
CHAPTER 1

A Strategy for Growth and Change
ON ELECTION DAY 1992, the American economy faced a num-

ber of daunting challenges—both short term and long term. The
principal short-term problem was that recovery from the 1990-91
recession had been disappointing in almost all respects. Real gross
domestic product (GDP) had grown at only a 2.2-percent annual
rate from the first quarter of 1991 through the third quarter of
1992, less than half the pace of a typical recovery. Payroll employ-
ment had actually fallen during the first year of recovery and had
risen a scant 0.4 percent from March 1991 to October 1992. Fur-
thermore, the seesaw pattern that had plagued the recovery raised
fears that the weak economy might relapse into recession.

But America's long-run problems ran deeper and their causes
were less well understood. While U.S. workers and firms remained
the world's most productive, our productivity growth had been slug-
gish for almost two decades. In consequence, real hourly compensa-
tion and GDP per capita had advanced extremely slowly, and real
median family income had barely increased at all. In addition, in-
equality had been rising for more than a decade, leaving the Amer-
ican economy with the most unequal distribution of income in its
postwar history. The combination of stagnant average incomes and
widening dispersion meant that many middle-class and low-income
families had actually suffered declines in their real incomes.

Finally, the Federal budget deficit was large and rising, the na-
tional debt had been growing faster than GDP for about a decade,
and huge amounts of foreign borrowing had transformed the Unit-
ed States from the world's biggest creditor nation into its biggest
debtor.

National economic policy was the major cause of some of our eco-
nomic difficulties, such as the Federal budget deficit, but only a
contributing factor to others, such as growing income inequality.
Although the economic policy agenda of the new Administration
cannot cure all of these problems overnight, steps we have taken
have already contributed to noticeable progress on several fronts.
The recovery has solidified. Job growth has resumed. Fiscal policies
that will reduce the Federal deficit substantially have been put in
place. Although much more needs to be done, taxes have been
made more progressive and starts have been made on education
and labor market policies that will address the inequality problem.
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And, perhaps most fundamentally of all, the Administration has
embarked on a comprehensive investment agenda designed to raise
productivity, which is the wellspring of higher living standards in
the long run.

This chapter explains the Administration's economic strategy and
examines some of the specific policy initiatives that have been un-
dertaken to pursue that strategy. The chapters that follow provide
much more detail.

THE LEGACY OF THE RECENT PAST

The policies of any new Administration are dictated in part by
the challenges it faces and the problems it inherits from the past.
Because America's current problems are both short run and long
run in nature, the solutions must be, too.

INADEQUATE RECOVERY FROM RECESSION
Short-run cyclical problems are, almost by definition, transitory.

But when the American macroeconomy performs poorly, that one
fact seems to overwhelm all others and crowd out consideration of
longer run problems. In fact, the U.S. economy has been operating
well below its productive capacity for years now. From 1989
through 1992, real GDP grew only 1.5 percent per year, and the
civilian unemployment rate (by what was the standard measure
until this year—Box 1-1) has remained above 6 percent since No-
vember 1990. Under such circumstances, public concerns with eco-
nomic policy tend to be summarized in a single word: jobs.

Box 1-1 .—The New Measure of Unemployment
Beginning with its February 4 announcement of the January

1994 unemployment rate, the Bureau of Labor Statistics has
changed its principal measure of joblessness* The changes, re-
flecting technical improvements in the household survey used
to estimate unemployment (Chapter 3 contains more details),
are expected to increase the measured unemployment rate by
about 0.5 to 0.6 percentage point, although the precise amount
is impossible to know. All unemployment numbers used in this
Report are measured on the old, traditional basis.

As Chart 1-1 shows, the recovery that began in the second quar-
ter of 1991 has been exceptionally slow by historical standards—
so slow, in fact, that the unemployment rate was still rising more
than a year into the "recovery." Only in mid-1993 did unemploy-
ment fall back to its rate at the recession trough. Growth has been
not only slow but extremely uneven, proceeding in fits and starts

22
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



which have left consumers and business people wondering how long
the recovery would last.

Chart 1 -1 Growth of Real GDP in Recoveries
Real GDP in the current recovery has grown at only about half the rate of the
typical post-World War II recovery.

Percent change from trough
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Quarters after Trough

Note: "Average" includes all recoveries from 1954 to 1982, except 1980. The trough quarter for the current
recovery is first quarter 1991.
Sources: Department of Commerce and National Bureau of Economic Research.

Thus the Administration's first task was to put the recovery on
a sound footing—not to produce a short-run burst of activity, but
to lay the groundwork for a sustained expansion that would restore
confidence and encourage firms to resume hiring. In large measure
this task was accomplished in 1993. (Chapter 2 provides more de-
tails.) Sluggish economic growth in the first half of the year gave
way to solid growth in the second half. More important, job growth
began in earnest: Employers added about 2 million jobs to nonfarm
payrolls between December 1992 and December 1993. As 1994
began, the outlook for sustained expansion looked brighter than it
had in a long time.

INADEQUATE PRODUCTIVITY GROWTH
The economy's longer run problems will not be dealt with so

quickly. They require sustained attention over a long period of
time. Primary among them is the troubling fact that growth in pro-
ductivity has been anemic for about two decades.
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Chart 1-2 shows the remarkable slowdown in productivity
growth that occurred around 1973—from an annual average of 3.1
percent in the 1947-73 period to just 1.0 percent since 1973. In
part, this slowdown is exaggerated by the fact that the first few
postwar decades were aberrant: There was much catching up to do
after the Great Depression and the Second World War. But Ameri-
ca's long-run average productivity growth rate over the century
leading up to 1973 was slightly above 2 percent per year; since
1973 it has averaged about 1 percent. At 2-percent growth, produc-
tivity doubles in 35 years; at 1-percent growth, doubling takes 70
years. Even seemingly modest changes in productivity can have
dramatic effects on living standards in the long run. Thus the Na-
tion has much at stake in improving its productivity growth rate.

Chart 1-2 Real Income, Productivity, and Compensation
Productivity, real income, and real hourly compensation all slowed markedly around 1973.
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Labor productivity—output per hour of work—may seem an ab-
stract concept, of more interest to analysts than to working men
and women. But without productivity growth, higher real wages
would lead directly to lower employment as profit-oriented firms re-
acted to higher labor costs by trimming their work forces. It is only
steady productivity gains that enable the economy to generate
more jobs and rising real wages at the same time. Chart 1-2 shows
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that growth in both real compensation per hour and real median
family income slowed markedly at just about the time that produc-
tivity growth slowed. This coincidence in time is, of course, no coin-
cidence at all. Productivity growth is the ultimate source of grow-
ing real wages and family incomes.

Nothing is more important to the long-run well-being of the U.S.
economy than accelerating productivity growth. Most of the Admin-
istration's economic strategy is therefore devoted to that end.

WORSENING INCOME INEQUALITY
Starting some time in the late 1970s, income inequalities wid-

ened alarmingly in America. Chart 1-3 shows that the share of the
Nation's income received by the richest 5 percent of American fami-
lies rose from 18.6 percent in 1977 to 24.5 percent in 1990, while
the share of the poorest 20 percent fell from 5.7 percent to 4.3 per-
cent. Part of this change was due to the cuts in taxes and social
spending of the early 1980s, the net benefits of which were heavily
skewed toward the rich. But there was a much more powerful force
at work, one not attributable to fiscal policy: The distribution of
wage rates grew substantially more unequal. In real terms, wages
at the bottom of the distribution fell while wages at the top rose.

Chart 1 -3 Shares of Total After-Tax Income by Income Category
The richest 5 percent of Americans saw their share of total income rise sharply in the 1980s,
while the poorest 20 percent saw their share decline.
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Source: Congressional Budget Office.
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The forces underlying this widening of the wage distribution are
not well understood. (More details are contained in Chapter 3.) But
the facts are stark. Between 1979 and 1990, the real median in-
come of males with 4 years of college fell about 1 percent, but that
of males with only 4 years of high school fell a stunning 21 percent,
and high school dropouts fared even worse. A similar pattern
emerges almost any way one slices the data: Wages near the top
of the distribution rose faster than wages near the bottom. Salaries
of chief executive officers rose rapidly while the minimum wage fell
in real terms. Wages of skilled workers rose faster than those of
the unskilled. Wages of experienced workers grew faster than
entry-level wages.

The widening dispersion of wages accounts for most of the
squeeze on the middle class, because the middle 60 percent of the
income distribution derives about three-quarters of its income from
wages and salaries. And these people do not bring home the high-
est wages, but those nearer the middle. When middle-class wages
stagnate, middle-class family incomes do, too. That is precisely
what happened in the 1980s.

In sum, for whatever reasons, in the late 1970s our market econ-
omy began to dish out more-handsome rewards to the well-off and
stingier ones to the middle class. Government policies compounded
the problem by weakening the social safety net, lowering the tax
burdens of the wealthy, and driving up real interest rates. In con-
cert, the market and the government produced the greatest
disequalization of incomes since at least before World War II.

This Administration sees the combination of stagnating average
incomes and rising inequality as a threat to the social fabric that
has long bound Americans together and made ours a society with
minimal class distinctions. Although the underlying forces of the
market are vastly more powerful than anything the government
can do, the right kinds of policies can make a difference. For exam-
ple, changes in Federal tax policy have already shifted the burden
of taxation away from the working poor and toward the well-to-do.
And several initiatives in the human investment arena, described
later in this chapter and in Chapter 3, should help mitigate rising
wage inequality.

LARGE DEFICITS, MOUNTING DEBT

Of all the Nation's economic problems, the one most directly
traceable to government policy is the large Federal budget deficit.
Although the Federal budget has been in deficit almost every year
of the postwar period, until the 1980s these deficits were small
enough that the ratio of public debt to GDP was stable or falling.
In fact, the structural budget (that is, the one that would result if
the economy were at a high level of employment) after adjustment
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for inflation was on average roughly balanced for decades (Table 1-
1). This approximate balance was not achieved by any formal, legal
requirement, but rather through an informal, unstated political
consensus.

TABLE 1-1.—Structural Budget Deficit as Percent of GDP

Fiscal years

1959-1982

1983-1993

1994-1998 (forecast)

Adjusted deficit as per-
cent of GDPi

-0.1

1.9

.8
1 Adjusted deficit is unified structural budget deficit corrected for depreciation of the value of Federal debt due to infla-

tion.
Sources: Office of Management and Budget, Congressional Budget Office, and Council of Economic Advisers.

The budget picture changed dramatically with the tax cuts of the
early 1980s, and the structural, inflation-adjusted budget began to
display chronic, large deficits for the first time. The deficit in fiscal
1992, the last year before the election of President Clinton, was a
whopping $290 billion in the unified budget and $131 billion on a
structural, inflation-adjusted basis. Worse yet, both the deficit and
the debt-GDP ratio were expected to rise further (Charts l-4a and

Deficits of this magnitude—around 5 percent of GDP—would
have been far less worrisome if American households were saving
enough to cover both the government budget deficit and the needs
of business to finance investment. But, in fact, American household
saving rates not only are among the lowest in the world, but actu-
ally fell in the 1980s. So for both of these reasons—declining house-
hold saving and rising budget deficits—national saving as a share
of GDP dropped sharply in the 1980s.

Casual discussions often equate national saving with domestic
investment, but the two can differ in an open economy (Box 1-2).
And in the United States of the 1980s, they differed dramatically.
While national saving was falling as a share of GDP, the share of
domestic investment, although low by international standards, was
roughly constant. To plug the gap between saving and investment,
the United States had to import massive amounts of foreign cap-
ital. In consequence, our current account balance went from a
small surplus to a large deficit in the 1980s.

All this foreign capital had its positive side: By limiting the rise
of real U.S. interest rates, it partly shielded investment from the
consequences of huge Federal deficits. But it left the United States
the greatest debtor nation in the world. Even more disturbing, all
this borrowing from abroad went to maintaining the Nation's com-
paratively meager investment rate, not to increasing it.
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Chart 1-4a Federal Budget Deficits With and Without 1993 Deficit Reduction Package
Budget deficits will now reverse course. Deficits would have kept rising
without the reduction package.
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Chart 1 -4b Net Federal Debt as Percent of GDP
Federal indebtedness as a percent of GDP is expected to plateau after fiscal 1994
under OBRA93, instead of rising as estimated without deficit reduction.
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Box 1-2.—Saving, Investment, and Current Account Deficits
Private saving, whether generated by households or by busi-

nesses, can be used for one of three purposes: to finance do-
mestic private investment, to purchase debt issued by the gov-
ernment, or to purchase foreign assets. If private saving is in-
sufficient to cover the sum of the first two uses—private in-
vestment and the combined deficit of all levels of government—
we must borrow the difference from abroad. Such a shortage
of saving has characterized the United States for about a dec-
ade now.

When Americans borrow from foreigners, we run a surplus
in our international capital account. But, since the capital ac-
count and the current account must balance under floating ex-
change rates, the mirror image of this capital account surplus
is an equally large current account deficit. Thus, a country that
saves less than it invests and runs a large budget deficit is
bound to have a large current account deficit. Indeed, chronic,
large current account deficits date from precisely the time that
the United States started running huge fiscal deficits. Between
1981 and 1984 the overall government budget deficit rose from
1.0 percent of GDP to 2.9 percent. During those same years the
current account balance went from a surplus of 0.2 percent of
GDP to a deficit of 2.6 percent of GDP.

The legacy of foreign debt was not the only cost of our addiction
to foreign borrowing. To attract the needed capital to American
shores, the United States had to offer interest rates higher than
those prevailing in the other leading industrialized countries. This
gap between U.S. and foreign interest rates, in turn, led to a sharp
appreciation of the dollar, as foreign investors demanded more dol-
lar-denominated assets. The sky-high dollar made life exceedingly
pleasant for American tourists in Europe in the mid-1980s. But it
handicapped portions of American industry by making many U.S.
manufactured goods uncompetitive on world markets. It has taken
years for our manufacturing sector to recover from this shock.

INADEQUATE PUBLIC INVESTMENT
The budget deficit and the trade deficit were major national con-

cerns in the 1980s and on into the 1990s. But there was also a
third deficit: a shortage of funds for public investment in critical
national needs like education and training, transportation facilities,
and environmental infrastructure.

The share of Federal civilian fixed investment in GDP is only
about half what it was in the 1960s (Chart 1-5). Furthermore, the
share of the Federal budget devoted to all types of public invest-
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ment—including education and research and development, as well
as civilian and military fixed investment—fell from 35 percent in
1963 to 17 percent in 1992. As the 1990s started, more and more
Americans were becoming painfully aware that our public invest-
ment was not what it should be.

Chart 1-5 Federal Civilian Fixed Investment as Percent of GDP
Relative to GDP, the Federal government invested little more than half as much
in nonmilitary infrastructure in the 1980s as it had in the 1960s.

1960 1964 1968 1972 1976 1980 1984 1988 1992
Note: Includes Federal nonmilitary, nonresidential, fixed capital investment.
Source: Department of Commerce.

PROSPERITY AND GROWTH: THE BENEFITS OF
ECONOMIC CHANGE

The economic strategy of this Administration follows logically
from this legacy. We must secure the expansion and spur long-term
economic growth. We must reverse the trend toward rising inequal-
ity. We must reduce Federal borrowing and shrink the trade defi-
cit. We must invest more in both private and public capital. And
we must bolster our human resources.

While the Administration's economic policy agenda is broad and
varied, it can be summarized in a single word: investment—invest-
ment in private capital, investment in people, investment in public
infrastructure, investment in technology, and investment in envi-
ronmental preservation. Six major themes stand out and define the
essence of the Administration's economic strategy: deficit reduction;
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investments in human capital; investments in public infrastruc-
ture; investments in technology; expanding international trade; and
health care reform.

REDUCING THE DEFICIT TO PROMOTE CAPITAL
FORMATION

The legacy of large and growing Federal budget deficits required
that first attention be devoted to their reduction, so as to free up
resources for expansion of private physical capital—the machines,
factories, and offices that make American labor more productive.
For too long, Federal budget deficits have been gobbling up an inor-
dinate share of the Nation's saving, thereby keeping real interest
rates too high (Chart 1-6) and leaving the Nation with a Hobson's
choice between lower domestic investment and higher foreign bor-
rowing. Reducing the budget deficit was a necessary part of clear-
ing away the financial underbrush that had grown up around us
in the 1980s—so that economic growth could be put on a sounder
and more sustained footing.

Chart 1 -6 Federal Deficits and Real Interest Rates
Interest rates adjusted for inflation rose and fell sharply in the 1980s, in tandem with
the sharp increase and subsequent decrease in the Federal budget deficit.
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Sources: Council of Economic Advisers, Department of Commerce, and Department of the Treasury.

Deficit reduction is difficult and painful. But the President con-
cluded that the Nation could not remain on the path bequeathed
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us by the previous Administration—a path on which the national
debt was growing faster than GDP and deficits were threatening
to explode (Chart 1-4). So he gave first priority to putting the Na-
tion's fiscal house back in order.

Policy changes in the President's deficit reduction package will
gradually reduce the Federal deficit after 5 years by 1% percent
of GDP. By fiscal 1998, the last year of the program, the deficit is
expected to be $146 billion below what it otherwise would have
been: falling from $333 billion to $187 billion (Table 1-2). The ratio
of debt to GDP at the end of fiscal 1998 falls from a projected 51
percent without the deficit reduction program to 46 percent with it.

TABLE 1-2.—Effect ofOBRA93 on Fiscal 1998 Budget
[Billions of dollars]

Item Before OBRA93 After 0BRA93 Change

Outlays
Discretionary .
Mandatory
Debt service ..

Revenue

Deficit

1,825.5
584.3
970.6
270.5

1,492.2

333.2

1,738.2
548.1
945.0
245.0

1,550.8

187.4

-87.3
-36.2
-25.6
-25.5

58.6

-145.8

Note.—Data exclude health reform.
Source: Office of Management and Budget.

The Omnibus Budget Reconciliation Act of 1993
Because the President did not want to delay deficit reduction for

another year, the fiscal 1994 budget had to be prepared on a com-
pressed schedule. The President introduced a detailed budget plan
to a joint session of the Congress in February 1993, just 4 weeks
after taking office. The House and Senate passed the final version
of the budget resolution on April 1—the earliest date in the history
of the modern congressional budget process. A spirited congres-
sional debate followed, leading to enactment of the Omnibus Bud-
get Reconciliation Act of 1993 (OBRA93) in August.

Several principles guided the design of OBRA93. First and fore-
most, the deficit reduction had to be large, genuine, and credible.
To this end, the Administration proposed hundreds of specific
spending cuts and increases in revenue. Second, the package had
to be balanced between expenditure cuts and tax increases. Specifi-
cally, the $146 billion of deficit reduction in fiscal 1998 consists of
$87 billion in net spending cuts—including $25 billion in lower
debt service—and $59 billion in additional net revenue. Third, the
tax increases were highly progressive—heavily skewed toward the
people who are most able to pay and who benefited most from
the large tax cuts of the early 1980s. Income tax rates were raised
for only about the top 1.2 percent of taxpayers. Some 90 percent
of the new taxes in OBRA93 will be borne by the upper 6.5 percent
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of the income distribution (Table 1-3). Fourth, even while cutting
the deficit, room had to be found in the budget for a variety of criti-
cal public investments (more on this below).

TABLE 1-3.—Distribution of the Change in Taxes Under
Income Category

Family income (dollars)1

Less than 10,000

10,000-20,000

20,000-30,000

30,000-40,000

40,000-50,000

50,000-75,000

75,000-100,000

100,000-200,000

200,000 or more

All incomes2

Share of
families
(percent)

14.0

17.4

15.7

12.6

9.9

15.5

6.8

5.2

1.3

100.0

Average change
in taxes

(dollars per family)

-£8

-86

-41

50

105

192

312

649

23,521

382

OBRA93 by

Share of
total change

in taxes
(percent)

-2 .5

-3 .9

-1 .7

1.6

2.7

7.8

5.6

8.8

81.3

100.0

1 Pretax family income (CBO definition).
2 Total includes negative incomes, not included in categories above.
Source: Congressional Budget Office (CBO).

The spending cuts touched virtually every part of the budget. On
the discretionary side, the Congress imposed what amounts to a 5-
year freeze on nominal spending, capping fiscal 1998 spending at
$548 billion, or about $2.5 billion below the fiscal 1993 level. With
inflation (as measured by the implicit deflator for GDP) projected
to average about 2.8 percent per year over the period, the implied
cut in real discretionary spending is about 13 percent. Further-
more, if inflation comes in lower than the forecast, the caps will be
lowered commensurately. The budget cuts in OBRA93 include a re-
duction in the Federal work force by 100,000 positions (since raised
to 252,000 positions), delay of the 1994 cost-of-living adjustment for
Federal employees, defense cutbacks beyond those projected by the
previous Administration, and a host of smaller cuts in discretionary
programs.

On the mandatory side of the budget, the largest cuts were in the
medicare program (about $18 billion by fiscal 1998). But there were
also reductions in agricultural and veterans' programs, savings in
the student loan program, new receipts from auctioning portions of
the radio spectrum (discussed in Chapter 5), and savings from
shortening the maturity structure of the national debt. Total cuts
in mandatory spending other than debt service are expected to
reach $25.6 billion by fiscal 1998.

OBRA93 also increased taxes. Higher income tax rates on the top
1.2 percent of households constitute the biggest source of new reve-
nue by far: $27.2 billion by fiscal 1998. (The bracket structures be-
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fore and after OBRA93 are compared in Table 1-4.) In addition,
the 2.9-percent payroll tax for medicare, which formerly applied
only to the first $135,000 of earnings, now applies to all earnings
(raising $7.2 billion by fiscal 1998), the taxable portion of Social Se-
curity benefits was raised for the top 13 percent of recipients ($4.5
billion), and the motor fuels tax went up by 4.3 cents per gallon
in October 1993 ($5 billion). Finally, OBRA93 increased the top cor-
porate tax rate and closed a variety of business tax loopholes, but
also enhanced or created several tax incentives for investment. The
net effect of these increases and decreases in business taxes should
yield about $8 billion in revenue by fiscal 1998.

TABLE 1-4.—Changes in Statutory Marginal Tax Rates Under OBRA93 for
Married Individuals Filing Jointly

Marginal rate (percent)
Taxable income (dollars)

0-36,900

36,900-89,150 ....

89,150-140,000 ..

140,000-250,000

Over 250,000

Source: Department of the Treasury.

OBRA93, Interest Rates, and Investment
As critical elements of the President's deficit reduction package

started to become known, long-term interest rates began to fall—
indicating that the financial markets viewed the proposals as sub-
stantial, genuine, and credible (Box 1-3). Rates fell dramatically
between January and October 1993 before backing off a bit late in
the year.

As documented more completely in Chapter 2, the medicine of
low interest rates now seems to be taking hold. Business invest-
ment has been leading the economy's expansion, with consumer du-
rables and housing important sources of strength. If we divide GDP
into its interest-sensitive components (business fixed investment,
housing, and consumer durables) and everything else, the data tell
a fascinating story. While the three interest-sensitive pieces typi-
cally account for about 30 percent of GDP growth, in 1993 they ac-
counted for virtually all of GDP growth. The rest of GDP barely in-
creased over the year (Table 1-5).

It is important to understand why this Administration made defi-
cit reduction a top priority and worked so hard to see it through
the Congress. One important reason was the concern being ex-
pressed in many quarters that deficits were growing out of control
and might threaten financial stability—and thereby macroeconomic
stability.
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Box 1-3.—Credible Deficit Reduction and Real Interest Rates

Long-term nominal and real interest rates dropped sharply
in 1993. The decline in rates was closely linked to the proposal
and enactment of the Administration's budget (as argued in
Chapter 2).

Lower deficits reduce real bond yields through several chan-
nels:

• Lower Federal borrowing reduces interest rates directly,
by reducing demand for credit.

• A more prudent fiscal policy reduces the likelihood that
the Federal Reserve will need to pursue a restrictive
monetary policy, and so reduces expected future short-
term rates.

• As long as international capital mobility is not perfect,
increased national saving leads to an increase in invest-
ment, in the long run, the consequent increase in the
capital stock reduces the marginal product of capital and
therefore the interest rate.

Because the plan had credibility, financial markets antici-
pated these effects. Since future expected short-term interest
rates govern current long-term rates, long rates fell imme-
diately In response to the proposal and enactment of the Ad*
ministration's plan. There would have been no such market re-
sponse if the plan had lacked credibility. What features of the
Administration's plan account for its apparently high 'credibil-
ity?

• The plan is based on realistic economic assumptions; it
does not presume that the economy can "grow its way
out" of the deficit problem,

• The President proposed and the Congress enacted many
specific spending cuts in the fiscal 1994 budget, thereby
demonstrating the feasibility of maintaining the discre-
tionary spending caps.

• The tax provisions of the plan by and large result in per-
manent increases in revenue; they do not merely shift
future revenue into the current budget window.

« The President showed himself willing to make difficult
choices to correct the fiscal imbalance: freezing total dis-
cretionary spending; increasing the taxation of Social Se-
curity benefits for recipients with the highest incomes;
and proposing reform of the Nation's health care system.
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TABLE 1-5.—Contributions to Growth of Interest-Sensitive and Other
Components of GDP
[Average annual percent change]

Component

Interest-sensitive components2

All other

GDP
1 Preliminary.
2 Business fixed investment, housing,
Source: Department of Commerce.

Historical
average

(1955-92)

0.8

2.1

2.9

and expenditures on consumer durables.

Fourth quarter 1992
to

fourth quarter 19931

2.6

.2

2.8

But the central objective of deficit reduction was and remains ex-
penditure switching—away from consumption and government pur-
chases toward investment. The lower interest rates brought about
by deficit reduction are the way the market accomplishes this ex-
penditure switching.

The reasons for wanting to raise the investment share of GDP
are straightforward: Workers are more productive when they are
equipped with more and better capital, more-productive workers
earn higher real wages, and higher real wages are the mainspring
of higher living standards. Few economic propositions are better
supported than these—or more important. As Chart 1-7 shows, in-
vestment rates and productivity growth rates correlate well across
countries. Lower budget deficits that raise private investment are
therefore critical to raising the economy's long-run growth rate.

However, some people worry that deficit reduction might retard
growth in the short run by siphoning off aggregate demand. Such
a concern is justified. Deficit reduction by itself certainly does tend
to contract the economy. After all, raising taxes and cutting govern-
ment spending reduce the demand for goods and services. But defi-
cit reduction accompanied by sufficient declines in long-term inter-
est rates need not be contractionary. It is, of course, the latter, not
the former, that we experienced in 1993.

Economists judge the impact of fiscal policy on aggregate demand
by looking at changes in the structural deficit. Table 1-6 shows
that OBRA93 will reduce the structural deficit by about $65 billion
from fiscal 1993 to fiscal 1995, after which it is expected to rise
slightly. The large deficit reductions after fiscal 1995 serve to limit
what would otherwise have been even larger increases in the struc-
tural deficit—mainly due to rising expenditures on health care.
Analysis by the Council of Economic Advisers suggests that the de-
clines in long-term interest rates that have occurred since the 1992
election, even after the backup late in 1993, are more than enough
to offset the contractionary effects of this decrease in the structural
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Chart 1-7 Correlation of Investment and Productivity
There is a close correlation between investment rates and productivity growth
rates across countries.

Average annual per capita real GDP growth rate (1970-90)
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deficit. Hence the economy should be able to grow right through
the deficit reduction period.

TABLE 1-6.™Structural Budget Deficits

1992

1993

1994

1995

1996

1997

1998

Fiscal year

Structural deficit

Billions of
dollars

206.0

214.7

190.8

149.1

156.1

162.8

171.4

Percent of
GDP

3.5

3.4

2.9

2.1

2.1

2.1

2.1

Note—Data for 1994-98 are forecasts excluding health reform.

Sources: Council of Economic Advisers, Congressional Budget Office, Office of Management and Budget, and Department
of Commerce.

There are limits, however, to the amount of deficit reduction an
economy can be expected to withstand within a short period with-
out endangering economic growth. The Administration's judgment
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is that cutting the annual deficit by about $140 billion to $150 bil-
lion over a period of 5 years is roughly the right amount, given the
current strength of our economy. Some critics dispute this judg-
ment and call for much deeper cuts in spending than those pro-
vided in OBRA93, or for substantial increases in taxes. The Admin-
istration views this strategy of more aggressive deficit cutting in
the near term as risky.

A small amount of additional deficit reduction would, of course,
have only small effects on the economy. But further large spending
cuts or tax increases at this time would require additional large de-
clines in long-term interest rates to replace the lost aggregate de-
mand. Should interest rates decline by less than the required
amount, economic growth would slow and jobs would be lost. For
example, a deficit reduction package substantially larger than
OBRA93 would be needed to comply with the proposed balanced
budget amendment to the Constitution (Box 1-4). The Council esti-
mates that it would take a decline in long-term interest rates of
roughly 3 percentage points to offset the contractionary effect of
such a large fiscal package. Since a 3-percent long-term interest
rate seems quite unlikely, complying with a balanced budget
amendment seems likely to harm the economy—perhaps severely.
Deficit Reduction and Public Investment

Once it is understood that deficit reduction is not an end in itself,
but a means to an end—the end of greater investment—two impor-
tant principles become evident.

First, it is clear that deficit reduction is only a first step. We
must start to build—to invest in our future. That is why the Presi-
dent's economic plan contains more than just deficit reduction; it
also includes new proposals to encourage private investment and
needed public investments in education and training, public infra-
structure, and technology. We must worry about the debt we be-
queath to our children, but we must also worry about the quality
and quantity of capital—broadly conceived—that they will inherit.

Second, it is clear that squeezing worthwhile public investments
out of the budget is the wrong way to reduce the deficit. After all,
the main purpose of deficit reduction is to pave the way for more
private investment. Cutting public investment to make room for
more private investment is like running on a treadmill. America
needs more of both, not a swap of one for the other.

Shifting Federal spending priorities from consumption to invest-
ment is one of the hallmarks of this Administration's approach to
economic policy. We seek not only to constrain total government
spending, but also to reorient it toward more productive uses.
Doing so will take time and requires use of the surgical scalpel, not
the meat-ax, in cutting the budget. As the Administration and the
Congress struggle together over tight Federal budgets in fiscal
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Box 1~4*~-A Balanced Budget Amendment to the Constitution?
To argue that substantial deficit reduction was imperative in

1993 is not to argue that the budget deficit must be reduced
even further in the short run—and certainly not to argue that
we should mandate a balanced budget every year by constitu-
tional amendment, as some have advocated*

This Administration opposes the proposed balanced budget
amendment to the Constitution for many reasons. First and
foremost, the amendment would put fiscal policy in a strait-
jacket that might imperil macroeconomic stability, thereby ab-
dicating one of the government's principal responsibilities and
raising the specter of mass unemployment. Second, the pro-
posed amendment would lead to budgetary gimmickry—such
as mixing one-time asset sales with recurring income trans-
actions—and would be almost impossible to enforce. It could
push economic policy decisions into the courts, or even provoke
a constitutional crisis.

Third, there are many candidate definitions of "the budget
deficit," making it both hazardous and unwise to enshrine any
particular definition in the Constitution. For example, do we
want to balance the unified budget or exclude Social Security?
Why not the structural deficit, or even the inflation-adjusted
structural deficit? Fourth, the amendment's call for a 60-per-
cent congressional supermajority to waive the balanced budget
requirement threatens to reinstall both gridlock and the tyr-
anny of the minority.

Fifth, and finally, the amendment by itself would not reduce
the deficit by a single penny; all the hard choices that face us
now would still face us. A deficit reduction package leading to
a balanced budget would most likely have to include major new
taxes on the middle class, substantial cuts in Social Security
benefits, reductions in defense spending that go far beyond the
Administration's proposals, and cuts in Federal spending on
medical care large enough to imperil health reform. The Ad-
ministration opposes all of these.

1995 and beyond, it is essential that we not allow fiscal myopia to
lead to underinvestment in America's future.

INVESTING IN PEOPLE

The American work force remains the most productive in the
world. Our aim should be simple: to keep it that way. But the rest
of the world is not standing still; it is gaining on us, becoming ever
more productive. And that is what compels change.
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America has never competed on the basis of low wages, and we
must not start doing so now. It is widely believed that modern in-
dustrial processes demand workers with higher levels of education
and training; and evidence on the relative wages of, say, college-
educated versus high school-educated labor (Chart 1-8) seems to
bear this out. In 1981, workers with college degrees earned about
45 percent more than workers with only high school degrees; by
1992, this gap had reached almost 65 percent.

Chart 1 -8 Ratio of Wages of College Graduates to Wages of High School Graduates
Workers with college degrees earn substantially more than workers without, and the gap
between the two groups' wages grew during the 1980s.

1.40 -

1.30 -

1.20 -

1.10 -

1.00
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Note: Data for 1991-92 are not strictly comparable with earlier data.
Source: Department of Commerce.

Some observers claim that average work force quality may actu-
ally have deteriorated in the United States in recent decades.
Whether or not this is true, few dispute that the supply of work
force skills has failed to keep pace with the growing demand. Al-
though Americans are, if measured by average years of schooling,
among the most educated people on earth, the rate of illiteracy in
our country has long been high. Tens of millions of adult Ameri-
cans are either functionally illiterate or barely literate. Inter-
national test scores suggest that our primary and secondary stu-
dents are learning less science and mathematics than their coun-
terparts in other countries.
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This educational record is not good enough in a world economy
that grows ever more competitive and ever more skill-intensive.
American workers must build the additional human capital they
need as a bridgehead to higher wages and living standards. Life-
long learning must cease being a slogan and become a reality.

In a fundamental sense, each American must be responsible for
his or her own education and training. This Administration is com-
mitted to creating the requisite opportunities through a com-
prehensive agenda of education and training that starts before for-
mal schooling and extends into the workplace. For example:

• Head Start will be expanded so that disadvantaged children
have a chance to get ahead. Head Start has been proved effec-
tive in preparing these children for primary school, and has
been estimated to save about six dollars in future government
spending for every dollar invested today.

• Goals 2000 is a comprehensive legislative package that will set
higher performance standards for American teachers and stu-
dents.

• The Departments of Labor and Education are collaborating on
a new School-to-Work transition program that will help stu-
dents get hands-on, work-related training while still in high
school. This is an area of our educational system that has been
neglected for too long.

• The new National Service program (Box 1-5) will not only pro-
vide opportunities for community service and the acquisition of
job-related skills, but also help send more Americans to college.

• The reformed student loan program will also help more of
America's youth attend college by reducing borrowing costs and
offering, for the first time on a national scale, loans whose re-
payment schedules depend on future earnings.

• The new program for dislocated workers will have an impor-
tant retraining component, which will make opportunities
available to displaced American workers. Some income support
will be provided so that displaced workers can afford to take
advantage of the training.

Each of these programs will help augment the Nation's stock of
human resources, thereby raising the American standard of living.

INVESTING IN PUBLIC INFRASTRUCTURE

The most obvious kind of public investment is building new pub-
lic infrastructure—the Nation's highways, bridges, airports, and
water and sewage systems. The Administration believes the United
States has underinvested in its public infrastructure. For example,
the Department of Transportation estimates that almost 20 percent
of our Nation's highways have poor or mediocre pavement and
about 20 percent of our bridges are structurally deficient.
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Box l-5.—The National Service Program

In August 1993 the Congress passed the National and Com-
munity Service Trust Act of 1993, '^d^^ti&^/^^wm N&-
tional Service program. National Service provides participants
both current compensation (at below-market wa^s) aad>du-
c&tiOTugl grants of up to $4,725 per year td pay &* college and
other post-secondary education. Participants also receive valu-
able on-the-job training, accumulate exi^loyih^it ̂ kiEsi tod ac-
quire t^l-worid workexperience.

The economic rationale for this program is threefold* First,
employers may be reluctant to provide training in skills that
can be utilized in a wide variety of employment applications
because, if the employee leaves the firm soon thereafter, the
firm will fail to recoup the cost of its investment. Since the ac-
cumulation of employment skills is socially desirable, it may be
economically efficient for the government to finance part of this
training.

Second, the decline in Federal revenue sharing has reduced
the intergovernmental resources available to State and local
governments. These levels of government often know best what
services their residents need most. Accordingly, the National
Service program provides in-kind resources (labor services) to
precisely those types of public and nonprofit organizations best
able to determine what services are required.

Third, the National Service program provides all Americans
the opportunity to undertake community service positions by
relaxing the tradeoff that workers often face between current
compensation and the richness of an employment experience.
The program ensures that valuable but low-paid public service
positions will not be the province of the wealthy.

The National Service program is funded through an initial
appropriation of $300 million over previous funding for related
programs. This is scheduled to rise to $500 million in 1995 and
$700 million in 1996. At these funding levels, it is expected
that the program will be able to support approximately 20,000
participants in 1994 and about 100,000 participants over the
3-year period covered by the legislation.

A variety of evidence indicates that there has been
underinvestment. First, while the statistical evidence is not un-
equivocal, the weight of it points to handsome rates of return on
well-planned investments in public infrastructure. Second, esti-
mated benefit-cost ratios on specific infrastructure projects are
often quite high. Third, the ratio of public to private capital has
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fallen markedly since the 1960s (Chart 1-9). Unless the data are
grossly misleading, the principle of diminishing marginal returns
leaves only two possible conclusions: Either America was
overinvested in public capital in the early 1970s, or it is
underinvested today.

Chart 1-9 Ratio of Public to Private Net Nonresidential Capital Stock
The ratio of public to private capital stock declined steadily and markedly
in the 1970s and 1980s.
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Note: Public capital stock is defined as Federal and State and local net stock, excluding military capital.
Source: Department of Commerce.

Finally, there is the evidence of the senses: America's roads and
bridges are badly in need of repair, a number of our airports are
overcrowded, and our sewage treatment facilities are overburdened.
To many thoughtful observers, America's public infrastructure is
simply not commensurate with our bounteous private wealth.

INVESTING IN TECHNOLOGY

But physical capital is not the only determinant of productivity,
nor even the most important. Over long periods of time, rising pro-
ductivity and hence advances in living standards depend on the up-
ward march of technology. Indeed, studies of long-term economic
growth attribute a large share of growth to improvements in know-
how (Table 1-7). The history of progress in the industrial world is
working smarter, not working harder.
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TABLE 1-7.—Sources of U.S. Economic Growth
[Average annual percent change]

Source
1947
to

1973

1.01

1.45

1.63

-.14

3.94

1973
to

1992

0.88

1.07

.40

-.04

2.30

Labor inputs

Capital inputs

Total factor productivity (technological change)

Adjustment from nonfarm business output to GDP

TOTAL (GDP growth)

Note.—Labor and capital inputs are measured for the nonfarm business sector.
Detail may not add to totals because of rounding.
Sources: Council of Economic Advisers, Department of Commerce, and Department of Labor.

Technological change does not come for free. Technology ad-
vances because scientists and engineers working in laboratories
and on shop floors make new discoveries. And research is expen-
sive.

Since the dawn of the industrial revolution, alarmists have ar-
gued that technology and automation threaten jobs. Such claims
are still heard today. But history shows that they have never been
right in the past and suggests that they are wrong again. Time
after time, in epoch after epoch and country after country, techno-
logical advance has produced higher wages and living standards,
not mass unemployment. That is exactly what we expect to happen
again in the 21st century. And the government should be helping
this process along—facilitating growth and change, not impeding it.

While the bulk of research and development (R&D) must and
should be done by private industry, support for basic and generic
research has long been recognized as a legitimate function of gov-
ernment because of informational externalities. New technology is
expensive to discover but cheap to disseminate. So what one com-
pany learns passes quickly to others, making it impossible for the
innovator to capture all the returns from its discovery. In fact, esti-
mates find that innovating businesses capture less than half of the
social returns to their R&D. Furthermore, estimated social rates of
return on R&D range as high as 50 to 100 percent, suggesting that
there is systematic underinvestment.

For this reason, the Administration asked the Congress to extend
the research and experimentation tax credit, which was done in
OBRA93. For the same reason, the Administration is increasing
funding for research partnerships with industry, such as the Ad-
vanced Technology Program, and adding dozens of new manufac-
turing extension centers. Each of these initiatives and others are
designed to speed the pace at which precompetitive technologies
are invented and disseminated. Once that stage is passed, the mar-
ket mechanism should and will take over. (Chapter 5 has more de-
tails on the Administration's technology policy.)
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The development and deployment of new technology have long
been of interest to the government. But technology policy is espe-
cially critical in a period of large-scale defense cutbacks, because
more than half of total Federal support for R&D has traditionally
been related to national defense. With less need for research on
weaponry, the Federal Government must now make a choice. Will
we reduce total research support, or will we shift the research dol-
lars into civilian technologies? The President believes that the lat-
ter is the wiser course, which is why the Administration is
reorienting the research capabilities of the Defense Department
and the national laboratories toward R&D partnerships with indus-
try.

Technology surely creates the wave of the future. America must
be on the crest of that wave—with the technology, capital, and
skilled work force needed to take advantage of tomorrow's economy.

TRADE POLICY AND LIVING STANDARDS

This Administration's policies toward private physical capital,
human capital, public infrastructure, and technology all share a
common objective: to raise the living standards of American fami-
lies. Trade policy is yet another means toward that same end. This
Administration vigorously supported the North American Free
Trade Agreement (NAFTA), worked hard to complete the Uruguay
Round of the General Agreement on Tariffs and Trade (GATT),
streamlined the Nation's export promotion programs and eased re-
strictions on exports, and is striving to open the Japanese market
through bilateral negotiations, all for the same reason—to open
markets and boost American exports. (Chapter 6 contains more de-
tails on the Administration's trade policy.) The emphasis on trade
expansion is, in turn, driven by two simple facts.

First, Americans now live in an increasingly integrated world
economy and must therefore become increasingly outward-looking
to stay on top. There is simply no way to close America's borders
and return to the insular days of the 1950s and 1960s. Trying to
do so would be an exercise in futility, doomed not only to fail but
to lower living standards in the process. International competition
through trade has long been a powerful engine of change and
progress—for America and for the world. We must not let that en-
gine idle. Instead, we must use it to power America up the tech-
nology ladder—by moving our workers into the jobs of the future,
not keeping them mired in the jobs of the past. In the President's
words, we must "compete, not retreat."

Second, jobs in export industries pay wages that are about 22
percent above the economy-wide average, according to the Council's
latest estimates. The implication is that, if the Administration suc-
ceeds in shifting the composition of GDP toward more exports, we
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will automatically shift the composition of American employment
toward better paying jobs. No government program or central direc-
tion is needed to accomplish this. The market will do the work for
us.

Trade expansion is sometimes inaccurately characterized as "ex-
porting jobs." Nothing could be further from the truth. A more ac-
curate description is that international trade and investment lead
low-skill, low-paid jobs that would inevitably migrate to poorer
countries to go there in exchange for high-skill, better-paying jobs
in the United States. American companies that compete success-
fully both at home and in foreign markets offer the best job oppor-
tunities for their workers. The history of capitalism throughout the
world shows that companies and industries sheltered from the
winds of competition tend to stagnate.

This Administration's focus on exports does not signal a revival
of mercantilism. Rather, it reflects a belief that America's export
promotion efforts have lagged behind those of other countries and
that our markets are already among the most open in the world.
The Administration fully expects trade liberalization—such as
through NAFTA and the Uruguay Round of GATT—to raise both
U.S. exports and U.S. imports. And we welcome both.
The North American Free Trade Agreement

Indeed, the recently ratified NAFTA illustrates the basic goals of
Administration trade policy extremely well. NAFTA should boost
trade with Mexico in both directions. In consequence, economic re-
sources will be allocated more efficiently on both sides of the bor-
der. Inevitably, some American industries will therefore contract
while others expand. Supported by the overwhelming preponder-
ance of scholarly evidence, the Administration believes that
NAFTA will lead to net job creation in the United States.

Equally important is the composition of those jobs, however. The
new jobs that will arise in the United States will, on average, pay
higher wages than the jobs that migrate south. It would be surpris-
ing indeed if anything else happened when a low-wage country and
a high-wage country reduced trade barriers. In addition, the lower
tariffs and reduced trade barriers from NAFTA will reduce prices
for a variety of goods that American families buy. Together, the
shift in the composition of employment toward higher paid jobs and
the reduction in prices lead to a clear conclusion: NAFTA will raise
the standard of living of the average American family—and the av-
erage Mexican family as well.

The Uruguay Round of GATT
The recently completed Uruguay Round of GATT was a land-

mark achievement for the entire world trading system. It literally
rewrites the rules of trade for the start of the next century.
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Earlier rounds of GATT talks had focused almost exclusively on
tariff reductions. The market access component of the Uruguay
Round continues this tradition by reducing tariffs on literally thou-
sands of manufactured goods—by more than one-third on average.
Such tariff reductions should be a tonic for world trade and growth,
just as they have been in the past, and should increase specializa-
tion and economic efficiency around the globe. As usual, producers
will gain from bigger markets and consumers will gain from lower
prices.

But the most remarkable achievements of the Uruguay Round
are to be found elsewhere. For the first time, trade in agricultural
commodities has been brought under GATT—a goal that had elud-
ed trade negotiators for decades. When fully effective, the agree-
ment will reduce agricultural export subsidies by 21 percent in vol-
ume and 36 percent in value, saving taxpayers and consumers in
many countries billions of dollars. Trade in agricultural goods will
also be liberalized by reducing tariffs on certain commodities (like
beef and fruits and vegetables), partially opening markets that
were previously closed (like rice in Japan and the Republic of
Korea), and prohibiting certain food "safety" measures that were
really disguised trade barriers. America's farmers, consumers, and
taxpayers all stand to gain handsomely from this agreement.

In addition, for the first time GATT disciplines have been ex-
tended to a variety of service industries. This achievement of the
Uruguay Round is a vitally important precedent for the United
States for two reasons. One is that production patterns both here
and elsewhere have been shifting and will continue to shift toward
services. The other is that the United States seems to have a
strong comparative advantage in many service industries; in fact,
our trade surplus in services is already three times larger than our
trade surplus in agriculture.

The United States did not succeed in bringing all services into
the agreement, and will continue to press for trade liberalization
in sectors that were left out of the Uruguay Round. But the gains
were still significant: Trade rules in such important industries as
accounting, consulting, construction, and telecommunications will
now require that foreign countries grant the same treatment to
American firms operating abroad as they do to their own compa-
nies.

Finally, the path-breaking agreement will provide much stronger
protection for a range of intellectual property rights including pat-
ents, copyrights, trademarks, and trade secrets. Since the United
States is the home of so much commercial innovation, we will reap
large gains from the agreement. Among the biggest industrial win-
ners are software, Pharmaceuticals, and biotechnology.
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In sum, the Council estimates that the various provisions of the
Uruguay Round, once fully phased in after a decade, will increase
U.S. GDP by at least IV2 percent by raising real wages, lowering
consumer prices, and protecting our national property rights.

HEALTH CARE REFORM

Successful health care reform will accomplish many things. Per-
haps primary among them is health security for all Americans—a
precious commodity that too many of our citizens have been denied
for too long. In today's United States, workers who lose their jobs
often lose their health insurance, too. Other people and businesses
lose their coverage because a family member or employee becomes
ill and incurs large medical bills. Still other people are afraid to
take jobs that would lift them out of welfare because they cannot
risk losing medicaid coverage. In total, nearly 39 million Americans
lack health insurance, millions more are inadequately covered, and
tens of millions live in fear of losing the coverage they have. Few
people in other industrialized countries face such insecurity.

Under the President's health care reform proposal, which is de-
scribed in detail in Chapter 4, none of this would ever happen
again. Americans would know that their health insurance would
never lapse, whether they changed jobs, moved, quit to start a new
business, or had the misfortune of serious illness in the family.
When effective health care reform is enacted, one of the major
sources of economic insecurity facing Americans today will have
been removed.

Health care reform is also fundamental to long-run budget con-
trol. It is often said that the fastest growing part of the budget is
"entitlements." But the fastest growing part of the entitlement
budget by far is health care spending (Chart 1-10). As the Presi-
dent has repeatedly emphasized, controlling the costs of medical
care is the key to controlling entitlements, and therefore to long-
run deficit reduction.

But health care reform will accomplish more than just budget
control and security. The Administration also sees it as a route to
higher standards of living.

For years, the rising cost of health care has forced a shift in the
composition of the typical pay packet away from wages and salaries
toward fringe benefits, especially health insurance. Chart 1-11
shows that the share of health benefits in total labor compensation
rose from 1.8 percent in 1960 to 8.5 percent in 1992. Correspond-
ingly, the share of cash wages fell. In absolute terms, in fact, real
wages and salaries have barely increased in 20 years. Almost all
the gains in compensation have been taken as fringe benefits. This
means that working men and women have, for the most part, paid
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Chart 1-10 Projected Real Growth Rates of Principal Federal Budget Components
From fiscal 1994 to fiscal 1998, health care spending is projected to grow four times as
rapidly as any other major component.

Average annual percent change

10

Defense Nondefense Other Net Social Health
Discretionary Entitlements Interest Security Entitlements

Source: Office of Management and Budget.

for their escalating health costs by taking home lower wages than
they would have otherwise.

We can arrest this process only by containing medical costs. The
President's health care reform is designed to do precisely that by
making the market more competitive and making both consumers
and providers more cost conscious. On the assumption that the fu-
ture will look like the past, the Administration expects most of the
benefits from effective health care cost containment to redound to
working Americans in the form of higher take-home pay.

SUMMARY: PROSPERITY AND CHANGE

All of the policy initiatives described here—from deficit reduc-
tion, to public investments (both human and physical), to trade ex-
pansion, to health care—share a common goal: raising the standard
of living of average American families. But all of them also require
change, sometimes wrenching change. Deficit reduction required a
host of painful changes in government programs and some in-
creased taxes. Lifelong learning requires changes in the way we
view education. Freer trade and export expansion mean that some
jobs will disappear so that more and better jobs can be created.
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Chart 1 -11 Shares of Wages and Benefits in Compensation
Most of the decline in the wage share of total compensation has gone to
increased health benefits.
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And health care reform requires nothing less than a major over-
haul of one-seventh of our economy.

None of this will be quick or easy. Real change rarely is. But, in
truth, we have no choice, for standing still is not an option that
history allows. The secret to economic success is making change
our friend, not our enemy—coming to view change as the oppor-
tunity for advancement that it is, not as the threat that it some-
times appears to be.

CREATING OPPORTUNITY

Our focus on raising the standard of living of middle-class Ameri-
cans must not blind us to the fact that some of our fellow citizens
have not managed to attain a middle-class living standard. And
change is especially threatening to those at the bottom of the eco-
nomic ladder.

When money incomes are corrected for purchasing power, Amer-
ica is the richest of the world's major nations in terms of per capita
income. But a nagging poverty problem remains in this land of
plenty. Millions of Americans have little or no earning power and
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are therefore on the public dole. Millions more work but do not
earn enough to support their families. Two key policy initiatives
enacted in 1993, the expansion of the earned income tax credit and
the introduction of empowerment zones, were designed to help low-
income workers by making work pay.

The earned income tax credit (EITC) provides needy families
with both income support and greater rewards for working (Box 1-
6). In part, the credit offsets income taxes that low-income working
families would otherwise have to pay. But the credit is also refund-
able, meaning that if a family's credit exceeds its tax liability, the
Internal Revenue Service sends a check for the difference. As part
of OBRA93, the EITC was increased substantially, both by making
payments more generous and by extending the credit to more fami-
lies.

Box 1-6.—How Does the Earned Income Tax Credit Work?
The earned income tax credit is often thought of as a type

of negative income tax, but in fact it is more complicated than
that. The EITC has three ranges: a "credit range*" in which it
functions like a wage subsidy, a "plateau" in which it has no
marginal effect, and a "phaseout" range in which the credit is
paid back as earnings rise (Chart 1-12).

To illustrate, when the increases enacted in 1993 are fully
effective (in 1996), the credit will work as follows for a family
with two or more children. (Less generous schedules apply to
one-child and childless families.) As earnings rise from zero to
$8,425 (all dollar figures are in 1994 dollars), the EITC will
provide a 40-percent wage subsidy, so that each $100 of addi-
tional earnings will net the family $140. The maximum credit
is $3,370, which is therefore reached when earnings hit $8,425.
The credit will then be constant as earnings rise from $8,425
to $11,000. Beyond $11,000, however, the family's tax credit is
reduced 21 cents for each extra dollar earned. Benefits are
thus exhausted when earnings reach $27,000.

Clearly, the EITC provides a marginal work incentive in the
credit range (unlike a negative income tax), a marginal dis-
incentive in the phaseout range, and neither in the plateau.
However, to the extent that labor supply decisions involve
whether or not to work, rather than how many hours to work,
the credit provides a positive work incentive to all recipients.

As a first step toward welfare reform, the EITC has many vir-
tues. It will lift many families with children out of poverty. It
provides positive work incentives for many of the lowest-paid em-
ployees in our society. It is better targeted on the low-income popu-
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lation than is, say, an increase in the minimum wage, because min-
imum-wage workers are found in all family-income brackets. It is
simple to administer, requiring no special bureaucracy. And, fi-
nally, it apparently reaches a larger fraction of the eligible recipi-
ents than is typical of other income-support programs, perhaps be-
cause it is easy to claim and carries no stigma.

Chart 1-12 Earned Income Tax Credit for Families with Two or More Children
The expanded earned income tax credit will substantially increase the credit
for eligible families.
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The goal of the innovative empowerment zone program is to
strengthen business activity in certain geographic areas that are
extremely depressed, so that synergies from concentrated economic
activity can help revive these areas. The program's main tax incen-
tive is a 20-percent tax credit for wages up to $15,000 per year paid
by a zone business to a zone resident. This should be a powerful
incentive to create jobs in the zones. In addition, a variety of regu-
latory waivers may be granted to give communities greater flexibil-
ity, and several Federal agencies will direct spending toward the
zones.

Beginning this year, nine empowerment zones, six urban and
three rural, will be selected by a competitive process that should
encourage both imaginative thinking and private-public partner-
ships. In addition, 95 other neighborhoods will be designated enter-
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prise communities and be granted smaller benefits than the zones
while sharing the relaxed regulatory environment. The program
will be carefully monitored and evaluated over a 10-year period,
during which time we should learn a great deal about what works
and what does not.

No American should think that programs like empowerment
zones, the EITC, and welfare reform serve only the poor. Every citi-
zen benefits when the welfare rolls are reduced, when low-income
families earn more, when blighted neighborhoods come to life, and
when city streets once again become safe. We are, after all, one Na-
tion.

SUMMARY

An economic strategy based on long-run investments, as ours is,
will not bear fruit overnight. It takes time to see tangible results
and patience to wait for them. The important thing is to get started
down the right path—and soon. The Administration believes that
1993 marked a turning point in that regard. Recovery firmly took
hold in 1993, and prospects for sustained economic expansion look
far brighter now than they did a year ago. The long-run deficit
problem, while not completely solved, looks far less threatening
than it did then. The Congress has begun to fund the President's
ambitious investment agenda—including infrastructure, human
capital, technology, and environmental preservation. Two historic
trade agreements whose negotiations began years ago—NAFTA
and the Uruguay Round of GATT—were brought to a successful
conclusion. And the stage has been set for a much-needed national
debate on health care reform in 1994. All of these accomplishments
set in place the foundation for a more prosperous America.
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