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ECONOMIC REPORT
OF THE PRESIDENT



ECONOMIC REPORT OF THE PRESIDENT
To the Congress of the United States:

Today, the American economy is stronger than ever. We are on the brink
of marking the longest economic expansion in our Nation’s history. More
than 20 million new jobs have been created since Vice President Gore and |
took office in January 1993. We now have the lowest unemployment rate in
30 years—even as core inflation has reached its lowest level since 1965.

This expansion has been both deep and broad, reaching Americans of all
races, ethnicities, and income levels. African American unemployment and
poverty are at their lowest levels on record. Hispanic unemployment is like-
wise the lowest on record, and poverty among Hispanics is at its lowest level
since 1979. A long-running trend of rising income inequality has been halt-
ed in the last 7 years. From 1993 to 1998, families at the bottom of the
income distribution have enjoyed the same strong income growth as workers
at the top.

In 1999 we had the largest dollar surplus in the Federal budget on record
and the largest in proportion to our economy since 1951. We are on course
to achieve more budget surpluses for many years to come. We have used this
unique opportunity to make the right choices for the future: over the past 2
years, America has paid down $140 billion in debt held by the public. With
my plan to continue to pay down the debt, we are now on track to eliminate
the Nation’s publicly held debt by 2013. Our fiscal discipline has paid off in
lower interest rates, higher private investment, and stronger productivity
growth.

These economic successes have not been achieved by accident. They rest
on the three pillars of the economic strategy that the Vice President and |
laid out when we took office: fiscal discipline to help reduce interest rates
and spur business investment; investing in education, health care, and sci-
ence and technology to meet the challenges of the 21st century; and opening
foreign markets so that American workers have a fair chance to compete
abroad. As a result, the American economy is not only strong today; it is well
positioned to continue to expand and to widen the circle of opportunity for
more Americans.

The Administration’s Economic Strategy

Our economic strategy was based on a commitment, first, to fiscal disci-
pline. When the Vice President and | took office, the U.S. Government had



a budget deficit of $290 billion. Today we have a surplus of $124 billion. This
fiscal discipline has helped us launch a virtuous circle of strong investment,
increasing productivity, low inflation, and low unemployment.

Second, we have remained true to our commitment to invest in our people.
Because success in the global economy depends more than ever on highly
skilled workers, we have taken concerted steps to make sure all Americans
have the education, skills, and opportunities they need to succeed. That is
why, even as we maintained fiscal responsibility, we expanded our investments
in education, technology, and training. We have opened the doors of college
to all Americans, with tax credits, more affordable student loans, education
IRAs, and the HOPE Scholarship tax credits. So that working families will
have the means to support themselves, we have increased the minimum wage,
expanded the Earned Income Tax Credit (EITC), provided access to health
insurance for people with disabilities, and invested in making health insurance
coverage available to millions of children.

Third, we have continued to pursue a policy of opening markets. We have
achieved historic trade pacts such as the North American Free Trade
Agreement and the Uruguay Round agreements, which led to the creation of
the World Trade Organization. Negotiations in the wake of the Uruguay
Round have yielded market access commitments covering information tech-
nology, basic telecommunications, and financial services. We have engaged in
bilateral initiatives with Japan and in regional initiatives in Europe, Africa,
Asia, the Western Hemisphere, and the Middle East. We have also actively
protected our rights under existing trade agreements through the World Trade
Organization and helped maintain the Internet as a tax-free zone.

Meeting the Challenges of the Future

Despite the economy’s extraordinary performance, we must continue
working to meet the challenges of the future. Those challenges include edu-
cating our children, improving the health and well-being of all our citizens,
providing for our senior citizens, and extending the benefits of the economic
expansion to all communities and all parts of this Nation.

We must help our children prepare for life in a global, information-driven
economy. Success in this new environment requires that children have a high-
quality education. That means safe, modern schools. It means making sure
our children have well-trained teachers who demand high standards. It means
making sure all schools are equipped with the best new technologies, so that
children can harness the tools of the 21st century.

First and foremost, our children cannot continue trying to learn in schools
that are so old they are falling apart. One-third of all public schools need
extensive repair or replacement. By 2003 we will need an additional 2,400
schools nationwide to accommodate these rising enrollments. That is why, in
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my State of the Union address, | proposed $24.8 billion in tax credit bonds
over 2 years to modernize up to 6,000 schools, and a $1.3 billion school
emergency loan and grant proposal to help renovate schools in high-poverty,
high-need school districts.

Second, if our children are to succeed in the new digital economy, they
must know how to use the tools of the 21st century. That is why the Vice
President and | have fought for initiatives like the E-rate, which is providing
$2 billion a year to help schools afford to network their classrooms and con-
nect to the Internet. The E-rate and our other initiatives in education tech-
nology have gone a long way toward giving all children access to technology in
their schools. But there is still a great “digital divide” when children go home.
Children from wealthy families are far more likely to have access to a com-
puter at home than children from poor or minority families. That is why, in
my budget, | propose a new Digital Divide initiative that will expand support
for community technology centers in low-income communities; a pilot pro-
ject to expand home access to computers and the Internet for low-income
families; and grants and loan guarantees to accelerate the deployment of
high-speed networks in underserved rural and urban communities.

Third, we must continue to make college affordable and accessible for all
Americans. | have proposed a college opportunity tax cut, which would invest
$30 billion over 10 years in helping millions of families who now struggle to
afford college for their children. When fully phased in, this initiative would
give families the option to claim a tax deduction or a tax credit on up to
$10,000 of tuition and fees for any postsecondary education in which their
members enroll, whether college, graduate study, or training courses. | have
proposed increases in Pell grants, Supplemental Educational Opportunity
Grants, and Work Study. | have also proposed creating new College Completion
Challenge Grants to encourage students to stay in college.

We have seen dramatic advances in health care over the course of the 20th
century, which have led to an increase in life expectancy of almost 30 years.
But much remains to be done to ensure that all have and maintain access to
quality medical care. That is why my budget expands health care coverage,
calls for passing a strong and enforceable Patients’ Bill of Rights, strengthens
and modernizes Medicare, addresses long-term care, and continues to
promote life-saving research.

My budget invests over $110 billion over 10 years to improve the afford-
ability, accessibility, and quality of health insurance. It will provide a new,
affordable health insurance option for uninsured parents as well as accelerate
enrollment of uninsured children who are eligible for Medicaid and the State
Children’s Health Insurance Program. The initiative will expand health
insurance options for Americans facing unique barriers to coverage. For
example, it will allow certain people aged 55-65 to buy into Medicare, and it
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will give tax credits to workers who cannot afford the full costs of COBRA
coverage after leaving a job. Finally, my initiative will provide funds to
strengthen the public hospitals and clinics that provide health care directly to
the uninsured. If enacted, this would be the largest investment in health cov-
erage since Medicare was created in 1965, and one of the most significant
steps we can take to help working families.

As our Nation ages and we live longer, we face new challenges in Medicare
and long-term care. Despite improvements in Medicare in the past 7 years,
the program begins this century with the disadvantages of insufficient fund-
ing, inadequate benefits, and outdated payment systems. To strengthen and
modernize the program, | have proposed a comprehensive reform plan that
would make Medicare more competitive and efficient and invest $400 bil-
lion over the next 10 years in extending solvency through 2025 and adding
a long-overdue, voluntary prescription drug benefit.

The aging of America also underscores the need to build systems to pro-
vide long-term care. More than 5 million Americans require long-term care
because of significant limitations due to illness or disability. About two-thirds
of them are older Americans. That is why | have proposed a $27 billion
investment over 10 years in long-term care. Its centerpiece is a $3,000 tax
credit to defray the cost of long-term care. In addition, | propose to expand
access to home-based care, to establish new support networks for caregivers,
and to promote quality private long-term care insurance by offering it to
Federal employees at group rates.

We must continue to make this economic expansion reach out to every cor-
ner of our country, leaving no town, city, or Native American reservation
behind. That is why | am asking the Congress to authorize two additional
components of our New Markets agenda. The first is the New Markets Ven-
ture Capital Firms program, geared toward helping small and first-time busi-
nesses. The second is Americas Private Investment Companies, modeled on
the Overseas Private Investment Corporation, to help larger businesses expand
or relocate to distressed inner-city and rural areas. Overall the New Markets
initiative could spur $22 billion of new equity investment in our underserved
communities.

I am also proposing a new initiative called First Accounts, to expand access
to financial services for low- and moderate-income Americans. We will work
with private financial institutions to encourage the creation of low-cost bank
accounts for low-income families. We will help bring more automated teller
machines to safe places in low-income communities, such as the post office.
And we will educate Americans about managing household finances and
building assets over time.

To further increase opportunities for working families, I am proposing
another expansion of the EITC to provide tax relief for 6.4 million
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hard-pressed families—with additional benefits for families with three or
more children. We have seen the dramatic effects that our 1993 expansion of
the EITC had in reducing poverty and encouraging work: 4.3 million people
were directly lifted out of poverty by the EITC in 1998 alone. More single
mothers are working than ever before, and the child poverty rate is at its
lowest since 1980.

Our initiatives to open overseas markets will continue. We have successfully
concluded bilateral negotiations on China’s accession to the World Trade
Organization and now seek congressional action to provide China with per-
manent normal trade relations. The United States will also work to give the
least developed countries greater access to global markets. We will participate
in the scheduled multilateral talks to liberalize trade in services and agriculture
and will continue to press our trading partners to launch a new round of
negotiations within the World Trade Organization.

We have a historic opportunity to answer the challenges ahead: to increase
economic opportunity for all American families; to provide quality, affordable
child care, health care, and long-term care; and to give our children the best
education in the world. Working together, we can meet these great challenges
and make this new millennium one of ever-increasing promise, hope, and
opportunity for all Americans.

THE WHITE HOUSE
FEBRUARY 10, 2000
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LETTER OF TRANSMITTAL

CouNclIL oF EcoNoMmICc ADVISERS,
Washington, D.C., February 10, 2000.

MR. PRESIDENT:

The Council of Economic Advisers herewith submits its 2000 Annual
Report in accordance with the provisions of the Employment Act of 1946 as
amended by the Full Employment and Balanced Growth Act of 1978.

Sincerely,

N wBeday

Martin N. Baily,
Chairman

W W .
Robert Z. Lawrence,
Member

Kathryn L. Shaw,
Member-Nominee
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CONCLUSION

A Century of Change:
New Opportunities for the Future
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In January 1901, Collier's Weekly Magazine published this vision of what the future
might look like. The editors envisioned that by the year 2001, Broadway in New York
City would offer modern inventions “carried to the highest point of development;’ such as
6-hour trans-Atlantic submarine rides, a “Manhattan Air Line” used much like buses for
local transportation, compressed food tablets for fast-food lunches, and wireless telephones
that could even phone Europe.

he 20th century was one of dramatic growth, change, and new opportu-

nity for America. Technological innovation, globalization, and demo-
graphic shifts have led to fundamental changes in our economy, creating new
industries, transforming how businesses operate, altering the nature of work,
reshaping the typical family, and changing the scope of environmental prob-
lems. The American economy today is more prosperous and more diverse and
offers Americans more possibilities and choices than ever before. But new
challenges have accompanied those changes, and policymakers must continue
to seek ways to harness and maximize the benefits for all Americans.

277



Rising to these policy challenges is particularly appropriate as we seek to
sustain the phenomenal economic performance America currently enjoys.
We are on the brink of achieving the longest economic expansion on record.
Perhaps even more important, this expansion has been not just long but
broad and deep as well. Unlike in the last long expansion, all income classes
have shared in the benefits, capturing real, across-the-board income gains. The
unemployment rate is lower than it has been in 30 years, even as core infla-
tion has fallen to its lowest point in 34 years. The poverty rate is the lowest
since 1979. In the past 7 years we have moved from a Federal budget deficit
of $290 billion to a surplus of $124 billion. That has helped keep interest
rates low and freed up capital for investment, which, in turn, has helped pro-
ductivity rise over the course of this expansion. \We are now seeing the payoffs
of a concerted policy strategy of exercising fiscal discipline, of investing in
education, training, and technology, and of opening markets abroad. Indeed,
this expansion so far has defied the odds: it has achieved low unemployment,
low inflation, strong growth, strong investment, rising productivity, and
across-the-board income growth—all simultaneously.

In this Economic Report of the President for the year 2000, we have outlined
some of the key economic changes of the past century and analyzed some of
the principal factors driving those changes. We have discussed the new
opportunities and the new challenges that have emerged as the United
States has moved from an agrarian and industrial economy, anchored in the
production of goods, to an increasingly information-driven economy, fueled
by the exchange of services and ideas.

A Look Back

To appreciate how far we have come, it is instructive to look back on what
American life was like in 1900. At the turn of the century, fewer than 10 per-
cent of homes had electricity, and fewer than 2 percent of people had tele-
phones. An automobile was a luxury that only the very wealthy could afford.
Many women still sewed their own clothes and gave birth at home. Because
chlorination had not yet been introduced and water filtration was rare,
typhoid fever, spread by contaminated water, was a common affliction. One
in 10 children died in infancy. Average life expectancy was a mere 47 years.
Fewer than 14 percent of Americans graduated from high school.

The typical family was a two-parent family where the father was the
breadwinner and the mother did not work for pay. Fully 80 percent of Amer-
ican children lived in this kind of family. Fewer than 10 percent lived in sin-
gle-parent homes. Widowhood was far more common than divorce. The
average household had close to five members, and a fifth of all households
had seven or more.
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More than 40 percent of the work force labored in agriculture. Average
income per capita, in 1999 dollars, was about $4,200. Options for women
and minorities in the work force were limited. The overwhelming majority of
women worked at home or on the farm. Only about 20 percent of women
were in the labor force, and those who did work were likely to be unmarried
and in low-paying occupations. Over 90 percent of African American
women worked as either farm laborers or domestic servants. The typical
workweek in manufacturing was about 50 hours, 20 percent longer than the
average today.

In 1900 only 5 percent of factories used electricity as a power source. The
rest still used steam or water power to drive their machines through intricate
arrangements of wheels, belts, and shafts. By far the greater part of the pro-
ductive economy was involved in making goods. Only about 30 percent of
workers were employed in service industries, and services made up just 2 per-
cent of U.S. exports. Although international trade equaled about 15 percent
of GNP, there was relatively little integration of national economies through
investment and production arrangements.

The American Economy Today

The broad contrasts between America in 1900 and America today are
striking. Some of the most dramatic improvements have been in the area of
public health. Infant mortality dropped by more than 90 percent over the
course of the century. Life expectancy has increased by about 30 years. Dis-
eases such as typhoid, cholera, smallpox, and polio have been dramatically
reduced or even eliminated through improved sanitation and the widespread
use of vaccines.

Average income per capita is now $33,740, more than eight times what it
was at the beginning of the 20th century. Just 3 percent of the labor force
now work on farms. More than 40 percent of total employment is in indus-
tries that are intensive users of information technology. And studies project
that the five fastest growing occupations between now and 2008 will be
related to computers. The service sector accounts for 50 percent of the 20
million new jobs created over the last 7 years, and services are now about 29
percent of exports. More than 80 percent of Americans aged 25 and over
have graduated from high school, and almost a quarter have graduated from
college.

The long-standing gender gap in education has disappeared—women are
in fact graduating from high school and college at slightly higher rates than
men. Over 75 percent of women aged 25-44 are in the work force. WWomen
and minorities are now employed in a broad range of industries and occupa-
tions that had previously been closed to them. And although the pay gaps
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between men and women, and between whites and minorities, have not yet
disappeared, they have shrunk significantly.

The “typical” family today is much more diverse. Some 28 percent of
children now live in single-parent families, and another 44 percent live in
families where both parents are in the paid labor force. Only 24 percent of
children now live in what used to be the typical model of a breadwinner-
father and homemaker-mother. Meanwhile many other types of family
arrangements, including unmarried-partner households and same-sex-
partner households, have become more commonplace.

Today, the vast majority of households have electricity, telephones, and
automobiles. A number of appliances that did not exist 100 years ago are
now considered common, if not essential, household fixtures: televisions,
videocassette recorders, refrigerators, washing machines, wireless phones,
and personal computers, to name a few.

America’s international trade (exports plus imports) now amounts to near-
ly 25 percent of GNP. Both trade and cross-border investment have been
spurred by a range of new technologies and products that have cut transport
costs and allowed producers and investors continents apart to coordinate
their activities with ever greater ease. A U.S. computer manufacturer can
import components from foreign suppliers or its own overseas facilities.
International mutual funds allow American families to diversify their savings
across both industrial and emerging markets abroad. And with the advent of
e-commerce, consumers around the world can order a wealth of goods that
they might never find at their local shopping centers.

The Drivers of Change and the Challenges Ahead

These dramatic changes have been driven by a number of factors. As this
Report has outlined, among the most important are technology, demographic
change, and globalization. America now faces a number of unique challenges
as we try to maximize the benefits to all Americans of the internationally
integrated, technologically advanced economy in which we now live.

Technology

From electricity to mass production to telecommunications and e-commerce,
technological innovation has been a constant in the American economy, and its
effects have been far-reaching. Entire industries that only a few decades ago did
not even exist, such as the computer industry, are now leading engines of
growth. Between 1995 and 1998, information technology-producing industries
contributed, on average, 35 percent of the Nations real economic growth.
Computers are cited as a principal factor in the recent increase in productivity
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growth and are credited with helping keep inflation low. The computer indus-
try itself has achieved dramatic productivity increases: prices of computers have
fallen nearly 30 percent per year on average since 1995. And as companies inte-
grate computers, information, communications technology, and, most recently,
the Internet and e-commerce into their business practices, there is evidence that
technological innovation is changing the very fabric and structure of industries.
Many economists now posit that we are entering a new, digital economy that
could inaugurate an unprecedented period of sustainable, rapid growth.

Amonyg the challenges posed by the evolving digital economy is maintaining
the economic conditions that will sustain the virtuous cycle of low interest rates,
high investment, increasing productivity, low inflation, and strong growth that
we currently enjoy. As this Report has noted, fiscal discipline is a key underpin-
ning of these trends. In addition, government policies must foster the competi-
tive dynamic that encourages firms both new and old to introduce innovative
products and services, to lower prices through gains in productivity, and to
expand customer choice and improve customer service. The greater competition
promoted by the Telecommunications Act of 1996, among other develop-
ments, has led to explosive investment in communications infrastructure in
recent years. This, in turn, has led to a proliferation of new and increasingly
affordable information and data services. As both consumers and businesses
make increasing use of the Internet and e-commerce, these new tools are begin-
ning to have pervasive effects on how business is conducted—much as the
advent of electricity or mass production did earlier in the century.

The American job market is adapting to change with much the same vigor.
Workers who are well educated and technologically skilled command a sub-
stantial wage premium in today’s information-driven economy. Information
technology-producing industries have experienced faster than average job
growth in recent years. In 1997 they added 350,000 jobs—a 7.7 percent
increase from 1996—compared with average employment growth in the
broader economy of about 3 percent. Those jobs, moreover, pay a significant
premium: salaries average $53,000, compared with an economy-wide
average of $30,000.

Now is the time to make the right strategic investments in education and
training, so that the American work force will be well prepared to take advantage
of these new opportunities. Government policies that address this task encom-
pass initiatives to improve the quality and standards of schools, to encourage
students to stay in school, and to help schools afford the technology necessary to
teach students the skills needed in the 21st century job market. Programs such
as the E-rate, together with other initiatives in education technology, play a
valuable role in closing the digital divide by ensuring that all students, whatever
their family’s income and wherever they live, have access to computers, Internet
connections, and teachers trained in the new technologies.
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Demographic Change

Over the course of the century, a number of demographic changes
altered the profile of the typical American family. The massive entry of
women into the work force reflects new opportunities for women but also
places new demands on families. More and more families today are dual-
earner or single-parent families. Without a parent available full-time to care
for the home and children, these families often face both a time crunch and
amoney crunch as they seek to balance the needs of work and family life. To
enable families to reap the maximum benefit from the economic expansion
while still meeting all their members' needs, the Administration has pro-
posed a number of policies tailored to today’s diverse families. These include
increases in the minimum wage; expansions of the Earned Income Tax
Credit and the child care tax credit; enactment of the Family Medical Leave
Act; measures that promote more flexible working arrangements; and the
New Market initiative to extend the benefits to areas that have been left
behind. All these are playing critical roles in helping working families get or
stay in the job market, raise their standards of living, continue to reduce
poverty, and provide for their children.

At the same time, the combination of longer life spans and the aging of the
baby boom has given new urgency to the issues surrounding care for older
generations. The graying of the population poses a clear challenge to policy-
makers to strengthen Social Security and Medicare so that they continue to
meet the changing needs of older Americans, including helping them afford
the prescription drugs that are becoming increasingly important in medical
care.

Globalization

America’s increasing openness to the world, through trade, investment,
and the integration of cross-border business operations, has been yet another
driver of change that has made our economy more prosperous. The freedom
of firms to choose from a wider range of inputs, and of consumers to choose
from a wider range of products, improves efficiency, promotes innovation in
technology and management, encourages the transfer of technology, and other-
wise enhances productivity growth. These benefits in turn lead to higher real
incomes and wages. Quite in contrast to the commonly expressed fear that
globalization hurts American workers, our experience in the 20th century has
shown that as we have grown more open to globalization, we have grown
more prosperous, and both workers and consumers in the aggregate have
realized the benefits. Only a small share of worker dislocation has been attrib-
uted to trade. Policies that help ease the transition and offer retraining to
those workers play an important role in their adjustment. But we as a Nation
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have much to gain from continuing to work for trade liberalization through
the World Trade Organization. We should work, however, to bring more
transparency to the WTO, to make sure that developing countries benefit
from globalization, and to encourage greater consideration of labor and
environmental concerns.

Finally, as our society has become increasingly global in its outlook, and
increasingly scientific in its approach to problems, we have developed a
greater understanding of the environmental challenges facing the planet. At
the beginning of the 20th century, those environmental problems that were
recognized tended to be local in nature, from the horse manure that fouled
city streets to the contamination of drinking water. As the economy grew and
changed, some existing environmental problems got worse while others
appeared for the first time, but that same economic dynamism provided the
resources and the innovation needed to address these problems. We realize
now the need for local attention to certain environmental problems and for
coordinated global attention to global environmental challenges.

We also have a better understanding of how to remedy environmental
problems through market-based approaches to regulation. The experience
with emissions permit trading and emissions charges illustrates how provid-
ing economic incentives can promote greater flexibility in how industries and
other sources reduce their emissions. Such approaches have resulted in more
cost-effective achievement of environmental goals. Market-based approaches
can also stimulate the development and adoption of new, “cleaner” tech-
nologies. Based on our experience and the lessons we have learned in
employing these market-based approaches, we are well positioned to explore
how these approaches can provide the right incentives for countries around
the world to address environmental problems, especially global ones such as
climate change. The whole world can benefit from the exchange of experi-
ences and ideas, just as it benefits from the exchange of goods and services
through wider international trade.

Conclusion

America stands at a unique juncture in its history. \WWe are more prosper-
ous, more technologically sophisticated, and more integrated into the global
economy than ever before. The policy framework that has been in place over
the last 7 years has allowed the growth potential of the private sector to be
realized, and we as a Nation have flourished. Yet great challenges still lie
ahead to ensure that the benefits of this golden age are sustained and shared
as broadly as possible, and that the right investments are made in the future.

Fiscal discipline, to keep interest rates low and fuel continued investment,
will remain fundamental to our policy strategy. Investing in education, health
care, science, and technology will prepare our families and our firms for the
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challenges ahead. Opening foreign markets and continuing to lower barriers
to trade will help deepen the global integration that has served us well thus
far. Harnessing market forces for the betterment of the environment will help
sustain the economy’s robust growth. The 20th century ended on a note of
great achievement for America, but the century just beginning promises to be
brighter still, provided we undertake prudent policies and make strategic
investments for the future.



CHAPTER 1

Sustaining a Record-Breaking Expansion

= TEEN,
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We had the largest industrial economy, the largest agricultural economy, the highest per

capita income, the highest level of education. It must have been a wonderful time to be

alive for most Americans, not for everybody, but for most Americans....I don't think we

can understand what it was like in 1900 unless you think of optimism, of hope, of
buoyancy, for the United States everything seemed to be going right.

— John Milton Cooper, Jr., in an interview for America 1900,

a documentary in The American Experience series on PBS

he policy strategy of maintaining fiscal discipline, investing in people

and technologies, and opening international markets has borne rich
fruit, allowing the Nation to exploit new opportunities and reap the benefits
of major scientific and technical advances. The results have been a 20-
million-job increase in payroll employment since January 1993, the lowest
unemployment rate since 1969, the lowest core inflation rate since 1965, the
lowest poverty rate since 1979, rising productivity, significant gains all across
the income distribution, and a Federal budget in surplus for 2 years in a row
after nearly three decades of deficits. The current economic expansion,
already the longest peacetime expansion on record, is on the threshold of
becoming the longest ever. The mood of optimism that prevailed at the dawn
of the 20th century prevails today as well.
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These successes notwithstanding, the challenges we face on the threshold
of the 21st century leave no room for complacency. Change is a constant in
the American economy and an essential part of its success, but that success
must be earned. America’s workers and businesses need to prepare for the
arrival of ever-newer technologies and new ways of doing business.
Economic policy must adapt as well. And even beneficial change,
unfortunately, can leave some people and localities behind. Today amid the
general prosperity, some groups and communities remain in poverty and
lack adequate health care coverage. Some workers may be displaced and see
their standards of living suffer. And many families, well off and not so well
off, are facing a time crunch as the demands of work compete with the
needs of their children.

Lengthening life spans reflect the improved health of Americans in
general, but together with changing demographics they present a major
challenge for Medicare and Social Security in the new century. Engage-
ment in the world economy has been vital to our economic success, but we
have important work ahead in opening up markets and spreading the ben-
efits of trade and investment more widely in the world. We also face the
challenge of keeping the economy growing while preserving our natural
environment.

In this first Economic Report of the President of the 21st century,* each
chapter starts with a look back at the economic history of the century just
ended and contrasts where Americans stood economically at the beginning
of the century with where we stand now. The report reviews those key
developments that offer enlightening perspectives on the century’s achieve-
ments and that will help us concentrate our energies on the challenges to
come. We will celebrate the successes, try to understand their causes, and
draw from them lessons for facing future challenges.

This chapter starts with a look at U.S. economic performance over the
past century. That performance has been, in a word, astounding. But it has
also been uneven: in the first half of the century the economy endured a
series of recessions, which culminated in the Great Depression. Although
less severe, the variations in the second half of the century have also been
significant. In particular, the economy’s momentum seemed to be lost dur-
ing the 20 years after 1973. That momentum has been recovered in the
1990s. This chapter therefore also examines some of the distinctive features
of the 1990s expansion and the policies that have put it on track to be the
longest expansion in the Nation’s history and will, we expect, sustain it well
into the future.

*This report follows popular convention in regarding the new century as having
begun on January 1, 2000.
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Growth and Inequality:
A Century-Long Perspective

Over the past century the U.S. economy has recorded spectacular perfor-
mance. It has found the 2 percent answer to the American dream: if living
standards rise at 2 percent annually, they double every 35 years. This means
that by the time they reach their mid-30s, parents can provide their children
with a standard of living that is twice the level that they themselves enjoyed
as children. By maintaining an annual average increase in gross national
product (GNP) per capita of about 2.1 percent over the whole century, the
U.S. economy exceeded this target (Chart 1-1). When incomes grow at this
pace, each generation experiences a far more affluent lifestyle than the
previous one, and over the course of a lifetime, Americans can expect, on
average, a fourfold increase in living standards.

How much richer are Americans today than at the turn of the century?
Despite the uncertainties in the data, it is clear that total growth of the econ-
omy has been remarkable. In 1999 the economy produced almost 30 times
the volume of goods and services that it did in 1899, and it employed about
5 times as many workers in doing so. (That it took 5 rather than 30 times as
many workers is tribute to another great accomplishment, namely, enormous
increases in productivity.) Measured in 1999 dollars, average income per
capita in 1899 was a little less than $4,200. With an average 1999 income of

Chart 1-1 Growth in Income per Capita and Business Sector Output per Hour
Over the last century, both income per capita and business sector output per hour grew
about 2 percent per year on average, but that growth was not always smooth.
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$33,740, Americans today can acquire (and businesses can produce) more
than eight times as many goods and services as could Americans living in
1899. But this simple comparison grossly understates the true improvement
in living standards for three important reasons. First, it fails to fully account
for the vast array of goods and services that were simply unavailable in the
past: aircraft, antibiotics, air conditioners, radio and television, and comput-
ers, to name only a few. Second, it fails to account for a substantial increase
in leisure, as the typical workweek has fallen to 35 hours. Third, it fails to
account for the impact of the improved health of the population in raising
life expectancy from 47.3 years in 1900 to about 77 years today, while also
improving the quality of those added years. (However, the improvement in
living standards may be overstated to the extent that workers, particularly
women, have shifted from nonmarket work at home, which is not captured
in the GNP measure, to market activity, which is.)

Through sustained economic growth, the United States has been able to
accomplish much both at home and abroad. Although poverty rates still
remain too high, growth has been the driving force lifting many of the poor-
est members of society out of poverty. Growth has created more opportuni-
ties and made it much easier to tackle the challenges of supporting a growing
number of retirees. By maintaining solid growth, the United States moved to
a position of global economic leadership sometime near the start of the cen-
tury and remains in that position today. Recent World Bank data show that
U.S. income per capita is 27 percent greater than income per capita in
Japan, and 47 percent greater than that in Germany (based on purchasing
power parities).

As Chapter 2 documents, progress over the century has not always been
smooth. In the century’s first half, growth was punctuated by several deep
recessions and by the disaster of the Great Depression. Fewer workers were
employed in 1939 than in 1929. Nonetheless, despite economic instability
and two world wars, in the first 50 years of the century income per capita
more than doubled, and income inequality declined.

The Golden Years of Equitable Growth

The quarter century after World War 11 was a period of rapid increase in
productivity growth, and the resulting rise in living standards was remark-
able. From the cyclical peak of 1948 to that of 1973, business sector output
per hour rose by more than 3 percent per year, as innovative technologies,
strong capital investment, and a more skilled and educated work force
proved mutually reinforcing (Chart 1-1). Recessions interrupted this growth,
but median family income rose by 3.0 percent per year on average, and the
gains were widely shared. The average income of the poorest fifth of families
rose 3.4 percent annually, whereas that of the top quintile grew at a 2.8
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percent annual rate. On average, living standards in 1973 were 82 percent
higher than in 1948. These were years when the American dream seemed
achievable for all.

Growth Undermined: Stagflation, Rising Inequality,
and Deficits

The two decades after 1973 were a rude awakening. It appeared as if the
early postwar vision of continuously rising incomes for all had indeed been
just a dream. The economy’s performance deteriorated noticeably in several
dimensions. First, there was much greater economic instability than in the
early postwar period. Spurred by rising oil prices, inflation jumped to 11
percent in 1974, and a deep recession followed. After a few years of recovery,
inflation then soared to new heights, hitting 13.5 percent in 1980. When, in
response, monetary policy made a dedicated effort to bring inflation under
control, the economy entered the deepest recession of the postwar period:
unemployment rose to 10.8 percent in November 1982. Between 1973 and
1983 the U.S. economy recorded average yearly inflation and unemployment
rates of 8.4 and 7.2 percent, respectively—this was the period of the infa-
mous stagflation. The economy did grow strongly in the mid-1980s, but
exploding Federal deficits, caused by a lack of fiscal discipline, together with
the crisis in the savings and loan industry, undermined that success. Inflation
again started to rise, and the economy was already teetering on the edge of
recession in 1990 when declining consumer confidence following the Iraqi
invasion of Kuwait pushed it over the edge.

Second, growth in productivity lost its momentum. Between 1973 and
1990, growth in business sector output per hour rose at 1% percent per
year—about half its rate from 1948 to 1973. Slower productivity growth in
turn affected wages. Between 1973 and 1993, annual growth in real
compensation per hour averaged 0.8 percent. Real earnings declined at the
end of the 1980s expansion and continued to decline in the 1990-91
recession. The economy did sustain a 1.9 percent annual increase in income
per capita over the 1973-90 period, but this was due primarily to rapid labor
force growth as more women and baby-boomers went to work.

Third, the years between 1973 and 1993 also saw a marked increase in
inequality: not only were real income gains meager, but they were also
unevenly shared. Those at the top did far better than those at the bottom.
After adjusting for consumer price inflation, income for the top quintile of
families increased at a 1.3 percent annual pace, but growth was minimal for
the middle class and markedly negative for the less well off. These income
data were partly driven by developments in earnings. between 1979 and
1993, real earnings in the lowest decile declined by 0.6 percent, whereas
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those in the highest decile rose 0.3 percent. The premium earned by college
graduates over high school graduates increased from about 40 percent to 70
percent. Moreover, the dispersion of earnings increased even for
workers with similar education and demographic characteristics. Finally,
the poverty rate of 13.5 percent at the cyclical peak in 1990 was considerably
higher than at the peak in 1973.

The Return to Broad-Based Growth in a
Record-Breaking Expansion

The expansion that began hesitantly in 1991 found its stride and has been
sustained. It will in all likelihood have become the longest expansion in U.S.
history—2107 months free of recession—in February 2000. Since the beginning
of 1993, payroll employment has increased by more than 20 million jobs. Boosted
by higher employment and faster productivity growth, output growth has been
strong, with GNP per capita rising at an average rate of 2.7 percent per year
between the first quarter of 1993 and the third quarter of 1999. Participation in
the labor force has increased to a record 67 percent of the working-age popula-
tion, yet the annual unemployment rate has declined to 4.2 percent—a level not
seen in 30 years. After remaining sluggish in the early years of the expansion,
output per hour has accelerated, to an average annual growth rate of 2.8 percent
between the fourth quarter of 1995 and the third quarter of 1999. In response,
solid real compensation gains have been recorded (Chart 1-2).

Chart 1-2 Growth in Real Compensation per Hour (Nonfarm Business Sector)
Real compensation gains have accelerated in the last few years.

Average annual percent change over period
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Note: Hourly compensation data are deflated by the CPI-U-RS. Data are spliced between series for 1948-58 and
series for 1958-99. Figure for 1999 is the average of the second and third quarters.

Source: Department of Labor (Bureau of Labor Statistics).
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The benefits of this growth have been widely shared as well. Some
observers focus on changes over a decade or two and conclude that inequali-
ty is still rising, but they ignore the recent trends. Between 1993 and 1998,
real average household incomes have grown by between 9.9 and 11.7 percent
for every quintile of the income distribution, and the median African Amer-
ican household has seen a 15 percent increase in real income. Between 1993
and 1998, family incomes in the lowest quintile rose at a 2.7 percent annual
rate, slightly faster than the 2.4 percent rate recorded by the top quintile
(Chart 1-3). This recent experience contrasts sharply with the performance
from 1973 to 1993. Similar breadth is evident in the growth of earnings.
Although wage inequality continued to widen through 1994, for the past 5
years weekly earnings growth has been broad-based.

The economy is increasingly providing workers with good employment
opportunities. A recent analysis by the Council of Economic Advisers and
the Department of Labor found that 81 percent of new jobs created from
1993 to 1999 are located in industry and occupation categories that pay
wages above the median. These good jobs have not gone only to the profes-
sional elite: even when professional occupations were excluded from the sam-
ple, the study found that 71 percent of new jobs were in categories paying
above the median wage. Nor are workers with college degrees the only ones
gaining ground. Among workers with only a high school education, an over-
whelming proportion of job growth was found to occur in those industry
and occupation categories in which these workers earn the highest wages.

Chart 1-3 Growth in Mean Real Family Income by Quintile
Incomes rose for the richest and fell for the poorest from 1973 to 1993, widening inequality.
Since 1993, income growth has been solid across all income groups.
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Data on poverty also show progress. The proportion of Americans living in
poverty fell from 15.1 percent in 1993 to 12.7 percent in 1998. The poverty
rate for African Americans in 1998, although still high at 26.1 percent, was
the lowest ever recorded, and that for Hispanics is the lowest it has been since
1979. Since 1993, African American unemployment has declined from 13.0
percent to 8.0 percent, and Hispanic unemployment has fallen from 10.7
percent to 6.4 percent. For both groups these represent the lowest rates on
record. Meanwhile the unemployment rate for females aged 16 and over has
dropped to 4.3 percent, the lowest in 46 years.

Data on the probability of job displacement, which showed a rise in the
late 1980s and early 1990s, show a drop since then. The share of all workers
with 3 or more years of job tenure who became displaced from their jobs was
3.9 percent in the 1991-92 period but declined to 2.9 percent in the 1995-
96 period. And because the labor market has been so robust in the 1990s, the
rate of reemployment following displacement has been higher in this decade,
as have earnings after displacement, than at comparable levels of unemploy-
ment during the 1980s. Workers’ fears of job loss have also eased in recent
years: the share of workers who believe they are likely to lose their jobs
declined from 12 percent in 1993 to 8 percent in 1998.

The Engines of the 1990s Expansion

The performance of the economy over this expansion has surprised most
observers. Two decades of slow growth and rising inequality have ended. In
their place is a record-breaking expansion that has brought strong and equi-
table growth. The gloomy view of long-term U.S. prospects so popular in the
1970s and 1980s has proved decidedly misguided. The record of the past 7
years suggests that it may be time to reappraise what one popular book at the
turn of the last decade called the Nation's “diminished expectations.” Before
undertaking such a reappraisal, however, it is useful to identify the principal
engines of this expansion, and to see how these have resulted in an expansion
that is unusual in important respects from previous long expansions. In this
section we look at the policy and private sector drivers of growth under four
headings: technology; trade and competition; education and skills; and pro-
investment policies.

Information and Other Technology

The economy is clearly in the ferment of rapid technological change (a
story documented in Chapter 3). One powerful contributor to the strength
of this expansion has been investment in plant and equipment, particularly
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computers and information technology. Prices of computers and semicon-
ductors, adjusted for quality improvements, have been falling particularly
rapidly. Investment in information processing equipment and software took
off in the 1990s, growing at a rate of 19 percent per year from 1993 to 1999
(Chart 1-4). More broadly, the share of real investment in GDP has risen
dramatically, as has the share of high-technology investment in total invest-
ment. Real spending on research and development (R&D) increased at an
estimated annual rate of 5 percent between 1993 and 1999.

For many years it seemed that the information technology revolution was not
paying off in higher productivity, but that now seems to be changing. Compa-
nies have learned to use the new technology to operate more efficiently. New
ways of producing and delivering goods and services have been developed. Ven-
ture capitalists provide both funds and expertise to new companies with bold
ideas. And of course, the improvements in communications technologies have
been as dramatic as those in computers. The diffusion and development of the
Internet promise continued productivity payoffs still to come.

The revolution in information technology is the most visible and probably
the most important technological trend, but it is far from the only one.
Materials science, biotechnology, and medical technology have all advanced
rapidly and are generating their own economic benefits. America hosts many
of the preeminent scientific research institutions in the world, which have
pioneered numerous advances and trained the people who are now leading
these technological revolutions.

Chart 1-4 Real Private Investment in Equipment as a Share of Real GDP
Growth in equipment investment surged in the 1990s, largely because of exceptional growth in
investment in information technology equipment and software.
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Over the years, government support of scientific research and education
has been a vital element in the success of U.S. technology. Going forward,
the increased funding proposed in the President’s science and technology
initiative is important to sustaining growth in the years to come.

Competition and Trade

Industries in which companies compete vigorously tend to be more
productive. Conventional economic logic argues that companies operate effi-
ciently and innovate whenever there is the chance of a profit payoff. In practice,
however, companies can become complacent and keep doing things the old way
even when new, more profitable methods are available. The pressures of compe-
tition encourage change and force companies to adopt the more productive
methods. And even as it keeps the pressure on businesses to improve and inno-
vate, competition exposes them to best-practice technologies that will help
them to do so.

Comepetition in the global economy adds benefits beyond those from
domestic competition. The economy benefits from trade as firms face new
incentives, and resources shift to the most productive industries. In addition,
companies that face global competition are exposed to best practices
worldwide, challenging them to reach for the highest possible performance
themselves. The U.S. economy has become increasingly open to overseas
trade in the course of this expansion. Indeed, its importance in GDP has
grown even more than in previous long expansions. Between 1991 and
1999, trade (measured as the sum of exports and imports) in goods and
services as a share of GDP rose by 4.8 percentage points, compared with
increases of 1.5 and 3.5 percentage points during the expansions of the
1960s and the 1980s, respectively (Chart 1-5).

The Administration’s antitrust and regulatory policies have fostered com-
petition at home. At the same time, its trade policies have worked to expand
trade and open markets through major regional and multilateral agreements.

Education, Skills, and Work Incentives

Dazzling new technologies, redesigned business systems, new services—
the promise of these sources of economic growth can be realized only if peo-
ple have the skills and the knowledge to use them. To take advantage of the
benefits of trade in expanding those industries where the United States has
comparative advantage, workers must acquire the necessary skills. WWorkers
who lose their jobs when industries contract, whether because of foreign
competition or because of technological advance, must often be retrained in
order to reenter the productive economy at a comparable living standard.
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Chart 1-5 Trade as a Share of GDP During Expansions
Trade is a larger share of GDP and has grown more during the current expansion than in the
two previous long expansions.
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Strong job growth and low unemployment have been possible in this
expansion only because people have found that work has paid off. Providing
work incentives is an essential element in strong economic growth. With
one of the most highly educated, skilled, and motivated work forces in the
world, the United States has also been able to take advantage of growth
opportunities worldwide.

Policies to increase access to education and training and make work pay
have been a central theme of economic policy in this expansion.

Pro-Investment Policies

Output growth in this expansion has gone predominantly to households
and businesses rather than for government purchases. One can measure how
the growth of GDP over time has been allocated among the components of
GDP: consumption, investment, government purchases (Federal, State, and
local), and net exports (Chart 1-6). When this is done, the current expansion
stands out for the strong contribution of private investment spending. The
contribution of government purchases of goods and services to growth has
been only 7 percent, about a third of what it was in the two previous long
expansions.

Government purchases of goods and services reflect the direct use of
economic resources. But Federal spending also includes Social Security
payments and other transfers to households and businesses. On this broader
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Chart 1-6 Contributions to Economic Growth During Expansions
The current expansion has been driven more by growth in investment spending, and less by
growth in government spending, than the two previous long expansions.

Percent of total increase in GDP
90

W Consumption Nonresidential fixed investment
OGovernment consumption and investment B Net exports of goods and services

70 F

50 |

30

T
1961-69 1982-90 1991-99

-30

Source: Department of Commerce (Bureau of Economic Analysis) and Council of Economic Advisers.

basis, the current expansion also shows evidence of fiscal restraint. Federal
outlays in 1991 were 22.3 percent of GDP. By fiscal 1999 this ratio had fallen
to 18.7 percent, as efforts to restrain spending combined with strong economic
growth. This decline in spending of 3.6 percentage points of GDP is much
greater than the 1.3-percentage-point decline during the 1982-90 expansion.
Since this measure typically declines as the economy moves out of reces-
sion—and the deeper the recession, the greater the decline—the comparison
between the two expansions is striking given that the current expansion was
launched from a much shallower recession. Moreover, this decline in
spending occurred even as revenues were rising (Chart 1-7).

According to the Administration forecast, assuming implementation of
policy as proposed by the President, Federal outlays are forecast to fall to 16.7
percent of GDP by 2010. This reduction results in part from a decline in
interest costs as debt is paid off.

But perhaps the most dramatic illustration of how unusual budget policy
has been in this expansion comes from estimates of the structural budget
deficit by the Congressional Budget Office (CBO). The structural budget
deficit adjusts the actual deficit to take out the effect of fluctuations in the
business cycle. It estimates what the budget deficit would have been if GDP
had been at its potential. According to the CBO’s estimates, structural
deficits were pervasive during the long expansion of the 1960s, except at the
very beginning (Chart 1-8). And those deficits increased sharply until the tax
increase of 1968. Throughout its duration, the expansion of the 1980s was
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Chart 1-7 Federal Budget Receipts and Outlays
The fiscal surplus that emerged in 1998 reflects restraints in spending as revenues rose with
the expansion.
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also associated with large structural deficits—and large actual deficits as well.
This expansionary fiscal policy was accompanied by a tight monetary policy,
and this combination of policies contributed to relatively high real interest
rates and declining net national saving and domestic investment.

Chart 1-8 Structural Federal Budget Balances During Expansions

In contrast to previous long expansions, structural budget deficits have steadily declined since
1992 and eventually moved to surplus.
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The current expansion, by contrast, started with a large structural deficit and
turned it around, to the point that there is now a structural surplus, as Federal
spending has been kept in check while revenues have risen. Monetary policy,
meanwhile, has been given the freedom to encourage real growth while keeping
inflation low. Interest rates, as a result, have been lower than they would have
been. Indeed, real interest rates in this expansion have been considerably lower
than in the 1980s expansion. Using survey data to measure inflation expecta-
tions suggests that real short-term interest rates have been about half what they
were in the 1980s expansion, and real long-term rates are about a third lower.
Lower interest rates have stimulated investment spending, and this investment
has, in turn, boosted capacity growth and raised productivity—two key factors
that have helped keep inflation in check.

Although the current account (the balance of trade in goods and services plus
net factor income and net transfers) moved into deficit in both the 1980s and
the 1990s, the forces behind these shifts were different. In the 1980s both net
national saving and net domestic investment declined as a percentage of GDP,
so that foreign borrowing was used, directly or indirectly, to finance consump-
tion and Federal budget deficits rather than investment. In the 1990s, by
contrast, net national saving increased, and the capital inflow has helped finance
an investment boom.

Key Features of the Expansion

Driven by technological advance, more open markets, and investment in
physical capital and human skills—all with the ongoing support of Federal
policy—this expansion is on track to become the longest ever. In 1999, the
ninth year of the expansion, GDP grew by 4.0 percent, and 2.7 million pay-
roll jobs were created. The expansion remained youthful-looking and vigor-
ous despite its chronological age. How did the engines of this expansion, just
described, translate their energy into such a sustained performance?

Productivity Growth

The start of an expansion is usually a period of rapid productivity growth.
Companies set up factories and offices that are designed to produce a certain
target level of output. In a recession, output falls below this target, plants
operate less efficiently, and productivity falls. Companies may also retain val-
ued workers that are not needed today but will be needed when the upturn
comes, and this, too, lowers average productivity. The surge of productivity
growth at the start of an expansion occurs as businesses are again able to
make better use of their workers and their physical capital.

34 | Economic Report of the President



The magnitude of this surge varies from expansion to expansion and
tends to be greater, the deeper the recession that preceded it. After a deep
recession, there is more ground that can be made up before the economy
returns to its long-term potential. After a while, however, this productivity
surge ends, and the economy moves closer to its normal or trend rate of pro-
ductivity growth, which is determined by the rates of capital accumulation,
technological change, and enhancement of skills. Finally, in the last year or so
of an expansion, productivity growth often slows again in what has been
called an end-of-expansion effect. This likely results from diminishing
returns, as capacity becomes strained and a shortage of experienced and
skilled workers develops.

Chart 1-9 shows that the expansions of the 1960s and the 1980s very
much followed this pattern. Productivity growth was rapid in the first 2-year
period of the expansion but then started to fall off. It had dropped off sharply
by the seventh year of expansion in both cases. But the pattern for the cur-
rent expansion looks very different. After the initial productivity surge,
growth fell for a couple of years, but since then it has actually been accelerat-
ing. Instead of looking like an old expansion suffering from diminishing
returns, this one has been getting stronger. This pattern of strong productiv-
ity growth at a mature stage of the cycle is a key reason why this expansion is
set to become the longest on record. And that is exactly the result one would
expect from policies that have stimulated investment, technology develop-
ment, and skill enhancement.

Chart 1-9 Growth in Nonfarm Business Sector Output per Hour During Expansions
Productivity growth has fallen over time during previous long expansions but has
risen during the current one.
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Inflation

Accelerating inflation poses a threat to expansions and, unless kept under
control, eventually brings them to a halt. Chart 1-10 shows the pattern of
core inflation, as measured by the consumer price index excluding food and
energy, in the three long expansions since 1960. The 1960s expansion was
marked by 5 years of strong economic growth with low inflation. Adminis-
tration policies in those years restored prosperity and full employment after
bouts with recession between 1957 and 1961. But during the mid-1960s, the
pressures of expenditure at the time of the Vietnam War stretched industrial
capacity too much, causing inflation to accelerate rapidly, until rising interest
rates and monetary restraint brought the expansion to an end.

The 1980s expansion started with very high unemployment and slack
resources, which helped restrain inflation in the early years of the expansion,
as did the collapse of oil prices and a strong dollar. But eventually the infla-
tion path flattened out and started to turn up as the economy reached lower
levels of unemployment.

The pattern of inflation over the current expansion is surprising: core
inflation has been low and stable, when not actually declining, even as
unemployment has approached 4 percent. Chapter 2 describes several factors
that have contributed to this combination of low inflation and low unem-
ployment. Certainly the pattern of productivity described earlier and the
rapid expansion of capacity have been important. The importance of invest-
ment for productivity growth was noted above, but rapid investment growth
Chart 1-10 Core Inflation Rates During Expansions
Unlike in prior long expansions, the core inflation rate, which excludes food and energy price

changes, has declined throughout most of the current expansion.
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has also been the driver of capacity expansion. Chart 1-11 shows that capac-
ity utilization has remained at a moderate level and has grown more slowly
than in previous long expansions.

Questioning the Causes of Inequality

Three of the major driving forces behind the economy’s recent success—
rapid technological change, increased trade, and tight fiscal policy—have all
in the past been viewed by some as sources of greater inequality of income. It
is remarkable, therefore, that even though these forces have been particular-
ly powerful in the current expansion, the trend toward greater inequality that
began in the 1970s has been arrested, and income gains are how being shared
equally across income groups.

Economists are sometimes said to agree on very little, but there is a broad
consensus among them that the most important cause of rising earnings
inequality in the 1970s and 1980s was technological change. It was simply a
matter of supply and demand. The supply of highly skilled and well-educat-
ed workers was growing relatively rapidly during these years. Between 1973
and 1992, for example, the share of the civilian labor force with some college
education increased from 29.4 percent to 51.6 percent—or 3 percent a year
on average. But the relative earnings of these workers were rising even as their
supply was expanding, because demand was growing even faster. Something,

Chart 1-11 Capacity Utilization in Manufacturing During Long Expansions
The capacity utilization rate is lower and has grown more slowly in this expansion than at
comparable junctures in past long expansions.
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it was argued, must be shifting the relative demand for skilled and unskilled
workers, raising demand for the former and lowering it for the latter. Some
attributed this skill bias to the impact of new capital investment in general and
computers in particular; others saw changes in management approaches and the
adoption of new, more flexible production methods as the cause. In either case,
technological change was seen as at the root of the wage disparity.

A second cause of inequality has been said to be international trade,
although most economists believed its contribution was far smaller than that
of technological change. Expanded trade benefits all countries that take part,
but within each country some people and industries may be hurt. Those who
maintain that trade had increased inequality made the following argument.
As developing countries with many low-skilled workers increasingly partici-
pate in trade, they put downward pressure on world prices of products
intensive in low-skilled labor. If the United States then opens up to trade
with these countries, low-skilled workers here become less scarce in the
world market, and their relative wages fall. Some claimed that globalization
imposes painful consequences on relatively underskilled workers: accept
lower wages, as in the United States, or suffer higher unemployment, as in
many European countries. In addition, the threat of foreign outsourcing by
firms and of increased international competition was said to have reduced
labor’s bargaining power—a factor also sometimes held responsible for the
slow rise in real wages.

Still other institutional and structural changes in the economy have been
implicated in increasing inequality. The decline in union membership, for
example, is seen as a factor reducing the bargaining power of U.S. workers. A
second source has been changes in the mix of industries, in particular the relative
decline in manufacturing employment for reasons other than international
trade. A third element was the decline in the real minimum wage.

To be sure, some of these proposed explanations are not mutually exclu-
sive. Indeed, they may be interrelated. International competition may have
stimulated technological change. It has also been invoked to help explain the
declining share of manufacturing employment. Some also blame technology
and trade for higher structural unemployment: both may bring about struc-
tural change in the economy, as employment rises in some industries but falls
in others. Workers who have developed skills in one field are forced to make
a difficult transition into another.

Finally, there is a view that the rise in inequality could be attributed to cuts
in government social expenditure. The reductions in poverty in the 1960s, in
this view, were not simply the result of faster economic growth. The expan-
sion of social programs, particularly Social Security for the elderly, played an
important role. By contrast, cutbacks in social spending were seen as hurting
the poor in the 1980s.
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In light of these explanations, the recent direction of trends in inequality is
surprising. As reflected in the data on investment and productivity growth,
technological change appears to have accelerated over the past 5 years. Trade
and international investment have expanded at rapid rates, the price pres-
sures from this increased trade have been considerable, and the trade deficit
has grown. Yet over this same period, real average hourly earnings have
increased, and income gains have been widely shared, in contrast to the 1980s.
Moreover, research shows that the hourly wages of lower wage groups have
increased about as much as or more than the wages of upper wage groups.

This remarkable turnaround shows that rapid growth in an open economy
can occur without worsening inequality. There always was a nagging doubt
associated with blaming technological change for rising inequality. Why, dur-
ing the 1980s, was technological change apparently contributing little or
nothing to productivity growth, yet at the same time causing major shifts in
relative wages? Likewise, the explanation that ascribes a role to trade was
always controversial, because the evidence in support of these claims either
was weak or suggested that any impacts were small. This is not surprising,
because most U.S. workers are in domestic industries where there is little or
no international trade. Moreover, a large proportion of U.S. trade is with
countries such as Canada, Germany, and Japan, where wages are not very
different from those in the United States. Only a small fraction of U.S.
workers compete directly against very low wage workers overseas. To be sure,
in some economic models, international competition in even a few industries
is the sole determinant of relative wages across the economy, but the evidence
is that many domestic factors have an important influence on relative wages.

Whatever the explanation for the growth in inequality during the 1980s,
the recent experience suggests that it is time to reappraise the inevitability of
the allegedly adverse impacts of technology and trade. It is time to look at the
ways in which they may actually help foster growth with equity, and to
recognize that a flexible economy can adjust to these changes.

Rapid productivity growth and openness to trade—and the policies that
have supported them—nhave allowed the U.S. economy to operate and
sustain a high-employment economy. And in this high-employment
economy, employers have been recruiting workers at all skill levels and
training many who lack the necessary skills. Moreover, faster productivity
growth may allow firms to pay higher wages without raising prices, thus
dampening the inflationary impact of higher levels of employment.
Similarly, falling import prices will increase purchasing power, enabling real
wages to rise without accelerating inflation; surplus global capacity can also
help reduce inflationary pressures.

It is also quite possible that the shocks due to technology and trade have
been dissipated over time by responses in the economy itself. One possibility
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is that the direction of technological change responds to economic incen-
tives. As the relative cost of workers who are less well educated falls, firms
have an increased incentive to employ them. Similarly, as international com-
petitive pressures increase, firms either figure out new strategies (improved
technology, new products, or higher quality of existing products) that allow
them to