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Mr. Chainnan. before I gel started, I want to thank you and the 

Committee for the opportunity to testify today. It is indeed a pleasure to.be 

here as a member' of this Administration to' discuss both the eeanomic success 

story of the past 2 years and the encouraging proseect~ for the future. 


. Last year we witnessed an economic payoff to the tough fiscal decisions 
embodied in the Omnibus Budget Reconciliation Act of 1993 (OBRA93). The 
deficit shlUnk by $52 billion in fiscal year 1994 due to the initiatives si'e! forth in 
OBRA93 ($72 billion if special factors such a< receipts from the sale of assets 
acquired from failed thrifts are excluded). And we anticipate a cumulative total 
of mOre than $600 billion in deficit reduction from the pre-OBRA93 baseline 
through 1998. Of this amount, $505 billion comes from spending cuts and 
revenue increases contained in OBRA93; the remainder is due to technical 
revisions and the improved economic climate which, in pan, resulted from 
OBRA93, The Administration's 1996 budget package adds another $81 billion 
in budgetary savings through 2000. This Administration has clearly . 
demonstr.ted to the American people that fiscal responsibility is not just \ 
political rhetoric bUI a linchpin of our entire economic agenda. 

My testimony today consists of three parts: a review of the economy's 
'perfonnance in 1994; a presentation of the Administration's economic forecast . . 
for 1995; and an overview of the Administration's economic strategy -­
embodied in its 1996 Budget -- for improving the living standards of all 
Americans. 

The Economic Situation in 1994 

111e U.S. economy in 1994 enjoyed a balanced and broad-based 

expansion. Real gros.' domestic product (GDP) grew 4 percent, the highest 

annual growth rate since 1987. Payr~lls increased by 3.5 million. the largest 

annual increase in employment since 1984. Consequently, the unemployment 
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rate dropped over a full percentage point during 1994. Since the Administration 
took office in January 1993, about 5.6 million jobs haye been created; of these 
93 percent are in the private sector. The consumer price index (CPI) increased 
by only 2.7 percent, about the same rate of increase as for the past 3 years. 
When the volatile food and energy components are removed, however, the core 
rate of consumer inflation registered its smallest increase in 28 years. The 
combination of strong economic growth and low inflation makes 1994 one of 
the best macroeconomic performances on record. 

This strong performance took place in an environment in which the 
Federal Reserve increased short term interest rates several times in an effort to 
moderate the economy's growth to prevent future inflation. While these rate 
increases should put a brake on economic growth, we are' optimistic about the 
future prospects for the economy. Business confidence appears strong. as· 
evidenced by high levels of business investmen~ in 1994. Similarly, consumer 
confidence remains strong, as purchases of durable goods grew rapidly' over the 
year. 

While the overall economy appears to be performing 'well, we are 
concerned that many Americans. are not full participants in the growing 
prosperity. For instance, real median family income in 1993 is about' the same 
level it was in 1973, despite an increase in real aggregate income of 57 percent 
during the same time period .. Additional evidence of the trend of ~tagnant \ 
incomes for many Americans is the fact that houHy compensation in 1994 (as 

. measured by the employment cost index) increased only 3 percent over the year, 
barely outpacing the 2.7 percent increase in the CPI. The actual increase in 
hourly compensation was lower than expected, based on a statistical relalionship 
between the unemployment rate and the growth rate in hourly compensation. 
This is statistical confirmation of the feeling of many Americans that they are 
working. harder for less. . 

The stagnation of family incomes has been accompanied by an equally 
disturbing trend of increasing income inequality. In contrast to the years J950­
1973, when average real family incomes increased thrcllIghoul the income 
distribution, between 1973 and 1993. the spread in,income inequality has gotten 
larger. As an example of this fact, Chart J shows the share of aggregate income 
received by fanlilies in different pans of the income distribution in 1973 and in 
1993 (the most recent year for which these data arc available). -n,is Chan 
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indicates that each of the four lowest quintiles'of the income distribution saw 
their share of aggregate income decrease, while the share for the 20 percent of 
the population with the highest incomes increased substantially (and much of 
this increase was concentrated in the top 5 percent). 

Over the pas! 2 years, the economy has grown at an average annual rate 
of 3.6 percent, as aggregate demand rebounded from the 1990-9l recession and 
the lackluster growth that initially followed it. In pan, the current expansion 
was accomplished through an increase in the quantity and quality of the labor. 
force and through net additions to the capital stock. To a significant extent, 
output was able to meet strong increases in demand through re..,mployment of 
workers who had been unemployed or underemployed and through the 
utilization of capital that had been idle or underutilized. By the end of 1994, 
however, both labor and capital utilization rates were in ranges that stl$gested 
little remaining slack. When this happens, the economy's growth late becomes 
increasingly constrained by the growth rate of the labor force. net additions to 
the capital stock, and the productivity of labor and capital. Over the long run, 
these factors detennine the economy's potential for growth or what economists 
refer to as the growth rate of potential GOP. Based on current infonnation and 
the econ,my's most recent historical perfonnance. most mainstream economists 
believe that the economy's growth potential is around 2.5 percent per year. This 
estimate of long-run real growth potential' is shown by most major economic 
forecasts and the Administration forecast reflects this view, . . 

\\ 

The Administration's Economic !1or~ast 

111i8 Administration prides itself on making realistic forecasts of economic 
conditions and we believe the evidence of the past 2 years suggests that our 
forecasts have been conservative as well as credible, ·In fact. when I testified 
before [his committee las! year, I said that "the economy is poised for a' 
sustained expansion." Forecasting may be an inexact science. but it is definitely 
satisfying when your forecasts prove correct. Indeed, the major surprise in the 
perfonnance of the U,S. 'economy in 1994 was that real growth exceeded the 
forecast by a significant amoun!, even though interest rates were much higher 
than predicted and inOation slightly lower than predicted. 
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This year's economic forecast continues the conservative tradition of our 

prior forecasts. We are forecasting a moderation of growth in 1995 as the 

effects Of increases in interest rates spread more broadly through the economy. 

For 1995 as a whole, we are forecasting that real GDP will grow by 2.4 percent 

relative to 1994. Then in 1996, the economy is expected to settle onto a path 

consistent with its long-run growth potential of 2.5 percent. a so-called "soft 

landing". We forecast the economy to maintain real output growth in line with 

the grpWlh of potential output through the year 2000. . 


Inflation is forecast to rise slightly during 1995. Consumer prices are 
p,rojected to increase by 3.2 p~rcent in 1995.· There3fter. consumer price 
inflation is forecast tp remain at 3.2 percent through 1998. before failing to 3.1 
percent in 1999 and 2000. More broadly, inflation as measured by the GDP 
price deflator is forecast at 2.9 percent this year and next. Then we ewect 
inflation to settle at about 3.0 percent over the remainder of the forecasthorizon. 

The Administration forecast used in preparation of the bUdget predicts that 

the unemployment rate will average around 5.8 percent in each year between 

1995 and 2000. Since that forecast was made in November. more bas been 

learned about the behavior of the actual unemployment rate. In the upcoming 

Economic Report of the President. the Administration presents a forecast range 

for the unemployment rate of 5.5 percent to 5.8 percent for each year from 

1995-2000. We forecast 3\range both because we are unsure'about the impact 

Of the 1994 improvements to the Current Population Survey used to eompuie the 

unemployment rate and because some structural change may be underway in the 

labor market. An important characteristic of our employment forecast is that it 

incorporates a belief that economic growth over the next several years will be 

sufficient to absorb all Ilew entrants to the labor force. Therefore, we anticipate 

little upward pressure on the unemployment rate during this period. 


Our forecast anticipated a 50 basis point increase in short-term interest 
. rates (three-month Treasury bill rates) during the first quarter of 1995. As 
growth moderates during the year. we expect short-tem1 interest rales to rail 
about 50 basis poims by early 1996 and remain there throughout the remainder 
of the forecast horizon. 111e forecast for interest rales on 'to-year Treasury notes 

. was revised upward for 1995 to 7.9 percent from last year's lower leveL Our 
forecast predicts a decline in these interest rates to an average of 7.0 percent 
between 1997 and 2000. 111is forecast reflects the belief that the spread 

c 
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between shon and long term interest rates will return to a more traditional range 
than the one experienced in 1994,'a5 the inflation and risk premiums built into 
long-term rate gradually shrink, 

Table I attached to my testimony compares the Administration's 
economic forecast to the Congressional Budget Office and Blue Chip forecasts. 
While there are some differences between these forecasts, the differences tend to 
be small, and Table 1 indicate~ a high degree of consistency in these different 
forecasts, ' , 

There are always some risks to any economic forecast. The possibility 
exists ,that the interest rate increases engineered by the Federal Reserve will not 
dampen growth as quickly as anticipated. Ihhis OCCUI'S, real economic growth 
in 1995 could exceed the prediCted 2.4' percent rate. A higher than pr'ydicted 
growth rate in tum could result in higher· than anticipated interest rates, which 
could slow future economic growth more than expected. 

, ' , 

Similarly, there are risks that the economy may grow more slowly than ' 
forecast. For instance, the interest rate increases already in the pipeline may 
slow economic growth sooner than anticipated ,or by more than anticipated. 
Compounding this risk is the possibility that foreign economic growth may stall, 
reducing foreign demand for U,S. exports. ,In addition, the large inventory 
a(JI:umlllation by businesses over the past year may not have been entirely 
intentional. If this proves to be the case, then production could be scaled back 
to reduce an inventory overhang, lowering growth. Finally, the course of the 
economy depends Dn budgetary and other policy decisions made by Congress. 
,11:,$ year there is an especially high degree of uncertainty about future 
Congressional actions in matters that can affect output, growth, deficits, and 
interest rates over the short, medium, and long term. 

A Strategy for lmpro."ing Living Standards fo.r All Americans. 

'/llC Administration's economic strategy for raising the living standards 
for all Americans has three components. 111e first is to establish a sound fiscal 
foundation for the Federal Govemmcnt. Getting the Nation's fiscal house in 
order required a deficit reduction plan that is balanced and gradual, yet large 
enough to be credible and to have a significant positive effect over time. The 
Administration's mitial budget plan enacted us OBRA93 met lhis test, and this 
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year's budget follows up on that legacy by providing}urther deficit reduction. 
To see the effects of these deficit reduction initiatives, consider that in 1992, the 
Federal deficit had reached 4.9 percent of GOP. For fiscal year 1996, the 
deficit is expected to be about 2.7 pereent of GOP. And, by 1998, we project it 
to faU to 2.4 pereent of GOP, less than half its 1992 level. 

Economists often prefer to focus on the structural budget deficit, which 
adjusts the deficit compul1ltions by eliminating the effects of the business cycle. 
By this measure, the burden of the Federal budget deficit has declined steadily 
since 1993, with much of the credit for this improved fiscal picture attributed to 
OBRA93. Chart 2 attached to my written testimony shows the, structural budget 
deficit as a share of GOP and indicates the substantial effect that OBRA93. ' 
along with the additional deficit reduction in this year's Budget. has had on it. 

. , ,\ 
The second component of the economic strategy is a set of policies to 

help American workers and businesses realize the opportunities that flow from 
changes in technology and the global economy. The common theme of these 
policies is investment: both public and private. On the public side, the Federal 
Government is shifting spending away from current oonsumption and toward 
investment in children, education and training, and science and technology. ,On 
the private side, the Administration supports targeted subsidies to complement 
market incentives and encourage investment by individuals and businesses in 
physical, scientific, and human capitaL' Throughout, the Administration 
rccogniu,s that government must not only spend less, it must also spend'better, 
by focusing morc of its resources on the Nation'S future. 

A third oomponent of the Administration's economic strategy is tax relief 
for working families. The Administration first focused tax relief initiatives on 
those working Americans with the lowest incomes. The result was the 
substantial expansion of the earned income'tax credit in OBRA93. This 
refundable tax credit increases the after-tax income for many lower-paid workers 
and is an important step toward ensuring that families with full-time workers 
will not live in poverty. This year's budget includes a second round of tax 
relief, this one aimed at middle class families. '!he package of tax cutS 
introduced by the President in December will help Americans meet the costs' of 
raising their families, acquire more education and training, and save for a variety 
of purposes, . 
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The Role of Deficit Reduction 

When viewed in the context of the tllree components of the 
Administration's economic strategy, it is clear that deficit reduction is not an 
end in iL~elf, but rather a means to the end of greater national investment and 
higher living standards. Deficit reduction has the beneficial effect of increasing 
national saving .(by reducing the negative saving of the Federal Government). 
This increased national saving is available to private entities. for investment in 
physical capital like machinery and equipment. which in turn can increase"labor 
productiviry. But squeezing worihwhile public' investments out of the budget to 
make room for private investment is the wrong way to reduce the deficit. 
Moreover, one should recognize that deficit reduction by itself is contractionary 
fiscal policy and constrains aggregate demand. Therefore. there are limits to the 
amount of deficit reduction that the economy can be expected to withs\lUld in a 
short"period without endangering economic growth. Over the long nin, deficit 
reduction makes room for more private investment. but in the short nin it 
depresses aggregate demand and can even depress private investment.' For all 
these reasons, the Administration prefers to engage in gradual and measured 
deficit reduction. Our success to date in reducing the deficit is one reason why 
the Administration opposes a balanced budget amendment to the Constitution .. 

Shortcomings of a Balanced Budget Amendment 
\ 

First. everyone should be aware that rhe proposed amendment by itself 
would not reduce the Federal deficit by even one dollar. All the hard choices 
about cutting expenditures or raising revenues (through either laxes or fees) . 
would slill remain. Congressional consideration of a balanced budget 
amendment without first specifying the changes to cxpendilUres and taxes 
required to bring the budget into balance provide.s rio evidence of the fiscal 
discipline . necessary to achieve real deficit reduction. 

One of the great fallaCies behind the logic for a balanced budget is.the 
premise that the size of rhe Federal budget deficit is purely the result of' 
deliberate policy decisions. 111is is not the case: the pace of economic activity 
has a major role. An economic slowdown automatically depresses tax revenues 
and increases spending on programs such as unemployment and Food Stamps. 
Consequcnlly. the deficit automatically widens and tlle additional disposable 
income made availabie to consumers cushions the effects of the recession. 
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. , . . 
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\ 

, . 
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During economic expansions, the process works in reverse, and the deficit 
automatically narrows. These effects are tenmed "automatic stabilizers" because 
they act by themselves to moderate the effect of business cycles. 

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

With fiscal policy deprived pf its counter-cyclical role, monetary policy, 
conducted by the Federal Reserve, would be the only tool available to stabilize 
the economy. But even well-executed monetary policy (wruch assumes the 
Federal Reserve promptly recogrrizes changes in the business cycle and 
aggressively acts to offset the effects) cannot completely compensate f1?r the 
lack of fiscal policy flexibility. In part, the inability of monetary policy to fill. . 
the void reflects the fact that monetary policy acts with a long, and uncertain, 
lag. Moreover, the Federal Reserve could become handcuffed in the case of a 
severe recession, its scope for action limited by the fact that it can reduce· .. 
interest rales no lower than zero, and probably not even that low in practice. 
Moreover, the more aggressive interest rate movements necessary to offset 
macroeconomic fluctuations could· actually increase the volatility of financial 
markets -.. something the Federal Reserve would probably try to avoid. 

\ 
The role that fiscal policy can play in smoothing economic fluctuations is 

one of the great discoveries of modem economics. A balanced budget 
amendment to the Constitution would eliminate the automatic stabilizers from 
fiscal policy, anG would essentially remove an imponant element from the 
economic policy toolbcx . 

.The Role of Investment 

The Administration is embarked on an ambitious agenda to increase 
. investment in many types of capital. One aspect is to increase the stock of 

. human capital. by improving the education and training prospects for all 
Americans. Examples of Administration initiatives in this area are: increased 
funding for Head Stan, Goals 2000, the School-to-Work transition program, 

. AmeriCorps (the l\:ational Service· Program), and the income contingent student 
loan program. All these programs suppon human capital development 
throughout a persoll's lifetime. . , 
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In the area of science and technology, the market itself may not provide 
sufficient incentives for development of all socially desirable invesunems .. This 
is because the benefits of research, do not always accrue to the inventor, but 

. rather' to society as a whole through the dissemination of scientific and 
technological advances. The Administration recognizes the importance of 
scientific research, an area that has long received bipartisan support in budget 
decisions. While total discretionary spending remains approximately fixed in . 
nominal terms, Federal spending on science and technology has edged upward 
during this Administration. 

The Admirlistration policy toward opening foreign markets complements 
its emphasis on investment. Exports play an increasingly important role in the 
livelihood of American workers since over 10 million American jobs now 
depend on exports and export-related jobs pay substantially higher thai,1 average 
wages. In addition, the reduction of barries to trade raises the standard of 
living by providing a wider variety of goods to American consumers at lower 

. prices. And foreign competition can lead to greater efficiency and productivity 
in U.S. businesses. Four examples of the Administration's commitment toward 
opening ~oreign markets to U.S; goods and services are: NAFI'A, the Uruguay" . 

. Round of the GAIT, and rhe trade discussions that took place at the Summit of 
the Americas and the recent meeting of the Asia Pacific Economic Cooperation 
(APEC) forum: ' 

\ 
\ 

The Unfinished Agenda 

Ov~r the next 2 years the Administration plans several major policy 
initiatives. One of these, middle-class tax relief, was announced by the 
President in December. There are three main elements to the initiative -- a 
child-based income tax credit; a deduction for some of the costs of post­
secondary education: and an expansion of individual retirement accounts. All of 
these proposals are intended to help average Americans cope with the demands 
of today'f: economy. Secretary Rubin, in his testimony, will go over these in 
detail. 

.\ second initiative was detailed by the President last week -- an increase 
in the minimum wage. 111is proposal reflects a detennination to ensure that 
working /;unilies can liflthemsclves out of povClty, as well as a recognition that 
Inflation has substantially eroded the real value of the minimum wage. 'n1C 
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proposed increase of 90 cents per hour, phased in over 2 years, would go a long 
, way toward reversing the effect of inflation, without any discernible impact on 

employment prospects, 

Othu .Administration initiatives include welfare .reform and health care 

reform. In both these areas, the. Administration proposed legislation in f994. 

We intend to work with the Congress in a bipartisan manner to ensure that 

progress can be made in each of these crucial areas this year. 


One last ongoing Administration initiative. is the effort to reinvent 
government -- the National Performance Review (NPR), under· the direction of 
Vice President Gore. Through the 'end of 1994, the Administration's reinventing 
government reforms had reduced the Federal workforce by about 100,000 
employees and had made substantial progress in the area of govemnient 

• procurement. A second round of NPR reforms was announced in Decl\mber 
. 1994, with projected savings of $26 billion over 5 years. While the NPR 

generates savings in Federal spending, this is not the only reason to undertake 
reinvention. The goal of the NPR reforms is to improve government and to 
provide services that are in the national interest. That is, we want to create a 
government that is leaner, not meaner. 

Conclusion 
, 

. . \ 
As you know:' 1994 was a very good year for the American economy. 

The solid economic growth, combined with a 'Iow rate of inflation and declining 
unemployment made for the best overall economic performance in a generation. 
But there ~re many challenges before us, the most fundamental ofwhich is 
restoring the American Dream to all families in a world of changing technology 
and increasing competition. . 

Some important foundations to achieve the goal of higher living standards, 
broadly shared, ha~e already been put in place. The fiscal 1996 budget 
represe~ls another step. We look forward to working :with you and the 
American people in this common endeavor. 
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Chart 1 •. Share of Aggregate Family Income by Qulnllle 

Between 1973 and 1993. the share of money income received by the 20 percent of families 

with the highest incomes rose substantially. The shares for all other quintiles fell. 
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Chart 2. Structural Budget Deficits 
PolicY,changes enacted in 1993 arrested the upward trend of the deficit. and the President's 
proposed budget for fisca11996 will achieve even more deficit reduction. 
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Remarks by.Laura D'Andrea Tyson 

Chair of the Council of Economic Advisers 


before the Committee on the Budget 

U,S, Senate 


Thursday. February 10, 1994 

Mr, Chairman; before 1 get started, I want to thank you and me Conunlttee for the 
opportunity to testify today, 

. Just about I year ago, President Clinton proposed a multi~faceted economic plan to 
reverse the growth' of the Federal budget deficits and to redirect private and public sector 
spending toward productivity--enhancing investment. 

With the support of Congress. the economic plan proposed last year became the basis 
for OBRA 1993, the largest deficit reduction plan in our Nation's history, This plan 
strengthened the Budget Enforcement Act and extended the discretionary spending caps 
through 1998. It proposed specific spending cuts in a wide variety of both djsc~tionary and 
mandatory programs, Approximately one·half of the total estimated deficit reduction is 
anributable to' savings on the spending side of the Federal budget. The remainder comes 
from additionaJ reven~es. Over 80 percent of the tax increases contained in OBRA 1993 are 
borne by those with annual incomes over $200,000. In fact, the income tax rate increases 
contained in OBRA 1993 apply only to the 1.2 percent of households with the highest 
incomes. For those workers at the bottom of the income scale. OERA 1993 substantially 
increased the earned income lax credit {EITe). The result of these changes is a tax system 
that is mo::'e progressive than at any time slnce 1977. 

\ Th'c Situation in February 1993 . 

Let us recall where the economy was last year. when the President's economic plan 
was' proposed. The recovery had a stop and go feel to it. Throughout 1992. the 
unemployment nue re;nained' above 7 percent. Too few jobs were being created, and there 
was great uncertainty about the pace of economic expansion, 

. Federal budget deficits were Jarge and growing. apparently on an unsustainable ·path. 
Large amounts of Federal borrowing throughout the '1980, led to a legacy of debt. 

'transforming the UnHed States from a net lender to the largest debtor nation in the world. 
High levels of Federal borrowing Jed to real long-term interest rates that were very high by 
historical standards. These high inte~est rates discouraged business~s from making 
productivity-enhancing investments. 

, As the Administration took office, the economy's long~term prospects looked quite 
poor. Labor 'productivity grQ\.vth hap tailed off to an anemic 0.9 percent per year over the 
1973~92 period. The Federal Government, by running large budget deficits. made it more 
difficult for the private s~tor ,to invest for future prosperity, Measures of the quality and 
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quantity of public infrastructure suggested that the United States was also under~investing in 

public capital: MHHons of Americans were functionally iUiterate and, on intematlonal test 

scores, American school children suffered in comparison to their foreign counterparts in 

mathematics and science education. On top of this, a rising chorus of isoiationist sentlment 

called for America'to tum its back on international trade agreements intended to open up 

world markets for our goods and services. 


Tht~ trends were ,WOrst for Jowwincome families. The 19805 saw a dramatic widening 

in the inequallty of earnings. From: 1977-1990, the share of national income received by the 

5 percent of the population with the highest incomes rose from 18.6 percent to 24.5 percent. 


, In contrast, the share of national income received by the poorest 20 percent of the population, 
fell from :..7 ~rcent to 4.3 percent. A widening of the wage dis.tribution caused much of trus 
increase in inequaljty. Wages for those at the top of the income distribution significantly rose , 
in real tenns, while wages for those at the bottom of the income distribution acrually fell in 
real terms. Wages for those in the middle 60 percent of the income distribution were 
virtually stagnant Workers with little education or job skills were falling further and further 
behind. Many low~jncome families with children justifiably felt that work did not pay sinc~ 
after-tax compensation from working often barely exceeded the potential benefits that could 
be claimed through the welfare system. 

The Situation Today 

In February 1994, the economy is poised for a sustained expansion. Real gross 
domestic product (GDP) grew by 2.8 percent last year, with the second half of 1993 turning 
ir. a much stronger performance than the first half. In fact, the economic growth in the fourth 
quaner of 1993 was the strongest in 6 Yf!ars. Long~term interest rates have declined by a full 

. percentage point since Election Day in November 1992, and the interest-sensitive components 
of the economy have robustly responded to this decline. Overall•. these interest-sensitive 
components of spending accounted for the lion's share of economic grov:lh in i993, Housing 
starts rose 25 percent from July to December 1993, producer durable investment increased by 
over 18 percent from the fourth quaner of 1992 to the fourth quarter of 1993, and consumers 
are purchasing more in the way of durable goods, Consumer confidence has been improving' 
since the.middle of 1993. All these are positive Signs. 

Inflation figures for 1993 indicate that price increases have moderated. The consumer ' 
price index (CPI) increased a scant 2,7 percent in over 1993. the sm.allest increase 'since 1986. 
The core CPI (excluding the volatile food and energy components) was 3.2 percent. the 
smallest increase since 1972. And the implicit GDP price deflator increased at .a rate of 2.2 
percent. the smallest increase since the Johnson Administration, 

The decline in iong~terrn interest rates since January 1993 has tracked very closely the 
fOl1unes of the Adminislralia:n's ecopomic plan. This is evidence that the financial markets 
view the deficit reduction proposals as substantial and credible, The credibility of our deficit 
reduction plan rests on four g~neral premises, First, discretlonary spending is fixed in 
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nominal terms, an objective tcst that is rard to evade by budget gimmickry. Second, specific 
spending cuts are proposed, showing that it is indeed possible to achieve the spending targets 
in the proposal. Some of these proposed spending cuts take on budgetary sacred cows, 
demonstrating the Clinton Administration's commitment to reduced spending, regardless of 
past treatrn,ent of programs, Third, the revenues raised generally are permanent and real. 
There is liltle in the revenue raising component of the President's economic plan that simply 
accelerates revenues into the budget window or that pairs temporary (e,g.• .5 year) revenues 
with perrmment spen~ing programs. Fourth. the economic forecasts on which the economic 
plan is based are credible, All fOUf premises are important in convincing the financial 
markets that the Federal Government will become a smaller player in the debt markets of the 
future, This realization helps reduce the long-term cost of borrowing for all market 
partkjpants. 

In terms that are important to most Americans-jobs-the economy enters 1994 in a 
much improved position from that at the start of 1993, During the past year, payroll 

,employmem increased at a rate of over 1601000 jobs per month. nearly 2 million jobs in all, 
This is 1/4 of the way toward the Administration's goal of creating 8 mimon jobs in 4 years. 
After 1 y~tr, private employment growth has exceeded the lota1 for the entire tenure of the 
previous Administration. Moreover. the CounciJ anticipates more than 2 million jobs being 
created in 1994, keeping the economy on track to meet the job creation goa1. 

It is, true that most of tbe jobs created in 1993 are in the service sector. However, it 
does nat follow that all of these are "bad jobs", For example, at the start.af 1994, there are 
'almost 200,000 more construction workers than at the beginning of 1993 and almost 400.000 
more retail workers: Household surveys indicate 1 million more workers in mana genal and 
professional specialty positions over the same period. And with the factory workweek and 
overtime at postwar record high levels, there is plenty of reason to expecl that many of the 
'lobs created in 1994 win be in the manufacturing SeflOL ' 

The Administration1s Economic Forecast 

The Administration has been· very concerned to keep its forecasts of key ~onomic 
variabl~ responsible and credible. Although practicing the art of forecasting economic 
performance is certainly a way to keep one humble, it is easier to adjust econatn.ic policy to, 
situations in which the economy outperforms the forecasts than to situations in which the 
forecast outpe..-forms the economy. And our forecasts are not unduly optimistic. Indeed, they 
are very similar to forecasts produced by \he Congressional Budget Office, Q1e Blue Chip 
cotlsenst.:s forecast, nnd leading private sector ·forecasters" All of these forecasts ca:l for 
moderate real growth'jn tbe overalJ economy, declining unemployment rales, low inflation, 
and fairly stable long~term interest rates, . 

As shown in Table 1. the Administration forecasts real econo;n.ic growth of 3.0 
percent in 1994, tapering orr slightly' to 2.7 percent in 1995, and to 2.6 percent in 1998. 
Inflation, as measured by the CPI. is forecast 10 be 3.0 percent in 1994,' gradually increasing 

http:econo;n.ic
http:econatn.ic
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to 3.4 percent in 1998. The civilian unemployment rate is forecast to average 6.3 percent in 
1994, d:opping over time to an average of 5.5 percent in 1998. 

There are two things to note about the forecasts of the unemployment rate. First, this 
measure uSes the old definition of the unempl,oyment rate, computed using a survey method 
used by the Census Bureau until 1994. The new measure of unemployment is expected tQ be 
somewhat higher than the old rate, probably 0.3 • 0.9 percentage points higher on average ­
the precise: month-to~month discrepancy is impossible to know. We still forecast 
unemployment using the oid definition beCause it makes comparisons with previous data . 
easler and because mooels of the economy have not yet been adjusted to incorporate the new 
definition. A second thing to note is that the forecast of the unemployment rate presented 
here is somewhat lower than that contained in the Budget This is because the Budget went 
to press using a forecast we made in early December. But the economy in the fourth quarter 
of 1993 exhibited stronger growth and a sharper drop in unemployment than expected, 
Incorporating this new information (as we do here) provides a slightly changed forecast for 
future unemployment levels. . 

Regarding interest rates, we forecast that long-term interest rates wiH remain just about 
at the levels they were when we made the forecast last month, Short-term interest rates (e.g., 
the 3~month Treasury bill rate) are forecast to increase somewhat over the 5-year budget 
window as the economy strengthens and moves closer to capacity. Last week's 
announcement by the Feccral Reserve that short~term interest rates will increase slightly is 
consistent with our forecast. which calls for a 3-month Treasury bill rate averaging 3.4 
percent in 1994. 

As a measure of the effect of OBRA 199-3, consider the projected size of the Federal 
deficit compared to Gross Domestic Product CODP) for the next several years. (See 
Appendix,) In fiscal 1992. the Federal deficit was 4.9 percent of GDP, in fiscal 1993. it waS 
4,0 percent of GOP, in 1995 it is projected to drop to 2,5 percent of GOP, and, by 1996 is 
projected to fall still further to 2.3 percent of GOP, the lowest level since 1979. 

Another way to measure the fiscal effect of OBRA 1993 is to examine the ,trend of 
public debt to GOP, (See Appendix,) In 1981, Federal debt held by the public equaled 26.5 
percent of GDP. Over the next dozen year's, this figure increased dramatically, nearly 
doubling to 51.6 percent in 1993, As a result of OBRA 1993. this trend will be first 
stabilized and then reversed. The relative level of Federal debt held by, the public will begin 
to decrease: over the next several years. 

No O!1C can accuse this Adminislratior. of incorporating rosy scenarios into its 
forecasts. In fact, for 4 out of the 5 years in the budget period, the AdmJnislration forecasts a 
higher defIcit than CBO (though the differences are quite small). We believe it is critical for 
policy makers 10 craf~ economic poli~y based on credible da..a and not to be misled by (or to 
mislead with) smoke and mirrors, The Clinton Administration prides itself in using cred:bJe 
economic forecasts to craft its. economic policies, 

\ 
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The Economic Agenda 

The 1995 Budget was quite difficult to construct, as the discretior.ary spending caps 
began to constrain the activities of the various agencies. For the first time in memory, agency 
heads came to realize that increasing spending in aI'Y program meant that cuts in other 
progralf'.5 had to be made. This was not a pleasant experience for the participants, and it will 
only get more difficult in future years. However, it is necessary to reorient Federal spending 

. priorities. And this Budget does just that, by providing for several new and expanded 
investment initiatives. while scaling back or eliminating entirely programs that are less 
valuable. 

Federal employment will be reduced under our 1995 B~dget President Clinton has . 

issued an executive order calling for a reduction of 100,000 full-time equivalent employees. 

Our Buoget exceeds that goal. Further reductions. will be necessary to keep future Federal 

spending within [he discretionary spending caps and to'meet the personnei reductions 

recommended in.the Vice President's National Performance Review. 


However, while discretionary spen.1ing is held fixed in nominal terms' and Federal 
employment is reduced, o'ur Budget proposal calls for 'increases in much-needed public 
investments. These investments will complement the increased levels of private sector 
investment we are seeing as a result of lower long~tenn interest rates. They are intended to 
increase productivity in both the private and public sector and to heip provide a strong . 

. foundation for future eConornlc gro\\1:h. Investment initiatives fall into thr~e main categories: 

(l) 	 Physical capital--including full funding for the core highways program under (STEA, 

additional resources for Clea.'1 Water State revolving funds, and additionaJ funds for 

high perfoImance computing and the information highways, \ 


. 	 . 
(2} 	 Human capital-including increased funding for Head Start. the National Service 

Initiative, the innovative schoo!-to·work program jointly sponsored by the DepartC1ems 
of Education and Labor, and the Workforce Security Initiative sponsored by the 
Depa.t'~ment of Labor. 

(3) 	 Technological advanccs·-including increased fundlng for the National Science 

Foundation to support research, expansion of the manufaclurinE extensio:l programs, 

and reorientjng the research priorities of the national defense and energy laboratories 

toward collaborative work with industry, 


This year's Budget contains a number of, these investment ir.itiatives. All are intended 
to provide a new direction for Federal programs, One of helping .the private sector provide the 
kind of 'econom)c growth that will improve the living standards of all Americans. Future 
Budget.'. will continue this trend. • 
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In the Slate of the Union address,.ibe President stated that he will' proJXlse a welfare 
reform program this spring. Since t~is plan is still under development, I am unable to discuss 
specifics. However, the spring package will be the third part of a comprehensive approach to 

"end welfare as we know it. The first step was the substantial increase in the earned income 
lax credit (Erre) contained in OBRA 1993. When fully phased in (by 1996). the EITe 
increases will help meet the goal that families with chlldren and a full-time worker shall no 
longer live in poverty_ The second step toward we}fare reform is the Health SecuritiAct. 
which will eliminate the current perverse situation where a person receiving welfare could 
lose their Medicaid health care coverage by accepting a private sector job. Bot.i these steps 
attempt to reach the simple goal of making work pay. The third step will be contained in the 
spring proposal. By enacting all three sleps.,Americans will have helped transform welfare 
into a program that moves people into p,r1vate sector jobs where they can provide for 
themselves and their families. 

The Balanced Budget Amendment 

Ther:. has beeD much recent debate about the need for an amendment to the 
Constituuon that would mandate that the unified Federal-budget be balanced on' an annual 
basis (with possible exceptions for times of war and under COnd;1lons where a supennajority 
of Congress approves an annual deficit). This Administration believes that such an 
amendment would be counterproductive and that there is no need to modify the Constitution 
in this manner. 

By itself, an amendment to the Constitution would not reduce the Federal deficit by a 
single penny. AU the hard choices about the appropriate amount and where to direct public 
resources would -still remain, It takes leadership to make these difficult choices, the type of 

; 

leadership President ClInton provided when proposing the deficit reduction pian that 

eventually became OBRA 1993. 


On the economic front, a balanced budget amendment would put the fiscal policy of 
the Federal Govcinment in a straitjacket that might imperil macroeconomic stability. The 
Federal budget acts as an automatic stabilizer, adjusting to changing economic_ conditions. 
When the economy is expanding, the tax system acts to take addhional resources out of the 
private sector economy; preventing it from overheating and causing inflation. When the 
economy is contracting, the transfer system i:1jccts resources into'the economy, moderating 
the cc'onomic downturn. When the economy)s operatir:g at Jess than full capaclty, it is 
natural for the Federal hudget to be in deficit: this is its stabilizing role. A balanced budget 
amendment would prevent thi~ automatic stahilizer from operating as h has during the entire ­
post~waf pcr;od and would likely act 10 exacerbate recessions. Moreover. it is possible that a 
balanced budget amendment could push economic policy decisions to the courts, hardly the 
appropriate place for making macrocconor:lic p~licy.. . . 
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The economic effoctS of a balanced budget amendment could be sobering. For 
mstance, !iUppOSe we enacted an amendment that required the Federal budget have no defici: 
afl.er 1999, In crude tenns, this would require reducing the annual deficit by about $200 
bililon in ]999, ~n top of the deficit reduction amounts contained in OBRA 1993. Simulation 
analysis with rnacroeconomi,c models suggests that this would prove extremely detrimental to 
the economy. In (he year 2000 real GDP would be about $85 billion lower; payroll 
employmen;, over 2.5 million jobs lower~ and the unemployment rate more than 2 points 
higher. And these numbers aSSume that the Federal Reserve acts to lower short· term interest 
rates by 2 full percentage points below the baseline case. In short, even if monetary policy is 
eased sliarply 10 cushion the effects of a balanced budget amendment. the required fiscal 
contraction could pilt the economy through the proverbial wringer and' cost millions of jobs . 

. Finally. a balanced budget amendment would pUt a premium on budget gimmickry. You, on 
this Committee, hardly need to be told aboat the length to which decisions about resource 
allocation have been distorted by pa;st budget rules. A balanced budget amendment would 
just raise the stakes for budget gamesmanship, leading to programmatic decision made on the 
basis of budget ru~es rather than On whether the initiative is actually good for the country. 

Conclusion 

In conclusion. let me. reiterate the main points of my testimony, Our economic 
forecasts make clear that we believe the economy has entered a sustainable expansion phase, 
accompanied by low inflation and significant job growth, 

The 1995 fiscal budget is one mo.e step On the road toward fiscal responsibility. It 
makes progress toward reorienting government spending priorities in favor of investmeill and 
away from cUITfnt consu.mption. This is a prudent- strategy for us and for future generations. 

Finally, we must avoid taking a detour off the road of fiscal responsibility by enacting 
the Balanc-~d Budget Amendment. Last year, the Administration proposed about $500 billion 
of deficit reduction .over 5 years. "rhis was good economic polley. a credible pJan that paSsed" 
with the President's leadership. In contrast, a balanced budget amendment 10 the Constitution 
would be poor economic policy. Moreo,{er, witho:.n the leadership necessary to ensure that 
the tough decisions about spending cuts and higher taxes are made in :3 responsible manner, it 
is unlikely that such an amendment would be viewed as credible poHcy. 

ThiS- concludes my testimony. I would like to thank the committee for inviting me 
here today. J would be. bappy. to respond to an"y questions that you may have. 
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TABLE 2 

COMPOSITION OF GDP GROWTH, 1993.vs HISTORICAL AVERAGE 
(Annual Peraenta~e Change) 

Historical 
·Average 1992,4 to 1993:4' 

(1995-1992) 

Int.erest-sensitive components·' 0.8% 2.6% 
• 

All other 2.1% 0.2% 

TOTAL 2,9% 2:8% 

, 

Preliminar.y 

.• Business fi.xed investment, housing; and expenditures on ConsUmer durables. 

Source: Bureau of Economic Analysis 
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S. 1527, The Fair Trade in Financial Services Act of 1993 

I am pleased to be able to testify on S. 1527, the Fair Trade in Financial 
Services Act of 1993. The Administration is united in its support of the objectives of 
this legislation and expects to work closely with the Congress to see it passed. 

. The overarching goal of Administration trade policy is enhanced access to 
foreign markets for American exports. We seek open markets and active competition 
both at horne and abroad. 

We recognize the beneJits we receive from keeping our markets open. The 
United States is an important financial center in the world economy. Our role benefits 
both domestic financial institutions and the U.S. finns and individuals that consume 
financial services provided by U.S. or foreign firms. Foreign financial firms are active 
in the U.S. market and the U.S. economy benefits from their presence. They are 

. important provider~ of funds to U.S. firms and conu:ibute to a vigorous and dynamic 
financial market. We must maintain open ·markets if we are to remain a major 

\ financial center'. 

The Administration also recognizes the importance of opening foreign markets 
to U.S. provider~ .of financial services. Although U.S. financial firms enjoy open 
markets in many countries, they are denied the competitive opportunities enjoyed by 
local firms in other markets. Sometimes the barriers to equal competitive opponunities 
are de jure. Other times they'are less fonnal. 

The Fair Trade in Financial Services Act provides tools that will help us work 
to open those markets that. are now closed to U.S. financial firms. We are currently 
working to open foreign markets both in bilateral negotiations such as those under t~e 
auspices of the United States - Japan Framework for a New Economic Pannership as 
well as in multilateral negotiations that are part of the Uruguay round. The Fair Trade 
in Financial Services Act will provide us with needed leverage in negotiations to 
promote further liberalization. 
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Although the Administration· would prefer that our trading partners commit to 
open financial markets enabling us to undertake commitments on an MFN basis, 
progress in eliminating barriers faced by U.S. financial firms has been slow and 

. uneven. Our negotiating efforts would be reinforced by adopting. discretionary 
authority that enables us to deny. under carefully denned circumstances, certain 
benefits to countries that discriminate against foreign financial institutions. 

The Act provides for negotiation unless the Secretary of the Treasury, after 
interagency consultation, deems such negotiations futile or against U.S. economic 
interests. The Act provides for the possibility of sanctions to assist these negotiations. 
It does so in a judicious way. The Administration believes that this is essential since 
the injudicious use of sanctions could disrupt U.S. financial markets and damage our 
status as a world financial center, There is intense competition in the worJd' financial 
services industry and restricting the actions of foreign institutions might cause them to 
go elsewhere. 1f this were to happen. the harm to American economic interests could 
far outweigh any potential gain. 

There are two critical features of the Act as it relates to the possible imposition 
of sanctions. The first is discretion. The Act accords first priority to effective 
negotiation. Sanctions limiting aecess to the U.S. market are available only as a last 
resort should negotiations faiL The Administration believes that it must be accorded 
maximum discretion to negotiate and that sanctions should be used extremely 
cautiously. 

The second important aspect of the Act as it involves sanctions is the 
. grandfathering of existing activities. Grandfatliering is essential' because it minimizes 

the possibility that the potential use of sanctions might disrupt U.S. financial markets. 

I want to thank you again for .the opportunlty to express the Administration's 
support for faIr trade in financial services. The members of the Administration look 
forward to working with you. 
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TIlE ECONOMIC EFFECfS OF HEALTH 'CARE REFORM' 

Thank you, Mr. Chairman, for the opportunity to come before your Committee to discuss 
the economic effects of heahh care refotm. 

The United States is facing a health care crisis. The rapidly rising cost of ·health care 
huns busine.sses, depresses wages, and contributes to fiscal imbalance. The average working 
American will be charged, directly and indirectly, over $7,000 for health care in 1994. The lack 
of health security makes many individu~ls afraid to leave their current jobs, discourages oth:rs 
from working for small businesses or becoming self-employed, and keeps people on welfare 
instead of working, 

Reforming health care is a difficult challenge, but one that we must face. Let me first 
'outline the problems that force us to take action, and then I will move on to the economic effects 
of the Health Security plan. 

Why Refoml Health Care? 

There are five reasons why urgent health care act,ion is needed. 

The first problem is thilt our heahh care system does not provide security to individuals. 
When people get !lick, the cost of their insurance can increase dramatically, or they can be 
dropped from coverage completely. This situation is a resuh of risk selection practices on the 
pan of insurers. Insurers spend large amounts of money trying to select good health risks, and 

, avoid bad'risks. This practice is profitable for anyone insurer but is socially wasteful. After 
all, someone must,cover the costs incurred by. people who gel sick. The result is that many 
people cannot get coverage. and many more fear for their ability to gel coverage in the future. 

The second problem with our health insurance system is that it interferes with the 
employment decisions of individuals. Almost 40 percent of insurers exclude pre-existing 
conditions from their coverage of newly insured people, thus locking many people into their 
current in:mrance policies and jobs, Up to 30 percent of employees feel "l9Cked" into their jobs. 
Others do not fonn small businesses or become self-employed because of the difficulty of 
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obtaining insurance. Finally. many people remain on welfare because they will lose their 
Medicaid coverage if [hey take a job. lf we are to adapt to changing domestic and international 
economic circumstances, we must not penaiize people every lime they change or lose a job. 

The third problem with our health care system is that the number of people who do not 
have access to affordabJe insurance is large and expanding. Over 37 million people do nO[ have 
health insurance. And this is OO( a predicament unique to the unemployed. Three-quarters of 
aU uninsured people are in working families, and over one~third of the uninsured are in families 

_ with at least one full-time year-round worker. We have a system in which millions of people, 
many of them in working families. cannot afford the rising costs of heahh care coverage, and 
they face the risk of being financially crippled by events ~yond their control, _.... _ 

II is a myth that insured people do not need 10 worry about the uninsured. Under our 
current system, when the uninsured face catastrophic costs. the insured pick up the bill. 
Currently, the uninsured pay only 20 percent of the health care costs they incur. while the 
privately insured pay 130 percent of their actual health care costs, According to recent estimates. 
there wi1l be about $25 billion of "uncompensated care" paid for by the insured In 1994. 
Providing health insurance for all Americans could therefore l()wer premiums for the currently 
insured by over 10 percent. 

The fourth problem with (he health care system is that health care costs are high and 
rising. No other country in the world spends more than 10 percent of j(S GDP on health care, 
The United Stales spends 14 percent. American consumers spend more on health care than on 
fuel oil, electricity, natural gas, other household operations, oU and gasoline. local transponation, 
furniture, and other household equipment combined. Even though health care inflation has 
moderated recently, during the last quarter it was stili three times as rapid as overall consumer 
price inflati9n. 

Health care s~nding per working Americ~tl" will be over 57.000 in 1994. American \ 
workers will, on average, pay $1,864 directly for health care in 1994. Their employers will pay 
an additional $3,409. And Federal, S,a,e, and local taxes for health care will total $2,149. 

Empirical research suggests that businesses generally respond to higher health care costs 
by lowering the wages [hey pay to their employees. Similarly, the taxe!l required to pay for 
government health spending are bOTl1e to some extern by workers in the fonn of lower wages, 
Thus, if employer conrribulions to health insurance had remained constant at their 1975 share of 
compensation through 1992. and if employers had passed these savings on to workers, real wages 
per worker would have been over $1,000 higher in 1992, 

The fifth problem with our health care system is that it is riddled with waste, exeelis 
!iupply, a.nd inefficiencies. Despite Our massive. commitment of resources to health care spending. 
the United States ranks 19th out of 26 countries in infant mortality and 18th in life expectancy. 
We lose an ,t:stimmed $80 billion a year to fr::lud and abu:>c. Over 5 percent of our 101al health 
care spending··conservatively $45 billion in 1992--covers administralive expenses and paperwork. 
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As many as one-third of common medical procedures may be unnecessary and inappropriate. 
Hospital prices continue to rise even though hospital beds are in excess supply in many pans of 
the country. HMO experience indicates that the cost of medical care can be cm by as much as 
1O~20 percent without reducing the quality of care. . . 

, 
These diverse indicators' paint a compelling picture of the inefficiency and waste in our 

current health care system. Perhaps the most important economic reason for reform is to improve 
the efficiency of this system. This in [Urn will make resources avaHable to cover the uninsured 
and to address our other pressing economic and social needs. 

The Economic Effecls of Refonn 

The Health Security plan addresses these fundamental problems with the current system. 
It will lower costs, provide security, increase job opponunities and increase the efficiency of the 
economy. .Many businesses will see their costs fall, and many others will have access to 
covenlge previQusly denied them. Slower cOst growth will anow workers to enjoy faster growlh 
in their real wages, and reduced job lock: will increase workers' abiHty to find bener jobs. Let 
me describe what I believe to be the impommt economic effects of health care reform. 

First. many employers who currentiy offer health insurance will see their costs fall 
immediately. Under the Health Security plan, every individual win receive health insurance. 
Eliminating uncompensated care in the current system wiJIlower costs to businesses that provide 
care, thereby milking resources available for increased wages or additional hiring. Eliminating 
corporate "free riders" will also reduce spending by companies that currently provide health 

.benefils for their employees and for their spouses who are not covered by their own employers. 

Second. the Health Security plan gradually lowers aggregate business spending on health 
insurance. Although the business sector as a whole will initially pay more for health insurance. 
the reduction in h.ealth care cost growth lowers the growth of premiums over time. In fact, by 
the end of lhis decade, preliminary estimates indicate that aggregate business spending on 
services covered by the Health Security plan will fall by $10 billion. 

Businesses can do many things with the resulting COSt savings. They can: hire more 
workers; rai~e wages or provide better benefits for existIng workers; invest in more piant, 
equipment, <:ducation and tmining, and research and development~ increase dividends to 
shareholders; or lower prices, thereby leaving consumers with more income to spend on other 
goods. E<'lch of Ihese outcomes will have a stimulative effect on the economy and will increase 
employment. Economic research has not reached clear conclusions about how to apportion the 
savings among these effects, Almost all models suggest Ihat wage increases are a likely 
response, bur {hey differ about whether illl of the savings win flow into wage increases. 
Nevertheless, Ihe effects of lower health care spending are clearly beneficia.l for the economy. 

SmtiH businesses will particularly benefit from the HealIh Security plan. Currently small 
businesses that provide insurance face administrative COStS 'of up to 40 percent, while large 
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businesses face costs of only 5 percent. Under refonTI. administrative COS!S (or small finns will 
fall by up to 2S percent Additionally, many of those currently insuring small firms will receive 
discounts on their premiums. 

Although small businesses that do not cUITemly provide insurance win pay more. they are 
likely to receive discounts to make health care affordable. There is a common myth that small 
businesses cannot afford to pay anything for health insurance. In fact. many ·small businesses 
report they would like to provide health insurance for their employees if it were mOre affordable. 
According 10 a recent study for the N:folB performed by Charles Hall of Temple University, 64 
percent of small business owners would like to provide some or better insurance for their 

. workers. When asked why they do not offer insurance. the,~ost common respo~~.i?!65 perc~nt) 
was that premiums 'are too high, Ninety~twO percent of small business Qwners agree that the cost 
of health insurance is a serious business problem, Under the Health Security plan, with 

, affordable health insurance and discounts for small businesses. this will no longer be the case. 

TIlird. the Heahh Security plan will result in greater emplovment in the health care sector 
in the short ron and a' more efficient health $CCtor in the long run. With the increase in the 
number of insured Americans and the decrease in the administrative burden of health insurance, 
there will be a significant expansion of employment of health care providers and a decrease.in 
empio)'r.nenr of health administrators and insurance workers. By 1996, as many as 400,000 net 
new jobs will be created in the health sector. As the cost savings of the plan begin to accrue, 
employment in the health sector will grow more slowly, although there will be no absolute 
decline in the number of employees, 

Over time, the health sector will become more productive, This benefits all of us. We 
will be able 10 have the same or better heallh care as weU as: mOre investment, research and 
development, or just plain goods and services, 

, 
Fourth, the efficiency of the economy will also be increased,by reducing job lock and 

welfare lock. By providing heallh care security, the refonn wilJ give workers the freedom to 
move to jobs where t~ey might be more productive without having to worry about losing their 
health insurance. Small finns should panicuJarly benefit from this. since they often have the 
hardest time attracting highly skilled workers. In addition, fums should be more willing to hin:: 
workers with pre-existing wnditions because the new system does not penalize individuals with 
a prior illness. This allows for better, ·more efficient matches between employers and employees 
and increases the efficiency of the economy. 

Som(~ workers may decide to. leave the labor force completely when there is continuous 
health coverage. Evidence suggests that about 350·600,000 people will decide 10 retire early 
under health care reform, This increase in voluntary retirement may increase employment 
opponunities for younger workers" 

As you know, some have clairr.eJ thai the Health Security plan will cause substantial 
damage to the economy, There is no denying thal some firms and indivi,duals will pay more than 
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{hey did prior 10 rcfonTI. In particular, the Heahh Security plan will increase costs for some 
young, single individuals as well as for firms that did not prcvl0usly offer health insurance, The 
vast majority of Americans, however, will benefit from the reduction in health insurance costs. 
the portability of coverage, Ihe lower administrative costs. the reduction of job lock, the lower 
costs for small businesses and the self-employed, and the reduction in welfare lock. 1n addition. 
as already noted, many employers, bolh large and sman. currently providing insurance win enjoy 
lower costs immedialely an,d the business sector as a whole win enjoy lower costs within three 
years of the plan's full implementation. 

Summarv Conclusions on the Likely Economic Effects of Health Care Reform 
, .'"'~ 

Neither lhe models nor the data are available to yield a precise estimate of the 
employment effects of health care refoon. In many other areas of economics, there are models 
that have been trie~ and tested for decades. and economists generally pLace a good deal of faith 

, 	in the outcomes they predict Standard macroeconomic models t for example, can make 
reasonably precise predictions about how a tax. increase or a spending cut will affect aggregate' 
outpUl or employment 

BUllhere arc no existing models that allow us to predict Ihe employment effects of health 
care reform with the same degree of precision. ' This is because the appropriate model for such 
an exercise would have to make distinctions both between firms that currently provide insurance 
and those that do not and among the many ways that firms in either group might respond to a 
change in their health care costs. Such a model would also have to predict how individuals 
might respond to new incentives in the plan, panicularly those affecting small business creation • 

. job mobility, welfare lock, and retirement. 

\ 

In the absence of an approprialely specified 'model, one can generate either small net 
positive or $mall net negative effects on employment with existing models depending on the 
assumptions one is willing to rnake~~emonstrating the old adage that you get out what you put 
in. No! surprisingly, several privatt;-sector ,economists have concluded. as we at the CEA have 
<:ondUded. that the net effect of OUT health care plan on the aggregate employment level is likely 
10 be sma!l~·our internal estimates suggest a range of plus or minus one~half of 1 percent of the 
aggregate employment level. This is because althougb there are some factors in the plan that will 
tend to decrease emp!oymern, there are others that will tend both to increase employment and 
10 change its corr-positlon. These offsetting factors are likely to cMlceI each other out, although 
over time as business spending falls below baseline, the factors encouraging an increase in 
employment are Ilkely lO strengthen: 

On balance, ! am certain that the Health Security plan' is good for f\mcrican business and 
lhe American peopie. it diminishes job lock and welrare lock and allows more people 10 become 

;: self-employed. It gets health care cost.s under controL It guardntccS security to all Americans. 



·' . " 

And it reduces waSIC and inefficiency in one-seventh of our economy. Reorganizing our nealtb 
Care sy:Her:l to usc OUT scarce resources more efficiently will help U!i realize O'Jf goal of realizing 
higher living standards for ourselves and our chiJdren. 

I will be delighted to answer any questions that you may nave at this time. 
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Technology Policy 

I would like to thank you; Mr. Chairman, and members of the Committee, for inviting 

me to appear before this Committee to talk about technology policy and the economic 

competitiveness of the United States . 

. There is a popular perception that the Uruted Slates competitive position is and has been 

weakening for some time, and that we have, allowed our economic leadership ·to erode4 As we 

shall see, this perception is partly supported by eco~omic trends of the last two decades. 

However, let me start witJ:! the go<Xi news firSt Today oor stancard of living is the 

highest in the world; higher than such formidable ccmpetitofs as Japan and Germany. We are 

<LSO the most productive economy in the world. According to aUculations by BLS, GDP per 

worker, the broa(1cst measure of productivi~y. is nearly 26 percent higher in the United S!.a:tes 
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In the laUer half of the 1980's the oombination of a lower dollar and industrial 

restructuring made U.S. prooucts more competitive in world markets, OUf exports have more 

than doubled since 1985, and, once again, we have become the world's largest exporter. 

Unfortunately, our improving trade performance has not translated Into a higher standard 

of living for the average American family. Average real median family inoome fell in 1991, and 

was virtually unchanged from its 1978 level. For 13 years, real family incomes have stagnated, 

despite a large increase in the number of the two-eamer households. 

In the long run the generation of new knowledge and its translation into new and 

improved products and processes are the most imponant forces oonmbutlng to national growth. 

It is estimated that, in the 1980's, research and development contributed about 0.4 percentage 

point per year to the real GDP growth rate of 2.6 percent per year. 

Technological change contributes to national competitiveness in two ways. First, new 

technologies drive productivity increases, which, in ~um. allow companies to remain competitive 

even as !.hey increase the wages of American workers. 

Second. new technologies generate new products that compete on their quality and 

innovative features, nol just on price. Companies that compete on innovation are often able to 

capture large shares of lucrative markets. 

, 




Past government policy has focused on the support of basic science and mission oriented 

research. Although this approach has served us. well in the past, it is time we adjust our policies 

to our new international environment. OUf goal must be not only to continue to be the world 

leader in innovationt but also to translate those innovations inID successful prOducts that are sold 

in the markel. 

Throughout the Cold War, the bulk of federal spending on R&D flowed to military 

research. At that time the applicability of military technology to civilian uses m"",t that our 

miihary preeminence translated into techno1ogical superiority. With time. however~ the 

magnitude of these spillovers has diminished because technological advance is being driven by 

commercial applications rather lI1an military ones in areas such . as biotechnology, 

semiconductors, robotics, artificial intelligence. and high definition television. 

Over the last two decades the United States has had one of the\slowest rates. of growth 

in civilian R&D of alJ industrialized countries. Indeed, relative to our GDP we spend far less 

than Germany (1..7 percert) and Japan (3.0 percent) on non-<lerense R&D (US: 1.9 percent). 

We must, therefore. dedicate a larger share of federal R&D to comrner~ial applications 
. 

mthcr than military uses. Today, only 41 percent of our Federal R&D dollars fund civilian 

research. By 1998 we hope that federal support for civilian or dual use R&D accountS for at 

least 50 percent of the total federal R&D budget. . 
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ensure that these projects at partially funded and designed by companies so that the 

resulting technology is used to develop marketable products and processes. 

.. 	 The Administration i,s committed to improving our national information infra::;;tructure. 

which is compesed of high Speed telecommunications and computer networks, The 

purpose is not to disPlace' the rapid ~d successful private sedor efforts in this area. 

Rather the government's role is to support private sector efforts by formulating forward 

100king telecommunications and information JXllicies that promote investment and 

competition. Specific mt"4SUres include: 

Reforming government telecommunications policy to keep pace with the rapid 

developments in ielCXX)mmunieations and computer technologies. 

Increased suppert for the 'High Perfonnance Computing and Communications 

Program to develop more powerful supercomputers. faster computer networks, 

and more sophisticated software, 

An lnformalion Infrastructure TechnolQgy and Applications Program to develop 

advanced computing aIid nc{worlcing technologies for manufactu'ring, heaHh care, 

life long learning. and Iibrarics, 

Networking pilot programs funded through National" Telecommunic.1t)on and 
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• 	 Expansion of me Small Business Innovation Research Program (SBrR) and me Small 

Business Technology Transfer Program (STTR). The S1TR is provides grants to small 

businesses so that they can work with University and National Labs to move tf:clmology 

from !he laboratory to the market pi"'; (FY94 funding $24 billion) . 

. In order for firms to successfully innovate, specific technology programs mUst be 

supported by a general economic environment that is ~nducive to investment in both physical 

capital and human capital. 

• 	 Making me Resean:h and Experimentation !ax credit permanent will permit businesses 

10 pursue R&D without fear of a sudden change in the tax law. In me past the credit has 

been extended periodically when it expired. raislng the rea1 possibility that it would not 

be extended. and in fact it expired during July 1992, and has not yet been reinstated. 

This'l.mcertainty needlessly adds to the eost of a firm', R&D proj,,£!, whiCh, in lum, 

could lead 10 fewer R&D investments by U.S. industry. 

.. 	 ReformIng procurement practices of the ,federal government to purchase new products 

based on leading technoiogies. 

.. 	 The administration is {':ommltt~ to developing wodd-c1ass education and trJ.ining 

programs. Our long-term competitiveness depends on the skills of ou;- workers to 

Innovate, to usc new tcchnology, and to bring newer and better goods and services 10 the 
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HEALTH CARE COSTS AND THE AMERICAN ECONOMY 

TESTIMONY OF LAURA D'ANDREA TYSON 
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TIlank you, Mr. Chairman, for the opportunity to come before your Committee 

10 discuss the serious consequences for both individual American families and for the 

American eeonomy as a whole if we do not act soon to change the way health care is 

financed and delivered in this country. 

As you all know, the Clinton AdminislTation is committed t.o reforming the 

American health care system. I am nOt here today to talk to you about the speeifics of 

the plan we are preparing. However, I would be happy to return another day to 

discuss the plan after it is submitted. Today I.want to make the case for change. Over 

36 million Americans currently lack health insurance coverage, and many more are in 

danger of losing it if they iY'...come ill or switch jobs. Ever-escalating health care costs 

are imPeding growth in American workers' wages, threatening our effons to rellue<: the 

defiCit, ,md limiting' the ability of our economy to take advantage of new opportunities. 

Without comprehensive health care reform, we cannot expeet that the economic future 

will look any·brighter. 

Let me first describe to. you how our Current health care system affects the 

economy and what the future wi!! look like without health care reform, " I would then 

be happy to take any questions that committee members may have, 
• 



What We've Inherited 

In 1980, America's tot.l health costs were $422 billion (in 1992 dollars), or 9% 

of our GDP, In 1992, a mere twelve years later, national health expenditures totaled 

$820 billion, nearly twice as high as the 1980 figure, and 14 percent of 1992 GDP, 

Let me put it in human terms, Health care spending is now $3100 per person. By 

comparison, we spend only $)700 per person on education (1991-1992) and $1200 per 

person on national defense (1992), Over the next eight years, as we enter the next 

century, .the Health Care Financing Administration actuary predicts that per capita 

health spending will grow at an average annual real rate of 5 percent, and lotal national 

health expenditures will reach'l8 percent of GDP -, or $1.7 trillion (current dollars)"­

by 2000. 

Escalating health care costs are not a new phenomenon, The real per capita 

cost of health care (after adjusting for economy-wide inflation) has been increasing at 
, '. 

an average annual rale of over 4.5% a year since 1965, more than twice as fast as real 

per capita GDP, By contrast, the automobile ind~strY has grown only 1.4% a year 

since 1965 and the manufacturing sectOr as a whole has grown only 2,8% a year since 

1965, After so many years of neglect, it's time to bring health Care cost growth down 

to a rate consistentwilh the growth of the whole economy, 

Rising health care costs put a significant burden on the American economy, A 

doiIar spent on health care is a dollar that cannot be spent on other goods and services 

that COnSumers would like to purchase. And because of the waste and excess 

paperwork that exists in today's health care system .. Americans' h'ealth care dollars, 

are being thrown away. For example, according to one study, in 1987 Americans 

spent about $1 billion on unnecessary Caesarean sections alone. AnOther recent study 
, , , 

estimates lhat fraud and abuse make up 10 percent of U.S. health care cOSts, These are 

JUSt two examples of the unnecessary health costs that translate into a lower standard 

of living. 
• 
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Finally, the United Slates spends about 1.5 times as much per capita on health 

care as Canada, about 1.7 limes as much as Germany, and about 2.6 times as much as 

the United Kingdom. 

Impact on Families 

American families pay' for rising health care costs through lower wages, fewer 

non-health related fringe benefits, and reduced consumption of other goods and 

,services. 

Health insurance premiums consume an ever larger share of workers' total 

compensation. The share 9f total compensation devoted to health insurance premiums 

more than tripled between 1965 and 1990 -- from 1.5% ($23.5 billion, 1990 dollars) in 

1965 to 5.3% ($173.4 billion) in 1990, 

As employers have to pay more for health insurance, less money is available to 

be paid out as real wages or other fonns of fringe benefits. If health insurance cost 

growth had been held to the rate of growth of total compensation (8.3% per year) 

between 1975 and 1991 (and the savings from reduced growth were fully rellected in 

increased cash wages) the average full-time worker might have earned almost $1,000 

more in cash wages in 1991. This is nearly one and one half times as large as the.' , . 
change in wages that actually occurred. Between 1975 and 1991, real wages per 

worker rose by 2.5%, while real health benefit costs per worker rose by 201 %. If 

health insurance COSt growth had been held to the rate of growth of total compensation, 

real wages would have risen by an additional 3.5 percentage points (6%), 

Some of the cost of rising employer health insurance premiums is passed along 

to workers through reductions in other non-wa'ge fringe benefits. During the 1980s, 

non,health care benefits were increasingly squeezed out of compensation packages, in 

part to [:1ake room for increaSing health care costs. For example. retirement benefi~s 

alone as a share of [alai compensation have de,lined by 58% since] 980 alone, , . ' . 
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American families also pay for higher health care costs through increased out­

of-pocket spending on insurance premiums, coinsurance payments, deductibles and 

non-covered health care services_ The share of American health care financed out-of­

pocket, about 25%, is much higher than the corresponding fraction in other 

industrialized countries. During the 1960s and 1970s, out-of-pocket spending 

(including spending on premiums) grew more slowly than personal income. In the 

19805, however, the level of out-of-pocket health care spending grew faster than 

personal income .. Between 1980 and 1992, the share of out-of-pocket costs in Personal 

income increased by over 20 percent (from 3.2% to 4.1%). 

Finally, American families pay for health care through the taxes thill fund the 

Medicare trust fund and through other Federal and State taxes used to fund Medicare, 

Medicaid, and other government health programs. Slowing health cast growth would, 

therefore, also lower Americans' tax burdens. 

Impact through 2000 

Without a change in .the existing ~ealth care system, American workers will 

continue to see low rates of wage growth as an increasing share of their total 

compensation is consumed by health care premiums. Their spending choices w,ill 

continue to be narrowed by rising health care bills through the remainder of this 

century. Projections of private health care cost growth suggest that under the current 

system these costs will continue to rise about twice as fast as total compensation 

through :W()O. 

If present growth trends continue, nearly g percent of the average American's 

total compensation in 2000 will pay for health care, up from 6% today. ThaLrate is in 

addition to the existing 2.9% payroll deduction that finances the Medicare trust fund. 

If health Care cost growth could be ·held to tite rate of growth of total compensation, 

however, real wages in 2000 would be 2.2 percent higher than currently projected. , 

4 . 




That means th3.t with comprehensive health care reform, real wages for each worker 

would be $655 higher. Furthermore, if we can slow health care cost growth, out-of­

pocket spending will also stop climbing, and American households will have a 

cumulative total over the next 8 years' of about 55,300 more in 2000 in personal 

income to spend On non-health goods and services, than currently projected. 

Impact on the Labor Market and Productivuy 

The current· method of financing and providing health insurance hamstrings the 

U.S. economy by reducing America's flexibility to respond to new economic 


opportunities both at home and abroad. Individuals and businesses alike make' 


economic decisions that are distoned by today's health care system. For example, a 


recent economic study suggests that if workers did not fear losing their health 
. . 
insurance or being forced to change doctors when they changed jobs, about 33% more 

workers would have changed jobs last year than actually did. These workers could 

have switched to jobs better suited to their needs and skills. When jobs and workers 

are better matched, workers' skills are mOre fully utilized so that each employee can 

. produce more output for each hour or work. Improvements in the productivity of the 

American workforce are the key to increasing Americans' living standards. 

The structure of loday's health care,system also reduces productivity by 

encouraging people who would prefer to work to remain on welfare, Many cun:ent 

welfare recipients rear that taking a job would mean losing Medicaid without gaining. 

private health insurance coverage. Estimates suggest that if AFDC recipientS were 

assured of maintaining health insurance benefits equivalent to Medicaid if they went to 

work, the, number of people on welfare might be reduced by as much as 25%: In this 

sense, health care reform may be an :mportant firs! step toward reforming' the welfare 

system. 

In addition to adversely influencing the decisions of individual workers. health 
• 

... 
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care costs also dis,ort business decisions in ways tha, may reduce overall productivity. 

For example, firms of,en seek to avoid paying high health insurance costs for low-paid 

workers by employing COntractors or by increasing overtime hours, instead of hiring 

. new full· time workers. The 1980, saw an enormous growth in the number of finns 

that contract with other c9mpanies to· provide janitorial and other business services. At 

the same time fmns increased hours worked for their aJready~insured workers, rather 

than pay for'insurance for new hires. Overtime hours in manufacturing increased from 

an average of 2.8' p"'..r week in 1980 to 3.8 per week in 1992. 

Small businesses, who face higher administrative costs than large businesses for 

health coverage, are particularly hard·hit by rising health costs. The high co~i to small 

business of providing health coverage makes it difficult for them to attraet employees 

who expect decent health care as a benefit of employment. 
. . 

Both large and small businesses could produce goods at lower total cost if their 

hiring decisions were not distorted by rising health care spending. Instead of 

contracling wi,h a middleman to provide business services or paying high overtime 

" wages to existing workers simply to avoid health care costs! large companies could 

hire new full-time workers. Small companies couldcompele more effectively in the 

labor market if they wer",able to provide health coverage at a reasonable price. When 

companies ~an choose workers based on their productivity, and n<:,t on their fringe 

benefit costs, they can produce products at lower total COSI, and the produc,i vity of our . . 
economy improves. 

Finally, the ass.t value of many American firms has been reduced by the rising 

cost of retiree heahh benefits. In 1988, the present value of retiree health liabilities for 

current and future workers was between $227 billion and $332 billion. For some 

firms, the reductions in aSSet value that occur because of rising retiree health liabilities' 

may reduce their ability to raise capital an\! make new, productive i.nvestments. 

Health care reform can make our economy more adaptable and better able to . .. 
6 




take advantage of new challenges and opportunities. If employers can choose more 

efficient combinations of labor and capi tal, and workers can choose jobs that better 

match their skills, productivity wil~ improve and our economy will grow fas~er. 

Uninsured Americans 

,Although our Nation is the world's richest, we do not provide basic health 

coverage to tens of millions of our citizens, including over 8 million uninsu!ed 

children, The share of people under 65 with private health insurance benefits has been 

declining steadily since 1988 from 75.1% to 72.3%, While the 1990-1991 rate of 

decline in the number of privately insured families slowed slightly, a 1992 survey still 

found more firms dropping insurance than adding coverage. 

As the economy recovers from the recession and unemployment declines, ~ome 

of the uninsured may gain insurance through e~ployment. As firms currently offering 

health insurance begin to hire again, the fraction of people privately insured is likely to 

increase, while the number·of unemployed perso.ns receiving Medicaid is likely to fall. 

But consider this: most uninsured families today (53%) already include a full-time 
, . , 

worker. A reduction in unemployment alone will not ensure that these workers are 

'Covered. Our. estimates show that if the status quo is maintained, the number of 

uninsur.ed Americans will continue to climb. 

• 
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Health Costs and the Federal Government 

A central goal of our overall economic program is to change ~he composition of 

government spending, while simultaneously reducing the level of government spending 

as a percentage ofoverall GDP. Our efforts are stymied by health care spending. The 

two largest Federal health programs, Medicare and Medicaid. are projected to grow 

10% and 13% annually over the remainder of this decade, far in excess of growth in 

GOP. Health care spending currently accounts for about 19% of Federal e.penditures 

. or about $277 billion. That share is e.pected to increase to 24% -- or $406 billion -­

in 1997, despite proposed health care spending reductions in the President's budget. , 

Without reform, health care spending could consume as much as, 27% of the Federal 

budget by 2000. By comparison, spending on education, training, and employment 

services comprises only 3% of Federal expenditures. 

Looming increases in Federal health care spending make deficit reduction very 

difficult. If. the growth in Federal health care spending were limited to the rate of 
, 

growth in compensation, then even without any other spending cuts and without any 

tax increase, we could Cut the projected year 2000 deficit ii} half. Without redl}cing 

Federal health care spending, the deficit will rise from $212 bi!lion in 1996 to $31 I 

billion in 2000 and as a share of GDP from 2.8% to 3.6%. 

Increases in private health care spending also make it more difficult to balance 

the Federal. budget., Private health care spending growth depresses Federal r~eipts 

because employer spending On health insurance premiums· is not taxable income to 

employees. Growing health spending leads to a growing tax expenditure for these 

employer-provided benefits -- $44 billion in lost federal income tax revenue in fiscal 

1993 alone. If we can slow the growth in private health care spending, the Federal 

government will also benefit through a reduced rate of growth in this tax expenditure. 

As the go~ernmem uses piivate savings to finance inc;eases in the deficit, less 

and less remains for private sectOr\ investments in bus:ness plant, equipment, training, 
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and research. By reducing the pool of available savings, the deficit makes it harder for 

American businesses 10 borrow the money th~y need to make these productive 

investments. Without a sustained level of inveslment, our economy cannor generate 

rising living standards. 

The growing share of health care in the Federal budget limits the flexibility of 

our government to respond 10 the current economic situation and to invest in the 

future. Of the $222.5 billion increase in Federal outlays in President Clinton's birdget 

proposal for 1993~1997, over $128 billion, or 58 percent, is devoted to Medicare and 

other health programs. With $149 billion going to Social Security, means-tested 

entitlements, and interest payments on the debt, only $74 billion remains to meet other 

. important needs of the American people,· 

·These increases in spending are not confined to the Federal leveL State and . 
local government expenditures on health care are also accelerating. By the tum of the' 

century, state and local health care spending is projected to uiple oyer 1990 levels. In 

2000, state and local governments will spend 18% of their budgets on health care, a . 
share JUSt slightly lower than their current share oi spending on elementary and 

secondary education. 

Conclusion 

The status quo is. unacceptable. Vv'ithau: health care refonn. American workers 

w,i11 continue to lack the security that (hey will always have heaith insurance. even if 

they lose or switch jobs; American families will give up a growing share of their 

disposable income for health care; and Federal. State, and local governmems will be 

unable to respond to new opportunities and to make investments for the future, The 

Clinton Administration is committed to changing this dismal picture through 

comprehe.nsive health care reform. The lime for change is n~w. 

I will be happy to take any questions vou may have 1I this time. • • 
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International Trade and Technology Policies 

\ 

I would like to thank you Mr. Chairman, and members of the Committee, for asking me 
to apPear before this Committee to talk about trade policy and technology policy. 

OUT goal as economic policy makers is to ensure real and sustainable increases in our 
standard of living for all Americans. Today OUT standard of living is the highest in the world; 
hig~er than such competitors as Japan and Germany. We are also the most productive economy 
in the world .. According to calculations by BLS, GDP peT worker, the broadest measure or 
productivity. in the United States is nearly 26 percent higher than Japan and over 10 percent 
higher t~an Gennany in 1991. 

That is the good news.. Unfortunately, the story is not complete. While our economy 
remains the richest"in the world, and despite the recent excellent results for GDP growth for the 
third and founh quarters of 1992, economic growth has been decelerating for quite some time. 
Looking decade by decade, GDP per capita growth rates have been falling decade by decade 
since the 1950s. Just as worrisome, GDP per capita has grown more slowly in the United States 
than in other major industrial countries for nearly two decades. 
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The same trends hold true for productivity growth. The United States has suffered an 
overall slowdown in productivity growth since the 19705, and it has had the lowest productivity. 
growth among industrial countries for a ,substantia) period of time. Overall our productivity 
growth has been below one percent for the last 20 years. 

\'i'hat was once considered an alannist view nas become a mainstream opinion: our 
economic competitiveness--defined as our ability to produce goods and services that meet the test 
of international competition whil~ our citizens enjoy a standard of living that is both rising and 
susurinable--is in slow, but perceptible decline. Though [he demise of American business is often 
overdone, there is no doubt that U.S. companies have lost market share to foreign competitors. 
in many glilbal markets. even those in some critical high-technology industries. 

Over the last several years we have witnessed a remarkable change in the world economic 
system. For the last 50 yeaTS the United Stales was the only economic superpower. But in the 
19905 the world has become a tripolar economic world, with three relatively equal economic, 
superpowers~~the United States, the European eommunity. and Japan, ' 

Th;s Dipolar. world is a world which is much more interdependent because of trade and 
foreign investment flows. and it is a world that is increasingly competitive. In this highly 
competitive tripolar world, how does the United States maintain its competitiveness through trade 
and technology policies? 

To strengthen our capacity to compete and to raise our overall standard of living. trade 
and technology policies must be embedded in an overall economic program that thans a course 
for the U,S. economy toward the next century. 

This is exactly what this Administration has done, The Clinton plan weaves trade and 
technology policies into an integrated economic policy, whose fundamental' goals are sustained 
growth in our standard' of living and the creation of high wage jobs for American workers. 

The firsl step that this Administration has taken, as it should nave, is to put our own 
house in order. There is no doubt thai businesses' ability to' innovate and invest will benefit from 
the lower interest rates that the Administration's credible deficit reduction proposals have 
generated. 

We need to supply our workers with modem capital and ("4uipment and with advanced 
technology. To achieve this, we need to invest in plant and equipment. The Administration's 
program includes specific proposals to help businesses, especially small businesses. invest, such 
as a temporary innememaJ investment tax credi! for large businesses and a permanent one for 
sm~lI businesses. 

Our long.tenn competitiveness depends on the skiUs of our workers to innovate, to use 
new technology. and to bring newer and better goods and services to the market place. For that 
rea'ion, [his AdmlOlstration has stressed Ihe irnponance of improving our education system. A 
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critical component of Our technology policy is to achieve world leadership in basic science. 
mathematics and engineering. 

Not only must we create high wage jobs, but we must retool our work force to fully 
utilize these jobs. A key component of the PresidenCs economic package is to make training 
accessible, cspedaHy for workers displa.ced by the rapid changes in Qur economic enVironment, 
ranging from the reorientation of OUT defense industries to pressures arising from international 
trade. . . , 

The last major element of the President's package is to change the composition of 
government spending away'from consumption and toward investment, including investment in 
infrastructure. Public investment complements investment by private firms. and enables our 
private sector 10 be more competitive. 

Technology Policy 

. However imponant these broad macroeconomic policies are to creating a dynamic and 
competitive American economy, they are not enough. "They must be complemented by policies 
that focus on specific issues of technology and trade. 

There are sound economic reasons why the government should focus on high-technology 
industries, First, research and development in general, and specifically jn high-tech industries, 
benefits both the firms that undenake it and other prooucers and consumers. As a result of these 
spillovers. the social rale of relurn 10 R&D far eKceeds the private returns, One 1988 study 
placed the social returns a(35 to 60 percent above the private returns. 

, 

Seeond. jobs in high-tech industries \pay better than Ihe rest of the economy, In 1989 
average annual compensation in high~(ethnology indusmes was 22 percent higher than all of 
manufacturing. If we focus purely on production workers, ·that is excluding most while collar 
scientists and engineers, average compensation in high-technology firms was 15 percent higher 
than 1n manufacturing as a whole, 

Past government effort has focussed on the support of basic science and mission oriented 
research, Although this has served us weB in the past. it is time we move on to polices 
appropriate TO our new imernalional environment Our goal must be not only to continue to be 
the world leader in innovation, but 10 transl;ue those innovations into successful products that are 
sold in the market. The technology policy introduced last month by President Clinton does JUSf 

that. 

Throughout the Cold War, Ihe bulk of Federal spending on R&D flowed 10 military 
research. At that time the applicability of mililary technology 10 civilian uses meanl that our 
mHitary preeminence trdnsla1ed into teChnological superiority. With time, however, the 
magnitude of these spillovers has diminished, We must, therefore. dedicate a larger share of 
Federal R&D 10 commercia! applications rather than mIlitary uses. Today, only 41 percent Df 
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our Federal R&D dollars fund civilian research. By 1998 we hope to have Federal support for 
civilian or dual use R&D be more than 50 percent of the total R&D budget. 

Over'the last two decades the United States has had one of the smallest increases in 
civilian R&D of all the industrialized countries. Indeed. relative to our GDP we spend far less 
than Geonany (2,7 percent) and lapan (3,0 percent) on non-defense R&D (US:L9 percent)_ In 
addition to allocating Federal dollars to civilian R&D. the Administration proposes'to make the 
research and experimentation tax credit permanent to spur private sectOr R&D. 

As this committee has caned for 10 the pas~ we propose expanding the Advanced 
Technology Program in the Commerce DepartmenL This program has been an example of 
successful government-b~sincss pannership. The ATP shares the COSt of industry~led and 
industry-defined projects 'selected through merit-based competition, In addition. the 
Administration plans to increase the focus on dual-use technologies through the Advanced 

'Rese.rch Projects Agency (ARPA). fonnerly called DARPA. 

Other elements of the technology package to promote research include encouraging 
jndustry consortia. to advance critical technologies; promoting pannerships with industty through 
cooperative R&D agreements (CRADAs) with the national labs; and improving interagency 
cooperation by strengthening the Federal Coordinating Council for Science. Engineering and 
Technology (FCCSET). 

)n addition, oor package recognizes the importance 'of diffusing new technologies as well 
as the importance of creating them. To that end, the President proposes to create a national 
network of manufacturing extension centers~ expand the manufacturing Experts in the Classroom 
Program; and assist companies 1n implementing the principles of high performance work 
organization, \ 

Fi,ially the competitive advantage of our companies will be enhanced through better 
access to information. The Administration is committed to supportinI,; the development of 
efficient, hjgh speed communications systelns, or infonnation superhighways. 

Technology and Trade 

Our ability to sell goods and services in the globaJ market place is the crucial test of our 
compeutlveness. We can have the mOst efficient producers in the world. and find that 
government restrictions impede their ability to sell in foreign markets. Because high-technology 
industries benefit from economics of scale and learning curve effects, aCCeSs to foreign markets 
is crucial for American finns 10 develop the size necessary to become efficient an(~ competitive 
producers in world markels. So we mu!;t pursue an active :and forward.-looking trade policy to 
open markets through multilateral trading armngemems, regional arrangements, and bilateral 
agreements. "We must also use the Nation's trade laws, as they were designed, to deter or 
compensau! for fo:-eign practices that lrc flOI adequately covered by existing multilateraJ rules or 
trade agreements. 
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At the same time, we must recognize that an active trade policy is not synonymous with 
protectionism. Protectionist policies will not solve our comp<?titive problems; most often they 
will only breed inefficient and high cost rums. An open trading system forces us to innovate, 
puts U.S. businesses in touch with new customers every day and provides market opponunities 
for U.S. exports and U.S. jobs. To put it simply the United States and every other nation-that 
panicipal"es in an open and fair trading system becomes wealthier over time. As President 
Clinton has said. "we muSt compete, not retreat" 
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Thank you, Mr, Chainnan, for the opportunity to testify before the Joint 
Economic Committee. . 

The election of 1992 was, aclear mandate for change--in particular, economic 
change. No wonder voters expressed this preference. A number of disturbing 
economic trends have developed in recent years. Let me name just a few of them: 
median family real income has been stagnant-its 1991 level was actually below the 
level reached in 1979-despite more two-earner families; the poverty rate in 1991 
was higher than in any year during the 1970s; a growing gap between the rich and 
the poor; a Federal Government thai is borrowing to pay almost a quarter of its 
current bills; and escalating health care costs that are burdening finns and workers 
as never before. It is little wonder that the voters gave a mandate for economic 
change~ , 

Underlying these disturbing trends are three fundamental problems in the 
American economy: a recovery so anemic it has been unabJe to support substantial . 
employment growth;· an erosion in the growth rate of productivity over, the past 
twenty years:: and an increase in inequality .that has undermined the sense of fahness 
in our economic system. 

The President's economic package--consisting of a short-term stimulus, an 
investment program1 and a deficit reduction plan--is designed to correct each of 
these fundamental problems, The short-tenn stimulus is intended to ensure a 
sustained economic recovery that is strong enough to generate employment growth. 
The investment and deficit reduction components of the package are directed toward 
boosting productivity' growth and living standards over the long-tenn, All elements 
of the package are designed with an eye toward restoring basic fairness to the 
system, Let me elaborate ,On the President's plan in the context of our fundamenL11 
problems, 

, F..-conomic Stimulus 

The United States econoiny' has experienced a protracted period of poor 

performance. Since 1989, the average annual rate of GDP growth has barely 

exceeded one-half of one porcent--inadequate to keep up with population growth. 

This period was marked first by sluggish growth in 1989 and early 1990, then a 
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recession which lasted from July of 1990 until March of 1991, ·and finally a very 
·slow recovery since March of 1991. The recovery has been so slow that most 
Americans barely noticed it was underway. In the third quarter of Ille recovery, the 
economy showed serious signs of falling back into recession--real GDP grew by 
only 0.6 percent and real gross domestic purchases actually declined. Only SOO,OOO 
jobs have been created in the 22 months of recovery--this is about 3 million fewer 
jobs than would have been created in the first 22 months of a typical economic 
recovery. Not surprisingly, the unemployment rate is still higher than it was at the 
bottom of the recession. Although there has been a recent stream of.good economic 
news. signs of weakness and cause for concern about the recovery remain .. 

Many of the factors that contributed to recession or sluggish growth over the 
past four years are still acring to depress the economy. Many U.S. companies are 
in the midst of a painful restructuring process that will ultimately make them mOre 
competitive, but currently generates large pennanent layoffs. This restructuring is 

. manifest by the fact that the fraction of unemployed workers that have permanently 
lost their previous jobs reached an all-time high of over 45 percent in October of 
J992. Ongoing and future reductions in defense spending will require a significant 
reallocation of resources that will continue to act as a drag on the economy, This 
process actually began in the late 19805, and before it is completed may well 
involve a shift of over 3 percent of our GDP from military to civilian purposes. In 
several pam of the country the commercial real estate market remains considerably 
depressed, a consequence of overbuilding that occurred in the I 980s; There is little 
hope that commercial real estate construction will return to 1980, levels anytime 
soon. Also, a number of our lTading partners are experiencing much slower growth 
in recent months and that reduces growth in Our exports. Real GDP in both 
Gennany and Japan, for example. declined in recent quarters. Furthermore, reduced 
withholding of taxes last year will reduce tax refunds this spring, which is likely to 

~ make consumer spending unseasonably low. Por all of these reasons we~ cannot be ~ 
overconfident about the continued strength of the recovery. . 

Given the fact that the recovery has sulled in the past, gains in employment 
during the recovery have been small to date, and many forces will continue to exert 
downward pressure on the economy, President Clinton's economic plan ind~des a 
stimulus package of spending increases and targeted tax cuts to spur investment and 
job growth in the near tenn. The short-term stimulus package is best viewed as an 
insurance policy'designed to make sure that recovery does not falter again. and as a 
downpaymem on the investment plan th;lt will largely occur in subsequent fiscal 
years. 

Three criteria have guided the design of this package: the potential for rapid 
spend:out fates; consistency with the investment program; and modest size. All of 
the items included in, ~he package are fast-acting and job-creating. The unemployed 
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have already waited far too long, All of the items included in the package are 
wonhwhile on their own merits and are consistent with the basic long-run goal of 
shifting public expenditure toward investment, In that sense the package can be 
appropriately thought of as a downpayment on the Administration's overall long-run 
investment program, The size of the stimulus was limited by the deficit problem we 
have inherited--a problem that turned out to be much larger than we had been told­
-and by the fact that economic growth has picked up in the last two quaners, The 
modest size also reflects a desire to avoid overstimulating the economy in the event 
that the current recovery does continue at the pace of the last two quaners, 

Our economic stimulus program comes to about $30 billion, composed of 
roughly 50% spending increases and 50% tax ineentives. The spending side of the 
package includes increased funding for the following programs: extended 
unemployment benefits, highway construction, a summer jobs and training program 
for underprivileged youth, community development block grants, education programs, 
wastewater cleanup, and important environmental and teChnology programs, All of 
these programs are consis1ent with Ihe philosophy of investing more in our people 
and our infrastrocture. 

The tax incentives are mostly in the form of investment tax credit programs 
for large and small businesses. The investment tax credit is incremental and 
temporary for large businesses (over $5 million in gross receipts). The basic rate is 
7% (smaller for shorter-lived assets) on all equipment investmenl above 70% of a 
historical b,se (a three-year average) in 1993 and 80% of Ihat same base in 1994, 
The credit applies to equipment put in place between December 3, 1992 and 
December 31, 1994, Small businesses, which would presumably find the \ 
recordkeeping of an incremental ITC burdensome, are given a 7% ITC from the first 
dollar for two years, dropping down to a permanent 5% rrc thereafter. 

The Administration estil1)aleS thai the slimulus package, taken 'by itself, will add 
about 0.3% to the annual growth rales of real GDP in 1993 and 1994, creating 
about 50(),OOO additional jobs by the end of 1994. 

The Nation's Long-Term Problems 

Sustainable increases in the Nation's standard of living can only be attained 
through rising levels of prOductivity, As Ihe amount of output per worker increases 
over time, ~o does the potential consumption peT worker. Because of this linkage. 
the rate of productivity growth is a crucial indicator of how living standards are 
changing over time, 

From the end of World War II until 1973, productiYily grew at an annual rate 
of about 2,5%, which implies a doubling in ,the standard of living in just under 30 
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years. The notion that each generation could leave its children a better place and a 
higher living standard was virtually taken for granted. Not any more. Since J973, 
the average annual rate of productivity growth has fallen to about 0.8 percent, which 
implies that living standards will double every 90 years (down from \03 after 
adding 1992's high rate of productivity growth). The slowdown may be exaggerated 
to some extent by our inability to measure productivity growth in the rapidly 
growing service sector of the economy, as some observers claim, but a substantial 
portion of this slowdown is a consequence of adverse economic events and policy 
choices that promoted consumption rather than. investment. 

Intuitively, our 'productivity'increases with improvements in technology or the 
skill of our workforce and with illcreases in the amount of plant. equipment, and 
infrastructure our workers use in the production process. All of these driving forces 
of productivity growth require that we make investments--investments in research 
and development to improve technology; investments in health, education, and 
training to improve workers skills; and investments in buildings. machines. roads, 
bridges, railways, airports and the like to increase our Nation's capital stock. 

TIle amount of investment that the Nation achieves depends direcOy and 
indirectly on government actions. Many government programs contribute directly to· 
tile stock of public capital--health care, education, training, and infrastructure 
spending, for example. Other government pelicies. especially taX pelicies, indirectly' 
influence the amount of spending on private capital--research and developmen~ 
plant, and equipment--that firms choose to undertake. ' 

Polides of the last twelve years have eroded produc!\vity growth in the 
economy by undermining both public and private human and .physical capital 
formation.· Conventional measures of public investment as a share of GDP have 
fallen each decade since the 19605. Furthermore, the large budget deficits required 
to finance growth in defense and other non~investment government spending 
programs during the 1980s have reduced the peol of resources available for private 
investments in human and physical capital. We must. reverse the fiscal poli~ies of 
the last twelve years in order to increase capital formation and the rate of growth·in 
our living slandards. The investment program and the deficit reduction plan are 
intended to accomplish SUCh·3 policy reversal. 

The Investment Program 

The investment program includes 3' wide range of items that have benefits 
that will be felt over long periods of time. and thus, fit the conceptual definition of 
investment. The Clinton investment package delivers on all of the major public 
investment initiatives promised by the President during his campaign~~iniliatives to 
put people back to work; initiatives to facilitate lifelong learning from childhood 
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through retirement; initiatives to reward work for those who work hard and play. by 
the rules; initiatives to address urgent public health problems; and initiatives to 
encourage private-sector investments that provide technological gains and improved 
preductivity, 

, 

The investment program totals $160 billion over, four years, which redeems 
most of the President's campaign promises under the following headings: 

REBUILD AMERICA: $48 billion over four years concentrated in six key areas: 

o 	 Transportation infrastructure ($8.4 billion), which includes. full funding of the 
Intermodal Surface Transportation Efficiency Act and investments in mass 
transit. high speed· rail, and airports. • 

o 	 Technology ($17,0 billion), which will fund the National Science Foundation, 
science, engineering, and technology grants. high performance computing, and 
extension of the research and development tax credit. 

o 	 Environment ($8,0 billion), which will fund water cleanup. environmental 
technology. weatherization grants, forestry research, and natural resource 
protection. 

o 	 Energy ($3.0 billion), for energy conservation and renewable energy programs, 
fusion research, and more energy efficient Federal buildings, 

o 	 Housing and Community D.evelopment (9:6 billion), for Community Block 
Grants, fifty enterprise zones, assisted housing, and extension of the Jow~ 
income housing taX credit. 

, 
o 	 Ruml Development ($1.5 billion), for priorities such as rural water and waste 

loans and grants and community and business development for rural areas, 

LIFELONG LEARNING: $38 billion over four years for education and training of 
people from early childhood through adulthood, This includes some measures 
intended for defense conversion: 

o 	 A National Service Program ($3,0 billion). 
o 	 Pull funding for WIC ($1 billion). 
o 	 Pull funding of Head Start by 1999 ($3,7 billion). 
o 	 Education reform and initiatives (S3,2 billion), 
o 	 Worker training programs ($4, I billion), 
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o Youth apprenticeship programs ($0.5 billion), 
o Parenting and Family Support ($0.5 billion), 

'REWARDING WORK: $25 billion Qver four years, mainly accounted for by a' 
dramatic increase in the Earned Income Tax Credit (EITe), The EITC is 
simplified and greatly liberalized. It is extended for the first time to workers 
without children--at a 7.65% rate that offsets the employee portion of FlCA taxes, 
And the credit for workers with ,cbildren is enricbed enougb so that a family of four 
widl a parent working fullume at the minimum wage is lifted up to the poverty line. 
This category also includes emergency unemployment compensation benefits and a 
crime initiative. 

HEALTH CARE: $26 billion over four years for AIDs, women's health, drug and 
substance abuse prevention and treatment, nutrition assistance, USDA food safety 
initiative. V A medical care, and improvements in Social Security disability insurance 
processing, 

TAX INCENTIVES: $24 billion over four years to encourage private investment 
through investment tax credits. alternative minimum tax reHef for corporations, 
targeted capital gains relief for small stan-up businesses; and real estate invesunent ,
incentives. 

This program will stimulate private and· public investment in order to increase 
our rate of growth in productivity and, ultimately, living standards. These new 
investments are a central pan of the President's plan, , , 

The Deficit Reduction Plan 

Finally, in order to reduce government demands on credit, markets, the 
President's economic package includes a credible deficit-reduction plan, The intent', 
of deficit reduction is as a means to greater capital formation, productivity growth 
and living standards, not as an end in itself. Deficits require government 'borrowing­
-either from the private sector, reducing funds available to private investors and 
consumers and raising' their cost of borrowing, or from the rest of the world, so ·that 
in the future a growing share of our tax dollars will be used to payoff foreigners 
who lent us money. 

The President's proposal features a four· year (FY94·FY97) gross 
deficit-reduction program that is phased in gradually, By FY97 the plan will cut 
nearly $2(1() billion from the deficit" with $112 billion in speoding cuts (rbis scores 
the increased taxation of social security benefits as an entitlement Cut) and $83 
billion ill revenue increases, After allowing for the $55 billion in new investment 
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initiatives that will be introduced as pan of the investment package, the program , 
achieves a net deficit reduction of $140 billion from the baseline deficit in FY97 
alone. 

The budget has no plugs, caps, gimmicks, or magic asterisks, All cuts are 
identified in the OMB document "A Vision of Change for America: The 150 
specific spending cuts reduce Federal government spending by $247 billion over 4 
years (this counts $7 billion of increased taxation of social security benefits as a cut 
in entitlement spending, rather than a tax increase). The spending cuts are nearly 
matched in magnitude by specific revenue increases. ' 

The spending savings in (he President's plan are in six general categories: 
programs that don '( work or are no longer needed; eliminating subsidies for wasteful 
programs and charging fees for government services; managing' government for cost­
effectiveness and results; controlling health care costs; adjusting defense spending to 
new posFCold War realities; and asking for shared contribution from all Americans. 

Some of the larger items in the long list of spending culS are: 

o 	 Defense spending reductions of $37 billion in FY97 and $76 billion over a 4­
year period, 

o 	 Reduction of federal pay, retirement benefits, the number of civilian 
employees, and administrative budgets, of departments agencies for a total 
savings of $11.7 billion in FY97. 

o 	 Higher taxation of social security benefits for taxpayers above $32,000 Gain!) 
or $25,000 single: $6.9 billion in FY97, 

o 	 Shorten average maturity ,trucrure of the national debt: $3,9 billion in savings 
in FY97, 

o 	 Savings in Medicare and Medicaid (the sum of 33 programmatic changes, 
virtually all of which Cut provider reimbursements); $17,7 billion in FY97. 

o 	 AUCtioning part of the Federal Communications Commission spectrum: $2,1 
billion in FY97, 

The additional revenues raised in the President's plan arc a.ualoed primarily 
b)' increasing taxes on the very wealthy, who have- benefitted most from the reduced 
taxes of the 1 980s, This burden sharing is also consistent with the President's 
desire to reduce the growing gap between rich and pOOL 



Personal income tax rates are raised effective for approximately 1.2% of 
returns with lite highest taxable income as follows: 

o 	 A 36% bracket begins at $140,000 for joint filers ($115.000 for singles). 

o 	 A 39.6% bracket begins at $250,000. regardless of filing status .. 

o 	 The maximum laX rate on capital gains remains 28%, as under current law. 

o 	 The Alternative Minimum Tax (AMT) becomes two-tiered: 26% up to 

$175,000 of AMT income and 28% thereafter. 


All these rate changes are estimated to raise $26.3 billion in FY97. 

In order t.o raise revenue, encourage the conservation of energy, and reduce 
harmful emissions, the President's plan also includes an energy tax that is phased in 
gradually. When fully effective. the proposed new energy tax will be 25.7 cents per 
million BTU, with an additional 34.2 cents per million BTU on oil. These amounts 
are indexed, so lItat the tax rises slightly with the rate of inflation. The tax is 
phased in in three stages: one-third in July 1994, one-third in July 1995, and the 
final one-third in July 1996. Estimated impacts on retail energy prices are 3-8%, 
depending on the specific product. But the tax will be levied and collected at tllC 

source (production or import). 

A higher tax rate is placed on oil for two reasons. One is as a national 
security surcharge. A hidden cost of dependence on foreign oil'sources is the 
additional money that must be spent on foreign aid and national defense in order to 
protect our strategic interests. This surcharge makes consumers of oil bear part of 
that burden more explicitly. The second reason for the higher rate on oil is thaI a 
straight BTU tax would burden natural gas (a less polluting source) more heavily 
than oil (a morc polluting source), ]0 order to discourage consumers' f~om 
substituting to the more polluting source as a result of the tax change, an additional 
levy on oil was required. Hence the oil supplement corrects twO negative 
"externalities" associated with oil consumption. 

The BTU tax is estimated .to raise $22.3 billion in FY97, after netting out 
roughly $7 billion in reduced income and payroll tax receipts that Treasury revenue 
estimators assume will result from the tax. )n addition. the Administration proposes 
additions to Food Stamps, the EITC, and the Low Income Home Energy Assistance 
Program (UHEAP) to offset the burden of the energy tax for low and moderate 
income households. These additional programs cost roughly $10 billion, and ensure 
that families with incomes below $30,000 will face vinually no nel lax increase, 
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. . 
The basic corporate tax rate is raised from 34% to 36%. In addition, a number 

of tax preferences and deductions are reduced or eliminated and tax enforcement is 
increased. Total revenue' accruing to the government from these sources is estimated 
to be $14.l'hiUion in FY97. In addition, a variety of other changes in "business 
taxes" (which can appear on either personal or corporate returns) nets $8.4 biUion in 
1997. 

The health insurance portion of the payroll tax will apply to all earnings, rather 
than being capped (as at present) at SJ35,OOO. The revenue yield from this change 
in FY97 is projected to be $6.8 billion. 

A brief rundown of the key features of the President's deficit reduction plan 
verifies that these spending cuts and revenue increases are real and identifiable. But 
the budget game is a complicated one, and this is only the first step we have IJIken 
to make the package credible. 

To allay any fears of "rosy scenarios," the budget projections are based on a 
highly unusual procedure: We use the pessimistic forecast of the CBO, rather than 
the Administration's more optimistic forecast--even though the latter virtually 
matches the current Blue Chip consensus (see Table 2). Under the CBO's 
pessimistic forecast: the deficit falls from 5.4% of GDP in fiscal 1993 to 2.7% in 
1997. Under the Administration's forecast, the deficit falls even furtber--to 2.2% of 
GDP in fiscal 1997--because of the higher level of GDP that is attained and the 
increased IJIx revenues and reduced mandatory expenditures that accompanya' 
healthier eConomy. 

Finally, a credible plan requires an enforcement mechanism. Under the 
President's plan, we propose to extend the Budget Enforcement Act, with continued 
caps On discretionary spending, "pay-as-you-go" requirements, and sequesters when 
necessary. 

The President's plan is a bold one. but of course it is only the beginning of a 
long budget process. We welcome your ideas about how to improve this package. 
While .no one will be happy with everything in this package, let me underscore the 
President's VIeW 1hat our deficit reduction goals will never be attained unless we are 
willing to "iew these hundreds of speeific proposals as a single package. If we are 

. going iO reStore a proposed spending Cot, we muSI propose specific alternatives to 
take its place. If we do not hold ourselves to some rule. then we will not serve the 
taxpayers and voters of this Nation welL 

If the Congre..<;:s enacts this deficit reduction plan, tbe results will be dramatic, 
But the reality is .hat deficits will begin to climb back up toward the end of the 
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decade. The primary reason is skyrocketing health care costs. As a government 
and as a society, we must reform health care to ensure quality, affordable care for 
all Americans, Health care cOSts threaten the se<:urity of families. businesses. and 
government alike. We must also act to ,cono-ol health care costs if we hope to 
cono-ol deficits in the long tenn. 

How the Packal!e Promotes Fairness 

All three elements of the package will help restore a Sense of fairness, The 
stimulus will promote job opponunities for some of the 9 million unemployed' 
members of our labor force. Since the investment program includes a number of 
programs, such as head stan, WIC, health care, worker o-aining and reo-aining, 
education and the earned income tax credit, that directly increase opportunities for 
the most disadvantaged members of society, it will also help level the playing field, 
Finally, the manner in which revenues are raised for deficit reduction will ask the 
most from those who can afford it-·the lOp 1.2 percent of American income earners. 
All of these features of the total package will hel~ restore a sense of fairness in our 
system and give meaning to the American dream for those members of society who 
were .left behind by the policies of the past twelve years. 

The Economic Outlook 

Fore<:asting economic performance, is not an easy task. As the budget process 
reminds us. there 'are many uncertainties which will have a great impact on the 
future path of the e<:onomy, What is more important than any spe<:ific predictions 
CBO or the' Administration make about e<:anomic performance is that we mak" 
sound chokes about policy that raise the our investment rate, our productivity, and 
ultimately, our living standards. 

, ,As noted i~, discussing the budget estimates, the Administration forecast for 
real GDP growth is slightly higher than the CBO forecast on balance, In 1993 and 

'1994, the AdminiSITation fore<:ast of 3.1 and 3.3 percent growth, respe<:tively, 
corresponds exactly to the private Blue Chip consensus forecast. This is higher than 
the CBO estimates of 2,8 and 3.0 percent. The Administration forecast assumes that 
the stimulus package provides some additional growth in real GDP in the early 
years, As the stimulus wears off and the ITC for large businesses is eliminated, 
the Administration forecast' is·aetually below the CBO forecast in 1995. 

From 1996 through 1998; the Administration forecast essentially assufI1cs that 
the economy begins to feel some of the benefits of a higher capital stock as a result 
of the investment program a~d the tax incentives provided in the'stlmulus. 
Consequently, while the CBO assumes that growth falls off to less than 2 percent by 
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1998, we feel Ihal a rate of 2.5 percenl is more realistic. In these "OUI years," the 
Administration forecast is identical to the Blue Chip consensus. 

MI. Chainnan, this concludes my lestimony for this morning, bul I wanted 10 
take a momenl 10 thank you and your committee for your invitation and for your 
welcome. I look forward to working with you during my tenure al Ihe Council of 
Economic Advisers.. I know by working togelher we can all share in the effort 10 
strengthen our economy by ensuring a stronger recovery, higher rates of public and 
privale investment, and smaller Federal budgel deficits. . 

\ 



Table 1. 

Notes: 

Comprehensive Budget Impact of the package 

FYl997 

BASELINE $346 

Spending Cuts: -37 


Nondefense discretionary -20 


Entitlement -41 


Associated debt service 


Subtotal; 

Revenue increases -83 

GROSS DEFICIT REDUCTION -195 

Clinton inves~ment program: 

Spending +39 


\ ,
Tax red\.ictlons +15 


Subtotal: +55 


NET DEFICIT REDUCTION -140 


DEFICIT WITH CLINTON POLICY 

This scores savings generated by increasing the 
taxation of social security benefits as B cut in 
entitlement. Some may prefer to count it as a tax 
increase. 



Table 2. Comparison of Real GOP Forecasts· 

Real GDP g::ow~h (Q4/Q4) 

1993 1994 1995 1996 1997 1998 


'CEO 2.8. 3.0% 2.8% 2.6% 2.2% 1. 8% 


Administration 3.1% 3.3% 2.7% 2.5% 2.5% 2.5% 


Blue Chip 3.1% . 3.3% 2.5% 2.5% 2.5% 2.5% 


. \ 



The New Economy 

Remarks by Martin N. Baily· 


Chairman, Council of Economic Advisers 

At The 


Conference on Old Rules--New Rules: Corporate Structures" 

Cultures and Governance of the New Economy 


Munich, Germany 


June 28, 2000 

'Why are we talking about a new economv in the 1:. S.1 

The first reason is that productivity giowth has accelerated from about onc and a half 

percent a yeur 1973-95, to about 3 percent a yeflf 1995~99. 

This acceleration is heavHy related to technology) both the investment in IT hardware und 

software (i.e., the use of the technology), and also the extraordinary productivity ofthe industries 

producing the technology. 

Some part afth]s acceieration is surely temporary, the result of unusual growt'h in 

demand und it is only abo'Jt four yeal's in duratior:. But a substantial fraction appears to be 

st!"uctural and hence, poter.liaJ:y, wiJ: result in a sustained improvement in productivity 

perfonnance, Moreover, the signs of jnfoITnatl0n technology as an enabler of bt:slness system 

char,ge r.ave been visible for much longer than just four years 

The second reason is that there has been a d:-amatic in::rease in the stock market valuation 

of U. S. corporations. The rate of increase \-vas 16 ~rcent a year from January 1993 through 
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M;!)' of 2000, resulting in nedrly $18 trillion of wealth held by shareholders The increase in 

market valuation has been oriented to the high-tech sector, NASDAQ and Internet stocks 

accounted for;t large fraction of U, S. market capitalization in March of 2ooQ. 

1 am not going to comment on whether the market w9uy is overvalued, undervalued 0:­

just righi. But I note that even if someone (not me) believed that only a half of the growth in the 

market since 93 werejusl speculation. there would s~m have been lrilliO::1S of stockmarket 

wealth added due 10 fundamcntuls, the accumulation of know'ledge~based tangible and inl;lOgible 

capitaL 

The third reason is that there are direCt signs of acceleration in the accumulation of 

knowledge and intangible capiull. R&D spending has soared. so has the number of patents. and 

the number of trademark registrations. Use of the Intemet and the Web j5 exploding. This type 

of c\'idenco! fefiee!s only the tip of an iceberg. but it all points in the srune directlOo, 

A fourth rCaS:on is related to the others, but it is s~ill worth noling, The new economy is 

generating a stream of new revenues, shifting the U. S. from large budget deficit to large 

surpluses. 

Size and Innovation in the New Economv 

The increased importance of information and intangible capital results in 1\:V0 

countervailing trends with respect to size, There are centrifugal and centripetal forces at work, 
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First. since infonnation has high fixed costs anrl.1ow marginal costs of production, there 

are economies of scale and scope. Large firm SIze and first mover advantages become important, 

and the advantages of size are accentuated by globtlliztlliofi, which have resulted in new cross* 

border mergers ane acquisjuons. 

But, at the same time, lower costs of communication and interaction anow small 

companies to compL::!c by entering a market at ..fnmTOW point in {he value chain. This can force 

large companies to outsource activities or downsize, to focus on core competencies. They may 

choose to globalize on only a sliver of their overall business, As one would predict from'the 

work of Nobd Prize winner Ronald Coase, the boundaries of firms and industries are being 

changed by deve!opmc!11s in IT. In the end, new competHion win determine how the boundaries 

of fi:ms und industries ure changed, 

One activity being outsourced is technology development. In large companies, 

burdensome review processes can stifle innovation. in part because innovation undennines 

existing vested interests wjtbm the firm. In the past) lack of financing has provided a barrier to 

mnovaijon in small firms, but loday's venture capital industry, and tbe active IPO market, have 

reduced this barner and encouragcd)nnovation by small fims. The two work together, with 

venture cupital used to start new companies and the IPO market providing capital for growth at 

lower cost. Through stock options, the market has provided tremendous incentives fo successful 

innovators, 
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Anothe:- facilitator of innovation in the U, S. has been aCCess to talent. Higher education 

in the U, S. provides a flow of ne~~trained graduates, Immigration has also been important. 

Twenty-nine percent of the new start-up firms in Silicon VaHey 1995-98 had CEOs from India 

or China, 

The Interdction of the Old and the New Economics 

The new economy is dramatically affecting the old economy, Fanners can use the 

Internet to check meteorology and soil forecasts based on satellite information, Nurses carry 

Palm Pilots that contain patient information from all parts of the hospital. Truckers get street 

directions ffOrn the GPS system and arc tmcked by their companies. They use ihe Internet to 

seek out new loods and avoid empty return tlips, 

These impacts may oot always be visible in macro data. Productivity is poorly measured 

ir. many old economy industries. And the innovations companies are adopting may not boost 

market value when industry competitors are all doing the same thing. As Schumpeter noted 

years ago, excess profit comes from innovating ahead of competitors. 

The old economy is driving the lle'1' economy, The interaction is tWO~WtIY' For example, 

a dynamIc evolving retail industry is using the new technology to communicate and coordinate 

its value chain from marketing and design, to customer check out, to transpo!1ation, to 

wholesaling, to purchasing and manufacturing. This creates demand for hardware, software and 
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improved business systems. The same slOry applies over and over us tradilioilaJ industries 

become the customers and end-users for the information sector. 

It is appropriate to talk of a new economy. But recall.that most of the jobs and most of 

the GDP remain in traditional industries. These are driving the new economy as they themselves 

arc being ch~jngcd by it. 

Policv in the New Economy 

1. We know from (he macro data that investment has been a major part of the 

aceelcrulieD of proollctivi{y. Fiscal discipline and sound monetary policy have been vital parts 

of the low-interest-rate high-investment U. S. expansion of the 1990:;: 

2. I mentioned the strong higher education system in the D, S. ]t is important, that 

students from all backgrounds have the Opp01'tllfli[y to take advantage of the system. Moreover, 

m a world where steelworkers sil at compu:er consoles controlling giant machines, computer 

skilis 3re often needed by high schoo! graduates. Companies arc looking for workers at all.levels 

that can keep records, understand instructions and solvc·problems. These are skills thaI schools 

must teach in order that workers not be left behind. 
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3, Right now, some workers are struggling in the new economy. Old skills 

becon:e obso:ete, Jobs are lost. To deal with this problem, access to trainjng and retrair.ing is 

vital, plus a safety net that encourages work, including adjustment assistance and progrdms such 

as the Earned Income Tax CrediL 

4. The private sectoris the heart of the new technology. But at critical pOinL<; the 

govemmem haS played a cc~tral role tnrough support for basic and precommetCi~J research. 

A;)d while the fleW te~hno;ogies have prospered in u freewheellng, free-market culture, there are 

times when government must set rules of the game-intcl]cctuuJ property protection, 

international trade fules, privacy. anti-trust policy, worker support Government has a key role in 

the establishment of the infr::structure of the new economy, 

5. Finany, however, I want to stress t'JoHc:es toward competition, open markets and 

change. Ne\1/ flrms, new technologies and new business systems are springing up. The nature 

and pace of lechnology are new, but llle importance of change is not. St",dies of manufacturing 

iJlants and stlldi~s of industries in different countries have revealed that productivity growth 

depends on the entry of new establjshments and firms, the expansion of the most efficient 

operations ar.d the reduc:ion or closure of the less efficlcnt-ln short, 11 depends on productive 

evolution. 



7 


To offer an analogy: At 4" Celsius water and ice rem'ain in equilibrium. The proportions 

of each remain the same. But in actuality the ice is continuously melting and the water IS 

continuously freez.ing. The apparent equilibrium conceals massive change at the micro leveL 

Similurly, an economy may appear to be growing steadily. But undemeam there is 

massive change. lobs arc being created and destroyed. New films are entering and old finns 

leaving. New lech'nologies llre developed that gain competitive advantage for a period, and then 

are ovenaken. 

Policies and regulations that encourage flexible labor and product markets, competit10n 

and openness are the pOlicies that support economic evolution and change. These can and 

must be given u human face. They promote leading edge performance in traditional industries, 

which, in turn, drive innovation in the new economy, 

One firml comment on l~e spread of the new economy 10 olher countries. Many of them 

have more to gain from the new economy because their tradilior.al induslries have not evolved as 

"fa!", .ar.d tbe pote:i:iul fot perfonnu;lce improvement;s g!'eatcL BUl the potentiul for social 

disruption is also greuter. The adjustment to the new economy may be harder to manage in 

economies that have traditionally been more tightly regulated, Countries that want to embrace 

the new economy must embrace change in both the tmditional as well as the newly emerging 

industries. 

http:tradilior.al
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It is a great pleasure to come here to the Press Club to this event sponsored by the 
, Center fcir National Policy and talk aboct the 2000 Econo:nic Report of the President 
(ERP). I would like to than.x CNP and its director, Mo Steinbrunert for their willingness 
to ,host this session. I want to acknowledge the tremendous contributions to the ERP 
from Robert L~wrence. Member of the Council, Kathryn Shaw, who has been r.ominated 
as a Member ar.d Aud:ey Choi the Chief of Staff, who has contributed directly to the 
Report, and worked extraordinarily hard in coordinating the efforts of all of us. The staff 
of the Council is here today, and they h~ye done the bulk of the research and writing . 

. They have worked insane hours a.'1d done er;dless rewriting. There are too many for me 
to mention them indi'viduaHy, but I am deeply indebted to each a.'1d every one of them for' 
their efforts. The statistical office;led by Kitty Furlong, and 'he support staff have done 
amazing work, under great time pressure, Let me also thank Cathy Fibicb, the 
Administrative Officer, who made sure that even through the snow storms the Report was 
produced weB and on time. 

We have broken with tradition for the 2000 Report, the cover design is new and 

the' font and format are different., 1apologize to !overs of tradition," but the new 

millenium is a good occasion for a change and the designers, ] think, carpe up with a 

modem and very attractive design. 


One other thing we~ve done a bit differently this year, in honor of this being the 
2000 ERP, is that one or'the themes of the Report is a look back at the century past, i 
will nN have time to do full justice to that part of the Report in my remarksloday, but I 
hope you win look at some of the fascinating '\vays in which the economy has changed. 
There is even some art in the Report, as each chapter stans with an historical picture. Let 
me just take a minute to give you a flavor of the kinds of changes over the past century 
that we have outlined in the report: 



At the tum of the century, fewer than 10 percent of homes had eiectricity, Fewer 
than 2 percent of people had telephones, A car was a luxury for only the wealthy, Healt:'! 
and sanitation problems, such as :yphoid fever spread·by contaminated water, were 

, common. One in 10 children died in infancy. Average life expectancy was just 47 years. 
Eighty percent ofchildren lived in a family with a bread\\riI'Ln.er~father and homemaker~ 
mother. Fewer than 10 percent lived in single-parent homes. Widowhood was far more 
common than divorce. Fewer than 14 percent of Americans graduated high schooL More 
than 40 percent of the work force worked on fanns. Average income per capita, in 1999 
dollars, was about $4,200, 

By contrasi, today, electricity, automobiles, telephones and videocassette 
recorders, and computers are considered commonplace if not r.ecessities. Life expectallcy 
has increased by 30 years as infant mortality has plummeted, Only 24 percent of children 
live in what used to be the typical model of a bread'Ninner-father and homernaker~mother. 
Only 3 percent of the labor force work on famls, a.'ld average income per capita is now 
333,740 - more than eight times what it was in 1900, adjusted for inflation. 

Cleariy. this past century has brought a number of amazing improvements in the 
qt..:ality oflife and standard ofllving for Americans. ~"1d these past Seven years have been 
a particuJarly fabulous'era for the eco::J.omy, r am in the fortunate position today of being 
able to release the 2000 Economic Report, that documents the extraordinary economy we 
now have. Back in the recession of the early 90s, no one foresa'.v that we would have the 
longest expansion ever, with soaring investment. ur:employmem at 4 percent, a core 
inflation rate of 1,9 percent and a budget surplus of$124 billion last year, Since 1993, 
nearly 21 million jobs have been created, there has been almost 4 percent GDP growth 
per year, real wages have grown, and average famity incomes are up $5,000. Amazingly 
the economic news has become better and better over time. This expansion has gotten 

stronger, yielding lower unemployment, lower inflation a.'1d stronger groVlth (Chan 1). 

This contrasts 'Vfiili where things stood in 1992, with a fiscal year budget deficit of$290 


. billion, unemployment averaging 75 percent, and real average earnings lower than they 

were in 1981, 

In my talk today t hope to identify the distinctive features of this expansion, 

understfuid the drivers"of st!ccess in this record~breaking expansion and discuss the 

chaHenges that still lie ahead. Despite the stellar economic perfonnance there remain 

important steps to be taken to ensure all Americans are sharing in the prosperity that 

abounds. 


Distinctive Features of the Record Breaking Expansion 

President Climon came into office promising jobs and he has delivered on that 
promise. as the nearly 21 million new payroll jobs have pushed the unemploymem rate to 
4 percent. During the 1970s and 80s, the unemployment rate was much higher on· 
ave:age, even at cyclical peaks. And high unemployment and high inflation oflen went 
together-stagfla!.ion, You have to go back to the 1960s to see unemployment rates as 
low as they a:e today, and at that time inflation was accderati:1g sharply, This expansion 
has been unique in combining stable inflatior. with a highwemployment economy. 
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As yoc see in Chart 2, this expansion is also unique in the pattern of productivity 
gro\.\'th. Typically there is a surge of productivity growth in the firSt year or so of an 
expansion, This is the bounce back from the decline in prodl:.ctivity that occurs in the 
recession that precedes an expansion. All three expansions show this initial surge In 
productivity growth. B~t in the 60s and the 80s productivity growth fen after that initial 
surge, and by the time these expansions were 7 years old they were looking tired and 
listless. This is particularly so in the 80s expansion where productivity growth g:-ew 
weaker and weaker, It averaged less than one percent in the last four,years of the 80s 
expansIon, 

The 90s expansion shows a strikingly diffe:ent pattern. This expanslon has been 
gaining strength. Productivity has been accelerating. Productivity can be measured in 
two ways, based upon how much has been produced in the non~farm business sector. 
A..'1d on how much income has been generated by that sector. Based on a combination of 
those two approaches, growth of output per hour has averaged 2.9 percent a year since 
i 995. This is a sharp increase above the trend line of productivity gro\.vth Over the' 
previous twemy-two years and whHe it's still too early to tell definitively, it suggests that 
we may be on a path of faster productivity grov.'th that wiH help us have faster, 
sustainahle growth in the future. 

Chart j shows a third distinctive feature of this expansion. There are encouraging 
signs that the fruits of growth are now being shared more evenly in contrast to eadier 
periods. From 1973 to 1993 real family incomes grew very slowly and that grov."'oh was 
very uneven. Only the top quintile of the income distributi~n moved up at a reasonable 
pace, while tile bottom two quinti:es actually faced declining real incomes over this 
twenty-year period, whe:l adjusted for inflatior. ,\.Ising the consumer price index. Over the 
five years from 1993 to 1998, the picture is very different. All of the income groups have 
seen good rates of income growth, and the lowest quintile has actually grov.n most 
rapidly. There is similar good news in tenns ofeamings, starting in 1994. There have 
been several press reports recently suggesting that despite the great economy overall, 
inequality is still a growing problem. These reports neglect to mention the recent trends t 
have just described. ' 

The drivers of the record breaking expansion: Technology! Pro"Investment Fiscal 
PoUey, Competition and Trade. and Skills 

Technology, The role of technology in driving growt.' in this economy needs no 
introduction. There are many ways one could illustrate the technology revolution taking 
place in this country, . Chart 4 is taken from Chapter 3 of the Report and shows the rapid 
increase in patents granted in the U.S. The surge has been particularly strong in the past 
few years. Pater.t data do not provide a perfect :neasure of innovation! but in this case the 
cpward !mrge in patents seen in the chart provides a correct v:sual story, showbg a surge 
in technological opportunities, 

In explainbg this wealth of opportunities, the dynamism of the private sectOr in 
the U.S. economy gets a 101 of credit. But Federal support for technology has played un 
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ir.dispen:ible role, providing the crucial funds for basic research and pre~comrr.ercial 
research! for example, in information technology and biotechnology. 

Even after technological opportu.-.uties have been developed productivity has not 

always :1sen. Recall that prior to this expansion, there was a puzzle where people 

questioned why the boom in technology in the 1980's seer:led to have no effect on the 

productivity data. In order to trar.slate innovation into ~wth. companies have to 

change the way they do business, develop new products and services, and respond to 

changes in the competitive environment. Workers must master new skills and, in some 

cases~ must move to different jobs. Making the transition from new ideas to realiZed 

economic perfonnance always involves some fonn ofinvestmem-in physical capital, 

pian! and equipment; in human. capital, education and training, or in intangible business 

capital, the development of new business systems. Companies in the 19905 appear'to be 

making those investments and reaping t..'le rewards of the faster productivity growth, 


Stimulating economic groWth is like creating a chemical reaction. All the right 
elements have to be in place, the mix has to be right. Policy cannot grow the economy on 
its own. But growth from the private sector will not take off if the policies are not right. 
The key to the longevity of this expansion r.as been that the dynamism of the private 
sector has reacted wit.'l a superb monetary policy, and, crucially, the pro-investment fiscal 
policy. The chemistry has been right. 

Pro~investmenl fiscal policy. Fiscal policy has a major impact on the amount of 
investment that takes place. Budget deficits are not always bad. They can help stimulate 
an economy where demand is weak. But when the goal :5 to stimulate and sustain 11 
supply~led, productivity~led expat1sion, persistent structural deficits are very damaging. 
They drain savings [:om the economy, increase interest rates and discourage investment. 

Chart 5 shows a dramatic picture of large and rising deficits in past expansions 
. and of the turnarou:ld in the 1990s. The structural budget balance adjusts for the effect of 
the business cycle. It estimates what the deficit or surplus would be if the economy were 
~H its sustainable long run levet ofGDP, that is, at potential GOP. This expansion started 
out with massive structural deficits. Three and a half percent of GOP in fiscal 1992. But 
the situation has been i:ransfonned so that now there is a structural surplus, one that is 
projected to grow into the furore. It is true that the budget agreement of 1990 took a step 
forward in fiscal responsibHity and bipartisan credit is deserved for that first step. But it 
was only a s.rnaH Step. The structural deficit continued to increase in 1991 and 1992, The 
big shift occurred with the budget agreement of 1993 a.'1d with the subsequent strength of 
revenues and restraints on spending. 

'What you hope to see from a'shift to fiscal discipline is lower interest rates and 

larger investment. That is exactly wnat we have seen, Real inlereSf rates have been 30 

1050 percem lower in (his expansion than (hey were in rhe 80s expansion. And 

investme!1t has responded in force. Not aU of the int<l:1gibie investment in process 

improvement or in skills and trainir.g is measured ir. our ir.vestment data, But the 

investment we can measure provices a proxy for the ('ota1. We have seen growth of 
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; equlpment investment and software at 123 percent a year since 1993 (Chart 6), much of 
it concentrated in the information technology and communications areas, allowing the 
economy to take advamage of the innovation opportunities. This rapid step up in 
investment has been a vital ingredien: allowing the acceleration of productivity growth 
we saw a moment ago. There is a direct link from fiscal discipline to the key productivity 

. driver of this longest expa!1sion. 

Strong investment not only improves productiv:ty it adds to capacity. When 
capacity shortages develop, there is upward pressure on margins that ca'l contribute to an 
ir.fla:iona.ry spiral. So there is another direct link froCl5scal discipline to the persistence 
of this expansion, In the 19905, we have built capacity and he!ped hold dOV.ll inflation. 
In the 19805 capacity grov.'th slowed to a crawl as productivity growth slowed. 

Th!s should come as no surprise. The adverse effects of chronic defici~s were 
anticipated by one of my predecessor.;. Martin Feldstein' wrote in the 1984 Economic' 
Report of the President (p37) as foHows: "The most important long-term economic 
effect of the prospective budget deficits would be to absorb a large fraction of domestic 
saving. and thereby reduce the tate of capital formation and the potentiallong~term 
gro\Nth of the economy:; 

In 1993. the Administration undertook a major shift in policy, away from 
exploding budget deficits and towards fiscai discipline. At the time. the decision to 
embark on a program of deficit reduction, which was then passed in Congress by the 
narrowest of margins, was hailed by the press, and by experts such as Paul Volcker, The 
bond market respo!1ded to the shift with a rally in the bond market. Subsequently, the: 
President and Congress continued the steps towards fiscal discipline. 

Today the same newspapers and newsmagazines that were demanding a change in 
policy and supported that change when it happened, now seem to be suffering from an 
extraordinary amnesia. It is time to remember what was said about the dangers of large 
persistent de!icits und look at the benefits that we have gained from ending them. It is 
time to recognize the vital role that fiscal discipline has played in the chemistry of 
growth, 

Competition and Trade" There is evidence that industries in which companies compete 
vigorQusly are more productive industries. \Vithout the spur ofcompetitionl compa...,ies 
become complacent and keep doing t..'tlr.gs the old way even when new methods are 
available. Competition encourages change and for~es companies to be more productive. 
Competing in the global economy adds additional benefits, The classical gain from trade 
comes as industries that have comparative advantage grow and those that lack it; contract. 
The res:llting shift of resources raises overall levels ofproductivity. In addition, 
compet;ng in the global econot:1y also helps the spread ofbest ;;rac:rice production 
methods around the world. Chart 7 shows how the U"S" economy has become more open 
and more integrated with the world economy. Trade as a percent ofGDP has increased 
rapidly, especially in this expa.'1sion. And as the international chapter of our report 
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discusses, trade is only one element reflecting a broade~ ir.tegration w:th the glQba~ 


economy. 


President Clinton has acted to enhance domestic competition, for example with 
measures such as the Telecommunications Act of 19961 and he has made engagement in 
the global economy a major policy thrust. Started by prior administrations, the Uruguay 
Round agreement a..'1d the NAFTA agreement were both ratified during this 
Admir.istration. 

Education and Skills. Chart 8 shows that the return to education is high and has risen 
over the past twenty years. Those with college degrees have, on average. earnings over 
50 perceni higher than high school graduates, and a substantial differential persists even 
after co·m.rolling for other determinants of earnings. The differential bet\veen high school 
graduates and high school dropouts is just as great It thus makes eminent sense for Our 
society to encourage young peopie, and not so young people. to acquire more education, 
This Administration'has stepped up its efforts to provide loans and scholarships to allow 
any student who is able to benefit from college to have the opportunity to anend. And 
these policies have contributed to this expansion by adding to the pool of trained ~"orkcrs" 

As well as education, perhaps the greatest gm\vth benefit on the labor force side 
has peen in training, The policies that have given us a high employment economy have 
encouraged employers to train workers to fill jobs th·at would otherwise be vacant 
Companies complain about their inability to find workers with the skills that they need. 
But this is a problem with a silver lining. It gives these companies a great incentive to 
seek -out workers and train them themselves. This upgrades the quality of the workforce 
and help!, sustain a producti,ve expansion. 

Chart g gives on~ Stgn that tills phenomenon is important. Even though coUege 

graduates are in high demand, and have, cwrently, an unemployment rate of only 1.8 

percent, ,h. figure shows that the collegelhigh school earnings differential has stopped 


. rising in this expansion. This suggests that high school grads are able to increase their 
skill levels and keep up with the earnings increases being enjoyed by college grads. 
Questioning the Causes ofInequality. As I showed earlier. an important feature of this 
expansion is that all income groups have incomes rising at about the same rate, How 
does this fit with the drivers of the expansion that I have just described. We argue in the 
Report that this data suggest a re-evaluation of the conventional explanations that have 
been given for rising inequality. The two most-frequently cited expla.'1ations have bee:] 
technological change and foreign trade. Technology, it has been argued, is biased in its 
impact 011 the labor market; holding dOVvn the wages of low-skill workers. Trade is said 
to put lower-skilled US workers in direct competition with very low~wage workers 
overseas. Of the two, technology has been seen as the larger culprit. 

Those expianations were always rather problematic. In the 70s and 80s 
productivity growth was very slow, suggesti:1g a rather modest impact of~ecr.nology on 
t:te economy. And for trade, the proportion or US workers i:1 direct competition with very 
low-wage workers overseas is very small, 
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But regardless of whether or 'not we can sort out correctly the reasons for the 

inequality trends of the past, there is one simple lesson that we can iearn from this 

expansion. It is possible to have an economy where technology is moving rapidly, 


. where tmde is expanding, and yet there are also across~the-boa:d incor:1e gains, An 
. important reason for this is that rapid technology change and openness to trade are both 
factors kee)'.1ing inflation down and allowing us to operate a high employment economy, 
When labor is scarce~ the worke:-s at the bonom of the wage distribution do better, 
In Summary. This has been an ext.-raordinary expansion so far and we expect it to 
continue well into the future. It has been driven by a dynamic private sector and the hard. 
work of American workers. It has been kept on track by astute monetary policy that has . , 
given the economy room to run while keeping guard against inflation. It has been helped 
by deregulation that started in the 19705 and continues today, But while recognizing 
these important factors, we must ackno';Vledge the contribution of the policies of the 
19905 to the expansion of the 19905. We need to guide policy in the future with the 
lessons of what has worked so well. Most importantly, turning around the fiscal mess has 
freed "up ilie resources needed to invest in capacity and in produ<:tivity improvement. 
Maintaining an open and competitive economy and ir.vesting in technology, education 
and skills have added to growth now and helped pave the way for more growth ahead. 

Challenges Ahead 

Last year1s Report analyzed the impact of the aging population. And the 
challe.nges this poses remain at the forefront ofpoiicy today, Protecting social security 
and Medicare are top priorities of the President's budget. in this year's Report we looked 
at some challenges ~n different areas, In our chapter on Work and Learning we look at 
how the nature of work has changed dramatically over the past 100 years and has lately 
put a premium on a new set of skills. Chart 9 highlights both an achievement and a 
challenge. If workers are to have access to good jobs today and in the future, they must 
acquire the technical and computer skills those jobs require. The achievemc!1t is that in 
lerms ofInte:net access, the gap between high and low poverty schools has been almost 
closed. The challenge is that too many students emerge from our schools without the 
computer skills they need. The President's budget that was released on Monday contains 
several initiatives designed to meet the educational challenges. 

The nature of work has changed over the past 100 years a."1d so has the nature of 
the family (Chan 10). Today more ant! more women work. There are many more siegle 
mothers than there used to be, who go out to work to support themselves and iheir 
families. As we~show in Chapter 5 of the Report, these mothers have a tough time, with 
family incomes concentrated in the low end of the distribution. Single mothers often find 
it hard to meet the bills each month-they have money crunch, These families are being 
helped by the Earned Income Tax Credit and the Child Care Credit and the Medicaid and 
State SCHIPs programs in health care, And ofeourse the strong economy has given 
them better opportunities. 

Dual earner families are often in the upper part of the ir.come distribution, 
Incomes are higher than ever before, but many families judge that they need the income 
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ofboth partners to provide them w:ith the things that once were conside:ed luxuries but 
now are seen as necessities. In addition, t.l-tese families face a problem of time scarcity, 
Juggling two Careers and children is a very tough assigrimem. And this time crunch can 
·be exacerbated for families that care for elderly parents as well as children. Tue Family 
and Medical Leave Act and the long te~ car:e initiatives are directed towards the needs 
·of t.~ese families. 

One of the biggest challenges for the nexr century is ro find policies that will help 
the environment and yet sustain growth. Chart 11 Hlustrates the progress being made and, 
the challenge ahead. The amount of802 and NOX emissions per unit of GOP has gone' 
down dramatically over the century. But of course the growth of GOP has been so great 
that total emissions are still too high. Chapter 7 of the Report details the benefits of using 
tradable pennits as a way to minimize the cost ofachieving envirorunental goals. 

Conclusion 

The challenges ahead are great but the strong economy has given us the resources 
and the confidence that we can ceal with them. Chart 12 gives a projection of the gro\\'th 
of business to business e-comrnerce. This is One of the fruits of the new tecMology that 
promises continued economic growth ahead. With potential like this there is no need for 
this expansion to end soon. And finally Chart 13 looks again at productivity. I guess 
you Cllil tell productivity is my field as an economist. I have talked a lot about it Give a 
kid a hwnmer and everything looks like a nail. 

But the productivity story reaIly is an important one. Tnere was a very persistent 
trend of slow productivity growth after 1973 that had negative implications for the 
economy, especially when the limited gains were distributed unequally. To go back to 
the earlier debate, this chart shows no sign of an 80s boost in produ~tivity. Today, there 
does seem to be a new trend. We do not know for sute how long it will last, but by 
staying the course of the policy path we have been on, combining fiscal discipline with 
support for technology and the skills that are needed, we will give this economy its best 
chance. It is the best chance of getting the chemistry of growth right 
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Remarks by Martin N. Baily Chairman of the Economic 
Advisers to the American Association for the Advancement 

of Science 
Thursday, September 2, 1999 

I. Introductory Remarks 

Thank you. It is a pleasure to join you here today. I would like to 

thank the American Association for the Advancement of Science 

for inviting me to address this distinguished audience ofyoung 

) leaders, who I am sure will make valuable contributions to both 

.. 
the worlds of science and public policy. 

As Science and Engineering Fellows with the AAAS, you will 

have a unique opportunity this year to gain a deep understanding 

of how scientific research and public policy interact and 

influence one another. 
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II. The Economy and Technology 


The U.S. is currently enjoying a fabulous period ofprosperity. 

We have had 100 months of economic growth - marking the 

longest peacetime expansion on record. Inflation has been 

subdued despite strong real wage growth and, for the last two 

years, the unemployment rate has been stunningly low - well 

below 5%. 

,<' '" ._J 	 A major factor in powering this unprecedented period of growth 

without inflation has been a recent resurgence in productivity 

growth. In the period after World War II through to the early· 

1970's, labor productivity increased sharply, clocking increases 

ofnearly 3% annually. 
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Butin the two decades that followed, productivity growth 


slowed sharply and living standards stagnated. However, in this 

expansion, productivity growth appears to be accelerating. Most 

notably in the past 3 years, it has increased at about a 2% annual 

rate. This productivity is fueling the growth in real wages and 

the increase in the economic well being of all Americans. 

Unfortunately, there is a lot ofunceltainty about why 

.) productivity grO\vth slowed in the 70s and how rapidly it will 
.,.c.~ 

grow in the next few years. What is clear, however, is that the 

ability of American businesses and workers to take the advances 

made in science and turn them into productive new investments 

and jobs has been a contributing factor. And to insure continued 

growth, it is vital to encourage scientific progress and 

innovation. 
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The fruits of science and technology have played a central role 

in shaping this economic expansion. Technological advances 

are revolutionizing nearly all sectors of the economy and even 

creating whole new industries. Information technology now 

constitutes approximately 8.2% of GDP -- up from 4.9% in 

! 

1985. The IT sector accounted for one-third of real economic 

growth from 1995-97. Employment in ~ computer services 

has nearly doubled since 1994. And those jobs in the IT sector 
• 

.) 	 pay 80% above the average private wage. Supported by recent 

computer innovations, "just in tinie" inventories have 

revolutionized business practices, allowin& the inventory-to­

sales ratio to fall to historic lows. And, of course, the Internet is 

altering forever the way we do business and communicate with 

each other. Nearly 64 million American adults currently use the 

Internet up over 20% from only one year ago. 
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ITI. The Role of the Government 


As we consider the role that scientific discovery has played in 

fueling our economy, it is important for us to consider how the 

policy decisions we make affects the scientific community's 

ability to continue that process of discovery and advancement. 

() 

.,p". 	 fi" i) 
I'
" Certainly the private sector plays the dominant role: In 1997, 

. , 
~ 	 approximately 63% of all R&D, or about 121 billion dollars, 

was spent by private companies on research and development 

efforts across a wide variety of industries. However, 

government policies designed to encourage innovation playa 

critical role in providing the right incentives to innovate. 
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· In fact, many of the products and services we now consider 

indispensable - froin communication satellites that bring us live 

television broadcasts to human insulin that saves and extends the 

lives of millions of diabetics - have been facilitated by US 

policies to encourage private sector investments in science and 

technology. 

F or many types of research,the costs ofcreating the first 
., 

1 	 innovation are much higher than the costs of duplicating that 

innovation. In the j argon of an economist, the fixed cosUs high, 

but the marginal cost is low. If duplication is relatively easy, 

there may be little or no economic incentive to innovate because 

the initial innovator cannot recover its investment in fixed costs. 

Therefore, one of the most fundamental roles of government is 

to provide rules that protect the intellectual property Tights of 

inventors through patent and copyright law. 
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. Government's role in R&D, however, extends beyond simply 

establishing the rules for the protection of intellectual property. 

New technology and new innovations often depend on advances 

in understanding promoted by "basic" scientific research. 

By its very nature, much of that research, (including, no doubt, 

some that has been conducted by members in the audience) is 

J 	 not the type ~eMeh that'corporations find immediately 

interesting. J? part, .this reflects the fact that the primary output 

ofbasic research is knowledge, -not patentable innovations. 

Moreover, even if the new knowledge developed through basic 

. research suggests a specific, patentable concept, there may not 

be any obvious economic return in the near future. 
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, In these circumstances, while the social returns to pursuing basic 

research may be very high in the long run" the private return 

available to a particular company may not justify further R&D. 

In areas involving basic scientific research, therefore, there is an 

important role for government to play in funding projects 

designed to advance the frontiers of science even - or perhaps 

especially - when there is no obvious, immediate commercial 

/} application.
_T 
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Indeed, when the precursor to the Internet was invented, it was 

not envisioned as a project designed for commercial purposes at 

'all. Rather scientists working for the Defense Advanced 

Research Projects Agency (DARPA) were looking for a way to 

share data and programs across different computers located in 

different parts ofthe country. From that early scientific and 

academic communication network evolved what is now a major 

driving force in new business ventures and new ways of doing 

'} business.-' 

It's very important that we continue to support fundamental, 

curiosity-driven research in all science and engineering 

disciplines. Many areas of research that seem like they would 

have no practical application whatsoever turn out to be very 

impol1.ant. 
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For example, who would have predicted that studying the 

extinction of dinosaurs would cause us to focus on near-earth 

asteroids, which could wipe out human civilization? Or that an 

obscure branch of mathematics would provide us with the tools 

for secure electronic commerce. 

Moreover, the research enterprise is interdependent. Biomedical 

research, for example, is heavily dependent on advances in the 

1 	 physical sCiences and engineering - such as CAT scans, gene _­

chips, and supercomputers for more rapid development ofnew 

drugs. We can not simply cut off somefields of research just 

because we can't see its immediate relevance today. 
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In addition to funding basic research like the type that created 

the Internet, government can also be an important partner with 

industry to bring technology to the point at which commercial 

qevelopment becomes feasible. 

Another example is the collaborative effort between the 

government and private industry called the Partnership for a 

New Generation ofVehicles. In this program, Ford, GM, and 
. 
) 	

Daimler-Chrysler have joined together with the Department of 

Energy and other federal agencies and national laboratories to 

work on R&D efforts to advance automotive technology. 
, 

Will the Partnership succeed? Maybe, or maybe not, but that 

may be the best reason for continuing to explore the co'ncept to 

see ifthe technology can be developed to see if a cleaner, more 

environmentally friendly alternative to existing technologies is 

economically as well as technically possible. 
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IV. Administration Policies 


It is clear that the partnership between the Federal Government 

and the scientific community has been a fruitful one. In 

recognition of the strategic, important role that scientific 

discovery plays in our long term economic welfare, President 

Clinton and Vice President Gore have pursued a comprehensive, 

plan of investing in people, investing in technology and 
. : :' , .' 

dramatically increasing our efforts in research and development, 

while continuing to be mindful of the fiscal discipline that has 

helped to make America's economy strong and stable. 

The Administration's 2000 budget proposal reflects our 

continued support of science and technology, providing $78 

billion for R&D investments. The centerpiece of the 

Administration's budget proposal is the 21 st Century Research 

Fund. 
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This fund is intended to insure continued stability and growth 

for the highest priority research funds by providing a proposed 

. $38.1 billion be dedicated to R&D. $18 billion has been 

dedicated to basic research and $239 million to the Advance 

Technology Program - a program designed to encourage 

collaboration between industry and government in the research .. 

and .commercial development ofnew technologies. The 

Administration has also proposed an Information Technology 

Initiative that will invest in long term fundamental research in , 

computing and communications and will increase development 

and purchases of extremely fast supercomputers to support a 

broad range of civilian R&D. 
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Any discussion of science and technology policy would be 

incomplete with out mention of the most important input into the 

production of new ideas and technologies -- human capital. The 

government has taken and will continue to take an active role in 

supporting the education of scientists so that there will be in the 

future, as in the past, a cadre of highly trained American 

scientists engaged in the pursuit ofnew and exciting 

technologies. 

That's why the Administration is particularly concerned that the 

Congress has ~liminated our proposed increase for the National 

Science Foundation - the only agency that has the mission of 

supporting all science and engineering disciplines. 
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As well as his commitments to Social Security and debt 

reduction, the President is committed to investments in the 

future, including investments in science and technology. . . 

. . 


By contrast, the GOP budget actions threaten cuts in science and 

technology in key areas. And the proposed GOP tax cut could 

result in a 50% cut in R&D funds by 2009. I have argued today 

that strong support for funding of basic science and pre­
.. ' 

commercial R&D is important not only for the scientific 

community, but for the whole economy. 
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T:'1e Employment Act of 1946. whicb created tbe Council of Economic Advisers; requires 
the President to submit an Economic Report to the Congress each year. This Act, together with 
its later amendments, gave the Federal government responsibility for stabilizing short-run 
economic fluctuations, promoting balanced and noninflationary economic growth, and fostering 
low unemployment. One purpose of the Economic Report is to tell Congress whether we have 
met those responsibilities. r am hapP)~ to say. in this the fifty-second year after the Act, that the 
state of the economy is truly extroordinary, ' 

I will elaborate on this point in a moment, but I would also like to note that the Report of 
the Council ofEconomic Advisers, has also traditionally been a vehicle for presenting a broad 
range of analyses of current economic policy issues. This year, in addition to a chapter on 
macroeconomic policy and perfonuance. the Report contains a chapter on the economic well­
being of families and children, and a chapter on racial and ethrlic inequality--two central 
concernS of this Administration, The report also contains two chapters on microeeonomic topics, 
one focusing on improving economic efficiency in the areas ofhealth and environmental policy, . 

"and qne discussing recent trends in antitrust policy. Finally1 the international chapter focuses Oil 

the benefits of opening international markets, 

In the remainder afmy remarks 1 win touch briefly on the current Slate of the economy. 
and then discuss the broad and lasting benefits ofa "high-employment economy~' ~~ which is one 
of the key themes of this year's Economic Report. I will then talk about some of the key 
challenges that still face our nation as we move into the 21st Century, 

STATE OF THE ECONOMY 

ow. Nation's economy is the strongest it has been in a generation, In 1997. growth wa's 
strong and job creation was vigorous while inflation declined, Real GDP grew 3,9 percent, and 
employment rose by 3.2 mmion~ for an average rate of 2671000 jobs per month"The 
unemployment rate dropped below 5 percent for the first time in 24 years, yet core inflation rose 
just 2.2 percent. And, this occurred during a period of histone deficit reduction: the Federal 
budget defici~ which reached $290 bi11l0n in the 1992 fiscal year, declined to only $22 billion in 
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fiscal 1997. And. as you know, the President recently submitted to Congress a budget for fiscal 
1999 that projects a balanced budget for the first time since 1969. 

As 1998 begins, the prospects for continued growth with high employment and low 
inflation are excellent The C{;onomy is remarkabiy free of the symptoms that often presage an 
economic downturn -~ that is) inflationary pressures remain well under control; inventories are 
lean in comparison with sales; and there is no evidence of any financial imbalance that could 
disrupt the expansion. Economic ttinnnir in East Asia. assuming that stabHity is restored. may 
work to permit continued U.S, growth and job creation with a more moderate outlook for interest 
rates. Our economy is in fundamentally sound shape and weIl~equipped to handle any 
unexpected bouts of rougher weather, 

THE BEr;EFITS OF A HIGH EMPLOYMENT ECONOMY 

The exceptionalJy strong economy that we are enjoying today is due in part to the sound 
and credible economic strategy put in place by the Clinton Administration. The 
Admirustration's strategy has focused on getting the fundamentals right ~- reducing the budget 
deficit, investing in the American people, and opening markets at home and abroad. These were 
the right policies to stimulate the job creation needed to mOVe the economy to full employment. 
And, they ar(! the right polides for attacking the longer tenn problems ofsluggish productivity 
growth and widening income inequality that have amicted our nation!s economy since the early 
1970,. 

The Report underscores the enormous economic and social benefits to a "high­
employment economy." An economy with slTOngjob creation and iow unemployment can make 
a broad an_d Iasting contribution to the well-being of the American peopte. Let me talk briefly 
about some of these benefits: 

First, a high employment economy produces certaln direct and measurable benefits. 
Returning the economy to full employment yields a direct and measurable benefit to our nation 
by ensuring that the economy's resources~~human and material-are not squandered by needless 
cyclical unemployment. On average. reducing the unemployment tate by a percentage point 
raises output by approximately 2 percent; in 1997 ~ 2 percent ofGDP was $160 billion, or roughly 
$600 for every American man, woman j and child, Wasted resources from not producing at 
potential, together with the human cost of unemployment. are intolerable; the elimination ofthis 
waste is the principal benefit of a sustained return to full employment.. . 

Second, a high-employment economy can reduce long~term joblessness. A tight labor 
market encourages participation by those who might otherwise be forced to sit on the sidelines. 
and makes it easier to absorb less skilled or younger and more inexperienced workers into the 
labor force, These new labor market entrants gain much~needed job experience. building the 
skills they will need to hold down ajob in the future, The experience of some European countries 
illustrates this point: in Europe, the profonged stagnation or recesslon may have led to a 
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permanent increase in unemployment there, a~ the unemployed and lhe never~empJoyed have 
seen their skills atrophy or become obsolete, For this reason, running a high-employment 

. economy. may be one of the surest ways to ensure that an unacceptably large fraction of our 
citizens are not consigned to tong-term joblessness and economic marginalization. 

Third, it will help move welfare reCipients into the workforce. Keeping the 
unemployment rate low and job growth high is necessary if we 'are to move current welfare 
recipients into the work force. Early, indirect evidence on this point is encouraging; employment 
and labor force participation rates among single \\-'Omen who maintain farnilies~~about two-thirds 
of whom have children under IS-have increased in the past few years. This is probably in part 
the result of recent welfare refonn: the 'greatest acceleration in e:nployment rates has occurred 
among those single women most likely to be affected by welfare reform, namely~ those with 
young children. Nevertheless, it is obvious that fostering an economy in which job opportunities 
are plentiful plays a crucial part in aiding the transition fron:: welfare to work. 

Fourth, it enhances personal economic securi!);, Knowing that work js available to those 
who seek it, at wages sufficient to keep them and their families out ofpoverty, is a key to 
personal economic security. A tight labor market increases the confidence ofjob losers that they 
wili be able to return to work, lures discouraged workers back into the labor force, enhances the 
prospects of those already at work to get ahead, enables those who want Of need to switch jobs to 
do so without a long period ofjoblessness. and lowers the duration of a typical unemployment 
spell. 

And, finally, a high-employment economy may help reverse the trend toward greater 
. economic inequality, From the 19805 until the early 19905, the economy's ability to reduce 
poverty through growth alone WllS hampered by a strong headwind: for the poorest Americans, 
the benefits of an expanding economy were offset by the sustained declines in wages at the low 
end of the earnings distribution. Since' 993, living standards for all Americans are on the rise, 
especially for those at the bottom ofthe income distribution. The poverty rate fell io 13,7 percent 
in 1996, from 15,1 percent in 1993; the poverty rate for black Americans is at a historical low, 
and in 1997 unemployment among blacks fell to itslow.st rate since 1973. Since 1993, 
household income has grOVoll in each quintile of the income distributiont with the largest 
percentage increase going to the poorest members of our society, Mruntaining a fulJ-employment 
economy is essential ift~is progress is to continue. 

CHALLENGES IN A CHANGING ECONOMY 

Although our economy is strong and Americans are working in record numbers. our 
Nation still faces other, broader challenges as we move into the 21st century. In many ways the 
U.S. economy today is very different from that in which our parents and grandparents li"...,ed and 
worked. Today, 24 percent of families are headed by a single parent, compared with 14 percent 
25 years ago. Three in five married mothers with chBdren under 6 are in the work force-twice as 
large a share llS in 1970, ' And the U,S, population is aging-- in the next ceatury there will be 
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fewer workers for every, retiree, making issues related to retirement security more and more 
important. The nature of the workplace also has changed significantly: few American workers 
expect to be working for the same employer~~or even to be in the same career~-when they retire, 
Infonnation teclmology is dominating industry: in the 19505 the information technology industry 
ba...ly existed; today it employs a larger share of the labor force than the automobile industry did 
in the 1950, and 19605. Because information and technology and global commerce are leading 
the transformation ofme global economy. the new strength of a nation will be found in the skills, 
knowledge and imagination of its people. 

The Clinton Administration's agenda is designed to deal \Vith these changes and the 
challenges they pose. It is designed to equip the American people with the strength, the skills, 
the security and the flexibility needed to reap the rewards of our growing, changing economy, 
The President recently laid out this broad agenda in his State of the Union and again in his 
FY1999 budget In the remainder of my remarks, I will focus on 3 Dfthe key agenda areas: 
retirement security. the challenges of chHdcare and racial and ethnic economic inequality. 

First, tet me talk about issues related to the aging of the population, which we address in 
Chapter I of the Economic Reporl ~~ refonni~g Social Security, For aimost 60 years, Social 
Security has provided Americans with income security ~n retirement and protection against loss 
of family income due to disability or death. A large share of elderly Americans, particularly 
those with low incomes, re~y on Social Security as their primary source of pension income in 
retirement. The system has enjoyed dramatic success in reducing poverty'rates among older 
Americans. 

Today, however, many Americans fear that Social Security will not be there for them 
when they are ready to retire. This concem reflects the widespread recognition that, under current 
"intermediate" projections of the Social Security trustees, the system faces a long-tenn funding 
gap: beginning in 2012, unless the system is reformed by then, the government 'will be unable to 
pay current Social Security benefits in full out of current payroll taxes; it wiH then have to ~raw 
down the system's trust fund, and by 2029 those funds will be exhausted. Ifstill nothing bee been 
done, the government would then face several options which it could adopt singly Of tn 
combination: it could reduce benefits umil they are in line with collections, ra:se payroll taxes to 
cover nn unchanged level of benefits, or finance the shortfall from other parts of the budget. by 
raising other taxes, cutting expenditures on other programs, or borrowing and allowing the 
budget deficit to increase. One or more of these measures will have to be taken so long as no 
changes are made to the present system, 

Although the seriousness of the financial imbalance facing Social Security should not be 
dowoplayed. its magnitude is not so large as to be insurmountable, particularly ifearly action is" 
taken. For example. even jf nothjng is done and the trust fund is exhausted, payroH taxes wiH still 
be sufficient to permanently finance roughly 75 percent ofbenefits. Put another way, the 
difference between the anticipated income and the anticipated expenditures of the OASDI (Old 
Age, Survivors', and Disability Insurance) program over the next. 75 years amounts to around 2~ 

4 




percentage points of taxable payroll, Ot approximately 1 percent of GDP, These facts suggest 

that the problem of placing Soda! Security on a sound financial footing can admit of eventual 

resolution. 


The President is committed to Saving Social Security First. He has proposed reserving 
100 percent of any budget surplus until steps have been taken to reform Social Security. He has 
also proposed a process to devise an appropriate solution over me next 2 years. 

A second major policy challenge involves children andjssues related to childcare. 
Chapter 3 of this year's Report documents that there have been notable improvements in 
children's well-being over the past three years~ although an unacceptable fraction ofAmerica's 
children still live in poverty. Children have shared in the benefits of the recent economic 
expansion: the ot11cial child poverty rate has fallen by 2.2 percentage points since 1993, And, 
,under a bro.der measure ofpoverty which includes both 'axes (like the EITe) and non-medical 
in-kind benefits, the poverty rate for children has decreased by 4 .7 percentage points from 1993 
to i996, and is now below its level in 1989, The primary reason for this drop is because more 
families were able to eam enough money to bring their incomes above me poverty line. Child 
poverty has also declined due to an expansion of the Earned Income Tax Credit 

Other measures of children's well~being have also improved. The share of children living 
in households without enough to eat has fallen since the early 19905, and the share of households 
with children living in housing in poor physical condition has also declined since the late 19703. 
There have also have been increases in low-income children's utilization of basic health care 
services j and continued improvements in mortality rates ofinfants and young children during the 
19905, 

Despite these improvements, many children remain economicaHy vulnerable. One in five 
children, and nearly one in two children in female-headed famities, had incomes below the 
poverty level in 1996. Adequacy of family income is a critical predictor ofboth the present and 
future we1l~being ofchildren. Children who grow up in low~income families score tower on 
standardized tests. complete fewer years of school and tend to have lower earnings. With respect 
to medical care, one in seven children did not have access to health insurance in 1996) despite 
substantial increases in Medicaid coverage since 1989> due to a concurrent decline in children's 

. private health insurance coverage; one in nine children Hv~ in households which paid more than 
half their income for housing in 1995. Finally. a large share of children are not attaining even a 
basic levels of proficiency in sdence, mathematics, and reading, Thus, too many children are at 
risk of current and future hardship. 

For this reason) the President has developed a number of initiatives to strengthen the 
economic and social supports for America's children. This year, the Administration has begun 
to implement the Children's Health Insunmce Program, which offers $24 billion over five years 
to States to exprutd health insurance for uninsured children, For fiscal 1999. the President has 
proposed to expand the suppiy of afforaable housing for low-income families. through a 40% 
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increase in the low~incQme housing tax credit, and through cor.tinued expansions in the HOME 
Investments Partnership Program, The President has also proposed WiO major new initiatives to 
improve the quality ofelementary and secondary education. The first would invest $ !2A billion 
over 7 years to bring down class sizes in public schools in grades 1 to 3 from a nationwide 
average of 22 pUJ)Us in to an average of 18. The second would provide tax credits to pay interest 
on nearly in $22 billion in bonds to support new construction and renovation of public school 
buildings. 

Today; more American workers are faced with the need to juggle the demands of the 
workplace with the demands of family and home. In 1997, over 60 percent ofnHmied mothers 
,""th a child under six were working--compared to 30 percent twenty years ago, For most of 
these families, it is difficult 10 afford high quality day care. In 1993, child care expenditures 
represented 25 percent of annual income for those families with annual incomes below $14,400 , 

. with employed mothers and preschool children in paid care. Comparable families with annual 
incomes above $54,000 spent only 6 percent of their income on child care. There is also reason 
to be concerned about the quality ofchild care: A recent study of regulated child care providers 
found that 86 percent of child care centerS surveyed provided mediocre or poor care when judged 
from the perspective ofchild development, and 12 percent were of such poor quality that the 
children's health and safety needs were only partly met. 

The President's 1999 budget inciudes a $21 billion increase in funding for child care, to 
make it accessible to more families and to raise its quality. An important part of this proposal is 
increased tax credits fot 3 million working families to help the~ pay for child care, as \....eIl as an 
increase in block grants to States that wilt directly subsidize child care for low-income families. 
In addition. the proposal calls for a new EatIy Learning Fund. along with support for the 
enforcement of State child c<lIe health and safety standards, scholarships for up to 50,000 child 
care providers per year, and funding for research and consumer education. Finally. the proposal 
includes $3.8 billion in additional funding Over 5 years to help to reach the goal of expanding . 
participation in,Head Strut to 1 million children in 2002. 

Finally, I'd like to talk about issues related to the progress of different racial and ethnic 
groups. Chapter 4 of the Economic Report reviews trends in racial and etlmic economic, 
inequality and concludes that this country's longstanding'goal of achieving racial equality has 
not yet been attained. Although there has been progress in narrowing economic gaps among 
rucial and ethnic groups in the postwar period, it has been very uneven, with rapid progress in the 
1960, and early 1970s, followed by 20 years of stagnation between the early to mid· 1970s to the 

. early 1990s. 

The current,expansion has brought signs of renewed progress: since 1993, for example, 
the median income of black families has risen more rapidly than that of non-Hispanic whites; in 
1996, black family income reached a new high, and the poverty rate for blacks fell to a new low. 
Data eompileg under the Home Mortgage Disclosure Act show [hat between 1993 and 1996, 
conventional home mortgage lending to~blacks rose 67% and to Hispanics, 49%~~much larger 
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than the percentage increase in conventional home mortgage lending overall during this period. 
Such developments raise hope for renewed and sustained progress toward economic equality. 

Nevertheless, substantial disparities in economic status across racial and ethnic groups 
persist." For example, income gaps between black and white families are 3:S large today as they 
were 30 years ago. The median wealth of white families is by some estimates 10 times that of 
black and Hispanic families. Poverty rates of blacks and Hispanics are almost triple those of non 
Hispanic whites; and differences in child poverty rates across racial and ethnic groups are stark, 
with about 40 percent of black an.d Hispanic children in poverty in comp.arison with about 16% 
for whites. 

Because the largest share of most families' income is derived from earnings, labor market 
outcomes across racial groups are important detenninants of econ~mic inequality across racial 
groups. After increasing rapidly betWeen 1965 and the mid 1970s, the wages of black and 
Hispanic men and women relative to those of non-Hispanic whites have stagnated or declined 
between the mid 1970s and early 1990s. Part of this erosion of relative pay reflects a society 
wide trend toward rising income inequality, due to an increase in the demand for more educated 
workers and an increase in !he skilled-unskilled earnings differential. Because blacks, Hispanics 
and Americ::m Indians are less likely to hold a college degree than whites and Asians, these 
groups have been hurt disproportionately by changes in the economy that have raised the demand 
for college educated workers. Over the last 30 years, educational attainment has increased for all 
groups and blacks largely closed the high school attainment gap with whites; however, the ' . 
college completion gap widened in the 1980s, as the reward to college educated workers rose. 

~ Although differences in education across racial groups explain a portion of the trend 
toward rising earnings inequality since the mid-1970s, racial earnings gaps have also increased 
among individuals with similar educational levels, suggesting that other factors may also be at 
work. For example; since the mid-1970s the wages of young black college graduates have fallen 
relative to those of their white counterparts. Researchers debate whether this trend reflects 
unmeasured skill differences potentially related to school quality, to discrimination in the labor 
market, or to other factors. 

Clearly, more needs to be done to promote equality of opportunity for all Americans. 
Many of the Administration's current and proposed policies, such as those that encourage 
community empowennent and those that promote improved quality and accessibility of 
education at all levels are intended to address these disparities. Furthermore, the 
Administration's 1999 budget proposal signals a renewed federal commitment to strong and 
effective enforcement of the Nation's civil rights laws. It increases funding for federal civil rights 
enforcement agencies by more than 16 percent. And, this January, in a Martin Luther King Day 
address, Vice President Gore announced the Administration's package of proposed civil rights 
enforcement initiatives. In addition to increasing funding, these initiatives place greater 
emphasis on the nonlitigation and prevention remedies for discrimination, and provide for better 
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coordination across Federal agencies and offices. The President has also initiated and devoted 
great energy and resources to his Initiative on Race! an effort to further a national.djaiogue on 
race in America. 

CONCLUSION 

Let me conclude by saying that over the past year the perfonnance of the u'S.- economy 
has been extraordinary: strong gro\\th and low unemployment combined with low and stable 
inflation. And there are enormous social and economic benefits to our high.employment 
economy. But that success--and the economy's present strength--cannot be taken for granted. 
Moreover~ there are still long-term changes and challenge; facing our nation as we enter the 21 st 
Century. The Clinton Administration has an agenda for helping to equip the American people 
with the skills and flexibility and security to take advantages of the opportunities and 

"possibilities in this new economic era. We must finish the job of balancing the budget while 
investing in people and opening markets at home and abroad. At the same time, we must ensure 
that ull Americans, regardless of age or origin. have the skills they need to prosper in a world of 
change and opportunity, . . 

• 
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Racial and Ethnic Economic Inequality: 
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Janet Yellen, Chair 

CouneiJ of Economic Advisers 


January J4, J998 

J.>resident's Initiative on Race Advisory Board Meeting 


Before J,begin, I am pleased to announce that as part of the 1998 Economic Report ofthe 
President, we will be including a chapter on racial and ethnic economic inequality. The Report, 
which the Council of Econo,mic Advis.ers submits to Congrexs. each year, will be released in early 
Pebruary. My presentation today will preview portions of tile Chapter that pertain to the topic of 
today's Advisory Board meeting: racial and ethnic differences in economic wen~being and labor 
market success, . 

My goal today is to give you the numbers ~~ to give you a sense of the economic standing 
of different racial and ethnic groups ~- where we are today and where we have been. Of course. 
statistics are subject to interpretation, hut I hope that my presentation will help set the stage for 
today's dil:;cussion. 

Overview 
I will begin with a snapshot of economic well-being' of different racial and ethnic groups, 

including income, wealth, poverty, the 'em~rgence of the "m1ddle class," and inequality. I will 
then tum to the labor market -- unemployment, earnings, educational 'H,lainment, and 
occupations. 

But f1rsllet me just make a brief note abollt data availability: In my remarks today, [will 
mostly present data for blacks, whites, and Hispanics only, because the samples in our regular 
surveys are c,ftcn noliarge enough to produce reliable estimates for smaller popUlations such as 
Asians and Pacific Islanders and American Indians, 1 have included information about these 
groups where it i~ available. 

Themes 
I will present a substantial amount of data, so let me give you an overview of the themes 

that I hope you wiU take from my presentation. 
First, over the Imil half century, disadvantaged minority groups have made substantial 

progress, both in absotute terms and relative to whites, But that progress has been uneven. In the 
19505. and especially the 1960s, economic growth was strong and improvements 1n economic 
well-being were widely shared. The 19605 and early 1970s also witncs:;ed substantial narrowing 
of economic differences between blacks and whites. But, this narrowing seems to have la~dled 
some time in the early to mid J9705, There are some hopeful signs of renewed progress in the 
199Os, but it is really too soon to tell if these signallhe beginning of a new period of declining 
racial and ethnic economic disparities. 

On average. the economic status of Hispanics, relative 10 whites, is lower today than in 
the carly 19705. However, the Hispanic. population has gro~'n rapidly over this period, roughly 



doubling in ·~ize between 1980 and 1996. Therefore, in interpreting these trends, it is important 
to keep in mind the mcreasing number of Hispanic jmmigrant~ with lower education levels. Just 
to cite one example, college completion rates increased substantially among native-born 
Hispanics over the 19808, even though college completion among all Hispanics was stagnant, 
and the relative economic s~atus of Hispanics was deteriorating. . 

Unfortunately, our statistics for American Indians and Asian and Pacific Islanders are 
much more limited. However, it is possible to draw some broad conclusions. The eC9nomic 
status of As-ians. and Pacific Islanders is. similar to that of white nonwHispanics. But there b great 
economic diversity within that group. For example, despite similar medirm incomes, pO\'e.1y 
rates for Asians nnd Pacific Islanders nre about 70 percent higher than those of non-Hispanic 
whites, although they are still far lower than rates for blacks, Hispanks, and American Indians. 

According to the most recent data, American Indians had the lowest income and the 
highest poverty rates of all groups . 

. A second major theme is that large racial and ethnic disparities in economic status persist; 
so there is much to be done. 

Income an.d \Vealth 
Now. 'let me begin my presentation of data with what is probably the most widely used 

indIcator of economic well-being: income. The first chart presents family income since 1967. 
InfJation~adjusted ramily income has risen for whites and is highest among whites and Asians 
and Pacific blanders, Black family income grew only slowly while median Hispanic income 
actually declined. Black family incmne as a fraction of white income rose in the 1960s, but this 
trend reversed in the 1970s and 1980s. 

Income measures economic status in only one year. Wealth, which measures the net 
value of assets at a given point in lime, may be n more complete measure of economic v.'cll-being 
because it is accumulated ovcr lifetimes and transferred acrosS generations .. \Vealth is important 
because it can enable a family to maintain its standard of living when income falls due to job 
loss. family changes such as divorcc or widowhood, or retirement Racial and ethnic di$pal'itics 
in wealth are even greater than for income. As you can .l>ce from the bouom churt, the median net 
worth of white households was 'more than ten times that of black ·01' Hispanic households in 1993, 
And there arc also large racial and ethnic differences- in wealth among households with similar 
incomes. 

Growth of the uMiddJe Class" 
The emergence of a large middle class is onc of the great accomplishments of the po:;t~ 

war economy. As you can see from the top chart. the pro~rtion of bJacks who were considered 
"very poor" ~- which is defined here asJamily income below SO percent of the poverty line ~- {ell 
dramatically between 1940 and 1970. By 1990, nearly 50 percent or blacks had incomes that 
were more than twice the poverty line. The bottom chart shows a similar emergence of a large 
white middle cla<;s. These charts use data from the decennial Census, so the preeise turning 
points are a bit hidden, Other data indicate that, for both blacks and whites. the middle and upper 
income group taker! together essentially stopped: growing in the early to fnid 19705, and family 
income growth has picked up again in the J9905., 
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Poverty 
Poverty rates fen markedly in the 1960s. but stagnated starting in the early to mid l~nOs, 

However, here again there are signs of renewed progress in the 1990s as the black poverty rate-­
and the difference between the whj'te and b!~ck poverty rate -- fell to new lows in 1996, 

As 1 noted carlier, despite median income comparable to that of whites, the Asian and 
Pacific Islander populmion has a higher poverty rate than the white population. 

The Hispanic poverty rate is high and has generally risen since ihe early 19705. It 
surpassed the~ bJack rate in 1994 and has fallen gradually in this expansion. Finally, the latest 

" data for American Indians from the 1990 Census indicate that poverty rates among this group 
, were the highest of all the groups considered·· 31 percent 

Inequality 
It is helpful to put the data on income and pOverty in the context of more general trends in 

income inequality. This cha~ show:; a widely used index of inequality. Family income inequality 
ha.. been rising fairly steadily since the curly 1970s. Increasing inequality generally means t!lO~e 
at the bottom will become worse off relative to those in the middle or top. Since minorities are 
,over represented at t~e bottom of the incotJ}e distribution, widening inequality is expected to 
widen income gaps between minority groups and whites. 

Now, let me tum to the Jabor market. The link between labor market success and 
economic w-el1~being is obvious. For example, wage and salary inc-orne makes up over 80 percent 
of the income of people between the ages of 15 and 65, and lhe poverty rate among workers is 
less than one~thjrd that of nonworkers, ' 

Role of Edu.:ation 
11 is important to undenHand that changes in mciai inequaJity~~and overall inequalitYM- are 

intertwined with broader changes in the economy and labor market. J have already mentioned 
how the genenil trend of rising income inequality is likely to exacerbate inc<luaiity across racial 
and ethnic groups, One of the mOst important recent developme.nts in labof markets in the past 
15 years is the rising demand for more-educated workers. 

Economists have emphaslzed that technological changes in production processes., such a.. 
the increased use of computers, have increased the demand for workers with a college education. 
This chan£e has increased the pay of college-educated workers compared 10 those with less 
education. From the top chart, you can see that the earnings of college graduates compared to 
those with only a high school degree ros.e rapidly in the 1970s and 19805. 

So how does t~e increased vall,1e of a college education affect race difference..\; in labor 
market outcomes? WelL 3..<;; you can see front the bottom chart, blacks and Hispanics are less: 
likely to hold a college degree than whites and Asians, American Indians also have lower rates 
of college attainment. Therefore. these groups have been ,hurt disproportionately by changes in 
the economy that have raised the demand for college~educated workers. ' 

Unemployment 
An important indicator of success in the labor marker is the unemployment rate. The 

economy is doing extremely well fight ~QW and the unemployment rate has been below 6 percent 
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for more than 3 years. The unemployment rute in Arizona is currently under 4 percent A slrong 
economy benefits nearly everyone, especially those at the bottom of the: earnings and income 
distribution who are most likely to lose jobs during economic downturns. 

Unemployment rates have fallen dramatically for all groups in the present recovery, and 
in 1997, the black unemployment rate fell 10 it lowest level in over 20 years. But large disparities 
are still apparent: in 1997. black and Hispanic unemployment rates were about tWice those of 

. whites. Unemployment rales for minority teenagers remain high, currently al'Ound 30 percent, 
and can exceed 50 percent in severe recessions, And. a<; you can see from the chart, 
unemployment among blacks and Hi$p~mics is not only higher, but also tends,to rise more in 
recessions. 

So there is reason to celebrate the strong economy and low unemployment. But other 
indicators of success in the labor market ~~ such as earnings -~ also influence racial and ethnic 
differences in economic status. 

Earnings. 
Research has shown that. particularly in the 10 years following the passage of the Civil 

Rights Act in 1964, differences in wages between blacks and'whites narrowed markedly, What 
has happened since then? The upper chart :-.hows the ratio of black and Hisp;:mic male earnings 
to white male earnings. As you can see, relative camings of Hispanic and bJack men have 
generally fallen since 1979, Evidence suggests that the decline began some time in the mid 
I 970s. 

Black women nearly reached pay parity with white women by the mid 19705. However, 
as the bottom chart shows, this earnings gap has,widened again. Again, you can ;see that the 
relative status of Hispanic women has declined. 

Earnings & Education 
'!'Ie have seen that earnings are lower for minorities than for whites. on average, and that 

education has become increasingly important. It is also interesting to look at earnings gaps for 
workers with similar educational attainment. This slide shows (hat earnings ratios for people with 
similar level~ of education are much higher than the ovenll rntio, This pattern suggests that a 
substantial fraction of the gap in "'lages between blacks and whites, and particularly between 
Hispanics and whites. is due to differences in educational attainment. But even for workers with 
similar education, disparities remain, suggesting that education is important, although not the 
whole story, 

Earnings Gaps 
Thcre is considerable debate about how to explain the remaining earnings differences. A 

number of facmrs may playa role, and this slide lists some possibilities, This list is by no means 
exhaustive, and the causes of earnings gaps arc complex, Let me mention some of the leading 
potential explanations: One possibility is that there may be differences in labor market skill. 
These ski!! differences could be linked to the quality of schools, other InVI!.-;tmcnts in human 
capital, and disadvantaged family backgrounds. Secor.dly, there is undeniable evidence that 
discrimination is a continuing problem In the American workplace. A critical question is the 
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extent to 'which racial n!)d ethnic earnings gups are due to discrimination or_to other factors. 
These are sUlljects that our panelists have aU studied. so I !>uspect that we will be hearing more 
about this soon, ­

Education & Experience 
Let me offer a couple of additional possible explanations for the trend in camings 

differentials between black and white women, The earlier chart shows that bJack women made 
extraordinary progress relative to white women in the 1960s and the early 1970s, but the trend 
then rever:.ed. As you can see from the lOp chart, attainment of a col1eg~ degree among while 
women halO risen quickly, fa,.,ter than for black women, and this occurred at the same time that the 
demand for college-educated workers was rising, This may explain some of the increase in the 
black-white eamings gap since the mid 1970s, It is clear that education is not the whole story, 
however, because earnings gaps for people with the same education level also ,,;,idened during 
this period. 

Another possible explanation relafes to laoor marke't experience. The bottom chan 
shows that labor force participation has grown more rapidly for white women than for black 
women since the 1970s, This meao's that their work experience was also growing more quickly, 
And experience is rewarded with higher earnings. 

Occupations 
Like wealth, occupations may tell us more about long~term e'tonomic slatus than wages or 

unemployment in a single year. There were significant improvements in the occupational status 
of blacks in the 1 940s, 50s, and 60s. 'For example, black men moved out of agricultural work 
into higher-paying, bille-collar jobs in large numbers. and black women shifted out of domestic 
service and into other service, clerical, and blue~collar occup<ltions during this period. 

More recently. growth in the higher-paying managerial and professjonal occupations has 
been strong, and over lite past 15 years, the increa,<;e in managerial and professional employment 
has been especially sharp for women. These charts show that a far higher fracti.on of whites than 
blacks or Hispanics work in managerial and professional occuputions, Hispanics are much less 
likely to be working in managerial and professional occupations, nnd there has been Ijttle 
improvement in the percent of Hispanics employed in these occupations over the past 15 years. 
Since 1990, there has been noticeable growth in the proportion of black men in managerial and 
professional poSitions, although they stillIag far behind whites and ~Jack women. . 

Themes 
So, II:t me sum an this up by saying that, when it comes to racial and ethnic economic 

inequality. we see major achievements over the last 50 years, but there was clearly a slowing of 
progress from the mid 19705 to the early 19905. Recently, we have seen some signs 1hat progress 
may be picking up, but it is too soon to tell. ln any case, it is dear that unacceptably large 
economic disparities remain, 

• 
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INTRODUCTION 


It is truly a pleasure to be here with you in San Diego representi~g the people of the 
united States, It is an honor to share the podium with my fellow Keynote Speakers--Richard 
Rosenberg, Chairman Chiang, Chairman of the Council for Economic Planning and 
Development and a feHow economist; Minister Wang, a former BUSiness School professor like 
myself and so many other distinguished individuals who arc here today: I want to particularly 
thank our two Chairmen, Jeffrey Koo and Hill Clark. They'personify the dynamism which has 
been the haHmark of these Councils and of the relationship hetween"the United States and 
Taiwan, 

In preparing for my presentation today, I looked back at addresses given by some of 
my predecessors to these Joint Business Council meetings. One common theme was that all of 
them paid homage to the "East Asian Economic Miracle," and offered analyses of what 
produced it. Over the last several months, however, as the shadow of financial problems has 
spread over the East Asian regiolJ. a new Gottage indu$try of commentators and critics has 
developed reinterpretations of the economic model which has been the basis of the remarkable 
growth in the region. While some seem sure that the Asian Model has been eclipsed, I am nor 
prepared to join that Guild, In my view. the achievements of the last 20 years have not been 
obliterated by the turmoil in Asian financial markets and the devaluations of the last several 
months. 

Today is neither a time to pay homage nor a time for euologies. Rather it's a time for 
a sober~minded review of the policies that the East Asian economies have pursued that provide 
the solid foundation for recovery and future growth, and it is a time to particularly stress the 
importance of a continued conunitment to openness and economic integration. . 

r do not need to remind this group why this all matters to Taiwan. The linkages among 
the economies of the region are extensive, Taiwan is a major investor in Southeast Asia. in 
Chin:!, in the Hong Kong Special Administrative Region, Changes in the value of Taiw'an'S 
currency immediately preceded a sharp downturn in Hong Kong's stock market. Problems 
that began in Thailand have spread out of Southeast Asia into Northeast Asia. While each 
economy in the region has lts own unique characteristics -- and certainly this applies toTaiwan 
-- the interrelationships of the region's economies require each to pay attention to the 
successes. and the failures, of its neighbors. 
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So, this afternoon I will briefly discuss the fundamental economic conditions that I 
believe have been -- and will continue to be -- the foundations for growth in East Asia, and 
then turn briefly to some of the corrective policies that \vill be necessary to put Asian 
economies back on track to solid growth. 

THE FOUNDATIONS OF EAST ASIA'S GROWTH "MIRACLE" 

As you know the East Asian economies have faced serious challenges in recent months_, 
We have seen financial market problems arise -- first in Thailand and then spread -- that could 
have important impacts on other emerging markets not only in Asia but around the world. 

During these months of turmoil, it has been clear that each of the East Asian economies 
h~s 'faced its own unique set of circumstances. BU(, it is also clear that there are common 
strengths which have fueled rapid growth in the past and which will provide the foundations 
for solid growth once financial stability has been restored. 

Among these common strengths are: 

First, a stable business environment. This included low inflation, fostered by 
sound monetary policy in many cases, and also stable and predictable rules of 
the game for business, that are an essential prerequisite for a vibrant market 
economy. 

Second. high rates of saving and investment. There's no miracle here: many 
. economies grew rapidly in large part because they invested heavily. And, governments 
contributed by running sustain~ble budgets and by raising the returns to private saving. 
But it was not only that successful governments had sound budgets--they made choices 
about how to spend their limited money in ways which enhanced economic growth. 
T!lCY had a clear sense of priorities. 

For instance, and this is really the third ingredient, the most-successful governments 
plact.:d a high priority on investing if! education. There was a particular emphasis on 
primary and secondary education, but there was also a strong concern to make sure that 
there was widespread access to education, for women as well as men. This experience 
showed that egalitarian policies could enhance growth: One didn't need to rely on 
trickle down economics. 

Fourth. {he most successful economies were characterized by a basic openness to 
technology, and strong efforts 'to l~arn from, and adapt, for~ign best practices. 
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And, finally, policy makers in the most successful East Asian economies demonstrated 
an ahility to know when 'goverrunent should get in and where government should stay 
out. Achieving that delicate balance between doing what supports growth ~- such as 
investing in infrastructure and R&D and providing appropriate banking system 
supervision -- and not intervening tOO heavily is a very difficult task. The most 
successful East Asian, economies were able to find that appropriate Ilfiddle ground, a 
middle ground which so mallY countries, both developed an~ less developed, have 
found difficult to locate. . . 

To be sure, East Asian governments have made some mistakes, In particular, where 
they have protected uncompetitive industries from competition; where they have excluded 
foreign investment or foreign competition; and, where they have failed to protecrintellectual 
property, But on balance the five strengths that I just described have laid a foundation upon 
whkh these economies can build and return to solid growth and healthy development when 
stability has been restored to their financial markets. To achieve this return to growth, 
however, it tS critical for the East Asian economies to first work to address the vulnerabilities 

. which have helped fuel and prolong the financial crises. 

RESTORING SOUND FINANCIAL CONDITIONS 

Just last wL"ek in Vancouver, leaders from the 18 economies of the Asia~Pacific 
Economic Cooperation forum -- Qr APEC •. embra.ced a common approach to restoring 
financial mark~t stability. They agreed to strengthen the three lines of defense that protect an 
economy from the type of financial market instability that we have seen in recent months, 

All economy's first line of defense is sound domestic policies~ sound policy regimes . . 
are a neces:):try precondition to restore confidence and calm fmancial markets, These include 
the basics: a sustainable exchange ra~e regime, sound fiscal policy, and sensible and consistent" 
monetary policy. But it also includes adequate supervision of banks and other financial' 
institutions and timely, accurate reporting of economic statistics to gain the trust of investor 
both at home and abroad, For that reason, APEC leaders reconunended that technical 
assistance on banking and financial regulation should be expanded and strengthened. 

The second line of defense is provided by the international financial institutions. 
President Clinton'S economic team has been working closely with our partners in the region 
and with inte-rnational financial institutions such as the IMF arid the World Bank to help re- . 
establish linancial stability in Southeast Asia, Building on the "Manila Framework" developed 
by 1he D~pUly Finance Ministers, APEC leaders agreed thaI Ihe IMF must continue to be the 
centerpiece of any international response to financial criscs. For that reason, they 
n:commellded strengthening the capacity of the IMF to respond rapidly and effectively to 
financial crises, for instance by establishing a new short·term financing facility, 



But the regional reverberations of the financial turmoil in 'Asia have also pointed to the 
importance of a third line of defense: regional cooperation. Recognizing that neighbors have a 
disproporrioMte interest in each others' financial soundness, APEC leader~ agreed to establish 
~ regional surveillance forum to provide a mechanism for expressing concerns frankly and 
openly, They also agreed to a rapid-response mechanism for identifying additional resources 
to supplement IMF programs on a case~by-case basis as needed. 

Together, these three lines of defense -- if implemented rapidly and steadfastly -­

should help to restore confidence and stability to the region's financial markets, creating 

conditions for the restoration of growth. 


Finally. there is one last ingredient that has been a central part of the region's past 

recipe for success that I believe will continue to figure prominently, ' 


IMPORTANCE OF CONTINUED INTEGRATION 

Perhaps more than any other region in the world, East Asia has benefitted from dose 
,trade ties with other economies in the region and in the world, Over the past few years, the 
economies of East Asia -- as well as the APEC region more broadly -- have become 
increasingly integrated, Intra-regional investment, subcontracting. and trade in finished goods 
occupy a growing share of the total trade for these economies, and, at the same time, trade 
with APEC as a whole has grown rapidly. 

Today's economic changes and challenges all poim to the jmportance of larger and 
more.integrated markets: larger markets provide necessary economies of scaJe; intra-regional 
investment provides the presence that is so often necessary for the delivery of modern . 
servic'cs~ and, greater integration makes possible those instanUtneous communications that are 
the heart and core of our most dynamic. creative industries. 

And trade ties between East Asia and Amerjca are deep and growing fast, The 

statistics are telling: . 


• 	 Eleven Asian APEC economies accounted for about' one-third of 
America's merchandise trade in 1996. That is 60% more total 
trade th;m between the United States' and Western Europe, 

• 	 Taiwan is a key player in this ever expanding trade relationship . 
As Chairman Wang noted, Taiwan is our 1tl1largest merchandise 
export market; our 6th largest source of merchandise imports and 
our 8th largest trading partner overall. 
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With the recent financial market turmoil, some In East Askl may have been tempted to 
turn inward, to retreat from international markets, Instead, al the recem meefing in 
Vancouve:, APEC Leaders agreCd to embrace increased integration ~~ openmg trade in nine 
new areas covering $1.5 trillion in goods and services w_ everything from chemicals to 

environmental technology to medical equipment. 

It is critical for the East Asian economies to continue thIS progress: increased economic 
integration i5 necessary for the continuation of growth and development in East Asia .. 

CO~CLUSfON 

It is -:J:te people in this room and others like you who will be the drivjng force for future 
integration in the APEC region. You -- the business men and women of America and East 
Asia -- are the source and the energy for the changes and developments jo our economies, 
You can help ensure that the East Asian economies continue to look outward and move 
forward. 

We hope and encourage-and indeed~ chaUenge--the members of these two Councils to 
maintain your strong participation in trade and investment that has contributed so much to the 
economic vitality oftbe Region. For 21 years you have understood the importance of the 
economic and commercial relationship between the United States and Taiwan. Together 
business men and women from Taiwan and the U,S, have created an important link between 
our two peoples. The Joint Councils have been the anvil where that link has been forged. I 
salute you for your accomplishments and look forward to your continued leadership'and 
success. 

* * • 

• 


