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The basic goals of the Clinton Administration’s economic policies are simple and
uncontroversial. First, to secure rising living standards now and in the future. And second, to
ensure that the benefits of a rising standard of living are extended to all Americans. To attain
these ends, the Administration’s economic agenda has been based on three key policy initiatives:
deficit reduction, investing in people through education and training, and opening markets
worldwide to U.S. goods and services.

It is this third initiative--promoting free and fair trade--that I will focus on today. From
his first days in office, President Clinton has advocated an outward-looking, “internationalist™
trade policy. During the first four years of the Clinton Administration, over 200 trade
agreements were ratified and implemented, some relatively large in scope--such as NAFTA and
the Uruguay Round of GATT--others relatively small, but all vital to our nation’s competitive
future. President Clinton intends to extend and build upon this record during the
Administration’s next four years.

The single most important next step in the Administration’s effort to open markets abroad
and expand trade is for Congress to renew the President’s authority to negotiate trade agreements
on a “fast track” basis. This so-called “fast-track authority” allows the President to negotiate
trade agreements with other countries, and then requires Congress to take an up or down vote on
the entire agreement. In other words, Congress cannot in effect reopen negotiations by adding or
deleting individual provisions of a trade agreement by amendment during Congressional debate.
Instead, Congress must vote on the agreement as a whole. Of course, the final decision as to
whether the trade agreement--in its entirety-~is approved or disapproved is still in the hand’s of
Congress.- Fast-track authority simply allows the President to seek approval or dlsapproval for
the agreement as a whole. :

Every President since 1974 has gotten fast-track authority from Congress. Why is it so
important? The answer is that fast track lends credibility to trade negotiations. Under fast track,
the parties to a trade agreement know that any provisions that are agreed upon cannot later be
renegotiated individually, nor can such renegotiation be threatened.

History tells us that fast-track negotiating authority is critical: in the early 1970s,
Congress failed to ratify the Kennedy Round GATT agreement in its entirety, and, as a result the
Europeans refused to negotiate further {rade agreements with the United States. For this reason,
in 1974, Congress developed and passed legislation providing the President with fast track ~
negotiating authority, and giving the President the credibility he needs to negotiate international
trade agrecments. . |
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So why do we need fast track autboniy today? Ami what would the Administration use
it for? The Clinton Administration would focus on three key areas for its use.

. The first use for fast-track negotiating authority would be to complete the agenda that
"was established in the Uruguay Round of GATT negotiations. At the end of the Uruguay Round
negotiations, the United States, along with other countries, pushed for a timetable at which
negotiations in different areas would resume. We did that, as did Europe and other countries,
because we wanted more out of the Uruguay Round than we got. This year, webegin again the
negotiations on government procurement; next year, we will begin intellectual property rights
discussions; then we will begin talks on.agriculture; then on services, Government procurement
is a trlliondollar market for the United States in Asia alone over the next decade; agriculture, a
$500-biflion market globatly, services, $1.2 trillion market. The United States wants betier
access to those markets. And, we must have fast track authority before beginning discassions in
these areas, otherwise countries will not put meaningful offers for market access on the table.

The second major use for fast-track authority is 1o extend the information technology
agreement or ITA. The recently concluded ITA will reduce to zero tariffs on a range of
~information technology products: semiconductors, computers; telecommunications .

. equipment, faxes, phones, integrated circuits -- a huge array of products in which U.S. firms
tend to be highly competitive. The U.8. tariff barriers in those areas are either very low or zero.
Asia's tarifls in these areas averaged 30 percent. With the ITA, the United States agreed -- with
43 other countries -~ that tariffs on information technology products should be brought to zero
across the board in all countries, by roughly the year 2000. We alrgady have agreement among
our trading partners for an ITA-2 - which would expand the scope of the products encompassed
by this extremely ambitious initiative. And, fast-track authority would be needed to expand that
arrangement.

We are also considering secking similar kinds of agreements in a number of other
individual sectors where the United States is very competitive but global barriers tend to be high
-~ areas such as environmental equipment and services, medical equipment and technology, and
transportation equipment, In all of these areas, it would be necessary to have fast track authority
to negotiate a reduction of trade barriers.

‘Finally, the third area that fast-track will be used is for more comprehensive market
access agreements with individual countries. Thus far, Chile has been identified as the first and
most likely country for this kind of arrangement.  Today, every major economy in this
hemisphere--save the United States-—has a preferential trade agreement with Chile, In practice,
this means that U.S. firms face tariffs in Chile that make their goods 11 percent more expensive
than those of competing firms frf}m other cozmiries‘ This is 2 serous competitive disadvantage.

The pace with which preferential zraée agreemems are being negotiated berween arzci....
among countries around the world is fast, The United States could easily be lefl behind through
maction. Since 1992, other countries have negotiated 20 preferential trade agreements in Latin
Asnerica azxs Asia that exclude the Uniicd Stazes The European Union has begun 4 process that

President Chirac of France has even gone so far as to declare that the econormic interests of Latm
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America “lie not with the United States, but with Europe.” And within South America itself, the
four MERCOSUR countries are attempting to extend their preferential trade arrangements to
‘encompass the entire continent. Moreover, other countries are aggressively pursuing expanded
forcign trade. For example, China has targetted a number of Latin American countries--
mcludmg Chxle, Mexztzo, and Brazil-for increased bilateral trade.

Itis clear now, More thazi ever, continued engagement with the global sconomy will
require an active effort on the part of the United States. And, an extension of fast track authority
must be an integral component of this effort, But, let’s go back to a fundamental and important
question: why is free trade so imporiant? Why should we be concentrating so much effort in
pushing for more open foreign markets, and how does freer trade contribute to the
Administration’s goal of securing higher living standards for all Amenicans? In short, what are
the benefits of free trade Tor the U.S. economy? I will use the remainder of my time to address
this question--which, in fact, speaks to'my own comparative advantage a5 an economist.

T would begin by first saying that one of the benefits of free trade is not, as is sometimes
supposed, an improved overall current account or trade balance. The Administration’s policies
do indeed affect the current account, but it is its budget, saving, and investment policies, not its
trade liberalization policies, that do so. The current account is a macroeconomic phenomenon
that reflects the gap between what we as a nation invest and what we save. The large budget
deficits of the 1980s and early 1980s reduced the amount of saving that was available to cover

.the nation’s investment in plant and equipment (nvestment was choked off 100, but not by as
much), and this shortfall had to be filled by importing goods from sbroad. In an important sense,
the nation was overconsuming in the 1980s, financing its consumption binge by borrowing
output from foreigners. The result was a large and persisterit trade deficat.

Today, we still face a trade deficit, but for a very different reason, Reducing the
government’s budget deficit has left more room for investment in plant and equipment by the
private sector. And invest it has: since 1993, real business fixed investment bas grown nearly
nine percent per year on average, a much faster rate than that of the preceding ten years. This
rate of investment is above the rate at which Americans save--gven with the federal government
dissaving less by virtue of its smaller budget deficit. So, once again the shortfall is made up for
by borrowing output from abroad, with the result being a current account deficit. But thereisa
big difference between borrowing in order to invest--as the economy is doing now--and
borrowing in order to consume, 28 we did in the 1980s. In fact, running a trade deficit in order to
expand the pation’s productive capacity is not new to American history--in the 1800s, we did
much the same thing in order to build up the nation’s znfraszmcmm most notably during the
railroad ccmtructlon boom a century ago.

So, it is not the gap between imports and cxpaﬁs that is relevant as far as trade policy is
concerned, But thelevel of trade--the (openness™ of the U 5. economy—does matter. In recent
years, the United States has seen rapid growth in 1ts degree of exposure to the world economy:
reat U.8. imports of goods and services grew at an average rate of 11 percent over the past four
years, while real exports grew-at an average rate of 10 percent per year. In the current recovery,



export growth has been responsible for roughly a third of overall GDP growth. The United
States now exports an amount equal to 13 percent of its GDP every year and imports an amount
equal 10 15 percent of GDP; to put these figures in perspective, the corresponding figures for the
1960s were four and five percent, respectwely The American economy is now more open than
at any tzme i its history.

What are the benefits of an open economy? Economists generally recognize two broad
classes of benefits, the first being static, the second dynamic. T would like to discuss each in
turn. : i ~

Ever since the work of Adam Smith and David Ricarde, economists have recognized that
trade helps an economy by allowing #t (o specialize in what it does best. Adam Smith argued
that specialization--the division of labor—-enhances productivity, but noted that the degree to
which an iadividual or & nation could specialize depended critically on the extent of its market.
We all know the story of Robinson Crusoe, who, alone and isolated, had to do everything for
himself: farm, weave cloth, build shelter, and so on. But if a2 group of Robinson Crusces can
trade amongst themselves, each can specialize in the production of what he or she is best at

-doing--thus producing more than would be possible were their attentions divided among goods
which they are less skilled at making--and then can trade with his or her neighbors for the goods
which they in turn are good at producing.

It might even be the case that one individual (or country, 1o drop the Robinson Crusce
analogy) is better than anyone else at producing every good. Such an argument is often invoked
in order to “prove” that the U.S. cannot benefit from trade with a country such as Mexico. Butit
turns out that the argument in favor of free trade still carries the day. All that is required isfora
country to be relatively less skilled than another in the production of some good in order for it to
benefit from trade. This is, of course, the doctrine of comparative advantage--the fundamental
(if perhaps counterintuitive) principle that underlies the theory of intemational trade.

This, in a nutshell, is the “classical’ view of the benefits of free trade. It is imporiant to
note that the benefits from trade under the classical doctrine are primmarily static in nature--that is,
they affect the Zeve/ of output, Moving from a situation in which there is less trade (or no trade)
to one in which trade is freer raises output, but this is more along the lines of a one-time increase
{even though it might take a number of years for the benefits from trade to be fully felt). Thisis
not to dismiss the significance of these static benefits: for example, some economic historians
have argued that most of the economic growth that occurred in the classical world was rooted in
the expansion of markets that t{wk placeasa result of increased sea trade.around the
Mediterranean, :

Recently, a new view of international trade has emerged which argues that increased
trade actually raises an economy’s raze of growth. If this is in fact the case, it makes the case for
trade hiberalization an cven more compelling one. Raising the growth rate of the nation’s .
economy, even by a few tenths of a percentage point per year, has vastly more significance for
long-ryn living standards than even 4 z‘éia{ivzﬁy large one-off increase in the level of output; the
reason, of course, is that a small increase in the economy’s rate of growth cumukates over time to
yield large gains.



What is the rationale behingd the new trade theory--in-other words, what is the source of
the “dynamic” benefits from trade? Well, we know that economic growth has two sources:
either we can increase the amount of inputs (capital, labor, and raw materials) that we feed into
the productive process, or we can make those inputs more productive, through innovations in

technology, better education and training, and so on. {(In fact, this latter factor is necessary if the
. gconomy is 1o grow in per-capita terms in the long run, as sooner or later simply accumulating
more wputs will run up against the law of diminishing returns.) The static benefits of trade
yepresent a pne-off increase in this latter factor: specialization lets us allocate labor and capital to
the production of goods that we are relatively good at producing, making a given amount of

- labor and capital more productive in 2 manner that is not unlike an improvement in managenal
technique. ‘

. The new view of international trade also focusses on this second factor, but argues that
international trade can actually increase the rate of innevation and technological change. One
economist has summarized the argument with the following catena:

- International trade leads to greater competition,
- Competition induces greater nnovation; and,
- Innovation {ie,, zmhﬁéisgicai change} drives economic growth,

(Jt's a simple notion once you think about it-—-though i it will ;sz‘ebaia v win the economists who
thought it out & Nobel prize some day.)

In a sense, the emphasis of the new trade theory on the dynamic benefits of international
trade comes full circle to Adam Smith. Although Smith's contribution 1o trade theory is
generally secn as providing an argment in favor of free trade that highlighted the role of
specialization in raising productivity, he also pointed out that specialization, by acquainting
workers with a specific productive process, could give them insight into how such processes
might be improved--thus fostering innovation. New trade theory also incorporates elements of
Joseph Schumpeter’s theory of “creative destruction,” in which the competition that is a
fundamental feature of a capitalist economy serves as 2 motive force for the economy’s progress.

The new view of international trade represents a valuable gostribution to academic
economics. But theory alone cannot provide an airtight argument in favor of trade hiberalization.
There is, however, a large body of empirical literature which attempts to determine what drives
economic growth across countries. Unsurprisingly, investment in physical capital—-plant and
equipment—and investment in human capital--education, for instance--are two factors which
have a profound influence on economic growth. But these same studies have atso found that an
economy’s degree of openness-as proxied, say, by the amount that it imports and exports
relative to its overall output--has an effect on its rate of growth.

In an ideal world—the world in which economists five--free trade unambiguously benefits
the economy laken as g whole. This is true in the real world as well, although the ideal case
masks the fact that some will gain from freer trade, but others may lose--even though on net the
winners could compensate the losers and still have something left over. In practice, increased
globalization will induce reallocations of labor and capiral across sectars as the focus of



American industry moves to the production of those goods and services which we are relatively
good at producing. Because our economy is not frictionless, these adjustments sometimes
involve lengthy perinds of dislocation until the realiocation of labor and capital across industries
is complete.

Policymakers advocating freer trade must be aware of this fact, and the Clinton
Administration has realized from the beginning that it is the government’s duty to minimize the
impact of this dislocation by speeding up the adjustment process however it can.’ For example,

-one of the key provisions of NAFTA ttvolved monitoring those industries that were in danger of
being adversely affected by the free trade agreement, and the Administration committed itself

early on 1o providing for dislocated workers through retraining programs.  And, more generally,
the Administration’s commitment to investing in people through education and training serves as
a strong complement 1o its policy of trade liberalization: since freer trade tends to benefit skilled
workers most, the United States enjoys greater benefits from trade to the extent that more of its
workers are highly skilled. In the end, though, those who would pomt to the short-term adverse
effects of trade liberalization should not lose sight of an important point. Trade liberalization
might adversely affect a small fraction of American workers in their role as producers, but it
benefits all workers in their role as consumers.

Bottom line is: the benefits of increased openness and increased international trade are
wide ranging -~ more efficient utilization of resources, faster productivity growth, higher quality
goods, and lower prices, ali of which raise living standards.

Finally, in closing, [ would note that 1 have said nothing of the benefits of trade that anise
simply from the fact that it links the economic interests of nations more closely. John Maynard
Keynes once argued that the greatest tragedy visited upon Europe by the First World War was
the disruption of the system of international trade that was a hallmark of the European economy
.before 1914, The eventual breakdowr in the world trading system and resulting deterioration of
Europe’s economy was a proximate cause of the Second World War, and kept living standards in
Europe and the U.S. much lower for much longer than was-necessary by prolonging the Great
Depression. It 13 only in recent years that the scope of international trade has returned 1o the
level seen before the Great War. '

The United States is now more closely tied to the rest of the world by trade than st any
other time in its history. How the U.S. economy performs relative to the economies of other
nations will depend critically on how we promote our commercial interests abroad. Aggressive
pursuit of trade liberalization, for which fast track authority 15 a prerequisite, is the best way 1o
ensure that the U.S. maintains its position as the strongest and most innovative economy in the
workd.
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Making Welfare Reform Work

Jangt Yellen, Chair
Council of Economic Advisers
May 20, 1997
Eh Segal Breakfast

I would like to begin by thanking Eli Segal a;nd all of the other CEOs that are participating
today. You are all playing a very important role in our.bold welfar.e experiment. Over the next
years we face the challenge of moving millions of people off the welfare rolls. The factor tﬁat will .
probably maost gﬂ'ect the number of people that escape frorﬁh v\;elfare is the overall state of the
economy; a strong economy means more jobs available for welfare recipients. Federal policies
can a!so contribute by providing the individuals with the tools they need and ihe_proper incentives
to take advantage of a booming economy. By themselves, however, the economy and Federal
policy m:;1y not be sufficient to meet the ambitious goals we have set for welfare reform. We will
also need your help, the help of the privéte sector, to provide sufficient employment and tréining
prospects to break the cycle of dependency and give less-skilled welfare recipients a 'helping hand
in en;ering the labor market.

We have spent a lot of time thinking about these issues at the Council of Economic
Adwvisers. Many of these 'efforts culminated in our release last weqk of a White Paper titled
“Explaining the Decline in Welfare Receipt, 1993-1996.” In my remark-s today I will be talking
about what we learned from this study and our other work on the vital questioﬁ, making welfare

reform work.



THE CONTRIBUTION OF MACROECONOMIC PERFORMANCE

1 would like to begin by discussing the contribution of macrgeconamic perfé:mazzm to the
targe reduction in the welfare caseload we have seen in the last four years, In 1992 the
unemployment rate averaged 7.5: percent, almost %{} million people were fooking for work, Inthe
last four years the unemployment rate has come down to 4.9 percent. The economy'has created
over 12 miflion new jobs.. Macroeconomists usually think about job creation and declining
anem;}loyme.m rates as something which béizsts GDP growth., That i3 cert'ainly correct: high
unemployment is very ine?ﬁciem; and wereasing employment increases growth, The reduction in
the unemplovment rate i one reason why the economy has grown 2.9 g}éf{:em over the four years
of the Ci%m o Administration. |

But today T want tojtf’ocus on another important conseguences of rapid job creation and
low unemployment. creating opportunity. In the last four years, we have begun to see the gains
of growth translated into improved living standards for all Amernicans -- espeaialiﬁr thage at the
bottom of the ifcome distribution. Between 1993 and 1993, fzhe most recent year for which data
are available, -the poverty vate fell from 15.1 percent to 13.8 percent - the largest 2-year drop n
over 20 years. f’cveﬂy rates for elde:jiy and for black Americans reached their lowes; ieve;s singe
these data began to be collected in 1959. The relentless ingrease in inequality that began two
decades ago at least has been stalled if not stopped in the last few vears. }”;loz mzéy have the
i:;cemf:s of every quintile of the income distribution increased, but the largest percentage iﬁcreass
has been seen by the poorest in American society,

The increase in incomes for the bottom ;;uintila and the decline in the poverty rate have

been mirrored in the dramatic decline in the AFDC caseload that we have witnessed over the last
. i ]

-
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4 years. During the first four years of the Clinton Administration, from January 1993 to January
1997, the number of individuals receiving welfare f’el]’by 20 percent, or 2.75 million rgc%;siems ~
the largest decline in over 50 years

The decline in welfare receipt that mirrors the decline in the unemployment rate is not
unique 10 the last 4 years, Welfare caseloads tend ge fluctuate over the business ‘cycieg rising
when the econotmy moves intd recession and decl ining once a recovery is underway and the
ecoaarﬁy 18 ex;;arzding, We saw declining welfare rolis in thg expansion in the late 19705 and then
.4 rise a8 the Iecoqomy went into recession i1 1980, éimiiariy, between 1989 anci 1993, the
proportion of the population rﬁc;&civing welfare siz{;{ up 25 percent, reaching its highest level ever.
The recession of 1990-51 and the weak labor market threag%}_ 1992 certainly contributed to this

z

increase, hindering the efforts of those welfare recipients seeking work. What is new, however, is

the very large magnngdg_ of the reduction in the welfare caseload, much farger than one would

have expected given what we have seen during past economic expansions.

WHY HAVE THE WELFARE RQLLS DECL%?‘E}EEB

At the Council of Economic Advisers we have done a lot of research attempting to m;plain
this dramatic decline in the welfare rolls. We started out with the guestion, how much of the
decline in the welfare rolls 1s due.to the strong economic performance of %%ze last four years, in
particular t}_le decline in the ;zncmpic;ymen{ rate, éur mitial ef’fe;‘is 1o aﬁswer this question were
frustrated b}} our reliance on data for the economy as a whole, Asa resaiz; we switched to using
the experience of individual states. The 50 states (plus the Ig}i;iricz of Columbia) provide an ideal

laboratory for testing different theories as to why the welfare caseload has declined. Egc%& stafe



has had different unemployment rates, different welfare policies, and differential success in
reducing its welfare rolls.
In particular, we used statistical techniques to assess the three potential explanations of the

decline in the welfare rolis:
. First, the declining unemployment rate | talked about earlier;

. Second, Federal welfare waivers: between Ja'nuary 1993 1o January 1957, the Federal
government granted states 2 variet ¥ (}t; walvers to experiment with innovative approaches
to ending welfare dependence. The Ciir;iazrz Administration granted waivers to 43 states
between 1993 and 1996 that included provisions which may require sa;ork andfor training,
sanctions for those who do not comply with these requirements, and limits on the duration
of benefit receipt, among other things.

. And third, other policics.' These include policies which increase the return to x;eork, like
the 1950 and 1993 expansions of the earned income tax credit {EITCY; policies to make it
easier to leave home in pursuit of a job, like the increase of Federal and state spending on
child care; and expansions in Medicaid eligibility, which have nc:)t only increased the
coverage of poor children but also have allowed some Jow-income individualé 1o work

without losing Medicaid benefits for their children.



The results of our s{ndy indicate that gver 40 percent of the decline in welfare caseloads

_can be attributed to &conom}c growth. This is quite & lot, and it suggests that continued economic
growth is & prerequisite for further progress in moving people from wl’alfar%: 1o work, Bl;t it is
certainly ﬁm everything. We also found that g}g;mm of the reduction in we‘lfare‘
caseloads is reiat&ai 1o statewide waivers, particularly those that sanction recipients wha do not
comply wéih work requirements, A GAO report released just the other day supports our findings
~on z¥ze importance of these policies in reducing the welfare caseload. The remainder of the dechine
18 due 1o cher f‘aetc_rs that we do not specifically identify, but could plausibly be ascribed 10

policies like the expansion of the EITC and increased Medicaid eligibihty.

| FEDERAL POLICIES TO HELP PEOPLE MOVE FROM WELFARE TO WORK

This Administration’s effort 1o reform\welfare did xnai begin with the signing of the
Personal Réspansibiiizy and Work Opportunity Reconciliation Act of 1996 last Algigzzst. It began
with all of the policies I have been discussing: allowmg states to experiment with their own
sohitions, expanding the EITC, providing support for child care, afzzi not peéalizing welfare
recipients for finding jobs by making it easier for their chiidrx;en 1o keep ﬁzei;‘ Medicaid coverage,

The 1996 welfare reform bill was, however, a dramatic step forward, Tt took those v
policies which had proved their success in several states, including work requirements and time
Himits, az‘z;i mandaied them for all states. ”i"hi's radical experiment, called Temporary Assistance to
Needy Families (TANF), is an attempt to break the vicious cycle of welare dependency. But
moving welfars recipients into jobs takes more than just forcing people off the welfare rolls and ’

hoping that they will end up in the many :chiy created job openings. Access to transportation,



child care, and other infrastructure support will be needed. Many job seekers will also need to
acquire the critical “soft skills” -- a habit of punctuai.iz;;r, low absenteeism, and so forth -~ that will
tnake them effective members of the labor force.
© The weifare bill that the President signed into law last summer was very strong on
incentives 10 find jobs, but much weaker on helping provide people with the tools they need to
 find and succeed in tﬁese new jobs. The recent budget agreement is an attempt to rectify that
shortcoming. It provides $3 billion, the full amount requested by the President for the Welfare-to-
‘Work Jobs Challenge, to the TANF block graf;t to fund welfare-to-work efforts in high-poverty,
high-unemployment arcas. A s%aaré of the funding will go to cities and ceur_ﬂics with large |
mmbers of people in poverty. In addition, the President and the Cené;essiﬁnai leadership have
agreed to seek a welfare 1 work tax credit to encourage employers to give welfare recipients the
;:harza;e to work, This credit will give companies that hire long-term welfare recipients a 50
percent credit on the first $10,000 _ai* wages paid over two years, ‘

‘ In adz.iitiz}n, the budget agreement rectifies some of the harsghest provisions o;"thé Wéifére
bill: its treatment of legal immigrants. These policies were got designed to improve the welfare
system, reduce dependence, or help people find jobs. They were inchuded purely to save money.
The President has gotten the ng;gr;cssibnal teadership to agree to restore full 881 %nd Medicaid
benefits for disable legal immigrants currently receiving assistance; and for legal immigrants in the
c:e{mz;‘y prior to August 23, 1996 who are not now receiving benefits but subsszquemfly becormne

disabled.



THE ROLE OF THE PRIVATE SECTOR

By z%aemse:ivcs, however, these Federal policies will probably not be enough to accomplish
the President’s goal of moving millions of people fmm welfare into work. They need 10 be
sapplcmemed by efforts by the private sector to hire peo;}ie off of the weifare rolls. T will bneﬁy
discuss three economic reasons why public-private parmerships are crucial to the success of the
welfare reform effort. |

First, the private sestor does many things mzz%:%z better than the government can. A case in
point is training programs: Studies consistently find that on-the-job training is substantially more
effective than classroom training programs. These conclusions are based on the results of
controlied experiments in which welfare recipients are assigned to control and treatment groups
and the treatiment consists of different methods to move welfare reci pien.ts from welfare to work.
Simpie comparisons of job-finding rates between the two groups provides‘ ample evidence that on-
the job training works, Succe§sﬁz§ programs have led to roughly a 25 percent inc?ease in
employment at the end of three years among those who receive on-the-job training compared to
otherwise identical workers who received no additional services.

* Second, the government's main policy tool 18 mcentivey, Owur policies have heiped to
increase the incentiye ilor welfare recipients to find jobs by enhancing zheirhincames‘ with tﬁe
EITC, raising their wages with the minimums wage, and making it éii"‘ﬁ cult to st;iy on the wetfare
rolls for extended periods of ume. At the same time, the work opportunity tax credit helps
increase the incentives for emplovers to hire welfare recipients. Even though I am an economist, |

have to acknowledge that incentives can only go so far. Without active efforts on the parts of ‘



employers to seek out, hire, and train welfare recipients the welfare reform program will be 2
failure,

Finally, the last argument for publiceprivate partnerships is that they have Eﬁecn‘prove& 2;3
be effective solutions in ather policy areas. Examples include the Advanced Techmiogy
Program, w*?;ich pra;;ides funding for research and development; and the Technology Literacy
Challenge Initiative, which is conﬁaciing all the classrooms in the country to the Internet, These
programs allow the goverﬁﬁic;n to set overall objectives and contribute the initial resources.
These resources are then lf;verageé by the private sector, and targeted to their most efficient uses.

“This new economic strateg;;f - which sees the government and z%ze: private sector as complements,
rather than alt§matives ~~ 1s tipe for use in the area of welfare reform.

You are the people who will make these public-private partnerships work. The 100
companies represented here today are just the first of what we hope will by a 1,000 companies to

join with the President in the Welfare to Work Partnership,

DOES WELFARE REFORM Z?ISPLACE OTHER LOWER-SKILLED WORKERS'}'

1 have discussed the three pillars of our Qe?f&%ﬁ: veduction strategy: (1) ensure the
economy continues to perform well; (2) use well-designed Federal policies, particularly policies to ’
increase both the incentives and opportunities 1o find work; and (3) the r;sponsibiiizy of the
private sector to help ensure the success of this experiment,

Oneg important question that remains regarciif;g the effectiveness of this three pillar strategy
is its impact on other less-skilled workers who have “played by the rules” and stayed off the

welfare rolls. Some have argued that Zh? labor market operates like & game of musical chairs and



if new players cﬁter the game, the new players who find seats will be taking them away from
others. This view of the labor market ignores the fact that the economy has created millions of
new jobs and a continued economic expansion will likely lead to millions more, increasing the
number of seats, if you will. |

Dietermining whether any currently employed workers will lose their jobs is a difficult
proposition, and in the Vﬁ:{}’ short-run some may, Several historical episondes suggest, however,
that surges in labor supply from oz;é group does not necessarily reduce employment opportunities

for other groups. These examples include:

. The baby boom: The baby boom cohort represented a huge increase in the supply of labor
when its members reached working age. Yet employment among those in the pre-baby-

Boom cohort was not significantly reduced.

» Female labor supply: Women's labor force participation has been rising for decades, For
instance, between 1975 and 1996, the fraction of women aged 25-54 who were employed
increased by almost 50 percent. Yet the fraction of e:ﬁp%oyed men in that age group

hardly changed apart from cyclical fluctuations.

. The Mariel Boatlift: In 1980, Fidel Castro allowed 125,000 Cubans to emigrate 1o the
- United States and the majority of these individuals moved to the Miami area. These new

immigrants increased Miami’s labor force by 7 percent. Yet research shows that the



employment prospects of native-born workers were unaffected by the inflow of these

immigrants.

Even if former welfare recipients are able to obtain employment without displacing other
woré(ers, their entry into the labor market may lower w%gcs for low-skilled workers 1o some
extent. Resmr»ch suggests, for example, that the entry of the baby boom into the labor market
may have depressed wages for some groups of wbrk;:fs, Although large reductions in wages
' would be troubling, some degree of wage flexibility eﬂabies those with no other means of support

&

to find jobs.

CONCLUSION

’ In conclusion, I think that the policies that we have been ;';ursaing pver the past foar years
have set us on the 'righf track., We are not embarking, as many think, on a bold nev? exper;menz,
We are gontinuing a bold new e%pezémenz. The 20 percent reduction in the welfare caseload is
just the first fruit of the sound macroecanonic policies and innovative welfare experiments of the
last 4 years. The 1996 welfare ‘reform bill and the chan BES WE are now segking this year are just a

continuation of that process. With your help, T am confident that it will work
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Cyclical Successes and Structural Challenges: The Clinton
Administration’s Economic Agenda in Retrospect and Progpect

Jznet Yellen, Chair
Couneil of Economic Advisers
April 18, 1997
French-&mmcan Chamber of Commerce of Washington, DC

Thank you. P'd like to use the opportunity provided E}f taday’s talk to sum up the

economic developments of the last four years and to give an indication of where [ think the

- economy is heading today. In particular, I will assess the role that the Clinton Administration

has played in the economic success of the last four years, and discuss the chzﬁlenges and

opportunilies that face us over the next four years,

THE SUCCESS OF THE LAST FOUR YEARS

Using the economy to its full ;}e:ﬁntzai

The first rute of cconomies is t%zat meffi{:lencv is bad, and the underutilization of
resourees is one of the most glaring examples of inefficiency. In 1992 the unemployment rate”
aver‘ﬁged 7.5 percent. Almost 10 million people were looking for work -- which is a'lot of
unused productive potential, to say rﬁothiﬁg of the human costs involved, In the last four vears
the huemploymen.t rate has come down to 3.2 percent. Not only has the economy creatgé almost
12 miiliezzﬂ niew jobs, but our research at the CEA shows that zi;ess; are overwhelmingly good
jobs: p‘{?%:fz; bvo-thirds of recent employment growth has been'in industry/occupation groups
payi;g wages above the median,

i\,‘ At the same time inflation has remained under control, and the underlying inflation rate
has cve\x;\é“dged‘do_w_’n. In January 1993, inflation as measured by core CPI (’whié%z excludes the -
volatile food and energy components) was 3.5 peréem, Last month, core inflation was only 2.5
perce'nt. We have not crossed the line Ez:ze stretching the-ecoa?my‘ past its plc}Ze:miai. |

Economic growth has been strong and sustainable. The economic expansion has been

marked by & healthy balance among the components of dazﬁand, Private, pot public, demand has

]



been the engine of growth. The Administration’s initiatives to bring down the deficit and to
reinvent government have slown the growth of government purchases and freed savings to
finance domestic Eavexstmenz; Investment and exports have boomed - both growing at a more-
than-7-percent annual rawe over the last 4 years. Not only has investment been the sﬁengest
component of demand for the past 4 years, but the new structures and equipment that it
represents will remain part of the Nation’s capital stock, promoting growth and productivity for

YEATS {0 come.

Insuring that everyone shares in the gains )

Naot only has our overall economic pegfaméazzz:& has been strong. But, we are also
* beginning to see gains in the opportunities and living standards for all Americans - especially
those at the bottom of the income distribution. Between 1993 and 1995, the most recent year for
which data are avallable, the poverty rate fell frc;m 15.1 percent 10138 percent -- the largest 2
year drop in over 20 years, Poverty rates for elderly and f;}r black Americans reached their
lowest levels since these data began 0 be collected in 1959. Not only have the incomes of gvery
quinttie of the incenlzc ‘disiriéazi:;m increased, but the largest percentage increase has been seen by
the poorest in American society. OQur work at the Council of Economic Advisers suggests that
these improvements are probably larger than can be ccounted for by the normal cyclical
behavior of the economy. The relentless iﬁcrease in inequality that began two decades égo has

been stalled if not stopped in the last few.years.
WHERE WE ARE TODAY

Although the last four years have been very impressive, the question on everyone’s mind
soday is whether or not it will continue. The Blue Chip consensus forecast is for growth to
stzengthen in 1997 and then fall back slightly in 1998. In my assesment and that of many
observers, “none of the nermal é;(ce‘sses or imbalances that usually appear by this ime in the
business expansion can be seen.” &iiézciugh I believe that the very strong growth we have

recently seen should lead us 1o be cautious about the possibifity of overheating Icaéing 1o 8 rise
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in inflation, [ also believe that few if any reasons justify the belief that the expansion is likely ta
come {6 an end anytime soon. Let me explain why [ think this is s0 by discussing the health of

three cychicaily sensitive sectors of the economy.

?zm 'l talk about ﬁze abor mar&e As recently 25 1989 Wh‘"n unempiavment way at
its current rate of 5.2 percent, mﬂazzcm rose. In this current m:panszm, however, she underlying
inflation rate has been falling slzghﬂy, not rising. Mot only have we not seen inflation increase,”
but a}so the evidence Is that inflationary pressures are not as great as many fear. One measure of
inflationary pressures comes from the rate of compensation increases in the ia‘m; market. Real
product wages -~ a measure of the real hourly labor cost faced by firms -- increased 0.9 percent
last vear, which is exactly the rate a1 which pmduaiivity increased last vear, We have seen no
evidence of pressures on {irms profit marging, And, there is also an additional cushion between
wage growth and the necessity for price rises in the fact that profit as a share of GDP was 8.6
percent last year, as %zgh as its been since z};c 1964s.

' By almost any measure, 1;1&3;05 is iawex toxday than it was two years ago, and insofar as
we have seen. inflationary pressures, they are certainly milder than in previous periods when
unemployment was this low. The reason for this 15 ¢lear: the NAIRU {or natural rate of
unempiéymcm) has tallen. Unlike the experience with the late 1983s, inflation no longer starts

rising when the unemployment rate falls below 6 percent.

The second important sector is households. Consumner spending is two-thirds of demand,
and thus essential 1o keeping the economy producing near its full potential, Consumption growth
was strong last year and all the evidence indicates that consumers are in a fundamentally sound
- position, Incomes are rising: real disposable personal income {that is, after tax incame) grew 2.9
percent last vear. Overall, the financial condition of households looks quite strong with the ratio
of net worth to income ébove 5, the highest its been in 28 years. Consumers are not only
wealthier and earning more than in the past, but they are confident as well: in the last quarter

consumer confidence {as measured by hoth the University of Michigan and the Conference
‘~ :



&

Board) was higher than anytime since the 1960s. All together, these provide the structural

underpinnings for strong consumption growth in the near future,

Finally, let me talk about the neial sector. | History §§wu}s that fragile financial
institutions are one of the surest ways that minor economic shocks are propagated into systemic
si{zwééwns, This is why eviée;me: on zfze health of the financial system is so important. The
average capital-asset ratio in banking is now 8 percent, up from 6.2 percent in 1988, There hats
been much talk recently about record levels of creqit card delinquencies. ! think this needs to be
put in perspective: much of the increase in delinquenéies is due to compﬁnies extending their
credit cards to people previously considered credit risks, Alse, the dehiquency rate on resiciemiai
mmgége Toans, which account for about two-thirds of household debt, has trended down in
recent y&a:rs, zeaching the lowest Jevels saén i more than a decade. g?z;ﬁbemcre, meagures of
business bankruptcies and féilﬁm remain relatively benign. The level of business bankrupicies
remains more than 23 percent below its 1992 peak.

To summarize, the analysis of some key sectors of the economy leads us to expect the
expansion to coatinue. Evidence fram the labor market shows that we are not producing abave
capacity; evidence from households leads us 1o expeat demand 1o cozzzzme to expand, Finall y,
the excellent health of the financial sector indicates that the economy is resilient enough that
small shocks will not lead to a recession. Ovwerall, these factors create an economy in which

ing’l’ividuais can better meet the inevitable perturbations of life,
_ THE CHALLENGES AHEAD

Now let me talk éi}ea{ the challenges ahead b@czzzsc-a&%zwgh we are seeing good
cmnamm times, our Nation still faces a number of tmublzng economic trends. Productivity, far
example, has been growing more slowly over the last quarter century than it did in the previous
‘quarter century, Also, even though we ‘have made enormous progress in reducing the deficit over

the last four years -- it is now 1.4 percent of GDP, the lowest it has been since ‘1 974 « it will still
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be a challenge to balance the budget by 2002 and 1o keep it in balance, s the agei:fg population
puts-sirair;sz on our major entitlement programs. Finally, the increase in income ine;quali:ty might
be the most challeng: ng trend of all. _
Productivity growth is not an abstract economic concept The only way for wages to
increasg is for workers to increase the amount that they produce per hour, Before 1973, output
.per worker rose 2.8 pércent per year; from 1973 to the present, productivity growth has averaged
1.1 percent. As g result, compensation has grovwn atabout one-third the rate it used to. Many
~ Americans simply do not feel that they are making any headway.

Earlier ] talked about the improvements in the income distribution since 1993, Ina
longer perspective, however, these gains are small compared to the large rise in inequality over
the grevif;&as twa decades. Over this period as a whole, nﬁt only have wages and incomes grown
mare sZr:-wly hut the distribution of the income gains have been very unequal.

Between 1975 and 1993, the bottora 60 percent of families saw their real incomes fall,
not rise. The oniy families who saw their incomes rise were the upper 40 percent of Americans, '
- Azl said carlier, this élrectzer' of change has been reversed in the last few years, T&mse reversals,

however, have still left t%se mncome distribution sa&s{anﬁa ly more dispersed than it was in 1979
FEDERAL ROLE IN INCREASING GROWTH AND REDUCING INEQUALITY

The tuestion then is \’V'hz'.:lt can be done to reverse the trend of slow and unegual wage
growth. In particular, what can and should the Federal government do? Let me start by painﬁing
out Wl:la't the govemment should not do. 'Iz cannot ;azid should not hold back the growth of new
teckmology. Technological change is a major determinant of productivity growth over time, and,
as [ said before, ;}mduczi*;'ity growth is a major determinant of growth and living standards.
Second, the federal government cannot and should netiry to ir%suiate our market from globat
competition. Protectionism has always been a recipe for economic stagnation, higher prices, and
lower living standards.

Rather than h{}idiﬁg ba:ck, the federal government should pursue policies that facilitate

¥ : )
change and growth. That means policies that allow the private sector to expand, hire and invest,
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and policies that cushion transitions for today's workers and ensure that tomorrow's workers are

“able to compete in the new high-tech global environment.

The pro-growth agenda
What does a pro-growth agenda look like? It has four parts:

First, mginfainin.g a stable macroeconomic envirgnment that is conducive to private
sector growth, In the last four years we have made great strides towards bélancing the budget.
Since 1992, the budget deficit has been cut by 63 percent -- from $290 biilion to $107 billion in b
FY 1996. As a share of GDP, the deficit has fallen from 4.7 percent of GDP in FY 1992 to 1.4
percent now -- the lowest in over 20 years. In 1992, the budget deficit-in the United States was a
larger share of the economy than in Japan or Germany; now it is lower than in any other major
industrialized economy. The dramatic decline in the deficit over the past four years is the result |
of many factors. But by far the most important are the fiscal policy 6hangcs adopted in the 1993
deficit reduction package and the stronger economic performance to which it contributed, These |

“two factors account for fully three-quarters of the difference bctwleen the actual 1996 budget
deficit ($107 billion) and the deficit forecast before the 1993 package was adopted ($298 billion).
Even uncompromising observers give President Clinton “a lot of credii” for deficit reduction.
The 1993 dcﬁcit Feduction package put the country solidly on the road to fiscal responsibility.

To illustrate the inllportantlze of deficit reduction, 1 like to discuss a counterfactual: what
would have happened if we had stayed on the deficit path from the last pre-Clinton projéction.
First of all, the Federal debt today would have been half a trillion dollars higher. With more
accumulated debt and a higher deficit, interest rates would certainly have been higher. It is hard
to imagine that our stupendous 10 percent annual increase in producer’s durable equipment
investment that we have seen since the beginning of thig Admini;lration could have survived
these interest rates.

Deficit reduction has also had a verly important indirect effect: it has restored the

confidence of Americans in the ability of our government to keep its economic house in order.
]



After 12 vears o‘f fiscal mismanagem&nt,lthe governunent has finally shown that it can handle its
own finances, | _ )

From thé perspcctiv'e of 1992, we are more than haifway towards balancing the budget.-
Currently the President has proposed a plan to balance the budget by 2002 while protecting our
priorities, We are alf actively working with Congress in an effort to get a compromise
agreement. |

But, in pursuing an agreement it is important to remember that deficit reduction is not an
end in itself, it is a means {0 an end. That end is strong iong&erm economic growth and higher
living standards for all Americans. Reducing the deficit by elirﬁinating important investments

would be counterproductive,

The secéﬁd part of 2:2}25 pro-growth agenda is o jnvest ig' t the future. ‘The private sector
does most of the nation's investing, but in g fow key areas car:fixiiy targeted government efforts
can help. One is education and training.

The payoff 1o éciuca;ﬁon - a§ measured by the gap baiw&n\wa‘ges for the more skilled
and les%. skilled -« has increased enormously m this high-tech world. Each vear of education
increases annual earnings by between 5 and 1§ percent, So education is important for the
individual, Education is also an impmaﬁz deiermirzam’ of economic growth, Empiiical studies-
 suggest that increases in education accoumed for about 20 percent of the growth of income over

the last 30 years. This is not sumr*xsmg gwen that a well-educated workforce can implement new
zdeas and innovations more quickly. '

The Federal government can play an important role in adv:mc;ng op;}ormmty by hc%gsmg
to provide greater access to education and training programs in order create a more uniformly
high-skilled workforce. Between fiscal year 1993 and 1997 we have increased spending on ‘

“education and training by 19 percent. There have been large increases in funding for pro‘;gz'ams
targeted at every stage of a person’s life ranging from Head Staﬁ (up 43 percent) to training and
employment programs (up 19 percent). The Fresident's new balanced budget plan includes large
increases for education and training yrogmms like Head Start, Goals 2000, Technology Literacy

Challenge, Peil Grants, America Reads Challenge, the Hope scholarship, and the school
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czzrzstmcﬁ'zon initiative. In an era of budget stringency the expansions of these ;}r&gr&ms -« both
past and proposed ~ represent a truly remarkable achievement.

The other investment area where government has a role is research and development,
Research and development produces technological change, and technological change has
accounted for more than half of the growth in output per capita. This reflects the féct that
Research anél development yields high private returns for the investor, and even higher retums
for society at 1:&;:@& The fact that the social retumns exceed the private returns means that
mdividual finms will tend to underinvest in Research and éeve]epnient, That is why the
government has 2 role to play,

The Federal government has long played a critical role in promoting Research and
development. It has finenced growth in telecommunications, for instance, from that industry’s
inception, with the Baltimore-Washington telegraph line, to its-latest major development, the
Internet. The Administration has placed public-private parinerships at the center of its research
and development policy. The Advanced Technology Program, expanded substantially under this
Administration, 1s a good example. ATP awards matching funds to indusiry, on a competitive

'baéis, to congduct research on cutting-edge technologies and processes that, despite their great
economic potential, might otherwise not have been pursued. The firms themselves set much of
the research agenda, but this pairing has been an effective way to leverage government funding
into larger increases in research and develoment.

£

The third part of the growth agenda is opening markets . At home,

one comerstone of the Administration’s economic strategy has been an aggressive policy of
reforming regilatory structures in key sectors of the economy, including telecommunications,
glectricity, and banking. On the environmental front, the Admiﬁistratiogl has shown that
regulatory policies that recognize the importance of incentives can be both cheaper and more
' ef%”cmve thars traditional regulatory cc}mrois _
And abroad, trade agreements, such as NAFTA and the Uruguay Rolmd of GATT will
continue 1o increase exports. The first major fruits of the WTOQ are now on the horizon, with the

‘ x k3 x - *
December 1996 agreement in Singapore to reduce tariffs on a wide variety of information
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technology products 1o zero. Expiaiting our comparative z_'.dvamage wiil promote economic
growth and prbduce higher income Ifor the nation a§ a whole. Wages for jobs supported by goods
exportS are 13 to 16 percent higher than the national average.

In the future the Administration will continue to pursue its outward-oriented, protrade
agenda through multilateral, regional, and bilateral means, expanding on and bringing to fruition
' initiatives like the Asia-Pacific Economic Coo;iamtion group and the propo s;ed Free Trade Area
of the Americas. In order o accomplish this, however, we need fast track authority for the
?zesééezzt 1o be able to negotiate effectively. Every President since Ford has had this. The
absence of pr{}ceéizzai azzzh{}r;zty to implement trade agreements is the single most importémt
factor limiting our capaczty at this time o open markets and expand American exports and trade

© opportunities in the new global economy.

The fourth and {final part of the growth z::gézzzia is to impFove the efficiency with which
the government itself does its job. By freing up resources for potentially more productive uses
in other sectors, and by reducing the overall cost of regulation, government reform can raise .
economy-wide productivity. The Vice President’s reinventing government initiative has been
doing just that, Thousands of pages of Federal regulations have been eliminated, and thousands
more are being streamlined or improved in other ways. Hﬁndreés of obsolete Federal programs
have Besn eliminated, and red tape has bbeen recduced dramatically. The Federal civilian
workforce has been cut by more than 250,000, and as a percentage of the Nation’s total

employment it is now smaller than at any time since the New Deal.

Summary )

Let me suramarize. Creating a stable macroeconomic environment, encouraging
investment in Research and development and education and training, opening markets at home
and abroad, and ensuring efficient government are the four major parts of a growth agenda that

should increase wages and incomes.

PROTECTING WORKERS CAUGHT IN THE TRANSITION
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But as | said at the beginning, new technology and global competition pmcizlce: not only
opportunities but also challenges. Individual workers can get trapped in the transition. So at the
+ same time that we promote long-term gmwzh we havf: 10 Zake szeps 10 protect tnes& who,

through no fault of their own, lack the {eqazszte skills or trammg 1@ compete.

Enhancing the returns fo work .

;f)ne part of this strategy is enhancin g the refurng {0 work. Th; EITC and the minimum
wage are two important aspects of this, The EITC is a refundable tax credit of up to 40 percent
of earnings. It was expanded in 1990 and 1993, Over this period the number of families
receiving the EITC rose by almost 30 ;;z:rcem to 18 nullion; and the :eweraga cref:iit‘ more than
doubled. In 1995 almost 3.3 million people were lified out of poverty by the EITC, more than
twice as many as only a few years beiore. "

At the same time the minimum wage plays an important role o redﬁcmg inequality. This
Administration worked hard to get an increase of the minimum wage to from $4.25 t0 §5.15
_a:nacu:d Dcspzte concerns that this wage increase would cost jobs, i am pleased 1o report that
since the first stage of this increase was enacted last October, we havr: not seen any noticeable
declines in employment growth in industry-occupation groups whose employment 1s

Mkiiswoportienaieiy composed of minimum wage workers.

The expansion of the EITC comb: ned witl the rise in the minimum wage have increased
the return o work fcr ow-wage workers to :he point where, afer the next scheduled i mcrease n
the minimumn wage, a full-time, year-round minimum wage worker with two children will make
about $14,000 a year — well above the 1981 level in real terms. |

Easing the transition between jobs

Similarly, we have a package of émvisio&s that esse the transition from one job to
anather for those who find themselves in industries adversely affected by changing technology,
globalization or even simply idiosyncratic shifts in demand and supply. The Administration has

proposed providing unempioyed wor rkers with 6 months of health insurance through the existing
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unemployment insurance system. At the same time, éz 1§ important 1o help the unemployed find
jobs through job retraining centers and “one-stop shopping™ career centers, Finally, the
Administration has worked hard to make benefits more portable between jobs, For instance, the
Health Insurance Portability and Accoimtaiiiiity Act of 1996 (the Kassebawmn-Kennedy bill)
ensures that as many as 25 million workers will not be denied health insurance, including
* coverage of preexiéﬁézzg conditions, &t their new jobs. Similarly, pension simplification and
improved portability alse make it casier to maintain crucial benefits when changing jobs.

By making the economy more s‘upgﬁe:; ahle to respond gquickly to changes in markets and
1echnology, these policies to ease the transitions hetween jobs are themselves an important part -

of the pro~-growth strategy.
CONCLUSION

In conclusion, the first four years of the Clinton Adnunistration have set us on the right
. track towards Festoring confidence in govemm&mxby reducing the deficis, opening markets at
home and abroad, and investing in education. We have already begun to see the paycfs of these
policies in terms of low unemployment with continued low inflation, sustained growth, and
improvements in the income distribution. The second term will provide the eégomnity 10
sonsclidate and exzeﬁé the already considerable progress we have made in these areas. | am very

enthusiastic about what this will bring. Thank you ]]
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Trends in Inequality and Policy Responses

Janet Yellen, Chair
Louncil of Economic Advisers
Apnl 10, 1997
Mational Policy Association, Washington DC

Thank you for inviting me to present some of my views a:,;zz income distribution. As you
know, our economy has made great strides over the past 4 years. The unemployment rate is
down to ‘4‘9 pérct:m, more than 12 million new jobs have been créazed, inflation is low and stable,
and the deficit has been cut by more than 75 percent. But our Nation still faces a number of »
challenges and troubling economic trends. Productivity, for example, has been growing more,
slowly over the la;st quarter century than it did in the previous quarter century. Also, even though
we have made enormous progress in reducing the deficit over the‘iast four years « it 18 now less
than 1 percent of GDP, the lowest it has been since 1974 — it will still be a challenge to balance
the budget by 2002 and to keep it in balance, as the ageing population puts strains on our major
entitlement programs.

The trend I am going te talk about today - the increase in income inequality - might be
the mt}st\z:‘hallcnging trend of all -- altheagéz the relentiegs increase of inequality has been stemmed
in {%ze last few years, something 1 will discuss later in my speech. Ultimately, economic growth
only marters to the extent that its mlits are shared by all Americans, And balancing the budget
would not be a proud achievement if it came at the lexg:mnse of unbalancing the distnbuton of
income. There is a second reason that the increase in income inequality is a particolarly
wcrrisemiz‘tmndz we do not fully understand why it h:as occurred. We have very good

[
explanations for some of the rise in inequality, but much of the rise is still very puzzling.



My remarks today have three parts. First T will discuss the measurement of ineguality at a
point in time. This is an important topic -~ all too often people rush into discussions of income
inequality witflmut stopping to askj&st what is meant by income. In the second part of my talk 1

- will disc-uss the dimensions and causes of the rise in ineéual’ity over the last two decades, and aiso
~the experience of the last few years. Finally, the third part of m;«' talk concerns what | believe are

the proper policy responses to the rise of inequality. .



THE MEASUREMENT OF INEQUALITY

“PRE-GQ wzmm" V3. “POST-GOVERNMENT Z?%’Ct}%éﬁ”

Firgt, let me begin with the question of how %;% measure “inequality.” Most discussions of
inequality fo;us ::}f; income, in particular “money Income” as mea‘smefi by the Bureau of the
Census. Money income, however, isa zx}m;tzgzz that 1§ eemewhm; between what I will call “pre-
 government income” and “post-government incsme:” At one extreme, we miglﬁ be interested in
‘measnring the income gezieraz.mﬁ by the market: “pre-government income.” This includes income
framniabez' earnings, interest, dividends, and other private payments. Money income includes all
of these -~ indeed, on average, labor sarmings alone represent 80 percent of money income,‘and
they represent 100 percent of money income fx::x: many A:m&rican& It also, however, includes cash
payments from the government in the form of Social Security, Supplemental S'ecu‘rity Income
{8571}, veterans benefits, and other tr‘ansfers‘ Mongy income, however, does not fully represent
“post-government income” because it does not include the effect of government taxes (inchuding
the earned income tax credit, EITC) and noncash transfers like food stamps, As (a résuiz, the -
featured measure of money income capture only some of the "past«gmemmem;’ ingome
_distribution. | | |

Because taxes and transfers ar:e themselves functions of inmmﬁ;, the scope defined for
money income has a substantial impact on the measurement of income inequality - as well a5 on
the assessment of the efficacy of government policy, ﬁeaﬁam;szs sometimes measzzm‘izzzqzzaiity

with something called a Gini coefficient, Based on this measure, taxes lower inequality in “pre-

government income” by 6 percent. The inclusion of transfer payments - including both cash and



noncash payments -- is even more important, lowering this measure of inequality by around 20
pérce_:nt.

Anoiher illustration of the scope of this definitional issue can be seen by looﬁng at another
measure of inequality: the proportion of people living below the poverty line. In 1995 the before-
tax-and-transfers poverty rat;a was 21.9 percent. If the effect of all taxes, the EITC, and
government transfers were included, the poverty rate would have been 10.3 percent. All told,
about 30 million people -- more than half of all those who are reckoned poor on a before-tax-and-
transferss. b.asisb-- escaped poverty with the help of government pc.>licies. Some of these policies --
like Social Security -- are incorporated into the official poverty rate of i3.8 percent. Other

policies -- like the EITC - are not.

INCOME INEQUALITY VS. CONSUMPTION H\TEQUALITY

Beyond definitional questions of what is included in incom'e is the question of whether
income is really the correct variable to focus on in the first place. From an economic perspective
it is consumption,_ not income, that is the ultimate determinant of well being. Beyond this
theor.etical justification, thert;, are important ;ubstantive justifications for focusi.ng on consufnption
rather than income; Ir}cbme undergoes both high and low frequency fluctuations that are
smoothed é’ut, to some degree; in consurpption. Some fraction of inequality, for example, is just
between people at different stages of the life cycle -- students eamning little or no income and
middie age people injobs -- whose consumption expenditures are probably closer than their

income expenditures.



As our intuition suggests, c&asumgzic}n is distributed substantially more equally than
income. The Gind coefficient for censumptilon is about one-quarter lower than the Gini cee;fﬁciezzt
for income. Also, although Gini coe&cijmts for consumption and income tend to move together,
they diverged from around 1989 through 1993 when consumption inequatizy Battened out and

even declined a litle while income inequality continued 1o rise.

TRENDS IN INEQUALITY

In the question “inequality of what?” the “what” has 2 substantial impz%x:t onthe
assessment of the level of inequality and some impact {zﬁ the assessment of trends in inequality, It
does not, however, overturn the starting point of all contemporary discussia:;xzs of inequality: by
almaost any measure, economic inequality is greater today than it was 20 yeérs ago. Sointhe

-second part of my talk - trends in inequality — | willv ignore some of the caveats 1 just elaborated
and focus ma:in%}: on the featured measure of money income.,

_ QOver thirty years ago, President John F Kennedy commented that “a rising tide ifts all the
boats.” Indeed, the events of the decade preceding his Presidency and the decade following it
supported this statement isee Chart 1). Tremendous economic growth brought increasing
incomes for all families, izza::}u%!ing the poor. Income inequality fell dramatically. Evidence since
the Jate 1970s, however, suggests that not all be%ts are necessarily fifted by a rising tide, Chart 2
shows how dramatically éze situation changed: during the 1980s and early 1990s, more than half

of the households saw their real incomes fall. If the CPI were biased upward there would not be



as many losers in ébsaim terms. However, the relative picture that the richer the group the
greater the gains would not be changed. Another zr;ctz‘ic for measuring the increasing inequality is
the Gini coefficient which has risen steadily since 1968 {see Chart 3).

What has caused this increased dispersion in household incomes? About half of the
increased inequality comes from increasing labor earnings inequality. Ratios of annual eam’%zzgs
between the 90th and Sﬁzk“percemile and the 50th and 10th percentile for full-time, full-year male
workers are shown in Chart 4. Note the increased mngspowe{ of higher-paid workers since
1979. The top workers are better paid relative to the middle, and the bottom workers are worse ’
off relative to the middie. |

Much of the trend in earnings inequality is the result of rising premiums eamned by s;ame :
classes of warkers, especially the well-educated and high»skiiieiii The returns to eéucatioﬁ grew
tremendously during the 1980s and early 29955, as sﬁem inn Chart 8. In 1980, a male college
graduate earned one-third more than his counterpart with only a high school education. In 1993
the college ;)z‘emizim had grz:’&s;n to more than 70 percent.

Thére are a number of explanations for this dramatic increase in the returns {o college.

We can rule out changes in the supply of workers: with large increases in the‘coiicge—e;ﬁzcated
workforce, supply effects should 'have decz‘eéseci t?aevpremiumx Instead, the most pronﬁé&ng |
ex;;lanatians center around increases in the demand for skilled workelrs, As new technologies
have %;es.m integrazeé intey the pméacﬁ;}n process, firms have increased their dernand for w(;rkefs
capablc' of usi;xg this technolegy, Evidence inéicéte‘s, for instance, that workers who use 2

computer on their job earn significantly more than those who do not. One recent paper finds that
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“the spread of computer technology may ‘explain’ as much as 30 to 50 percenf of‘ the increase in
the rate of growth of the refative demand for more-skilled workers since 19?0""

| Skill-biased technological change can cenainly account for the rixse in earnings in&:;zzaé%z‘y
between dif’f‘cr‘em groups. Interestingly, even more of the overall increase in earnings inequality is
the result of greater inequality within groups that share the same education, experien;e, and

“demographic traits. Within group inequality is on the rise and in fact é.cF:ounts for about two
thirds of the total increase in garnings inequality. Although a‘number of creative theortes have
been advanced to explain this fact, none of them is very convincing,

The increase in earnings ineguality, as [ said, #niy acoounts for about half of the pverall
increase in household income inequality. Much of the other half is due to changes i the
‘campasiticm‘c-f households. Divorces, out of wedlock births, and later marriages have all
exacerbated income differentials between households. The share of family households headed by
women has risen rapidly, from just over 10 percc;tt in 1970 to sbout 18 percent in 1995, These
households are morve hkely to have lower incomes because they lack a second wage earner,

* because women eamn on a;ferage less than men, and because some of these women to do not work
at all. In addition to the changing {;‘ompﬁsitior‘z of hou seho%dé, evidence suggests that nonlabor
income also contributed 1o the increase of inequality during the 1980s.

From the early IQ?Os.throu gh 1993 the trend of increasing income incq‘uaﬁty was clear
and pervasive. Since 1?93, however, this Seerzzi:;gzy relentless trend toward increasing ineguality
has apparently stalled, and m;y gven have started to be reversed. The poverty rate fell from 151

percent in 1993 to 13.8 percent in 1995, marking the largest two-year reduction in poverty since:
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1973, And thisis base;i on the official poverty rate which is before taxes. If we include the
effects of the EITC, the reduction in the poverly rate has been even more dran;atic.

Incomes at all points of the distribution have increased since 1993, and the gains have
bee'n,im'gesz {or low-income households (this is shown in Chart 6). This probably repr@senté a
genuine change and not juﬁ accidertal movements in the ;iaza: The last two-year period {Euxring ]
which households in the bottom quintile have seen their incéme rise more rapidly than haagehaiég
in the top quintile was in 1973, 'Also; a glance back at the Gini coefficient in Chart 2 shows that
the decline in the last year is more than one usually sees in this refatively smooth series - in fact it
1s the largest decline in any year since 1968, again without even taking the EITLC into account,

These reversals, wix:iia dramatic and importarzf, do not undo thel twenty years of increasing
inequality, Also, it sz()ﬁié be somewhat rash to declare definitively an end to a twenty year trend
based on two years of data. This is especially the case for a complex phenomenon like inequality
whosc'causes we do not fully understand. Sti.i(i, ‘aur best information suggests that these
developments are significant,

Some explanations for the reversal of the trend toward increasing inequality also szzégcst
that we might be seeing the beginning of a decline in inequality. Part of the progress ES dueto
good macroeconomic conditions, in par;ticuiar falling tfnemployment. The evid&ric;:, however,
suggests that poverty and inequality have fallen by much more than would be predicted fmn:t tllwse
agg;'egate variables alone. More tellingly, the coliege wage premium has begun to fall (Chart 5). ~
This has translated into 8 narrowing of the earnings gap between the median worker and the
workers at the bottom of the distribution {Chart 4). If this is the consequence of the increased

supply of college graduates, we can expget o see further reductions in this premium in the future,
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POLICIES TO AFFECT THE DISTRIBUTION OF INCOME
The final subject of xzéy remarks today is ;Jz}lici;:s to affect the distribution of income.
Regardless of our interpretation of the last few years, a question still remains: what role does

government pelicy play in reducing income inequality.

WTIGATING THE INEQUALITY PRODUCED BY THE ?&'I&RXIE?

First, government policies play an important role in mitig
the market. As I have already discussed, through its taxes, and more importantly its transfers,
government policies have a large affect on the consumption plassibilities of indivicj.lual households.
' _Taxes and transfers eliminate about one-quarter of “pre-government” inequality, as measured by ’
the Gini coefficient, and more than half of the “ér&gavemenz" poverty. The programs for the
aged -- Social; Security, Medicare, and parts of Mgéicaié - have been so successful that poverty
rates i:ur the elderly fell to 10.5 percent last year -- the lowest level since the data has been
collected and less than half the level that predominated in the 1960s. Understanding the.
contributions of these pr{;gr:ams, and ensuring that they can continue to provid.e. the same income

security, is one of the muost important income distnbution polictes.

ENHANCING THE RETURNS TO WORK
Mitigating inequality, however, is only one step. A second step is gnhancing the retums (o
work., The EITC and the minimum wage are two important aspects of this. The EITCisa

* refundable tax credis of up to 40 percenj of earnings. It was expanded in'1990 and 1993, Over



" this period the number of families receiving the EITC rose by almast 50 peréenz to 18 million; and
. the average credit more than doubled. In 1995 azmasi 3.3 million people were lifted out of
poverty by the EITC, more than twice as many as only a few years before.
At the same time the minimum wage plays an important role in reducing inequality.
Between 293‘2 and 1990 the national minimz\zm wage z‘emaimx% gonstant at 33.35 an hour even as
inflation eroded its value by 44 pércenz‘ The 1990 increase did not restore the n“;ilgimz.im wage to
_ its real 1981 level, 'I'E;is Admunistration worked hard to get an increase of the mizzimz:zm wage to

$5.15 enacted. Despite ccncem-s that this wage increase would cost jobs, [ am pleased 1o repont
, that since the first stage of this increase was enacted last Gz;zobcr, w# have not seen any
noticeable declines in employment growth in industry-occupation groups whose e{zzpii}ymc;ai is
disproportionately composed of minitsum wage workers, At the same time, although wages have
accelerated in these industry-occupation groups, the effect on overall wage {‘é{ price acceleration
has been relatively muted.

The expansion of the EITC combined with the zi;e irr the minimum wage have ifi(ﬁ?&%&{;

the retu;'n .to work for low-wage worke-rs to the point where, after the next scheduled increase in
the minimum Iwage, a full-time, year—rézund minimum wage worker ‘s;?it?l two chil;(i:‘m will make

about $14,000 a year -- yvéil above the 198] level in real terms,

'CREATING OPPORTUNITY
Although mitigating inequality and enhancing the returns to work are important elements
of the strategy to address inequality, this Adninigtration’s most important emphasts 18 on greating

appontutity. One of the most importany contributions that any Administration can raake to the
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Nation’s economy is to help ensure that every Amencan seeking work can find it. The decline in
;:he unemployment rate from over 7 percent in 1992 to 4.9 percent last month was 2 major step
forward not ondy for growth, but for opportunity. .

In the long run, a strategy (o expand opportunity §§§ only work to reduce ineguality if it
changes both the' aac;ss to skills and the distribution of rewards to skills. In particular, the
government can help provide gméﬁcr access to education and training programs that help create a
more uniformly %ﬁ@«sk&iied workiorce, Between fiscal yeé.r 1993 ;né 1997 we have increased
spending on education gnd training by 19 percent, "i‘heré have been iargé increases in funding for
programs targeted at every stage f}‘§: z?; person’s life razzging from Head Start (up 43 percent) to
training and employment programs (up 19 percent). The new balanced budges agreement
hetween the President and the Congress includes large increases for education and training
programs like Head Start, the Technology Literacy Challenge, Pell Grants, the Ameri_ca Reads
Challenge, the ﬁai}c scholarship, and the Job Corps, | -

In an era of budget stringency the expansions of these programs - both past and planned -
- represent a truly remarkable achievement, There is not, however, a simple_e prad;lction function
that translates money spent.on education and training programs into more praduﬁti@*e workers and
a more equal economy. In the private sector competition ensures thart, subject to some caveats,
the returns are equalized across different investments. No similar force to automatically ensure
the productivity of government programs exists. We do, however, have a large and ﬁigh-qaaiizy
body of research by labor economists and others to draw on in designing these programs. Z{W&m
to briefly discuss what we have learned in p{}licy arcas ranging from pre-natal ;:am to iifei&ﬁé

learning programs.
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Pre-patal care and ages 0-3: A large body of research, much of it recent, has emphasized |
the importancr: of care, both pre-natal and during the first years of a'child’s life, to 2 |
¢child’s subsequént development. Often very small investmmts‘m tike immm%zz;iazz for
polio or home-based smoking cessation programs -- vield large benefits, But, thisss ao:‘ )
just a 'public health issue. Family income is an important contributor to children’s well:
being. Children of lawf»im;xame. families, for example, are 1.2 t0 2.2 times more likely than
the average"chiid to be iéw birthweight. Children who were low birthweight babies are
more likely to have learning é%sa@ii%ﬁi&s, attention defickt disorder, repeat grades, and be
enwolled w special education programs, Later 2;1‘ life these can tranglate into lower
earnings and iacraas;zi ineguality. Itis not, however, very expensive to ensure that a baby

is born healthy, nor is it very difficult to target the expenditures at those very young

children who have the greatesi needs.

Early sducation’ Much of the fiterature on the effects of compensatory preschool finds
that early education programs lead to sigrnificant improvements in educational att'ainme‘nt,
beézaviaf, and health status ‘(aiz}zough, interestingly, ﬁo persistem effects on 1),
Particularly rzﬁze;worthﬁf gvidence has been obtained from the Perry Pre-School Study, a
random assignment experiment, which found that the savings from 34.75 10 $8.73in -
future expenditure on special education, public assistance, and crime from every dollar

spent on Perry Pre-school. Financial constraints, however, mean that children from poor

families are half as likely to attend pre-school compared to children in more affluent
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families. Programs like Head Start are an attempt to help ensure that children from poor

families will aiso be able 10 enjoy the benefits of pre-school.

Education. One of the clearest results in the literature on education is that an additional .
year of schooling adds about 10 percent to future earnings. Furthermore, much of this
incresse reﬁec£§ the f:nharmeé productivity of the worker and is not simply a signaling
device. Programs like Pell {“:}z*zirzts that make it possible for more people from low-tcome
families to get more education will clearly help reduce inequality while boosting
pm\ciuc{ivity‘ For this reason the President h‘as gotten Congress to agree to the largest
increase 1o the maximum Pell Grant award in over two decades, The budget agreement
also will provide resources to add several hundred thousand students 1o the pmg};am.
Expert opinions on the link between spending on education and educational outcomes is
more divided, Although some studies show that more spending on education (or smaller
© class sizes’j enhances the future employment opportunities and earnings of students, the
evidence is fjar from decisive. The lesson | take from this is that it matters a lot how the
- monay is spent. 'm not sure that we know ?he best way to invest money in education, but
sorme avenues seem promising. As I discussed earlier, computer skills are an increasingly
| important determinant of earrings, The Administration has placed a egh prionity on
providing computers, including used government computers, to schools. In addition,
helping to ensure thaf all students can access the Internet by the year 2000 will be
potentially important in ensuring that society'docsl not become segmented between those

that can use this technology and those that cannot,
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h Training. Studies suggest that the payoff from govemnment training programs can be
substantiai, although their success is not nearly universal. For exampie, a study of 2
govemnment spoensored Job Training Pariership Act for out-of-school youth i 1987.89
showed no increase in their earnings; the best results were for adults assigned 10 receive

: | on-the-job training at the workplace. Another diﬁ‘zcalf}f ca;:lcs in zargeti;lg training
programs to make sure that it increases skills at the margin, ;'ather than ji:st subsidiz:ing
training that would have taken place anyway. These concerns suggest that school-to-
work stra;:egiés for youth and programs that combine v(}c;azicmai with conventional
classroom education may have ‘zhe highest payoffs. Also important are programs that ease
the adjustment process for dislocated ;vorkers by helping them improve their skills and

find new jobs,

It is important to be realistic a!lnout what programs in areas like 0 to 3, education, and
training can accomplish. Many of these pr&Ms have had mixed success. Also, what works
W&i‘i for the individuals in a program will not necessarily have & noticeable impact on aggregate |
productivity or inequality. Fiﬁaliy; and most importantly, we cannot expect any of these pro»grams

to change the income éiistribucion (or productivity) instantly, The purely economic beneﬁ:ts of
‘H;:ad Start, for example, take at least 15 years to ripen; the time it takes far‘a Head Start child to
grow up and join the-labor force. |

Over ihe long run, however, properly designed programs that target high reward areas

(like ages 0 to 3}, that chunge incentives and opportunities at the margin, raz?self than just

subsidizing the inframarginal person, and that promote opportunity instead of dependence, should
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not only improve the skills of the workforce but should also alter the distribution of rewards to
skills. As the supply of college (or high school) graduates relative to high school graduate (or
high school dropouts) increases, the earnings premium I discussed earhier should start to narrow

e 7

again, reducing an impontant source of income inequality.
CONCLUSION

In conelusion, I want to rejterate my most important zziessages, First, economic inequality
" is much greater today than if was 20 years ago. This basic fact is the reason we are all here
discussing this iészz&

My second message is a caution against those ;thz use the increase in inequality 10 argue
that decades of policies have been futile a.nd need to be completely overturned, Asl have
discussed at length, many policies -- Social Security, Medicare, EITC, and suppori for education
to name & few -~ have played and continue to play an important role in reducing inequality.

My third message is that the most important policies for reducing inequality are policies to
enhance opportu nity: In the short run this means sound mamec%magzic policy; in the long run,
programs for eciucatéon, training, aﬁd wari«': opportunity, In particular we need to emghasizé the
: irr;pox'ta;tce of prograz;t éesign‘,‘ building on our successes and learning from our failures.

The trend towards rising inequality is izzdegd troubling. But long.term trends can be
broken. 1am bhopeful~1 might almost say cqnﬁ{ienz--;%zat we are on the road to addressing thig |

challenge in & meaningful way.
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THE ROLE OF GOVERNMENT IN ECONOMIC DEVELOPMENT
Joseph E. Stiglitz
Annual Bank Conference on’Develoﬁment Economics

April 26, 1996

"1t has beén almost three decades since 1 began .working on economic
development issues. i?zzzing that £i;‘ne, there have been marked changes in both the
world and the intellectual framework with which we approach development. Then
we felt both hope and concern, W"g believed that ‘ihe less developed countries could
cloga the substantial gap separating them frézm the more deveiopéd cE}untﬁes, but‘ we |
‘Won;ied that so few countries haé managed to bridge that gap. ‘Standard textbooks
mentioned the leaps the \Savie: Union haci' zﬁade between the mid-1920s-and the
'oqset of Wold ‘;Var II. That sappasedv success - which may have been more
apparent than real -- abvioﬁsly inﬂuer:zcc;d developing countries, as many around the
world ;{et up planning commissio}as to guide their econagzies, }I.n many instances, |
the State went weii beyond guidance; to actual production and ownership of

enterprises.

What a change thirty years makes! As one example, Korea -- whose per
capita income in 1960 was roughly the saing as India’s (at less than $500 in 1995

dollars) — i3 now in the process of applying to the OECD. The success of Korea . -



and ezhglr East ésian economies demonsirates the wisdom of a more market-based
development strategy. In most instances, the governments of these economies
‘abandoned the rigid planning model early on. But they }]]SO did not err by goiﬁg to
. the {}ther.extreme. Their governments helped to guiée and create markets, rather
than completely supplanting or sumnéeﬁng io them.

’Meaz.zwhiie, those economies that stuck with the planning model experienced
slow growth, stagnaéon, or worse; the collapse of the socialist economies was but
the final nail \;'n the planning coffin. By the 1980s, countries thri;:éugheut the world
were activc}.y engaged in privatizing state enterprises. The éram&iic’fgilum c}t: the
grand socialist experiment had an unanticipated 'caﬁseqzzeﬁm: it lent support
extré,mists of the opposite ideological persuasion. ﬁ;s:cez*diz’zg to these partisans,

governmesit should have almost no economic role.

But the rejection of one extreme is not the affirmation of the other. The real
issue that both the success of East Asia and zhé farlure of the socialist experiment
raises is, what is the appropriate rale of g;}vemmwz; in economic development?
There is a third way ,--‘ or [ should say, there are many third ways - between the
extremes of total government control of the cc’gném}f an;i complete laissez faire, At
differen‘t stages of c‘levelopment or in differeﬁz situations, countries will azizé should
choose different points within this spectrum. In my limited time, I cannot paxs{biy a

touch on every aspect of the appropriate role of government. Instead, T want to



draw selectively upon advances in economic theory, intgrpretatimns of the East Asia
miracle, gzzd' my experiences within the US. government t;) highlight those aspects
that have not received sufficient atze;zzien in recent discussions. My omission or
brief treatment of certain topics (such as the role and design of iﬁdzz.str‘iai ‘po%i::ies
and the role of government in the fmanciai sector} should be interpreted in this

tight: such topics have already been discussed widely ¢lsewhere,

Before developing this framewark, 1 want 10 make two preliminary remarks.
The first relates to developments in economic theory. The perspective that T will
argue for later in this talk places markets at the z’:cc;nemy’s center. Traditionally, the
theoretical foundations for this market-oriented perspective rest on Adam Smith’s
invisible hand, and especially its modemn rendition, ﬁw Fondamental ’fheorez#s of
Welfar:e Ec;tmomics. To be sure, ecénomisté have Ior;g recognized the need for
selective interventions in the marketplace to femedy well«ident_if:ieél 'problems such
as externalities.! ' But developments within the past ﬁfr.ceq years have emphasized
that welldesigned gcv;emmem actions can improve living standards whenever there
are imperfections of information or competition or incomplete markets -- proble‘ms.

which arige in 2all economies, but especially in less developed ones.  The use of the

' While some suggested that even those difficulties could be handled
privately through Coasian bargaining, most economists believed that market
interventions, int the form of Pigouvian taxes, were the appropriate remedy.
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~word “can” in this instance is crucial. Not every market “problem”™ ca!l.s for
govemment action. In order to raise Jiving standards, goverz;meﬁi actions must
meet two criteria: they must address\same serious imperfection in the marketplace,
and they must be designeci efficiently enough so that their benefits outweigh their

COses.

3;53: second prefatory comment is thatl arguments favoring an extremely
circumscribed role for government have generally been shown to have only limited
validity. Critics have asserted that g'avemme;nt is unnec’cssa‘ry, ineffective, and to .
the extent that it actually affects m"sy‘ﬁzing, cczz’merpr{;du{':tive, They ‘argu‘e that
anything government can do, the privéze sector can do beter; that anything the
‘Igovemmem-dc}eg will be offs;ez by af:zim;s of the ;:;rivaze sector; and that rather than
improving resource allocations, gn';«’ernment interventions actzzaii? make matters
wgrsé; especially due to rent seeking. The first proposition is simply false, the
- second proposition is true only under highly 1‘-estrictiva conditions, and ;ha third
assumes perfectly. competitive rent-seeking. Th; major thrust of these c:ri:icisn';s,
“however, 15 ong which I have already noted and with which I fully agree: the :faci
that markets are not constrained I?aréza—efﬁciém does not imply thﬁ{ any arbitrary
imervgzz:i&n will necessarily impm?e matters. One mist asses§ car.efullyl the full

consequences of any proposed action.



Six illustrative roles of government

While theory no longer provides bright lines, it can continue to give us
valuabl;: guidahc;e. abqu‘t the appropriate role for government. In this context, I
believe the East Asian experience and the experiences of the cﬁrrently deveioped
countries are instructive. To be s‘ure, there is the ever—present_problem of the
counterfactual: What would Ihavc happened if govgmment had not tak'er; ihe actions
it did? Would these economies have grown even more quickly? While we Imay .
never know for sure, a wealth of evidencé-suggests the contrary. And Ilam
convinced that while the United States also relied primz;rily on markets, its success
was in part due to selective government actions. Thé performance -‘of the rapidly
growing countries of East Asia and the experience of the United States have at least

six common themes,

The first is the role of government in promoting education. The East Asian

countries emphasized the role of government in providing universal education;
which was a necessary part of their rapid trgnsformations from agrarian to rapidly
indusﬁalizing econormies. Uniw;ersal education also created a more egalitﬁ;ian
society, facilitating the political stability that is a sine qua non for succesl;ful long-

term economic development. In pursuing such egalitarian policies, the countries of



East Asia laid to rcs? tricicle-dqwn theories of deveicpzﬁent. Kuznets had a;*gzzeci
that economic growth was associated with an increase in inequality, and Arthur

: Lewis had suggested that such inequality wzis‘ necessary, because capital
accumulation !ay’ at the heart of growth, Since richer individuals were assumed 10
save more on the margin than poorer ones, higher levels of inequ'ality would

- ifzz;,raass savings and hence growth. ’fhg East zﬂ;sign countries shoﬁred that high
levels of savings z:@fid be-attained in. an égaii{arian setting and that human capital
accumzziaiif;)z; was every bit as important as - if :;qt more ‘importanz than --
increases in physie&i‘ eapi@. | |

‘ i
The role of government in education is also clear in.the United States, Even

before the: adoption of the Constitution, in the Oréinances of 1785 and 1787, the

: Federai gvovemmem‘ recognized its xiesponsibiiizy for the promotion of public
education, by setting aside land in the newﬁy formed states for that purpose. Later, -

in 1863, it helped establish the public university system,

The second role for government is in promoting technolopy. The

Constitution of the United States, written in 1789, recognized the im;ﬁortance of
science and technology by giving Congress the right to grant patents o “promote

the progress of science.” Even in the early part of the nineteenth century, support



for research went well beyond the establishment of a system of inteltectual propeny.

Just as the modern telecommunications :syszfzm -~ including the Internet -- was
fostered by government, $0 60 were gariief advances. For axéinpie, in 1842, the
federal govefnmem financed the .werld"s first telegraph line between Baltimore and
Washington, 0;{81“ the more than 150 years during which it has sepported research,
the US. gayémmem has had an impressive record of successes. In the nineteenth
century, agriculture was the center of the e;ang;amy; rcpmsez;lting more than 33
perz:ené of GDP ir:1 the I‘-S}’{'}s. The fef:{er%j gﬁvarﬁment’s support for research and its
dissemination 15 largely given &eéit fer the rzzzzzaz:i?cgb}a pméiuctivity growth in that
sector. Siniiiar}y, 'East Asian governments played a central role in the promotion

and transfer of wchﬁology.

" The third theme is the government's role in the financial sector. Sometimes

depicted as the “brain;’ of the economy, the financial sector’s job is to deploy scarce -
cﬁpital resources in the most efﬁ;iem:way. _As such, it is gpncemed with gathering,
processing, and: disseminating information - precisely those areas in which market
failures are of;l;en most marked. °ha 1863, in the midst of the Civil War, the United

States recognized the imperative of creating a national financial system and passed a



National Banking Act, establishing the first supervisory bazzkiz;g agency. We now
know that far ‘rzz’erc is needed for financial stability; yet even this beginning
constituted a ‘;fast improvement évez' the financial instability that had characterized
the economy earlier. In later };cars, iizé government created the ?gééiai Reserve’
system as well as a-series of financial intermediaries {to séar markezs that had been
.:ﬁin-or non-existent prior to the government action). Similarly, the East Azian
governments took an active role in cﬁsnring the safety and soundness of financial
institutions, and in creating new institutioﬁs and mérkets to fill the gaps witﬁin the

private sector.

‘Fourth, governments played a major role i;l infrastructure iﬁggg;mcnt..
inCI‘U(ft.ing roads aﬁd communications systems. More. broadly, and perhaps more
impoﬂanﬁy, govemmcni craat;ad institutional infrastructures within which
competitive markea_t:s could thrive, ()nfy recently, as t_h::j férmerly socialist ec;onomies -
have striven (o fsstabiigh market ecéﬂamie&, have we become fullf aware of the
importance of this institutional infrﬁs#ucturﬁ - which includes pré;aerty rights,
contract and bankruptcy Iawg, and ;ﬁolicies 1o promote competition where it is vi:ax‘t}ie
az;d regulate markets where ii is not. For infs{&zmé, will the lives of the farmers in
ihase coa;i&ies be much improved if the.state agriculiural n’iana;;aiies {to which

they were forced 1o sell their produce, and fram which they were forced to buy their



inputs) are replaced by equally or more exploitive private monopolies?

The fifth theme is the role of govemmem in preventing enwrgnmental
degradatlo Wh:le economists have discussed the need for govemmem action. to
correct market failures at least since Edgeworth, it has become widely accepted
'n'niy during the past quarter century. I wish to em‘phzisim that good emimﬁn';emﬁ
péiiaziss should not be"viewe;gi‘as luxuries, to be anjz:zye;i fmifg by the well-off, We
) should net confuse inzzm‘ases in GDP with increases in siandaréf. of living; nor’

. should we confuse izzcreases in mcasu‘red GDP today with increases in long-term
wealth, Recent attempts at bmldmg‘ “Green GDP” accounts recogmze these pomts. .
rIt will take generations to correct the environmental disasters that plague many

LDCs and transition economies.?

A

Sixth, the gevemrz;enz has'a m}g in creating and maintzining an .aggmgziate
safety net, including access to basic health servi;:f:s. In some cases, &xege activities
can be jt;aziﬁed in utilitarian terms: they reduce ﬁp}&@&iiien to change, foster
“ peiigiéai stability, anci increase the productivity of the labor force. B;it_ they may

also be jusliﬁcd in terms of basi-c vali{es. As 1 not’ﬁd" above, standards of living

? In many cases, even the short-run costs of unsound environmental policies
can be large (e.g., those associated with health costs).
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embrace more than just those variables captured in GDP statistics. There.is a
fundamental sense in which improved health conditions represent an improvement in
living standards, despite the fact that such an improvement is not necessarily

reflected in 'GDP.

Vinualiykall societies have pr’ov_i‘ded. a sociéi éafc;y net, though not xa}ways
thro'ugh the government, In fact, for at least two reasons, governments today may
have to assume a targer role in ﬁroviding a safety net ﬁw either the Unitec; States
or East Asian g@v&mménts did at as;zzpérébla stages of their development. First, the
. p;eészz;es of urbanization :%zi;izaie for a strcziger gov;*ernmcm role. In 1978, just over

one-third of the world’s population lived in cities; the United I‘;‘atims and the World
Bark estimate that prepérti{}n will have doubled by 28é5‘ Urbanization — and the _ |
migration out of traditional commuﬁiii‘es with which it is associated - is ﬁk&lﬁy 10
_result in less effeéﬁ've community-based social safe& nets. Secm‘f& in the transition
'éfl:onemies‘ large corpm:atians traditional}y' pliovidegi much of the séaé;ié& safety net
(such as pensi;}z:s and health {:are}..’The transfonnat.i.or‘l of these economies is being
accompanied Sy the shadding of ihB‘Sf: social responsibilities by corporzitipns facing

new competitive pressures. The government is the only backstop.
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in a sense, much of the role of government can be viewed as establishing
inﬁjastmcmre‘ in its broadest sense - the technological, ;educatienai;financial,
environmental, and social infmstﬁ;cmm of an éccnomyf ‘Since markets cannot
operﬁte in a vacuum, this infrastructure is necessary if marice:s':-im: to fulfill their
central role in inéreasing wealtr; and living standards. And constructing the broad
inf;‘astm&wm is bevond the é:aliacity or interest of any single firm. It rr;ust

therefore be primarily the responsibility of government.
- The special role of government in less developed economies

"The six roles I have de(linéatgd‘ above hold in b@%ﬁ éeyeicpe& and‘develep’ing
economies. But ! wm}it:w gakc‘nz}‘w of the special problems faéing the iéss
de;yeloped economies and the economies in transiﬁpn. Market féiizz&;s in these
economies are larger: more markets are (mis_sing,band those that egist may function

less effectively.’ Meanwhile, information problems loom larger in the transition

!

? For instance, recent literature has emphasized the importance of reputation
mechanisms and imphcit contracts in governing economic relations. The :
effectiveness of these mechanisms depends on the long-term nature of the
relationship. In LDCs, rapid transition threatens the long-term viability of many
such relationships; the weakening of social ties reduces the role of social sanctions
as an enforcement méchanism; while high interest rates provide an encouragement
for short run self-interested behavior at the expense of long run cooperative
behavior. ‘
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process simply because of the rapid change in the economic environment,
Development is associated with the acquisition of knowledge about, and

implementation of, more advanced modes of production.

The problem is that while market fajil’ures may loom larger in less developed |
economies, _the capacity of the government 10 correct the,s..e market failures o;ft’en is
wgaker;" Assessing the appfépriatg mié of government requires’a fe;:agnition of
“both the need for, and the iimizéﬁcns of, government actions. Successful
governments have helped create ma?k;zs {sz,‘zc}ix as bond and stock markets as well as
‘longwwm‘i credit iﬁsﬁmtiens).. They have enforced I;ws and regulations that
enhanced the stﬁbility of the ﬁnanr.;ial sectqr; and enhanced competition in all
sectors; In many cases, governments have acted as a surrogate entrepreneur,
encouraging the establishment of firms 10 enter cer{ain markeizs‘ xl Governments have .
. gis;zzrz firms strong’ inlcemives, es;:»e;iaﬁy i export markets. (Sém& &a:azwmz;ﬁ*if; _
evidence suggests that these government interventions actually woriée_d. An anaiysig
6f ;he mild financial restrain‘i evidenced inx most of the East Asién countries suggests

* that it dicl lead to more rapid economic growth.)

* Thus, we noted earlier the importance of establishing the appropriate
institutional infrastructure for a market economy in the economies in transition. But
it may take a strong government 1o establish the institutional infrastructure enabling
a strong market’s viability.
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The conservativebcmmter»mply

Most ecang;mistsbmday;' accept the proposition 1hai markets By themselves
may not succeed iﬁ ensuring economic efﬁéiency and may also fail to protect
segments of society from abj@ci paverty. Wﬁile most economists alsdagree that in
principle such shaﬁcemi‘ngs migh; providé a rationale for government action, some
argue that in practice government interventions all 100 often have been
ceunzerprédaczive, Any baikznc&d account of the role of govémment must
acknowledge that this has often been the cage, a topic .I will touch upon below. But
that in itself ;;raves nmhin.g: «tha guestion is, ¢an respan#if;{e, democratic
go‘vcmments put into place policies that raise living siar?da’rds‘? Base;;i on the
exper@enccé of both East Asia arid the United Széz;:s, I believe zhe answer is a

resounding yes.

_Some critics of the role (;f government argue; for a different perspective on
the East ‘Asialexperienoe‘ They contend that all . or almost all - of the growth of ‘
the economies of East Asia can be accounted for by factor accumalation. Thﬁs,
they argue, there is no miracle. Instead, there is simplg} the inexorable workings eu{
-of standard fundamentals: increased inpﬁts leéd 10 increased outputs. 'I’oAtaI factor

productivity growth has been negligible.
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There are a2 number of lechnical problems associated with the studies
purporting to find these results. For example, does anyone who has studied wage
setting in Singapore r‘eaiiy i)eiie;*e that wages are set in a competitive process, so
that the real wage eguals ﬁié-mérginai émduct of 1abor, as most of the studies
‘assume? But even if we take a;t face value the findings of low total factor
productivity growth, these studies do not reaily address. the question of whether
goa;em'mez;t policies made a difference. ’fhf;y neither ask ;zcat answer questions such

as the following:

. Why were savings rates so high? Elsewhere, such savings rates had been
attained only under the compulsion of strong government force, as in the -
Communist countries. While econometric studies suggest that these savingi;

rates may pa}tly be éxplained by traditional economic factors, government

actions also played a constructive role in mobilizing savings in East Asta.

. Why were the East Asian economies able to invest eﬁiciezx:fy: at such a rapid
pace? Other countries have invested heavily, but ended up with high

incremental capital-output ratios rather than rapid growth.

. Why were they able 1o reduce the technological gap between themselves and

14



the most advanced countries so qzzick}y? The East Asian countries
demonstrated an enormous capacity to absorb both ‘capita} and technology.
The rapidity with which they closed that gap entailed more than just “buying
technology.”' Govemmems piavyed a major role in human capital investment,
in allowing foreign investment into the country (with séme exceptions), aﬁd

in creating an economic atmosphere conducive to foreign investment.

. And how did the East Asian countries ensure that the benefits of their rapid
growth were spread widely among the population? A‘s ] have a!réady noted,
the increases in inequality that e,a‘z*iigr‘e);periencés‘ had suggested inevitably
accompany deveio;;mem simply did not oceur in East Asia. To the cémrary,
there are reasi:m;s to believe that greater egaiimfan’ism «; a result of -

" deliberative government policies -- actually contribited to the remarkable

growth in these countries.

The limitations of government-

I have argued above that those who want only an
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exm:mels' circumscribed role for the government -- providing only for items such as
the national defense, for e_xamplﬁs -- g0 too far. But I want to stress once again that
government is not infallible. Even in iﬁe economies of the Eas:t .Asiaxi miracle,
governments made mistakes. The Japanese government, for example, at one point
apparently a:;ie:tz'zpigd to prevent Honda from eazerizzg £he azzt;} industry. ’;‘he point is x
that g{?v@mfz}anz s not a panaces,; it cannot fix every problem. In sum, government

dei’inizaiy has a place, but it must know its place.
Improving government performance and the changing role of government

The pragmatic ﬁamework for assessing the rgle of government that T have set
fbrth in the first part of this Lalk. entails a l;aia‘ndng of the strengths and limitations
of markets énd govémmem, and asking how they can complement each other most
effectively. It does not begin by drawing two cuiurﬁns on 4 page, with one column
Jabeled “activities to be t:én‘ie{i on.by gove'mmem’:’ and the other “activities to be
carried on by the private sector.” This careful baiéncing puts gr&azcr ;:z;zphasié on
how the government does what it dags ‘312‘{3 how it interacts with the ‘priyazc sector,
To that effect, 1 want to outline a few general principles, motivated both by

theoretical analyses and historical experiences.
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The setting

“In assessing the proper role of government, we must take into account {wo
fundamental points. The first one is the importance of incentives, The second is
the dynamic nature of government's role; as the economy changes, so too must the

government.
The role of incentives

The government is i.ll large organization, differing from large market
organizations in that it is not subject to the pressﬁres of market competition. But in
democracies, poliﬁcal competition exercises some discipline: incompetence gets
punished. just as performance gelts rewarded: To be sure, political compc;tiﬁon is a
far cry from the textt;ook ideal of perff;ct éombetition. But so too is market
competition of the form typically obsg'rved. It is sometimes alleged that bureaucrats

.lack incentives; but incentives in-large corpcl'rations can also be muted. For
example, one recent study found that in the_ typical large ﬁrrﬁ, aggregate pay of all
top managers increased by only $3.?5 for each $1000Iincrease in the market value
of the firm. It is also alleged that bureaucrats afe not responsive to the wishq;' of

voters. But both theory and evidence suggest that managers of ﬁmny large .
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corporations may not always be very responsive to the wishes of the voters

{shareholders) to whom they are in principle accountable.

In short, the distinctions between the public and private SECtor are often
overblown. But we rhust once again be careful not to go to the other extreme:
incentives do play a somewhiat more important role in the private thén th;e public
. sector. Provided adequate gompeii:irm policies are put into 'place, market

competition is more effective in providing incentives than ergatz public compctétiun.
“The question is whether, and how, the public sector can put into place an effective

framework and set of incentives.
The changing role of government

We must also recognize that the role of gc}vem;nent is not static. Changes in
the eceﬁc;méc environment fu‘ndamemally.alter what lﬁe government can zind should
do. xizz a werié with limited international trade, for example, 1t might have made .
sense for countries to worry about material balances. Accordingly, there might have
been some rationale for the kinds of piannigg exercises that dominated deve;h}pmeni |

thinking in‘ earlier decades.
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But as international trade has expanded and the costs ofl ransportation have
falleri,‘ countrieé can now specialize on that part of the p.roduction process in which
they have a comparati\‘;e advantage; they are not limite;i toldomestic markets on
éithér the demand or supply side. Considerlautomobile productién. Assembly is
only one part of the car’s cost -- representing only about a four}h of value added at
the factory. Different parts can be constructed in different countries and then
shipped to the assembly point. Modern telecommunications Iensurles that p'arm
orders can be transmitted quickly from the .assémbly plant tb the parts plant,

wherever it is located.

In thg past ten years, this pattérn has spread from large multi-nationals to far
smaller .companies. Again, credit goes to improvedl transportation and
telecommunillcatliohls: a small or medium-sized firm in the United States or Europe |
can develop rélationships with sulpplliers in East or South Asiﬁ, sending them precise
product specifications. While tﬁe long run implications are far from clear, these
developments have been a boon.fof less developed economies. The “globalization” |
of eni;repre.neurship has slackened the constraint on growth imposed by one of the

. scarcest of factors in LDCs.

Globalization is just-one example of a change in the economic structure that
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necessitates a change in government policies. Later, we. shall discuss other
examples, including how changes in technology have enhanced the scope for
competition in areas that formerly were natural menopolies (telecommurications and

electricity.)

Recognizing the importance of incentives and the continually changing role of
government, we can now consider various imperatives for improving government

performance:

increasing consumer orientation, monitoring and rewarding performance, extending
the scope for competition, privatizating and corporatizating, and improving

regulatory policies.
Increasing consumer orientation

One of the ;;.*robiem}; arising from lack of competition is lack of choice:
consumers do ;tet get t{; ci’a&}sé which bureau issues their driving license or 2~
passport.  When consumers have a choice, some will choose o go to _airlines with
| shorter queues, even if they have to pay a slightly higher price; the market reflects
the diversity of consumer preferences. One way to address the problem of choice

within the public sector is (0 create more competition {see below); short of that,
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government can create a culture of customer orientation. While vocabulary (such as

thinking of users of government services as customers) may help, performance

‘measures may be even more effective in drawing organizational attention to relevant

- variables, and perhaps in motivaung individual behavior. -

For igsténee, one can, with modern technology, easily monitor the length of
time that it takes a telephone tc; 'be' answel"ed, Standard survey techniques can
- evaluate customer satisfaction with the telephone intcracticn; If.[ndced, at the
individual level, moz‘i?aﬁaﬁa} and monitoring problems faz:ing; say, the Social
SeczzziZy ‘Adminisiratifm are litde ;iifferem from those facing a private insurance
company ~- and in the Uniwd States, as we have worked hard in the last three y&:ar‘sT
in improving customer oﬂénmﬁon, we have shown that lg()v&mmem can in fact
succeed: ratings put our sacial Security Administration’s services at a ievefi highly

competitive with the best in the privaie sector.
Monitoring and rewarding performance

Private firms have simple, boitom line performance measures - profits and
market value. While government as a whole has no comparable suramary statistic

for performance, performance at particular activities (typing letters, issuing airline
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tickets, processing drivers’ licenses) can be identified and measured. Nonetheless, it
is‘impertam that output and not process or input measures be used: 100 often, _
rewards are based on how well the worker complied with the standard operating

procedures.

Yardstick competition. In many cases, there are sufficient similarites between
activities performed in the puSlic and private sector, that:privatc sector performance
can ;}wvié& & yardstick for comparison. For inst:ancc.( while every firm' has slightly
different imve£ needs, it is possible to obtain a range of estimates of t.hc
administrative costs associated with travel. ’i‘i;ese costs can then be used 1o see hc;w
.government agencies compare, and to judge perféz'mam:c ;ﬁ!aﬁsze 10 those norms as

a basis of rewards.

A caveét. Maﬁy of the activities conducted within the public sector are different -
from thz;s& in the private sector. Public sector activities are‘ disproportionately
administrative in nature, making measurement of individual performance particularly
difficult. We do not h}aw how to measure the quality of many administrative
decisions made collectively, let alone the contribution of any single individual. In-
many other activities, there is no single metric of performance. Consider education

for instance. Rewarding orzié performance in zerm# of basic skills (which can be
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more eas:ily measured‘ than cother skills) will divert resources away from developing
higher order and cognitive skills. However, it may be possible’ 1o design the
production process to mitigate these effects, e.g. by assigning diff;er\ent teachers
different tasks. Whether this is desirable requires evaluating the magnitudé of the
incentive distortions in comparison with economies of scope. §;“ there are weak

| economies of scope (say between téaching basic skills and higher order cognitive

skills) then this organizational design js desirable.
Extending the scope for competition

One way‘tz:} provide more effective incentives, including enhanced c;}nsumer
orientation, is t.(:) extend the scope for competition. Creating effective competition
among vendors, for example, is an essential step in ensuring that the government
pmcuifes at the lowest possible cost, ‘ But thea task of compmitive'procﬁrement is |
morf,; difficult than often realized. It used to be thought ii’;ai wmpetiiivé bidding
was the simplest way to ensure that government does not pay too much fér a gcogi
or service. Competitive bidding, however, typically requires the government to have'
precise specifications of the jtem being parc;zased -- and describing a simple T-shint
might take thiny small print pages. Since most firms do not normally produce to

those precise specifications, they may find it unattractive o bid even if their
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products have similar performance characteristics. Thus, the number of bidders
often is relatively small. And a central result of the auction literature is that the
equilibrium price is sensitive to the number of bidders. As a result of the reduced

compciition. govertiment may have to pay higher prices than the public at large.

1In a sense, the pr;zhiem arises here becausg of the im;;:»assibi}ity of specifying
performance -- the issue with which we héve been concerned throughout this
section. The difficulty is in developing and clearly articulating performance
measures (for a T-shirnt that would invelve comfort, durability, abserbency; eic. ).
'ﬁw reason that government uses C(}mrpetiti've bidding is that it wanis 10 make sure
that taxpayers are not overpaying. Relatedly*; cumbersome procurement policies
have developed in many countries because ﬁoliticizms do not want to be vulnerable
to the cnticism that they 'have' wasted taxpayers' money. (These cumbersome
procurement péiiciss often overlay micro-management of *Ct}?}ﬁaﬁli}f production, and
ironically have z:ezxirib@ﬁé to increasing average costs.) In those cases where there -
is a competitive marketplace, the discipline of competition in the marketplace may °
suffice, In the United Stazes; procurement reforms enacted under this

Administration will save U.S. taxpayers $12.3 billion over the next five years.

Privatizing and corporatizing
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| Even when competition is not viable, it may be desirable to incorporate many
features of a private firm, This objective goes beyo;zd introducing perfonnance pay,
extending l';o'broader ﬁersonnel issues, procurement, and budgeting. But when
Cﬁ;mpeﬁtién i$ not viable, there rf;:mains a real danger of abuse of rﬁmopoly power.

The three key questions are
. Is there a dedicated source of revenue, related to the benefits conferred?

. Is there 2 governance structure that can assure efficiency and a regulatory

. structure that can protect against abuses of monopoly power?

» Can there be an effective separation of production issues from other public

policy issues, including those related to externalities, safety, etc.?

Privatization represents only one point along a spectrum of organizatiénal
forms; this spectrum iaciudeé a vaa;iety of corporatizatioﬁ structures within the pubiic
sector. The Fuadamental Theorem on Privatization established that the conditions
‘under which privatization could fully implement the public objectives of equity and
e%ﬁciency were extremely restrictive — and weré guite similar io the conditions

under which competitive markets attain Pareto-efficient outcomes. Because of
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differences in risk adjustment and time discounting, the state may receive less -

possibly fér less -~ than the expected present discounted value of the profits of the
eaérpﬁs& Moreover, the siate may not be able - even with Ia complicated set of
Pigouvian taxes - 10 induce the privatized industry to act in the way that it would

like, especially when there are complicated social objectives.

The theorem’s main thrust is that privatization has to be justified on a case-
by-case basis -- incentive improvements must be found to increase economic
efficiency sufficiently to outweigh privatization’s disadvantages. In many cases (as

_in telecommunications) that case clearly has been established.

When it is decided that privatization is desirable, itis impﬁ@t that it b&
done in the right‘ way and with appropriate prom_c'tions - including protections
againg}i abuse of any resulting monopoly power. Typically, appropriately designed
competitive auctions will be the most effective wé}' of ensuring that the public
obtains full value for publicly owned zészzzmzs. The carefa'liy structured specziu?n
,:iuctigans in the United States have illustrated how to raise public revenues at the

same time as promoting competitive markets and innovations.

Corporatization and privatization -~ as well as the other reforms discussed
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earlier -- help to focus attention on performance, on outputs rather than inputs and
process. This focus is necessary if the efficiency of the public sector is to be
enhanced. And in several areas where privatization may be inappropriate, such as
the granting of patents, government functions can still be organized to focus on

\ i:fcrfarmazx:é, We in the U5, G{;Vﬁmméﬁi call :hem‘ performance based
organizations (PBO’s}, and have put 'i‘ﬁi(} place organization and individupal

incentives w enhance the focus on pérformanee.
Regulatory policy

A focus.on performance is also critical to efforts that ensure fegulazions
oll‘nain their objectives at minimum costs. In many countries, the environmental
regulations of the past two decades have made enormous differences in air and |
water quality, They have worked. But in some cases, the objectives could have
been obtained at lower costs. Rather than focusing on perfﬁrz}zanca criteria, design
standards were imposed. In some cases, this was because at the time, there were no

effective ways for monitoring pérformance, But appropriate‘iy designed regulations

could have provided incentives for the development of the manizeﬁng echnology.

Nowhere is the changing role of government, and the increasing reliance on
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market-based regulatory policies, more evident than in the case of the
telecammﬁnicatians :;nd electricity industries, We used to think {zf’: these industries
as natural monopolies, where governments faced a choice between nationalization
and regulation. Most chose the former. But as the inefficiencies of state-ownexd
enterprises became clear, more and more privatized their teiecomm‘unicati(}ﬁs

-system, creating a monopoly often subject only to weak regulation.

?ev; governments 1ock the next step. They did not ask: How can we ensure
that there will be competition? They did not ask this guestion because economists
told them that competition waé z‘z{.zt«viabif;: these industries were thought to be
natural monopolies. But as we have looked more closely at these indusiries, we
have realized that competition is indeed viable in many, if not most, of their
segments. We are therefore left with a subtle question: How do we ensure that
monopolies in those segments where competition is not viable do not destroy

competition {e.g. through discriminatory access or pricing) in other segments?

In the case of wlecommunications within the United States, it became clear
that regulation alone could not effectively prevent discrimination, so structural
separation of the “last mile” (a natural monopoly) and other parts of the

telecommunications system was required. With the appropriate ingtitutional
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- infrastructure, one could make competition viable in large segments of this vast

market, allowing government regulators to focus on a much narrower set of issues.

The same process is now happening within eIec{ricit}, aiwzhf:?g indusn;y
tradit:ionall.y seen as a natural monopoly. We now recognize that this industry 'has
at least three major components: generation, transmissi;:m, and marketing. Already,
changes in technology have made pﬁssiﬁic a competitive market in generation,
Complex problems have to be solved to make the network viable, but ig appears that ‘
thesxe are being addressed effectively. ‘In the United States, a competitive market in
eie_ctricity generatie\n is rapidly emerging. ;Feiecemmunications and ‘f:}cctricizy
represent two areas for which governments in most countries used to assume at Jeast
some rcsponsii';ilit'y but that today can largely be provided efficiently by private

entiiies.
CONCLUSIONS

It has become almost a cliche to refer 1o ihe vast changes in our world and how
we must adapt 1o those changes. Yet the fact remains that there have been changes,
and that the societies that adapt better to those changes will do better, in terms of

raising living standards, than those that do not. Government can help societies embrace
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change.

In a way, both the cans;:ams and the changes in develépmant i)racﬁce z_md theory
are r;iemarkabie. So too is éae S;imiiarity of arenas of activity betweebn countries 'that
" developed sacéessfzziiy in the nineteenth century and the East Asian countries that
developed largely in the post-war era. {Qne difference is that the earlier development
gxperience iac&:ed the benefit of mnsights from maéém economics!)  Among the
constants are putting competitive markets at the center of an economy, while still
encouraging governments to assist, use, and supplement those markets; providing ;;ublic
investments in education and technology; and constructing gppmpriate ingétutional
infrastructures, including those - that sgzgpzm a dynamic and competitive
telecommunications and financial séctars. Among the other zgzggansibiﬁtias that
governments today shoufd and do take seriously are providing a basic safety net and
prot;tcting the environment, Ameng tl;;e changes is the recognition that government
~ can make use of many of the mechanisms that have helped make markets work so
effectively, and that the scoﬁc for competition is broader than had previously been

thought.

Making government perform better is as important within less developed

countries as it is here in the United States. Good ¢nvironmentai, education, and health
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policies are not luxuries to be-postponed to a later date. And making government more
customer-oriented, performance-based, and competitive is also essential. Indeed, the
scarcity of resources and the tightness of fiscal constraints facing developing countries

today make it all the more imperative that resources be spent efficiently.

Too often, discm;ssions of what the government should do present false
dichotomies. Good environmental and educational policies can actually enhance
economic growth. Yet is also true that only if the less developed ecc‘mor-nies gfow more
rapidly will they -be able to provide a decent standard 6f living to their citizens.
Development and improved 'li‘ving standards have many dimensions, but in the end,
they all I;IUS[ rest on increased production of goods and sewiées. It is right that we
redress an imbalancé tha.t saw this increased production as an end in itself. But having
refocused our attention on the right set of olbjectives, we should not lose sight of the

means by which those objectives must be attained.

The theories and historical experience to which 1 have alluded in this talk may
guide us in shaping the role of government. Leadérship can help articulate visions of
that role. But in-the end, it is the desires -- real and perceived -- of the people whom

govérhment is supposed to serve that will determine both the scope of government and

its ability to be a positive and creative force in our societies.
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In closing, I'd like to :relate a brief story. After I was appointed as a member of
the Council of Economic Advisers, my good friend John Taylor {(who preceded me on
the Cmn\zcii in the Bush Administration) suggested in an interview with the New York
Times that i.wauid soon be disabused of my notions concerning the positive role of
gos;emmaﬁi. While T have learned quite a lot from my experiences, I must admit that
so far | have fzf:::z.'k::at confidence in govémment, Instead; I am miore committe’;c! than -
ever 1o héi;:ing make government a more effective tool in promoting economic growth

and raising living standards.
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AN ECONOMIC AGENDA
FOR THE 21ST CENTURY
Yeshiva University
February 26, 1996
Dr. Joseph E. Stiglitz

Yeshiva University was founded on the premise that learning and education can - and
should - be combined with traditional values. The University is guided by a vision that the
heritage of comemporary civilization - the liberal arts and sciences - is compatible with the
ancient traditons of Jewish law and life. The lives and minds of your students are enriched
through an understanding and examination of the moral and ethical principles that shape
historical events and decisions,

For the past three years, 1 believe that this Administration’s economic agenda has also
been guided and shaped by an understanding of this nation’s fundamental values. Ecopomics
often seems 10 involve cold statistics—and often tries 1o pass Hself off a3 2 hard science. But,

in reality, we are talking about the lives and well-being of real people and their families.

For instance, we want the economy 1o grow faster -- not just $o we can boagt that our
growth rate iz 3 percent -~ but because by growing fasier, we can raise living standards for
all Americans. And, s0 we-can address in a meaningful way some of the challenging
problems that America faces, While America may be the richest country in the world, we
know that the costs of fully addressing problems of prolonged poverty and the problems of
our inner cities, require enormous resources.  Higher economic growth gives us more
resources 1o address these problems.

In my talk this evening, 1 want 1o focus on the primary economic challenges facing
America. 1 will then talk about why the shor-term, politically-driven palliatives being
discussed today are not the answer for addressing these challenges. And, finally, 1 will focus
on the Clinton Administration’s positive agenda for addressing these economic challenges.
This “Economic Agenda for the 21st Century” has 3 parts: growing the economy in a way
that enhances economic opportunity; embracing change by facilitating transitions; and, finally,
doing no harm to the most vulnerable members of our socicty.

THE ECONOMIC CHALLENGES
Ler me begin with the challenges.

First, over the last 20 years we have seen slow growih of wages and incomes. The
only way for wages (0 increase is for workers 1o increase the amount they produce per hour,
Before 1973, output per worker vose 2.9% per year; from 1973 1o the present, productivity
growth has averaged only 1.1%. [CHART] As a result, compensation has grown at about



one-third the rawe it used to. Morcover, the rising cost of health care and other fringe benefits
has meant that take-home wages have grown even more slowly. Many Americans simply do
not feel that they are making any headway, .

A different way of looking at this problem is that in advanced industnialized countries
there has been a dramatic increase in the demand for skilled labor and 3 decrease in the
demand for ungkilled labor. To be sure, recent political debates have focused on the
gonseguence of thiz change: in the United States, in the increased disparity in wages between
skilled and unskilled workers; in Europe, where governments have not allowed unskilled
wages 1o fall so much, in ncreasing unemployment among the unskilled. 1 have deliberately
couched the challenge this way t0 emphasize that there are underlying economic forces at
play, and that they ars worldwide.

) But, not only have wages and incomes grown more slowly over the past 20 years,‘ the
.distribution of income gains has become markedly unequal. During the 1950s and 60s, ali
Americans - rich and poor -~ saw their incomes rise in roughly the same proportions.

Over the paét two decades, the numbers have changed., Since 1979, the bottom 60%
of families have seen their real incomes actually fall, not rise, The only families seeing their
incomes rige were in the upper 40%, [CHART] Let me be clear: the problem is not that
some Americans are getting rich. The problem is that many American families are getting
nowhere, .

And, these increased disparities sre tearing at our social fabric. For example, on any
given day in 1992 almost one-guarter of all males between 18 and 34 who had not received a
conventional bigh school diploma were either in prison, on probation, or on parole. That is
compared 0 only 4% of those with a high-school diploma. [CHART] To an economist, this
result, while highly disturbing, is not surprising: lacking economic opportunity induces
individuals o torn elsewhere. This is stating 2 harsh reality--not condoning this rype of
behavior,

I want © emiphasize that these are long-run geonomic trends. They are challenges that
have been built over two decades. They will not be corrected in a week or a year. After
decades of neglect, 3t will take vision and long-term commitments to reverse the wend. And,
it will take political courage to undertake policies, the main benefits of which will be felt
only in years to come.

The Wrong Way 10 Address these Challenges: Protegiionism and "Trickle Down Economics

No, the answer 10 these long-term economic challenges is not short-term, politcally
driven solutions that attempt 1o exploit the uncertainty and insecurity felt by many Americans.
These simple palliatives will not work -- and, in fact may well exacerbate the problem. The
worst of these r¢ly on jingoism, blaming foreigners, and trying 1o creare barriers, Others
resort 1o failed policies of trickle down economics.

I want w0 now explain why those simple palliatives will not work, and contrast them
with this Adminisiration’s positive, pro-growth gconomic agenda for the 21st Centory,



Recently, we have heard 2 loud and angry call for a retumn to protectionist policies.
Some advocate erecting economic barriers around the United States as they pursue isolationist
foreign policies. I believe that abandoning America’s role of world leadership is morally
wmng»»huz tonight, 1 want 1o argue that mvcmng to protectionist policies is also a recipe for
economic suicide.

This Administration bas made grest progress opening up markets abroad. Exports of
goodds have expanded, in real terms, by more than 25 percent in just three years. [CHART]
We have been able to expand our production of those goods where we have a comparative
advantage - and where our workers are more productive. On average, workers in these
sectors earn 13 percent higher wages than workers in the economy as a whole, The challenge
of foreign competition has spurred innovation and efficiency throughout the economy.
America can, and has, met the competitive challenge. For the last two years, America wag
rated, for instance, the most competitive economy in the world by the World Economic
Forum. American mini- steel mills are among the most efficient producers of sweel in the
world. Some of the automobile plants in the United States have attained productivities
rivaling those anywhere else--gllowing the United States 1o once again become the largest
producer of avtomobiles i the world.

Some have argued that international wade - and competition from abroad - has forced
down wages. Most analysts, however, believe that foreign trade is only one of several factors
that have dampened wages.  The most important factor - which i§ also affecting wages
other countries arouiid the world -- is the change in technology. Today's world requires those
with computer and other advanced skills,

Other factors having a dampening effect on wages include the decline in unionization
- from 30 percent of the work force 23 years ago 1o about 15 percent now, - the increased
level of competition in our domestic market place, and the éccimc in the real value of the
minimum wage -- 10 nearly a forty-vear low,

Indeed, there is a theoretical argument that might lead ong to expect opening trade
might have some effect in increasing the demand for the relatively abundant factor {skilled
iabor}, relative to that of the relatively scarce factor--for the professional economists in the
audience, this is the well known Stopler Samuelsen effect. But those who have looked
closely at the role of international trade in inducing declining wages point out that the
reqmred chapges in relative goods prices that would be associated with such movements in
relative factor prices simply have not be observed.

Unfortunately, much of the protectionist rhetoric is based on a misguided view of how
a2 well-operating economy works. When an economy is on track, it creates enough new jobs
not only 1o find employment for new entrants into the labor force, but also for those who lose
their jobs as a result of corporate restructuring and changing demands for American goods.
This is what we have done over the past three years, with more than 8 million new jobs being
created net. The gross number of nev jobs is even larger. This is & dynamic economy--with
more than 2 million new businesses seizing new opportunities in the last three years.



I know that critics say, yes, but these are not good jobs: that charge is simply false.
On average, the new jobs reflect the restrucruring that is geing on in the economy. In the
ninetesnth century, the United Stares was an agricultural economy. Tt restructured--becoming
an industrial giant in the early twentieth century, We are now restructuring once again, into a
service economy. Too often, this draws up images of flipping hamburgers. But the service
‘sector includes the dynamic financial markets, the health care sector, computer programmers,
and other high technology parts of the cconomy. Indeed, if we look at the jobs from the
perspective of skills required, they are disproporgionately high paying, professional and
managerial sectors within the service sector. [CHART]

The conclusion is that even prohibiting all foreign aade would do little if anything to
address the underlving challenges, Indeed, pursuing protectionist policies would have
strongly adverse effects, not only on the poor, but on all Americans. Closing off American
markets to forsigners in the Smoot-Hawley Act of 1930 is genemily believed 1o have teen
one of the main contributors W the country’s slide imto the Great Depression.  Erecring
protectionist barriers would be met by realiation by our trading partners; our exports would
decline with our imports. There would be massive lay-offs and unemployment, particularly in .
our highly productive export sectors. .

1t is Gifficult for me to wll whether those who advocate protectionist policies suffer
from misguided political opportunism or from naive cconomic analysis. It makes no
difference: protectionism is a retrograde policy which should be given no place in an
economic agenda for America.

There is another simple palliative which has also been widely discussed: this year's
version of supply side economics, the flat tax. To some of us, this seems like Voodoo Two
or Deja Voodoeo, These are policigs that were tried--and failed. Marginal tax rates were
lowered in the early 1980s. What we got was not the burst of growth that was widely
vaunted, but rather the largest peacetime deficits in the history of the Repubiie, with the
national debt guadrupling in 12 years. A close look at the economic data shows not even a
blip in productivity. The policies simply did not work,

The flat tax has been so badly trounced by everyone that [ hardly need to add my
voice to the chorus, But there are two aspects, related to tonight’s theme, that 1 do want to
emphasize: First, unless one wishes 10 repeal the laws of arithmetic, lowering taxes at the top
of the income distribution means that, to raise the same reveaue, taxes have o be raised on
the mast vulnerable members of our society at the bottom of the income distribution - the
very people whose incomes have declined or stagnated over the past quarter century., This 18
unfair, and makes no economic sense. .

Second, the flat 1ax reflecis a view of the sconomy that T find woubling. It sounds 10
me that the are saying that the best way that we have 10 address the problems of stagnating
wages 13 1o give tax breaks to upper income individuals, partcularly those whose primary
source of income 18 from inherited capital. The data simply do not provide support for this
kind of rickle-down economics.



Fifty years ago, distingnished economists such as Nobel Prize winner Simon Kuznets
sugpested thar increasing inequality was an ineviable part of rapid growth. Asother Nobel
Prize winner, Arthur Lewis, emphasized that inequality might even promote economic growth,
since savings rags among the nch were greater than armong the podr. Fortunately, the
countries of East Agia did not follow the logical implications of these hypotheses: Those
countries that have grown most rapidly over the past guarter century--the countries of the East
Asia miracle—deliberately pursued policies which reduced income inequality, They
emphasized universal education, including education of women. These countries
demonstrated that reducing inequality does not necessarily run counter @ ¢conomic growth.

The Chinton Administration’s Apenda for the 215t Century

Let me now turn to the 3 key clements of this Administration’s positive agenda for
expanding opporiunity and enhancing economic security for all Amencans. There is no
magic bullet, but a set of programs to address the multiple facets of what is an extremely
complicaed problem. The 3 key elemems are;

* Growing the cconomy in a manner that enhances opportunity for
all Americans; '

* Embracing change, by faciliating transitions
and _

> Finally, “doing no harm.” :

First -- growing the economy in a way that gnhances opportunity for all Americans,
Everyone wants the economy to grow faster. But wishing it so will not make it happen.
Exhortation will not make it happen. Only sound economic policies will make it happen.

For this reason, the Administration has enacted a four-pronged growth agends. | It
includes: ,

o Reducing the deficit;

0 Investing in people and technology:
0 Expanding markets; and

o Making government more efficient.

Let me talk briefly about this agenda. First, REDUCING THE DEFICIT. Both
President Clinton and Congress agree: the deficit must be zeroed-out. The question is no
longer whether we should eliminate the deficit but how we eliminare it

Why? The reason is clear; deficits can stunt long-term economic growth, Borrowing
against our nation’s savings to finance consumption -- rather than investing in things like
education and technology and infrastructure which will add (0 our future productivity -- will
Iimit economic growth down the road.



In the previous three vears, we have made great sirides in reducing our budget deficit
[CHART] Indeed, the Clinton Administration has for the firgt time singe President Truman
succeeded in reducing the deficit three vears in a row.

For the first time since the Jate 1970s, the debt/GDP ratic -~ which is the real measure
“of the burden we hand on to fuwre generations -- began o stabilize. [CHART]

Because of this progress in reducing the dcficiti weg are now in a position to eliminate
the deficit by the year 2002,

. And, mést important, the Administration’s 1993 deficit reduction effort created an
economic climate in which businesses could invest and create jobs and compete: almost 8
million jobs have been created since the Administration ook office; zzncmgiaymcm is down;
inflation is under control; and mvestment is strong.

. That brings me to the second part of our growth agenda: invesiments that raise living
standards and promote long-term growth, The private sector clearly is responsible for most
of our nation’s investments. But, in certain key areas, government efforts are important. One
. 1s education, The other is technology and R&D.

Lei me start with education.  Investments in education are more Important today than

. ever before. Education has become a fundamental fauit-line runsing through the workforce.
Demand for high-skilled workers i soaring, while demand for less-skilled workers s
shrinking. In 1979, a full-time male worker over age 25 with at least a bachelor’s degree
eamed 49 percent more per year than a worker with only a high school degree. By 1993, that
difference had grown 10 89 percent. (CHART]

Education is also an important determinant of economic growth, Between 1963 and
1952, increases in educadon added as much as 0.3 percentage points per year to our nation’s
sconomic growth - meaning that education contributed about 20 percent to the growth in
incomes over that 30-year period,

The Federal govermment can not - and should not -- be responsible and involved in
every classroom in our nation. But, government invesimenis in educadon can make 2
difference. :

For iustance; Head Start and other compensatory pre-school programs have substantial
economic payolfs. Head Start and other programs give a substantial boost to academic
achiecvement: Head Start kids are less likely (o be held back in school, less likely o be
classified as special-education students, and more likely to graduate from high school. Asa
result, the program vields benefus not only for the pre-schoolers but also for our nation’s
taAXpayers.



And, the govermnment can help students from lower-income familes get access to higher
education by guarenteeing student loans.  This is especially important now. There 15 a
growing disparity between college enrollment raes for those who are most well-off and those
who are struggling to make ends meet.  In recent vears, the differences in enrollment rates
between children from lower-income and upper-income families aciually increased. [CHART)]

The other important government invesmment is in R&D and technology. Investmenis in
R&D may account for half or more of the growth in output per person. These investmants
yield high returns - both w those that perform the R&D and to society as a whole. High
social returns come from “spillovers” -~ that is, benefits that accrue as other rescarchers use
new findings.

But the fact is: because of these spillovers, firms will underinvest in R&D. Thar is
why the federal government has o step in.

Federal support of R&D is neither new, nor is it purely a Clinton Administration
initiative. The Federal government has a long record of successful R&D support, from its
support in 1842 of Samuel Morse's original telegraph line from Washington to Baldmore 10
the development in more recent years of the Internet, the Global Positioning Satellite (GPS)
system, and support of basic research leading to the discovery of DNA, which is eentral 1o
our dynamic biotech industry. ’ "

To put it simply: certain government investments -- in things like education and
rechrology »~ are important for long-term economic growth and higher living standards.

Unfornately, during the balanced budget debate this past year, some in Congress
suggested that critical investments, such as funding for education and taining and R&D, be
put on the chopping block along with everything else. This is troubling and extremely short-
sighied. Failing 10 make these negessary investments now will have serious long-term
damaging consequences 10 the health and strength of our nation’s economy.

Deficit reduction 18 noi an end in itself -- it is a2 means 1o an end: which 1§ stronger
long-term economic growth and higher liviag standards for all Americans. Reducing the
deficit in the wrong way - by climinating important investments - may actually be
counterproductive. Deficit reduction done the wrong way might actually lead © a slowdown
in economic growth and increases in inequality. .

S0, T have talked about 2 important parts of the Clinton Administration’s growth
agenda: deficl reduction and invesiments that promote growth. The third part of this
agenda is gpeaing foreign markers o U.S. exports.

Since President Clinton’s first days in office, he has apgressively sought to open
markets abroad. This Administration fought for and won enactment of NAFTA, We broke 7
years of global gridlock and won passage of the Uruguay Round of GATT. We forged a new
trade relationship with Japan -- opening markets for U.S. exports of autos and auto purts.



In part because of these market opening efforts, U.S. merchandise exports since this
Administration took office have grown 33%. lLet me repeat thatt in just over 3 years,
American exports have grown 33%. This exraordinary growth in exports approaches that
experienced by the most successful Bagt Asian countries - such.as Taiwan or Korea.

And, finally, the fourth prong of our growth agenda is making the portion of the
economy over which we have control - that is, the Federal Governmens - more efficient and
performance oriented. The Clinton Administration understands that there is an important -
but defined -- role for government, Government must be a partner in growth -- not a drag or
a roadblock. '

This Administration’s “Reinventing Government” ¢ffort, headed by Vice President
(Gore, has focused on making government agencies more efficient angd more performance and
customer eriented, by developing performance measures and ensuring that those measures are
used for evaluation. This effort has also revised, reformed, streamlined and -- where
accessary - eliminated thousands of pages of regulations. '

We have cut aver 16,000 pages of federal regulations.  The Environmental Protection
Agency alone will cut regulations by 25%. The Department of Agriculture has reduced the
number of iis agencies from 43 to 29 and is in the process of closing or consolidating 1,200
field offices. America’s farmers this vear will fill out 3 million pages fewer of government
forms than in years past.

And, as a perceniage of civilian nonfarm ¢mployment, the Federal workforce is the
smailest it has been since 1933 -- before the New Deal, At the same time our economy is 50
much larger and there are $o many more servides that we have come to expect government ©
provide. As a resukt, we have had to make government more efficient and more performance

oriented.

We recognize -- and have acted on the recognition -- that our economy will never
achieve its full potential if our enwepreneurs and our businesses are dragged down by
unnecessary reguiation and inefficient and bureaucratic government. :

Now, let me twrn to the sccond key element of the Clinton Administrgrion’s CCONOmIc

apgenda; Embracing change by facilitating transitions.

America has z dynamic, ever-changing economy. Qur continued prosperity and well-
being depend on our embracing -- not retreating from - the constant succession of new
opportunitics and challenges in an ever-changing world. In an effort 1o become more
competitive globally, American firms have respructured and become more gfficient, They
have taken a hard look at what they do, how they do it, and what they must do differentiy.
The result; in mapy sectors American firms are the most competitive in the world. For



instance, America’s world-class computer makers continue to lead the indusiry at a breakneck
pace of technical innovation. The explosive growth of the Inmemet and the incressing
popularity of the World Wide Web illustrate the capacity for invention, adaptation and
greativity by American enireproacurs.

When firms and their workers embrace change as many of our most competitive
indusiries have done, the economy as a whole benefits in the form of higher real incomes,
lower prices for goods, a wider variety of products, and enhanced opportunities,

But, while embracing change raises growth and living standards in the aggregate, not
everyone is immediately made better off. In a rapidly changing economy, some will find
themselves withow the skills required for the new jobs being created. When workers with -
outdated skills lose their jobs, they face the threat of prolonged unemployment or a new job
at lower wages. And, all too often the loss of & job means the loss of health insurance or
pension benefits. As a result, many Americans are concerned about their economic future.

This Administration is firmly committed to addressing these economic challenges and
enhancing economic security for all Americans, We can do this by ensuring American
families will still be able to buy health insurance if they lose a job or if someone in their
family is sick; by ensuring the portability of pensions and health insurance; by encouraging
more firms to offer their workers pensions; and by providing training vouchers so that
unemployed workers can get the skills they need in our changing economy.

That brings me 1o the third, and final glement of the Clinton Administration’s
economic agenda for the 215t Century: doing ne harm.  We must not exacerbate the
difficulties of those working families who are struggling the handest to make it in this new
economy.

in 1993, the Administration expanded the Earned Income Tax Credit (EITC) for 15
milhion more low-income working families, The EITC is designed to ensure that a family
with a full-time wage earner should at least have a take-home puy 10 bring them out of
poverty. This expanded EITC is now worth abour $1,800 a year for a family of four hiving
on $20,000. Some in Congress have suggesied thas this imponant effort to reduce taxes on
working families be reversed. This is wrong and the Administration has opposed it.

Finally, this Administration has proposed an increase in the minimum wage from
$4.25 an hour 10 53,15 an hour. Within a year, the mimmum wage will fall to nearly a 40-
year low in purchasing power. This is especinlly troubling since the average minimum wage
worker brings home half of his or her family’s weekly earnings.,

Some question whether raising the minimum wage will hurt employment. [ might
agree if we were talking about tripling the minimum wage. But, that is not the case. We are
simply trying 10 restore its value to the 1983 Jevel. And the econometric evidence shows little
negative employment effects for a minimum wage increase of the size proposed.



By raising the minimum wage we support the notion that work pays -- and we help
ensure 3 better standard of living for millions of working families.

Conclusion

The first part of thls economic agenda for the 21st Century -~ growing the economy -
is part of a long term strategy to enhance economic opportanity, the dividends of which will
only be realized years into the future, For instance, a child receiving the opportenity (o take
part in Project Head Start will not enter the labor foree for 14 or more years. These are, as I
have emphasized, long-term investments - and it is often long-term investments which pay
the highest returns,

But while-we have embarked on a long-term strategy, we cannot ignore those who are
confronting the problems of today. That is why we have pursued at the same time a set of
policies which address the transitions Arderican workers are experiencing in our changing
cconomy. These are policies that are designed to reduce uncertainty and enhance economic
security.  And, finally, while we cannot immediately redress what are, afier all, long-term
economi¢ forces, we shoukd be careful not 1o exacerbaie their consequences. We should not
add insult to infory. I we cannot in the short run solve these important problems, at least
we should do no harm,

Yes, some look for casy shori-term solutions to difficult, Iong-term econpmic
problems. It would be easy and perhaps tempting for us 1o focus our attention on strategies
which yield returns in the short-run. But such a strategy would be short-sighted. It would
not fair to our children and it would not be right for our couniry.

Now is not the time for short-term thinking. We need to create opportunity, embrace
change. and help ease uncertainties in times of transition. These are the kind of tried and wue
principles on which to construct an economic agenda for the twenly-ﬁrst ccmury An agenda
that builds on and fosters fsnﬁamcnm% American values,

This Administration kas a positive, constructive economic agenda that holds open the
promise of the 2Ist Century. I is an agenda that will ensure not only that our economy
grows faster, but that the fruits of that growth are shared among all Americans; not only that
cconomists tell us that our aggregaie economic statistics are strong, but that Americans truly
see their living siandards improve and they are living richer and fuller lives.



Eﬁ%g Fursvarou |
sabf, Bupoubons

- sabuanvy) § yuviodiy omy, |



Actual and Tmrzd L.abor Ptodactivity

Smoothed for cyclical fluctuations, labor pmductw;ty has grown at a steady
1.1 percent average annual rate since 1973,
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Changes in Average Real Family Income by Quintile |
Real incomes have fallen or stagnated tor most American families since 1979,
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Percent of Men Aged 18-34 in Prison, Probation, or on Parole in 1992,
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Merchandise Exports
Goods exports have grown by 26 percemt in real terms szrzce the Administration took offme
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Union Membership
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Job Growth by Cccupation; 1993-1885
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‘Zﬁe Clinton Administration’s ﬂconcmuc Agenda
fc:r tfie 21st Century

gmwmg tﬁe Eamamy ina Way that Enhances

Opportunity-
--. Deficit Reduction

-- Investing in Education and ‘Iécﬁna[qu
-- Opening MarKets
-- Making Government More Zﬁ‘icwnt

* Embracing Change by Tacz[ztatmg Transitions

* Doing No Harm



'Real dollar value of the budget deficit

Fiscal years 1973-1995
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Federal Debt-to-GDP Ratio

After falling throughout the early postwar era, the Federal debt as a

percent of GDP rose in the 1980s and has now leveled off.

Ratio
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Enroliment rate
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Remarks by Joseph E. Stiglie
Chairman, Council of Economic Advisers
at the Brookings fr}stitution
February 15, 1996

: ) .

Tax Reform

' I am pleased 1o have the opportumity 1o speak to yoz} tonight about the ;‘\dminisn*ation*s
approaf:h to the question of tax reform. Clearly, tax reform will be one of the major issues being
discussed over the next fow months, an;I I commend the Brookings Institution for organizing this
immmt conference.

In looking for polls about American attitudes toward taxes and the IRS, my suff found

_some inferesting data~-] am not sure if they are good or bad. Accordihg to an October 1995
Gellup poil, the IRS is hated, but only slightly more zba.n the Federal gavcm;ncm as 2 whole.
- Actually, the poll found that 60 percent of the_po;);iéaziﬁzz: beliéves that the Federal govemment
- bas {00 much power, and 63 percent of ‘Iht‘, pe;zuéazion bciicv:r:s this of thé IRS. |

- 1 also had my staff do a linde econometric work, and they found that the lag swuctare on attitudes

toward g{}v{:mmcn; is roughly 2 1/2 vears, so of course, tﬂesc views primarily reflect attitudes
toward previous Administrations. But, the current tax syster is an easy target © attacks-it is
perceived as intrdsive and complex, and it is ’dawnright scary for a lot of Amcriz.:ans,, Many
Americans believe that the tax sysiem is 00 complex, and that the system unfairly benefits the

vich,



While it is easy to take potshots at the current system, we don’t believe that there are any
gasy ans;wz:rs’, Many of the awributes of our current tax system stem from natoral oucomes of
I‘hc political procéss, from ‘measures designed to ensure compliance, and even from measures
dcéigncd to ensure equity. For example, a tax system that .basss tax Hability on family structure
necessitates some rules to determine who is part of the family and wh§ i¢ not. This is but one’
i}iugtraﬁion gof how s\{)r_n’c complaxiz%es,nagurally enter almos}t‘ any {ax sysiem. Whatever the cause
of these complexities, the demand for tax reform is real.

'I“%i@:;e are several aspects 1o this dissafisfaction with the tax system, each requiring a
diff&rcm‘rcmcdy, First, there is a perception problem. Because so many people receive large
packages of tax forms and instructions from the Federal government, with more forms than they
could ever use, they view the tax system as overwhelming.

Perhaps more important, they believe that it is unfair: If the RS is sending all these forms, there

must be people who know how 1o use them 1o lower théir tax bill. ) -

This perceived problem of complexity and unfairness is important--after 211, the more @axpayers-

view the tax systern as simple and fair, the higher is ;\;alunzax}* compliance, the lower are
compliance ¢osts, and eqmalig as important, the I{}wm; 13 a{nagc;nism foward government.

In reality, however, the tax system is not that complex for most people, in part fz;ze 10 the
Administration’s efforts, ln“.i?"%, 1”?‘rl:zillion hazzsz:%zolds--o; 'mﬁgh%y 16 percent of filerss as:&
the‘form EZ. The 1040-EZ consists of only 12 lines, and could in ;}{i{;(:ép?t be placed on a
posicard-the current acid-test of simplicity, An additionsl 18 percent used the 10404, a

somewhat longer, but stils relatively simple tax form.
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Funhermore, under this Adminiszration’s reinvention of government initiatives, mose and more

filers are able 1o file their entire return over the phone or elecronically, even from sheir home

pe.

But, for individuals with self-employment income or sigaificant capital income, and for

most large companies, our tax system is very complex, and this true ¢omplexity ts another source

of dissatisfaction with the current income tax systers. As you all know, much of this complexity
comes from the fac ;}zat we tax different iypcs of income differently, rather than from the fact
that we have different rates. Thus, the fact that capitzl gains are taxed on realization but interest
paid on debt is deducible annually means that we nezd complicated provisions 10 prevent tax
arblirage. $imi§m~:§yg the 1axation of US com;;azzic‘s w:izh foreign subsidiaries, z}fr US subsidiaries
f‘foreign companies, m{;aiz;;s aomplirlzaiwé transfer pricing mzécs.

The Administration recognizes that the current tax system has some real problems, and

we are open 10 ideas about how to fix them. We have laid out a number of criteria by which we

feel tax reform proposals should be judg‘e{i‘

The first criterion is fail“n:ss* Of cén'rsc, havi{tg a fair tax System ineans different things
to different people. But, in this age of increasing dispersion ;zf incomt‘:‘ wizhl the rich getung
richer and the middle class barely keeping up, major redistnbution of waxes away from the rich
andd wward the poor and middle class is unconscionable, unless you believe in wickle-down
economics and implausibly large iScchtch éf&:zs.

" The second criterion is simplicity. If one of the main ;}roblerﬁs with the current @x cﬁdc
is that it is 100 complex, then any tax reform ought to focus on sz’%zzpiicizy.‘But, it is'émpananz

that the simplicity of a proposed 1ax reform be evaluated realistically. Evazaazi:zé the simphicity

of a proposed 1ax reform requires considering both the regulations that would be required in order |



ind

io ensure adequate compliance, as well as the potential complexities introduced by the nature of

proposals wending their way through the polineal process.
The third criterion is efficiency. The issve of efficiency is a conteatious one. Some argue

that a consumption tax would enhance cfficiency by reducing the 1ax on savings--but, i1 should

be recognized, our @x system cannot be described as 2 pure income mx sysiermn; it really is a

“hybrid income-consumption tax, The availability of pensions, IRAS and the favorable tax

weatment of capital gains mean that much of capital income is untaxed. For most Americans,
maost of their savings is already untaxed. Thus, moving toward 2 pure consumption tax, while
reducing the fax on saving, would necessarily be regressive.

Finally, in any consideration of a fundamental tax reform, the issue of the zansition looms

< large. While lump sum taxes have wonderful afﬁcic_ncy effects and may seem great in theory,

in practice, they ofien segr-unfair.

A business owner who buys office equipment expecting o be able to depreciate it for tax

purpases, or a recent homebuyer depending on the deductibllity of morigage interest, would find

repeal of these provisions quite unfair. It seems very likely that the political process would
alleviate such losses. Thus, vansiton relief would undoubtedly be provided. And such relief is
likely to be complex, as well as eroding some of the efficiency gaizés.

The complexity of ‘zhc ransition does not mean that no major tax reforms should be enacted, but
it does mean that the promised benefits of such a reform must be sufficiently large to bear the

costs Of the fransition.

So, how do some of the rax proposals currenily being discussed stack up against these

criteria?  Well, 10 the sxtent that the tax proposals being discussed broaden the tax base and

1 ; ' i . b W i
lower 1ax rates, they clearly have some sdvantages. Such base broadeners can enhance efficiency
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by eliminating or reducing tax subsidies to certain types of consumption, and by reducing

marginal taxes on labor and cepital income. But, eliminating some of these subsidies also

© involves some philosophical issues. In particulsr, what atibutes should be taken into account

when determining ability o pay tax? Is number of children sufficiem? What would happen to
hﬁr’imnzél. equity under a tax that 4id not allow for deductipns for state income and property
1axes? Should a taxpayer in good health be 1axed the same as & raxpayer who spends 30 percent

of his or her income on medical expenses? These may seem like relatively unimportant concemns,

-but to the affected taxpayers, they are central. Of course, the advantages of addressing these

issues must be weighed against the costs of ﬁoing S0

Let’s wik about simplicity. While a flat tax might, in principle, be simpler, it would ROt
avc;id all the compii.caliz}ns of cﬁm:m tax law. Depending on the provisions, it is possible that
some things could even get more complicaied. For instance, no one is talking about & truly flat

tax--most proposals provide an exemption for low income workers--so who pays the 1ax could

still mater. If firms were simply denied the deducrion for employee fringe benefits, for example,

then firmas \;vizh many EOW»inz;f}mc employees would pay too high a tax on fringes, and fringe

benefits would actually be discouraged and low income people could actually lose their health -
insurance, ”Z’his:wmlzlé puta new and different wedge between health insurance and wages, while
replacing the current one. If, instead, the value, of the fringe benefits were imputed .to employees
as péri of their taxable ik’ii:f.}i’ﬁt, then rules wou‘Id he required on how to do such imputations, For
axample,_ would workers of d%ffamm ages be assigned different insurance values, or would they

ail be lumped zog,%::thcr in & single group and assigned the average value?



- B

Another potential source of compiz;cazian wou{d be tl'zf; rules meqguired o ensure -
compliance. Under a‘ﬁaz tax, thc incentives to convert ordinary income into {:apiz;aﬁ income
would be substantial. A few years ago, | shewéd how in a perfect capinl markes, ;Jrefcrcm;al
tax reatment of capital gains allows people to engage in scheme‘s‘that can eliminate income tax
liabilities. While 1 have not given much thought 10 the types of ransactions or{c could z;ndﬁmkc
to evade a flat tax, the fact that capital income would be untaxed, that low-income workers would
face a zero rate of tax, and the possibility of engaging in wansactions with foreign companies
operating under different tax systems leads me to believe that such possibilities exist. Of COUrse,

not all tax avoidance schemes would be discovered at once.  But, over time, more and more

avoidance schemes could be uncovered, followed by either reductions in revenues or statutory

‘changes aimed a1 preventing these tax avoidance games. These changes would reintroduce

inefficiencies, not to-mention complexities.

" 'Of course, potential efficiency gains could make this type of tax reform worthwhile.

" Evaluating the efficiency of fundamental tax reforms is quite difficuli--at best, we are able touse

highly styhized models, requiring us o plug in very uncertain parameter estimates.
Using such techniques, some aralysts do find substantial efficiency effects from going from a

pure income tax ¢ a pure consumption 1ax. But, apart from the fact thar these simulations rely

on highly uncertain sstumaies of key elasticines--in particalar, the savings elasticity--as well as

crude models of saving behavior, these simulations are often highly stylistic,



The simulations used 0 evaluate the efficiency gaing of tax reforms ofien rely on an

urrealistic description of our current tax system and of the tax reforms that are likely to emerge

out of the political process. First of all, we don't have a pure income ax now. So some of the

‘benefits of comsumption taxason, 10 the extent there are any, are already being enjoyed, Second,

the. probability of moving (o a pure consumpion.tax « with no transition relief, no special interest
provisions, and no 1ax avoida%ﬁa‘ is close to nil. For instance, even the Kemp C()l’l‘ll’!'liSSi{}I}
backed away from an aggz*csgivc pcssizi&;z o de{ducﬁb@%ﬁzy of m;)rtgagc interest and charitable
corzzz'ibmions,' and the Commission recommended ﬁzét unspecified transition relief be provided
for existing assets. ﬁl&s the purity of the consumption tax is reduced, so are the possible
¢fficiency effects,

Finally, let me discuss *;y?iat is perhapﬁ‘ the most important problem with some of the tax ’

proposals currently being discussed--fairness. It is clear that going from a system with a

progressive rate structure 10 one with a single rate well below today’s top marginal rate wilk

lower taxes on the high end of the income spectrum, and raise them for those in the middle and

at the bmtqml If, on wp of' this cirzazzge in the rate structure, we also exempt capital inmrﬁc from
tax, the Federal tax system will become even Jess progressive. |
And, this effect would be exacerbated if the eamned income tax credit is repca.le:it Of course, the
Jack of wansition relief might also hurt wealthier people who benefit from the aliminlatiozz of
laxes on new sa\{ing. |

One way to assess the faimess of a tax sysiem, however, is 10 examine its impact on
middie income families. ﬁ;cz:ordin gio 'Z‘maé.ury csﬁzﬁams of the Armey-Shelby flat 1ax proposal,
families with income of 5200,000 or lower would, on average, pay more tax than under the

carrent system, and those with income of $200,000 or more would, on average, receive a wx cut.



For example, the total tax burden for 2 hypothetical married couple with $50,000 of wages, two
children, and employer-provided health insurance would increase ifwy $1,604.
By this measure, the Armey-Shelby tax is unfair.

“

Uniess 2 @ax reform can improve efficiency and simplicity without raising taxes on middie

income and lower-income families, the case for a whélcsaie ghange in the tax syétcm is be ‘hard
10 make.

'I should perhaps maxe a few comments abogz what economic theory has 10 say about thig
whole maiter. It would be nice if c-cor:omic theory had simpic angd clear pres¢riptions, but we
should be honest wiih Gwéclvcs, and with the public, that it -docs not. Econémic theory has

-

prisvided a4 framework within which we can-address the question, what is the optimal structure
of taxes? It has even allowed us to ask guestions about pareto opsirmnal tax structures, that is tax
structures which have the property that no group can be made better off without making other

groups worse off. Is it a general characteristic of pareto optimal tax structures, that taking into

account impacts on different’ generations, and accordingly, on economic growth, that the return

to capital is not taxed? The answer is, only under _highly Tesirictive conditions‘.

Both pra%;zz‘cai vand z%::_comiz:az concems about the tax reforms currently under discussion
shouldn’t excuse zzs; froms thinking iéz‘zg and hard about how 1o change the tax systﬁm i Ways-
small and large--that could actually make it better according to these criteria.

One example is this Af:iministmiian’s 'propasai 1o greatly simpiify the miés f{# seiting up
employes pensions, n the 20 years since Congress enacted ERISA, the pension laws and
regulations hﬂave become extremely complicated. And, while many of the rules and regulations |
were enacted for good cause, the cumulative result was zé rais;»: comphiance and administrative

costs w0 4 lavel where many emplovers--especially small businesses--could not afford w offer



retirement plans to their workers, Our 1997 budget includes a new, simple retrement savings
" plan {{:aiie:d the NEST - for Natiopal Emg}leyec Savings Trust) that allows firms with fewer than
100 workers to set up an JRA-type ;aensio’n plan. Aslong as the employer follows some simple
matching requirements and some minimum contribution i;f:veis, no testing for nondis;:rimina;:ion
18 quzzrcd |

In the long run, other zypcs of proposals are worth zhml».mg about. For c);a;npie,
Cohgms;mzm Gibbons has wuted the idea of a hybnid tax system which would combine a VAT
with an income tax on high-income hzaxpaycr‘s.' Similarly, a simople collection system has been
in place in the UK, where cr}zp}oycrs withhold taxes, and the vast majority of tax;;ay‘ez"s névcr
file forms. }:Iowcv:r wday’s New York Timcz; had an amicié: szazizzg that the UK was largely
abandoning its form-free tax sysiem, and MOVIng Jtowaré the US system. The article was ot

clear about what sparked this decision, bzﬁ it is telling nonetheless--in this day and age, with thr:
gemendous array of financial instruments and me;thod; of {Z:{‘}I?};}ﬁnﬁaﬁém no signiﬁ‘icant and fair
tax system :s likely 10 be very simpie. | : | . |

But that does not mean we should give up. éma&l Lax. reforms ghat can make life easier
fer people, withoat entailing any large revenue losses, shozzlé be adopted. ’%‘ax reforms that
signifzcamly reduce complexity, withou! doing ma}g&r damage to revenue or to soxial goals,
should be ;zdegéza(i, Various defimuions, for a%ample, need not be as complicated as they are,
aven %f‘ in some cases, s simpler definiton would only provide rough justice. And Ea;'gcr
proposals that broaden the base and lower the rates, while maintaining the fairness of the system,
are hkely 0 be worthwhile. The challenge is going to be'1o come up with an equitable, sim;;ie‘
non-intrusive tax soucture that we all can live with. While none of the current proposals seems

10 accomplish this goal, I look forward to the coming year, in which tax reform proposals will

certainly be the subject of some very stimulating discussions.

£



