
U.S. Competitiveness: Beyond the Trade Deficit 

Large trade deficits and the corresponding increase in 
U.S. international indebtedness have raised concerns 
about the long-run competitiveness of the United States. 
But being competitive requires more than balance in our 
foreign trade; it requires an improving standard of living. 
The long-term U.S. competitive problem is largely caused 
by low saving rates, high costs of capital, and the resulting 
inadequate level of both visible and invisible investment. 
As long as the U.S. national saving rate remains far below 
that of all our major competitor nations, there is little 
chance for restoring America's international economic 
position. 

T HE EXTRAORDINARY RISE I N  THE U.S. TRADE DEFICIT 

from 1981 to 1987 and the corresponding rapid shift of the 
United States from the world's largest creditor to its largest 

debtor have focused national attention on the problem of U.S. 
competitiveness. Although public alarm over the trade deficit has 
served the useful h c t i o n  of bringing the problem into focus, it has 
also distorted the debate: the U.S. trade deficit is only a symptom of 
America's lagging competitiveness. The trade deficit represents, in 
essence, a U.S. economy that has been living beyond its means; 
bringing our spending into line with our income will be difficult, 
but the really serious problem is how slowly our income has been 
growing. 

Does it matter if the United States is competitive? Unless the 
United States is able to turn its performance around, the future 
looks bleak. At best, the United States will experience a period of 
declining growth in living standards as the trade deficit is brought 
down, followed by a long period of slowly rising living standards 
associated with a steady relative decline of the United States in the 
world, comparable to that of Britain in the 20th century. At worst, 
the mismatch between our aspirations and our achievement could 
bring financial crisis on the Latin American model. 

Warnings about U.S. competitiveness are now being widely 
sounded. We argue that these warnings do not put the emphasis 
where it belongs. Much of the explanation of the long-term U.S. 
competitive problem rests with low saving, a high cost of capital, 
and the resulting inadequate level of investment in both visible and 
intangible capital. As long as the U.S. national saving rate remains 
far below that of all our major competitor nations, there is little 
chance for restoring America's international economic position. 

In this article, we examine the long-term problem of U.S. 
competitiveness. What it is, why it has emerged, and what we can do 
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about it. First, we characterize the U.S. competitiveness problem 
and present evidence on its extent. Second, we analyze the roots of 
that problem. Third, we turn briefly to the relatively short-run issues 
of the U.S. trade deficit and the problems that the United States is 
likely to encounter in bringing it down. Finally, we offer some 
prescriptions for dealing with the U.S. competitive problem. 

What Do We Mean by Competitiveness? 
There is a strong temptation to identify the issue of competitive- 

ness with the single measure of the trade balance. However, while 
trade balances sometimes indicate competitive strength, they do not 
always do so. For example, from 1980 through 1986 Bolivia 
consistently ran a trade surplus. Exports exceeded imports by more 
than 60% in most years, and the trade surplus as a percentage of 
gross national product was usually larger than that of Japan. Yet 
nobody would consider this a demonstration of Bolivia's competi- 
tive strength-from 1980 to 1986 the per capita output of the 
already desperately poor Bolivian economy fell by 26%. What was 
happening, of course, was that Bolivia was forced to run large trade 
surpluses in order to service the large debts it had incurred in earlier 
years. Meanwhile, the real productive capacity of the economy was 
declining, in part because of the burden posed by the need to run 
large short-run trade surpluses. (This experience, although extreme, 
is not without relevance to the prospect that the United States now 
faces.) 

The proper test of competitiveness, then, is not simply the ability 
of a country to balance its trade, but its ability to do so while 
achieving an acceptable rate of improvement in its standard of 
living. Neither rising living standards nor balanced trade are them- 
selves enough to make a country competitive, since rising living 
standards can be achieved through growing trade deficits (as in the 
United States since 1981), whereas trade can be balanced through a 
steady decline in a country's relative standard of living (as in Britain 
since World War I1 and, perhaps, the United States in the 1990s). 
What is an acceptable rate of improvement in living standards? An 
advanced country like the United States, which possesses many 
natural advantages, should be able to maintain a living standard at 
least as high as that of other advanced countries; thus, we would not 
view the United States as competitive unless it is able in the long run 
to maintain a rate of growth in living standards that keeps pace with 
that of the rest of the industrial world. 

The U.S. Standard of Living 
The United States retains the highest standard of living of major 

nations. However, our success in raising that standard of living for 
the past 15 years has been disappointing in comparison with our 
own past achievements, the experience of other countries, and our 
own potential. 
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the period 1960 to 1973; it rose at an annual rate of only 0.3% per 
vear from 1973 to 1985. 
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Fig. 1. Median adult male 40,000 

Figure 1 shows median family income ( 1 )  along with the real 
earnings of the medlan full-time adult male worker in the United 
States in constant dollars since 1960. Like any simple measures, 
these are imperfect guides to how well we are doing; nonetheless, 
the picture is a striking one. Real family income peaked in 1973, and 
has failed to resume sustained growth despite the economic recovery 
since 1982. It is no exaggeration to speak of the United States in the 
past 15 years as passing through a "quiet depression" in which the 
income of families has stagnated or declined, forming a sharp 
contrast with the rapid growth in income that characterized the 
postwar years up to the early 1970s. Movements in median family 
income are affected by demographic changes-the trends toward 
more single parent families tend to reduce it, increased female labor 
force participation tends to increase it. However, the alternative 
measure provided by the incomes of full-time adult male workers has 
also stopped growing in recent years, confirming the fact of 
stagnation. 

This stagnation of U.S. income need not, of course, represent a 
competitive problem. One could imagine a world in which short- 
ages of raw materials or a slowing of technological progress led to 
stagnation of income everywhere. However, comparison with other 
countries makes it hard to blame the problem on such external 
factors: The stagnation in U.S. income has been accompanied by a 
steady erosion of the U.S. lead in income compared with other 
nations, as real income continues to rise elsewhere. 

worker income and medi- p 
an family income ( 17). - - m 

Productivity Is the Fundamental Problem 

..... Family income 
-Male worker 

The main source of the stagnation of real income in the United 
States has been inadequate growth in production. U.S. overall 
economic growth has been slower since 1973 than it was in the 
1950s and 1960s: 2.2% annually from 1973 to 1985, compared 
with a 3.8% annual rate of growth from 1960 to 1973. Equally 
important, this growth has been achieved primarily through in- 
creases in employment rather than increases in productivity. With 
the growth in the labor force, due to the maturing of the baby boom 
generation and the movement of women into the labor force, the 
United States has been able to expand its work force rapidly (and it 
is an important achievement that these jobs have been made 
available), but the output of each worker has grown hardly at all. 
Output per worker rose at an annual rate of 1.9% per year during 

Over the long term, productivity growth is always the main 
determinant of trends in living standards. Figure 2 shows rates of 
growth of productivity and rates of growth in-real consumption per 
capita for the period 1960 to 1985 for the major industrial 
countries. Clearly the results lie very close to a 45-degree line-that 
is, the rate of growth of consumption is nearly equal to that of 
productivity. 

The extent to which U.S. productivity growth, broadly defined, 
has lagged behind that of other advanced countries may be most 
sharply seen by focusing on one fact: the wages that U.S. firms have 
been able to pay their workers have steadily lagged behind those that 
their foreign competitors can pay. U.S. workers have been able to 
compete in international markets only by steadily cutting their 
wages. Because labor income is most of national income, lagging 
wages are central to the relative decline in the U.S. position. 

Let us brieflv focus our attention on the manufac&ring sector for " 
which international comparisons are most easily made. Figure 3 
shows how U.S. wages in manufacturing have fallen compared with 
those in Japan (converted into dollars atthe going foreign exchange 
rate) since 1970. In 1970 our wages were 4.5 times those of Japan; 
through a combination of lower wage growth and repeated devalua- 
tions of the dollar the ratio had fallen to 1.1 in October 1987. (This 
comparison reflects an exchange rate of 140 yen per dollar; when the 
yen rises above 120, Japanese wages will overtake those in the 
United States.) 

If the United States had maintained its one-time advantage over " 
Japan in productivity, technology, and product quality, the fall in 
U.S. relative wages would have given U.S. manufacturers a huge 
advantage over their Japanese rivals. Obviously, this did not happen. 
Instead, the U.S. relative wage decline was matched by a decline in 
the ability of U.S. firms to compete in world markets, leaving the 
United States with a far bigger trade deficit in 1987 than in 1970. 
To put it another way, the decline in U.S. relative wages was 
necessary to compensate for a loss of other U.S. advantages. 

Table 1 shows rates of growth of wages, expressed in U.S. dollars, 
and productivity in manufacturing for major industrial countries. 
We note that U.S. wages rose 7.1% more slowly than Japanese 
wages from 1970 to 1986, yet the United States moved into a deep 
trade deficit and Japan into a huge surplus during this period. The 
clear implication is that the U.S. relative wages needed to fall at least 
this rapidly in order to allow U.S. producers to sell their goods on 
world markets. The dotted line in Fig. 3 shows the "warranted" " 
wage suggested by this observation: it shows a trend line that 
declines 7% a year (and that is assumed to reach 100, that is, 
equality of wage rates, in 1986). In periods when the U.S. relative 
wage has been close to this trend line, as during most of the 1970s, 
the United States has also been able to export roughly as much as it 
imports; in the 1980s, as the actual wage diverged from the 
warranted level, the United States moved into massive deficit. With 
the falling dollar, the U.S. relative wage has declined sharply, and 
over time we should begin to see the trade deficit shrink. Yet the 
long-run problem of competitiveness is not measured by the trade 
deficit but by the need for an ever-declining relative wage, and this 
shows no signs of reversing. 

The necessity for lower wage growth in the United States 
compared with other advanced countries is a result of lagging U.S. 
productivity in the broadest sense-that is, both a lower rate of 
growth in physical output per worker and a declining advantage in 
technology and quality. 

Official measures of productivity, which are difficult to adjust fully 
for changes in quality k d  technology, do not fully show the extent 
of U.S. relative decline. As Table 1 shows, the decline in U.S. 
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Fig. 3. Wages in manufac- 
turing: United States 
wages as a percentage of 
Japanese wages (19). 

Fig. 4. Productivity as a 
function of the capital-la- 
bor ratio in manufacturing 
(average annual percent- 
age growth rates, 1970- 
1985) (18, 19). 
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decline in relative quality have all contributed to the fact that the 
United States finds itself with a growing trade deficit unless it 
steadily reduces its relative wage rate at a very rapid rate. Indeed, the 
available evidence suggests that in order to remain competitive, 
wages in the United States will have to decline by a factor of about / one-half relative to Japan each decade if current productivity trends 
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1 Why Is U.S. Productivity Growth So Slow? 

capitol-labor ratio Capital formation and economicgrowth. Although many explanations 
have been offered for lagging U.S. and trade perform- 
ance, one key factor stands out on even the most preliminary Table 1. Productivity and wage growth in manufacturing 1970 to 1986 

(19'1 examination of the data. This is the relation between productivity 
growth and capital formation. 

Average annual growth rates (%) "Capital" is a broad concept. Fixed capital-plant and equip- 
Measure 

U.S. U.K. France Germany Japan men& only part of the total capital Lemplo;ed in bus&eis. 
Businesses must undertake a varietv of activities that cut into current 

Productivity growth 2.9 3.4 4.2 3.8 6.0 
Difference from U.S. 0.5 1.3 0.9 3.1 
Wage growth in dollars 7.2 10.5 11.3 11.2 14.3 
Difference from U.S. 3.3 4.1 4.0 7.1 

relative wages has been more rapid than the relative decline in 
measured productivity. For example, Japanese manufacturing pro- 
ductivity has grown 3.1 percentage points faster than that in the 
United States since 1970. If that were the whole story, the United 
States could have held its own as long as its wages grew only 3.1% 
more slowly than Japan's. Yet in fact U.S. wages grew 7.1 percent- 
age points more slowly than the Japanese, even though the United 
States was moving into a massive deficit in manufacturing trade and 
Japan into a massive surplus. The clear implication is that the United 
States needed to cut its wages by an additional 4 to 5 percentage 
points per year over and above the decline necessitated by slower 
measured productivity growth. 

This is not surprising. Measured productivity growth rates do not 
fully take account of the decline in U.S. technological advantage. At 
the end of the 1960s, the United States had an overwhelming 
advantage over other countries in both innovation and the ability to 
convert ideas into usell  products. As a result, in any given year the 
United States had a virtual monopoly in many products that had just 
recently been developed and that other countries could not yet 
make. The United States could afford to pay wages that made it 
uncompetitive in many goods because it could export goods that 
nobody else could supply. Over time this advantage has steadily 
eroded, as other countries-Europe as well as Japan-have chal- 
lenged U.S. technological leadership. Today the product cycle is as 
likely to begin with Japan's introduction of a new product, emulated 
only later by U.S. firms, as the other way around. Since the United 
States no longer has a monopoly of the new, it needs labor cheap 
enough to let it compete on the old. 

Another factor that is probably inadequately accounted for by 
conventional productivity measures is the perception of quality. 

cash flow if they are to improve their situation in the future. Some of 
these activities, such as buying plant and equipment, are acknowl- 
edged by accounting practice as investments and, therefore, do not 
reduce reported profits. Other equally important activities, however, 
are not counted in this way. These activities create a stock of 
"invisible" capital that is potentially as important as the physical 
stock, yet they are expensed rather than capitalized. 

The most obvious kind of invisible investment is research and 
development expenditure. We estimate that in 1985 U.S. manufac- 
turers spent over 75% as much in nondefense R&D as they did in 
fixed assets. In addition, there are more subtle kinds of invisible 
investment. For example, if a firm accepts low earnings temporarily 
in order to move down a learning curve on a new product or 
establish itself in a new market, its accounts will show that the value 
of its earnings is low during the initial period. Fundamentally, there 
is no difference between investing by buying a new piece of 
equipment and investing by accepting initial losses to break into a 
market. Statistics on investment, however, count only the first but 
ignore the second. 

A proper definition of capital should include, in addition to plant 
and equipment, investments in such activities as knowledge acquired 
through R&D, skills acquired through the willingness of firms to 
take losses while learning through experience, the creation of 
marketing and distribution networks, and so on. In what follows, 
we focus on what is most easily measured, realizing that this is a 
proxy for a much broader range of assets. 

Figure 4 compares the rates of growth between 1970 and 1985 of 
manufacturing productivity with the rates of increase in the quantity 
of physical capital per worker for five major industrial countries. The 
relation is strikingly close and also is essentially proportional, as 
indicated by the closeness of the scatter of points to a 45-degree line. 
The United States is, of course, the low performer in both produc- 
tivity growth and capital accumulation. 

It might be objected that the causality could be running the other 
way-that countries with high rates of productivity growth for 
other reasons are able to raise their capital-labor ratios over time. To 

Is JULY I988 ARTICLES 301 
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check on this point, we plot in Fig. 5 productivity growth as a 
function of the rate of national savings as a fraction of income, 
which should not be strongly affected by the rate of economic 
growth (2). (Savings rates are, as we explain below, one of the main 
determinants of the rate of capital accumulation in the long run.) 
The relation remains very strong, suggesting that the causation does 
indeed run from capital to growth, not the other way around. 

The strength of the relation between capital and growth is so 
great that it actually poses a problem for economic theory. Tradi- 
tionally, economists have approached the role of capital in contrib- 
uting to economic growth using the technique of growth account- 
ing developed by Solow (3). Solow's approach involves estimating 
capital's contribution to economic growth by evaluating the share of 
capital income in total income. Essentially, his calculation involved 
asserting that a 1% increase in both the amount of labor and the 
amount of capital employed in production would raise output by 
1%. Because capital's share in total income was about one-quarter, 
Solow's methods led him to conclude that the elasticity of output 
with respect to the capital stock was about one-quarter. That is 
Solow's conclusion; that of an extensive subsequent literature (4) 
was that a 1% increase in the capital labor ratio would raise output 
by much less than 1%. 

If valid, this conclusion conflicts with the apparent strength of the 
relation between capital and growth as indicated in Fig. 4 and 5. For 
example, a Solow-type calculation implies that much of the differ- 
ence in productivity growth rates between the United States and 
Japan cannot be attributed to differences in capital accumulation. As 
we have seen, the capital-labor ratio in Japan has increased at about 
6.4% per year during the period 1970 to 1985, compared with 
3.3% per year in the United States during the same period. This 
allows us to attribute to Japan's higher rate of capital investment 
only about 0.8 percentage points per year of the 3.2 percentage 
points per year difference in Japanese and U.S. growth rates. 

The strong relation, however, between capital formation and 
growth is a clear fact of the data, and not an artifact of the countries 
we have selected. Romer (5)  finds a strong statistical relation 
between investment rates and growth rates using a sample of 115 
countries. 

There are substantial theoretical and empirical reasons for think- 

ing that conventional growth accounting calculations understate the 
role of capital formation in accounting for productivity growth. 

First, capital investment embodies technical change. Countries 
where the rate of investment is high are likely also to have more 
modern capital stocks. A good example is provided by the Japanese 
and U.S. steel industries. During the past 20 years Japanese steel 
producers have been investing heavily in the basic oxygen and 
continuous casting processes whereas their U.S. counterparts, con- 
strained by limited capital resources, invested in repairing their 
outdated equipment. Since many innovations are embodied in 
capital goods, innovation is more likely to occur in industries and 
nations where the rate of investment is high. Schmookler (6) found 
clear evidence that rates of patenting in different industries were 
closely tied to rates of investment. 

Second, the traditional approach to estimating the contribution of 
capital to economic growth presumes that the total social return to 
capital is equal to its private return as reflected in the rate of profit. 
Increased production and installation of capital goods may generate 
learning-by-doing effects of the type stressed by Arrow (7), as costs 
of production fall with production experience. In this case, the social 
return to investment will exceed its private return. Alternatively, if 
labor is able to extract more than its marginal product, the social 
return to investment will be underestimated by the rate of profit. 

In any case, investment in fixed capital is only part of the story, 
since capital, as we have already emphasized, contains a large 
invisible component as well as the visible stock of buildings and 
machines. The key point is that both visible and invisible investment 
are strongly influenced by a common factor-the cost of capital to 
firms. 

Fixed capitalfarmation and the cost of capital. The higher growth rate 
of the Japanese capital-labor ratio is, of course, the result of higher 
capital spending per employee. Figure 6 shows the gross fixed 
investment per employee in U.S. and Japanese manufacturing. On 
average, Japan has been investing 50% more per employee than the 
United States. Recently the disparity has increased to 100%. 

The ratio of capital to labor that minimizes overall production 
costs for a firm depends on the relative costs of capital and labor. It 
follows that a major determinant of the rate at which capital is 
invested per employee is the cost of capital divided by the cost of 
labor. As mentioned previously, the cost of labor in Japan has been 
lower than in the United States and is presently about the same. 
Why then do the Japanese spend more on capital than we do? A 
good part of the answer is that their cost of capital is much lower 
than ours. 

Several investigators (8) have studied the cost of capital in the 
United States and Japan. This is not a simple task because firms raise 
money both from borrowing and from equity (that is, retained 
earnings and new stock issues). This means that the cost of capital 
cannot simply be measured by the interest rate, the cost of borrow- 
ing. Normally, the cost of equity is much higher than the cost of 
debt, principally because interest payments are tax deductible to 
corporations whereas returns to equity holders are not. Moreover, 
investors generally demand higher returns on equity investments 
because they are more risky. On the other hand, corporations cannot 
rely solely on debt to finance investment because this would 
concentrate too much risk on their existing stockholders. Thus, two 
countries may have roughly equal real interest rates-as is currently 
the case for Japan and the United States-yet have very different 
costs of capital (9). 

Despite the conceptual difficulties, reasonable estimates of the 
overall cost of capital can be made. Figure 7 shows the results 
obtained by Hatsopoulos and Brooks (10). It can be seen from this 
figure that Japanese manufacturers have generally enjoyed a cost of 
fixed capital before depreciation about one-third that of their 
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American counterparts. If one takes into account depreciation costs, 
which are common to both, U.S. costs are on average 50 to 75% 
higher than Japanese costs. Accordingly, capital spending in the 
United States and Japan appears roughly consistent with the cost of 
capital in the two countries. 

Invisible capitalformation and the cost of  capital. It is fairly obvious that 
the extent of a firm's investment in physical assets will depend on its 
cost of capital. What is less widely appreciated is that investment in 
invisible assets--or even more generally, the planning horizon 
adopted by firms-also depends on the cost of capital. 

Perhaps the most common indictment of American management 
holds that it is myopic. Critics charge that this myopia not only leads 
managers to forego profitable long-term investments in R&D, but 
also that it influences their behavior in other ways. For example, it is 
argued that U.S. firms are more reluctant than their foreign 
competitors to reduce prices and accept losses in order to penetrate 
markets and that U.S. firms forego investing in their work forces to 
the same extent as foreign competitors. Business myopia is blamed 
on a variety of factors ranging from the management techniques 
taught in business schools, to contemporary accounting rules, to the 
tyranny of a stock market driven by short-term traders. 

We think that the critics are correct in emphasizing the difference 
in the planning horizons of U.S. and Japanese firms but suspect that 
they have misdiagnosed the problem. Suppose that managers sys- 
tematically erred on the side of myopia. Then one would expect that 
there would have been strong incentives for those with longer 
horizons to displace myopic managers through hostile takeovers. In 
fact, hostile takeovers have been common in recent years. But almost 
invariably raiders have cited excessive investment as the reason for 
the takeover. Acquirers have been able to substantially increase 
corporate market values by scaling back investment and concentrat- 
ing on increasing current profitability. 

If anything, this suggests that U.S. managers are judged by the 
market to be operating with too long a horizon. The real question is, 
why does the market penalize U.S. managers for taking the long 
view? The answer is the high cost of funds. 

The point is that the cost of funds plays a crucial role in 

Fig. 8. Real after-tax cost 10.00 

determining how much a firm values future as opposed to current 
earnings. It determines how much patience on the part of a firm is 
actually rational. A decision that lowers earnings by $1 now while 
raising them by $2 10 years from now is a profitable decision if the 
firm's cost offunds is 5%, but it will lower the firm's value if the cost 
of funds is 10%. It follows that both visible and invisible invest- 
ments will rationally be lower in a firm facing a high cost of funds 
than in one facing a low cost. 

Estimates of the real cost of funds in the United States and Japan 
are shown in Fig. 8. (These numbers differ slightly from those in 
Fig. 7 because of the differing tax treatment of visible and invisible 
investment.) In 1985 the figure indicates that American firms had a 
real cost of funds of 6%; Japanese firms had a real cost of funds of 
only 1.5%. This means that a U.S. firm should be willing to 
undertake a project that lowers earnings by a dollar today and raises 
them by 1.2 constant dollars at some future date, only if the payoff 
comes in less than 3 years in the future. By contrast, a Japanese firm 
should be willing to sacrifice a dollar now for 1.2 dollars 12 years in 
the future. Thus, a U.S. firm would be irresponsible not to adopt a 
much shorter time horizon than its Japanese counterpart. 

It is well known that Japanese manufacturers of automobiles and 
consumer electronics spent vast sums on distribution, service, and 
product promotion in order to penetrate the U.S. market. For 
example, in 1965 when Honda Motors, then a $400-million 
company, decided to develop automobiles for the U.S. market, its 
return on assets fell sharply-from a 9% average before that time to 
only a 3% average for the ensuing 15 years. By the mid-1980s, the 
investment had begun to pay off: Honda became a $20-billion 
company with an average return on assets of 8.5%. Clearly, there 
was a very long-term process of invisible investment taking place 
which is also very difficult to measure. The point, however, is 
straightforward: not only would a U.S. firm not have been willing 
to do what Honda did, but, more importantly, it should not have 
been willing to do so. Given the much higher U.S. cost of capital, an 
investment with such a long delayed payoff would not have been in 
the stockholders' interests. 

If differences in the cost of capital persist for extended periods, 
their effects will run deeper than rational calculation. The type of 
people who rise to the top in a corporation and the culture of the 
firm evolve in response to what works best in its prevailing 
environment. Place a firm in an environment where the cost of 
capital is very low, and it will do best when it takes a long view, 
largely disregarding current profitability. In time, this long view 
becomes part of the company's way of doing business. Place a firm 
in an environment where the cost of capital is high, and the firm's 
interests will be best served by a short-term focus, and this too 
becomes part of the company's culture. These differences in ap- 
proach may eventually come to seem cultural, and they will indeed 
be slow to change even if the cost of capital is altered. Nonetheless, 
the behavior of firms is ultimately conditioned by the cost of capital 
they face. 

The short-term focus of American managers, then, is a rational 
response to their market situation. If anything, the evidence from 
takeovers and market valuations suggests that American managers 
take a longer view than is in the best interests of their stockholders. 
The appropriate strategy for lengthening business planning horizons 
and encouraging long-term investments is not to criticize corporate 
cultures but to change the market incentives that shape them. 

We do not mean to deny that there are many ways in which U.S. 
management and the organization of U.S. industry could and 
should be improved that are independent of the cost of capital. 
However, it is important to emphasize the role of the macroeco- 
nomic environment, of which the cost of capital is a key feature, in 
our competitive performance. When analysts study competition in 
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individual industries, as is the case in most studies of competitive- 
ness, they naturally tend to focus on industry-specific soirees of 
success or failure. Thus, it is important to stress that the unsatisfac- 
tory performance of U.S. industry across the board must have 
broader causes-and that a high cost of capital is a key problem that 
all U.S. industry faces. 

There is a further reason for focusing on the cost of capital in 
addressing U.S. productivity problems. Many other possible sources 
of productivity difficulties are much less amenable to public policy. 
Insofar as the productivity problem is a consequence of the deple- 
tion of good ideas, as suggested by Nordhaus (If) ,  or the changing 
attitudes of workers, or the behavior of managers, there is relatively 
little that public policy can do to address it. On the other hand, 
public policy can do a great deal to lower the cost of capital. 
- ~ h ~ d o e s  t h e  U n i t e d  s ta tes  inves t  so little? The high cost of capital in 
the United States is the most important proximate cause of low 
investment rates, which, in turn, are the major explanation of 
lagging U.S. competitiveness. The cost of capital, however, is not a 
price that is arbitrarily set by fiat. Like other prices, it reflects supply 
and demand. Specifically, the high cost of capital to the U.S. 
manufacturing sector reflects the limited availability of funds to that 
sector. Our manufacturing sector finds access to capital limited both 
bv an extremelv low overall national savings rate-and because the " 
United States puts a large fraction of its savings into nonbusiness 
uses such as residential housing. Of course, the cost of capital is 
affected by tax, monetary, and fiscal policies. These policies iauence 
the cost of capital by altering the supply and allocations of savings. 

In the long run the ability of a country to invest is constrained by 
its willingness to save. International capital flows have not historical- " 
ly been large enough to allow major countries to finance more than a 
small fraction of their investment through foreign borrowing; the 
close relation between national savings rates and-investment rates is 
shown in Fig. 9. In this respect, U.S. experience since 1982 
represents an aberration. For several years the United States has had 
extremely low and declining national savings, but has been able to 
avoid the full consequences of this savings decline because massive 
inflows of foreign capital have financed most of our investment 
(Table 2). 

For some time now, the U.S. national saving rate has been the 
lowest among the advanced industrial countries and has fallen 
recently to its lowest nondepression level in history. I t  is true that 

measured national savings fail to account for the invisible invest- 
ments, which are just as important as visible ones. We offer the 
conjecture, however, that both the gap between the United States 
and other industrial countries and the decline in national saving in 
the 1980s would be even larger if we could measure invisible 
investments as well as tangible ones. 

National saving may be divided into two components, that of the 
federal government and that of the rest of the economy. Both have 
been inadequate and declined in recent years (Table 3). There is no 
mystery regarding the decline in federal saving or more accurately, 
the increase in federal dissaving. It is a consequence of the imbalance 
between spending and taxation ever since the massive 1981 tax cut. 
Declining private saving is more mysterious. Summers and Carroll 
(12) reviewed a number of possible factors that may explain the low 
level of private saving and concluded that it is probably a conse- 
quence of a number of institutional factors in this country, including 
the easy availability of consumer credit, increasingly generous Social 
Security and pension benefits, and the spread of life and disability 
insurance. These explanations suggest that without major changes in 
public policy, it is unlikely that private saving will rebound strongly 
in coming years, let alone reach levels needed to make our industry 
competitive. 

It is tempting to ascribe the low U.S. national saving rate entirely 
to cultural factors: a get-rich-quick society, the yuppie mentality, the 
frontier ethic. However, as in the case of understanding the sources 
of differences in productivity growth, it makes sense to focus on 
what can be measured-and changed-before blaming the whole 
problem on culture. What is clear is that the U.S. fiscal policies, the 
ways in which the government finances its expenditures, redistrib- 
utes income among segments of the population, give strong disin- 
centives to save and, conversely, strong incentives to consume now 
rather than later. 

It is useful to bear in mind that Japan's extraordinarily high 
savings rate has not been a permanent feature of the culture. Before 
World War I1 Japanese savings rates were not out of line with those 
of the United States; it is only in the postwar period that the 
countries have followed divergent courses (13). Thus, it makes sense 
to focus on the ways in which U.S. institutions and government 
policy encourage current consumption at the expense of saving. 

There are three major ways in which the U.S. government in 
effect subsidizes current consumption and taxes saving. These are: 
the recently rampant budget deficit, the effect of which is to 
subsidize the present at the expense of the h r e ;  the Social Security 
system, which subsidizes the consumption of present generations at 
the expense of future ones; and the income tax, both corporate and 
private, which biases consumption toward the present. 

T h e  budget deficit. The recent emergence of huge peacetime budget 
deficits is a new phenomenon, but it should be viewed in context as 
the latest in a series of government actions that have the effect of 
subsidizing current consumption at the expense of the future. 

In 1986, dissaving by the federal government absorbed 90% of 
the private saving generated by households and corporations (al- 

Table 2. Net national saving and net national investment in the United States and Japan as percentages of gross national product (18, 20). Japanese data are 
adjusted for accounting differences between OECD and the U.S. Deparunent of Commerce. 

Japan United States 
Year National National Foreign National National Foreign 

saving investment investment saving investment investment 



though this effect was slightly mitigated by a surplus on the part of 
state and local governments). Although the measured federal deficit 
fell by almost one-third between 1986 and 1987, this decline was 
largely a reflection of transitory factors relating to the Tax Reform 
Act and the sale of federal assets. As a consequence, official 
projections call for federal deficits approaching $200 billion in 
coming years if substantial policy changes are not enacted. There is 
every reason to expect that even these projections are too optimistic. 
Historical experience suggests that budget forecasts tend to under- 
predict actual deficits, and the current projections assume that the 
U.S. economy will for the first time in its history enjoy ten con- 
secutive years of economic growth between 1982 and 1992. 

Ever since the 1981 tax cut, the government has let taxes fall short 
of its spending without any credible promise that spending will fall 
in the future. This makes it inevitable that taxes will have to be 
raised, both to close the current gap and to service the national debt 
that has arisen. Since the part of government spending not covered 
by current tax revenues still represents resources diverted from other 
uses, the deficit does not make the private sector any richer. The 
deficit subsidizes the consumption of those now working at the 
expense of future generations. The benefits of taxes lower than 
spending accrue now and are spent on consumption. The costs of 
higher taxes later on when the debt must be serviced will be paid in 
part by future generations who cannot begin saving now. So, the 
result is a subsidy to current consumption that is paid by the future. 

Social Secuvity. The Social Security system is in outward form like a 
national pension fund. However, unlike private sector pension 
plans, Social Security has traditionally been unfunded-that is, it has 
not accumulated a base of assets out ofwhich to meet its obligations. 
Instead, it relies on the current contributions of those now working 
to pay for the receipts of those who are retired. 

This is not a small issue. If in the past, Social Security liabilities 
had been fully funded, as with private pension funds, Social Security 
would have accumulated a $5.5-trillion surplus by now compared 
with a total fixed capital stock in U.S. industry at $3.7 trillion (14). 

The present Social Security law, enacted in 1983, calls for the 
accumulation of substantial surpluses in coming years so that large 
tax increases will not be necessary when the baby boom generation 
retires early in the next century. If these surpluses are accumulated 
and are not offset by deficits in the remainder of the federal budget, 
they will make a substantial contribution to increasing national 
saving. 

The income tax. The impact of the income tax may be seen by 
comparing the rate of return that the economy earns on investment 
in the manufacturing sector with the return that an individual 
investing in that sector is likely to receive net of taxes. Suppose, not 
too unreasonably, that the rate of return in manufacturing is 10% in 
real terms-that is, that a dollar of output devoted to investment in 
plant and equipment will raise the output of a firm next year by 
10%. Translated into compound interest, this means that a dollar's 
worth of consumption foregone today can be traded for two dollar's 
worth 7 years from now. If individuals were able to receive the rate 
of return that the U.S. economy as a whole gets from deferring 
consumption, many would voluntarily consume considerably less 
and save considerably more. 

However, individuals do not get the 10% rate of return, because 
taxes drive a wedge between the economy's return and what 
individuals receive. First, the firm must pay taxes on profits. 
Although inflation has been greatly reduced, taxable corporate 
profits are still exaggerated by valuing investments at historical cost. 
At 4% inflation, a 10% real rate of return may appear from the point 
of view of the Internal Revenue Service as a 14% nominal rate, on 
which taxes of 34%-about 4.75 percentage points-will be levied. 
This leaves the firm with nominal after-tax profits of 9.25%, which 

Table 3. United States net national saving rates for selected years as a 
percentage of gross national product (20). 

Year National Federal Rest of 
saving government economy 

1969-1970 7.6 -0.6 8.2 
1971-1975 7.3 -1.8 9.1 
1976-1980 6.7 - 1.9 8.6 
1981-1985 3.2 -4.2 7.5 
1986 1.8 -4.8 6.6 
1987 1.9 -3.4 5.3 

it can pass on to its stockholders. The latter, in turn, must pay 
taxes-say about 30% or 2.75 percentage points. What is left, then, 
is a nominal return of 6.5%, or a real rate of return of only 2.5%- 
only a quarter of what their saving is worth to the economy. 

To put it another way, from the point of view of the economy, 
deferring a dollar's worth of consumption allows it to substitute two 
dollar's worth after only 7 years. From the point of view of 
individuals, however, they can only trade a dollar today for two 
dollars 30 years from now. This massive distortion of incentives 
surely plays an important role in explaining the remarkably low U.S. 
savings rate. 

In addition to reducing savings, the income tax encourages 
diversion of an excessive fraction of these savings into residential 
housing. The key point here is that the services provided by an 
owner-occupied house-although they represent a return on an 
investment, in the same way as interest on a bond-are not counted 
as income and therefore not taxed. 

We should finally note that during the high inflation years of the 
late 1970s these incentives were even worse than they are now. For 
an extended period the real after-tax rates of return facing U.S. 
households were substantially negative: a dollar spent now pur- 
chased more than that dollar saved for the future (unless that dollar 
was used to buy a house). Consumption behavior, like the behavior 
of firms, gradually adapts to its environment. The low savings that 
now appear to be a part of U.S. culture may well be the delayed 
response to the extreme disincentives to saving created in the 1970s. 

The disincentives to saving provided by the U.S. tax system are 
not inevitable. They are not the unavoidable price of the welfare 
state or our defense burden. Better alternatives exist that would raise 
the same revenue. For example, a tax on consumption rather than 
income would avoid the bias toward consuming now rather than 
later that is so strong in our current system (15). Despite major 
political action on taxes in the 1980s, we have not made progress 
toward a system that would provide more incentives to save. The 
1980s have been marked by major changes in U.S. tax policy: first 
the major tax cuts of 1981, then the tax reform of 1986. One might 
have expected that these changes would have helped correct the 
problems we have pointed to earlier. They have not. Although a 
detailed discussion of the implications of recent tax changes is 
beyond the scope of this article, a careful analysis shows that the 
overall "wedge7'-the difference between the return on investment 
from the point of view of society and from the point of view of an 
individual deciding whether to consume or save-has if anything 
gotten wider since 1980 (16). Meanwhile, the massive federal deficit 
and the decline in private savings have cut sharply into the overall 
savings pool. 

How much sacvijice is needed? Fifteen years ago, the United States 
had an advantage in technology, resources, and the size of its 
internal market that allowed it to be the richest and most productive 
nation in the world, despite having what was even then an unusually 
low rate of national savings. This is no longer possible. With rough 
technological parity between the United States and other advanced 
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nations, we cannot expect to compete with other countries unless we 
save and invest as much as the" do. 

The magnitude of the chang; this will require should be apparent 
from the preceding discussion. The United States is currently saving 
only 2% of its national income. Thus, even to return to a historically 
normal saving rate of 5 to 6% will require more than a doubling of 
our current savings rate. Yet this is not nearly enough to make the 
United States competitive. We must expect that we will need to save 
as much as other advanced countries. Even if we do not trv to match 
Japan, with its extraordinary saving rate, the average saving rate of 
advanced countries other than the United States is 11%. There is no 
reason to believe that the United States can remain a first-rate 
economy unless it comes close to matching the average saving rate of 
our competitors. 

To acGeve such a high savings rate (even though this is a perfectly 
normal rate elsewhere in the world) will, as our discussion has 
suggested, require major adjustments. We will need, first of all, to 
eliminate our federal budget deficit-something that is still not 
being discussed realistically in the political arena. We will also need 
to make major reforms of long-standing institutions, notably our tax 
system. All this will be extremely difficult. 

What will make it even more difficult is the fact that in the last few 
years, instead of moving in the direction of increasing savings, the 
United States has moved in the o ~ ~ o s i t e  direction. It treated itself to 
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an unearned consumption boom largely financed by foreign bor- 
rowing. 

From 1979 to 1986 U.S. net national product per worker, in 
constant dollars, rose only 2.2%, with slow productivity growth and 
declining income from our diminishing net investments overseas. In 
other words, the consumption the United States could afford in- 
creased at a snail's pace. Yet, actual U.S. consumption per worker 
rose 8.8%. People were in fact living substantially better in 1986 
than in 1979. 

This rise in consumption was possible for two reasons. The main 
one was the growth of the trade deficit, which allowed the United 
States to spend more than it earned. A significant extra reason was 
that U.S. net investment failed to keep pace with the economy's 
growth: net private investment per worker was actually 16% lower 
in 1986 than it was in 1979. Both reasons for rising consumption, 
of course, share a common aspect: they are ways in which current 
consumption was increased at the expense of the future. 

The extent to which consumptioi growth has outstripped pro- 
duction growth during the past 7 years means that now the reverse 
must happen. A minimum estimate of the belt-tightening ahead is 
the difference between consumption and production growth since 
1979, that is, more than 6%. Even the savings rates of the late 
1970s, however, were much lower than those of other industrial 
countries and, in our view, clearly inadequate to restore U.S. long- 
term competitiveness. So the trimming down of consumption 
relative to production that the United States must now undertake 
could be large, quite easily as large as 10%. 

Getting from Here to There: 
The Trade Deficit 

So far we have left aside the whole question of the U.S. trade 
deficit. Important as it is, we think that it is a mistake to use the 
trade deficit as a measure of the U.S. competitive problem. It is a 
symptom of the problem, but a symptom that has only appeared 
recently and that will inevitably prove temporary. By contrast, the 
underlying competitive problem has been growing steadily for a 
long time and will still be with us when the trade deficit is gone. 

The trade deficit is commonly viewed in isolation, as a special 

problem in an otherwise prosperous economy in which employment 
and real consumption per worker have been rising. At first glance it 
might seem that everything has been fine except for the trade deficit. 
In fact, this picture is backward. Everything has seemed fine because 
of the trade deficit, which has masked the underlying disappointing 
performance of the United States as a producing nation. 

To understand this, we need to realize that on the whole running 
a trade deficit is a pleasant experience for a nation, until the bills 
come due. There are many usell  angles from which to view the 
U.S. trade deficit, but the most fundamental is that it represents the 
excess of what the United States spends over what it earns. As long 
as a country can run up its trade deficit, it can raise its consumption 
without either raising its output or cutting its investment. It simply 
imports the resources needed to satisfy the increased consumption. 
And this is exactly what we have done since 1979. 

In an important sense, then, the U.S. trade deficit represents a sort 
of fluke. We have experienced a decline in saving that should have 
severely squeezed our already inadequate investment. But we were 
able temporarily to avoid the consequences because we were able to 
attract a large inflow of foreign capital. This was in a sense a lucky 
accident-but it may not turn out to have been so lucky in the end. 
By cushioning the United States from the consequences of its 
savings collapse, the willingness of foreigners to finance our trade 
deficit has created a false sense that the situation is acceptable. The 
capital inflow cannot continue indefinitely and is already starting to 
dry up. When it does, the United States will find that in order to 
maintain even a barely adequate level of investment, let alone raise 
investment to levels comparable to that of other advanced countries, 
it will have to hold its rate of consumption growth well below its 
rate of growth in production. 

The recognition of the need for a sharp slowdown in the growth 
of U.S. consumption has not yet been fully appreciated even by 
informed opinion. There is still a widespread belief that somehow an 
appropriate policy mix, especially with cooperation from foreign 
governments, can allow the United States to balance its trade 
without making any sacrifices. It is important to understand that 
this comfortable view is wrong. Concessions from foreign govern- 
ments can somewhat reduce the size of the required U.S. adjust- 
ment, but the bulk of the belt-tightening is inevitable whatever the 
rest of the world does. 

The essential point is that the United States must produce more 
exports, must do with fewer imports, and therefore produce more 
substitutes for imports, and must produce more capital goods. All 
three actions require commitment of resources of capital, labor, and 
raw materials. Since we do not have large unemployed resources, 
resources have to be diverted from producing goods for domestic 
consumers. Regardless of what the rest of the world does, we must 
slow the growth of our consumption. 

Conclusions 
The United States still has great advantages that should ensure it 

as high a living standard as any other country-considerable natural 
resources, political stability, a unified internal market, and a highly 
flexible and innovative society. For 15 years, however, U.S. produc- 
tivity and living standards have stagnated, due largely to a chronic 
unwillingness to make sufficient provision for the future. The 
consequences of that stagnation were masked in the 1980s by a 
consumption boom fueled by budget deficits and massive borrow- 
ing from abroad. But the twin deficits will be resolved one way or 
another in the next few years, and as they decline our standard of 
living will once again be constrained by our productivity. 

The questions that will determine America's economic future are 
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these: Will we face reality and make the adjustments necessary to Income: 1970-1986" (Congressional Budget Office, Washington, DC, February 

provide for rapid growth into the 21st century? or will we instead 1988)l. The adjusted family-income series shows more improvement during the 
1970s and 1980s than the official series. However, the CBO series does not adjust 

continue to consume as much as possible for as long as possible for the increased number of workers per family and therefore fails to account for - - 
without regard to the future? 

It is politically attractive to deny that the dilemma exists. Concern 
over low productivity growth in the late 1970s led, not to a realistic 
response, but to economic policies based on wishll thinking. These 
policies boosted consumption without boosting production and 
have left the economy in worse shape than it was before. The current 
political debate is hardly encouraging-few candidates have the 
courage to speak plainly about the difficulties we face, and the voters 
have not encouraged those that do. 

Nonetheless, we believe that ultimately America will face the 
challenge and regain the economic leadership of which it is still 
capable. It is encouraging to remember the experience of the energy 
crisis. In 1974 when that crisis first hit, many commentators 
believed that the national propensity to consume energy was 
immutable. In the face of a real crisis, however, the country 
responded: from 1973 to 1987 the United States proved able to 
increase gross national product by 38% in real terms with no 
increase in energy consumption at all. Not immediately, but eventu- 
ally, the political system proved willing to do what was necessary by 
allowing energy prices to rise and by providing incentives to 
conserve. And there was a change in the national energy "ethic"- 
toward insulated homes, smaller cars, and more efficient factories-a 
change stimulated by public rhetoric and promoted by public policy. 

The U.S. competitive problem, like its energy problem, must be 
resolved at many levels. In this article we have emphasized the need 
for a sharp rise in U.S. savings, which is the sine qua non of any 
effort to maintain U.S. relative standing in the world economv. Of 
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course this increase is not a panacea; increased savings must be used 
well, which means that they should be accompanied by changes in 
tax policy, regulation, government research, and monetary policy 
that ensure an effective application of increased investable resources. 
The important point is to realize that any other policies cannot work 
unless the United States also restrains its consumption growth. 

Although this will be difficult, the task is not impossible. We have 
already pointed out that Japan did not always have an extraordinari- 
ly high savings rate. The high savings rate emerged only in the 
recovery after World War I1 when the imperative of economic 
growth was clear to the Japanese government and to the Japanese 
public. The United States remains a fortunate nation, which will not 
need such an extraordinary turnaround; we should be able to meet 
our more modest challenge. If the rate of growth of U.S. consump- 
tion could be kept even 1% below the rate of growth of U.S. output 
from now until the year 2000-and the reduced consumution to be 
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