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CHAPTER 1

Implementing a National Economic
Strategy

BY MOST STANDARD MACROECONOMIC INDICATORS, the
performance of the U.S. economy in 1994 was, in a word, outstand-
ing. The economy has not enjoyed such a healthy expansion of
strong growth and modest inflation in more than a generation.

Growth in 1994 was robust, fueled by strong investment spend-
ing. Nonfarm payroll employment grew by 3.5 million jobs, the
largest annual increase in a decade, and the unemployment rate
fell by more than a full percentage point, to 5.4 percent. Buoyed by
improving job prospects and growing incomes, consumer sentiment
hit a 5-year high, and retail sales expanded at their fastest pace
in a decade. Yet despite growing demand both at home and abroad,
inflation remained modest and stable. The core rate of consumer
price inflation (which removes the effects of volatile food and en-
ergy prices) registered its smallest increase in 28 years. And the
Federal deficit declined by more than $50 billion, as the ratio of
Federal discretionary spending to gross domestic product (GDP) fell
to its lowest level in 30 years.

The economy’s performance in 1994 is even more remarkable
when viewed against the backdrop of the economic challenges con-
fronting the Nation around the time this Administration took of-
fice. Then the economy seemed mired in a slow and erratic recovery
from the 1990–91 recession, business and consumer confidence was
low, and the unemployment rate was over 7 percent. Between 1989
and 1992 the Federal deficit had jumped by $137.9 billion, to 4.9
percent of GDP, and even larger deficits were looming on the hori-
zon. To make matters worse, the problems of anemic recovery and
mounting deficits were superimposed on some disturbing long-term
trends: a 20-year slowdown in productivity growth, a 20-year stag-
nation in real median family incomes, and a 20-year decline in real
compensation levels for many American workers. For an increasing
number of these workers and their families, the dream of rising in-
comes and prosperity appeared to be fading away under the pres-
sures of rapid technological shifts and a changing global economy.

This Administration moved quickly and decisively to improve the
economic situation, and the turnaround in macroeconomic perform-
ance has been dramatic. The deficit has declined sharply, the econ-
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omy has grown at a more rapid and even pace, and more and more
Americans are participating in the Nation’s economic expansion. At
the same time, the Administration has acted to help reverse the
long-term trends that continue to depress the incomes of many
Americans. That, however, will take time: problems that were 20
years in the making cannot be solved in the course of 2 years. But
the Administration’s economic policies have begun to move the Na-
tion in the direction necessary to again place the American dream
within the grasp of all Americans.

This chapter describes the Administration’s strategy for reviving
economic growth and job creation, preparing American workers for
the challenges and opportunities of changing technology and a glob-
al economy, opening foreign markets, and restructuring the Federal
Government for greater efficiency and effectiveness. The chapter
also provides an overview of three major policy initiatives—middle-
class tax relief, welfare reform, and health care reform—that the
Administration plans for the coming year. The remaining chapters
of this Report examine both the accomplishments of the past year
and the outlook for the future in greater detail.

THE ADMINISTRATION’S ECONOMIC STRATEGY: A
MIDTERM REPORT

This Administration entered office at a time of sluggish economic
recovery, mounting fiscal deficits, disappointing income growth,
and growing income inequality and poverty. The first challenge was
to get the Nation’s fiscal house in order after more than a decade
of fiscal profligacy. One of the most fundamental lessons of eco-
nomic history is that sustained economic expansion depends on
sound fiscal foundations. Therefore the linchpin of the Administra-
tion’s economic strategy was and remains a deficit reduction plan
that is balanced and gradual, yet large enough to be credible and
to have a significant and sustained effect on the course of the defi-
cit over time.

A second defining component of the strategy is a set of policies
to help American workers and businesses realize the opportunities
that flow from rapid changes in technology and an increasingly
global economy. The common theme of these policies is investment,
public and private: on the public side, a shift in government spend-
ing away from current consumption and toward investment in chil-
dren, education and training, science and technology, and infra-
structure; on the private side, tax incentives to encourage invest-
ment by businesses and individuals in physical, scientific, and
human resources. A logical implication of these policies is that gov-
ernment must not only spend less—it must also spend better, by
focusing more of its resources on the Nation’s future.
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Chart 1-1
Between 1973 and 1993, the share of money income received by the 20 percent

   Share of Aggregate Family Income by Quintile

Source: Department of Commerce.

with the highest incomes rose substantially.  The shares for all other quintiles
 of families

 fell.

A third component of the Administration’s economic strategy is
tax relief for working families who have seen their incomes stag-
nate or decline over the past 15 to 20 years. The dimensions of the
family income problem are compelling. The real median family in-
come in 1993, the last year for which complete data are available,
was virtually unchanged from what it had been in 1973, despite
the fact that during the intervening 20 years real output had in-
creased by 57 percent.

The stagnation of real median family income has been accom-
panied by an equally disturbing trend of increasing income inequal-
ity. In contrast to the years from 1950 to 1973, when average real
family incomes increased across the entire income distribution, be-
tween 1973 and 1993 the share of total family income declined for
the lower 80 percent of the income distribution (Chart 1–1). Mean-
while, at the bottom of the income distribution, the number of
Americans living in poverty hit a 30-year high in 1993 of 39.3 mil-
lion, 40 percent of them children.

Although not all of the forces behind the rise in income inequal-
ity are understood, most economists agree that changes in tech-
nology that have reduced the demand for workers with relatively
low levels of skill and education have played a major role. This in-
sight lies behind the Administration’s efforts to help Americans at-
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tain the skills and training they need for today’s high-paying jobs
through changes in both government spending priorities and tax
policies.

The Administration’s first response to the dwindling income pros-
pects of many working Americans took the form of a substantial ex-
pansion of the earned income tax credit (EITC). The EITC expan-
sion, included in the Omnibus Budget Reconciliation Act of 1993
(OBRA93), increased the after-tax incomes of over 15 million Amer-
ican workers and their families. The EITC is a refundable tax cred-
it that provides a bonus to eligible low-income workers—a bonus
that can amount to over $3,000 a year for a family with two chil-
dren. Through the EITC these workers may realize after-tax in-
comes well in excess of their wages.

At the end of 1994 the President proposed a package of addi-
tional tax cuts that will extend tax relief to middle-class American
families, to help them meet the costs of raising their children, ac-
quire more education and training, and save for a variety of pur-
poses. These proposed tax cuts reflect the much-improved outlook
for the fiscal deficit, which allows the President to deliver on his
campaign promise of tax relief for the middle class.

The Federal Government, too, must respond to the demands of
economic change. That is why a fourth component of the Adminis-
tration’s economic strategy is to reinvent the Federal Government
itself, so that it works better, costs less, and sheds functions that
are no longer needed in today’s economy or are better performed
by either State and local governments or the private sector. The
savings that can be realized by eliminating some existing programs
and rationalizing and improving others are essential to achieving
the goals of deficit reduction, tax relief to working families, and a
shift in the balance of Federal spending toward more investment.

Finally, the Administration has linked its ambitious domestic
economic strategy to an equally ambitious foreign economic strat-
egy based on promoting global trade liberalization. During the last
decade trade has become an increasingly important source of high-
wage jobs for American workers. Recognizing this reality, the Ad-
ministration has wedded policies to make Americans more produc-
tive with policies to improve their access to expanding inter-
national markets on more equitable terms.

TOWARD FULL EMPLOYMENT WITH FISCAL
RESPONSIBILITY

In early 1993, the Administration faced the challenge of ensuring
that the economic recovery from the 1990–91 recession would gain
strength and return the economy to full utilization of its resources.
At the same time it was vital that this be accomplished in a sound
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and balanced way, to avoid an acceleration of inflationary pres-
sures. As the preceding discussion indicates and as Chapter 2 de-
lineates in greater detail, this challenge was met in 1994.

In part as a result of the Administration’s 1993 budget package,
the Nation’s fiscal environment today is sounder than it was during
the preceding 14 years. Federal Government purchases of goods
and services declined in real terms, and the Federal deficit in fiscal
1994 was more than $50 billion lower than in fiscal 1993 and about
$100 billion lower than what had been forecast before the enact-
ment of OBRA93. Excluding interest payments on the debt in-
curred by previous Administrations, the Federal budget in fiscal
1994 was essentially balanced, and the Federal debt outstanding,
which had nearly quadrupled between 1981 and 1992, had begun
to stabilize relative to the size of the economy. Moreover, as Charts
1–2 and 1–3 indicate, the Administration’s deficit reduction meas-
ures—along with welcome slowdowns in projected medicare and
medicaid spending—have significantly improved the long-run defi-
cit and debt outlook.

Chart 1–2 shows the Federal deficit as a percentage of GDP for
fiscal 1993–98 as projected in April 1993, prior to the passage of
OBRA93. The deficit was then expected to be around 5.0 percent
of GDP in 1993, falling to a low of 4.1 percent in 1996 before rising
again to 4.9 percent of GDP by 1998. The chart contrasts these
gloomy predictions with the actual deficits for 1993 and 1994 and
the projected deficits for 1995–2000 based on OBRA93, the Admin-
istration’s fiscal 1996 budget proposal, and its current economic
forecast. The actual deficit in 1993 was only 4.1 percent of GDP,
thanks to the stronger than expected economic recovery and lower
than expected interest rates. In 1994 the deficit fell to $203.2 bil-
lion, or 3.1 percent of GDP, and in 1998 it is slated to fall to 2.4
percent of GDP, the lowest level since 1979. Over the entire 1994–
2000 period the deficit is forecast to average about 2.5 percent of
GDP, well below the levels that would have been reached in the ab-
sence of OBRA93 and nearly 2 percentage points less than the
1982–93 average of 4.4 percent. Chart 1–3 shows that the debt-
GDP ratio is also expected to be stable through the end of the dec-
ade.

The effects of the Administration’s budget plan on economic per-
formance were in line with its predictions—and completely at odds
with the gloomy prognostications of its critics. A dramatic decline
in long-term interest rates in 1993, occasioned in part by market
expectations of a significant long-term reduction in government
borrowing needs, fostered strong growth in interest-sensitive in-
vestment and consumption spending. As business expectations im-
proved, new job creation picked up pace, and the growth in incomes
in turn reinforced consumer spending, creating the kind of virtuous
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Budget deficits would have remained quite large relative to the size of the

   Federal Budget Deficits With and Without Deficit Reduction

Source: Office of Management and Budget.
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Federal indebtedness as a percent of GDP is expected to remain approximately

   Publicly Held Federal Debt With and Without Deficit Reduction

Source: Office of Management and Budget.
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cycle of employment, income, and spending growth that is the hall-
mark of periods of robust expansion. The acceleration of growth
around the world, coupled with the Administration’s strong leader-
ship in expanding world trade, added to the momentum by encour-
aging American companies to invest in greater capacity to serve
growing global markets.

As the economy expanded, the Federal Reserve raised interest
rates several times, tightening the stance of monetary policy in an
effort to prevent inflation from accelerating. The increase in short-
term interest rates resulting from Federal Reserve actions was sub-
stantial. Long-term rates also increased significantly during the
year, and the flattening of the yield curve (which plots rates of in-
terest for debt of all maturities prevailing at a given time) that
most economic forecasters had predicted failed to materialize. Al-
though the causes of the rise in long-term rates continue to be de-
bated, the analysis in Chapter 2 suggests that it was largely the
result of a strong economy and reflected an increase in the demand
for capital, as businesses and households increased their borrowing
to invest in durable goods and structures both at home and around
the world. Despite this increase, however, long-term interest rates
remained lower than they would have been if the government’s vo-
racious borrowing needs had not been curbed by the enactment of
the Administration’s deficit reduction program.

ENHANCING THE ECONOMY’S LONG-RUN
GROWTH POTENTIAL

Chapter 3 analyzes the sources of long-term growth in the econ-
omy and confirms a simple but powerful proposition: the rate of
growth of productivity is the most important determinant of how
fast the economy can grow and how much living standards can rise
over time. What happens when productivity growth slows? Chart
1–4 shows that growth in both real compensation per hour and real
median family income slowed markedly in the early 1970s. This is
precisely the period when productivity growth also slowed, from an
annual average rate of 3.1 percent between 1947 and 1973 to an
average of just 1.1 percent in the two decades since. This slowdown
shows up not only in the economic statistics, but also in the lives
of many Americans who know that they are working harder for
less. (Productivity growth is measured here using fixed-weight
data. An alternative measure using chain-weighted data is pre-
sented in Chapter 3. See Box 3–1 for a more detailed discussion.
Although the two measures differ somewhat, both show a similar
post-1972 slowdown in productivity growth.)

Although economists do not completely understand all the deter-
minants of productivity growth, it is known that increases in phys-
ical, human, and technological capital play a key role. This insight
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Productivity, real income, and real hourly compensation all slowed  markedly

Note: Compensation is deflated by the implicit price deflator.
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has shaped the Administration’s economic strategy from the begin-
ning. The link between real productivity growth and the rate of in-
vestment in the Nation’s capital stock is straightforward: invest-
ment in physical capital and new technology equips workers with
more and better capital; workers so equipped are more productive.
Investment in skills and training also adds to productivity by al-
lowing workers to utilize physical capital more effectively. And
more-productive workers tend to earn higher real wages. Few prop-
ositions in economics are as well documented as these or command
as much support among professional economists, whatever their po-
litical persuasion.

DEFICIT REDUCTION AND INVESTMENT

A primary economic reason for reducing the Federal deficit is to
increase national saving, in the expectation that increased saving
will in turn increase national investment in physical capital (Box
1–1). As Chart 1–5 shows, investment rates and productivity
growth rates correlate highly across countries. National saving
rates and national investment rates also correlate highly across
countries, despite the increasing globalization of world financial
markets. The implication is that increased national saving should
be associated with increased productivity.
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Box 1–1.—The Economic Rationales for Deficit Reduction

Perhaps the most important reason for reducing the Federal
budget deficit is to increase national saving. A higher rate of
saving cuts the cost and increases the availability of capital for
private borrowers and reduces the need for the United States
to borrow from the rest of the world. The personal saving rate
in the United States has been too low to cover both private in-
vestment needs and the combined borrowing needs of all levels
of government. As a result, the Nation has borrowed massively
from the rest of the world, running a persistent surplus in its
international capital account. Since the capital and current ac-
counts must balance under floating exchange rates, the mirror
image of this capital account surplus has been an equally large
current account deficit.

Demographics are likely to exacerbate the problem of insuffi-
cient national saving in the first half of the next century. As
the U.S. population ages, the payment of federally sponsored
retirement and health benefits will place increasing burdens on
the budget. Absent an increase in private saving, larger gov-
ernment deficits will mean diminished resources for private in-
vestment and a further increase in borrowing from the rest of
the world. However, since many countries will be facing similar
demographic pressures, the United States is likely to find itself
competing with them for worldwide saving to cover its borrow-
ing needs.

A second reason for reducing the deficit is to reduce the debt
burden that the present generation will bequeath to future
generations. Gross Federal debt per capita—a debt that every
American is saddled with at birth—is approaching $20,000.
This legacy of debt is a real concern, yet it is important not to
overstate the problem or to use it as an excuse to skimp on
public investment. We also bequeath to future generations a
stock of physical capital—highways, airports, and the like—as
well as a stock of human capital and technological knowledge.
Because these add importantly to future generations’ produc-
tivity and well-being, these assets will somewhat reduce their
debt burden.

A third reason is that a large deficit hamstrings discre-
tionary fiscal policy as a tool of macroeconomic stabilization. In
the presence of a looming deficit, it is difficult for the Federal
Government to respond to cyclical slowdowns by cutting taxes
or increasing spending. A gradual policy of reducing deficits
can build a cushion in case the Federal Government needs to
engage in countercyclical fiscal policy sometime in the future.
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According to this reasoning, deficit reduction is not an end in it-
self but a means to the end of greater national investment and
higher living standards. This logic has three important corollaries.

First, bringing the Federal deficit down is only one step toward
a more productive and prosperous future. That is why, in addition
to measures to reduce the deficit, the Administration’s 1993 budget
package contained several new proposals to encourage private in-
vestment, including an increase in the amount of equipment that
small businesses may deduct immediately in computing their in-
come tax liability, a targeted reduction in capital gains tax rates
on long-term equity investments in certain small businesses, and
needed public investments. The President’s 1996 budget plan
builds on these priorities, holding the line on the deficit, cutting
outdated government programs while investing in new and existing
ones, and offering a package of new middle-class tax incentives.

Second, squeezing worthwhile public investments out of the
budget is the wrong way to reduce the deficit. America needs more
of both public and private investment, not a swap of one for the
other. That is why the Administration seeks not only to constrain
total government spending but also to reorient it more toward the
future. Between fiscal 1993 and fiscal 1996, overall discretionary
government spending is expected to remain nearly unchanged in
nominal terms (and fall by more than 6 percent in real terms). At
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the same time, discretionary spending on the Administration’s pub-
lic investment programs in such vital areas as education and train-
ing, technology support, public health, and infrastructure increases
by over $24 billion. Over this short time period, investment pro-
grams will increase from 11.5 percent to 15.5 percent of total dis-
cretionary spending.

Third, because deficit reduction—whether accomplished through
increases in revenues or decreases in spending—has a direct
contractionary effect on aggregate spending, there are limits to the
amount of deficit reduction the economy can be expected to with-
stand within a short period without endangering economic growth.
Over the long run, deficit reduction makes room for additional pri-
vate investment, but in the short run it depresses aggregate de-
mand and as a result can actually depress private investment. If
long-term interest rates do not decline sufficiently fast and far to
replace the aggregate demand lost through deficit reduction, eco-
nomic growth will slow, and this will discourage private invest-
ment. The policy challenge is to bring the deficit down gradually
and credibly, so as to increase national saving and investment, but
not so rapidly as to threaten continued economic expansion. This
challenge was met in 1994, and the Administration’s economic fore-
cast indicates that it will continue to be met through the remainder
of this decade. The success to date in meeting this challenge is one
reason why the Administration opposes a balanced budget amend-
ment to the Constitution (Box 1–2).

INVESTING IN SKILLS AND EDUCATION

Education and training—investments in human capital—are a
wellspring of human progress, a basic foundation of the country’s
long-run growth potential and its long-run viability as a democracy,
and the ladder of opportunity for all of its citizens (Box 1–3). As
already noted and as analyzed in considerable detail in Chapter 5,
today’s high-paying job opportunities demand increasing levels of
education and training. In part as a result of rapid changes in tech-
nology and the global economy, the real average annual earnings
of male high school graduates declined by 15 percent between 1979
and 1992. In 1992 the annual average earnings of a male college
graduate were 64 percent higher than the average annual earnings
of a male high school graduate; in 1979 the difference had been
only 43 percent (Chart 1–6).

The Administration is embarked on an ambitious agenda to im-
prove the education and training prospects for all Americans, and
with support in the Congress it has achieved considerable success
on this agenda during the last 2 years. The Administration is com-
mitted to ensuring that at every stage of life—preschool, elemen-
tary school, secondary school, college, and in the work force—all
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Box 1–2.—The Shortcomings of a Balanced Budget Amendment

Continued progress on reducing the Federal budget deficit is
sound economics; a constitutional amendment requiring annual
balance of the Federal budget is not.

The fallacy in the logic of the balanced budget amendment
lies in the premise that the size of the Federal deficit is purely
the result of deliberate policy decisions. In reality, the pace of
economic activity also plays an important role. An economic
slowdown automatically depresses tax revenues and increases
government spending on such cyclically sensitive programs as
unemployment compensation and food stamps. As a result, the
deficit automatically worsens when the economy goes into re-
cessions, and these temporary increases in the deficit act as
‘‘automatic stabilizers,’’ quickly offsetting some of the reduction
in the purchasing power of the private sector.

A balanced budget amendment would throw the automatic
stabilizers into reverse. The Congress would be required to
raise taxes or cut spending programs in the face of a recession,
to counteract temporary increases in the deficit. Rather than
moderate the normal ups and downs of the business cycle, fis-
cal policy would be forced to aggravate them.

Under a balanced budget amendment, monetary policy would
become the only tool available to stabilize the economy. But
there are several reasons why the Federal Reserve on its own
would not be able to moderate the business cycle as well as it
can in concert with the automatic fiscal stabilizers. First, mon-
etary policy affects the economy only indirectly and with long
lags, making it difficult to time the desired effects with preci-
sion. Second, the Fed could become handcuffed in the event of
a major recession, its scope for action limited by the fact that
it can push short-term interest rates no lower than zero, and
probably not even that low in practice. Third, the more aggres-
sive interest rate movements required to limit the cyclical vari-
ability of output and employment could actually increase the
volatility of financial markets—something the Fed would prob-
ably try to avoid.

The role that fiscal policy can play in smoothing fluctuations
in the business cycle is one of the great discoveries of modern
economics. Unfortunately, the huge deficits inherited from the
last decade have made discretionary changes in fiscal policy in
response to the business cycle all but impossible. A balanced
budget amendment would eliminate the automatic stabilizers
as well, thus completely removing fiscal policy from the macro-
economic policy arsenal.
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Box 1–3.—The Relationship Between Poverty, Education, and
Earnings

Our core democratic values affirm that each individual
should have the opportunity to reach his or her full potential,
regardless of race or the income or educational attainment of
his or her parents. Yet numerous studies confirm that our Na-
tion today is far from reaching this ideal. That shortfall im-
poses great costs both on individual Americans and on the
country as a whole.

A recent study by a group of economists chaired by a Nobel
laureate and commissioned by the Children’s Defense Fund ex-
amined the effects of childhood poverty on an individual’s fu-
ture living standards. The study concluded that childhood pov-
erty itself, as distinct from such factors as family structure,
race, and parental education, has a significant adverse effect
on both the educational attainment and the future wages of
the Nation’s poor children. The study found that children who
experience poverty between the ages of 6 and 15 years are two
to three times more likely than those who are never poor to be-
come high school dropouts. Using years of schooling as a pre-
dictor of future hourly wages, the study concluded that just 1
year of poverty for the 14.6 million children and their families
in poverty in 1992 costs the economy somewhere between $36
billion and $177 billion in reduced future productivity and em-
ployment.

Significantly, one of the studies that the group examined
concluded that each $1 reduction in monthly assistance
through the aid to families with dependent children (AFDC)
program may reduce future output by between $0.92 and $1.51
(in present value terms) solely by reducing the educational at-
tainment and future productivity of the children who are
AFDC’s beneficiaries.

Americans have the opportunity to acquire the skills they need to
participate fully in today’s economy. Chapter 5 of this Report de-
scribes the major components of the Administration’s lifelong learn-
ing approach; we summarize them here.

Expanded support for Head Start—funding for which increased
by 45 percent between the fiscal 1993 and fiscal 1995 budgets—has
ensured that fewer disadvantaged children will have their opportu-
nities shut off even before they reach kindergarten. Goals 2000 has
put in place a national framework for school assessments to help
citizens throughout the country evaluate how well their local
schools are achieving basic educational goals. The School-to-Work
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The gap in earnings between college graduates and workers with less education

   Average Annual Earnings by Educational Attainment

Note: Data are for year-round, full-time workers 18 years old and older.

Source: Department of Commerce.
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transition program has provided support to States to develop part-
nerships between schools and businesses, to facilitate the process
of moving high school graduates into promising job opportunities or
further training and education.

Two innovative education programs developed by the Adminis-
tration during its first 2 years are AmeriCorps (the national service
program) and the income contingent student loan program. The
former provides Americans with the opportunity to participate in
community service projects while earning funds that can be used
to pay for college or other postsecondary education. The income
contingent student loan program both reduces the cost of student
loans, by making them directly available from the Federal Govern-
ment at more attractive rates than those offered by private sector
lenders, and makes loan repayment after college less burdensome
by allowing repayments to vary with the borrower’s postcollege in-
come. This program addresses one of the major capital market im-
perfections that discourages many Americans from attending col-
lege at a time when the returns to higher education have increased
dramatically.
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INVESTING IN SCIENCE AND TECHNOLOGY
As the analysis in Chapter 3 indicates, advances in scientific and

technological knowledge are another important determinant of
long-run productivity growth. Moreover, as the history of this and
other nations demonstrates, public investment has long played a
vital role in promoting scientific discovery and technological
change. At the heart of the dramatic improvements in agricultural
productivity in the United States over the last century have been
the research efforts conducted at federally supported land-grant
colleges and the rapid dissemination of their results to millions of
American farmers through the agricultural extension services sup-
ported by the Department of Agriculture. Similarly, Federal invest-
ments to promote research in public health, primarily through the
National Institutes of Health, have produced many commercially
successful new drugs, new treatment regimes, and innovative medi-
cal equipment, which are the foundations of America’s premier po-
sition in the global biotechnology and medical equipment indus-
tries.

Federally supported research during World War II and the cold
war promoted or accelerated the development of many new tech-
nologies for defense purposes—such as jet engines, computers, and
advanced materials—that eventually found widespread success in
commercial markets. One of the most successful computer-based in-
novations created by the Defense Department and adopted by the
private sector is the Internet, which began life as ARPANET, a
geographically distributed computer communications system de-
signed to link researchers located at universities around the coun-
try. Today tens of millions of people around the world are commu-
nicating via the Internet for business, educational, and recreational
purposes.

Most Federal investments in science and technology support the
realization of a particular national mission—for example, increas-
ing national security or enhancing public health. But economists
have long recognized that there is a powerful rationale for Federal
support to increase the general level of scientific investigation and
technological innovation. Markets shape the behavior of private
participants through incentives, but individuals and companies
may invest too little in research and development (R&D), because
market incentives do not reflect the full value to society of such in-
vestment. Significant economic gains from scientific discovery and
technological innovation may remain unexploited because markets
alone cannot guarantee that the innovator will capture all or even
most of the economic returns to innovation. This is particularly
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true of basic research, which increases the store of fundamental
knowledge that underlies most technological innovation. But it is
also true of many generic technologies, the benefits of which flow
quickly and in some cases automatically beyond the laboratory or
the factory floor where they were invented.

Empirical research tends to support these analytical arguments.
As Chapter 3 documents, the estimated annual social rate of return
to R&D spending can be as high as 50 percent, much higher than
the average estimated private rate of return of 20 to 30 percent.

This Administration has built on the strong bipartisan tradition
of Federal support for basic research and technological innovation.
Even as overall discretionary spending has remained approxi-
mately constant in nominal terms, Federal spending on science and
technology in this Administration has edged upward. Moreover, as
Chapter 4 discusses in greater detail, the Administration has intro-
duced several policy innovations to enhance the efficiency of Fed-
eral R&D support and to refocus it in ways that reflect tighter
budgetary constraints, the new national security environment, and
changing market conditions in high-technology industries.

REINVENTING GOVERNMENT

Through the Vice President’s National Performance Review
(NPR), the Administration has, from its inception, taken on the dif-
ficult but critical task of reinventing government.

When an organization in the private sector becomes unresponsive
to customers, encumbered by inflexible internal rules, saddled with
ineffective management, or unwilling to buy inputs or produce
goods and services at lowest cost, it will lose customers to rivals
offering lower prices, superior products, or better service. If the
firm’s customers do not force an improvement in organizational be-
havior, its shareholders may replace senior management directly or
do so indirectly by selling the company, or the company may simply
go out of business.

Public sector organizations, on the other hand, often lack a clear
and indisputable bottom line for their performance and are not
subject to the same remorseless pressures that force private firms
to function efficiently. The Office of Management and Budget,
along with relevant congressional committees, attempts to monitor
organizational performance within the Federal Government. But
systematic and thoroughgoing organizational improvement of how
the government functions requires strong leadership and the com-
mitment of the most senior executive branch officials—as has been
provided in this Administration through the NPR.

The NPR analyzed the characteristics of successful organizations
in both the public and the private sector. Four principles emerged
from this analysis as key to success: cutting red tape, putting cus-
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tomers first, empowering employees to get results, and getting back
to basics, which in the context of the Federal Government means
producing a government that ‘‘works better and costs less.’’ To im-
plement these principles throughout the Federal Government, the
NPR has sought ways to decentralize decisionmaking power within
agencies, to give Federal workers the tools they need to do their
jobs and hold them accountable for results, to replace regulation
with incentives and market solutions, to expose Federal operations
to competition, to eliminate unnecessary or duplicative government
functions and rules, and to establish concrete measures of success,
one of which is customer satisfaction with government services.

Through the end of 1994 the Administration’s reinventing gov-
ernment reforms had reduced the Federal work force by about
100,000 employees, out of a total reduction of 272,000 planned by
1999, and essentially shredded the 10,000-page Federal personnel
manual. Other NPR initiatives—including procurement reform, one
of its notable successes, and the proposal to restructure the organi-
zation controlling the Nation’s air traffic control system—are dis-
cussed in Chapter 4.

At the end of 1994 the Administration announced a second round
of NPR reforms, beginning with the restructuring of three cabinet
departments and two major government agencies. The reform plan
proposes to consolidate 60 existing programs in the Department of
Housing and Urban Development (HUD) into three performance-
based funds. This will enable HUD to focus its mission more sharp-
ly on promoting economic development for communities and facili-
tating transitions to economic independence for needy families. The
Department of Transportation will collapse its 10 operating agen-
cies into 3 and consolidate over 30 separate grant programs to
States and cities into one flexible transportation infrastructure pro-
gram, emphasizing capital investment assistance. And the Depart-
ment of Energy will privatize some of its oil and gas reserves, sell
its excess uranium, reduce costs in its research programs and lab-
oratories, and substantially reorganize its nuclear waste cleanup
program.

Taken together, the NPR reforms announced at the end of 1994
will cut $26 billion from government spending over 5 years. Yet an-
other phase of the NPR will propose additional agency restructur-
ing in the coming months. The savings from these and other re-
forms will be used to finance the President’s proposed middle-class
tax cuts and to continue progress on reducing the Federal deficit.
With these additional cuts, discretionary government spending as
a share of GDP is slated to fall below 6 percent by the year 2000,
less than half the share in 1970, and the Federal work force is slat-
ed to fall to its lowest level in the decades.
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OPENING FOREIGN MARKETS
The expansion of international trade is integral to raising Amer-

ican incomes, and exports play an increasingly important role in
providing a livelihood for American workers. Between 1986 and
1993 increased exports were responsible for 37 percent of U.S. out-
put growth. The jobs of more than 10 million American workers
now depend on exports, and export-related jobs pay wages signifi-
cantly above the average. In addition, the reduction of barriers to
trade raises standards of living by providing a wider variety of
goods at lower prices. And foreign competition leads to greater effi-
ciency and higher quality in U.S. production, spurring the produc-
tivity growth that is essential for real income growth.

This Administration came to office committed to opening foreign
markets to U.S. exports and bringing down barriers to trade, and
it has achieved remarkable success. As detailed in Chapter 6, the
Uruguay Round agreement of the General Agreement on Tariffs
and Trade (GATT) will bring down foreign tariffs facing U.S. ex-
porters by about a third on average, open foreign markets in agri-
cultural products and services for the first time, and do much to
establish a single rulebook for all trading countries. The North
American Free Trade Agreement (NAFTA) with Mexico and Can-
ada is a pathbreaking accord with two of our three largest trading
partners, achieving a degree of liberalization well beyond that of
similar international agreements. In its bilateral negotiations, the
Administration has been forceful in seeking market-opening meas-
ures in Japan, China, and other countries and in advancing the in-
terests of U.S. exports through its National Export Strategy. Fi-
nally, during the second half of 1994 the Administration helped
launch negotiations that will lead to the creation of open and free
trade areas among the countries of the Western Hemisphere by
2005 and among the countries of the Asia-Pacific Economic Co-
operation forum by 2020.

The Administration’s efforts come at a moment of historic oppor-
tunity in the global trading system. Less developed countries and
the economies in transition from central planning, having recog-
nized the importance of international trade in fostering economic
growth, are now willing to lower their barriers to imports. The Ad-
ministration’s efforts in NAFTA and in encouraging movement to-
ward free trade areas in the Western Hemisphere and the Asia-Pa-
cific region have established an environment in which countries
feel they must participate in meaningful trade liberalization efforts
or be left out.

In a dynamic world economy, trade means challenge and adjust-
ment as well as opportunity. The Administration’s domestic eco-
nomic policy is a necessary complement to its trade policy. By en-
couraging investment and research and development to maintain
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and increase U.S. competitiveness, and by investing in people—
maximizing their ability to acquire skills and move to higher pay-
ing jobs in newly emerging occupations—the Administration seeks
to ensure that Americans gain all the benefits possible from com-
peting in world markets.

THE ADMINISTRATION’S ECONOMIC STRATEGY:
THE UNFINISHED AGENDA

For all of its remarkable accomplishments, the American econ-
omy continued to suffer from some persistent long-term difficulties
in 1994. Although improvement was seen in the quality of new jobs
created, the real earnings of American workers continued to stag-
nate. Long-term unemployment rates remained stubbornly high,
especially when viewed against the backdrop of more than 3 years
of economic recovery. The unemployment rates of black Americans
remained more than double that for whites. More children lived in
poverty in 1993 than in any year since 1965, despite the doubling
of real GDP over the same period.

In light of such disturbing trends, it is not surprising that so
many Americans feel increasingly cut off from the prosperity of an
expanding economy. The experience of 1994 confirms that even
though a strong and sustainable economic expansion is a necessary
condition for improving the living standards of all Americans, it is
not sufficient. Still other policies are required to help Americans
obtain the skills and the education demanded by today’s tech-
nologies and international markets, and to cope with the often sig-
nificant dislocations that are a natural feature of today’s economy.

Over the next 2 years the Administration plans several major
policy initiatives, including tax relief for middle-class families, wel-
fare reform, health care reform, and continued restructuring or
reinvention of the Federal Government. In addition, the President
recently announced a proposal to increase the minimum wage from
its current level of $4.25 per hour. This proposal reflects a deter-
mination to ensure that working families can lift themselves out of
poverty, as well as a recognition that inflation has reduced sub-
stantially the real value of the minimum wage (see Chapter 5 for
further discussion of the minimum wage). Every one of these policy
initiatives is designed to keep the economic expansion and deficit
reduction on track while enabling all Americans to enjoy the bene-
fits of a healthy American economy.

MIDDLE-CLASS TAX RELIEF
A little over 50 years ago the GI Bill of Rights, designed to help

average Americans purchase homes, improve their educations, and
raise their families was signed into law. The GI bill helped trans-
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form a wartime economy into an extraordinarily successful peace-
time economy and in the process helped build the great American
middle class. At the end of 1994 the President announced a new
Middle Class Bill of Rights, which like the GI Bill of Rights from
which it draws its inspiration, is designed to help average Ameri-
cans cope with the demands of today’s economy.

The Middle Class Bill of Rights includes a three-part tax pack-
age: a $500 per-child tax credit, a tax deduction for up to $10,000
for annual expenses on postsecondary training and education, and
an expansion of individual retirement accounts (IRAs) to all mid-
dle-class families. An estimated 87 percent of the benefits of the
proposed tax cuts would go to families with annual incomes under
$100,000. In addition, the Middle Class Bill of Rights contains a
plan to consolidate over 50 government training programs into a
single training voucher system that would allow eligible workers to
finance the training they need to obtain employment. What ties the
package together is the belief that appropriately structured tax re-
lief and support for training can help middle-class Americans in-
vest in their own future earning power and that of their children.

The Administration proposes a $500 nonrefundable tax credit for
children under 13 in middle-class families. The credit would be
phased out between $60,000 and $75,000 of annual adjusted gross
income (AGI). This measure would increase the income tax thresh-
old (below which no income tax is paid) for a married couple in the
15-percent tax bracket with two eligible children by $6,667 (about
a 30-percent increase over the current threshold). The child-based
tax credit complements other parts of the Administration’s
profamily policy agenda, including the earned income tax credit ex-
pansion and welfare reform.

The proposed credit reflects the fact that the existing tax allow-
ance for children—the dependent exemption—has not kept pace
with inflation and income growth. In 1948 the real value of each
child’s personal exemption—$3,700 as measured in 1994 dollars—
was nearly half again as large as today’s $2,500 exemption. Mean-
while many of the costs of raising children—especially medical care
and education—have increased far more rapidly than the overall
price level. And child-rearing costs are often more burdensome for
younger families, who are generally at a stage in their lives when
incomes are relatively low. For all these reasons, taxpayers with
children may have a substantially reduced ability to pay income
taxes.

In addition to the child-based tax credit, the Administration has
proposed a tax deduction for postsecondary education and training
expenses (Box 1–4). Each year of postsecondary education or train-
ing has been shown to boost future earnings between 6 and 10 per-
cent on average. Meanwhile the costs of a college education have
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Box 1–4.—The Proposed Tax Deduction for Postsecondary
Education and Training

The Administration’s tax proposal would allow a deduction of
up to $10,000 for amounts spent by a taxpayer on postsecond-
ary education and training expenses for the taxpayer and his
or her spouse and dependents. This deduction would be used
in determining the taxpayer’s adjusted gross income. The max-
imum allowable deduction would be phased out for taxpayers
filing a joint return with AGIs (before the proposed deduction)
between $100,000 and $120,000. For a taxpayer filing as head
of household or single, the maximum allowable deduction
would be phased out for AGIs between $70,000 and $90,000.
Qualifying educational expenses are those related to post-
secondary education paid to institutions and programs eligible
for Federal assistance. This includes most public and nonprofit
universities and colleges and certain vocational schools.

Over 90 percent of families could potentially benefit from the
proposed deduction.

increased much faster than the overall consumer price index. Mid-
dle-class families have become less able to afford higher education
just at the time when it is becoming an increasingly critical deter-
minant of future earnings.

Businesses have long been allowed to deduct the costs of provid-
ing education and training for their employees. Yet despite the
high returns and the high costs of postsecondary training and edu-
cation, the current tax code provides only limited preferences to in-
dividual taxpayers making such investments. The Administration’s
proposal will help ensure that the income tax deductibility of train-
ing and education expenses does not depend on one’s employer pay-
ing for it. But more important, it will provide a financial incentive
for Americans to get the education and training necessary to thrive
in a changing economy. The Administration’s proposed deduction
recognizes that investment in human capital, like investment in
physical capital, is a major determinant of growth in productivity
and living standards.

The third component of the Administration’s proposed tax pack-
age is an expansion of individual retirement accounts, aimed at en-
couraging households to save more and increase the Nation’s worri-
somely low private saving rate. Under current law, for taxpayers
with employer-provided pension coverage, eligibility for deductible
IRAs is phased out for AGIs between $40,000 and $50,000 (for mar-
ried couples filing joint returns; a lower threshold applies to tax-
payers filing as single or head of household). Neither the maximum
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annual deductible contribution per worker ($2,000) nor the income
thresholds are indexed for inflation. The proposal doubles the exist-
ing thresholds, making IRAs completely deductible for married cou-
ples filing joint returns with incomes below $80,000, regardless of
pension coverage, and allowing partial deductions for those with in-
comes up to $100,000. In addition, the income thresholds and the
$2,000 contribution limit (both set in 1986) would be indexed for
inflation. Finally, withdrawals from IRAs would be allowed without
penalty to buy a first home, to pay for postsecondary education, to
defray large medical expenses, or to cover long-term unemployment
expenses. As already noted, faster wage and income growth is pos-
sible only by boosting investment and saving in America. The Ad-
ministration’s proposed IRA expansion is a way to promote greater
awareness of personal responsibility for saving.

WELFARE REFORM

The President entered office with a promise to reform the welfare
system so that it would function as an effective safety net promot-
ing work and family, rather than as a snare enmeshing poor fami-
lies in long-term dependence. Under the current system some peo-
ple have become long-term welfare recipients—although more than
one-third of all women who ever receive AFDC do so for less than
2 years, almost one-fourth end up receiving AFDC for over 10 years
during their lifetime. And, as currently structured, the welfare sys-
tem in effect imposes a high marginal tax rate on paid employ-
ment, because low-income mothers lose their AFDC and food stamp
benefits and eventually their medicaid health insurance for them-
selves and their children when they take a job. In short, for many
the current system contains powerful disincentives against work
and in favor of continued welfare.

The fundamental goal of all of the Administration’s policies
aimed at those at the lower end of the income distribution is to in-
crease the rewards and hence the incentives to work. These policies
are also designed to ensure that those willing to work will be able
to live above the poverty level (see Box 1–5 for a discussion of how
housing reforms relate to welfare reform).

The Administration’s proposed welfare reform legislation, the
Work and Responsibility Act, will help make work pay, by ensuring
that welfare recipients obtain the skills they need to find employ-
ment, and by eliminating long-term welfare dependency as an op-
tion for those able to work. Under the Administration’s plan, wel-
fare recipients who are job-ready will begin a job search imme-
diately, and anyone offered a job will be required to take it. Sup-
port for child care will be provided to help people move from de-
pendence to independence. For those not ready for work, the Ad-
ministration’s proposed reforms will provide support, job training,
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Box 1–5.—HUD Reforms and Welfare Reform

The Administration has proposed major reforms aimed at
reinventing the Federal Government’s housing programs.
These reforms will focus the efforts of the Department of Hous-
ing and Urban Development on two major tasks: empowering
individuals and empowering communities.

The Administration’s proposals for empowering individuals
in the housing market bear a close connection to its proposals
to reform welfare. The HUD reforms will gradually end public
housing as we know it, moving from support of public housing
projects to support of individuals who need housing. The cur-
rent system impedes the job mobility of public housing recipi-
ents. In order to accept a job in another community, a recipient
may have to give up the subsidized public housing he or she
has and sign up at the bottom of a waiting list for housing as-
sistance in the new location. In addition, public housing often
concentrates the poor in areas where few jobs are available
close at hand. Under the reinvention proposal, instead of being
tied to a particular unit in a public housing project, households
would be given portable rental housing certificates, which
could be used to obtain housing in the private market. This re-
form would encourage mobility between jobs, impose market
discipline on public housing authorities, help break up the dys-
functional concentration of the poor, and enable individuals to
make housing choices best suited to their needs. In all these
ways the HUD reform effort complements welfare reform by
removing barriers to participation in the paid labor force.

and assistance in finding a job when they are ready. Each adult re-
cipient of AFDC will be required to create an employability plan,
to ensure that he or she will move into the work force as quickly
as possible. Time limits on receipt of welfare benefits will require
that anyone who can work, must work—in the private sector if pos-
sible, in a temporary, subsidized job if necessary.

The proposed program will strongly discourage children from
bearing children. Parents under the age of 18, if they apply for wel-
fare payments, generally will not be allowed to set up independent
households; instead they will receive assistance to stay in school.
The Administration’s proposal also includes funding for grants to
schools and communities to prevent teen pregnancy, and it tough-
ens efforts to collect child support from all absent fathers—a provi-
sion that is expected to double Federal collections of child support
payments, from $9 billion to an estimated $20 billion by 2000.
These proposals to discourage teen pregnancy and to foster paren-
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tal responsibility will help prevent the need for welfare in the first
place.

In welfare as in other areas of joint Federal and State respon-
sibility to help the poor, such as medicaid, the Administration is
committed to working with the States to enhance the flexibility and
efficiency of programs. For this reason the Administration has been
an active proponent of granting waivers from various regulatory
constraints, to allow States to experiment with new ways of design-
ing welfare strategies and find the ones that best suit their particu-
lar needs and characteristics. During its first 2 years in office, this
Administration granted waivers to enable 24 States to undertake
welfare reform—more than all previous Administrations combined.

Partnerships with State and local governments take many forms.
Box 1–6 describes one of the Administration’s initiatives for work-
ing with State and local governments to encourage community-
based solutions to economic development problems in poverty-
stricken areas.

HEALTH CARE REFORM

The President entered office with a pledge to reform the Nation’s
health care system, and he will continue to work with the Congress
to realize this objective during the coming year. Reform is essential
to address four separate but interrelated problems of the current
system, which if left unsolved will result in an increasingly heavy
financial burden on governments and individuals (Box 1–7).

First, millions of Americans, both insured and uninsured, do not
have health security. Those who are insured face the risk of losing
their coverage, at least temporarily, if they lose or change their
jobs. Meanwhile the number of uninsured Americans continues to
grow at an alarming rate.

Second, the current health insurance system has a number of
shortcomings. One is that insurers know that a small proportion of
the population incurs the bulk of medical expenditures, making it
profitable to screen prospective purchasers to determine their risk
characteristics; those who are sick—who have so-called pre-existing
conditions—may be unable to purchase insurance altogether, or
may only be able to purchase it at exorbitant prices. Another short-
coming is that people unable to obtain health insurance through
their employers may be offered coverage only at prices unaffordable
for many Americans. Still another is that many insurance policies
do not cover a variety of large financial risks (e.g., high-cost ill-
nesses), although these are exactly the kinds of risks for which in-
surance is most needed.

Third, the current health care system imposes a large and
unsustainable burden on public sector budgets. Governments ac-
count for nearly half of all health care spending in the United

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



43

Box 1–6.—Empowerment Zones and Enterprise Communities

OBRA93 contained a provision to create 9 empowerment
zones and 95 enterprise communities in selected localities
across the Nation. The designated zones and communities will
receive significant tax benefits and new Federal resources to-
taling an estimated $3.8 billion over the next 5 years, to sup-
port economic revitalization and community development. In
December 1994 the President announced the areas selected to
participate. Selections were based primarily on the strength of
the applicants’ proposed strategies for community-based devel-
opment. Cities receiving urban empowerment zones are At-
lanta, Baltimore, Chicago, Detroit, New York, and Philadel-
phia/Camden. Rural empowerment zones designated are the
Kentucky Highlands region of Kentucky, the Mid-Delta region
of Mississippi, and the Rio Grande Valley in Texas.

The empowerment zone/enterprise community program is
based on the notion that development efforts can be targeted
to areas that have been economically left behind. Besides re-
ceiving monetary awards totalling $1.3 billion in financial as-
sistance and $2.5 billion in tax benefits over the next 5 years,
the selected zones and communities (as well as nonselected ap-
plicants) may request waivers from many Federal regulations,
and their requests will be processed on an expedited basis. To
date over 1,200 such requests have been received. Perhaps
more important, the areas selected generally are those that
have effectively mobilized local private and public sector re-
sources to leverage the potential Federal commitments. The
application process encouraged localities to harness their own
creative talents and financial resources to frame a comprehen-
sive response to the problems of local economic development.

In a sense, the zones and communities selected are labora-
tories for experiments in local economic development. The Fed-
eral Government realizes that it does not have all the answers
to the economic development conundrum; instead it has en-
listed institutions at the State and the local level (including
the private and nonprofit sectors) to help design possible solu-
tions.

For the program to work, however, successful areas and the
reasons for their success must be identified. Therefore a com-
prehensive evaluation process will follow the progress of the
selected zones and communities and report periodically on
them. The evaluation will largely determine whether the pro-
gram should be replicated elsewhere.
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Box 1–7.—The Cost of Doing Nothing About Health Care

If no steps are taken to reform the Nation’s health care sys-
tem, existing trends will result in increased health care costs
and reduced health insurance coverage. Neither of these out-
comes is desirable. Without reform:

• Per capita health care costs will rise from about $3,300
in 1993 to about $5,200 in 2000.

• Aggregate health care costs, currently running at around
14 percent of GDP, will increase to an estimated 18 per-
cent of GDP by 2005.

• Health care expenditures by the Federal Government
will increase from 21 percent of total expenditures in
1994 to 26 percent by 2000.

• Medicare and medicaid expenditures will grow at 9.1
percent and 9.2 percent per year, respectively, over the
foreseeable future, nearly three times as fast as overall
consumer prices.

• More Americans will lose health insurance coverage,
adding to the nearly 40 million without health insurance
in 1993.

• Wages will continue to be held down, as an ever-greater
proportion of total compensation is paid in the form of
health benefits. In the past 5 years, health care benefit
costs per employee rose at about twice the overall rate
of inflation.

States, primarily in the form of payments for medicaid and medi-
care. Since 1980 the share of health care spending in the Federal
budget has doubled; the budgets of State and local governments
also saw larger shares going toward health expenditures.

Fourth, the current health care system suffers from numerous
structural features that may keep costs high. For instance, fee-for-
service providers may have an incentive to overprovide care, and
provide some care that is inappropriate or of equivocal value, be-
cause they are generally reimbursed for each additional test or pro-
cedure they perform. For their part, consumers often do not have
the information they need to evaluate the differences among pro-
viders or to determine whether or not the care prescribed for them
is necessary. Moreover, in a system dominated by third-party pay-
ers (insurers), consumers seldom have a strong reason to be di-
rectly concerned about the cost-effectiveness of their care. Third-
party payers have responded by establishing programs to review di-
agnoses and suggested treatments. Competition among insurers
may help offset some of the effects of informational asymmetries.

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



45

Over the past few years, under the pressure of rapidly escalating
costs, the private health care system has begun a process of dra-
matic structural change. In 1988, for example, only about 29 per-
cent of health insurance enrollees were in some form of managed
care plan, in most cases either a health maintenance organization
(HMO) or a preferred provider organization (PPO). By 1993 this
figure had increased to 51 percent. Much of this migration toward
managed care has occurred in larger firms, where nearly 60 per-
cent of covered employees are now in managed care plans. Many
analysts credit managed care with keeping health care costs down.
In the Far West, where HMO penetration is higher than elsewhere
in the country, real spending on health care grew more slowly over
the 1980–91 period than in any other region in the country (3.4
percent per year versus a national average of more than 4.5 per-
cent). In part as a result of these changes, there is some promising
evidence that growth in health care costs in the private sector may
be slowing somewhat. For instance, medical price inflation slowed
to a 5.4 percent annual rate in 1993 and slowed still further to 4.9
percent in 1994. Even the 1994 rate, however, was still well above
the overall rate of inflation.

For a variety of reasons discussed in Chapter 2, the increases in
medicare and medicaid spending projected for the coming years
have been revised downward significantly. For instance, in January
1993 medicaid expenditures were projected to increase at an an-
nual rate of nearly 15 percent through 1997. Yet actual medicaid
expenditures grew by only 11.8 percent in fiscal 1993 and 8.2 per-
cent in fiscal 1994. Accordingly, the 1996 budget projects slower
growth in medicaid than did prior budgets, averaging slightly over
9 percent for 1996–2000. The situation for medicare is similar.
Even with these changes, however, health care spending is slated
to remain the most rapidly growing component of the Federal budg-
et during the rest of this century, and to escalate during the first
decade of the next century, partly in response to the aging of the
American population.

This Administration remains firmly committed to reforming the
current health care system in order to expand coverage, contain
costs, and curb public sector deficits. Last year’s debate on health
care reform produced a consensus on several key points. Many of
the alternative proposals included insurance market reforms, such
as provisions to prevent insurers from denying coverage to those
who have been ill. A number of bills recognized the importance of
providing health care coverage to low- and middle-income Ameri-
cans, especially children. It is possible to build on this consensus
and achieve real reform.

The Administration believes that any successful reform must ul-
timately be comprehensive in scope, even if it proceeds step by
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step. This belief rests on the reality that none of the four major
problems of the current health care system identified above can be
solved in isolation. For example, any attempt to impose arbitrary
caps on Federal health care spending without more-fundamental
reforms would simply shift more government program costs onto ei-
ther State and local governments or the private sector. According
to one recent estimate, uncompensated care and government pro-
grams that reimbursed hospitals below market prices shifted about
$26 billion in costs onto the private sector in 1991. Similarly, any
attempt to provide universal coverage without complementary
measures to improve competition and sharpen the incentives for
more cost-conscious decisions by both providers and consumers
would mean even more dramatic increases in systemwide costs.
Limited reforms designed to eliminate the most glaring short-
comings of private insurance markets, although desirable, would
not solve either the problem of providing health security for all
Americans or the problem of escalating public health care bills. Fi-
nally, efforts by the private sector to control costs might well in-
crease the number of Americans without health insurance, espe-
cially children and those most in need of medical attention.

Ultimately, meaningful reform of the Nation’s health care system
will do more than just unburden public sector budgets and provide
health security. It will also improve living standards. For years, the
rising cost of health care has forced a shift in the composition of
the typical compensation package away from take-home wages and
salaries and toward fringe benefits, especially health insurance.
Between 1966 and 1994 the share of health benefits in total labor
compensation increased from 2.0 percent to 7.2 percent, while the
share of cash compensation correspondingly fell. In absolute terms
average real take-home pay barely increased: most of the gains in
total compensation were realized as fringe benefits. In short, work-
ing men and women, for the most part, paid for escalating health
costs by taking home lower pay than they would have otherwise.
On the assumption that the future will look much like the past, the
Administration expects that any benefits of a reduction in health
care costs resulting from meaningful reforms will show up in high-
er take-home pay for working Americans.

CONCLUSION

Nineteen ninety-four was a very good year for the American
economy. Indeed, robust growth, a dramatic decline in the unem-
ployment rate, low inflation, and a much improved outlook for the
Federal budget combined to yield the best overall economic per-
formance in at least a generation. In addition, last year’s economic
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performance ranks as the best among the advanced industrial
countries with which the United States is usually compared.

But the economic successes of the past year must not obscure the
long-term economic challenges facing the Nation. Some of these,
like the dramatic growth in entitlement spending projected for the
first few decades of the next century, or the disturbing increase in
the number of Americans without health insurance, result in large
part from the interaction of national economic policy choices with
the changing demographics of the American population. Others,
such as the persistent decline in real compensation for many
groups and overall increasing income inequality, may in large part
result from worldwide changes in technology and other areas.
These changes are creating a new world economy and a new Amer-
ican economy, which hold both the promise of a more prosperous
future and the threat of more dislocation and adjustment for many
American workers and their families.

As the Nation enters the last half-decade of this century, this Ad-
ministration has already put in place some important foundations
for greater prosperity. Over the coming year we look forward to
working with the Congress, with the States, and, most important,
with the American people, to address the Nation’s long-term eco-
nomic challenges and to make the most of the Nation’s long-term
economic opportunities.
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