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Mr. Chairman, before 1 get started, 1 want to thank you and the
Comumitiee for the opportunity to testify today. It is indeed a pleasure to be
here as 2 member of this Administration to' discuss both the economic success
story of the past 2 years and the encouraging prospects for the future,

. Last year we witnessed an economic payoff to the tough fiscal decisions
embodied in the Omnibus Budget Reconciliation Act of 1993 (OBRAS3). The
- deficit shrunk by $52 billion in fiscal year 1994 due to the initiatives set forth in
OBRA93 (372 billion if special factors such as receipts from the sale of assets
acquired from failed thrifts are exciuded). 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 OBRAS3; 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
demonstrated to the American people that fiscal responsibility 1s not just |
political rhetoric but a linchpin of our entire economic agenda.

My testimony today consists of three parts: a review of the economy’s
“performance 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

The U.S. economy in 1994 enjoyed a balanced and broad-based
expansion. Real gross domestc product (GDP) grew 4 percent, the highest
annual growth rate since 1987, Payrolls increased by 3.5 million, the largest
annual increase in employment since 1984, Consequently, the unegmployment
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rate dropped over a full percentage point during 1954, Since the Administration
took office in January 1993, about 5.6 million jobs have 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 perfoermances on record. :

This strong performance wok 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 investment in 1994. Similarly, consumer
confidence remains sirong, as purchases of durab}c 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 stagnant
incomes for many Americans is the fact that houtly compensation in 1994 (as
‘measured by the employment cost index) increased only 3 percent over the vear,
barely outpacing the 2.7 percent increase in the CPl. The actal increase in
hourly compensation was lower than expected, based on a statistical relationship
between the unemployment rate and the growth rate in hourly compensation,
This is statistical confirmation of the feeling of many Americans that {hey are
working harder for less.

The stagnation of family incomes bas been accompanied by an equally
é:szzxrbmg trend ‘of increasing income inequality. In contrast 1o the years 1950-
1973, when average real family incomes increased throughout the income
distribution, between 1973 and 1993, the spread in_income inequality has gotien
Jarger. As an example of this fact, Chart 1 shows the share of aggregate income
received by families n different parts of the income distribution in 1973 and in
1993 {the most recent vear for which these data are available). This Charnt
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indicates that each of the four lowest guintiles 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 substanually (and much of
this increase was concentrated in the top 5 percent). ‘

Over the past 2 years, the economy has grown i an average annual rate
of 3.6 percent, as aggregate demand rebounded from the 1990-91 recession and
the lackluster growth that initially followed it In pant, the current expansion
was accomplished through an increase in the guantity and quality of the labor
force and through ner additions to the capital stock. To a significant extent,
output was able 10 meet strong increases in demand through re-employment of
workers who had been unemployed or underemployed and through the
utilization of capital that had been idle or undenilized. By the end of 1994,
however, both labor and capital utilization rates were in ranges that suggested
little remaining slack. When this happens, the economy’s growth rate 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 determine the economy’s potential for growth or what economists
refer to as the growth rate of potential GDP. Based on current information and
the economy’s most recent historical performance, 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 1s shown by most major economic

forecasts and the Administration forecast reflects this view. .
3

The Administration’s Economic Korecast

This 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 this committee last year, 1 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
performance of the U.S. economy in 1994 was that real growth exceeded the
forecast by a significani amount, even though interest rates were much higher
than predicted and inflation shightly lower than prédicied.
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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 setde 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 growth of potential output through the year 2000. '

Inflation is forecast 1o rise slightly during 1995. Consumer prices are
projected to increase by 3.2 percent in 1995, Thereafter, consumer price
inflation is forecast to remain at 3.2 percent through 1998, before falling 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 expect
inflation to settle at about-3.0 percent over the remainder of the forecast horizon.

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 has 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
1995-2008. We forecast arange both because we are unsure ‘about the impact
&f the 1994 improvements to the Current Population Survey used to compute the
unemployment rate and because some structural change may be underway in the -
labor market. An imponant 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 new entrants to the labor force. Therefore, we aﬁticipate .
little upward pressure on the unemployment rate during this period.

Qur forecast anticipated a 50 basis point increase in short-term interest

, rates (three-month Treasury bill rates) during the first quarier of 1995, As
growth moderates during the year, we expect short-lerm interest rates to fall
about 50 basis points by early 1996 and remain there throughout the remainder
of the forecast horizon. The forccast for interest rates on 10-year Treasury notes
“was revised upward for 1995 10 7.9 percent from last year's lower level. Our
forecast predicts a decline in these interest rates 16 an average of 7.0 percent
between 1997 and 2000, This forecast reflects the belicf that the spread
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between shert and long term interest rates will rerurn to a more traditional range

than the one expenenced in 1994, as the inflation and sk premiums bullz into
long-term rate gradually shrink. :

Table 1 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 indicates a high degrﬁe of consistency in these dszcmm '
forecasts., .

| There are always some §i$ks 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. If this occurs, rezl economic growth
in 1995 could exceed the predicted 2.4 percent rate. A higher than predicted
growth rate in turn could result in higher-than anticipated interest mws, which
could slow future economic growt}l 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
accumulation 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 inveniory overhang, lowering growth. Finally, the course of the
economy depends on budgetary and other policy decisions made by Congress.
This 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. v

A Strategy for Improving Living Standards for All Americans

The Admimstration’s economic strategy for raising the living standards
for all Americans has three components. The first 1s to establish a sound fiscal
foundation for the Federal Government. Getting the Nation’s fiscal house in
order required a deficit reduction plan that is balanced and gradual, ver large
enough to be credible and to have a significant positive effect-over time, The
Administration’s initial budget plan enacied as OBRAYI met this test, and this
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year’s budget follows up on that legacy by providing further deficit reduction.
To see the effects of these deficit reduction initiatives, consider that in 1992, the
Federal deficit had reached 4.9 percent of GDP. For fiscal year 1996, the
deficit is expected to be about 2.7 percent of GDP. And, by 1958, we project it
. to fall to 2.4 perceni of GDP, less than half its 1992 level.

Economists often prefer to focus on the structural budget deficit, which
adjusts the deficit computations 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 GDP 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 sirategy 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 constunption and toward
investment in children, education and training, and science and technology. On
the private side, the Admimnistration supports targeted subsidies to complemam
market incentives and encourage investment by individuals and businesses in
physical, scientific, and human capital. Throughout, the Administration
recognizes that government must not only spend less, 1t must also spend better,
by f@caszng more of its resources on the Nation’s future,

A third component of the Administration’s economic strategy is tax relief
for working families. The Administration first focused ax relief initiatives on
those working Americans with the lowest incomes. The result was the
substantial expansion of the eamed income tax ¢redit in OBRA93. This
refundable tax credit increases the afier-tax income for many lower-paid workers
and is an imponant step toward ensuring that families with full-time workers
will not live in poverty. This year’s budger includes a second round of tax
relief, this one aimed at middle class families. The package of tax curs
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.



The Role of Deficit Reduction

When viewed in the context of the three components of the -
Administration’s economic strategy, it is clear that deficit reduction is not an
end in itself, but rather a means to the end of greater national investment and
higher living standards. Deficit reductien has the beneficial effect of ncreasing
national saving .(by reducing the negative saving of the Federal Government).
This increased national saving is available to private entities for investment in |
A physmal capital like machinery and equipment, which in tum can increase’ labor
productivity., But squeezing worthwhile public investments out of the bndget 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 wnt}m;and ma
short period without endangering economic growth. Over the long run, deficit
reduction makes room for more private investment, but in the short run it
depresses aggregate demand and can even depress private investment.. For ali
these reasons, the Administration prefers to engage in gradual and measured
deficit reduction. QOur success to date in reducing the deficit is one reason why
the Administration opposes a balanced budget amendment to the Constitution. -

Shortcemings of a Balanced Budget Amendment .

First, everyone should be aware that the proposed amendment by itself
would not reduce the Federal deficit by even one dollar. All the hard:choices
about cutting expandzmres or raising revenues {through either taxes or fees}
would still remain. Congressional consideration of a balanced budget
amendment without first specifying the changes to expenditures and taxes
required to bring the budget into balance provides no evidence of the fisca)
disciplinz 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 the Federal budget deficit is purely the result of -
deliberaie pohicy decisions. This is not the ¢ase: the pace of economic activity
has a major role. An economic slowdown automatically depresses tax revenues
and incrzases spending on programs such as unemployment and Food Stamps.
Consequently, the deficic automatically widens and the additional disposable
income made available 10 consumers cushions the effects of the recesston,
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During economic expansions, the process works in reverse, and the deficit
automatically narrows. These effects are termed “automatic stabihizers” 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 woulkd be required to raise taxes or cut spending in the
face of a recession, to counteract femporary increases in the budget deficit.
Rather than moderate the ups and downs of the basmess; cycle, fiscal policy
would be forced to aggravat& them, :

With fiscal policy depnved of its counter- cycllcal role, monetary pohcy,
conducted by the Federal Reserve, would be the only tool available to stabilize
the economy. But even well-executed monetary policy (which assumes the
Federal Reserve promptly recognizes changes in the business cycle and
aggressively acts to offset the effects) cannot completely compensate for 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 rates no lower than zero, and probably not even that low 1n practice.,
Moreover, the more aggressive interést 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 rele that fiscal policy can play in smoothing economic filictuations is
one of the great discoveries of modem economics. A balanced budget
amendment to the Constitution would eliminate the automatic stabilizers from
fiscal policy, ané would essentially remove an 1mp0rtant element from the

'eaonemxc policy toolbox.

' The Role of Investment

‘ The Administration is embarked on an ambitious agenda o 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 Start, Goals 2000, the Schooi-to-Work transition program,

" AmerniCorps (the National Service: Program), and the income contingent student
loan program.  All these programs support §zaman Cagzlﬁi devci@pmem
throughout a person’s lifetime.



In the area of science and technology, the market itself may not provide
sufficient incentives for development of all socially desirable investments, 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 fized in
nominal terms, Federal spending on science and technology has edged zzpward
during this Aémmzszrazzan ‘

The Admiz{iszratiaﬁ policy toward opening foreign markets complements
its emphasis on investrment. Exports play an increasingly impornant role in the
livelihood of American workers since over 10 million American jobs now '
depend on exports and expori-related jobs pay substantially higher thay average
wages. In addition, the reduction of barriers to trade raises the standard of
living by providing a wider vanety 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 foreign markets to U.8. goods and services are; NAFTA, the Uruguay

.Round of the GATT, and the trade discussions that took place at the Summit of
the Americas and the recent meetxng of the Asia Pacific Economic Cooperation
" (APEC) forum. -

The Unfinished Agenda

Over the next 2 years the Administration plans several major policy
miliatives. 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 lax 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 thé demands
of today’s economy. Secretary Rubin, in his testimony, will go over these in
detatl,

A second initiative was detailed by the Presideni last week - an increase
in the minimum wage. This proposal reflects a determination 1o ensure that
working families can lift themselves out of poverty, as well as a recognition that
milation has substantially eroded the real value of the minimum wage. The
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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.

Other Administration initiatives include welfare reform and health care
reform. In both these areas, the Administration proposed legislation in 1994,
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 azzgf}mg Administration initiative is the effort to relnvent *
gavemmz -~ the National Performance Review (NPR), under-the direction of
Vice President Gore. Through the end of 1994, the Administration’s reinventing
govemment reforms had reduced the Federal workforce by about 100,000
. employees and had made substantial progress in the area of government
procurement. A second round of NPR reforms was announced in Decgmber
* 1994, with projected savings of $26 billion over § 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 ¢reate a
govemnment that 18 leaner, not meaner.

Conclusion

As you know! 1994 was a very good year for the American economy. :
The solid economic growth, combined with a Tow rate of inflation and declining
unemploymernt made for the best overall economic performance in a generation.
But there are many challenges before us, the most fundamental of which is
restoring the American Dream 1o all famzhas i 2 world of changing technology
and increasing {:{}m;}e{z%m :

Some important foundations to acmeve the goal of higher living standards,
broadly shared, have already been put in place. The fiscal 1996 budget
represents another step. We look forward to working -with you and the
American people i this common endeavor.
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Chart 1. Share of Aggrégate Family Income by Quintlle
Between 1973 and 1993, the share of money income received by the 20 percent of tamilies
with the highest incomes rose substantially. The shares for all other quintiles fell.
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Chart 2. Structural Budget Deﬂclts

Policy, changes enacted in 1993 arrested the upward trend of the deficit, aand the President’s
proposed budget for fiscal 1996 will achieve even more deficit reduction.
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Remarks "z;yl,éura D*Andres Tyson
Chair of the Council of Economic Advisers
before the Commitiee on the Budget
U.S. Senate

Thursday, February 10, 1994

Mz, Chairman, tefore 1 get s:artczi I want to mazzk you and the Committes for the
oppcrmmi‘y to testify today.

" Just shout | ycar ago, President Clinton proposed 2 multi-faceted economic plan to
reverse the growth of the Federal budget deficits and 10 redirect private and pabhc sector
spending toward productivity-enhancing ipvestment.

With the support of Congress, the economic plan proposed last vear 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 discretionary and
mandatory programs. Approximately one-half of the total estimated deficit reduction 15
atiributable 1o savings on the spending side of the Federal budget. The remainder comes
from additional revenues. Over 80 percent of the tax increases contained in OBRA 1993 are
bornie by those with annual incomes over $200,000. In fact, the income tax rate increases
conmtained 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, OBRA 1993 substantially
increased the sarned income tax oredit (EITCY The result of these changes is 2 tax system
that is more progressive than at any time since 1977,

The Situation in Febraary 1993

Let us recall where the economy was Jast vear, when the President’s economic plan
was proposed. The recovery had a stop and go feel to it. Throughout 1992, the
unemployment mate renained above 7 percent. Too few jobs were being created, and there
was great vneertainty abowt the pace of econamic expansion,

. Federal budget deficits were large and growing, apparently on an unsustainable path.
Large amounts of Federal borrowing throughout the 1980s led (o 3 legacy of debt,

‘transforming the United States from a net lender to the largest debtor nation in the world.

High levels of Federal borrowing led to real long-term interest rates that were very high by
historical standards. These high interest rates discouraged businesses from making
productivity-gnhancing investments.

- As the Administration ook office, the economy’s long-term prospects locked quite
poor. Labor productivity growth hagd tailed off 10 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 sector 1o invest for future prosperity. Measures of the guality and



Mrvivgh =

2

guantity of public infrastructure suggested that the United States was also under-investing in
public capital. Millions of Americans were functionally illiterate and, on international test
scores, American school children suffered in comparison to their {oreign counterparts in
mathematics and science education. On top of this, 2 rising chorus of isolationist sentiment
called for America to furn its back on international trade agreements mzazlzicd 10 open up
world markets for our goods and services.

The trends were worst for jow-income families. The 1980s saw a dramatic widening
in the inequality 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 10 24.5 percent,

- In contrast, the share of national income received by the poorest 20 percent of the population

fell from 5.7 percent to 4.3 percent. A widening of the wage distribution caused much of this
increase in inequality. Wages for those at the top of the income distribution significantly rose
in real terrns, while wages for those at the bottom of the incorne distribution acmally fell in
real terms. Wages for those in the middls 60 percent of the income distribution were |
virtially stagnant. Workers with little education or job skills were falling further and further
behind. Many low-income families with children justifiably felt that work did not pay since
after-lax compensation from working often barely exceeded the powential benefits that couid
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 frst half. In fact, the economic growth in the fourth
quarter of 1993 was the strongest in 6 years. 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 econamic growth in 1993, Housing
starts roge 23 percent from July w December 1993, producer durable investment increased by
over 18 percent from the fourth quarter of 1992 to the fourth quarier of 1993, and consumers
are purchasing more in the way of durable goods. Consumer confidence has been zmpmvmz

sm&t the middle of 1993. All these are positive signs.

Inflation figures for 1953 indicate that price increases have moderated. The cansumer
price index {CPI) increased a scant 2.7 pereent in over 1993, the smallest increase since 1986
The core CPI {excluding the volatile food and energy components) was 3.2 percent, the
stoallest increase since 1972, And the implicit GDF price deflator increased at a rate of 2.2
pereent, the smallest increase since the Johnson Administration.

The decline in jong-term interest rates since Japuary 1993 has tracked very closely the
fortunes of the Administration’s ecopomic plan. This is evidence that the financial markets
view the deficit reduction proposals as substantial and credible. The credibility of our deficit
redluction plan rests on four general premises. First, discretionary spending is fixed in
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nominal terms, an objective test that js hard to evade by budget gimmickry, Second, specific

sp&zémg 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 teatment of programs, Third, the revenues raised generally are permanent and real,
There is little 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 permanent spending programs. Fourth, the economic forecasts on which the economic
plan is based are credible. All four premises are important in convincing the financial
muarkets that the Federal Government will become a smaller player in the debt markets of the

foture. This realization helps reduce the iez‘zg»ierm cost of borrowing for all market

participants.

In terms that are important to most Americans—jobs—the economy enters 1994 in 3
much improved position from that at the start of 1993, During the past year, payroll

-employment increased at a rate of over 160,000 jobs per month, nearly 2 million jobs in all,

This i3 1/4 of the way toward the Administration’s goal of creating 8 million jobs in 4 years.
After 1 year, privale employment growth has exceeded the total for the entire tenure of the
previous Administration.  Moreover, the Council anticipates more than 2 million jobs being
created in 1994, keeping the economy on track 1o meet the job creation goal.

It is true that most of the jobs created in 1993 are in the service sector. However, it
does not follow that all of these are "bad jobs™. For exarple, at the start of 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 managerial 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 expect thal many of the

jobs created in 1994 will be in the manufacturing seclor.

The Administration’s Economic Forecast

The Adminisiration has been very concerned to keep its forecasts of key economic
variables responsible and credible.  Although practicing the ant of forecasiing economic
performance i§ certainly a way to keep one humble, it is easier to adjust economic policy to.
situations in which the economy outperforms the forecasts than to situations in which the
forecast outperforms the economy. And our forecasts are not unduly optimistic. Indeed, they
are very similar to forecasts produced by the Congressional Budget Ofhiee, the Blue Chip
consensus forecast, and leading private secior forecasters. All of these forecasts call for
moderate real growth'in the overall economy, declining zznem;}ieyzmm raies low inflation,
and fairly stable long-term interest rates.

As shown in Table 1, the Administration forecasts real economic growth of 3.0
pereent in 1994, tapering off slightly to 2.7 percent in 1995, and 1o 2.6 percent in 1998,
Inflation, as measured by the CPI, is {orecast 10 be 3.0 percent in 1994, gradually increasing
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to 3.4 percent in 1998, The civilian udemploymeni rate is forecast 10 average 6.3 percent in |
1994, dropping over time to an average of 3.5 percent in 1998,

There are two things to note about the forecasts of the vnemployment rate.  First, this
measure uses the old definition of the unemployment rate, computed using & survey method
used by the Census Bureau until 1994, The new measure of vnemployment is expecied to be
somewhat higher than the old raie, probably 0.3 - 0.9 percentage poinis higher on average -
the precise month-to-month discrepancy is impossible to know. We stll forecast
unemployment using the old definition because it makes comparisons with previous data
easier and because models of the economy have not yei been adjusted to incorporate the new
definition. A second thing 1o note is that the forecast of the vremployment rate presented
here is somewhat lower than that confained in the Budget. This is becanse ihe 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 v.hght%y chanped forecast for
future unsmployment levels.

Regarding interest rates, we forecast that long-term interest rates will remaimn just about
at the levels they were when we made the forecast last month, Short-term interest raies {(e.g.,
the 3-month Treasury bill rate) are forecast to increase somewhat over the S-year budget
window a¢ the economy strengthens and moves closer to capacity. Last week’s
announcement by the Federal Reserve that shon-term interest rates will increase slighily is
consistent with our forecast, which calls for a 3-month Treasury hill rale averaging 3.4
percent in 1994,

As a measure of the effect of OBRA 1993, consider the projected size of- the Federal
deficit compared to Gross Domestic Product (GDP) 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 GDP, in 1995 jt is projected w drop 0 2.5 percent of GDP, and, by 1996 is
projected to fall still further to 2.3 percent of GDP, the lowest Jevel since 1979,

Another way o measure the fiscal effect of OBRA 1993 15 10 examine the .rend of

_public debt to GDP. (See Appendix.} In 198}, Federal debt held by the public egualed 26.5

percent of GDIP. Over the next dozen years, this figure increased dramatically, nearly
doubling to 51.6 percent in 1993, As a result of OBRA 1993, this wend 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 one can accuse this Administration of incorporating rosy scerarios into its
forecasts. In fact, for 4 out of the 5 years in the budget period, the Administration {orecasis a
higher deficit than CBO (though the differences are guite small). We believe it is eritical for

policymakers 1o craft economic policy based on credible data and not 10 be misled by (or ¢
mislead with) smaoke and mirrors, The Chinton ﬁdnumstra;zén prides itself in using credible
economic forecasts to ¢raft its economic policies,



The Economic Agenda

The 1995 Budget was quite dzf{iz:u t {0 construct, as the discretionary spending caps
began 1o constrain the activities of the various agcnczcs For the first time in memory, agency
heads came to realize that increasing spending in any prograsn meant that cuts in other
programs 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 10 reorient Federal spending

“priorities.  And this Budget does just that, by providing for several new and expanded

mvestment initiatives, while scaling back or eliminating entirely programs that are less
valuable.

Federal emnployment will be réduced under our 1995 Budge:. President Clinton has
issued an executive order calling for a reduction of 100,000 full-time equivalent employees.
Our Budget exceeds that goal, Further reductions will be necessary 10 keep foture Federal
spending within the discretionary spending caps and to-meef the personnel reductions
recommended in-the Vice President’s National Performance Review,

However, while discretionary spending is held fixed in nominal terms and Federal
employment is reduced, our Budget proposal calls for increases in much-needed public
mvestments. These investments will complement the increased levels of private sector
investment we are seeing as a result of lower lfong-term interest rates. They are intended 1o
increase productivity in both the privaie and public secior and (o help provide a sirong.

foundation for future economic growth. Investment initiatives fall into three main categories:

{1} ?h‘ys‘ical capiia!--inciaéing full funding for the core highways program under ISTEA,
additional resources for Clean Water State revolving funds, and additional funds for
high performance computing and the information highways, \

(2)  Human capital-including increased funding for Head Start, the National Service
Initiative, the innovative school-to~-work program jointly sponsored by the Diepartments
of Edocation and Labor, and the Workforce Security Injtiative sponsored by the
Depariment of Labor.

(3)  Technological advances--including increased funding for the National Science
Foundation 1o support research, expansion of the manufactunng extension programs,
and reorignting the research priorities of the national defense and cncrgy laberatories
teward collabarauve work with industry. :

This year's Budget contains a number of these investment initiatives. All are intended
o provide a new direction for Federzl programs, one of helping the private sector provide the
kind of economic growth that will improve the living standards of all Americans. Future
Budgets will continve this trend.



In the State of the Union address,.the President stated that he will propose a welfare

reform program this spang. Since this plan is sull under development, ] am unable 1o discuss

specifics. However, the spring package will be the third part of 4 comprehensive approach to
*end welfare as we know it. The first step was the substantial increase in the eamed income
tax oredit (EITC) contained in OBRA 1993, When fully phased in (by 1998}, the EITC
mncreases will belp meet the goal that families with children and & full-time worker shall no
longer live in poverty. The second step toward welfare reform is the Health Security Act,
which will eliminate the current perverse siation where a person receiving welfare could
lose their Medicaid health care coverage by accepting a private sector job, Both these steps
atternpt 10 reach the simple goal of making work pay. The third step will be contained in the
spring proposal. By cnacting all three steps, Americans will have helped transform welfare
into a program that moves people into private sector jobs where they can provide for
t*zz‘:mlvas and their families.

The Bazamed Budget Amendment

Thers has been much recent debate about the need for an amendment o the
Constitution that would mandate that the unified Federal budget be balanced on an anpual
basis (with possible exceptions for times of war and under conditions where a supermajority
of Congress approves an annual deficit), This Administration believes that such an
amendment would be counterproductive and that there is no need to maedify the Constitution
in this manner,

Ry itwself, an amendment to the Constinution would not reduce the Federal deficit by a
single penny. All the hard choices about the appropriate amount and where 10 direct public
resources would still remain. It takes leadership to make thess difficult choices, the type of
ieadership President Clinton provided when proposing the deficit f{téaazzmz pian that
eventually became OBRA 1993, .

‘On the economic front, a balanced budget amendment would put the fiscal policy of
the Federal Government in a straitjacket that might imperil macroeconomic stability. The
Federa) budget acts as an antomatic stabiiizer, adjusting to changing economic. conditions.
When the economy is expanding, the tax system acts to take additional resources out of the
private sector ecopomy, preventing it frora overheating and causing inflation. When the
economy is contracting, the transfer system injects resources into'the economy, moderating
the economic downturn. When the economy is operating al less than full capacity, it is
natural for the Federal budget to be in deficit: this is its stabilizing role. A balanced budger
amendment would prevent this automatic stabilizer from Qperazzzzg as it has during the entire
post-war period and would likely act to exacerbate recessions.  Moreover, it is possible that a
bajanced budget amendment could push economic policy decisions o the courts, hardly the
appropriate place for making rhacmcgonor:zic policy.
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The economic effects of a balanced budget amendment could be sobering. For
mstance, suppose we enacted an amendment that required the Federal budget have no deficis
afier 1999, In crude terms, this would require reducing the annwal deficit by about $200

© billion in 1999, on top of the deficit reduction amounts contained in OBRA 1983, Simulation

analysis with macroeconomic models suggests that this would prove extremely detrimental to
the economry. In the vear 2000 real GDF would be about $83 billion lower; payroll
emplovmeni over 2.5 million jobs lower; and the unemployment rate more than 2 pointg
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 sharply (o cushion the effecis of a balanced budget amendment, the required fiscal
contraction could put 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 about the length 1o which decisions about resource
allocation have been distorted by past budget rules. A talanced budget amendment would
just raise the stakes for budget gamesmanship, leading 1o p*{igrazmnazin decision made on the
basis of budget rules 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 enlered a sustainable expansion phase,
accompanied by low infiation and significant job growth.

The 1993 fiscal budget is one more siep on the road toward fiscal responsibility.
muakes progress toward reorienting government spending priorities in favor of invesiment ané
away from curigat consumption. This is a prudent: strategy for us and far future generations.

Finally, we must avoid taking a detour off the road of fiscal responsibility by enacting
the Balancod Budget Amendment. Last year, the Administration proposed about §500 billion
of deficit reduction over 5 years. This was good economic policy, & credible plan that gasseé
with the President’s feadership. In contrast, a balanced budget amendment 1o the Constitution
would be poor economic policy. Moreover, without the leadersiip necessary o ensure that
the tough decisions about spending cuts and higher maxes are made in a responsible manner, it
1s unlikely that such an amendment wonld be viewed as cradible policy.

This concludes my tesiimony. I would like 10 thank the committes {or inviting me
here today, | would be happy to respond o any questions thal you may have.
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Statement of Laura D. Tyson
Chair
Council of Economic Advisers
to the .
U. S. Senate Commitiee on Banking, Housing and Urban Affairs
October 26, 1993

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 competltlon
both at home and abroad.

We recognize the benefits we receive from keeping our markets open.  The

United States is an important financial center in the world economy. Qur role benefits
both domestic financial institutions and the U.S. firms 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 providers of funds to U.S. firms and contribute to a vigorous and dynamic
financial market. We must maintain open -markets if wc are (0 remain a major

V' financial center.

The Administration also recognizes the importance of opening foreign markets
to U.S. providers .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 competilive opponumtles
are de jure. Other times they are less formal. :

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 the
auspices of the United States - Japan Framework for a New Economic Partnership 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
promotc further liberalization.



Although the Administration woueld prefer that our trading pariners commit 1o
open financial markets enabling us to undertake commitments on an MFN basis,
progress in eliminating barriers faced by U.S. financial firms has been siow and

-uneven. Our negotiating efforts would be reinforced by adopting discretionary

authority that enables us to deny, under carefully defined 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 10 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 world {inancial
services industry and restricting the actions of foreign institutions might cause them o
go elsewhere, 1 this were to happen, the harm to American economic interests could
far omtweigh any potential gain.

There are two critical features of the Act as 11 relates to the possible imposition

" of sanctions. The first is discretion. The Act accords first priority to effective

negotiation. Sanctions Hmiting access o the US, market are available only as a last -
resort should negotiations fail. The Administration believes that It must be accorded
maximum discrétion 1o negotiate and that sanctions should be used extremely
cautiously,

The second important agpect of the Act as it involves sanctions is the

~ grandfathering of existing activities. Grandfathering is essential because it minimizes

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

I want to thank you again for the opportunity to express the Administration’s
support for fwr trade in financial services. The members of the Administration look
forward t0 working with you.



Testimony of Laura D’Andrea Tyson
Chair, Council of Economic Advisers
. House Committee on Education and Labor.
Subcommittee on Labor-Management Relations
- Qctober 21, 1993

THE ECONOMIC EFFECTS OF HEALTH CARE REFORM:

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

The United States is facing a health care crisis. The rapidly rising cost of ‘health care
hurts businesses, 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 individuals afraid to leave their current jobs, discourages others
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 Secunty plan.

Why Reform Health Care?

There are five reasons why urgent health care action is needed.

. The first problem is that our health care systemn does not providc security to individuals.
When people get sick, the cost of their insurance can increase dramatically, or they can be
dropped from coverage completely. This situation is a result of risk selection practices on the
part of insurers. Insurers spend large amounts of money trying to select good health risks, and

_avoid bad risks. This practice is profitable for any one insurer but is socially wasteful. Afier

all, someone must cover the costs incurred by.people who get sick. The result is that many
people cannot get coverage, and many more fear for their ability to get 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 insurance policies and jobs. Up 1o 30 percent of employees feel "locked™ into their jobs.
Others do not form small businesses or become self-employed because of the difficulty of
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obtaining insurance. Finally, many people remain on wellare because they will lose their
Medicaid coverage if they take 7 job. If we are (0 adapt to changing domestic and international
£CONOMIC circumstiances, we must not penalize people every time 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 affordable insurgnce is large and expanding. Over 37 million people do not have
health insurance. And this is not  predicament unique 1o the unemployed. Three-quarters of
all uninsured people are in working families, and over one-third of the uninsured are in families
- with at least one full-ime year-round worker. We have a system in which millions of people,
many of them in working families, cannot afford the rising costs of health care coverage, and
they face the nisk of being financially crippled by events beyond their control,

It is a myth that insured people do not need to worry about the uninsured. Under oor
 current system, when the uninsured face catastrophic costs, the insured pick up the bill
Currently, the uninsured pay only 20 percent of the health carc costs they incur, while the
privately insured pay 130 percent of their actual health care costs. According to recent estimates,
there will be about $25 billion of "uncompensated care” paid for by the insured in 1954,
Providing health insurance for all Americans could therefore lower preminms for the currently
insured by over 10 percent,

The fourth problem with the health care system is that health care costs are high and
rising, No other country in the worid spends mor than 10 percent of its GDP on health care.
The United States spends 14 percent. Amencan consumers spend morg on bealth care than on
fuel oil, electricity, natural gas, other household operations, oil and gasoline, locat transportation,
furniture, and other household equipment combined. Even though health care inflation has
moderated recently, during the last quarter it was still three times @ rapid as overall consumer

price infladon. . '

Health care spending per working American will be over 57,000 in 1994, American )
workers will, on average, pay 31,864 directly for health care in 1994, Their employers will pay
an additional 33,408, And Federal, Siate, and local taxes for health care will 1otal $2,149.

Empirical research suggests that businesses generally respond to higher bealth care costs
by lowenng the wages they pay to their employees. Similarly, the taxes required to pay for
government health spending are home to some extent by workers in the form of lower wages.
Thus, if emplover conmibutions 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, excess
supply, and inefficiencies. Despite our massive commitment of resources 10 health care spending,
the United States ranks 19th out of 26 countnies in infant mortality and 18th io life expectancy.
We lase an estimated $80 billion a vear to fraud and abuse. Over § percent of our total health
care spending--conservatively $45 billion in 1992--covers administrasive expenses and paperwork.
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As many as one-third of common medical procedures may be unnecessary and inappropriate.
Haospiial prices continue (o rise even though hospital beds are in excess supply in many pans of
the country. HMO expenence indicates that the cost of medical care can be cut by as much as
10-20 percent without reducing the quality of care,

These diverse indicators paint 2 compelling picture of the inefficiency and waste inour
current healih care system. Perhaps the most important economic reason for reform is to improve
the efficiency of this system. This in wrn will make resources available to cover the uninsured
and 0 address our other pressing economit and social needs,

The Economic Effecis of Reform ¢

LI we et

The Health Security plan addresses these fundamental problams with the current system.
It will lower costs, provide security, increase job opportunities and increase the efficiency of the
economy. Many businesses will see their costs fall, and many others will have access to
coverage proviously denied them. Slower cost growth will allow workers to enjoy faster growth
in their real wages, and reduced job lock will increase workers” abiluy to find better jobs. Let
me describe what 1 believe 10 be the importsnt economic effects of health care reform,

First, many emplovers who curmently offer health insurance will soe their costs fall
immediately, Under the Health Security plan, every individual will receive health insurance.
Eliminaging uncompensated care in the cumrent system will lower costs to businesses that provide
- care, thereby making resources available for increased wages or additional hiring. Eliminating
corporate "free riders” will also reduce spending by companies that currently provide health
benefits for their employees and for their spouses who are not covered by their own employers.

Second, the Health Security plan gradually lowers aggrepate business spending on healib
insurance. Although the business sector as a whole will initially pay more for health insurance,
the reduction in health care cost growth lowers the growth of premiums over time. In fact, by
the end of this decade, preliminary estimates indicate that aggregate business spméwg on
services covered by the Health Security plan will f'ali by $10 bithon,

Busipesses can do many things with the resulting cost savings. They can: bire more
workers; raise wages or provide betier benefits for exising workers; invest in more plant,
equipment, education and training, and reseasch and development, increase dividends o
shareholders; or lower prices, thereby leaving consumers with more income to spend on other
goods. Each of these outcomes will have a stimulative effect on the economy and will increase
employment. Economic research has not reached clear conclusions about how 0 apportion the
savings among these effects.  Almost all models suggest that wage increases are a likely
response, but they differ about whether all of the savings will flow into wage increases.
Nevertheless, the effects of lower health care spending are clearly beneficial for the economy,

Smatl businesses will particularly benefit from the Health Sceurity plan. Currently small
businesses that provide insurance face administrative cosis of up w 40 percent, while large
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businesses face costs of only § percent. Under reform, adminiswative cosss for small firms will
fall by up 10 25 percent. Additionally, many of those currently insuring smeall firms will receive
discous on thelr premiums.

Although small businesses that do not currenily provide insurance wall pay more, they are
- likely to receive discounss o make health care affordable, There s a common myth that small
businesses cannot afford 1o pay anything for health inserance. In fact, many.small businesses
report they would like o provide health insurance for their employees if it were more affordable.
According 10 a recent study for the NFIB performed by Charles Hall of Temple University, 64
percent of small business owners would like to provide some or betier insurance for their
. workers. When asked why they do not offer insurance, the most common responseg; (65 percent).

was that premiums are toe high, Ninely-two percent of small business owners 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.

Third, the Health Security plan will result in greater emplovment in the health care sector
in the short run and a more efficient health seetor in the long run. With the increase in the
number of insured Americans and the decrease in the administrative burden of health insurance,
there wili be a significant expansion of employment of health care providers and a decrease in
employment 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 o accrue,
employment in the health sector will grow maore slowly, although there will be no absoiute
decline in the number of employecs.

Over time, the health sector will become more productive. This benefits all of us. We
will be able to have the same or betier health care as well as mcm investment, research and
. development, or just plain goods and mrvzcas

Fourth, the efficiency of the c(':zammy will also be increased-by reducing job lock and
welfare lock, By providing health care seournity, the reform will give workers the freedom 10
move 1o jobs where they might be more productive withowt having to worry about losing therr
health insurance. Small firms should particularly benefit from this, since they often have the
hardest time atrracting highly skilied workers. In addition, firms should be more willing to hire
waorkers with pre-existing conditions because the new systern does not penalize individuals with
a prior iliness. This allows for hetter, more efficient matches between employers and employees
and increases the efficiency of the economy.

Some workers may decide (0 leave the labor force completely when there is continuous
health coverage. Evidence suggests that about 350-6000,000 people will decide o retire early
under health care reform.  This increase in voluntary retirement may increase employment
opporntunities for younger workers.

As you know, some have claimed thal the Health Security plan will cause substantial
damage 10 the cconomy. There is no denying that some firms and individuals will pay more than
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they did prior 1o reform.  In particular, the Health Security plan will increase costs for some
voung, single individuals as well as for firms that did not previously offer healith ingurance. The
vast majority of Americans, however, will beneflt from the reducton in health insurance costs,
the portability of coverage, the lower administrative costs, the reduction of job lock, the lower
costs for small businesses and the self-cmployed, and the reduction in welfare lock. In addidon,
as already noted, many empiovers, both large and small, currently providing insurance will enjoy
jower costs immedimely and the business sector as a whole will enjoy lower costs within three
years of the plan’s full implementation.

Summary Conclusions on the Likely Economic Effects of Health Care Reform

Neither the models nor the data are availabie 1o vield a precise estimate of the
employment effects of health care reform. In many other arcas of economics, there are miodels
that have been tied and tested for decades, and economists generally place a good deal of faith

. in the ouicomes they predict. Standard macrocconomic models, for example, can make

reasonably precise prediciions about how a tax mt.rease or a spending cut will affect aggregate-
output or employment.

Bul there are no existing models that allow us 1o predict the employment effects of health
care reform with the same degree of precision, . This is because the appropriate model for such
an exercise would have 1o 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 1o predict how individuals
might respond to new incentives in the plan, panticularly those affecting small business creation,

~ Job mobility, welfare lock, and retirement.

K

In the absence of an appropriately specified ’rr‘mdel, one can generate either small net

. posiive or small net negative effects on employment with existing models depending on the

assumptions one is willing 1o make--demonstrating the old adage that you get out what you put
in. Not surprisingly, several private-sector economists have concluded, as we at the CEA have
concluded, that the net effect of our health care plan on the aggregate employment level is likely
16 be small--our internal estimates suggest a range of plus or minus one-half of 1 percent of the
aggregate employment level. This is becaose although there are some factors in the plan that will
tend 10 decrease employment, there are others that will tend bath to increase employment and
1o change its composition. These offseing factors are likely 10 cancel each other out, although
over lime a3 business spending falls below bﬁaima, the factors encovraging an increase in
employment are Hkely 1o strengthen.

On balance, [ am cerain that the Health Security plan is good for American business and
the American people. [t diminishes job lock and wellare lock and allows more pzople (0 become
self-emploved. It pets health care costs under control. It guaraniees secumily to all Amernicans.
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And it reduces waste and inefficiency in one-seventh of our economy. Reorganizing our health
care sysierm i use our searce resources maore efficiently will belp us realize cur goal of realizing
higher living standards for ourselves and our children.

I will be delighted w0 answer any questions that you may have at this time.
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Technoloey Policy

I would like to thank you, Mr. Chairman, and members of the Committee, for inviting
me t¢ appear before this Committee to talk about technojogy policy and ‘the eConamis

competitiveness of the United States.

“There is a popular perception that the United States competitive position is and has been
weakening for some time, and that we have allowed our economic leadership werode. As we

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

ﬁowever, let me start with the g{}{}é news first. Today our standard of living is the
highest in the world; higher than such formidable competitors as Japan and Germany, We are
aso the most productive economy in the world.  According to calculations by BLS, GDP per

worker, the broadest measure of productivity, is nearly 26 percent higher in the United States

+
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In the latter half of the 1980°s the combingtion of a lower dollar and industrial
restructuring made U5, products more competitive in world markets. Our exports have more

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

Unfortunately, our iﬁxpmviag trade performance has not transiated into a higher standard
of living for the average American family, Average real median family income fell in 1991, and
was virtually unchanged from its 1978 level, For 13 years, real famil};' incomes have stagnated,

despite a large increase in the number of the two-earner households,

In the long run the generation of new icnowiedge and its transiation into new and
improved products and processes are the most imporiant forces contributing 10 national growth,
1t is estimated ihaz, in the 1980°s, research and development contributed about (.4 percentage

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

Technological change contributes {0 national compelitiveness in two ways. First, new
wechnologies drive productivity increases, which, i turn, allow comparnies to remain competitive

even as they increase the wages of American workers,

Second, new technologies gencrate new producis that compete on their quality and
imnovative features, not just on price. Companies thal compete on mnovation are often able 1o

capture large shares of lucrative markets.



8
Past government policy has focused on the support of éiasic science and mission oriented
research, Although this approach has served us well in the past, it is time we adjust our policies
1o our new intematienal eavironment, Qur goal must be not only to continue e be the world

leader in innovation, but also to translate those innovations into successful products that are sold

in the market,

" Throughout the Cold War, the buiic‘ of faicrﬁi spending on R&D flowed w military
rescarch, At that time the applicability of military techaology to civilian uses meant that our
military preeminence tanslated into technological superiority. With time, however, the
magnitude of these spillovers ‘has diminished because technological advance is being driven by
commcmzi apphcaizens rather than nnhtary ones in areas soch .as biotechnology,

semzmnductc:rs robotics, artificial mtelhgcaee and hlgh definition television.

Over the last two decades the United States has had one of the'slowest rates of growth
m civilian R&D of all industrialized countries. Indeed, relative to our GDP we spend far less

than Germany (2.7 pérccpz} and Japan (3.0 percent) on non-defense R&D (US:1.9 percent).

We must, therefore, dedicate a larger share of federal R&D 10 commercial applications
rather 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 K&D accounts for at

least 50 percent of the toial federal R&D budget,
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ensure that these projects ar 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 infoﬁnaﬁm infrastructure,
which is composed of high speed telecommunications and computer networks. ’I‘h;:
purpose is not to displace the rapid and successful private sector efforts in this area.
Rather the g{;vcmzr;i:nz‘s role is to support private sector efforts by formuiaiing forward
locking telecommunications and information policies that pmmozz;, investment and -

competition. Specific measures include:

Reforming gavernment felecommunications policy t© keep pace with the rapid

&

developments in felecommunications and computer technologies.

- Increased support for the High Performance Computing and Communications
Program to develop more powerful supercomputers, faster computer networks,

and more sophisticated software,
- An Informaton Infrastructure Techoology and Applications Program o develop
advanced computing and networking {echnologies for manufacturing, health care,

fife Jong learning, and librarics. -

- Networking pilot programs funded through Natonal Telecommunication and
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> Expansion of the Small Rusiness Innovation Research Program (SBIR) and the Smali
Business Technology Transfer Program (STTR). The STTR is provides grants to small ‘
businesses so that they can work with University and National Labs to move echnology

from the laboratory o the market p%aéex (FY94 funding $24 billion).

. In order for firms w successfully innovate, specific technology programs must be
supported by 2 general economic environment that is conducive to investment in both physical

capital and human capital,

* Making the Research and Experir}’lm;zﬁoa tax credit permanent will permit businesses
10 pursie R&[}f without fearof a m&é& change in the tax law. In the pagt the credit has
been extended periodically when it expired, raising the real possibility that it would not
be extended, and in fact it expired during July 1992, and has not yet been reinstated.
This \mcenaimy needlessly adds 1o the cost of a firm’s R&D project, which, in tumn,

could lead to fewer R&D investments by ULS, industry.

» - Reformmg procurement practices of the federal govemment to purchase new products

based on leading technologices.

» * The administration is committed to developing world-class cducation and training
programs.  Our Jong-term competitiveness depends on the skills of our workers w

inovaie, 10 use acw echnology, and 10 bring newer and better zoods and services 1o the
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Thank you, Mr. Chairman, for the opportunity to come before your Cormrﬁttéc |
to discuss the serious consequences for both individual American families and for the
American ez:r;éemy as a whole if we do not act soon to change the way health care is
financed and delivered in this country. _

As yim all know, the Clinton Administration is committed to reforming the
American health care system. T am not here today o ik to you about the specifics of
the plan we.'are preparing. However, 1 would be happy 1o return another day _
| discuss the plan after it is submitted. Today I.want 1o make the case for changé. Over
36 million Americans currently lack haé%th}nsai&nw coverage, and z:zzany more are in
danger of losing it if they become il or switch jobs, Ever;eszsaiatiﬁ g health care costs
are imit;eding growth in American workers” wages, threatening our efforts to reduce the
deficit, and limiting the ability of our economy to take advantage of new oppormnities.
Withoat comprehensive health care reform, we cannot expect thal the economic future

will Inok any -brighter. ‘ o |

Let me first deseribe 10.you how our current health care system affects the
economy and what the future witl iook like without health care reform. "1 would then

be happy 10 take any guestons that committee members may have,
- L I



What We've Inheriied

In 1980, Americz’s total health costs were $422 billion (in 1992 {ii}il‘azg)? c}% 0%
of our GDP. In 1992, s mere twelve vears later, nagio%z'ai ééca}zh expenditures zazziéé
$820 billion, nearly twice as high as the 1980 figure, and 14 percent of 1932 GDP.
Let me put it én human terms. Health care spending is now $3100 per person. By
coraparison, we spend only $1700 per person on education (199141 992} and $1200 iacr
person on national defense (}992). Over the next eight years, as we enter the next
century, the I{ehaim Care Financing Administration actuary predicts that per capita
health spending will grow at an average annual real rate of 5 percent, and 1o1al national
health expenditures will reach 18 percent of GIIP -+ or $1.7 trillion (current dollars) -
by 2000, | | °

‘ Escalating health care COSIS are TIOt & new phenemcnén. The real per capita
cost of health care (after adjusting for economy-wide inflation) has been increasing at
an average annual rate of over 4.5% a year since 1965, more than twice as fast as real
per capita GDP, BS/ contrast, the automobile industry has grown onty 1.4% a year
since 1965 and the manufacturing sector as a whole has grown only 2.8% a year since
19{35 After so rmany years of neglect, it’s time o bring health care cost growth down
to 2 rate consistent with the growth of the whole economy. ’

Riging health care costs put 2 s gmfi{:am burden on the Amencan economy. A
. dollar spent on health care is a dollar that c‘azmm be spent on other goods and services
that consumers wou‘id like to purchase. And ?:mc:ausc of the waste and excess
paperwork that exists in today’s healih care system - Americans’ health care dol]ars
are being thrown away. For example, according to one study, in 1987 Americans
spent about 51 billion on unnecessary Caesarean sections alone.  Another recent study
estimates that fraud and abuse ma%:e up 10 percent of U.S, health care costs. These are
JUSt two exafrzpiﬁs of the unnecessary health costs that translate into a lower standard

of living,
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Finally, the United States spends about 1.5 times as mazé%s per capita on health
CATE as Carzzda about 1.7 times as much as Gazmany? and ai}{m{ 2.6 times as much as

the United Kingdom.

impact on Famalies

American families pay for rising health care coslm 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
c&rrﬁpensafion, The share of 1otal compensation devoted 1o health insurance premiums
more than tripled between 1965 and 1990 -- from 1.5% ($23.5 billion, 1990 dollars) in
- 1965 10 5.3% ($173.4 billion) in 1990. .

As employers have 10 pay more for health insurance, less money is available o
be paid out as real wages or other forms of fringe benefits. 1 heaith insurance cost
growth had been i:laici 1o the rate of growth of totl cem;}eﬁsazicé {(8.3% pér YEar)
between 1975 and 1991 (and the savings from reduced g?:}vxf{h were fully reflected in
increased cash wages) the average full-time worker might have earned almost §1,000
more in cash wages i 1991, This is nearly c“'m.e 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 benci‘i: costs per worker rose by 201%. If ‘
health msurance cost grownh’had been held to thé rate of growth of total cémpcasazien, |
real wages would have risen by an additional 3.5 percentage points (6%).

Some of the cost of rising smployer health insurance premiums is passed along
1o workers through reductions s ei};cr non-wage fnnge benefits. f}uﬁng the 1980s,
non-health care benefits were increasingly sgueezed out of compensation packages, in
part to rake room for increasing health-care costs. For example, retirement beneflts

alone as a share of total compensation have declined by 58% since 1980 alone.
L] L .

Lad



American families also pay for higher health care costs through increased out-
of-pocket spending ou insurance pramiums, COIMSUrance 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 fracti;)n i other
-industrialized countries. During the 1960s and 1970z, out-of-pocket spending
(including spending on premiums) grew more slowly than persenal income. In the

‘ 19305, however, the level of out-of-pocket health care spending grew faster than
peréanaf income. Between 1980 and 1992, the share of aaz—of—péckez costs in personal
income increased by over 20 percent (from 3.2% v 4.1%).

Finally, American families pay for health care through the 1axes that fund the
Medicare trust fund and through other Federal and State taxes used to fund Medicare,
Medicaid, and other government health programs. Slowing health cost growth w'enld,

therefore, also lower Americans’ tax burdens,

Impact through 2000 .

Without a c%zéﬁgc in the cxisé%ng health care system, Amencan workers will

‘ ~continue 1o see low rates of wage growth as an inemasing share of their total
compensation 1§ consumed 'by heaith care preminms. Their spending choices wt.jll
continue 10 be narrowed by ’risir?g health care bills fhmugh the remainder of this
century. Projections of private health care cost growth suggest that under the carrent
system these costs will continue to rise about twice as fast as total compensation ‘
through 2000, | ‘

If presc%;z growth treads ::orzé;zzze, é&ariy 8 percent of the average American’s -
total compensation in 2000 will pay for health care, up from 6% mday‘. That.rate is in
addition to the existing 2.‘9% payrell deduction that finances the Medicare trust fund.
If health care cost growih could be held 1w the rate of growth of total compensation,

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



That means that with comprehensive health care reform, real wages for each worker
would be $655 higher, Furthermore, if wé 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 $5;3€}0 more in 2000 in personal -

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

Impact on the Labor Market and Productivity |

The current-method of financing and providing health insurance hamstrings the
U.S. economy by reducing America’s fiexiit;ility to rcsgcéé to new economic ‘
opg:;ortuni{ias both at home and abroad. Individuals and businesses alike make
economic decisions that are distoried by today’s health care system. For example, a
recent economic study saggests: that if workers did not fear losing ‘the:ir 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 1o j0b§ hetter suited to their needs .az*zii skills. When jobs and workers
are better matched, workers’ skills are more fully %{iiimj so that each employee can
. produce more output for each hour of work, Improvements in the productivity of the
American workforce are the key 10 increasingl Americans' living standards.

The structure of teday’s healih.carc’syste'm also reduces productivity b§ ‘
encouraging people who would prefer to work to remain on welfare. Many current
welare recipients fear 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 importamt first step toward reforming the welfare
system. '

In addition to adversely influen¢ing the decisions of individual workers, health
*



care costs also distort business decisions in ways that may reduce overall productivity.
For example, firms often seek to avoid paying high health insurance costs for low-paid

warkers by employing contractors or by increasing overtime hours, instead of hiring

“new full-time workers, The 1980s saw an encrmous growth in the nimber of firms

that contract with other companies 10 provide janitorial anci other business services, Al
the same time firms increased hours worked for their already-insured workers, rather
than pay for insurance for new hires. Overtime hours in rmanufacturing increased from
an average of 2.8 per week in 1980 10 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 cost 1o small

business of providiag hcaltb coverage makes it difficult for them to attract employees

who expect decent %;eanh care as a benefit of employment.
Both large and small businesses could produce goods at lower total cost i the;r
hiring decisions were not distorted by rising health care spending. Inswead of

contracting with a middleman to provide business services or paying high overtime

_wages 1o exisiing wz}rkezs simply to avoid health care costs, large companies could

hire new full-time workers. Small companies could compete more e:ff&r:nvsly in t}m
Jabor market if they were,able 1o provide health coverage at a raawnabie pmcc When
companiés can choose workers based on their productivity, and not on their fzérzge .
benefit costs, they can produce products at lower total cost, and the productivity of our
economy improves. ‘ \

Finally, the asset value of many American firms has been reduced by the rising
cost of retiree health benefits. In 1988, the %)raseﬁz value of reuree health liabilites for
current and futare workers was between $227 billien and $332 billion. For some
firms, the reductions in asset value that occur because of rising retiree health labilities
may reduce their ability 1o raise capital and make new, productive investiments.

Heslth care reform can make our economy more adaptable and better able (o
: ! :
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take advantage of new challenges and opportunities. If employers can choose more
efficient combinations of labor and capital, and workers can choose jobs that better

match their skills, productivity will improve and our economy will grow faster.

Uninsured Americans

.Although our Nation is the world’s richest, we do not providc basic health
coverage to tens of millions of our citizens, including over 8 miIlioﬁ uninsured
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 {Jncmploymenl declines, some
of ‘Lhe uninsured may gain insurance through employment. As firms currently offering
health insurance begin to hire again, the fraction of people privately insured is likely 1o
increase, while the number-of unemployed persons receiving Medicaid is likely to fall.
But con‘sidcr this: most uninsured families today (53%) already include a full-time |
worker. A reduction in ﬁnempllpymcm alone will not clnsurc that these workers are
covered. Our estimates show that if the slatué quo is maintained, the number of

uninsured Americans will continue to climb.
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Health Costs and the Federal Government

A cental goal of our overall economic program is to change the composition of
government spending, while 51mu1tancously reducing the level of government spending
as a percentage of overall GDP. Our efforts are stymied by health care’spending, The
iwa largest Federal health programs, Medicare and Medicaid, are projected (o grow
10% and 13% annually over the remainder of this decade, far in excess of growth in
GDP. Health care spending currently accounts for about 19% of Federal expenditures -
. or about $277 billion. That share is expected 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
bueﬁgéz by 2000. By comparison, spending on education, training', and employment
services mmpnses only 3% of Federal cxpcndxmras

Looming increases in Federal health care spending make deficit reduction vﬁ:{};
difficult. 1f the growth in Eede:ral health care spending were limited 1o the rate x{}ﬁ'
growth in compensation, then even withaut any other spending cuts and without any
tax increase, we could cut the projected year 2000 deficit in haif. Without reducing
.Federal health care spending, the deficit will rise from $212 bitlion in 1996 to $31)
billion in 2000 and as a share of GDP from 2.8% 10 3.6%.

Increases in private health care spending also make it more difficult to balance
the Federal budget. Private health care spcnding growth depresses Federal mf:ezipts
’E;ecaase emgloyer Spcnding on health insurance premiums is not taxable income to
employees. Growmg health spending leads to 4 growing tax c*.panélmr{:‘. for these
employer-provided benefiis -~ $44 billion in lost federal income tax revenue in fiscai
1993 alone. [f we can slow the growth in private health care sperzémg\, the Federal
government will also benefit through a r&éac&é rate of gr{zwz%; in this tax &ap&ndlaurc

As the g,ovcmmcm uses private savmg& 1o finance increases in the deficit, less

and less remains for private sector investments in business plant, equipment, training,



and research. By reducing the pool of available savings, the deficit makes it harder for
American businesses to borrow the money they need 10 make these productive
investments. Without a sustained level of investment, our economy cannal generate
rising Hving standards. o

The growing share of health care in the Federal budget fimits the flexibility of ‘
our government to respond 1o the current economic situation and to invest in the
future. Of the $222.5 billion increase in Federal outlays in President Clinton’s budget
proposal for 19931997, over $128 billion, or 58 percent, is devoted to Medicare and
other health programs. With $149 billion going o Social Security, means-tested
entitlements, and merest payments on the debt, only $74 billion remains 10 ;mm other
- important needs of the American people. v

‘These increases in Spending are not confined 1o the Federal level, State and o
local gc;vemment expenditures on health care are also accelerating. By the turn of the
century, state and local health care spending is projecied to giple over 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 of spending on elementary and

~ secondary education.

Conclusion

The status quo is unacceptable. Without health care reform, Amencan workers
w‘ill’ continue 1o lack the security that they will always have health insurance, even if
they lose or switch jobs; American families will give up 2 growing share of their
disposable income for health care; and Federal, State, and local governments will be
unable to respond 1o new opporwunings and to make investments for the future. The
- Chinton Administration is committed 1o changing this dismal picture through
‘cempreh&ns%ve health care reform. The time for change is now.

I will be'happy to take any questions you may have ai this tme.
L]

R
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International Trade and Technolopy 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.

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

That 1s 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 fourth 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 ends hold tmue for produciivity growth. The United States has suffered an
overall siowdown in productivity growth since the 1970s, and it has had the lowest productivity.
growth among industrial countries for s substanual period of gme. Overall our productivity
growth has been below one percent for the Iast 20 years.

What was once considered an alarmist view has become 2 mainstream opinion:  our
econontic competitiveness--defined as our ability to produce goods and services that meet the 1est
of international competition while our citizens enjoy a standard of Hving that is both rising and
sustainable--is in slow, but perceptible decline. Though the demise of American business is often
overdone, there is no doubt that U.S. companies have iost market share 1o foreign competitors, -
in many global markets, even those in some critical high-wechnology industries,

Over the last several years we have witnessed a remarkable change in the world economic
system. For the last 50 years the United States was the only economic superpower. Butin the
1990s the world has become & tripolar economic world, with three relatively equal c;commw
superpowers--the United States, the European Community, and Japan,

This wipolar-world is 2 world which is much more interdependent because of trade and
foreign investment flows, and it 1s 3 world that is increasingly competiive.  In this highly
compeltitive tripolar world, how does the United States maintain s czzmpeznuvemss through trade
and technology policies?

To strengthen our capacity to compete and to raise pur overall standard of Living, trade
and technalogy policies must be embedded in an averall economic program that chans 8 course
for the U.S. economy toward the next cenmury.

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

The first step that this Administration has taken, as it should have, i3 to put our pwn
house in order. There is no doubt that businesses® ability 10 innovate and invest will benefit from
the lower interest rates that thc Administration’s cmézi}lc deficit reduction proposaly have
generated.

We need to supply our workers with modern capital and equipment and with advanced
technology. To achieve this, we need 1o invest in plane and equipment. The Administration’s
program includes specific proposals to help businesses, especially smali busingsses, invest, such
as a temporary incremental investment ax credit for farge businesses and 8 permanent one for
small businesses,

Our long-term competitiveness depends on the skills of our workers 1o innovate, © use
new technology, and 10 bring newer and better goods and services to the market place. For that
reason, this Administration has stressed the importance of impraoving our education sysiem, A
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critical component of our technology policy is 1o achieve world leadership in basic science,
mathematics and engineenng.

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 President’s economic package is 1o make training
accessible, especially for workers displaced by the rapid changes in our economic environment,
ranging from the reorientation of our defense industries 1o pressures msmg from inwrnatonal
trade. : '

The last major element of the President™s package is 1o change the composidon of
government spending away from consumption and towand investment, including investment in
infragtructure,  Public investment complements investment by pﬂvalc firms, and gnables our
private sector 10 be more competitive. -

Technology Policy

* Howgver impornant these broad macroeconomic policies are o creating 4 dynamic and
competitive American economy, they are not enough. They must be complemenied by policies
that focus on specific issues of technology and trade.

Thete are sound economic reasons why the govemment should focus on high-technology
industries. First, research and development in general, and specifically in high-tech industrnies,
benefits both the firms that undenake it and other producers and consumers, As a result of these
spillovers, the social rate of return 10 R&D far exceeds the private returns. One 1988 study
placed the social returns at'35 to 60 percent above the private returns.

Second, jobs in high-tech industries ‘pay better than the rest of the economy. In 1989
average annual compensation in bigh-technology industries was 22 percent higher than ail of
manufacturing. I we focus purely on ;;rodﬁcﬁan workers, -that is excleding most white collar
seiantists and engineers, average compensation in high-technology firmg was 18 percent higher
than in manui‘;x:mmg as & whole,

Past government effort has {ocussed on the support of basic science and misgion onented
research,  Although this has served us well in the past, it is time we move on 10 polices
appropriate 10 our new international eavironment. Our goal must be not only to continue 10 be
the world Jeader in innovation, but 1o tranglate those imnovations into successful products that are
sold in the market. The technology policy introduced last month by President Clinton does just
that,

Throughout the Cold War, the bulk of Federal spending on R&D flowed to military
research. At that time the apphicability of military wechnology 1o civilian uses meam that our
military preeminence transimed imo echnological superionity,  With time, however, the
magnitude of these spillovers has diminished, We mast, therefore, dedicare a larger share of
Federal R&DY o comumercial applications rathor than military uses. Today, only 41 percent of
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gur Federal R&D dollars fund civilian research. By 1998 we hope 1o have Federal suppon 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 10 our GDFP we spend far Jess
than Genmany (2.7 percent) and Japan (3.0 percent) on non-defense R&D {US:1.5 percent). In
addition 1o allocating Federal dollars 1o civilian R&D, the Administration proposes 1o make the
msamh and experimentation tax credit permanent to spur private sector R&D.

As this committee has called for in the past, we propose expanding the Advanced
Technology Program in the Commerce Department.  This program has been an example of
_ successful government-business pantnership. The ATP shares the cost of industry-led and
industry-defined  projects ‘selected  through merit-based competition.  In addiuon, the
Administration plans to increase the focus on dual-use technologies through the Advanced -
‘Research Projects Agency {ARPA), formerly called DARPA. ’

Other elements of the technology package to promote research include encouraging
industry consortia to advance critical technologics; promating partnerships with industry through
cooperative R&D agreements (CRADAs) with the national labs; and improving interagency
cooperation by strengthening the Federal erzimazmg Council for Science, Engincering and
Technology (FCCSET). .

In addition, cur package recognizes the importance ‘of diffusing new wechnologies as well
as the imporance 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 in implementing the principles of high performance work
organization.

Finally the competitive advantage of our companies will be enhanced through bewer
access 1o information.  The Administration is committed 1o supporting the development of
efficiem, high speed communications syste.ns, or information superhighways.

Technology and Trade

Our ability ©0 sell goods and services in the giobal market place is the crucial test of our
competitiveness. We can have the most eofficient producers in the world, and find that
government restrictions impede their ability to sell in foreign markets. Because high-technology
industries bencfit from economies of scale and learning curve effects, acoess 10 foreign markets
is crucial for American firms 10 develop the size necessary 10 become efficient and competitive
producers in world markets. So we must pursue an active and forward-looking irade policy to
open markets through multilateral vading arrangements, regional arrangements, and bilateral
agreements.  We must also use the Nation’s wrade laws, as they were designed, to deter or
compensae for foreign practices that are not adequately covered by existing muhilateral rules or
trade agreements,
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At the same time, we must recognize that an active trade policy is not synonymous with
protectiomism.  Protectionist palicics will not solve our competitive problems; most often they
will only breed inefficient and high cost firms. An open wrading system forces us o innovaie,
puts U.S. businesses in touch with new customers every day and provides market opportunities
for U.S. exports and U.S, jobs. To put it simply the United States and every other nation-that
participates o an open and fair wading system becomes wealthier over dme,  As President
Clinton has said, “we must compete, not retreat.” '
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Thank you, Mr. Chairman, for the opportunity to testify bcfore the Joint
Economic Cornmittes,

The election of 1992 was. a clear 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 fow of them:
median family real income has been stagnant—-its 1991 level was actoally below the
level reached in 1979-despite more two-earner familics; 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 thar is borrowing to pay almaost a quanter of its
current bilfs; and escaiating health care costs that are burdening firms and workers
as never before. It is Hule wonder that the voters gave a mandate fcn' econeric
change. ~

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

The President’s economic package--consisting of a shorn-term stimulus, an
investment program, and a deficit reduction plan--is designed (o correct each of
these fundamental problemss, The short-term stimulus is imended 10 ensure 2
sustained economic recovery that 1s strong enough 1o generate employment growth,
The investment and deficit reduction components of the package are directed toward
boosting productivity growth and living standards over the long-term.  All elements
of the package are designed with an eye toward restoring basic fatrness to the
system. I.et me elaborate on the President’s plan in the context of our fundamental
problems. -

- Economic Stimulus

The United States economy has experienced a protracied period of poor
performance. Since 1989, the average annual rate of GDP growth has barely
exceeded one-half of one percent—inadequate to keep up with population growth,
This period was marked first by sluggish growth in 1989 and carly 1990, then 2
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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 the recovery, the
econamy showed serious signs of falling back into recession--real GDP grew by
only (.6 percent and real gross domestic purchases actually declined. Oualy 500,000
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 Surprisingiy, the unempioyment rate is still higher than it was at the

bottorn of the recession. Although there has been a recent stream of .good econonmc
news, signs of weakness and cause for concern about the TeCOvery remain,

Many of the factors'that contributed to recession or sluggish growth over the
past four vears are still acting to depress the economy. Many U.S. companies are
in the midst of a painful restructuring process that will ultimately make them more
comperitive, but currently generates large permanent 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 43 percent in October of .
1992, Ongomg and future reductions in defense spending will require a significant
reallocation of resources that will continue 10 act as a drag on the economy. This
process actually began in the late 1980s, and before it is completed may well
involve & shift of over 3 percent of our GDP from military to civilian purposes. In
several parts of the couniry the commercial real estate market remains mnsiéwai}iy
depressed, a consequence of overbuilding that occurred in the 1980s. There is little.
hope that commercial real estate construction will return to 1980s levels anytime
soon.  Also, a number of our trading partners are experiencing much slower growth
-in recent months and that reduces growth in our exports. Real GDP in both
Germany and Japan, for example, declined in recent quarters. Furthermore, reduced
withholding of taxes last vear will reduce 1ax refunds this spring, which is likely to
‘make consumer spending unseasonably low. For all of these reasons we. cannot be -
{Jvemonf“ dent about the continued szwzzgﬁ} of the recovery.

Given the fact that the recovery has stalled in the past, gains in employment
during the recovery have been small o date, and many forces will continue (o exert
downward pressure on the economy, President Clinton’s economic plan includes 2
stirmulus package of spending increases and targeted tax cuts 10 spur investment and
job growth in the near term, The short-term stimulus package is best viewed as an
insurance policy designed to make sure that recovery does not falier again, and as a
downpayment on the investment plan that will largely occur in subsequent fiscal
YEArs. _

Three criteria have guided the design of this package: the potential for rapid
spend-out rates; consistency with the investment program; and modest size. All of
the tems included in the package are {ast-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
worthwhile 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 oot to be much larger than we had been told-
-and by the fact that economic growth has picked up in the last two quarters. The
modest size also reflects a desire to avoid overstimulating the economy in the event
that the current recovery does cantinue at the pace of the last two quarters. -

Our economic stimulus program comes to about $30 billion, composed of
roughly 50% spending increases and 50% tax incentives. 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 techoology programs. Al of
these programs are consistent with the philosophy of investing more in our people

and our infrastructure,

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
ternporary for large businesses (over $5 million in gross receipts). The basic rate is
7% (smaller for shorter-lived assets) on all equipment investment above 70% of 2
historical base (a three-year averagey in 1993 and 80% of that 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 YTC burdensome, are given a4 7% ITC from the first
dollar for two years, dropping down o a permanent 5% ITC thereafter.

The Administration estimates that the stimulus package, taken by itself, will add
about 0.3% 1o the annual growth rates of real GDP in 1993 and 1994, crcatmg
about 500,000 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 nising levels of productivity, As the amount of output per worker increases
over time, so does the potential consumption per worker. Because of this linkage,
the rate of productivity growth is a ¢rucial indicator of how living standards are
changing over ume,

F«’mm the end of World War 1T unul 1973, productivity 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 1973,
the average annual rate of productivity growth has fallen to about 0.8 percent, which
implies that biving standards will double every 90 years (down from 103 after
adding 19925 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 increases 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 invesiments--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.

The amount of investment that the Nation achieves depends directly and
indirectly on government actions. Many government programs contribute directly to
the stock of public capital--health care, education, training, and Infrastructurs
spending, for example. Other government policies, especially tax policies, indirectly
influence the amount of spending on private capital--research and development,
plant, and equipment--that firms choose to undertake.

Policies of the last twelve years have eroded productivity 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 1960s. Furthermore, the large budget deficits required
to finance growth in defense and other non-investment povernment spending
programs éaz’ing the 1980s have reduced the pool of resources available for private
. investments in human and ghyszcai capital. We must reverse the fiscal policies of
the last twelve years in order to increase capital formation and the rate of growth-in
our living standards. The nvestment program and the defict reduction plan are
intended to accomplish such.a policy reversal.

»

The Investment Program

The mvestment program includes a wide range of nems that have benefits
that will be felt over jong periods of time, and thus, fit the conceptual definition of
investment.  The Clinton investment package delivers on all of the major public
vestment initiatives promised by the President during his campaign--initiatives to
pul people back 10 work; initiatives to facilitate Bifelong 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 1o
encourage private-sector investments that provide technologlcai gains and improved
prodﬁezzvzzy

The investment program tofals $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:

Q

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. .

Technology ($17.0 billion), which will fund the National Science Foundation,
science, engineering, and technology grants, high performance computing, and
exignsion of the research and development 1ax credit.

Environment ($8.0 billion}, which will fund water cleanup, environmental
technology, weatherization grants, forestry rcscarch and natural resource
protection.

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

Housing and Community Development (9.6 billion}, for Community Block
Grrants, fifty enterprise zones, assisted housing, and extension of the low-
income housing tax credit,

Rural 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 ovér four years for education and taining of
people from early childhood through adulthood. This meludes some measures
intended for defense conversion: '

(TR i o S B

A National Service Program {$3.0 billion).

Full funding for WIC (81 billion). ‘
Full funding of Head Start by 1999 ($3.7 blihon)
Education reforny and initiatves (83.2 billion).
Waorker raining programs (34.1 billion).
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¢ Youth éppreaticaship programs {30.5 billion).
¢ Parenting and Family Support (30.5 billion).

"REWARDING WORK:; 325 billion over four years, mainly accounted for by a
dramatic increase in the Earned Income Tax Credit (EITC),  The EITC is

- simplified and greatly liberalized. It is exiended for the first time 0 workers
without children--at a 7.65% rate that offsets the employee portion of FICA taxes.
And the credit for workers with _chiiércu is enriched enough 5o that a family of four
with a parent working fulltime at the minimuom wage is lifted up 1o the poverty line.
This category also includes emergency unemployment compensatwn bcneﬁts and a
crime initiative.

HEALTH CARE: $26 billion over four years for AlDs, women's health, drug and
substance abuse prevention and treatment, nutrition assistance, USDA food safety
initiative, VA medical care, and zmpr&vem&nts in Social Smumy disability insurance
processing.

TAX INCENTIVES: §$24 billion over four years 10 encourage private investment
through investment tax credits, alternative minimum tax relief for corporations,
targeted capital gams reliet for smaii stari-up businesses, and real estate investment
ncentives.

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 ihe 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 greaier capital formation, productivity growth
and living standards, not as an end in itself. Deficits require government borrowing-
-gither 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 dolars will be used o pay off forcigners
who lent us money.,

The President’s proposasl features a four-year (FYO4-FYV7) grass
deficit-reducthion program that is phased in gradually, By FY97 the plan will cut
nearly $200 billion from the deficit, with $112 billion in spending cuts (this scores
the increased taxaton of social security benefils as an entitfement cot) and $83
billion in revenue increases.  Afier allowing for the $55 billion in new investimem
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initiatives that will be introduced as pant of the investment package, the program
achieves a net deficit reduction of $140 billion from the baseline deficit in FY97
alone.

The: budgcz 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 cul
in entitlement spending, rather than a tax increase}. The spezzz:img cuis are nearly
matched in magnitude by specific revenue increases.

The spending savings in the President’s plan. are in six general categories:
programs that don't work or are no longer needed; eliminating. subsidies for wasteful
programs and charging fees for government services; managing’ government for cost-
effectiveness and resuls; controlling health care costs; adjusting defense spending to
new post-=Cold War realities; and asking for shared contribution from all Americans.

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

o Defense spending reéuctwns 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.

¢ Higher taxation of social security bencﬁté for taxpayers above $32,000 (joint}
or §25,000 single:  $6.9 billion in FY97.

o Shorten average maturity structure of the national debt: $3.9 billion in savings
in FY97.

o Savings in Medicare and Medicaid (the sum of 33 programmatic changes,
vimzaﬁy aii of which cur provider reimbursements); $17.7 billion m FYQ?.

o Auctioning part of the E*ﬁd&raz Commumcatzoﬁs Commission spectrum: $2.1
billion i FY97.

Thc additional revenues raised in the President's plan are antained pnmaniy
by increasing taxes on the very wealthy, who have benefitted most from the reduced
taxes of the 1980s. This burden sharing is also consistent with the President’s
desire 1o reduce the growing gap between rich and poor.



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

0 A 36% bracket begins at $140,000 for joint filers ($115,000 for singles).
o A 39.6% bracket beging at $250,000, regardless of filing status. -
"o The maximum tax rate on capital gains remains 28%, as under current law.

0 The Alernative Minimum Tax (AMT) becomes two-tiered: 26% up to
: $175,000 of AMT income and 28% thereafter.

All these rate changes are estimated 1o raise $26.3 billion in FY97.

In order 1o raise Tevenue, 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
mailion BTU, with an addiional 34.2 cenmts per million BTU on oil. These amounts
are indexed, so that the tax rises slightly with the rate of inflation. The 1ax is
phased in in three stages: one-third in July 1994, one-third in July 1995, and the
final one-third in July 1996. Estmated impacts on retail energy prices are 3-8%,
depending on the specific product. But the tax will be levied and collected at the
source (predduction 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 mterests, This surcharge makes consumers of oil bear part of
that burden more explicitly. The second reason for the higher rate on oil is that a
straight BTU tax would burden natural gas (3 less polluting source} more heavily
than oil {a more polluting source). In order 10 discourage consumers from x
substituting to the more polluting source as a result of the tax change, an additonal
iﬁ;&y on otl was required, Hence the oil supplement corrects two ncgatwe
“externalitics” associated with oil consumption.

The BTU tax is estimated to raise $22.3 billion in FY97, after newing out
roughly $7 billion in reduced income and payroll wax receipts that Treasury revenue
gstimators assume will result from the ax. In addition, the Administration proposes
_ additions to Food Stamps, the EITC, and the Low Income Home Energy Assistance
Program (LTHEAP) (o 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 virtually no net tax increase.



The basic corporate tax rate is raised from 34% 1o 36%. In addition, a number
of tax preferences and deduchons are reduced or eliminated and 1ax enforcement is
increased. Total revenue accruing 1o the government from these sources s estimated
z{; i}e $14.1 billion in FY97, In addition, a vaniety of other changes in "business

es” {which can appear on ¢ither personal or corporate returns) nets $8.4 szwn in
299'3 .

The health insurance portion of the payroll tax will apply to all earnings, rather
than being capped {as at present) at $135,000. The revenue yicld from this change
in FY97 is projected to be $6.8 billion.

A brief mnéown 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 15 a complicated one, and this is only the first step we have taken
t0 make the package credible,

To allay any fears of "rosy scenarios,” the budget projections arc 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 vinually
maiches the current Blue Chip consensos {see Table 2). Under the CBO’s
pessimistic forecast, the deficit falls from 54% of GDP in fiscal 1993 t0 2,7% in
1997. Under the Administration’s forecasy, the deficit fails even further--to 22% of
GDP in fiscal 1997--because of the higher level of GDP that is attained and the
increased tax revenues and reduced mandatory expendiwres that accompany 2~
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 spcndmg, ‘pay-as-you-go” requirements, and sequesters when
necessary. S ‘

The President’s plan is 4 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 that our deficit reduction goals will never be attained unless we are
willing to view thege hundreds of specific proposals as a single package., H we are
" going 1o restore 4 proposed spending cot, we must propose specific alternatives to
take its place. I we do not hold ourselves to some rule, then we will not serve the
taxpayers and voters of this Nation well.

If the Congress enacts this deficit reduction plan, the results will be dramatic,
But the reality is that deficuts will begin to climb back up toward the end of the
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decade. The primary reason 18 skyrocketing health care costs. As a government
and as a society, we must reform health care to ensure quality, affordable care for
al]l Americans, Health care cosis threaten the security of families, businesses, and
government alike. We must also act to conwol health care costs if we hope to
contro! deficits in the fong 1em.

How the Package Promotes Fairness

All three elements of the package will help Testore a sense of faimess. The
stimulus will promote job opportunities for some of the 9 million unemployed
members of our labor force. Since the investment program includes a number of
programs, such as head start, WIC, health care, worker training and retraining,
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 top 1.2 percent of American income eamers.
All of these features of the total package will heln restore a sense of fairness in our
system and give meaning 1o the American dream for those members of society who
were Jeft behind by the policies of the past twelve years.

’I’hé Economic Outlook

Forecasting economic pﬁrf{znnance 1s not an easy task. As the budget process
remninds us, there ar¢ many uncertainties which will have a great impact on the
future path of the economy. What is more important than any specific predictions
CBO or the Administration make about economic performance is that we makg
sound choices about policy that raise the cur investment rate, our productivity, and
altimately, our living standards.,

“As noted in discussing the budget estimates, the Administration forecast for
real GDP growth is sliphtly higher than the CBO forecast on balance. In 1993 and
1994, the Administration forecast of 3.1 and 33 percent growth, respectively,
corresponds exactly to the private Rlue 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-actually below the CBO forecast in 1995

From 1996 through 1998, the Administration forecast essentially assumes that
the cconomy hegins to feel some of the benefits of a higher capital stock as 2 result
of the investment program and the tax incentives provided in the stimulus.
Consequendy, while the CBO assumes that growth falls off 1o less than 2 percent by
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1998, we feel that a rate of 2.5 percent is more realistic. In these “out years,” the
Adminisgtration forecast is identical (o the Blue Chip consensus.

Mr. Chairman, this concludes my testimony for this mormning, but I wanted to
take a moment 1o thank you and your commiitee for your invitation and for your
welcome. 1 look forward to working with you during my tenure at the Council of
Economic Advisers.. | know by working together we can all share in the effort
strcngthe:n our economy by ensuning a stronger recovery, higher rates of pzzi}‘izc and
private investment, and smaller Federal budget deficits.



Table 1. Comprehensive Budget Impact of the Package

Fyl1997

BASELINE $346
Spending Culs: . -39
Nondefense discretionary ~20
Entitlement ’ -41
Associated debt service 14
. Bubrotal: ~3142
Revenue increases _ ~83
GROSS DEFICIT REDUCTION . o ~3195

Clinton investment program:
Spending . +3%

3
.Tax reductions ‘ +18
Subtotal: +55
NET DEFICIT REDUCTION ) ~1480
DEFIC;T WITH CLI&T&N POLICY 5286
Notes: This scores savings generated by incressing the

taxation of social security benefits as & cub in
entitlement. Some may prefer to count it as & bax
increase, :



Table 2. Comparison of Real GDP Forecasts-

. CBO
Administration

Blue Chip

1893
2.8%

3.1%

3»1% *

Real GDP
1984 1985
3.0% 2.8%
3.3% 2.7%

3.3% 2.5%

growth

139¢

2.

2

2

6%

.5%

.5%

(04704}

1987

z.

2

.

2%

0%

5%

1998

1.

2

2

8%

5%

5%
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Why are we talking about a new economy in the U, 8,2

-

The first reason is that productivity growth has accelerated from about one and a half .

percent a yeur 1973-93, w about 3 percent a year 1985.99.

This acceleration 18 heavily related to technology, both the investmert in IT hardware und
software (.., the use of the technology), and also the extracrdinary productivity of the industnies

L

producing the technology.

Somg part of thig acceleration is surel y temporary, the result c:;f unusual growth in
demand aud it is only about four years in duration. But a substantial fraction appears to be
structural und hence, potertially, will result in 4 sustained improvement in produclivity
pérfonna.ﬁce‘ Moreover, the signs of information technology as an enabler of business system

change have been vizible for much longer than just four years

The sccond reason is that there has been g dramatic inorease In the stock market valuation

of U. 8. corporations. The rate of increase was 16 parcent 8 yead from Janary 1953 through
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May of 2000, resulting in nearly $18 trillion of wealth held by shareholders The increase in
market valuation has been oriented 1o the high-tech sector. NASDAQ and Internet siocks

accounted for a Jurge fraction of U. 8. market capitalization in Murch of 2000.

I am net going to comment on whether the market today is overvalued, undervalued or
just right. But I note that even if sameone (not me) ge%iz:vcd that only 2 haif of the growth in the
market since 93 were just speculation, there would still have been trillions of siockmarket
wealth added duc o Funéamenl;zzis, the accumulation of knowledge-based tangible and intangible

capital.

The third reason s that there are direct signs of acceleration in the accumulation of
knowledge and intangible capital, R&DI spending has seared, 50 has the number of palents, nad
the number of trademark rogistrations. Use of the Internet and the Web is exploding. This type

of evidence reflects only the tip of an iceberg, but it all points in the same direction,
A fourth reuson is related o the others, but it 1s sl worth noting. 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 Economy

The increased importance of information and intangible capital results inwo

countcrvailing trends with respect w size. There are centrifugal and centripetal forces at work.



- First, since information has high fixed costs and Jow marginal casts of production, there
arg economies of scule and scope. Large firm size and first mover advantages become important,
aod the advantages of size are accentuated by globalization, which have resulted in new cross-

border mergers and acquisitions.

But, at the same time, lowfcr costs of communication and interaction altow smatl
companics to compete by entering a market at & narrow point in the value chain. This can force
iarge companies to outsource activities or downsize. 1o focus on core ccimpmemies. They may
choose 10 glabalize on only a shiver of their overz;éz business, As one would predict fromthe
work of Nobel Prize winner Ronald Couge, the bz&uz‘zdm@ of firms and industrics are being
changed by develepments in IT. In the end, néw competition will deiermine how the boundaries

of firms und industries are chunged.

One activity being outsourced is technology development. In iafg@ companies,
burdensome reyview processes can stifie inmovation, in part because innovation undermines
. :
existing vesied interests within the firm. In the past, lack of finuncing has provided a barrier to
innevation in small firms, bul today’s venture capital industry, and the active IPO market, have
reduced this barner and en{;curaécd‘innovation by small firms. The two work together, with
venture capital 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 to successtful

innovators,
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Another facilitator of innovation in the UL 8. hys been pccess to talent. Higher education
inthe U. 3. provides a flow of new-trained graduates. Immigration has also been important.
Twenty-nine percent of the new start-up firms in Silicon Valley 1995-98 had CECs {rom India

or China,

The Interaction of the Old and the New Econamies

The new economy is dramatically affecting the old cconomy. Farmers can use the

b

A

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 strest
directions from the GPS system and are tracked by their companies. They use the Internet to

. -

seek oul new loads and avoid empty return trips.

These impacts may not always be visible in macro data. Productivity is poorly measured
in muny old economy industries. And the innovations companies are adopling may not boost
murket value when industry competitors are all doing the same thing. As Schumpeter noted

yeurs 4o, excess profit comes from innovating shead of competitors.

The old economy is driving the new economy, The intersction is two-way. For example,
a dynamic evolving retail industry is using the new lechnology to communicate and coordinate
its value chain from marketing and design, to customer check out, to transportation, 1o

wholesaling, to purchasing and manufacturing, This crestes derand for hardware, software and



improved business systems. The same story applies over and over as taditional industries

become the customers and end-users for the mformation seclon

it is appropriate to tatk 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

4

are bemng changed by it

Policy in the New Economy

I. We know from the macro data that investment has becen a major part of the
acceleralion of productivity, Fiscal discipline and sound monetary policy have been vilal puris

of the lowsinteresterate high-investment U. 5. expansion of the 1990«

2. 1mentioned the strong higher education System inthe U. S. Itis important that
students from 21} backgrounds have the opportunity to take advantage of the svstem. Moreover,
%zz a world where steelworkers sit at compuier consoles controliing giant machines, computer
skifig are often needed by high school graduates. Companies are looking for workers at all levels
that can keep records, understand instructions and solve problems. These are skills that schools

must teach in order that workers not be left behind.

¥



3. Fight now, some workers are struggling in the new economy. Old skills -
become obselete. Jobs are lost. To deal with this problem, access 1o training and retraining is
vital, plus a safety net that encourages work, including adjustment assistatce and programs such

as the Earned Income Tax Credit.

4. The private sector is the heart of the new technology, But at critical points the
government has played 2 central role through support for basic and precommerciéﬂ méearéh‘
And while the new technologies have prospered in a freewheeling, free-market culture, thers are
zi'mes when government must s;et rules of the game-inteilectual propernty proteciion,
intemétional trade rules, privacy, anti-trust policy, worker support, Government has 2 key rolein

the establishment of the infrastrocture of the new economy,

3, Fanally, iwwe;er, I want to stross policies toward competition, open markets and
chang&:i New firms, new technologies and new business systems are springing up. The nature
and pace of technology are new, but the importance of change is not. Studies of manufacturing
plants and studies of industries in different countries have revealed that productivity growth
depends on the entry of new establishments and firms, the expansion of the most efficient

operations atd the reduction or closure of the less efficient—in short, i depends on productive

gvolulion,



To offer an analogy: At 4° Celsius water and ice remain in equilibrium. The proportions
of each remuin the same. But in actuality the ice is continuously melting and the water is

*

continuously freezing, The apparent equilibrium conceals massive change at the micro level.

Similarly, an economy may appear (o be growing steadily. But undemeath there is
massive change. Jobs are being created and destroyed. New firms are entering and old firms
leaving. New technologies are developed that gain competitive advaniage for a period, and then

are gverniaken.

Policies and regulations that encourage flexible labor and product markets, competition
and openness are the policies that support economic evolution and change.  These can and
must be given a human face, They promote leading edge performance in traditional industries,

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

One finul comment on the spread of the new economy 1© {}iéer countries. Many of them
have more to gain from the new cconomy because their traditionul indusines have not evolved as
Aur, and the poien’iigzi for performance improvement is greater, But the potential for sacial
disruption 1s aiso grester. The adjustment to the nf.:w cconomy may be harder to manage in
eConomies 11};1: have traditionally been more tightly regulated. Countries that want to émbraw

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

indasines,
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Itis a great pleasure to come here to the Press Club to this event sponsored by the
* Center for National Policy and talk about the 2000 Economic Report of the President
{ERP). [ would like to thank UNP and its director, Mo Steinbruner, for their willingness
to host this session. [ want to acknowledge the remendous contribuiions to the ERP
from Robert Lawrence, Member of the Council, Kathryn Shaw, who has been nominated
as a Member and Audrey Choi the Chief of Staff, who has contributed directly to the
Report, and worked extraordinanly hard in coordinating the efforts of ail of us. The staff
of the Council is here today, and they have done the bulk of the research and writing.
" They have worked insane hours and done endless rewriting. There are 100 many for me
to mention them individually, but I am deeply indebted 10 each and every one of them for-
. their efforts. The statistical office, led by Kitty Furlong, and the support staff have done
amazing work, under great time pressure. Let me also thank Cathy Fibich, the i
Administrative Officer, who made sure that even through the snow storms the Report was
produced well and on time.

We have broken with tradition for the 2000 Report, the cover design is new and
the font and format are different. ¥ apologize o lovers of wadition, but the new
millenium is a good occasion for a change and the designers, ] think, came up with a
modern and very attractive design.

One other thing we've done a bit differently this vear, in honor of this being the
2000 ERP, is that one of the themes of the Report is a look back at the century past. |
will not have time 1o do full justice to that part of the Report in my remarks today, but |
hope you will look at some of the fascinating ways in which the econorny has changed.
" There is even some art in the Report, as each chapter starts 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 cutlined in the report:



At the turn of the century, fewser than 10 percent of homes had electricity, Fewer
than 2 percent of people kad telephones. A car was a luxury for only the wealthy, Health
and sanitation problems, such as typhoid fever spread by contaminated water, were

common. One in 10 children died in infancy. Average life expectancy was just 47 years.
Eighty percent of children lived in a family with a breadwinner-father and homemaker-
mother. Fewer than 10 percent hved in single-parent homes. Widowhood was far more
commen than divorce, Fewer than 14 percent of Amencans graduated high school, More
than 40 percent of the work force worked on farms, Average income per capita, in 1999
dollars, was about $4,200.

By contrast, today, electricity, automobiles, telephanes and videocassette

< recarders, and computers are considered commonplace if not necessities, Life expectancy

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 breadwinner-father and homemaker-mother,

Only 3 percent of the labor force work on farms, and average income per ¢capita is now
$33,740 - 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
quality of life and standard of living for Americans. And these past seven years have been
a particularly fabulous’era for the economy. [ am in the fortunate position today of bring
able to release the 2000 Economic Report, that documents the extragrdinary economy we
now have, Back in the recession of the garly 90s, no one foresaw that we would have the
longest expansion ever, with scaring investment, unemployment at 4 percent, a core
inflation rate of 1.9 percent and a bodget surplus of $124 billion fast year. Since 1993,
nearly 21 million jobs have been ¢reated, there has been almost 4 percent GDP growth
per year, real wages have grown, and average family incomes are up $5,600. Amazingly
the zeonomic news has become better and better over time, This expansion has gotten
stronger, vielding lower enemployment, lower inflation and stronger growth (Chart 1),
This contrasts with where things stood in 1992, with a fiscal year budget deficit of §290
" billion, unemployment averaging 7.5 percent, and real average eamings lower than they
were in 981,

In my talk today 1 hope to 1dentify the distinctive features of this expansion,
understand the drivers-of success in this record-breaking expansion and discuss the
challenges that still lie ahead. Despite the siellar economic performance there remain
important steps o be taken to ensure all Americans are sharing in the prosperity that
abounds.

Distinctive Features of the Record Breaking Expansion

President Clinton came into office promising jobs and he has delivered on that
promise, a3 the nearly 21 million new payroll jobs have pushed the unemployment rate to
4 percent. During the 1970s and 80s, the unemployment rate was much higher on-
average, even at cyelical peaks. And high unemployment and high inflation often went
wogether—stagflation, You have to go back 1o the 1960s 1o see unemployment rates as
. low as they are today, and at that time inflation was accelerating sharply, This expansion
has been unigue in combining stable inflation with 2 high-employment economy.



As you see in Chart 2, this expansion is also zm‘zi;ue in the pattern of productivity
gmmiz Typically there is a surge of productivity growth in the first vear or 8o o%f an
e,xg}amzo:a, This is the bounce back from the desline in productivity that occurs in the
recession that precedes an expansion. All three expansions show this initial surge in
productivity growth. But in the 60s and the 80s productivity growth fell after that initial
surge, and by the time these expansions were 7 years old they were looking tired and
tistless. This is particularly so in the 80s axpansion where productivity growth grew
wezker and weaker, [t averaged less than one percent in the last four years of the 80s
expansion,

~ The 50s expansion shows a strikingly different pattern. This expansion 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.
And on how much income has been generated by that sector. Based ona combination of
those two approaches, growth of cutput per hour has averaged 2.9 percent a year since
1993, This is a sharp increase above the trend line of productivity growth over the’
previous twenty-two years and whiie 1t°8 still toc early to tell definitively, it suggests that
we may be on a path of faster productivity growth that will help us have fas‘te:,
sustainalbile growth in the future,

Chart 3 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 sarlier
periods. From 1973 to 1993 real family incomes grew very slowly and that growth was
very uneven, Only the top {;zzm'{zi‘. of the income distribution moved up at a reasonable
pace, while the bottom two guintiles actually {aced declining real incomes over this
twenty-year period, when adjusted for inflation using the consumer price index. Over the
five years from 1993 10 1998, the picture is very different. All of the income groups have
seen good rates of income growth, and the lowest quiniue has actually grown mast
rapidly. There is similar good news in terms of earnings, starting in 1994, There have
been several press reports recently suggesting that despite the grear economy overall,
inequality is still a growing problem. These reports neglect to mention the recent trends {
have just described, ‘

The drivers of the record breaking expansion: Technalogy, Pro-Investment Fiseal
. Polivy, Competition sud Trade, and Skills .

Technology. The role of technology in driving growth in this economy needs no
introduction. There are many ways one could itiustrate 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. Patent data do not provide a perfect measure of innovation, but in this case the
upward surge in patents seen in the chart provides a correct visual story, showing a surge
mn rechnological opportunities. :

In explaining this wealth of opportunities, the dynamism of the private sector in
the U.8. economy gets a Jot of ¢redit. But Federal support for technology has played an

el



indispensibie role, providing the erucial funds for basic research and pre-commercial
research, for example, in information technology and biotechnology.

Even after technological opportunities have been developed productivity has not
always risen. Recall that prior to this expansion, there was a puzzie where people
guestioned why the boom in technology in the 1980°s seemed to have no effect on the
productivity data, In order to travslate inpovation into growth, companics 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 performance always involves some form of investrment-in physical capital,
plant and equipment; in human capial, education and training, or in intangible business
capital, the development of new business systems. Companies in the 1990s appaar'to be
making those investments and reaping the rewards of the faster productivity growth.

Stimulating economic growth is like creating 2 chemical reaction. Al the right
elements have 1¢ be in place, the mix has to be right. Policy cannot grow the economy on
its pwn, But growth from the private sector will not take off if the policies are not right.
The key to the longevity of this expansion has been that the dynamism of the private
sector hag reacted with a superb monetary policy, and, crucially, the pro-investment fiscal
policy. The chemistry has been right.

Pro-investment fiscal policy. Fistal péiicy has a major impact on the amount of
mvestment that takes place. Budget deficits are not always bad. They can help stimulate
an economy where demand is weak, Butwhen the goal is to stimulate and sustain a
supply-fed, productivity-led expansion, persisient structural deficits are very damaging.
They drain savings from the gconomy, increase Interest rates and digeourage invesiment.

Chart 5 shows @ dramatic picture of large and rising deficits in past expansions

-and of the ternarcund 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
4t its sustainable long run level of GDP, that is, at potential GDP, This expansion started
out with massive strucsural deficits. Theee and a half percent of GDP in fiseal 1992, But
the situation has been transformed so that now there is a structural surplus, one that is
projacied to grow into the future. It is true that the budget agreement of 1990 100k a step
forward in fiscal responsibility and bipartisan credit is deserved for that first step. But it
was only a small step. The structural deficit continued to increase in 1991 and 1992, The
big shift occurred with the budget agreement of 1993 and with the subseguent sirength of
revenues and restraints on spending.

What vou hope to see from a'shift to fiscal discipline is lower interest rates and
larger investment. That is exactly what we have seen, Real interesy rates have been 30
10 30 perces: lower in this expansion than they were in the 80s expansion. And
investment has responded in force. Not all of the intangible investment in process
improvement or in skills and training is measured in our investment data. But the
investment we can measure provides a proxy for the total. We have seen growth of



equipment investment and sofiware at 12.3 percent a vear since 1993 (Chart §), much of
it concentrated in the information technology and communications areas, aliowing the
economy to take advantage of the innovation opporwnities. This rapid step up in
investrment has been a vital ingredient allowing the acceleration of productivity growth
~we sgw a moment ago. There is a direct link from fiscal discipline to the key productivity
driver of this longest expansion.

Strong investment not only improves productivity it adds to capacity, When
capacity shortages develop, there {s upward pressure on margins that can contribute (o an
inflationary spiral. So there is another direct link from fiscal discipline to the persistence
of this expansion. In the 1990s, we have built capacity and helped hold down inflation.
In the 1980s capacity growth slowed to a crawl as productivity growth slowed.

This should come as no surprise. The adverse effects of chronic deficits were
anticipated by one of my predecessors. Martin Feldstein wrote in the 1984 Economic
Report of the President (p.37) as follows: “The most important long-term economic
effect of the prospective budget deficits would be two absorb a large fraction of domestic
saving, and thereby reduce the rate of capital formation and the potential long-term
growth of the sconomy.”

In 1993, the Admimstration undertosk a major shift in policy, away from
exploding budget deficits and towards fiscal discipline. At the time, the decision to
embark on 2 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 responded {0 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 ammnesia, It {s time to remember what was said about the dangers of large
persistent deficits and look at the benefits that we have gained from ending them. Itis
time 0 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
vigorously are more productive industries. Without the spur of competition, companies
become complacent and keep doing things the old way even when new methods are
available. Competition encourages change and forces companies 10 be more productive.
Competing i the global zconomy adds additional benefits. The classical gain from trade
comes as industries that have comparative advantage grow and those that lack it, contract.
The rasulting shifl of resources raises overall levels of productivity, In addition,
competing in the global economy also helps the spread of best practice production
methods around the world. Chart 7 shows how the ULS. economy has become more open
and more integrated with the world economy. Trade as a percent of GDP has increased
rapidly, especially in this expansion. And as the international chapter of our report
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discusses, trade is only one element reflecting a broader integration with the globa!
economy.

President Clinton has acted to enhance domestic competition, for example with
measures such as the Telecomrnunications Act of 1996, and he has made engagement in
the global economy a major policy thrust. Started by prior administrations, the Uruguay
Round agreement and the \'AFTA agreement were both ratified during this
Administration. .

Education gnd Skills. Chart § shows that the return to education is high and has risen
over the past twenty years. Those with college degrees have, on average, eamings over
50 percent higher than high school graduates, and a substantial differential persists even
after conuolling for other determinants of earnings. The differential between high school
graduates and high schoel dropouts is just as greal. 1t thus makes eminent sense for our
society 10 encourage young peopie, and not so young people, 1© acquire more education,
This Administration has stepped up its efforts o provide loans and scholarships to allow
any student who is able to benefit from college to have the opportunity 1o attend. And
these pohicies have contributed to this expansion by adding to the pool of trained workers.

As well as education, perhaps the greatest growth benefit on the labor foree side
has been in training. The policies that have given us a high employment economy have
encouraged employers to train workers to fill jobs that would otherwise be vacant.
Companies complain about their inability to find workers with the skilis 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 upgradcs the quality of the workforce
and helps sustain a productive expansion.

Chart 8§ gives one sign that this phenomenon is important. Even though college
graduates are in high demand, and have, currently, an unemployment rate of only 1.8
percent, the figure shows that the college/high school eamings 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 enioyed by ¢ollege grads.
Questioning the Causes of Inequality. As 1 showed sarlier, 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 [ have just described. We argue in the’
Report that this data suggest a re-evaluation of the conventonal explanations that have
been given {or rising inequality. The two most-frequently ¢ited explanations have been
technological change and foreign wade. Technology, it has been argued, is biased in its
impact on the labor market, holding down the wages of low-skill workers, Trade 1s 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 explanations were always rather problematic, In the 70s and 80s
productivity growth was very slow, suggesting a rather modest impact of technology on
the econemy. And for trade, the proportion of US workers in direct competition with very
low-wage workers overseas is very small.
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But regardless of whether oy not we can sort out correctty the reasens for the
inequality trends of the past, there is one simple lesson that we can iearn from this
expansipn. [t is possible to have an economy where technology is moving rapidly,

“where wade {5 expanding, and yet there are also across-the-board income gains. An

. important reason for this is that rapid technology change and openness (o trade are both
factors keeping inflation down and allowing us to operate 2 high employment economy.
When labor is scarce, the workers at the bottom of the wage distnibution do betier,

In Summary. This has been an extracrdinary expansion so far and we expect it to
continue well into the funare, 1t has been driven by a dynamic private sector and the hard
work of American workers. It has been kept on track by astuie 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 1970s and continues today. But while recognizing
these important factors, we must acknowledge the contribution of the policies of the
1990s to the expansion of the 1990s. We need to guide policy in the future with the
lessons of what has worked 50 well. Most importantly, tuming around the fiscal mess has
freed up the resources needed 10 invest in capacity and in productivity improvement.
Maintaining an open and competitive economy and investing in technology, education
and skills have added to growth now and helped pave the way for more growth shead.

Challenges Ahead

Last year's Repart analyzed the impact of the aging population. And the
challenges this poses remain at the forefront of policy today. Protecting social security
and Medicare are top priorities of the President’s budget. in this year’s Report we looked
at some challenges in 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 & highlights both an achievementanda .
challenge. If workers are to have access to good jobs today and in the future, they must
acquire the technical and computer skills thdse jobs require, The achievement s thatin
‘terms of Internet access, the gap between high and low poverty schools has been almost
closed. The challenge is that 166 many students emerge from our schools without the
computer skills they need. The President’s budget that was released on Monday containg
several initiatives designed 1o meet the educational challenges.

The nature of work has changed over the past 100 years and so has the nature of
the family (Chart 18}, Today more and more women work. There are many more single
mothers than there used to be, who go out to work w support themselves and their
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 Credut and the Child Care Credit and the Medicaid and
State SCHIPs programs in health care. And of course the strong economy has given
them better opportunities. '

Dual earner families are often in the upper part of the income distribution.
[ncomes are higher than ever before, but many families judge that they need the income



of both partners to provide them with the things that once were considered luxuries but
now are seen as necessities. In addition, these families face a problem of time scarcity,
Juggling two careers and children is a very wugh assignment. And this time crunch can
‘be exacerbated for families that care for elderly parents as well as children. The Family
and Medical Leave Act and the long term care initiatives are directed tawards the needs
-of these families.

One of the biggest challenges for the next century is to find policies that will help
the eovironment and yet sustain growsh, Chan 11 illustrates the progress being made and
_ the challenge ahead. The amount of 802 and NOX emissions per unit of GDP has gone -

down dramatically over the century. Bui of course the growth of GDP has been so great
that tozal emissions are still too high. Chapter 7 of the Report details the benefits of using
tradable permits as a way to minimize the cost of achieving environmenta! goals.

Conclusion

The challenges ahead are great but the strong economy has given us the resources
and the confidence that we can deal with them. Chart 12 gives a projection of the growth
of business to business e-commerce. This is one of the fruits of the new technology that
promises continued economic growth ahead, With potential like this there is no need for
this expansion 1o end soon. And finally Chart 13 focks again a1 productivity. 1 guess
you can tell productivity 15 my field as an economist. [ have talked a lot about it. Givea
kid a hammer and everything looks like a nail. ‘ :

But the productivity story really is an important one. There 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 o
the earlier debate, this chart shows no sign of an 80s boost in productivity. Today, there
does seem to be s new trend. We do not know for sure how long 1t wall last, but by .
staving the course of the policy path we have been on, combining fiscal diseipline with
support for technology and the skills that are needed, we will give this economy its best
chance. It iz the best chance of getting the chemistry of growth right.
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I _Intmduct{}ry Remarks

Thank you. It 15 a pleasure to join you here today. I would like to
thank the: American Association for the Advancemaﬁ;: of Scién{:f:
for inviting me to address-this distinguished audience of young
leaders, who I am sure will make valuable contributions to both

the worlds of sciencé and public policy.

As Science and Engineering Fellows with the AAAS, you will
have a unique {}pmr’cunity this year to gain a deep understanding
of how scientific research and public policy interact and

influence one another.



The research you do in the laboratory may seem far removed
from the economics and national econon;iic policythat 1s the
concern of the President’s Council of Economic Advisers.. But,
in fact, the two enterprises have significant long-term effects on
one another: the products of your'reséarch lead to innovations
and discoveries fhat spur competition anld ecohomic growth; iﬁ
turn, the economic policies and funding priorities of the federal
government can help seed and fuel further productive scientific
Inquiry. IItlis this relationship that I would like fo discuss with
you today — how science plays a role in economic growth and

how policy makers can encourage science threwgh-various

pelrcydeesions:
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II. The Economy and Technology

The U.S. is czzz*rﬁz‘z’;}y enjoying a fabulous period of prosperity.
We have had 100 mé}nths of economic growth — markiﬁg the
longest peacetime expansion on record. Inflation has been
subdued despite strong real wage growtl.l and, for the last two

years, the unemployment rate has been stunningly low — well

below 5%.

A major factor in powering this unprecedented period of growth
without inflation has been a recent resurgence in productivity
growth. Inthe ‘period after World War II throu gh to the early -
1970’s, labér productivity increased sharply, clocking increases

of nearly 3% annually.



* But in the two decades that followed, productivity growth
slowed sharply and living standards stagnated. However, in this
expansion, productivity growth appears to be éc‘;;eife’z'ating; Most |
| notably in the past 3 years, it has increased at about a 2% annual
rate. This ;ﬁréduotivit}f is 'fueliné the grow:t_h in real wages and

the increase in the economic well being of all Americans.

Unfortuna;ely, there is a lot of uncertainty abc‘alut why
productivity growth slowed in tﬁﬁ: 70s and how rapidly it will
grow in the next few vears. 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.



The fruits of science and technology have played a central role
in shaping this economic expansion. T_echnolbgical advances
are revolutionizing nearly all sectors of the economy and even
creating whc:,vle: ne;v indust;*ie:s. Information technology now
constitutes approximately 8.2% of GDP -- up from 4.9% in
1985. ‘T he IT sector accounted for one-third of real e;céiz;x}m%g‘,
growth from 1995-97. Employment in f{&\e computer services
l’lias nearly deubléé since 1994. And those j@bé in the IT sector
pay 80% above the avefage priifate wage. Szzpf)orted by recent
computer innovations, “just in time” inv_entofies have
revolutionized business éz&cticesg allowing the inventory-to-
sales ratio to fé]]. to historic lows. And, Of.: course, the Internet is
altering forever the way we do b?izsinéss and commﬁﬁi@ate with

each other. Nearly 64 million American adults currently use the

Internet up over 20% from only one year ago.



III. 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.

o,
ey !‘3;3-3:7
¢

) .

Certainly the private sector plays the dominant role: In 1997,
approximately 63% of all R&D, or about 121 billion dollars,
was sper;t by privatf;a companies on research and development
efforts across a wide variety of industries. Hfowever;
government poliéieg deéi gned to encourage innovation play a

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

irzdispénsak;le ~ from 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.

For many types of research, the costs of creating the first
innbvati(:;n are mﬁch higher than the costs of duplicating that
innovation. In the jargon of an ‘écdncmist, the fixed cost.is hi gh,
but the marginal cost is low. If duplication is relatively easy,
there may be Iitﬁe O N0 eCconomic incemi.ve to innovate because
the initial innovator cannot ré‘:c-éver its investment in fixed costs.
Therefore, one of the most fundamental roles of government is
to provide rules that protect the intellectual property rights of

inventors through patent and copyright law.



- Government’s role in 'R&Dg however, extends beyond simply
establishing the rules for the protectioh 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 beeﬁ corzductee:i by members in the audience) 1s
not the type @%rcseaffe’hthat;cerporations find imﬁ]ediately
interesting. .In part, this reflects the fact that the primary output
of béséc research is knowledge, not patentable innovations.
Mareover,_ 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 mvolving basic scientific research, therefore, there is an
important role for government to _plza.y in funding projects
designed to advance thé frontiers of science even — or éfzrhaps
especially — when there 1&; no obvious, Emm'ediatﬁ commercial

application.
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Indeed, when the precursor to the Internet was invented, 1t was

not envisioned as a project designed for commercial purposes at

-all, Rather scientists working for the Defense Advanced

Research Proj ects Ageﬁéy (DARPA) were looking for a way‘ to
share data and programs across éiffe‘renlt aempufers located in
different parts of the country. From that early scienfific and
acéd&:mic C{}mmuni.cati{m network evolved what is r:{:zw\ a major
driving force in new business ;sféntums and new ways of doing

business.

It's very important that we continue to suppért fundamental,
cur.iosity-driven research in all science and engineering
disciplines. Many areas of research that seem lhi.ke‘ they would
havé no practical application whatsoever turn out to be very

important. -
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For example, who would have predicted that studying the
extinction of dinosaurs would cause us to focus on near-carth
asteroids, which could wipe out human civilization? Qr that an
obscure branch of mathematics v.;{}u]d provide us with the tools

for secure electronic commerce,

Moreover, the research enterprise 15 interdependent. Biomedical
research, for example, is heavily dependent on advances in the
physical sciences and engineering — such as CAT scans, gene .

chips, and supercomputers for more rapid development of new

drugs. We can not simply cut off some fields 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, govemen‘c can also be an important partner with
industry to bring technology to the point at which commercial

development becomes feasible.

Another example is the ce]]ziborative effort between the

| government and private iﬁdastry’calléd the Partnership Ifa'r a
New Generation of Vehicles. k,z this program, Ford, GM, and
Daimle-r»Chfysier have joinec} together with the Depazjtmem of
Energy and other federal agencies and national Jaboratories to
work on R&D éfferts [8) &dvgnce ggztor_rietive ts:chné’lm ay.

Will the Partnership succeed? Ma:ybg, or maybe not, but tba;t
m@ be the best réason for continuing to explore the concept to
see if the technology can be developed to see if a cleaner, more
@nvifonmez}téﬁy friendly alte;;native 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 c;eﬁzi‘zimnity has been a fruitful one. In
recognition of the sﬁrategic,‘ important role that scientific
discovery plays in our \kmg term economic welfare, President
Clinton and Vice President Gore have pursuedla comprehensive.
plan of ihvesting in people, ixnyetstin'g in technology and
dramatically increasing c}urv efforts in researcil and development,
while conﬁnuing to be mindful of t}{e‘fiscal discipiin@ that has
i@e] ped i{} make America’s economy strong aﬁd stable.

The Administration’s 2000 baége‘g proposal reﬂaa:;ts our
continued support of science and technology, pr{)viding $78
billion for R&D iﬁvesﬁnents. The centerpiece of the

Administration’s budget proposal is the 217 Century Research

Fund.
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This fund is intended to insure céﬁtinued stability and g:mwth
for the highest priority research fuﬁds by providing a proposed
- $38.1 billion be dedicated to R&D. $18 bil]im has Bee{z
dedicatéd to basic research and $239 million to the Advance
Technology Program — a program designed té encourage
collaboration between ii}dustry‘a:zzd government i;tl the research
and ‘ngmercialxdeyeiopm;nt of new technologies. The
Adnéi:;istratiez’z has élsg proposed an :Infarmation Technology
Initiative that wil].l iz}yést in long ter}’n fundamental research in
computing and c{}mmunic&{tions and will increase development
and purchases of extremely fast supe:‘rcomputers to support a

broad range of civilian R&D.
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Any discussion of science and technology policy would be
iﬁcomplete 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 éadrf:: of highly trained ‘_A'mer‘ican
scientists engaged in the pursuit of new and exciting

technologies.

~ That’s why the Administration is particularly concerned that the
Congress has eliminated our proposed increase for the National
Science Foundation — the only agency that has the mission of

sup@drting 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 afeas. And the proposed GOP tax cut could
result in a 50% cut in R&D funds by 2009. I have argued today
thét strong support for funding df basic science and pre-
commercial R&D 1s important not only for the scientific

community, but for the whole economy.
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The Employment Act of 1946, which created the Council of Economic Advisers, requires
the President to subimit 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. T am happy 1o say, in this the ﬁﬁy -second year after the Act, that the
state of the economy is truly extraordinary.

I will elaborate on this point in a moment, but I would also like to note that the Report of
the Council of Economic 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 performance, the Report contains a chaprer on the economic well-
being of farnilies and children, and a chapter on racial and ethnic inequality—-two central
concerns of this Administration. The report also contains two chapters on microeconomic 10pics,
one focusing on improving economic efficiency in the areas of health and environmental policy,

-and gne discussing recent trends in antitrust policy. Finally, the internationsal chapter focuses on
the benefits of opening international markets.

In the remainder of my remarks | will touch briefly on the current state of the economy,
and then discuss the broad and lasting benefits of a “high-employment economy”™ -- which is one
of the key themes of this year's Economic Report. T 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

Our Nation's economy is the strongest it has been in a generation. In 1997, growth was

- strong and job creation was vigorous while inflation declined. Real GDP grew 3.9 percent, and
employment rose by 3.2 million, for an average rate of 267,000 jobs per month. The
unemployment rate dropped below 3 percent for the first ime in 24 years, yet core inflation rose
just 2.2 percent. And, this oocurred during 2 period of historie deficit reduction: the Federal
budget deficit, which reached $290 billion in the 1992 {iscal year, declined to only 822 billion in
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fiscal 1997, And, asg you know, the President recently suémimd 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 economy s remarkably free of the symptoms that often presage an
geonomic downturn ~ that i3, inflattonary 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 turmeoil in East Asia, assuming that stability is restored, may
work 1o permit continued U.S, growth and job creation with a more moderate outlook for interest
rates. Our economy is in fundamentally sound shape and well equipped to handle any
unexpected bouts of rougher weather,

THE BENEFITS OF A HIGH EMPLOYMENT ECONOMY

The exceptionally strong economy that we are enjoying today is due in part to the sound
and credible economic strategy put in place by the Clinton Admirustration. The
Administration’s strategy has focused on getting the fundamentals right -- reducing the budget
deficit, investing in the Amercan people, and opening markets at home and abroad.  These were
the right policies 1o stimulate the job creation needed (o move the economy to full employment.
And, they are the right policies for attacking the longer term problems of sluggish productivity
growth and widening income inequality that have affiicted our nation’s economy since the early
1970s.

The Report underscores the enormous economic and social benefits to a “high-
emplovment economy.” An economy with strong job creation and low unemployment can make
2 broad and lasting contribution to the well-being of the American people. I_ez me talk briefly
about some of these benefits: :

First, a high employment economy produces certain direct and measurable benefits.

. Returning the economy to full employment yields a direct and measurable benefit fo our nation
by ensuring that the economy’s resources--human and matenial--are not squandered by needless
ayclical unemployment. On average, reducing the tnemployment rate hy a percentage point
raises output by approximately 2 percent; in 1997, 2 percent of GDP was 3160 billion, or roughly
$600 for every American man, woman, and child, Wasted resources from not producing at
potential, together with the human cost of unemployment, are intolerable; the elimination of this
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
iabor force. These new labor market entrants gain much-nesded job experience, building the
* skills they will need to hold down a job in the future, The experience of some European countries
illustrates this point: in Europe, the profonged stagnation or recession may have led to a
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permanent increase in unemployment there, as the unemployed and the never-employed 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 long-termn joblessness and economic marginalization.

Third, it will kelp move welfare récipients into the workforce. Keeping the
untemployment rate low and job growth high is necessary if we are to move current welfare
recipients into the work force. Early, tndirect evidence on this point is encouraging: employment
and labor force participation rates among single women who maintain families--about two-thirds
of whom have children under 18-—have increased in the past few years, This is probably in part
the result of recent welfare reform: the greatest acceleration in employment rates has seourred
among those single women most likely o be affected by welfare reform, namely, thase with
voung children. Nevertheless, it is obvious that fostering an economy in which job opportunities
are plentiful plays a crucial part in aiding the transition from welfare to work,

Fourth, it enhances personal economic security. Knowing that work Is available to those
who seek it, at wages sufficient to keep them and their families out of poverty, is a key to
personal econemic security, A tight fabor market increases the confidence of job losers that they
will 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, ¢nables those who want ar need to switch jobs to
do so without a ong period of joblessness, and lowers the duration of a typical unemployment
spell.

And, finally, a high-emplovment economy may help reverse the rend toward greater

‘economic ineguality. From the 1980s until the carly 1990s, the economy's ability to reduce
poverty through growth alone was hampered by a stropg 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 1993, living standards for all Americans are on the rise,
especially for those at the bottom of the income distribution. The poverty rate fell to 13.7 percent
in 1996, from 15.1 percent in 1993; the poverty rate for black Americans 1§ at a historical low,
and in 1997 unemployment among biacks fell to s Towest rate since 1973, Since 1993,
household income has grown in each quintile of the income distribution, with the largest
percentage increase going to the poorest members of our society. Ma:zmammg a full-employment
economy is essential if this 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 lived and
worked. Today, 24 percent of families are headed by a single parent, compared with 14 percent
235 years ago. Three in five married mothers with children under 6 are in the work force-—twice as
large a share a5 in 1970. - And the U.S. population is aging-- in the next century there will be
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fewer workers for every.retivee, making issues related 1o retirement securily 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 caregr--when they retire.
Information technology is dominating industry: in the 1950s the information technology industry
barely existed; today it employs a larger share of the labor force than the automobile industry did
in the 19505 and 1960s. Because information and technology and global commerce are leading
the transformation of the 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 1o deal with these changes and the
challenges they pose. 1t 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 of the key agends areas:
retirernent secunty, the chailenges of childeare and racial and ethnic economic inequatiey.

First, tet me talk about issues related to the aging of the population, which we address in
Chapter | of the Economic Report - reforming Social Security, For aimost 60 years, Social
~ Security has provided Americans with income security in retirernent and protection against loss
of family income due to disability or death. A large share of elderly Americans, particularly
those with low incomes, rely on Soclal Security as their primary source of pension income in
retirement. The system has enjoyed dramatic success in reduging poverty rates among older
Agmgricans.

Today, however, many Americans fear that Social Security will not be there for them
when they are ready to retire. This concern reflects the widespread recognition that, under current
“intermediate” projections of the Social Security trustees, the system faces a long-term 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 will then have to draw
down the systemy's trust fund, and by 2029 those funds will be exhausted. If still nothing has been
done, the government would then face several options which it could adopt singly or in
combination: it could reduce benefits until they are in line with collections, raise payroll taxes to
cover an unchanged level of benefits, or finance the shortfall from other parts of the budget, by
raising other taxes, cufting expenditures on other programs, or borrowing and aliowing 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 Securify should not be
downplayed, its magnitude is not 50 large as to be insurmountable, particularly if early action is
taken. For example, even if nothing is done and the trust fund i3 exhausted, payroll taxes will sill
be sufficient to permanently finance roughly 75 percent of benefits. Put another way, the
difference between the anticipated income and the anticipated expenditures of the QASDI (Old
Age, Survivors, and Disability Insurance) program over the nexs 75 years amounts o around 2%

4



percentage points of zéxabie payroll, or approximately 1 percent of GDP. These facts suggest
that the problem of placing Sccial Security on a sound financial footing can admit of eventual
resoiution.

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
alse proposed a process 10 devise an appropriate solution over the next 2 years,

A secend major policy challenge involves children and issues related to childcare.
Chapter 3 of this year's Repor? documents that there have been notable improvements in
children’s well-being over the past three years, although an unaccepiable fraction of Amenca’s
childeen still live in poverty, Children have shared in the benefits of the recent economic
expansion: the official child poverty rate has fallen by 2.2 percentage points since 1993. And,
-under a broader measure of poverty which includes both taxes (like the EITC) and non-medical
in-kind benefits, the poverty rate for children has decreased by 4 .7 percentage points from 1993
{0 1996, and is now below its level in 1989, The primary reason for this drop is because more
" families were able to gam enough money o pring their incomes above the 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 1990s, and the share of households
with children living 1n housing in poor physical condition has also declined since the late 19705,
There have also have been increases in low-income children’s utilization of basic health care
services, and continved improvements in mortality rates of infants and voung children during the
1990s. ’ :

Despite these improvements, many children remain economicelly vulnerable, One in five
children, and nearly one i two children in female-headed families, had incomes below the
poverty level in 1996, Adequacy of family income is a critical predictor of both the present and
future well-being of children. Children who grow up in low-income families score lower on
standardized tests, complete fewer years of school and tend to have lower carnings. With respect
16 medical care, one in seven children did not have access to health insurance in 1998, despite
~ substantial increases in Medicaid coverage since 1989, due to 2 concurrent decline in children’s

. private health insurance coverage; one in nine children lived in houschaolds 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 science, mathematics, and reading. Thus, too many children are at
risk of current and foture 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 Insurance Program, which offers $24 billion over five years
1o States to expand health insurance for uninsured children.  For Bscal 1999, the President hag
proposed 10 expand the supply of affordable housin g for low-income families, through a 40%
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increase in the low-income housing tax credit, and through continued expansions in the HOME
Investments Partnership Program.  The President has also proposed two major new initidtives to
improve the guality of elementary and secondary education. The first would invest $12.4 billion
over 7 years 10 bring down class sizes in public schools in grades 1 to 3 from a nationwide

. average of 22 pupils in to an average of 18. The second would provide tax credits to pay inferest
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 of marmried mothers
with a child under six were working--compared to 30 percent twenty years ago, For most of
these families, it is difficult 1o 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 1a paid care.  Comparable familigs with annual
incomes above $54,000 spent oaly 6 percent of their income on child care. There is also reason
to be concerned about the quality of child care: A recent study of regulated child care providers
found that $6 percent of chuld care centers surveyed provided mediocre or poor care when judged
from the perspective of child development, and 12 percent were of such poor guality that the
children’s health and safety needs were only partly met,

The Prestdent’s I?f}*} budget includes a 821 billion increase in funding for child care, to
make it acceasible to more families and to raise its quality. An important part of this proposal is
increased tax credits for 3 million working families to help them pay for child care, as well as an
increase in block grants to States that will directly subsidize child care for low-income families,
In addition, the proposal calls for a new Farly Learning Fund, along with support for the
enforcement of State child care health and safety standards, scholarships for up to 50,000 child
gare providers per year, and funding for research and consumer education. Finally, the proposal
includes $3.8 billion in additional funding over § vears to help to reach the goal of expanding -
partlc:patlon in Head Start to 1 million children in 2002.

Fmally, 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 ethnic 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
racial and ethoic groups in the postwar period, it has been very uneven, with rapid progress in the
1560s and carly 1970s, followed by 20 years of stagnation between the early to mid-1570s 10 the.
. early 1990s.

The ém&ni,cxpansicn 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 compiled under the Home Mortgage Disclosure Act show that 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 dispanities in economic status across racial and ethnic groups
persist. For example, income gaps between black and white families are as 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 and Hispanic children in poverty in comparison 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 determinants of economic inequality across racial
groups. After increasing rapidly betiveen 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 tncrease in the demand for more educated
workers and an increase in the skilled-unskilled earnings differential. Because blacks, Hispanics
and American 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 empowerment 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 prevF;ntion remedies for discrimination, and provide for better



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.dialogue on
race in Amernca, '

CONCLUSION

Let me conclude by saying that over the past year the performance of the U.S. economy
has been extraordinary: strong growth and low unemployment combined with low and stable
inflation, And there are enormous social and economic benefits to our high-employment
economy. But thet success-and the sconomy’s present strength--cannot be taken for granted.
Moreover, there are still long-term changes and challen ge:s facing our nation as we enter the 21st
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 all Americans, regardless of age or erigin, have the skills they need to prosper in a world of
change and opportunity,
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Racial and Ethnic Economic Inequality:
How much progress?

Janet Yellen, Chair
Council of Economic Advisers
January 14, 1998
President’s Initiative on Race Advisory Board Meeting

Before 1 begin, I am pleased 1o announce that as part of the 1998 Economic Report of the
President, we will be including a chapter on racial and ethnic economic inequality. The Report,
which the Council of Economic Advisers submits to Congress each year, will be released in carly
February. My presentation today will preview portions of the Chapter that pertain (o the topic of
today's Advisory Board meeting: racial and ethnic differences in econothic well-being and l:zbar
market success,

My goal today is to give you the numbers — 1o give vou a sease of the economic standing
of different racial and etlyic groups -- where we are today and where we have been, Of course,
statistics are subject {0 interpretation, but I hope that my presentation will help set the stage for
today’s discussion,

Overview

[ will begin with a snapshot of economic well-being of different racial and ethnic groups,
including income, wealth, poverty, the emergence of the “middle class,” and inequality. 1 will
then turn to the labor market -- unemployment, earnings, educational altainment, and
seeupations. ’

But first let me just make a brief note about data availability: In my remarks today, 1 will
mastly present data for blacks, whites, and Hispanics only, because the samples in our regular
surveys are often not large enough te produce retiable estimates for smaller populations such as
Asians and Pacific Islanders and Amerlcm Indians. I have included information &%}{}ut these
groups where it is available,

Themes

I wilt present a substantial amount of data, so let me give you an overview of the themes
that I hope you will take from my preseniation.

First, over the last half century, disadvantaged minority groups have made substantial
prograss, both in absolute terms and relative to whites. But that progress has been uneven. In the
19505, and especially the 19605, economic growth was strong and improvements in ccononic
well-being were widely shared. The 1960s and carly 1970s also witnessed substantial narrowing
of econpmic differences between blacks and whites, But, this narrowing seems 1o have stalled
some timge in the early to mid 1970s. There are some hopeful signs of renewed progress in the
1990, but it is really 100 soon to tell if these signal the beginning of a new period of declining

" ractal and sthaic economic disparities.

On average. the economic status of Hispanics, relative to whites, is lower today than in

the early 1970s. However, the Hispani population has grown rapidly over this period, roughly



doubling in ‘size between 1980 and 1996, Therefore, in interpreting these trends, it is important
to keep in mind the increasing mumber of Hispanic immigrants with lower education Jevels, Just
{0 cite one example, college completion rates increased substantially smong native-born
Hispanics over the 1980s, even though college complelion among all Hispanics was stagnant,
andt the relative economic status 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 economic

status of Asians and Pacific Islanders is simifar to that of white non-Hispanics, But there is great
economic diversity within that group. For example, despite similar median incomes, poverty
rates for Asians and Pacific Islanders are abount 70 percent higher than those of non-Hispanic
whites, although they are still far lower than rates for blacks, Hispanies, and American Indians.

According to the most recent data, American Indians bad the Jowest income and the
highest poverty rates of all groups.

A second major theme is that large rama] and cthnic disparities in economic status persist;
so there is much to be done. :

Income and Wealth -

Now, let me begin my presentation of :im with what is probahly the most widely used
indicator of economic well-being: income.  The first chart presents family income since 1967,
Inflation-adjusted lamily income has risen for whites and is highest among whites and Asiang
and Pacific Islanders. Black family income grew only slowly while median Hispanic income
actually declined. Black family income as a fraction of white income rose in the 1960s, but thig
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 time, may be a more complete measure of economic well-being
because it is accumulated gver lifetimes and frangferred across generations. Wealth 1S important
because it can enable a family 10 maintain its standard of Hving when income falls due to job
ioss, family changes such ag divorce or widowhood, or relirement. Racizal and ethnic disparitics
in wealth are even greater than for income. As you can see from the bottom chart, the median net
worth of white households was more than ten times that of black or Hispanic hauseholds in 1993,
And there are also large racial and ethnic differences in wealth among houscholds with mmlar
incomes.

Growth of the “Middle Class”

The emergence of a large middle class is one of the great accomplishments of the post-
war economy. As you can see from the top chart, the proportion of blacks who were considered
“very poor” -- which is defined here as.family income below 50 percent of the poverty line - {elf
dramatically between 1940 and 1970, By 1990, nearly 50 percent of blacks had incomes that
were more than twice the poverty line.  The bottom chart shows a similar emergence of a large
white middle class. These charts use data from the decennial Census, so the precise turning
peints 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 mid 1970s, and family
incomne growth has picked up again in the 1990«
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Poverty

Poverty rates fell markedly in the i%(}s but stagnated stamng in the early to mid 1570s,
However, here again there are signs of renewed progress in the 1990s as the black poverty rate—-
and the difference between the white and black poverty rate -- feil to new lows in 1996,

As I noted carlier, despite medjan income comparable to that of whites, the Asian and
Pacific Islander population has & higher poverty rate than the white pepulation.

The Hispanic poverty rate is high and has generally risen since the early 1970s. It
surpassed the black 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 pergent,
Inequality . .

Tt is helpful to put the data on income and poverty in the context of more general trends in
income inequality. This chart shows a widely used index of inequality. Family income inequality
has been rising fairly steadily since the early 1970s. Increasing ineguality generally means those
at the bottorn will become worse off relative to those in the middle or top. Since minovitics are
over represenied at the bottom of the income distribution, widening inequality is cx;}ﬁcte:{i 10
w:cien income gaps between minority groups and whites,

Now, lef me turn to the Jabor market. The link between iabor market success and
cconomic well-being is obvious, For example, wage and salary income makes up over 80 percent
of the income of people between the ages of 15 and 65, and the poverty rate among workers is
less than one-third that of nonworkers. ’

Role of Education ,

It is important to understand that changes in racial inequality--and overall inequality-- are
intertwined with broader changes in the economy and labor market. T have already mentioned
how the general trend of rising income inequality is likely to exacerbate inequality across racial
and ethnic groups. One of the most important recent developments in labor markets in the past
15 years is the rising demand for more-cducated workers.

Economisis have emphasized that technological changes in production processes, such as
the increased use of compulers, have increased the demand for workers with a college education,
This change has increased the pay of college-educated workers compared to those with less
education. From the top chart, you can see that the carnings of cellege graduates compared (o
those with only a high school degree rose rapidiv in the 1970s and 1980s,

So how does the increased value of 4 college education affect race differences in labor
market outcames? Well, as you can see from the botlom chart, blacks and Hispanics are Jess
likely to hold a college degree than whites and Asians, Armerican Indians also have lower rates
of college attainruent. 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 ]aber market is the unemployment rate. The
econamy s doing extremely well right now and the unemployment rate has been below 6 percent



for more than 3 years. The unemployment vate in Arizona is currently under 4 percent. A strong
economy benefits nearly everyone, especially those at the bottom of the earnings and income
distribution wha are most likely to lose jobs during economic downturns,

’ Unetnployment rates have fallen dramatically for all groups in the present recovery, and
in 1997, the black unemployment rate fell 1o it lowest level in over 20 vears, But large disparities
are still apparent: in 1997, black and Hispanic unemployment rates were about twice those of
. whites. Unemployment rates for minority tesnugers remain high, currently around 30 perceat,
and can exceed 50 percent in severe recessions. Apd, as you can see from the chart,
unemployment among blacks and Hispanics is not only higher, but also tends to rise more in
reCessions. ‘ ,

So there is reason to celebrate the strong economy and low unemployment. Bot other
indicators of success in the labor market - such as earnings -- also influence racial and ﬁ:‘aﬁz‘zziz
differences in econorme status. '

Earnings

Research has shown that, pamcuim’%y in the 10 vears 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 shows the ratio of black and Mispanic male earnings
1o white mule earnings. As you can see, relative carnings of Hispanic and black men have
generally fallen since 1979, Evidence suggests that the decline began some time n the mid
1970s.

Black women nearly reached pay parity with white women by the mid 1970s. However,
as the bottom chart shows, this earmnings gop has widened again. Agam, you can see that the
relative status of Higpanic women has declined.

Earnings & Education :

We have seen that earnings are fower for minorities than for whites, on average, and that
education has become increasingly important. It is also interesting to Jook at carnings gaps for
workers with similar educational attainment. This slide shows that earnings ratios for people with
similar levels of education are much higher than the overall ratio. This paltern suggests that a
substamtial fraction of the gap in wages betweer blacks and whties, and particularly berween
Hispanics and whites, is due to differences in educational attainment. But even for workers with
similar education, disparities remain, suggesting that educatwn is Important, although not the
whole siory, _.

Earnings Gaps

There is considerable debate about how to explain the remaining carnings differences. A
number of factors may play a role, and this slide lists some possibilities, This list is by no means
exhaustive, and the causes of camings gaps are complex. Let me mention some of the leading
potential explanations; One possibility is that there may be diffesences in Inbor market skill.
These skill differences could be linked to the quality of schools, other investments in human
capital, and diswlvantaged family backgrounds. Secondly, there is undeniable evidence that
discrimination i3 a continuing problem {n the American workplace. A critical question is the



extent (o which racial and ethnie sarmings gups are due to diserimination or o other fuctors.
These are subjects that our panelists have all studied, so T suspect that we will be hearing more
about this soon. . . -

Education & Experience

-Let me offer 2 couple of additional possible explanations for the trend in carnings
differentials between black and white women. The earlier chart shows that black women made
extraordinary progress refative to white women in the 1960s ad the early 1970s, but the trend
then reversed. As you can see from the 1op chart, attainment of a college degree among white
women has risen quickly, faster 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-whitc carnings 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 widened during
this period. ‘

Another possible explanation refates to labor market expenence The bottom chart
shows that labor force participation has grown more rapidly for white women than for black
women since the 19705, This means that their work experience was also growing more quickly.
 And experience 15 rewarded with higher earnings, : :

Occupat;{ma .

Like wealth, occupations may lcll us more about long-term economic statug than wages or
unemployment in a single year. There were significant inprovements in the occupational statug
of blacks in the 1940s, 50s, and 60s. 'For example, black men moved out of agricultural work
into higher-paying, biue-collar jobs in farge numbers, and black women shifted out of domestic
service and into other service, clerical, and blue-collar occupations during this period.

More recently, growth in the higher-paying managenal and professional cccupations has
been strong, and over the past |5 years, the increase in managenal and professional employment
has been especially sharp for women. These charts show that a {ar higher fraction of whites than
blacks or Hispanics work in managerial and professional occupations. Hispanics are much less
likely to be working in managerial and professional sccupations, and there has been hittle
improvement in the percent of Hispanics employed in these occupations over the past 13 years.
Since 1990, there has been noticeable growth in the proportion of black men in managerial and
prefessional positions, although they still lag far behind whites and black women, '

Themes

So, let me sum all this up by saying that, when it comes (¢ 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 1970s to the early 190905, Recently, we have seen some signs that progress
may be picking up, but it is 100 soon 1o ell. In any case, it 15 ¢lear that unaccepiably large
economic disparities remain, :
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NT TION

It is truly a pleasure 1o be here with you in San Diego representing the people of the
United States, It is an hanor to share the podium with my fellow Keynote Speakers--Richard
Rosenberg, Chairman Chiang, Chairman of the Council for Economic Planning and
Development and a fellow cconomist; Minister Wang, a former Business School professor iike
myself and so many other distinguished individuals who are here today: T want to particularly
thank our swo Chairmen, Jeffrey Koo and Bill Clark. They personify the dynamism which has
been the hailmark of these Councils and of the m%az;zzzzshzgs between the United States and
Taiwan.

In preparing for my presentation 1day, | 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. Qver the last several months, however, as the shadow of {financial problems has
spread over the East Asian region, 4 new cottage industry 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 seemn sure that the Asian Model has been eclipsed, T am not
prepared 1o join that Guild. In my view, the achievements of the fast 20 vears have not been
obliterated by the turmoil in Asian financtal markets and the devaluations of the last several
months. ’

Today is neither a time (0 pay homage nor a time for evologies. Rather it's a time for .
a sober-miinded 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 particolarly stress the
importance of a continued commitment to openness and economic integration.

- [ do not need o 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 Asiz, in
China, in the Hong Kong Special Administrative Region, Changes in the value of Taiwan's
currency immediately preceded a sharp downturn in Hong Kong's stock market. Problems
that begap in Thailand have spread out of Southeast Asia into Northeast Asia. While each
economy in the region has s own szmqae characteristics -~ and certainly this applies toTaiwan
~-- the yuerrelationships of the reglon’s economies regquire exch 1o pay attention to the
successes, and the failures, of its neighbors.



So, this afternoon 1 will briefly discuss the fundamental economic conditions that 1
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 will be necessary to put Asian
economies back on track to solid growth.

THE F \DATI F T 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
has faced its own unique set of circumstances. But, 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 sustainable budgets and by raising the returns to private saving.
Bur 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.
They had a clear sense of priorities.

For instance, and this is really the third ingredient, the most successful governments
placed a high priority on investing in 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, the most successful economies were characterized by a basic openness to
technology, and strong efforts*o learn from, and adapt, foreign best practices.



And, finally, policy makers in the most successful East Asian economies demonstrated
an ability to know when government should get in and where government should stay
out. Achieving that delicate balance hetween doing what supports growth - such as
investing in infrastructure and R&D and providing appropriate banking systemn
supervision -~ and nof intervening to¢ beavily is a very difficult task. The most
successful East Asian economies were able to find that appropriate middie ground, a
middle ground which so many countries, both developed and less develaped, have
found difficult to Jocate. ' k

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 investmient or foreign competition; and, where they have failed (o protect inteliecival
property.  But on halance the five strengths that | just deseribed have laid a foundation upon
which these econonties can build and return 1o solid growth and healthy development when
stability has been restored to their financial markets. To achieve this retarn to growth,
however, it is critical for the East Asian economies (o first work 10 address the valnerabilities
which have helped fuel and prolong the financial crises. '

RESTORI D} FINANCIAL DITION »

Just last week in Vancouver, leaders from the 18 economies of the Asia-Pacific
Economic Cooperation forum -- or APEC -- embraced a common approach to restoring
financial market stability. They agreed 1o strengthen the three lines of defense that protect an
economy from the type of financial market instability that we have seen in recent months.

An economy’s first line of defense is sound domestic policies; sound policy regimes
are 3 pecessary precondition o restore confidence and calm financial markets. These include
the basics: 3 sustainable exchange rate 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 financiat institutions.
President Clinton’s economic team has been working closely with our partners in the region
and with international financial institutions such as the IMF and the World Bank to help re-
gstablish financial stability in Southeast Asia. Building on the “Manila Framework” developed
by the Deputy Finance Ministers, APEC leaders agreed that the IMF must continue 1o be the
venterpiece of any international response to financial crises, For that reason, they
recommended strengthening the capacity of the IMFE to respond rapidly and effectively 1o
financiul crises, for instance by establishing a new short-term financing facility.
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But the regional reverberations of the financial wrmoil in'Asia have also pointed to the
importance of a third line of defense: regional cooperation. Recognizing that neighbors have a
disproportionate interest in each others’ financial soundsess, APEC leaders agreed to establish
s regional surveillance forum to provide a mechanism for expressing concerns frankly and
openly. They also agreed to a rapid-response mechanism for identifying addivonal resources
10 supplement IMF programs on a case-by-case basis as needed.

Together, these three lines of defense - if iméiemm{e{i rapidly and steadfastly --
should help 1o restore confidence and stability to the region’s financial markets, creating
conditions for the restoration of growth.

Finally, there is one last inpredient that has been a central part of the region’s past
recipe for success that [ believe will continue to figure prominently..

Perhaps more than any other region in the world, East Asia has benefitted from close
~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
mereasingly integrated. Imtra-regional investment, subcomracting and trade in finished goods
occupy a growing share of the total trade for these economies, and, at the same tme, trade
with APEC as a whole has grown rapidly.

Today's economic changes and challenges all point o the importance of larger and
more integrated markers: larger markets provide necessary economices of scale; intra-regional
investment provides the presence that is so often necessary tor the delivery of modern
services; and, greater integrarion makes possible those instantaneous communications that are
the heart and core (’}f our most dynamic, creative industries.

And trade ties between East Asia and America are éeep and growing fasz The
statistics are tejling:

® Eleven Asian APEC economies accounted for about one-third of
America’s merchandise trade m 1996, That is 60% more total
trade than between the United States'and Western Europe.

* Talwan is a key player in this ever expanding trade relationship.
As Chairman Wang noted, Taiwan is our 7th largest merchandise
~export marker; our 6th largest source of merchandise imports and
our 8th largest trading partner overall,
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With the recent financial market furmoil, some in East Asta may have been tempted to
turn inward. to retreat from international markets, Instead, at the recent meeting in
Vancouver, APEC Leaders agreed to embrace increased integration - opening trade in nine
new areas covering $1.5 trillion in goods and serviceg - ev&z‘yﬁmg from chemicals 1
enwmnmenm] technology to medical equipment.

It is critical for the East Asian economics (o continue this progress: increased economic
jntegration is necessary for the continuation of growth and development in East Agla. .

CONCLUSION

It is the people in this room and others like you who will be the driving force for future
integration in the APEC region. You -- the business men and women of America and Fast
Asia - are the source and the energy for the changes and developments in our €conomics.

You can help ensure z%;a{ the East Asian cconomies continue (o look outward and move
forward. .

We hope and encourage—and indeed, challenge--the members of these two Councils to
maintain your strong participation i trade and Investment that has contributed so much to the
economic vitality of the Region. For 21 years you have understood the imiportance of the
economic and commercial relationship berween the United States and Taiwan. Together
business men and women from Taiwan and the U.S. have created an mportant link between
our two peoples. The Joint Councils have been the anvil where that link has been forged. 1
salute vou for vour accampilshments and look forward to your continued leadership-and
SUCCERS, :



