
T S gg %z;;f: ciosely match the SCF data. Among those whe
g 200 | %; i @] | make a chariable donation in the SCF data, the
& % 2 ifi amoun! increases with age, from $2,536 for those
by ™ 4 £ * - o

g e % % ages 35-44 1o 34,423 for donoss ages 73 and over
& & B & y A -

s %Az {see Chart 73,
e

S as 2hlodd 451058 S5 ods S0 .
. ‘ One would not want 1 conclude solely from .
these descriptive results that the elderly are more generous than the non-clderly; there are also

large differsnces m income and wezlth by age that need 1o be controlled for. Few elderly are

employed, aid they therefore have lower incomes than the working age population, whilg at the

same tme they may have more wealth. Conversely, younger people in the carly stages of their

careers may have relatively high incomes but little wealth, However, even confrolling jor these

ard other variables, we find that the elderly do appear 10 be more generous; both the probability

and the amount of giving increases monotonically with age. Those age 65-74 are 24 percent

more Jikely to make a gift than those aged 45-54 and conditional on making a gift, contribute

3460 more on average. Those aged 75 or older are even more likely o give (28 percent more

likely, than those aged 45-54) and give $620 more on average. Furthermore, because reported

gifts in the survey de not mnclude bequests, the total amount of giving in the older age brackets

will be even higher than reported, :

Individuals in the age group 25-34 are significantly less likely to make donations than
those ages 435-54, but those who do give similar amounts, On the one hand, one would imagine
that a 30-year-ald with the same levels of income and wealth as a 50 vear old sbould be better off
in lifetime terms, having many more years over which fo experience growih in earnings and
wealth aconmulation. On the other band, this group 1s also facing many demands on therr
financial resources, including those of supporting children.  Their relative ability 10 make
donations is therefore unclear, ‘

While the elderly do appear to be more generous than other age groups, 1U1s impossible to
infer from these statistics whether the current young will be equally generous when they reach
their retiremen years, or Whether the current cohort of ¢lderly has always been exceptionally
willing 1o give. However, the relatively low rate of giving ameng younger families does suggest
that recent initiatives to simulate giving among the young may be wel] directed.

A e ’ .o 42
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Edueation

Giving Ix siynificarsly higher among move educated households in terms of the percentage of
households making conlributions, the dollar amownt of those contributions, and the percenfuge
of hausehold income donated.

Based on preliminary figures {rom Giving and Volunicering 1999, 61 percent of
respondents with & high school degree or less reporled making a donation in 1998, up from 39
percent in 1995, Among donors, the average houschold in this group gave $584 or 1.7 percent of
houschold inecome. A higher share {72 percent) of houscholds with some college education, but
not a degree, reported making a donation, with an average level of glving among donors of $963,
or 1.9 percent of household income. However, the fraction of this group making a donation was
lower than in 1995, Giving was even higher for those with a college degree: 82 percent of
houscholds gave on average of §1,748, or 2.5 pereent of household income-—nearly 50 percent
higher than for those with only a high school degree. An identical trend of higher giving among
those with more education 1s found in the SCF data.

Of ceurse,‘ more educated houscholds also tend to be higher income, higher wealth
households. So much of the refationship between giving and education may be picking up the
effects of financial status rather than those of education, When holding income, wealth, and other
factors constant, we continue to find a strong positive retationship between education and giving.
If the head of the houschold has 4 college degree, then the family is both more likely 0 give and
tends 1o give greater amounts, This result indicates that there is a sepurate effect of ¢ducation in
addition 1o the effects of income and wealth. Two hypotheses are consisient with this finding.
First, education itself may insall a greater “preference” for giving as one learns more about the
world, Alternatively, college graduates way have Hfctdme carings prospects that are not fully
represemied by their corrent income and wealth, Holding income, wealth, and age constant, a
coliege. graduate muy expect greater foture income than a high school graduate and may
therefore be more comfortable giving a larger amount. Unlortunately, our data do not allow for g
test of gither explanation.

Gender

Patterns of giving for wamen differ substonticlly by marital statuy, Never-married women give
more ofien and greater amounts than single males, while widowed or divorced wopen give less.

Examining differences in giving by gender is complicated by the fact that surveys report
a single response for g household.  This is true in both the survey used to collect data for the
Giving and Vohoweering reponis and in the SCF. In these cases 1t is impossible to distinguish
between the philanthropic behavior of husbands and wives, To identify the relationship between
gender and giving we therelore categorize respondents as marricd couples, single males, or
single females, and compare the actions of single males and single females. Qur results show that
single females are equally likely 1o make a transfer as married couples, but single males are
significantly less likely to do so. With respect w the amount given, single females give less than
single males, but the difference is not significant,



Mugh attention has recently focused on women and philanthropy {see box). We therefore
ook more closely at the paterns of giving for women. ‘%’e subdivide the category of single
women inlo two groups, 1hose whe are widowed or divorced, aixd those whoe have never been
married. The results show that never-marnied women are actunlly somewhat more likely to give
than couples although the estimated difference is not significantly different from zero, while
widows are less likely to give. Similar patterns are evident for the amounts: single women give
siightly more than widows, but the difference is not significant. While these differences control
for the number of chiidren, there nfay be other factors in family relationships that affect giving
for wineh we do not control.  Depending on the underlving cause of the observed difference,
outreach programs d<:51g,ned 10 encourage giving by wonen might be most effective if targeted at
widowed women,

Women & i’hi}af'ﬁhmpy

American women have the potential 1o become leaders in philanthropic giving. Currently
they contred more than 51 percent of the personal wealth in the United Stales and own a third of
all privately held businesses. Furthermore, because women Iv;}icgz by outlive their husbands, they
are projecied to inherit many tritlions of dollars in the coming decade. This untapped p@iezzizai
represents an important opportunity for the philanthropic community,

Women's giving patterns have taditionally mirrored those of their busbands; however, a
shift in behavior has begun, with women becoming more involved in giving. Younger women in
particular are more likely to make thelr own choices with respect to charitable giving, and there
is reason o beligve that as older women beconme more confident in financial management skills,
they too will begin (o act independently, .

Organizations are beginning to reach out 10 encourage philanthropy among women, with
many ¢olleges and universities leading the way, Institutions are expanding efforts 10 not only
encourage women's giving, but also to study, understand, and support women’s philantbhropy. In
1992 the University of California, Los Angeles (UCLA) established “Women & Philanthropy at
UCLA™, As part of its mission It encourages women 1o give, helps women tailor their giving to
areas that suil their own interests, and helps women develop the skills necessary to assume
teadership positions on campus. Moembers of the Women & Philanthropy program are provided
opportunitics {6 meet with UCLA researchets and 10 astend special campus events. The program
has been o success, raising over $20 million in the 1999 fiscal year alone. Many other
institutions, including Oklahonia State University, the University of Missouri at Kansas City, and
Purdue Unyversity, have similar programs.

Anccdotnl evidence suggests that women arc motivated (o give by different factors than
men, in particular, women appear to be less inlerested than men in giving publicly. A recent
survey by the Committee of 200, 2 group of successful business women, found that just 3 percent
of women donors indicated that they would be interested in having a building named in their
honor or even a plaque engraved with their name, while 40 percent preferred no recognition,
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Inslead of publicity, women cften cite personal. gratification or having an impact as the
motivation for giving. In accordance with these principals, women prefer 1o maintain contact
with the pratects they fund and with the people involved. They also tend to direct their gifls
towards specific purposes such as athletic teams, women’s scholarships, and specific facilities (a
new concert hall or a women’s gymmasium, for example} rather than 1o endowment campaigns.
However, as women take on new roles in the business world and learn more about philanthropy,
this distinction between men and women appears 10 be {ading. In a 1999 follow-up 10 a 1992
survey, UCLA’s Women & Phibmthropy group found that women are bevoming less hkely 10
give solely because they are interested in the cause, and are beginning 1o treat philanthropy in a
more business-like manner.

Race and Ethnicity

- Evidence suygests that conributions differ by ruce and ethricity. When adequotely wecounting
Jor differences in economic status, African Americans are more likely (o give than whites, and
the amounts given are similar for the two groups, This conclusion contrasty sharply with results
ehiained when differences in financial resources are ignored,

) Despite significant increases over the past 8 years in the household incomes of minorities,

therc remains 4 substantial gap between the ceonomic resources of African Americans and

Hispanics and those of whites, This gap is likely to be reflected in the amount of denations that
families can afford to make, When ignoring these important differences in resources it does
appear that beth African American- and Hispanic families are less likely to give and give less
than white families. Preliminary results from Giving and Volunteering 1999 show that 75 percemt
of whites reported making contributions in 1998 compared to 52 percent of African Americans
and 03 percent of Hispanics, Because African Americans and Hispanics on average have lower
income and weahh than whites and are therefore likely make smaller donations, one would
expeet the $500 minimum on giving in the SCF 1o miss more minerity giving.” In fact, giving by

all groups is lower in the SCF than in Giving and Voluneering 1998, and the percentage change

15 the largest for ]&zspames. Thirty-five percent of whites ia the SCF made 2 donation, compared

i0 21 percent of African Americans and 12 percent of Hispanics. The dollar amounts given in
the SCF also differ by race/ethnicity. Whites pave an average of 53,356, African Americans gave

$2.459, and Hispanics $1,627, .

When differences in income, wealth, schooling, and other observable characteristics are

taken into account, these conclusions change dramaticatly. With adequate controls for ecanomic

statug, our analysis shows that African Americans are actually sigmificanily more likely to give

than whites, Mispanics remain significantly less likely than whites to have made a contribution. '

:

# We caution the reader that our cooclusions about racial and ethnic differences are based on nnalyses of relatively
siall samphes '

" However, bucause the difference between the SCF and the Giving and Volunteering numbers for the fraction of
the poputation making o gift is significantly farger for Hispanics thar for whites or African Americans, it agpeats
that meussures of Hispanic giving are more sensitive 1o the $500 cut-off, and giving may be substantially
grderreporied. Therefure, we view (he resulis for Fispanies with caution.
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Among those who do give, African Amencans give slightly larger amounts than whites, but the
difference 13 not slatistically significant, This dramatic change in the pauern of giving by race
when a broad array of characteristics 13 controlled highlights the importance of multivariate
analysis, In panicular, if we ignore the differences in wealth levels in our anslysis, as is done in
many studies, but control for the other variables, the v\lzght difference between African American
and white giving is attenvated.

Factors other than differences in financial resources and schooling are also likely 16 be
important in explaining the difference in giving apross rucial and cthnic groups. Diffcrences in
exposure (o opportunities o give and the desired beneficiaries of charitable giving are also likely
to matter. Giving and Volunicering 1996 reports that African Americans and Hispanics are asked
to give much less ofien than whites. One study reported that Hispanics receive an average of 15
10 20 requests for donations per year compared to 300 for other groups. And yet, another study
found that when asked, African Americans and Hispanics were more bkely 0 respond positively
to a request than whites. [f solictistions serve to increass gwving, then organizations are
overlooking an imporiant resource by not soliciting donations from African Americans and
Hispanics a1 greater rates.”’

Experts on philanthropy in minority communities have also argued that minority giving is
less likely o be included in existing data on giving because much of it is done informally. For
instance, many Hispanics send remittances to extended family in other countries; estimates are
that Hispanics living in the United States send at least 53 billion per vear to Mexico slone, i&y
excluding this type of giving, the survc,} data used in published studies may underestimate giving
by Hispanics relative to other g groups.’”

Even within the formal philanthropic sector, minorites cheose different recipients than
do whites. They are jess fikely to coninbute 1o endowment campaigns, and instead {ocus their
giving on religious ingtitutions and organizations or on effonts that meet pressing needs. The low
participation of minoenties in formal philanthropic giving is potentially » result of the services
provided by many charitable organizations. In 1997 just under 8 percent of all foundation grants
went to minority ¢oncerns. Thus ong way 10 molivaie minorilies (o give more is o provide
increased opportunities to give 10 organizations that more directly address their concerns. One
orpanization that docs appear (o attract a significant amount of gifls from minorities is the United
Way. In a 1996 survey 26 percent of whites, 30 percent of African Americans, and 24 percent of
Launos reporied making contributions 1o the Linited Way in the previous 12 months.

Minorities, like women, have less of a history of giving io 'f'orma% philanthropic
organizations. This implics thal outreach activities aimed particulariy at these communatics, like
those discussed earlier that target women, may yield increases in giving. Some organizations are
beginning to understand the polential, Fundraising programs using Spanish language matenals
and foundations using their grants to fund programs in Hispanic communities have had

" The direction of the relationship between solicitations end giving & not clear. As noted later in the paper, it may
be that organizations ask for contributiens frem those who are muore likely to give (perhaps because of financial
capabilities) or who have given generously in the past.

* Civing US4 Updare, issue 2, 1999,
3 ki -
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increasing success. These efforts indicale that by addrussing the needs and concerns of
N + oy - - - . . . - - . 4
1norities, charitable instifutions can substantially increase the contributions of these groups‘] '

Bequests
Among the very wealthy a large fraction of charitable giving is done through beguesis.

Beeuuse the statistics in the previous section are derived from survey respondents, there
1s no information on the distribution of bequests. We therefore know much loss ahout irends in
charitable bequests for representative samiples of the population than we do aboul imer vives
giving. Instead of survevs, past studies of bequests have drawn on data from estate tax retums.
These tax returns are filed only by estates that have made bequests and taxable gifts which total
to more than the fax-exempt imit {§675,000 in 2000}, While these estates are not representative
of the estates of all decedents, they are likely 10 be responsibice for the vast majority of charitable
beguests.

~ For many wealthy individuals, bequests are an umportant mede of philanthrapic giving.
In 1992 only 19 percent of estates filing tax returns made a chantable beguest, but the 1wl
amount given was $10.0 billion (inflatton-adjusted 1999 dollars), equal to 8.5 percent of the total
net worth of the estates and significantly ligher than the fraction of tncome or wealth given in a
particular year. Furthermere, among those who did make a charitable bequest, a significant
fraction of the estate was donated with bequests equal fo 27 percent of net worth.”?

The megninde of charilable beguests made by the wealthy often surpasses their faier
vives giving in magoitude. Using estate and income tax retumn data, a recem study finds that, on
average, wealthy decedents gave $8.9 million (inflation-adjusted 1999 dollars) 1o charties at
death, compared to just $3.1 million during the 10 vears prior to their death. For the wealthiest
segment of the population, those with estates valued wt more than $100 million, bequesis
accounted for 78 percent of charitable giving over the final 10 years of life,'

As with {nfer vivay giving, there are differences 1o beguest behavior by gender. Because
wives typically outlive their husbands, female decedents are much less hikely than male
decedents t be married at the tme of death, and to leave assets to a surviving spouse. Likely
because of this difference, females leave s greater fraction of their estates to charity. In 1992
female decedents left 10.1 percent of their net worth 1o charity on average, compared 10 7.5
percent for mmales. This difference in philanthropic behavior butween males and females reverses
when one examinegs only the behavior of those who have already lost their spouse; widows lefi
121 percent of their net worth 1o charity while widowers [e/t 12.6 percent.”

¥ Herry Rames, “Latino Philsnthropy: Expanding US$ Modets of Cliving and Civie Parsticipation,” 1999,

¥ Internal Revemue Service, “Statistics of Income Bulletin,” Winter 1996.97,

¥ David Joulfaian, “Charitable Giving in Life and Death,” forthcoming in William Gale and Joe! Slemrad, editors,
Retkinking Estate and Gift Taxation (2000).

"7IRS, Winter 1996-97,



Summary

+

tncome and wealth are important determinants of charitable giving, Over the past decade
income and wealth have increased subsiantially with chariiable giving following suit. Because
we cannol guarantee equally strong economic growt inio the indefinite future, turther increases
in philanthropic behavior can perhaps best be auained by tapping under-used groups:
encouraging giving among the voung, widows, single men, and minorities. We retarn 10 this -

1ssue 1n the final section of the paper,

RECIPIENTS OF CHARITABLE Gl\-;'!NG

Contemporary philanthropy supports a wide range of activities and causes. As the amount of
charitable giving has grown, there hove also been changes in the way in which money is
distributed 1o the various Types of philanthiropic organizations.

Chart 8. Recipiems of Biving, 1998
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Religion iz by far the single largest recipient
of comribwtions, vhile gifis 1o foundations
are the fustest growing.

Based on data from. Giving US4 1999,
Religion is by far the single largest recipient af
charitable giving, with about 44 percent of giving in
1998 going to religious organizations.”® Education
is the second largest recipient but tails veligion
significantly, with receipts of  $27 billion i 1999,
compared 1o 382 billion for religion in the same
vear.

Although the amoumt given o religion
remains  Jarge, its  relative. mportance  ha
diniinished  recently. In contrast, gifis 10
foundations have experienced tremendous growth,
increasing by 313 percent in real terms between
1990 and 1998, Indeed, 29 percent of the nse in
total giving bovween 1990 and 1998 cume from
greater gifis to foundations, while such gifis were
responsible for anly & percent of the increase during
the 1980s. In 1998 approximarely $10 out of every
$160 donsted in the United Stites went 0
foundations, up from less than $4 in 1990, Asa
result of the relatively slow growth rate in religious

' Lintle of what is given 10 religious congregations is redistributed clsewhere. While approximately 86 percent of
the revenue of religious congregations is derived from contributions, 82 percent of expenditures are for operating

expenses or capital improvements.
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giving and the rapid growth in other calegories, religion’s share of total giving fell over 5
percentage poinis in the 1990s, while the share going to foundations increased about 8
percentage points. .

In addition to foundations, the shares of giving to two other categories—education and |
public benefit organtzations—had significant but less dramatic increases. Giving to education
rose from approximately 11 percent of total giving in 1989 to just over 14 percent in 1999, A
sizable share of giving to education gocs to higher education, and such giving tends to track the
performance of the stock market in the short run and the overall economy in the longer run.
Thus. strong economic growth and sharp increases in the stock market likely explain the
increased prominance of education as a beneficiary. of philanthropic giving.

An important longer-term change in philanthropy has been the decline in the share of
giving going to human serwces (Chart 10). This category typically includes many social welfare

apencies, although it also includes activities not
Chart 10. Human Services' Share of Giving EC & a

20 necessarily focused on the poor (for example,
disaster relief). In 1960 human scrvices was the
18 . second largest recipient category (religion again

was the largest). By 1999, however, human
services was only the fifth largest, behind giving to -

8 ‘ religion, education, foundations, and health. The
steady decline in the percentage of giving
4 carmarked for human services appears to have

-halted; the share of giving going to this category
increased by 1 percentage point from 1997 to 1999.

1660 1970 18980 1990 2000

Similar patterns of recipiency are observed for charitable bequests. Religious
organizations are the most common beneficiaries in terms of the number of estates making a
donation. With respect to the amounis of the bequests, however, foundations are a primary
recipient, second only to the category “other.” In 1992, 28.8 percent of charitable bequests, or
$2.4 billion, went to foundations. Educational and scientific organizations received a similar
amount equal 10 $2.3 billion.'

The types of organizations (o which donors contribute differ systematically by income level, with
top earners focusing more on higher education and lower earners focusing more on religious
giving.

Donors with different income levels tend to support different types of nonprofit
organizations. For example, in comparison to other tax pavers, the wealthy devote a much larger
share of their contributions to education, health, and the arts and culture, with a much smaller
share going to religious organizations than those with less wealth.

Because the very largest givers provide a substantial fraction of total contributions, it is
worthwhile to examine the recipients chosen by these individuals. Such a study is provided by

1% IRS, Winter 1996-97.
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Slate, a web-based publication. Relving largely on newspaper accounts, Slate compiles lists of
the largest gifts. In 1996 the top 90 gifts (worth about $1.5 billion in total) went primarily to
fund higher education and medical research: 56 percent of the total value to higher education and
about 17 percent to medical research institutions or medical centers. Eight percent of 1o1al giving
was dispersed to privale foundations, and the remainder funded other typés of recipients.

Men and women support different types of organizations: women are more likely 10 give 10 social
services and males are more likely to leave beguests 1o foundations,

The limited evidence on the subject suggests that women donate o different causes than
men. A recent small-scale study of the giving patierns of wealthy donors found that women are
much more likely to support social services than men, with almost half of women respondents
reporting a contribution in this area, compared to only about a fifth of men. In contrasi, men
were more likely 1o support education, with three-fourths making a donation to education,
compared to only 57 percent of women. The study also found that women were more likely to
support cultural activities and the environment, while men were more likely to donate to religion.
Both sexes supported health about equally.

Differences in giving also exist for the distribution of charitable bequests. Women are
more likely 10 bequeath assets 10 educational, medical, scientific, and religious organizations and
less likely to leave their wealth 1o private foundations. In 1992, 35 percent of charitable bequests
by female decedents went to educational, medical and scientific organizations, and 14 percent to
religious organizations, compared to just 22 percent and 5 percent for males. In contrast, only 19
percent of the charitable wealth bequeathed by females went to private foundations, while this

figure was twice as large for males.

MOTIVES FOR PERSONAL GIVING
Motives for Giving

Beyond these demographic and economic characteristics, a more complicated set of
issues relates to the personal motivations for giving. While any analysis of the motivations of
givers is necessarily speculative, here we draw on both responses to survey questions about
reasons for giving and analvses of economic behaviors 10 address the issue.

Chart 11. Major Motivations for Giving and '
Volunteering Survey evidence shows that important motives for
giving include a desire to help others and to give
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1996 (see Chart 11). The survey question used in this analysis asks for the reasons behind both
financial giving and volunteering and provides a list of eight possible explanations. (It does not
ask separately about motivations for {inancial g,iving.)?'U Respondents are asked whether each
motive was a major or minor reason for their giving, or not a factor at all. “Feeling that those
who have more should help those with less” was the most frequently cited “major motivation™
for giving and/or volunteering, and almost 80 percent of respondents cited it as either a major or
minor motivation. Other important motives included “Giving back to society some of the
benefits it gave you™ and “Enhancing the moral basis of society.” Financial considerations were
also important to many; a third of respondents cited “Keeping taxes and other costs down™ as one
of their major motivations and two-thirds cited it as either a major or a minor motivation.
Because the value of time spent volunteering is not tax deductible, this motivation should relate
solely to financial contributions and indicates that tax considerations likely play an even more
important role in financial giving than is indicated in the Chart.

Heiping those “with less” and those with “material nceds™ are important motivations
bascd on responses 10 the survey question. However, the prevalence of these explanations is in
stark contrast to the relatively low level of giving to organizations bencfiting the poor {Chart 10).
However, consistent with the sharp decline in giving to human services, the fraction of donors
reporting “helping those with less™ as an important reason for giving declined from 55 percent in
1992 10 42 percent in 1996. It may also be that “helping those with less” and “‘giving back to
society” are more important explanations for volunteering than for making cash contributions, or
alternatively that individuals report these as motivations because they believe they are lhe most
socially acceptable reasons.

Survey evidence also shows that certain events or circumstances may tend to influence donors to
give. These include being asked 1o give, being a volunteer, puarticipating in religious uctivities,
and participating in certain events during youth,

Individual attitudes towards gi\'in.g will likely also be influenced by cxperiences.
Evidence from Giving and Volunteering 1999, confirms an obvious impetus for giving among
many donors: being asked to give. Over 80 percent of houscholds who reported being asked 1o
make a contribution actually did make a contribution, whereas only 50 percent of those who
were not asked contributed.”' However, it is important 1o notc that this relationship need not be
causal. Those identified by charitable organizations as likely givers, perhaps because of past
contributions or other factors, may be more likely to be solicited for donations and more likely to
give again.

There are also strong correlations between volunteer work and religious involvement, and
making financial contributions, suggesting underlying differences in a willingness to help others
or perhaps indicating that volunteer work can expose one to the sericusness of financial need.

% Although not analyzed in this paper, Americans are generous with their time as well as with their money, In 1998
an estimated 20 billien hours were spent volunteering for charitable organizations, In fact, over half (56 percent} of
adults volunteercd that year, the highest percentage in at least a decade.

! The Independent Sector, Giving and Voluntecring in the United States; Finding from the National Survey 1999
Edition; Executive Summary (2000).
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Contributing households with at least one member who does volunteer work gave a higher
percentage of their household income than households where the respondent did not volunteer.
Furthermore, 84 percent of those attending religious services weekly made a household
contribution in 1998, compared to about 70 percent among the general population. Childhood
events related to community or school involvement, such as belonging to a youth group, being

Chart 12. Percent of Adults who Donated in active in a religious organization, and being active
1998, by Participation in Activities during Youth in student government, appear to encourage later
100 philanthropy (see Chart 12),
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betieve that is the way in which they should behave,
when they are actually motivated by some other factor. For example, individuals may think 1t is
“better” 10 report that they give to “help those with less™ than to report that tax incentives are
driving their behavior. As an alternative to dircct questioning. an analyst can attempt to infer the
underlying motivation by examining actual behavior, Economists have used this method to focus
on the role of several factors that have the potential to affect charitable giving. One important
factor is the financial resources of the potential donors. This relationship was examined in detail
in a previous section. A second factor is the cost or price of giving. Because households who
itemize their mcome tax deductions can deduct charitable contributions, a one-dollar donation
actually reduces the disposable income of the donor by less than one dollar. Through this
mechanism the government in effect subsidizes charities. Holding income and wealth constant,
charitable giving would therefore be expected to rise when tax rates rise. The third economic
factor can be thought of as the “demand for charitable contributions,” or the perceived needs of
potential beneficiaries. For example, if poverty rates rise, giving to human services may increase
as donors see a greater need for their contributions.

Economic research shows that tax incentives encourage charitable giving, although the {on-g-
term effects are smuatler than the short term,

In 1999 over 32 million taxpayers took advantage of the itemized deducllon for charitable
giving, costing the federal government $26.5 biilion in lost tax revenue.’? This deduction serves
1o subsidize the activities of private organizations that may provide alternatives to direct
government transfers. This tax-based subsidy is an efficient way of funding the activities of
recipient organizations if the total given to these charities is greater than the cost to the
government in terms of foregone tax receipts. If the subsidy is not efficient, the government
could cease providing the tax deduction and transfer that amount directly to the organizations.

# 1.8, Joint Committee on Taxation, “Estimates of Federa) 'l:ax Expenditures for Fiscal Years 2000-2004,”
December 22, 1999, p. 27.
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The literature on the effect of taxes on charitable giving has concluded that individuals do
give more because of the deduction, but there remains substantial disagreement about the
magnilude of the response. While carlier studies typically found that the deductibility of
charitable donations was an ecfficient method of distributing resources to philanthropic
institutions, more recent studics analyzing the effects over a longer period of time have
concluded that it 1s not. These studies suggest that changes in the tax law may affect the timing
of giving, but are unlikely to have a large effect on lifetime contributions.

One ought not to infer from these results that the charitable deduction should be
eliminated. Rescarch does indicate that'it is ¢fficient for some forms of charitable giving - such
as giving to social welfare organizations - and for giving by higher-income individuals.
Furthermore, the charitable deduction often benefits causes such as rellg,lous organizations,
which cannet obtain government funding. :

The tax code also encourages charitable bequests. Such bequesis are deducted {rom the
value of an estate before calculating the estate tax owed. Because the estate tax affects only the
very wealthiest of decedents, this deduction affects few individuals. However, for those whom it
does affect, the potential tax savings are large.” Evidence suggests that the responsiveness of
charitable bequests to this deduction is large. Several studies based on data from different time
periods have found that the deductibility of charitable bequests 1s efficieni, encouraging more in
giving than is lost in tax revenue. Given the responsiveness of charitable giving to the estate tax
deduction, it'is likely that if the estate tax is eliminated, charitable bequests will fall substantially.

Donations do respond to changes in the need of the recipient, but increases in contributions do
not appear to offset fully increases in need.

The extent to which individuals respond to changes in the need of potential recipients has
important implications for the effectiveness of government transfer policy. If a significant
amount of charitable giving is driven by the needs of potential recipients, then a decrease in
government spending towards the poor or other recipients can be offset by an increase in private
giving. It is difficult to verify these effects from direct observation. Government spending on
education, social scrvices, and the environment has increased in real terms during the 1990s
while remaining a relatively stable fraction of federal outlays. Individual giving in support of
education and the environment increased as a share of total private giving, while the share of
contributions going to health decreased. In contrast, government spending on the arts and
humanities has fallen both in absolute terms and as a fraction of spending, while private giving to
the arts has gone up since 1990, but fallen as a share of total giving.

Economic analysis specifically addressing the relationship between public and private
spending has found that private contributions do respond to changes in public spending on
welfare programs, but that the response is far from dollar for dollar. One study reports that
individual giving 1o social services declined by 38 cents for cvery extra dollar of federal
spending.  Similar cffects would be expected in the opposite direction; decreases in federal

» Marginal cstate tax rates can be as high as 55 percent. Thus, a bequest of one doltar to a charitable institution can
reduce the amcunt available to ather heirs by ust 45 cents.
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-spending for the poor should be expected to increase private contributions by 38 cents [or cach
dollar in cuts. Thus while the evidence 1s not particularly strong, it docs appear that giving
responds to need.

THE FUTURE OF PHILANTHROPY

Recent irends and patterns in giving suggest remarkable opportunities for growth in the
philanthropic sector. In the coming vears philanthropy will likely be shaped not only by
increases in foundation giving, but also by changes in the pool of potential donors, the
organizational structure of foundations, and the means by which organizations 1each out to
potential contributors.

Demographic Trends

The aging of the buby boomers and the high levels of accunulated wealth among this group may
vield a substantial windfull for philanthropic organizations in the coming years.

As demonstrated earlier, the elderly are substantially more likely to make contributions
than the non-elderly, and when thev do, they donate larger amounts. Other evidence clearly
indicates that giving increases with wealth. As our population ages and wealthter cohorts reach
their peak giving vears, significant increases in charitable giving are likely to follow.

Between 1999 and 2020 the fraction of the American population ages 65 and over is
forecasted to increase from 12.6 to 16.5 percent. Ignoring any increase in the overall size of the
population, simply shifting 3.8 percent of the distribution from middle age, to ages 65 and over,
will yield an increase in the number of givers and in the average amount given,

Along with the change in the age distribution, there are also significant differences in
lifetime wealth across cohorts. Median houschold net worth for those ages 61 and over was
$48,738 in 1962. $95.458 in 1984, and $111,385 in 1994 (inflation-adjusted 1999 dollars).*
Based on these trends, it is likely that the baby boom ‘gencration will reach age 65 with more
wealth than preceding cohorts. Thus not only will the aging of the baby boom result in an
increase in the number of generous givers, but it will also mean that thosc with the highest
probability of making a donation will have more 1o give.

"A recent study has attempted to quantify the growth in inter vivos giving and charitable
bequests in the coming years. By their very nature these forecasts are speculative, and the results
uncertain at best. However, they do point 16 a dramatic increase in both inter vivos contributions
and charzi;able bequests, with each estimated to grow by several hundred percent over a 20 year
horizon.

¥ Juster, Lupton, Smith and Stafford, “Savings and Wealth: Then and Now,” minreo. (University of Michigan,
December 1999).

* paul Schervish, *The Modern Medici: Patterns, Motivations, and Giving Slratebles of the Wealthy,” presented at
the “What is *New’ About New Philanthropy” University of California Nonprofits Studies Center Confcrcncc
{Boston College Social Welfare Institute, March 2000),
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The Role of the New Economy

A new group of venture philanthropists is taking a hands-on approach to the not-for-profit
sector, using lessons-learned from their experiences in private enterprise.

The term “venture philanthropy” refers to a new and burgeoning form of grant-making
that uses strategies from the for-profit investment world 10 help grantees improve the efficiency
of their organizations and ensure their viability. 1t is argued that by better monitoring the success
of funded projects and the investment of capital, and by providing organizationa! assistance to
recipient organizations, foundations can make more effective use of their own endowments.

To these ends, many wealthy donors are now applying their business skills to their own
charitable giving, in particular by establishing new instruments known as social venture funds.
These funds apply for-profit techniques (especially venture capital practices) to the -nonprofit
realm in an effort to maximize investor value and impact. While there are relatively few social
venture funds currently, the model they sct forth presents itself as a strong precedent for future
innovative efforts.

In addition to these social venture funds, established foundations arc also revealing
interest in incorporating venture philanthropy into their grant making. Some have argued that
these concepts are not new to the foundation world, but harken back to the close personal interest
philanthropists such as John D. Rockefeller, Andrew Carnegie, and Walter Annenberg, took in
the way in which their money was distributed.  What does appear 10 be new, however, is the
more formal mentoring roles established and the increased number of foundations fielding such
techniques. This trend does raise some concern that the grantees’ ability to control their own
missions and agendas could be compromised *® Clearly, achicving the proper balance between
foundation involvement and nenprofits’ independence needs o be an important goal if venture-
style funding is to succeed. '

At the Forefront of Venture Philanthropy

Social Venture Partners is a social venture fund begun in Seattle in 1997. Its focus is on
children’s and education programs. It consists of a network of young professionals and
technology leaders who cach mvest a minimum of $5,400 each year for at least 2 vears and
provides a variety of hands-on assistance to grantees. It currently has more than 2350 partners.
The fund is being replicated in four other locations — Austin, Phoenix, Dallas, and Denver.

Since the establishment of the Social Venture Partners fund, many similar funds have been
established. The Silicon Valley Social Ventures Fund and the New Schools Venture Fund also
promote active giving to nonprofits by young professionals. Investors in the Silicon Vallev fund

* Far an example critique, see Pablo Eisenberg, “The ‘New Philanthropy’ sn’t New — or Better,” The Chronicle of
Philanthropy, January 28,1999,




provide advice and assistance to grani recipients and also continually monitor the progress of
supported projects. In each grant cycle a particular funding area is chosen. Education was
targeted during the summer of 2000, and children and vouth will be emphasized in the fall of
2000. The New Schools Venture fund works by supporting nonprofit and private companies that
work to improve public K-12 education. Other examples of social venture funds abound.

The Jmernet provides a new avenuc along which individuals can participate in philanthropy,
Through on-line donations, volunteer plucement, and information dissemination, the Internet has
made it easier for many Americans to engage in charitable behavior.

Just as the Internet is transforming the way we work, shop, and communicate, it is also
changing the way we give. While the existence of “e-philanthropy”~that is, on-line
phitanthropy—was hardly noticcable a year or so ago, today it has national visibility and is
increasing in importance. Nonprofits have established web sites to communicate with members,
provide information, and raise funds. The Red Cross, in particular, has been highly successful in
their efforts Lo raise large sums of money through the Internet during major disasters.

In addition to websites run by individual charities, other types of sites provide information
about a wide number of organizations. For example, Guidestar, provides a searchable database
of more than 640,000 nonprofit organizations in the United States to help donors seek out and
compare charities, monitor their performance, and better target their own giving. Similarly,
helping.org, launched by the AOL Foundation, provides a full spectrum of services,
opportunities, and information related to philanthropy and volunteerism.

As Americans become more accustomed to the Internet, it is likely that e-philanthropy will
grow significantly. The fraction of Americans with Internet access has increased substantially;,
currently more than 40 percent of households have access to the Internet. Furthermore, a study
conducted for a conference sponsored by the -‘White House Millennium Council reported that
those likely.to get involved on-line are younger and more politically diverse than the population
reached through direct mail. Given these-differences. the Internet is likely to reach those who
have not previously been active in philanthropy and thereby further increase national giving.
Although not anticipated to be a panacea for organizations’ fundraising needs, e-philanthropy is
viewed by many as a useful resource for disseminating information, reducing the transaction
costs of giving, and providing an alternative means for raising funds - important benefits in a
fast-paced world. . '

ENCOURAGING GREATER GIVING

Philanthropy in the United States reached a record high in 1999, following a dramatic 41
percent increase since 1995, Nonetheless, relative to GDP, total giving currently falls short of
the levels that existed in the 1960s, and the fraction of Americans making a charitable donation
has not increased. These trends indicate that Americans have the potentizl to give more.
Furthermore, because much of the recent increase in giving has been driven by the dramatic
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gains in wealth, an economic slowdown could result in a significant cutback in charitable
contributions. It is therefore prudent (o invest now in strategies to encourage greater giving in the
future.

Ensuring a Tradition of Philanthropy

Programs that encourage youth to participate in philunthropy provide assistance to needy
communities und sow the seeds for future giving in adulthood.

The evidence on individual giving showed that, holding income and wealth constant,
giving increases with age. It is not clear whether this trend represents generational differences in
attitudes towards philanthropy or if the younger generation will increase their giving as they age.
Regardless of the source of the difference, an effective policy for future giving ought to include
programs fo involve the young. :

Parents and religious communities play a centrat role in developing a habit of giving, and
community groups, foundations, and schools are increasingly supporting their efforts. A few
specific examples will help highlight the types of activities being underiaken. Sisters
Empowering Sisters is a 2-year old program for tcenage girls run by the Gir)’s Best Friend
Foundation in Chicago. Each ycar the program works with a small group of girls ages 14
through 18 to teach them about grant making. As part of their training, the girls design request-
for-propasals (RFPs), review grant applications, make site visits, and' decide where the money
should go. They are then given money to award 10 programs developed by and for the benefit of
girls. Other efforts along these lines include the Michigan Community Foundation’s Youth
Project that encourages community foundations to train and involve teenagers in fund raising and
grant making and “The Cool Rich Kids’ Movement,” which helps affluent youth reach out to,
work on social causcs.

_ Schools have also begun to teach students about the importance of giving. In New York
State, public schools are offering a curriculum focused on volunteerism and philanthropy. In a
program at the Latin School in Chicago. students learn to write RFFPs, review grant applications,
and make sile visits to prospective grantees as part of the grant making process. They are also
provided with a small amount of funding to disburse to nonprofit organizations.

While these programs help students learn more about philanthropy, most community
service programs for young people focus on volunteering. As illustrated in Chart 12, data show
that adults who did volunteer work during their vouth are over 30 percent more likely to make a
charitable donation than those who did not are.

High schools in particular are placing a growing emphasis on “service learning”™—
integrating community service with classroom instruction. In 1999, 83 percent of high schools
offered community service opportunities to their students, and 46 percent offered service-
learning, up dramatically from 1984 levels of 27 percent and 9 percent. Schools in cities such as
Chicago, Washington, D.C., and Louisville, as weil as the state of Maryland are introducing
community service requirements for graduation.
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LEfforts to encourage volunteering have also come at the national level. In 1993 President
Clinton outlined a vision for a national service program that would allow young people to serve
their country while earning funds for a college education. The resulting AmeriCorps brings
together people of different racial, ethnic, and economic backgrounds to solve community
problems. Since the program's inception 5 years ago, over 150,000 AmeriCorps members aged
17 and over have served as tutors, mentors, and disaster-relief workers, among other roles. Today
there are more than 350 AmeriCorps programs nationwide serving an estimated 4,000
communities. These various volunteer opportunities may both encourage current charitable
activities and serve as an investment for future increases in giving as thesc young people grow-
up with an understanding of the importance of giving.

Increasing Economic Incentives to Give
President Clinton”s proposed new tax incentives to promote philanthropy.

Recause individuals have becn shown to respond to the economic incentives 1o give, the
"Administration has developed proposals that use the tax code to benefit charitable institutions. in
his State of the Union Address, President Clinton unveiled a package of new iax proposals to
encourage philanthropy. '

The widest reaching of these proposals allows individuals to claim a deduction for
charitable giving, even if they do not itemize their deductions on their federal income tax returns.
When fully phased-in, the President's proposal will allow the 70 percent of taxpayers who do not
itemize the opportunity to claim a 50 percent deduction for charitable contributions above $500 a
vear. ,

The sccond proposal will make it easier for foundations to vary their giving over time and
thereby respond effectively (o the changing needs of those they benefit. Foundations currently
face a two-lier excise tax: a 1 percent tax on investment income, and an additional 1 percent tax
on investment income if they fail to maintain their average rate of giving over a 5-year period.
This mechanism is complicated and can reduce giving in certain situations. If a foundation
wishes to increase giving in response to a particular need in one year, it could risk higher future
taxes if, afier the nced has passed, their rate of giving drops back to carlier levels. The President's
new proposal will eliminate the two-tier system and set the excise tax rate at 1.25 percent on
investment income.

The President's budget will also make it easier for individuals to donate appreciated
assels like stocks, art, and real estate. Under existing law, individuals donating appreciated asscts
can take a tax deduction that is limited to 30 percent of adjusted gross income (AGI); for gifts
made to private foundations, the deduction is capped at 20 percent of AGI. Amounts above these
limits can be carried forward and deducted against income in future vears. However, these caps
on yearlv deductions may limit the amount individuals choose to give in any particular vear, and
needlessly complicate tax preparation through the carryover provisions. The President’s budget
cases these restrictions and simplifics the necessary accounting by increasing the limit on



appreciated property'to 50 percent of AGI, and the limit for donations of appreciated property to
privale foundations to 30 percent.

These new tax proposals provide a straightforward mechanism for promoting greater
participation in charitable activities. Stimulating philanthropic giving by increasing both the
incentives to give -and the ease of givirig is constructive in this time of cconomic prosperity
wherc there clearly exist the resources to help. Furthermore, by refusing to abolish the estate tax
the President has helped to ensurc that charities continue to benefit from the generosity of
individuals at their deaths.

CONCLUSION

The strong economy has provided benefits to the country in many dimensions. More
Americans are working than ever before, poverty rates are down, and home ownership has hit
record highs. The dramatic increases in wealth have alse brought increases in giving. Total
charitable giving in the United States reached a record high in 1999 as many Americans shared
their financial gains. Yet despite this generosity, Americans have the potential to give more. The
task set before us now is to build on this level of gencrosity and ensure that the benefits of the
New Economy continue to be widely shared.

i The New Economy has also spurred new avenues for giving that will likely improve the
efficiency of philanthropic sector. E-philanthropy is in its infant stages but promises to provide
opportuntties for giving to a broad range of individuals. It also allows for the efficient
dissemination of information about philanthropic organizations and their needs, alfowing donors
to contribute to charities that reflect their particular interests, Similarly, venture philanthropy
draws on the techniques developed by venture capital firms to ensure that contribution dollars are
. wisely invested and distributed. The changes in giving resulting from these developments are
yet unknown, but offer the hope of increased participation in philanthropic activities. The
increasingly widespread use of the Internet provides another avenue along which 1o spur
charitable giving. Access to information about charities, the ability to match individual interests
with the goals of particular charities, the case of on-line donations, and the breadth of the on-line
audicnce all point to the tremendous potential lo increase giving.

Finally, policies offering tax-incentives for giving and programs that reach out to women,
minerities, and young people, appear to be promising avenues for developing future giving.
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Mzr. Chairman and members of the Committee, it 1s 2 pleasure to be here this moming to
talk about some of the economic issues raised by the current merger wave. My testimony
contains four sections. The first puts the cwrent merger wave into historical perspective. The
main message from that section is that merger activity has certainly increased substantially in the ‘
past few years, but it is not clear that the level of merger activity is “unprecedented.” The second
section examines the question of what the current increase in merger activity means for the
economy. Here the main message is that mergers affect economic performance primarily
through their impact on competitive conditions in specific markets rather than on broader
macroeconomic conditions. The third section looks at the causes and consequences of mergers.

"Here there is no simple conclusion. Many, if not most mergers are motivated by the desire to
achieve greater operating efficiencies and lower costs. But it is impossible to rule out
anticompetitive motives or simple managerial hubris as explanations for mergers. The final
section provides a summary and tentative evaluation of the current merger wave.

I. Mergers: A Historical Perspective

The United States is in the midst of its fifth major merger wave in a hundred years. The
previous four merger waves prowde background and perspectlvc for assessing today’s mcrgcr
acnvn'y

*  The Great Merger Wave of the 1890s. The first great merger wave at the tun of the last
© century was the culmination of the trust movement, when numerous small and mid-sized
firmns were consolidated into single dominant firms in a number of industries. Examples.
include Standard Oil and U.S. Steel. One estimate is that this merger wave encompassed
at ]east 15 percent of all plants and employees in manufacturing at the turn of the century.
An estimated 75 percent of merger-related firm disappearances occurred as a result of
mergers involving at Jeast five firms, and about 2 quarter involved 10 or more firms at 2
time. The sharp decline in merger activity during 1903 and 1904 was probably related to
‘the onset of a severe recession and the legal precedent for prohibiting markct-dommatmg
mergers under the antm'ust laws that was estabhshcd by the Northemn Sccunncs Casc

. The Roaring Twenties. The merger movement of the 1920s saw the consolidation of
many electric and gas utilities as well as manufacturing and minerals mergers. Some of
the most prominent manufacturing mergers (such as the one that produced Bethiehem
Steel) created relatively large number-two firms in industries previously dominated by



II. Mergers, Concentration, and Aggregate Economic Performance

What does this merger activity mean for the economy? 1 think it is fair to say that
economists have found little reason to think that broad economic indicators like the rate of
economic growth, inflation, or unemployment are much affected by changes in merger activity or
the share of aggregate economic activity accounted for by the largest 100 or 200 firms (so-called
aggregate concentration)—at least on the order of those that have typically been observed in the
United States. Economic analysis suggests that the main route by which mergers affect economic
performance is through their impact on competitive conditions in specific markets.

Let me elaborate a little on these points. Heightened merger activity tends to call
attention to the importance of large firms in the economy and raise popular concerns that
economic power is becoming increasingly concentrated in a few mega-corporations. In 1976, for
example, the business journalist Andrew Tobias wrote an article in New York magazine entitled,
"March 3, 1998: The Day They Couldn't Fill the FORTUNE 500." Well, needless to say,
Fortune magazine continues to publish its Fortune 500 with all the spots filled. Indeed, Statistics
of Income data from the IRS show that in 1994, there were about 4.3 million incorporated
business enterprises operating in the United States. Of course, most of these were rclanvcly

“small (Exhibit 3.) :

About 7,000 corporations (0.2 percent of the total number) had assets of $250 million or
more. These large corporations held $19.5 triltion of the $23 .4 trillion in assets in the corporate
sector (83 percent) and their receipts of $7.2 tnllion represented 54 percent of the $13.4 trillion
aggregate corporate receipts. (Aggregate corporate receipts are larger than GDP because of
double counting—steel s0ld to automobile producers shows up as sales by steel manufacturers,

but it 1s also reflected in the price of automobiles. ) And compamcs at the top of the Fortune 500
are extremely large. -

+  General Motors topped the 1998 list with revenues of $178 billion and assets of $229
billion (about 1.5 percent of total corporate revenues and about 1 percent of total

corporate assets). Three other firms (Ford, Exxon, and Wal-Mart) had revernues in excess
of $100 billion.

. Fannie Mae topped the list of Fortune 500 companies ranked by assets, with $392 billion
of assets. Five other companies (Travelers Group, Chase Manhattan Corp., Citicorp,
General Electric, and Morgan Stanjey Dean Witter Discover) had assets'in excess of $300
billion. (The merger of Travelers and Citicorp would move CmGroup tothetop by a
wide margin).

. Wal-Mart Stores is by far the largest employer among the Fortune 500, with 825 ,000
employees. General Motors is second with 608,000 employees, and Ford and Umted
Parcel Service each have employmem in excess of 300,000.

We found no comprehens;ve recent research on trends in aggregate concentration (the
share of total assets or some other measure of size accounted for by the largest 50, 100, 150, or



through office superstores.” Because such careful analysis is more likely to be done for
particutar industries {(often as a result of an antitrust investigation), there is no reliable
comprehensive study of ‘whether U.S. markets are generally becoming more concentrated or
more competitive. One analyst has suggested however, that dominant firms account for less than
3 percent of GDP.

Thus, large firms, and the merger of large firms, are an important feature of the American
economy. But they have been for over a century and there is little evidence of any alarming
trend toward greater concentration of economic power in the aggregate. The analysis of how
mergers affect economic performance should probably therefore focus on the impact of mergers
in specific, well-defined markets.

II1. Causes and Consequences of Mergers

Keeping that perspective in mind, let me now turn to the causes and consequences of
mergers. The main reason managers give for undertaking mergers is to increase efficiency. And
studies show that, on average, the combined equity value of the acquired company and the
purchasing company rises as a result of the merger. However, an increase in shareholder value
can anise for reasons other than greater efficiency—-such as increased market power and the
resulting ability to increase profits by raising prices. And the separation of ownership from
control in the modern corporation means that mergers may serve the interests of managers more
than shareholders (e.g., empire building, increased salary associated with running a larger firm).
Finally, even if mergers are designed to enhance efficiency, they often don’t work and can
instead create inefficiencies (some see the merger of the Union Pacific and Southern Pacific
railroads in 1995 as a notable example of such an outcome.)

There are numerous ways that mergers can contribute to economic efficiency. Oneis by
reducing excess capacity (this justification has been invoked in hospltal defense, and banking-
mergers). Another is by achieving economies of scale or network externalities (the hub and
spoke system that emerged following the deregulation of the airline industry is one example,
though it is one that raises questions of increased concentration as well} or economies of scope
(“synergy™) as in the case of investment/commercial banking, where similar risk management
techniques and credit evaluation skills are utilized in a wide variety of financial services.
Mergers may also improve management (studies suggest largc differences in efficiency among
sccmmgly similar firms like banks.)

Most mergers probably are undertaken with the expectation of achieving efficiencies,
though the cutcomes may sometimes be disappointing and divorces are not uncommon (such as
the unraveling of AT&T’s 1991 acquisition of NCR). Studies of bank mergers suggest that, in
spite of the potential for improved efficiency, in general, they have not improved the efficiency
or profitability of banks. :



. (4) High stock market. Price-eamnings ratios have increased to near-record levels dunng
the current merger wave, and some analysts feel that the market may be overvalued.
Such high stock market values may make it seem attractive to fund an acquisition with
- stock (this is the dominant funding source in the current merger wave). But an overvalued
. stock market should not necessarily lead to more mergers, because if other firms are also
overvalued then there are {fewer attractive targets 1o acquire.

As 1 mentioned earlier, in evaluating the consequences of mergers we should focus on
particular well-defined markets. In this regard, it is important to recognize that mergers do not
necessarily increase concentration in any well-defined market. Merging firms may be in
different businesses, non-competing regions, or in supplier-buyer relationships. In banking, for
example, national concentration has increased dramatically due to mergers, but concentration
measures for local banking deposits have been extremely stable because most mergers have been
between banks serving different regions. Even when the merger is among competitors,
increasing global competition or domestic entry could be simultaneously reducing concentration.
In addition, the entry of new firms or the threat of entry can offset the potentially anticompetitive
impact of a merger. And finally, the structural characteristics of markets, and not just the
number of firms, influence the nature of competition in a given market. We cannot automatically
conclude that markets with 2 or 3 competitors will be less competitive than those with 20 or 30.

IV. Conclusion.

To wrap up, the United States is currently in the midst of its fifth major merger wave in
the past hundred years. Industries that are particularly prone to mergers include
telecommunications, banking, and financial services. These are sectors in which the regulatory
environment has been changing rapidly, opening up new opportunities and challenges. This
merger wave 1s taking place in a strong stock market, and stock rather than cash is the preferred
medium for making acquisitions. Many of the prominent mergers are neither purely horizontal
(in genera} large horizontal mergers would raise antitrust issues) nor purely conglomerate.
Rather, they represent market extension mergers (companies in the same industry that serve
different and currently non-competing markets) or mergers seeking “synergy” among companies
in different industries. Analysis of the economic impacts requires careful analysis of particular
markets and defies easy generalizations.
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Concentration in Assets for the Nonfinancial Sector
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Mr. Chairmian and members of the Commuttee. Thank you for the opportunity to discuss
the trade deficit with you today. -

The trade deficit is an important economic statistic, but its interpretation is subject to

. substantial confusion. A country’s trade balance is often--wrongly--used as a measure of the
success of its market-opening policies or the benefits of its engagement in intemational trade.
‘The most important idea I would like to express to you today is that the benefits of increased
internationa) trade are reflected in higher reat income, not in a smaller trade deficit. Indeed, the

‘rising U.S. trade deficit in recent years mainly reflects the strength of the American economy,
which has grown rapidly in comparison with the economies of many of our trade partners. In
part, the trade deficit reflects the fact that our fast-growing economy is pulling in a lot of imports.
But at the same time 1t also reflects the fact that the U.S. is attracting substantial international
capital flows. These have financed increases in plant and equipment investment that have
exceeded even the growth in nauonal saving due to deficit reduction since the beginning of the
Clinton Administration. :

. 1. The Benefits of Trade

Going back to Adam Smith, one of the most important insights of economics is that
international trade increases the real incomes of all countries that engage in it. Tradeis not a
_zero-sum game in which the gains of some countries come only at the expense of other countries.
To the contrary, trade is a positive-sum.game in which both sides gain.

For a long time, arguments for trade were based on the principle of comparative
"advantage. When countries specialize in the economic activities for which they are particularly
well-suited and rely on trade to acquire other goods, they can achieve a higher standard of living
than if they try to produce everything themselves. More recently, economists have argued that
trade can also enhance productivity through the effects of greater market size, enhanccd
competmon and importation of new ideas and technologies.

These benefits from tradc are not merely theoretical. A large and growing economics
literature has found that those countries that are open to trade tend to grow faster and have higher



tevels of per-capita income than countries that close themselves off from international
competition and trade. One estimate is that the globalization of the U.S. economy over the last
40 years has added about 31500 to per-capita income.

Because policymakers in this country have long believed in the benefits of trade. for all
parties, the United States has long been the world’s leading advocate for trade liberalization.
U.S. taniffs are among the lowest in the world. While we benefit directly from our own low
taniffs--through lower prices to consumers-- we would benefit ever more if other countries were
to lower their tanffs and other trade barriers. Since U.S. trade barriers are already so low,
international trade agreements typically produce much larger reductions in the trade barriers
facing American goods in foreign markets than on foreign goods in the United States.

It is often suggested that the major benefit of trade Iiberalization is job creation. When
our economy is operating below its potential, with slack in the job market, export growth can
produce job gains, helping the economy move toward full employment. As of January 1993, for
example, the economy had substantial unemployment and excess capacity. One could say that
the large increase in U.S. exports between 1993 and 1997--roughly 10% per year at an annual
rate-- accounted for 38 percent of the increase in output, and a proportionate share of the almost
16 million jobs that were created over that period. In the long-term, however, increases in
exports must ultimately pull workers away from other activities. Trade still raises real income,
but the boost comes from better jobs and not from more jobs. Studies show that export jobs pay
13-18 percent more than other jobs. Indeed, export jobs are better even after adjusting for worker
skills and firm-specific and industry-specific components to wages.

II. Macroeconomics and the Trade Deficit

Perhaps the greatcst source of confusion about trade relates to the interpretation and -
causes of trade deficits and surpluses.

A trade deficit occurs, by definition, when a country’s total domestic spending exceeds its
total domestic production. When this occurs, the shortfali is made up by importing more goods
than are exported. When the U.S. runs a trade deficit, foreigners buy less than a dollar’s worth of
U.S. goods for every dollar they eamn from their export sales to us. The natural question is, what
motivates foreigners to supply us with more goods than we supply to them in exchange? And .
.what do foreigners do with the dollars that they don’t use to buy U.S. goods? In practice,

. foreigners typically use the excess dollars to invest in interest-bearing U.S. assets. Indeed, it is

the desire of foreigners to purchase attractive U.S. assets--to lend us the money needed 1o finance -

a trade deficit--that makes it possible to run such a deficit. Countries can run deficits only if
foreigners want to add to their holdings of the deficit country’s assets. In fact, one can as readily

argue that the desire of foreigners to acquire attractive U.S. assets is respon51ble for the U.S.
trade deficit as the reverse.

This relationship between spending, production, and the trade deficit can be expressed
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another way. I will not bore you with the details but it turns out that in an accounting sense a
country’s current account balance (a comprehensive measure which comprises not only the
balance of trade balance in goods and services but also net investment income and transfers) is
equal to the difference between national saving and national investment. The attached chart
illustrates this relationship. When the demand for investment in the United States exceeds the
pool of national saving, the difference is made up by borrowing from foreigners. Conversely,’
when saving exceeds investment, the surplus is invested abroad. The United States first
expenenced large current account deficits during the mid-1980s, when net investment fell.as a
share of national income and net national saving fell even faster. The deficit shrank briefly-as
investment collapsed in the 1990-91 recession, but it has reemerged in the current expansion.:
The good news in this expansion is that investment has been booming. But saving does not
appear to have kept pace, despite the improvement due to federal deficit reduction. (The
interpretation of current trends in saving, investment, and the current account is complicated by
the statistical discrepancy between GDP measured as the sum of all spending on output and as
the sum of all income generated in producing that output.)

When a trade deficit is used to finance productive investment, as it is now, it can be
viewed as largely benign, because the extra investment raises the productivity of our workforce,
resulting in higher future national income. It is that return that should enable us to pay off the
foreign borrowing we have undertaken to help finance our investments. We would be worse
off as a nation, and our interest rates would have been higher if, over the last few years, we had
been forced to curtail our investment. Our ability to attract funds from abroad is a vote of
confidence in the ability of our high-performing economy to put these funds to good use. .

Let me return now to the more immediate causes of our rising trade deficit. A key factor
responsible for this trend is strong growth in the United States relative 1o some of our major
trading partners. Qur strong growth has resulted in a Jarger income-induced increase in
American demand for foreign goods than in foreign demand for our goods and services. The
second key factor is the dollar’s appreciation, which has been substantial over the last three
years. In a system of flexible exchange rates and high capital mobility, an appreciation in a
currency reflects a desire by foreigners to hold that currency. Appreciations very often
accompany strong economic expansions like the one the U.S, has experienced over this period,
and in that sense the appreciation of the dollar is unsurprising given that the U.S. economy has
grown much more rapidly than those of many of our trading partners over the past few years.

-More recently we have seen a surge in the trade deficit that reflects the effects of the East
Asian crisis. Sharp drops such as those seen in the value of the East Asian currencies lead to an
increase in U.S. demand. for the goods produced by these countries (which are now much cheaper
to us than before). At the same time, the East Asian countries have cut back sharply on imports
of goods from the U.S. both because our goods are éffectively much more expensive for them,
and also because their incomes have fallen substantially.

Qur sales 1o these countries have fallen sharply. Data for the first three months of this

-
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year show that our exports to the five most-affected countries are down between $17 billion and
$21 billion (annualized) since the crisis began, depending on how one does the seasonal
adjustment. Roughly two-thirds of the lost sales were to Korea. Exports to Japan are down
another $6 to $8 billion over this period. Thus the total adverse movement across all six countries
has been $23 to $29 billion. We expect the loss in sales to worsen during the remainder of the
year, especially if Asian economies continue to contract.. Furthermore, we have not yet seen the ’
large increase in imports from the Asian countries that their devaluations are likely to produce.

It is often argued that the Asian crisis, by decreasing U.S. net exports, will diminish U.S.
growth over the next year or longer. There is no denying that net exports are exerting, and will
~ continue to exert, a drag on U.S. economic growth. Fortunately, however, the slowdown in
exports to East Asia is affecting the U.S. economy at a time when domestic demand growth is
extremely robust and labor markets have becoming increasingly tight. The consensus among
forecasters is thatthe East Asian crisis could serve as the brake that subdues growth toward a
.more sustainable pace, preventing overheating, and permitting continued job growth with a more
moderate path for interest rates and stronger investment spending than we would otherwise
enjoy. There is the further side-benefit that the sharp declines in Asian currencies and the
consequent decline in the dollar price of imports from that rcglon will prowde a dampening
influence on inflation. :

III. Are There Reasons for Concern?

My iestimony so far has been that the trade deficit Jargely reflects the strength of the .
American economy. But I do not want to leave you with the impression that there are no reasons
to be concemed about a large trade deficit.

First, even in the absence of any negative aggregate impact on output and employment
due to a growing trade deficit, particular sectors have been adversely affected. Before 1997,
many U.S. producers enjoyed rapid growth in their exports to East Asia. That has now
disappeared. As I have already noted, exports are down sharply to Asia in general, and to Korea,
Southeast Asia, and Japan, in particular. They can be expected to continue to fall in the
remainder of this year. In addition, we will probably see increased imports from these countries,
especially 1n such sectors as autos, steel, textiles and apparel, and semiconductors and other
electronics. The crisis countries have no choice but to shift their trade balances into surplus,
since they are no longer able to borrow from abroad to finance the trade deficits that most of
them ran before the cnisis. It is their inability to borrow in world capital markets that is
responsible for the currency depreciations and income reductions that are in tum causing them to
buy less from us and sell more to us. : |

The second reason for concern about our growing trade deficit follows in part from the |
first. Our rising trade deficit, particularly in such key areas of the economy as manufacturing and
agniculture, could undermine support for internationalist principles and for market-opening .
policies like those outlined by Secretary Rubin in his testimony. If the widening U.S. trade

4



deficit were to create the false impression that the U.S. stands to lose rather than to gain from
continued engagement in international markets, then it would be a costly development indeed.



(stsA|euy oiou003 J0 NEBING) 8018WWI0Y |0 E.mEtmm_mo. :821N0g

9661 v661 2661 . 0661 8@l 9861 - p86L . 2861 . 08B

.______ﬁ____——__—ﬁ‘.-__—__ﬂm~___1—~1_M___—____1_‘—_.__——___-u.—,—_—__——‘-____—.—__—1— @l

80UB|eq JUNOJJE JUBLINYD

Aouedalosip |eolsliels
sn|d Buiaes jeuoneu 1oN

------

JUBLUISBAUI [BUOIIEU 18N

| o1

daO Jo Juaosad

| ‘Buisesloul aie BUIABS pue JUaWSsAUl Yiog ‘1aaamoy ‘'SOe6 | aul Ul
JuBWISaAUl uey) 18)se) |18} Buines £ Qg6 L-piw 8y} ul maub J1oiep Junodoe  uund 8y
aoueieg JUN022Yy JUd4...D) ayl pue ‘juawisanu] ‘bulaes UqIyxs



EXIECUTIVE QFFICE OF THE PRESIDENT
COUNCIL OF ECONOMIC ADVISERS
WASHINGTON, D.C. 20500 -

THE CHARMAN

‘Statement before the House Commerce Subcommittee on Energy and Power
Dr. Janet Yellen |
Chair, Council of Economic Advisers

Tuesday, July 15, 1997

Good afternoon, Mr. Chairman and members of the Subcommitiee. ] appreciate the

opportunity 1o discuss with you 1oday the economics of giobal climate change.

Introduc.tion

In his speech to the United Nations Special Session on Environmcnf and Dévcl;apmeut n
June, Pytésident Clinton 'emplllasized that the risks posed by global ¢limate change are real and
that sensible pfevcntive steps are jMed. This assessment accords with the views of the more
than 23.00 economists, including 8 Nobel laureaiels, who signed a statement supporting measures
to rcduce the threat of climate change The economists endorsed the conclusxons from last year’s
report by the Intcrgovcmmcntal Pancl on Climate Change (IPCC) which sald that govemmcms
should take stcps to reduce the threat of damage frorn global warming, and went on 1o argue that

market-based policies can slow climate change without harming the American economy.

- At this time the Administration has not settled on a particular set of new policies to
reduce greenhouse gas emissions. Instead, the President indicated in his U.N. speech that he

intends to engage in a discussion with all interested pafties about the problems posed by



greenhouse gas accumulati;;ms and the costs and benefits of corrective action. To this end, the

President will hold a White House conference on f;lima[‘c change later this year, and Memi:ers of

his Cabinet and other senior Administration officials will meet with Members of Congr?ss,

, scienﬁﬁé and cco.nomic experts, environmentalists, 1ocaj govemn;ent officials, and business and

labor leaders on a regular basis over the next several months to discuss issues related tolclimate

, Ichange. This process is intended to inform the Administration’s; decisic.m-making process, which
“wil) cu]minaté in a U.S. policy position in the international negotiations in Kyc;to in December

of this year. - .

An. 1mportant step in this -~ and any ;T pqlir‘:y process is deténnilning the impact it will
have on the American economy. President Clinton’s top priority, since his first days in office,
has been revitalizing the U.S. cconon;y, creating jobs and investing in people and technology to
enhance long-term growth. And, we have made t:remend;ous progress. The President is not
going to jeopardize that progrc;ss. Any policy he ultimately endorses on climate change will be
informed by his commitment to sustaix;ing a healthy and robust economy.

In my testimony today, I would liké to describe some of ﬁe principal lessons that emerge
from the voluminous literature, much of it relatively recent, on the economic impacts of policies i

to address global climate change.



Underlying Uncertainties

Before 1 begin my discussion of the economic literature, I would likel first to acknowledge
the uncertainties associated with estimating both the cosis and bt‘:nef';ts' of reducing greenhouse
gas erﬁissions. To,pro;ridé some perspective: as you all know, it s difficult to gauge exactl};
what impact the balanced budget agreement will'kllavc on the U.S. ec.onomy’s growth rate, levels
of employment, interest rates and consumption 6ver the next five years. But with giobal climate
change, it is orders of magnitude more difficult to gauge the effects on the economy: we are
concerned with not just the next fxve chars and not just the American economy, but, rather, we
are dealing with economic and physical processes that operate globally and over d;ecades, if not

centuries.

Although a grea; many scientists belfeve that global climate cilange is a.Ixead).z underway,
the more serious potential damages associated with increa;sing concentrations of greenhouse
gaﬁes are not predicted to occur for decades. This means that the benefits of climate protection
are vc.ry difficult to qu.antilfy. And, while the potlentiél costs of reducing greenhousé gas‘
emissions may be more im_mcdiate, they too, as I will discuss below, are difficult to predict with
any certainty. Many unanswered questions exist about the biOpI;ysical systems, potential
 thresholds, and economic impacts. In shorg if énybody tells you that he or she has the definitive
a'nswe.r as to the. costs and benefits of particular climaté change policies, I would suggest that -

you raise your collective eyebrows.



Lessons from the Economic Literatulre
Let me now tumn to the economic h:terarurc and try 1o summarize what | think we know stl) '
far about Ithi:; difficult topic. Most ecor.lofnists have not addressed the benefits of climate
- protection, but rather have focused on ﬂ3e costs éssociated‘udm altefnati ve paths for reducing
greenhouse gas cmissions‘. The economic literature includes estimate; using manly difﬂ;:rent
models to evaiuate ﬁumerous alternative emission reduction strategies. In. fact, because there are
so many different models, economists im’ti;ﬂly faced difficulties in comparing results: they could
not sort out the extent to which differences in results stemmed from differences in models and
assumptions versus differences in baéeline emission paths aﬁd policies. To solve this problem,
thereby enabling meaningful comparisons, many economists have calibrated the varﬁous models
by performing a standardized simulgtiog. Specifically, they have assessed the consequences of

stabilizing gréenhouse gas emissions at 1990 levels by 2010 or 2020.

Within the AdIﬁiﬂiStr&tion, a staff level working groulp -- the In;eragéncy Analysis Tearﬁ_
(LAT) -- has attempted to estimate some of ‘;hc economic implications of cli_méte change policies. |
They took the eﬁ;iséions scenario most often used in academic literature -- that .is, stﬁbil?z:lﬂg
emissions at 1990 levels by 20i0 -- as the starﬁﬂg point for their own analysis. .I would
cmpl;asize that this scenario is not Administration p;olicy; instead, it was picked to make
comparisons with other models easier. Thf; staff group employcd 3 different models -- the DRI |
model, the Second Gene‘ration Model (SGM) and Markal-Macro model, all commonly available
in the public sphere. In runnix_lg these models, the staff adopted a cc;mmon baseline and, to the
maximum extent possible, similar economic assumptions. This modeling effort produced some

4



useful le_s-sons, but as we found from thé peer reviewers’ comments, it also suffered from some
serious shortcomings. Both the Jessons and the shortcomings point to one clear conclusion; the
effort to develo;u' a model or set 6f models that can give us a definitive answer as to the economic
tmpacts of a'given cli{nate change policy is futile. R‘ather, we are left with a'setlof para.melers
and relaﬁomﬁps that influence est-imates of the impacts. In my view,.it is more productive to
employ a broad set of economic téols to analyze policy Opti(;ons than to seek to develop a single

definitive model.

T understand that a draft of the staff analysis was given to the Subcommittee this morning,
along with the reviewers’ comments. 1 would be happy to answer any questions you may have

. about thislmc)déling effort.

The Lessons. Mo&eling efforts both inside and outside the Administration clearly
indicate that economic analysis can do no more than esti.matc a range of pou::ntial impacts from
particular policies and highlight how outcomes depend on under]yiné assumptioﬁs about how the
economy works and the ways in which policly is implemented. Howeverl, the economics
: 1itcratu§'e on climate change does point to several important lcss.ons‘:

How the economy prrks. First, the magﬁimde of the costs of reducing greenhouse gas
' emissions in the various models depends crucially on a number of key assumptions about

how the economy works. For instance:



. If firms in the economy can shift from high-carbon to low-carbon energy sources
quickly, the costs of climate protectionl will be lower.
. .If the economy has significant 0ppornmities, even now, to employ energy-saving
technology at low costs, the cé:sts of climate protection \INill be lower.
. If technological chgnge oceurs at a rapid fate, or is highly responsive to incrcases.-
- in the price of carbon emissions, the costs of climate protection will be reduced.
. If ﬂle Federal Reserve pt;rsues a monetary policy oriented toward keeping the

economy at full employment, transitional output costs will be lower.

In short, the greater the substitution possibilities and the faster the economy can adapt,

the lower the costs.

How the plan is implemented. Second, costs 'd.cpend critically on how emission
reduction policies are implemented. It boils down to ﬂﬁs: if we do it dumb, it cc;uld cost
| a lot, but if we do it smart, 1t will cost much less and indeed could produce net beﬁeﬁts in
the long run. The over 2300 ;i glnatoxics of the economists" statement argued that any
global climate change‘policy should be rf:ly‘ on markf:t-iaéscﬁ mccﬁaMsm;. Such
mechanisms atlow for ﬁcxibility in both the timing and location of emi’ssion reductions,
. thereby minimizing the costs to the US economy. "The economists concluded that “there
are policy options that would slow climate change without ilarming American living

standards, and these measures may in fact improve U.S. productivity in the longer run.”



- ‘The speed at which emissions reductions are required can have large effects on the
estimated costs, It is important to allow sufficient lead-time for orderly

investment in new equipment aﬁd technology. Aitc_rﬁativcly, if emission
reduction requirements are too far off in the fﬁﬁe, the incentives to adopt energy
efficient téchnoiogies are weakened because people; may not view the policy as
credible. |

. A “cap and trad;:” system in which emission permits are issued and then traded _
among firms can substantialiy reduce the cost of meeting an emissions target by
creating incenttves for emissions to be reduced by those firms and in those
activities where costs are lowest.

.-+ - International emission pcmﬁt trading subétantially lowers costs by applying the
same cost-minimizing principle globally.

. So-called “banking™ and “Borrowing” of permits increases flexibility and lo;xérs
costs Gy allowing firms to change the timing of their emission reductions.

. Joint implementation, whereby US firms would receive cfedif for qndertaking
emission re&uctions in countries with low abatement 'éosts, would also lowc-r the

.

domestic burden.

An additional aspect of implementation that 'profour_ldl)'. affects the costs of
reducing emissions concemns “revenue recycling.” In ﬁlany rr;odel simulations, emissions
are reduced by using.variou,s markétlmlecham’sms. For many of these scenarios; the
Fccicral government realizes an increase in Arevenues. Ec_:onomic growth can receive a
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long-term boost if these revenues are used to reduce distortionary taxes that dimninish the
incentives 10 inlvest', save or work, or if the revenues are channeled into deficit reduction,
~ thereby lowering interest rates and boosting investment. In fact, in some models and |
scenarios, emissions reduction generates a net economic benefit when the revenues are

recycled in a growth-promoting fashion.

Which countriés participate. The third lesson that emerges froﬁu a study (;f the
_economics of climate protection is that developiﬂg, as well as developed, countries must
be part of the proc,;ess. While devlclopcd countries are responsible for most of the _ |
greenhouse gas currently in the atmosphere, developing countries are starting to catch up.
By 2040, the largt::st ﬁ‘a(;tion of emissions is estimated to comt; from developing
countries. Thus3 any comprehensive plan to deal with this global problc_m must include a

mechanism to bring developing countries into the process.

:I‘he timetable for,thé inclusion of deyeIOpin g countries is also important. The sooner that
developing countries face ihccnjtives Ito rnolve away frorﬁ éarbpn intensiv'e €Nergy Sources,
the less likely it is that they will become dcpgncicnt on those Itypes of fuels to spur their
;cont)mic growth.- In short, global problems require global solution,s.' We must fmd the

technologies and solutions to lead the way.,



Conclusion

Let me conclude. Policies to promote economic growth, create jobs, and improve the

living standards and opportunities of all Americans have been and‘alv»_rays will remain the top

priority of the President and his Administration. In his remarks to the-Business Rouindtable on

global climate change, the President said “[IJet’s find a way to preserve the environment, to meet

our international responsibilities, to meet our responsibilities to our children, and grow the

economy at the same time.”

Some of the key economic lessons we have learned that will help us achieve the

President’s goal include:

Inherent uncertainty dictates that models should be expected to generate only a rangc' c;f
economic impacts, not definitive answers. |

Key assumptions ‘about how the economy works directly influence the cstimated_ costs of
climate pfatection’. |

Implementation of any policy needs to be market-based and flexible over time and space

to achieve the lowest cost reductions.

All natif:ms, both develop;cd and developing, need to participate.

Thank you. I would be happy to answer any questions you may have.



