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CREATING AN AGE OF POSSIBILITY

We live in an age of possibility. A hundred years ago we moved from farm to factory. Now we
move to an age of technology, information, and global competition. These changes have opened
vast new opportunities for our people, but they have also presented them with stiff challenges.

President Clinton
January 1996

The change that we face is both exciting
and frightening. For some, it raises hope
of a better, more prosperous, and more secure
life. For others, it transforms the traditional
rules of life and work in unsettling ways.

In this period of change, our challenge
is to make the age of possibility one that
will raise living standards and expand oppor-
tunity for all; make our streets safer and
our air and water cleaner; and enable Ameri-
cans to share the full potential of a new
era.

Change of that magnitude comes mainly
from the private sector. But a leaner, more
flexible Federal Government—as the President
is creating—has an important supporting role
to play, working with State and local govern-
ments, businesses, schools, churches and syna-
gogues, and other organizations. By providing
a sense of national purpose, and the funds
when appropriate, the Federal Government
can be an important catalyst for change.

The Government also plays a key role
in creating a climate for strong, sustained
economic growth, and higher living standards
now and in the future. Its tools include
a responsible budget policy, an expansive
trade policy, and investments in education
and training, science and technology, and
other priorities.

Over the last three years, the President’s
economic program has generated much strong-
er growth, millions more new jobs, and lower
interest rates than under the previous Admin-

istration. The program also has produced
stable prices and record exports. For the
first time in a decade, the economy is moving
in the right direction.

In this budget, the President proposes to
build on his strong record of deficit reduction
and to bring the budget into balance over
the next seven years. His plan includes
a balanced mix of deep spending cuts in
both entitlements and discretionary spend-
ing—deep enough to allow for a modest
tax cut for average Americans and small
businesses.

The budget balances the need to cut total
discretionary spending with maintaining, and
in many cases increasing, the President’s
investments in key priorities. A balanced
budget would help set the stage for continued
economic growth, low interest rates, and
stable prices in the future.

Clearly, the Nation cannot achieve its com-
mon goals without strong economic growth.
But growth alone is not enough. We must
ensure that America is growing together,
and that everyone is sharing the benefits.
Today, too many Americans are working
harder and harder just to stay in place,
or are actually falling behind. To address
that problem, the President proposes to help
Americans get the skills they need to assume
high-wage jobs in the new economy. He
would invest in education, from pre-school
to college; fund training for the workplace;
and support science and technology to spur
future productivity and wage growth.
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As the President has said, ‘‘the era of
big Government is over.’’ At the same time,
the Federal Government must support growth
by giving the private sector the tools it

needs. This budget builds on the Administra-
tion’s three-year record of success in establish-
ing, and implementing, Government’s proper
role in our economy.
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1. A VISION FOR THE FUTURE
This budget helps promote a strong economy

for the future and, with it, helps Americans
build better lives for themselves and their
families.

To promote a strong economy with sustained
growth and low interest rates, the budget
reaches balance in seven years by cutting
unnecessary and lower priority spending. At
the same time, it invests in education and
training, the environment, science and tech-
nology, and other priorities to help raise
average living standards and the quality
of life. The budget protects Medicare and
Medicaid, reforms welfare to make work pay,
and provides tax relief to middle-income Amer-
icans as well as small businesses.

Reaching Balance the Right Way

This budget reaches balance in 2002, a
goal to which the President is committed,
using the last available economic and technical
assumptions of the Congressional Budget Of-
fice (CBO). It also achieves a surplus of
$44 billion in 2002 under the economic and
technical assumptions of the Office of Manage-
ment and Budget (OMB).

The budget embodies the proposal that
the President put forth in budget negotiations
with the bipartisan congressional leadership

on January 18, 1996. The President and
the leaders have worked hard to find agree-
ment on a plan to balance the budget over
seven years. While they have not finished
the job, the President believes strongly that
their negotiations have been productive, bring-
ing the two sides closer together. He is
committed to doing whatever he can to com-
plete the task.

In their talks, the President and the leaders
have outlined a variety of proposals. The
minimum amounts of savings that the plans
have in common in the major budget categories
(e.g., $124 billion in Medicare, $297 billion
in discretionary spending) provide enough
in total savings to balance the budget and
also provide a modest tax cut.

The congressional leadership wants bigger
tax cuts—offset by deeper cuts in Medicare
and Medicaid, other mandatory programs that
help farmers and the poor, and discretionary
spending. But the President believes those
cuts are too deep and would threaten the
Government’s vital role in guaranteeing health
care to vulnerable Americans and investing
in the future. He has proposed that the
two sides quickly enact the savings they
have in common and give the American
people a balanced budget.

To estimate the deficit for 1996 through 2002 based on assumptions from the Congressional
Budget Office (CBO), the Administration used the most recent assumptions that were avail-
able—from December 1995.

In March or April, CBO plans to release a new, updated set of economic and technical as-
sumptions. While the President’s budget reaches balance under CBO’s December 1995 assump-
tions, the new assumptions could change the President’s path to balance; in 2002, they could
produce a bigger surplus or a deficit.

In case the new assumptions produce a deficit in 2002, the President’s budget proposes an im-
mediate adjustment to the annual limits, or ‘‘caps,’’ on discretionary spending, lowering them
enough to reach balance in 2002.

The President is committed not only to proposing a budget that reaches balance according to
CBO, but reaching an agreement with Congress to enact such a budget.
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Using the last available CBO assumptions,
this budget saves $593 billion over seven
years (after accounting for the President’s
tax cuts) by reforming Federal entitlement
programs, cutting deeply into discretionary
spending, and limiting corporate subsidies.

Among its major elements, the budget:

• saves $297 billion in discretionary spend-
ing, cutting unnecessary spending but in-
vesting in education and training, the en-
vironment, science and technology, law en-
forcement, and other priorities that will
raise living standards and improve the
quality of American life (see Chapters
8–11);

• saves $124 billion in Medicare, strengthen-
ing and improving the program and guar-
anteeing the solvency of the Part A trust
fund for over a decade (see Chapter 6);

• saves $59 billion in Medicaid, reforming
the program but continuing the guarantee
of meaningful health and long-term care
coverage for the most vulnerable Ameri-
cans (see Chapter 6);

• saves $40 billion through real welfare re-
form, moving recipients to work while pro-
tecting children (see Chapter 7);

• saves $49 billion by reforming a host of
other mandatory programs (see the more
detailed explanation in the next para-
graph);

• saves $62 billion by ending corporate sub-
sidies and other tax loopholes, and taking
steps to improve tax compliance (see
Chapter 12); and

• cuts taxes by $100 billion, providing tax
relief to tens of millions of middle-income
Americans and to small businesses (see
Chapter 12).

Among the $49 billion in other mandatory
savings, the budget proposes to auction, pri-
vatize, or sell, rather than give away, valuable
public resources, including segments of the
broadcast spectrum, energy resources, mate-
rials stockpiles, and other assets. It also
proposes that Federal agencies fully fund
their employees’ retirement costs.

In addition, the budget extends previously-
enacted savings in veterans’ benefits; cuts

subsidies to financial institutions that make
and hold student loans (without increasing
program costs to borrowers); imposes fees
to recover the costs of services that the
Federal Government provides to private busi-
nesses; reforms Federal housing and banking
programs; and makes other program effi-
ciencies and improvements.

The budget also includes a ‘‘trigger’’ to
ensure that the budget reaches balance under
either CBO or OMB assumptions. Under
the trigger, most of the tax cuts end after
2000 if the deficit is not at least $20
billion below CBO’s initial estimate for that
year. If, however, the deficit is at least
$20 billion below the estimate, then the
budget distributes the additional savings in
the following order:

• first, it maintains the tax cuts after the
year 2000;

• second, it reduces the cuts in discretionary
spending; and

• third, it splits any additional savings even-
ly among more tax cuts, more reductions
in the discretionary cuts, and more deficit
reduction.

If OMB’s assumptions prove correct, the
budget would provide tax relief over the
next seven years of $117 billion, and discre-
tionary spending cuts of $186 billion.

Maintaining Our Values

From the start, the President’s economic
program has emphasized one primary con-
cern—to raise the standard of living of average
Americans now and in the future. His budget
policy has played a central role.

By cutting the deficit nearly in half in
the last three years, we have reduced Federal
borrowing, making more funds available in
the private markets so that businesses can
invest, grow more productive, expand, and
create jobs. We also have shifted resources
to education and training, science and tech-
nology, and other priorities—to enable Ameri-
cans to get the skills they need to compete
in the new economy and to help businesses
become more competitive.

Like the President’s previous budgets, this
budget maintains his investments in education
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and training, science and technology, environ-
mental protection, law enforcement, and other
key priorities.

These investments include Head Start for
disadvantaged children; the Safe and Drug-
Free Schools and Communities program to
create safe learning environments; Goals 2000,
which helps States and school systems extend
high academic standards, better teaching,
and better learning to all students; Ameri-
Corps, through which 25,000 Americans are
serving their communities this year and earn-
ing money for college; direct lending that
makes it easier to borrow and repay college
loans; Pell grant scholarships for needy stu-
dents; and job training Skill Grants for
dislocated workers and low-income adults.

The budget maintains environmental en-
forcement; protects national parks and other
sensitive resources; and invests in basic and
applied research and technology. It funds
the Community Oriented Policing Services
(COPS) initiative to put 100,000 more police
on the street by the year 2000; more border
patrol agents to prevent illegal immigration
and more inspections to prevent the hiring
of illegal immigrants; and the Community
Development Financial Institutions Fund to
spur growth and create jobs in communities
that have been left behind.

In addition, the budget includes funds to
launch the important initiatives that the
President outlined in his State of the Union
address.

• To promote educational opportunity, the
budget funds a Technology Literacy Chal-
lenge to bring the benefits of technology
into the classroom; expanded work-study
to help one million students work their
way through college by the year 2000; a
$1,000 merit scholarship for the top five
percent of graduates in every high school;
and more Charter Schools to let parents,
teachers, and communities create public
schools to meet their own children’s needs.

• To promote a secure future for American
workers, the budget funds initiatives to
make it easier for small businesses and
farmers to establish their own pension
plans, to encourage these and other em-
ployers to established flexible pension

plans that workers can take with them
when they change jobs, and to help work-
ers who lose their health insurance when
they lose their jobs pay for private insur-
ance coverage for up to six months.

• To protect our environment, the budget
funds tax incentives to encourage compa-
nies to clean up ‘‘brownfields’’—aban-
doned, contaminated industrial properties
in distressed areas.

• To protect public safety, the budget pro-
vides funds for the FBI and other law en-
forcement agencies to step up efforts to
combat juvenile crime and gangs that in-
volve juveniles.

A Period of Change

The Nation has entered a period of profound
change—from an economy based primarily
on traditional manufacturing to one based
more heavily on information—the most pro-
found change since we moved from the farm
to the factory a century ago. It is a period
of great opportunity and great uncertainty,
a period that demands new thinking and
new responses.

In the 19th and early 20th Centuries,
and with the American economy assuming
the lead, the economies of the developed
world moved from agriculture to manufactur-
ing by way of a pull and a push. The
pull: the explosion of opportunities in manufac-
turing. The push: the growth of productivity
in agriculture that freed resources—that is,
both workers and investment—to exploit the
new opportunities.

Now, an explosion of possibilities in the
use of information is drawing workers from
manufacturing, while the rapid growth in
manufacturing productivity has eased the
change. The revolution in information tech-
nology has increased productivity by helping
people work faster and smarter. It has created
jobs, rewarded entrepreneurs and investors,
improved learning, and provided more enjoy-
able uses of leisure time. For society at
large, it is both desirable and inevitable.

As President Clinton said in signing the
Telecommunications Act of 1996 into law
on February 8:
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1 Population growth would have raised the number to roughly
16,000, and changes in income definitions in the tax law might
have raised it slightly higher.

Today our world is being remade yet again by
an information revolution, changing the way we
work, the way we live, the way we relate to each
other. Already the revolution is so profound that
it is changing the dominant economic model of
the age. And already, thanks to the scientific and
entrepreneurial genius of American workers in
this country, it has created vast, vast opportuni-
ties for us to grow and learn and enrich ourselves
in body and in spirit.

But the benefits of this revolution are
not spread evenly among all Americans.

The Perils of Change

In 1979, 13,505 taxpayers filed Federal
tax returns with incomes of over $500,000.
From that year to 1993, the cost of living
roughly doubled. If incomes had just kept
pace with inflation over that period, the
same number of taxpayers would have had
incomes of over $1 million in 1993. 1

In fact, the number of taxpayers with
incomes over $1 million had almost quintupled
by 1993, to 66,485. Obviously, at the upper
end of the income scale, opportunity is alive
and well—as it should be for all Americans
who are working their way up the economic
ladder.

Opportunity, however, has been absent for
many others. Average families in the middle
fifth of the income scale had $447 less
in purchasing power in 1992 than in 1979.
Those in the bottom two-fifths had even
larger declines in percentage terms. At the
same time, the income of the top fifth
of families grew by 12 percent, and that
of the highest five percent by 17 percent.

More and more, workers entering the labor
market without the requisite skills face worse
income prospects over their working lives
than their predecessors did. Those who did
not invest in their skills, or who invested
in skills that have become obsolete, can
find that what were once lifetime jobs are
disappearing. Too often, these workers face
limited prospects for maintaining their in-
comes.

Wage trends of 25–34 year-old workers
make the point: In 1979, male workers with
high school degrees who worked full time

and year-round earned, in 1992 dollars, an
average of about $30,900; by 1992, their
earnings had fallen to $24,400. Their female
counterparts saw their earnings fall by two
percent, to only $18,900.

On the other hand, the earnings of young
male college graduates rose two percent,
to $40,000, after adjusting for inflation. Fe-
male college graduates enjoyed an even larger
gain, 15 percent (see Chart 1–1). And yet,
though those with college degrees are doing
better than others, even they have experienced
slower income growth in recent years.

Nor do these figures begin to explain
how profound economic change has affected
peoples’ lives. If economic change shakes
an entire business firm, the retirement secu-
rity of that firm’s workers can shake with
it. Young people who cannot get the skills
and training to compete in the information
economy risk facing a considerable disadvan-
tage for their working lives. And with health
care often dependent on employment, the
absence of skills or loss of a good job
can adversely affect family security beyond
the measure of a worker’s income.

The Nation cannot afford to dismiss any
workers, to relegate them to the bottom
rung of the economic ladder. The stakes
are far too high. To build a stronger, more
competitive economy at a time of increasing
global competition, we need the contributions
of all Americans. We need everyone to actively
partake in the society at large, rather than
impose costs on it through crime or depend-
ency. As the President often says, ‘‘We don’t
have a person to waste.’’

The Federal Government cannot guarantee
each, or any, person’s success. But it can,
and should, help every individual to achieve
his or her greatest potential by reducing
the barriers and the risks to building personal
skills for a changing, information-based econ-
omy.

Education and training are the cornerstone
of the new economy. To help give workers
the skills they need, and the opportunities
they deserve, for high-wage jobs, the budget
enhances the Government’s support for edu-
cation and training. It protects funding for
essential education programs, from Head Start
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for disadvantaged pre-schoolers to college
scholarships. The budget proposes an income
tax deduction for tuition and expenses for
college and career training, to encourage
especially those for whom costs present the
greatest obstacle. It allows penalty-free with-
drawals from individual retirement accounts
(IRAs) for educational costs. And it anticipates
a major overhaul of Federal job training
programs based on the President’s G.I. Bill
for America’s Workers, proposed in last year’s
budget.

Building on the retirement safety net that
Social Security and Federal pension protec-
tions already offer, the budget proposes to
expand IRAs to help workers build their
own reserves against their retirement needs.
The budget also proposes to help workers
who lose their jobs to continue health insur-
ance for themselves and their families. And
it proposes simplified retirement savings sys-
tems to encourage employers to establish

flexible, portable pension plans that workers
can take with them when they change jobs.

Maintaining Our Edge—Abroad

In this age of possibility, the United States
must continue to provide leadership across
the globe and cooperate in the community
of nations, not withdraw from it. Despite
the voices that call for a U.S. retreat into
isolationism, our diplomatic leadership re-
mains critical to keeping the peace and
defending our interests in major regions of
the world.

American leadership is a key ingredient
in dealing with the new threats of the
post-Cold War era. Leading the global effort
for arms reductions and nonproliferation con-
tinues to be an integral element of our
diplomacy and national security strategy.

Our efforts support a broad range of pro-
grams to reduce the threat of nuclear and
chemical weapons. We are making our chil-
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dren’s future safer by reducing existing arse-
nals and ensuring that rogue states and
terrorist groups do not acquire these terrible
weapons or the materials and technologies
needed to make them.

Other emerging threats know no national
borders. America must lead in confronting
such problems as ethnic and national conflicts
that threaten regional stability; terrorism,
international crime, and drug trafficking,
which directly threaten our free and open
society; and large-scale environmental deg-
radation.

More than ever, our domestic and foreign
economic interests are closely intertwined,
and mutually reinforcing. Economic and trade
issues are increasingly at the forefront of
our diplomacy. We need a strong economy
to sustain our military forces and diplomatic
strategy. And we must be global leaders
in trade and investment in order to open
foreign markets and create the high-wage
jobs that will raise the living standards
of our people.

Our defense capability is what sustains
and supports our diplomacy. We have the
world’s strongest and most ready military
force, one designed to fight successfully two
nearly simultaneous regional conflicts. Our
weapons are state-of-the-art, and our military
is the best equipped, best trained, and best
prepared in the world. And, when necessary,
we have sent the men and women of our
military into action.

Maintaining Our Edge—At Home

At home in this time of change, the
public and private sectors must work together;
we cannot rely on just one or the other.
Americans of all generations must come to-

gether in the interests of all—whether it
is for better schools, safer streets, or a
cleaner and healthier environment.

As Americans, we should dedicate ourselves
to building a society in which we all have
the opportunity to use our talents to their
fullest potential, and in which we all take
responsibility for our actions; in which all
children can learn at safe and stimulating
schools, free from the fear of gangs and
guns; in which all fathers and mothers give
the task of raising their children the energy
and attention it deserves; and in which
all those who want to work can find good
jobs.

To reach this goal in a time of change,
we need the right kind of Government and
the right kind of policies. We need a Govern-
ment that creates opportunity, not bureauc-
racy; one that works with State and local
governments, businesses, and religious, chari-
table, and civic associations; and one that
manages its resources wisely.

We need a leaner, but not meaner, Govern-
ment, one that puts its customers—the Amer-
ican people—first by delivering better services
every day and not imposing undue burdens
on individuals and businesses. And we need
a Government dedicated to better performance
and results, rather than to simply doling
out dollars.

Government should not do for individuals
what they can do for themselves. We must
ask more of ourselves, expect more of one
another, and meet the challenges that confront
us together. We must strive to enable all
of our people to make the most of their
lives with stronger families, more educational
opportunity, economic security, safer streets,
a cleaner environment, and a safer world.
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2. THREE YEARS OF PROGRESS
As President Clinton took office in January

1993, the economy was only then emerging
from a long period of sluggish growth—
beginning with the 1990–1991 recession and
continuing through an extremely weak recov-
ery, marked by rising unemployment.

The sluggishness exacerbated some serious
long-term trends. Since the early 1970s, the
incomes of most Americans have not grown
as much as they once did—in fact, not
much at all. As discussed in the previous
chapter, only those atop the income ladder
have enjoyed steady income growth. For oth-
ers, the daily struggle to make ends meet
has threatened to become a losing battle.
For workers with only a high school education,
times have been especially tough.

The President campaigned on a pledge
to restore widely shared prosperity, and he
shaped his economic policies to achieve this
primary goal. The huge Federal budget deficit
was a major obstacle. Others included sluggish
business investment, slow job growth, and
the overgrown Federal Government, about
which the public had grown deeply cynical.

Three years later, our economy is stronger
and the deficit is down even more than
we had predicted. In dollar terms, the policies
that we enacted with the last Congress
have cut it almost in half, from $290 billion
in 1992 to $164 billion in 1995. As a
share of the economy, we have cut it by
over half, to 2.3 percent (see Charts 2–1
and 2–2).

But as detailed in Chapter 1, we need
further action to balance the budget once
and for all.

The Administration also has begun to sig-
nificantly change the way that the Federal
Government works. Under the leadership of
the Vice President’s National Performance
Review, we are working to create a Govern-
ment that ‘‘works better and costs less.’’

Since January 1993, we have cut the
number of Federal employees by over 200,000,
to its lowest level in 30 years; the Federal

share of the civilian workforce is at it
lowest level since the 1930s. We are eliminat-
ing 16,000 pages of Federal regulations. We
have reformed Federal procurement so that
the Government now buys at the best price;
no longer do we read news accounts of
$600 hammers. (For more details on how
we are making Government work, see Chap-
ters 13 and 14.)

Meanwhile, the Administration has em-
ployed Government where it does the most
good—investing in education and training,
protecting the environment and public health,
helping people get needed health care,
strengthening families by helping America’s
neediest children, and rewarding work. On
the world stage, the President has strength-
ened American leadership and advanced Amer-
ican strategic and economic interests and
values.

Still, we have much more to do. Fully
reversing the long-term trends that have
weakened America will take time and enor-
mous effort.

This chapter reviews what we have done
to meet the economic and social challenges
that the Administration inherited three years
ago. It describes how the economy and society
have responded to these initiatives, and the
economic path that we envision for the future.

WHAT THE ADMINISTRATION
INHERITED

Near-Term Economic Problems

The President inherited an economy that
had nominally escaped from recession, but
had not yet resumed solid and sustainable
economic growth either for the short term
or further down the road.

Unemployment: Unemployment rose sharp-
ly in late 1990 with the onset of recession.
Though the recession technically ended in
early 1991, growth was so weak for many
months that unemployment continued to rise.
In January 1993, unemployment was 7.1 per-
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cent, about a quarter-point higher than when
the 1990–91 recession ended.

Although the economy created some new
jobs in the recovery of 1991–92, net job
creation was weak. In the four years before
January 1993, the economy created just 2.4
million net new jobs—about 51,000 a month.
Over the same period, the labor force grew
by 80,000 people each month. With the
number of potential workers rising faster
than the number of jobs, higher unemployment
necessarily followed.

Slow Growth: Weakness in the labor mar-
ket reflected weak economic activity in gen-
eral. The economy was growing, but very slow-
ly. From the start of 1991, through the first
quarter of 1993, real Gross Domestic Product,
or GDP, grew at well under half the rate of
economic recoveries since 1960 that lasted at
least that long.

The Credit Crunch: The U.S. financial sys-
tem showed increasing strains in the 1980s.

Individuals and corporations pushed their debt
burdens higher and higher, and interest pay-
ments absorbed more and more income. While
the amount of debt was rising, its quality was
falling. Savings and loan institutions and
banks made some extremely risky loans, many
of which proved worthless.

As losses to the Government’s deposit insur-
ance programs mounted, the problems of
deteriorating credit quality and failing finan-
cial institutions became clear. Bank and thrift
regulators began to close the failed institutions
and the surviving ones raised their credit
standards sharply. Many businesses, especially
in areas with heavy concentrations of bad
loans, had trouble getting needed credit.

Meanwhile, individuals and businesses re-
duced their borrowing to improve their balance
sheets and cut the burden of their interest
payments. These steps led to slower consumer
spending and less real estate investment.
In cities across the country, new construction
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came to a halt as developers scrambled
to find tenants for empty office buildings.

Long-Term Problems

The economy’s cyclical problems were just
part of what the new Administration faced.
Underlying those problems were chronic condi-
tions that had lasted over a decade. Among
the most damaging were the Federal budget
deficit, the fall in private saving, the slowdown
in productivity growth, and the increase in
income inequality.

The Budget Deficit: The Government has
incurred a deficit every year since 1969, but
the deficit exploded in size in the 1980s—
largely due to the fiscal policies of 1981 and
the economic conditions of that day.

The Administration and Congress cut in-
come tax rates by 23 percent, reducing revenue
by over four percent of GDP, and increased
spending on defense. The tax cuts, higher
defense spending, and second recession in

two years combined to send the deficit soaring.
By 1983, it had nearly tripled, to $208
billion, and since then has never fallen below
$149 billion.

Higher and higher deficits brought more
and more debt. From the start of the Republic
to 1980, the Government had accumulated
just under $1 trillion in debt. From 1980
to 1992, the debt rose to $4 trillion.

To be sure, a big deficit can help to
stabilize the economy during a recession.
But this deficit was harmful because it was
‘‘structural’’; it would continue even if the
economy performed well. Despite numerous
attempts to cut the deficit over the next
decade, it threatened to reach unsustainable
levels as this Administration assumed office.

A structural deficit is important because
it affects the Nation’s pool of saving. Nations
must set aside funds today to build the
factories and machines that will generate
income for tomorrow; what they set aside
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is their saving. It has two components: (1)
private saving (by individuals and businesses);
and (2) public saving (by Federal, State,
and local governments).

If the Federal Government borrows from
that pool to finance its deficit, then the
borrowed saving is not available to make
productive private investment. With its big
deficits, the Federal Government in the 1980s
massively drained our Nation’s saving pool.
Worse, as Federal deficits were rising, private
saving was falling, making the Nation’s saving
problem worse.

Private Saving: Private saving averaged
13.3 percent of GDP in the 1960s, but dropped
to 7.3 percent in the 1980s (see Chart 2–3).
A fall in private saving affects investment and
the trade balance in the same way as an
increase in the budget deficit. Thus, the fall
in private saving exacerbated the economic
effects of the higher budget deficit.

In the 1980s, lower national saving pulled
down investment. To some extent, the drop
in investment was offset by more borrowing
from abroad. But that, in turn, led to other
problems—including a rising trade deficit.
Increased foreign borrowing converted the
United States from the world’s largest creditor
to its largest debtor nation. To service those
debts, the Nation will have to increase its
exports over its imports for the foreseeable
future (see Chart 2–4).

Thus, because of the higher deficits and
lower private saving, the 1980s economic
expansion was financed by debt to an unprece-
dented degree (see Chart 2–5). Much of
the extra borrowing was not backed by more
assets; thus, the borrowing raised the burden
of debt service without providing a correspond-
ing increase in resources to service the debt.
High real interest rates, caused by the higher
borrowing, further aggravated the problem.
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Chart  2-6.  PRODUCTIVITY  OUTPUT  PER  HOUR
  IN  THE  NONFARM  BUSINESS  SECTOR 
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Chart  2-8.  CIVILIAN  UNEMPLOYMENT  RATES
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Debt left the economy vulnerable when
recession struck in the 1990s, and it helps
explain why the recovery was initially so
weak. No strong recovery could occur until
the unwise policies of the 1980s were reversed.

The decline in saving and investment also
contributed to another of the economy’s chronic
weaknesses—sluggish productivity growth.

The Productivity Slowdown: Rising pro-
ductivity holds the key to higher incomes. For
25 years after World War II, productivity
growth averaged 2.7 percent a year, the high-
est in U.S. history for that long a time period,
and it reached three percent a year in the
1960s. Incomes rose substantially for most
families, and workers grew accustomed to an-
nual pay increases that outstripped inflation.
The middle class expanded, as did opportuni-
ties for home ownership, education, and lei-
sure.

Since the early 1970s, productivity has
grown an average of only about one percent

a year, about a third as fast as before
(see Chart 2–6). With slower productivity
growth, the rapid rise in living standards
came to an end. The Nation’s promise of
opportunity was in danger and Americans
began to fear that, for the first time in
U.S. history, future generations would not
enjoy higher living standards than their par-
ents.

While the economy continued to grow, it
did not grow as fast as in earlier decades.
Moreover, growth depended more on the
entry of new workers, especially married
women, into the labor market. When growth
in the labor force slowed, as at the beginning
of the 1990s, productivity improvements alone
could not sustain continued rapid increases
in real GDP.

Rising Inequality: Another chronic prob-
lem, aggravated by slower productivity growth
and lower saving, was rising income inequal-
ity. For the lowest 60 percent of American
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families, the standard of living actually fell
from 1979 to 1992. Only those at the top con-
tinued to enjoy substantial income gains.

For families in the bottom 20 percent
of income, real mean income was 14 percent
lower in 1992 than in 1973; for families
in the top five percent, real income was
17 percent higher. As a result, the gap
between the top and bottom incomes widened
to record levels.

The Social Repercussions

Slow productivity growth and widening in-
come inequality have effects throughout soci-
ety. The difficulties of working families in
making ends meet have raised the pressures
on them and weakened the social fabric.
The consequences have come to light in
the economic and social statistics on poverty,
social breakdown, and crime.

The sluggish economy of the early 1990s
was especially hard on the poor. The official
poverty rate hit its low point in 1973, after
falling sharply for most of the previous
decade. Since then, increases in poverty during
recessions have outpaced reductions in poverty
during recoveries.

By 1992, the poverty rate had risen to
nearly 15 percent. That year, more than
one in five of the Nation’s children were
poor.

WHAT THE ADMINISTRATION HAS
ACHIEVED

To bring the economy back to health,
the Administration sought to tackle the budget
deficit while promoting prosperity by investing
in education and training, and science and
technology; by opening new markets; and
by keeping interest rates and inflation in
check.

Budget Policy

The President and the last Congress enacted
the Omnibus Budget and Reconciliation Act
of 1993, designed to reduce the deficits by
a combined $505 billion over five years,
1994–98. Because the economy has performed
better than even the Administration had
predicted, we now expect those deficits to

fall by $697 billion over the same period,
even without further steps to reduce them.

The President’s 1993 economic plan, which
still governs U.S. fiscal policy, achieved over
half of its $505 billion of deficit reduction
through spending cuts ($255 billion), and
the rest through tax measures designed to
increase the progressivity of the tax code
and also raise revenue. It made deep cuts
in discretionary spending and entitlement
programs. It extended through 1998 the an-
nual limits, or ‘‘caps,’’ on discretionary spend-
ing that Congress first imposed in 1990.
(This budget would extend them even further.)
In addition, it cut entitlements by $98 billion.

Nevertheless, the President’s plan also ex-
panded the Earned Income Tax Credit (EITC),
which rewards work for those in the lowest-
income brackets. The EITC makes work pay.
It offers a positive inducement to low-income
families to enter the working world and
avoid the cycle of dependency. The plan
raised the rate of the EITC, expanded it
to provide tax relief to more lower-income
working families with children, and extended
the credit to apply, at lower rates, to low-
income workers without children.

In the 1993 plan, only one revenue increase
affected typical American households—a 4.3
cent per gallon increase in the Federal excise
tax on gasoline. The change was well timed;
it occurred while gas prices were falling,
so it imposed little or no extra burden
on households. Moreover, the plan brought
down interest rates, saving these typical
households sizable sums on home mortgages
and auto and other consumer loans.

All told, about 90 percent of the revenue
increases came from households with incomes
of over $100,000. To be sure, no one ever
wants to raise taxes. But this change was
appropriate—given the pressing need to cut
the deficit, and given that high-income families
prospered so much in the preceding decade.
And with the plan at least partly responsible
for growth in the economy and the stock
market since 1993, these people have pros-
pered in the last three years.

Largely due to the President’s plan and
the economic growth it helped spur, the
deficit fell from $290 billion in 1992 to
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$164 billion in 1995; we expect it to remain
near this level through 1997. This Nation
now has the smallest deficit, relative to
the size of its economy, of any developed
country in the world except Norway.

At the same time, even with total discre-
tionary spending rising far less than inflation,
the President has worked with Congress
to reallocate funds to programs that invest
in the future and, thus, spur economic growth.
While the private sector plays the lead role
in creating growth, the Federal Government
must play a key supporting role.

Among other things, the President and
Congress increased funding for Head Start;
Goals 2000 educational reforms; college schol-
arships; dislocated worker assistance; research
and technology; environmental protection; the
national forests and parks; Clean Water and
Safe Drinking Water revolving funds; commu-
nity policing; and the operations of the FBI,
the Immigration and Naturalization Service,
and Federal prisons.

The President and Congress also created
and funded the Americorps program that
enables students to work in communities
while earning funds for college; the Charter
Schools program to support public school
choice; the School-to-Work Opportunities Act
to help young people make a smooth transition
from high school to work; and the Federal
Direct Student Loan program to make borrow-
ing cheaper and more effective, and to ease
the burden of repayment.

Economic Achievements

By addressing the deficit, the Administration
helped resolve the economy’s short-run prob-
lems. The President’s plan enabled the Federal
Reserve to maintain low interest rates
throughout 1993, and financial markets re-
sponded by lowering long-term rates.

For example, the yield on ten-year Treasury
notes fell from 63⁄4 percent in late 1992
to 53⁄4 percent by the end of 1993, helping
to end the credit crunch. Interest rates have
fluctuated since 1993, but with the fall in
the deficit freeing up resources for private
investment, investment has boomed ever since.

Real growth accelerated in 1993, but infla-
tion remained firmly in check. Within two

years, unemployment fell below six percent,
producing the lowest combined rates of unem-
ployment and inflation in three decades (see
Charts 2–7 and 2–8).

Job Growth Up, Unemployment Down:
Since January 1993, the economy has added
7.7 million net new jobs, an average of 214,000
a month (see Chart 2–9). Over seven million
were in the private sector. Over half of the
new jobs were in the high-paying professional
or managerial categories. The economy created
over a million new jobs in the basic industries
of construction and manufacturing, including
the bellwether automobile industry.

Economic Growth Up: Also since January
1993, real GDP has risen at a 2.6 percent an-
nual rate, roughly triple the average growth
rate of the prior three years and faster than
such economies as Japan’s and Germany’s (see
Charts 2–10 and 2–11). Since the first quarter
of 1993, private sector GDP—excluding govern-
ment—has grown by 3.2 percent a year.

Inflation Under Control: The Consumer
Price Index has risen an average of just 2.7
percent a year since January 1993, marking
the smallest three-year rise since the mid-
1960s (see Chart 2–12).

Interest Rates Down: In the President’s
first year, long-term interest rates paid by
home buyers, business investors, and the Gov-
ernment fell by over a point. Inflation fears
temporarily reversed that drop in 1994, but
interest rates fell again in 1995 as inflation
fears proved unwarranted and chances for
more deficit reduction rose. By the end of 1995,
long-term rates were down a full point from
their levels of January 1993. Aside from a few
months in 1993, long-term rates were at their
lowest point since the 1960s (see Chart 2–13).

Household Wealth Up: Lower interest
rates improved the financial standing of house-
holds by making home ownership more afford-
able and boosting the stock market. The home
ownership rate rose to 65.1 percent by the end
of 1995, its highest since 1981. Meanwhile, the
stock market has given its strong endorsement
on the state of the economy. Since January
1993, the Dow-Jones Industrial average has
risen by over 60 percent, with 36 percent of
the rise coming in 1995. All other major stock
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Chart  2-11.  COMPARATIVE  GROWTH  RATES
(average annual growth rates of real GDP, Q4/1992 to Q2/1995)
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market indexes were up by corresponding
amounts.

Exports Up: U.S. exports of goods and serv-
ices have risen at a rapid 7.6 percent annual
rate (after adjusting for inflation) since the
first quarter of 1993. Merchandise exports
have risen even quicker, at a 9.6 percent rate.
The export record is particularly impressive
in light of the anemic growth in some of the
other major industrialized countries.

With other economies growing more slowly
than America’s, our imports should have
grown faster than our exports. They did.
Consequently, the trade deficit rose through
the first half of 1995. But, as the gap
in economic growth narrowed a bit in the
second half of the year, so did the deficit—
it fell between June and December of 1995,
from $11.4 billion to $6.8 billion. The bilateral
deficit with Japan dropped from an annual
rate of $64.7 billion in the first half of
1995 to $56.3 billion in the second half.

Progress Against Unfavorable Long-Term
Trends

As we have seen, the economy as a whole
has improved markedly in the last three
years. To be sure, we face the ongoing
challenge of addressing the fundamental fac-
tors that determine long-term prosperity. Even
for those, however, various signs of progress
appeared in 1994, the last year for which
statistics are available.

That year, median family income rose while
the poverty rate—and, importantly, the pov-
erty rate for children—fell. Real incomes
grew in all five quintiles of the income
scale for the first time in five years (see
Chart 2–14).

Further improvement may have occurred
last year, given the favorable levels of unem-
ployment and growth in real income. The
President’s program is designed to do even
more by creating opportunity and encouraging
responsibility (see Chapters 5 through 12)
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Chart  2-12.  INFLATION
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1 For a more detailed explanation of the Administration’s eco-
nomic assumptions, see Analytical Perspectives, Chapter 1.

2 The Government now measures growth on the new basis that
the Bureau of Economic Analysis introduced in January 1996.

and providing tax relief to millions of middle-
income families (see Chapter 12).

Productivity growth has only begun to
rise, and the final pay-off of deficit reduction
has not yet arrived. But the fundamental
economic changes are in the right direction.

In the coming years, the saving and invest-
ment boom of the last three years will
generate higher incomes by enabling workers
to produce and earn more. In the near
term, the main effect of higher investment
has been to lower unemployment—itself an
early step toward greater prosperity.

A PRUDENT LOOK AT THE ECONOMIC
FUTURE

In its economic assumptions, the Adminis-
tration projects a continuation of current
favorable economic conditions. The assump-
tions are reasonable and conservative.1

Specifically, they project:

• Real GDP growth (on the new chain-
weighted basis 2) that averages 2.3 percent
a year through 2002, in line with private
forecasters and CBO—about a half-point
a year less than what the Administration
has achieved over the last three years;

• The unemployment rate to remain stable
at 5.7 percent, close to its current level
and within the range that it has main-
tained for over a year;
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Chart  2-13.  LONG-TERM  INTEREST  RATES

(average yield on 10-year Treasury Notes)
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• An increase in the CPI of about 2.8 per-
cent a year from 1998 to 2002, about the
same as it averaged in the previous three
years; and

• The 10-year Treasury bond rate to fall by
1.1 percentage points over the next four
years as the deficit continues to decline.
Over the past year, the rate has fallen
by two percentage points.

These economic assumptions presume that
Congress adopts the President’s proposals—
most fundamentally that the President and
Congress put the budget on a path to balance
by 2002—and that the progress will be evident
to households, businesses, and investors. For
this reason, the Administration expects to
see declines in interest rates, stimulating
sustained growth and investment.
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Table 2–1. ECONOMIC ASSUMPTIONS 1

(Calendar years; dollar amounts in billions)

1994
Actual

Projections

1995 1996 1997 1998 1999 2000 2001 2002

Gross Domestic Product (GDP):
Levels, dollar amounts in billions:

Current dollars .............................................. 6,931 7,254 7,621 8,008 8,417 8,848 9,295 9,772 10,268
Real, chained (1992) dollars ......................... 6,604 6,742 6,888 7,047 7,212 7,380 7,553 7,730 7,911
Chained price index (1992 = 100), annual

average ....................................................... 105.0 107.6 110.6 113.6 116.7 119.9 123.1 126.4 129.8
Percent change, fourth quarter over fourth

quarter:
Current dollars .............................................. 5.9 4.1 5.1 5.1 5.1 5.1 5.1 5.1 5.1
Real, chained (1992) dollars ......................... 3.5 1.5 2.2 2.3 2.3 2.3 2.3 2.3 2.3
Chained price index (1992 = 100), annual

average ....................................................... 2.3 2.5 2.8 2.7 2.7 2.7 2.7 2.7 2.7
Percent change, year over year:

Current dollars .............................................. 5.8 4.7 5.1 5.1 5.1 5.1 5.1 5.1 5.1
Real, chained (1992) dollars ......................... 3.5 2.1 2.2 2.3 2.3 2.3 2.3 2.3 2.3
Chained price index (1992 = 100), annual

average ....................................................... 2.3 2.5 2.8 2.7 2.7 2.7 2.7 2.7 2.7

Incomes, billions of current dollars:
Personal income ............................................ 5,750 6,104 6,416 6,716 7,025 7,337 7,664 8,031 8,434
Wages and salaries ....................................... 3,241 3,420 3,607 3,801 3,995 4,193 4,403 4,629 4,864
Corporate profits before tax ......................... 528 602 650 702 753 800 843 882 917

Consumer Price Index (all urban): 2

Level (1982–84 = 100), annual average ....... 148.2 152.4 156.6 161.3 165.9 170.5 175.3 180.2 185.2
Percent change, fourth quarter over fourth

quarter ....................................................... 2.6 2.7 3.1 2.9 2.8 2.8 2.8 2.8 2.8
Percent change, year over year ................... 2.6 2.8 2.8 3.0 2.8 2.8 2.8 2.8 2.8

Unemployment rate, civilian, percent:
Fourth quarter level ..................................... 5.6 5.6 5.7 5.7 5.7 5.7 5.7 5.7 5.7
Annual average ............................................. 6.1 5.6 5.7 5.7 5.7 5.7 5.7 5.7 5.7

Federal pay raises, January, percent:
Military .......................................................... 2.2 2.2 2.6 3.0 3.1 3.1 3.1 3.1 3.1
Civilian 3 ........................................................ ............ 2.0 2.0 3.0 NA NA NA NA NA

Interest rates, percent:
91-day Treasury bills 4 .................................. 4.3 5.5 4.9 4.5 4.3 4.2 4.0 4.0 4.0
10-year Treasury notes ................................. 7.1 6.6 5.6 5.3 5.0 5.0 5.0 5.0 5.0

NA = Not available.
1 Based on information available as of mid-January 1996.
2 CPI for all urban consumers. Two versions of the CPI are published. The index shown here is that currently used, as required by law,

in calculating automatic adjustments to individual income tax brackets. Projections reflect scheduled changes in methodology.
3 Percentages for 1994–1996 exclude locality pay adjustments. Percentages to be proposed for years after 1997 have not yet been deter-

mined.
4 Average rate (bank discount basis) on new issues within period.
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