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Sustaining U.S.

Economic Growth

AjTER TWO DECADES in the economic doldrums, the U.S. economy

evived strongly in the late 1990s, as the rate of productivity growth
doubled. Although continued rapid growth during the next several decades
is certainly possible, it is not assured—and the stakes are enormous. This
chapter outlines what is known about the sources of U.S. economic growth

and describes steps that policymakers—public and private—can take to
realize the potential for growth.!

Economic Growth: Benefits, Costs, and Uncertainties

Rapid economic growth boosts private incomes and government revenues,
and thereby expands options for both private and collective action.
Increased output permits people—through their private, individual deci-
sions and through government action—to boost consumption, lower tax
rates, extend or enrich schooling, clean up the environment, strengthen
national defense, or tackle other goals. In contrast, slow economic growth
appears to foster diminished national expectations and political gridlock.?
From 1973 through the mid-1990s, for example, a lower growth rate in
private incomes—and the resulting decrease in the growth rate of tax rev-
- enues—constrained the federal government’s capacity to undertake costly
projects. Advocates of small government may regard such constraints as
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benign, but it was the relatively conservative president George H. W. Bush
who lamented at his inauguration, in 1989, that Americans “have more
will than wallet.”? And it was during his administration and that of his pre-
decessor, Ronald Reagan, that large government deficits diverted private
savings from growth-enhancing investments to finance government con-
sumption. Indeed, sluggish revenue growth was among the factors that pre-
vented the Bush administration from constructive responses to the end of
the cold war and the fall of communism in Fastern Europe. Whether or
not the administration had the will, it did not have the wallet to fund gov-
ernment actions that could have expanded opportunity in America.

Policies to improve economic growth prospects typically involve a trade-
off between known present costs and uncertain future benefis, The invest-
ments that contribute to growth come at the price of resources diverted
from current consumption. To add to the complexity of the undertaking,
contemporary understanding of economic growth—what makes it vary
over time and how it is affected by public policy—is quite incomplete.

Beginning in the early 1970s, for example, the growth of U.S. produc-
tivity (as measured by output per person-hour worked in nonfarm busi-
ness) fell by more than half, from an average of 2.8 percent a year between
1947 and 1973 to 1.3 percent a year from 1973 to 1995. If productivity
had continued growing from 1973 to 1995 at its previous trend rate, out-
put per worker would have been 38 percent higher in 1995 than it actually
was. Although the drop in the productivity growth rate was a watershed
event, its causes remain somewhat mysterious and are the subject of con-
tinuing dispute.” Many analysts believe they have a better fix on why
growth rebounded in the second half of the 1990s and resumed its pre-
1973 pace. They believe that the cause of speed-up in productivity growth
was the technological revolution in data processing and data communica-
tions, yet few if any had forecast such a speed-up.’

What is fairly certain, however, is that three broad factors have played
major roles in long-run American economic growth. Human capital—the
combination of the formal knowledge and practical skills acquired by the
labor force—is the first. Physical capital—the machines, buildings, and
infrastructure that increase productivity and embody much of our collec-
tive technological knowledge—is the second. The third is the body of ideas
that encompasses modern technology and management techniques. This
body of ideas is the principal reason we are so much more affluent than our
forebears were. Ideas—and the technology that derives from them—are
the primary long-term cause of economic growth. Nevertheless, beyond
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rr;untammg secure property rights, government policy may have its largest
cftect on economic growth by facilitating additions to human capital—thar
15, to education and skills,

Human-capital policy represents a crucial lever on growth for three rea-

sons. First, increases in educational investment have been a major source

capital policies than about the effects of policies intended to increase phys-
}cal capital investment or the stock of ideas. Third, and probably mo;‘t
important, efforts to upgrade the knowledge and skills of America’s work-
°I§ promise not only to increase output but to lower income inequality.
The ultimate goal of economic growth should be not only to expand out-

put but to distribure thar output so that as many Americans as possible can
lead better Jives.
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Investment in Human Capital

Ever sinf:e the industrial revolution, “capital” has been central to a nation’s
cconomic growth. In the preindustrial age, land and other natural resources
largely determined a nation’s economic capacity; sometime in the nine.
t.eenth century, this role was usurped by physical capital. During the twen-
tieth century, human capital accumulated through formal schooling
became a key to economic growth. In determining a nation’s success in the
Increasingly knowledge-driven economy of the twenty-firse century,
human capital is likely to remain crucial, ‘ ,

.In'vestments in human capital—including formal schooling, on-the-job
training, and opportunities for informal Iearning—directly contribute to
economic growth by increasing the productivity, or “quality,” of a nation’s
work force. (We caution that quality used in this sense implies nothing
al?out people’s innate characteristics; it refers only to their economic con-
tr'lbutions as valued in the marketplace.) Education and training also con-
tribute to technological advance, because sclentists, managers, and other
highly trained and experienced workers are instrumental to the creation






