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President Clinton was elected partly
on his campaign pledge to reduce the Fed-
eral budget deficit. In this, at least, his
promise has been kept. The deficit has
decreased sharply since fiscal year (FY)
1992, both in nominal terms and in rela-
tion to the economy. From $290 billion,
or 4.9 percent of gross domestic product
(GDP), the deficit has decreased to a pro-
jected $193 billion, or 2.7 percent of GDP,
in FY 1995 (which ends next September).
If this projection proves accurate, this will
be the smallest deficit, in relation to GDP,
in 14 years.

President Clinton has achieved this re-
duction partly by curtailing Government
spending. In current dollars, of course,
spending has continued to increase, but
by less than the rate of growth of the
economy, thus Federal outlays have de-
creased from 23.3 percent of GDP in 1992
to an estimated 21.9 percent in 1995. In
other words, Federal spending now com-
mands a smaller portion of national in-
come than it did during the Bush and
Reagan administrations.

With Republicans now a majority in
the House and Senate for the first time in
4 decades, President Clinton had an op-
portunity this year to build on this achieve-
ment. He could have proposed a plan that
would put both spending and the deficit
on a long-term downward path. Unfortu-
nately, he missed his opportunity. Instead
he chose to propose minor changes to the
budget and left untouched the handful of
very large programs that threaten to bust
the budget early in the next century.

The Record

As President Clinton likes to point out,
since he took office the deficit has shrunk
for 3 consecutive years. This is the first
time this has happened since Harry Tru-

man was president. Presumably, he is re-
ferring to the dollar amount of the deficit.
In relation to GDP, the recent decline is
less unusual. As can be seen in Chart 1,
the deficit historically has fluctuated as a
percentage of GDP, and there have been
three periods just since 1970 during which
it declined for at least 3 consecutive years.
These fluctuations primarily reflect the
influence of the business cycle. During
recessions, Government outlays increase
faster than usual as spending on unem-
ployment benefits, food stamps,
and other social programs ac-
celerates. At the same time, tax
receipts grow more slowly. (See
Chart 2.) Thus, the budget defi-
cit usually widens in nominal
terms and as a percentage of
GDP. When economic expan-
sion resumes, the deficit usu-
ally narrows from its reces-
sionary peak.

In other words, President
Clinton was in the right place
at the right time, with respect
to this cyclical component of
the deficit. The deficit reached
its recessionary peak in 1992,
when the economy was recov-
ering at an exceptionally slow
pace from the 1990-91 reces-
sion. When the recovery gained
momentum in 1993 and 1994,
the deficit shrank. While Presi-
dent Clinton has been as eager
as any president to claim credit
for the vibrant economy, and
doubtless would be blamed if it
dropped into recession, history
shows that presidents do not
control the business cycle and
their influence over it is lim-
ited. It is likely that the deficit

would have narrowed after 1992 regard-
less of who was in the White House.

Another factor contributing to the nar-
rower deficit, and largely beyond Presi-
dent Clinton’s influence, was the winding
down of the savings and loan bailout. In
the early 1990s the thrift bailout helped
cause the deficit to balloon, as Federal
agencies spent tens of billions to take over
the assets and liabilities of insolvent fi-
nancial institutions. More recently, these
agencies have been selling off the assets
of these institutions, and the resulting net
income has been counted as an offsetting
receipt in the budget. This offset to total
Government spending has helped reduce
the deficit. It almost certainly would have
occurred no matter who was president.

Decreased defense spending also ac-
counts for some of the decrease in the
deficit. In current dollars, defense spend-
ing has decreased from a peak of $304
billion in 1989 to an estimated $272 bil-

Clinton’s Budget: A Missed Opportunity
The budget deficit has narrowed significantly since President Clinton

took office, mainly because outlays have grown less rapidly than GDP

and Government receipts. This mainly reflects cyclical and temporary

factors beyond the President’s control. The President’s new budget

proposal would “hold the line” on spending and the deficit, but it does

not offer the fundamental changes that seem essential to cure chronic

deficit spending.

Source for Charts 1 and 2: Budget of the United States
Government, Fiscal Year 1996, Table 1.2.
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lion in 1995. Defense outlays have de-
creased even more in relation to GDP,
from a post-Vietnam peak of 6.5 percent
of GDP in 1986 to an estimated 3.9 per-
cent in 1995. A cut of this magnitude
would have been all but impossible had
the Cold War not ended in 1989, well be-
fore President Clinton was elected.

However, the salutary effect of these
cyclical and temporary factors is largely
over. In the future, policymakers will have
to look elsewhere if the dollar amount of
the deficit is to decrease further or if ei-
ther Federal spending or the deficit are to
decrease substantially in relation to GDP.

The Clinton Budget

The President’s new budget proposal
does not try to better Truman’s record in
reducing the nominal deficit. According
to the proposal, the deficit will increase
slightly to $197 billion in 1996 and to
$213 billion in 1997, after which it is pro-
jected to level off at $195 billion by the
year 2000. In relation to the economy, the
deficit is projected to remain at its current
level of 2.7 percent of GDP for the next 2
years, then shrink over the next 3 years,
reaching 2.1 percent of GDP by the year
2000 (see Chart 1). Federal outlays and

receipts are projected to increase in nomi-
nal terms throughout this 5-year period,
but in relation to GDP they are projected
to decrease somewhat (see Chart 2).

Presidents include 5-year projections
in their annual budgets, not because they
are good at forecasting but because they
are required to do so by law. These fore-
casts often are wrong by tens of billions
of dollars in the near term. In the 1993
budget proposal presented in April 1993,
for example, the President’s Office of
Management and Budget (OMB) overes-
timated the deficit for FY 1994 by $61
billion. An updated forecast issued just 3
months before the end of the fiscal year
overestimated the deficit by $17 billion.
Five-year forecasts are even less accurate,
because they are based on assumptions
about economic and political factors that
simply cannot accurately be predicted
years in advance. No one knows how
much the economy will have expanded
by the year 2000, or who will be authoriz-
ing appropriations in Washington 5 years
from now. Five-year budget projections
are useful mainly as a detailed statement
of policy goals.

In this respect, President Clinton’s bud-
get projections indicate that he hopes to

contain the deficit primarily by making
further cuts in defense and holding the line
on discretionary spending.As shown in the
accompanying table, the President pro-
poses to squeeze an additional “peace divi-
dend” of $10 billion from defense spend-
ing, bringing it down to $261 billion in FY
1996. This would reduce defense spend-
ing to 3.5 percent of projected GDP, the
lowest level since before World War II.
By the year 2000, the President proposes
to reduce defense spending to just 2.9 per-
cent of GDP. The nondefense spending
cuts proposed by the President are much
smaller. Current-dollar outlays for inter-
national affairs, general science, energy,
natural resources, agriculture, and various
other functions would decrease in FY 1996
by $100 or $200 million per function. This
sounds like a lot, but in a budget of $1.612
trillion (that’s $1,612,100,000,000), $100
million is to total outlays what 10 cents is
to $1,600. It is not enough to make a dif-
ference.

Despite these cuts, total outlays are pro-
jected to increase by $78 billion, because
the President proposes to spend more on
the biggest domestic programs. Twenty
billion dollars more for Medicare, $18 bil-
lion more for Social Security, $10 billion
more for “other income security” pro-
grams (the largest of which is the retire-
ment and disability plan for Federal em-
ployees), and $9 billion more for health
programs, including Medicaid. All told,
spending on these programs is proposed
to increase by $57 billion. In addition, in-
terest payments on the national debt are
estimated to increase by $23 billion. Thus,
even though outlays for all other programs
are projected to decrease by nearly $8 bil-
lion and total receipts are estimated to in-
crease by $69 billion, the deficit is pro-
jected to increase by $4 billion next year.
Were it not for the increased costs of fi-
nancing retirement and health programs
and interest on the debt, these figures sug-
gest, the budget deficit would instead
shrink next year, to $116 billion.

These diverging trends in spending are
clearly illustrated in Chart 3, which shows
relative spending for a few broad catego-
ries. Defense spending accounted for a
larger share of GDP than any other type
of outlay until 1970. After that, rapidly
growing transfer payments — direct pay-
ments for individuals, including health and
retirement payments — eclipsed defense.
According to the Administration’s bud-
get proposal, outlays for transfer payments
will continue to increase, albeit slowly,
over the next 5 years. By 2000, they are
projected to reach 12.8 percent of GDP,
roughly double their level in 1970.

It may be tempting to ascribe the in-
crease in transfer payments since the mid-

Summary of Federal Budgets — Fiscal Years 1994-1996
(Billions of Dollars)

Actual Estimated Estimated
Receipts 1994 1995 1996

Individual income taxes $ 543.1 $ 588.5 $ 623.4
Corporation income taxes 140.4 150.9 157.4
Social insurance taxes and contributions 461.5 484.4 509.3
Excise taxes 55.2 57.6 57.2
Estate and gift taxes 15.2 15.6 16.8
Customs duties 20.1 20.9 22.3
Miscellaneous receipts 18.0 24.6 24.8

Total Receipts $1,257.7 $1,346.4 $1,415.5

Outlays
National defense $ 281.6 $ 271.6 $ 261.4
International affairs 17.1 18.7 16.7
General science, space, and technology 16.2 17.0 16.9
Energy 5.2 4.6 4.4
Natural resources and environment 21.1 21.9 21.8
Agriculture 15.1 14.4 13.6
Commerce and housing credit –5.1 –12.0 –7.6
Transportation 38.1 39.2 38.6
Community and regional development 10.5 12.6 12.8
Education, employment training, and social services 46.3 56.1 57.2
Health 107.1 115.1 124.0
Medicare 144.7 157.3 177.8
Social Security 319.6 336.1 354.5
Other income security 214.0 223.0 233.2
Veterans’ benefits and services 37.6 38.4 38.1
Administration of justice 15.3 17.6 19.7
General government 11.3 14.5 14.6
Net interest 203.0 234.2 257.0
Offsetting receipts and allowances –37.8 –41.4 –42.6

Total Outlays $1,460.9 $1,538.9 $1,612.1

Budget Deficit $ 203.2 $ 192.5 $ 196.6

Note: Items may not sum to totals due to rounding.
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1960s to the implementation of the “war
on poverty” initiated under Lyndon John-
son, but outlays for “means-tested” income
supports to genuinely needy persons com-
prise a relatively small portion of income
transfers. The great bulk of transfer pay-
ments is for Social Security, medical care,
and pensions. These payments are paid by
taxing current producers, primarily
through payroll taxes that fall more heavily
on people with moderate and lower in-
comes and are a barrier to employment. A
large portion of Federal outlays for indi-
viduals is composed of entitlements for
members of the middle class, which they
have been loathe to give up even as they
resent the taxes that fund their benefits.

The Revenue Side

The President’s budget includes a
“middle class tax cut.” Briefly, the tax cut
has three main elements: a $500 tax credit
for each dependent child under the age of
13 for families with adjusted gross income
(AGI) below $75,000; a $10,000 deduc-
tion for post-secondary education and
training expenses for taxpayers with AGI
below $120,000; and expanded options
for individual retirement accounts (IRAs).
The credit and deduction would be phased
in over 5 years and phased out for taxpay-
ers in upper income ranges. The IRA pro-
posal would increase the income limit for
deductible IRAs; index these limits and
the $2,000 contribution limit to price in-
flation; create a new “Special IRA” that
would provide tax benefits at the time of
withdrawal rather than contribution for eli-
gible taxpayers; and limit the tax penalty
for early IRA withdrawals used to finance
education, the purchase of a first home,
extended unemployment, care for elderly
dependents, and certain medical costs.

Some of these proposals have merit,
particularly indexing IRA contributions
and income limits. Generally, however,
they represent more of the microman-
agement that has turned the tax code into
a nightmare for taxpayers and the unoffi-
cial “full employment act” for accountants.
Instead of targeting tax breaks by creat-
ing ever more complex rules for IRAs and
creating yet another set of income thresh-
olds, phaseout schedules, and eligibility
rules for a “targeted” tax credit, the Presi-
dent (and Congress) would do better to
focus on the essence of any useful tax
reform — keeping the rates to a minimum.

The President’s budget projections do
not go beyond 2000, thus they do not show
that even if the relative levels of Federal
receipts, spending, and the deficit shrink
slightly over the next 5 years, as projected,
they probably will rise early in the next
century. Nothing the Administration has
proposed would limit the rapid increase

in outlays for middle-class en-
titlement programs that is ex-
pected to occur beginning
roughly 15 years from now.
Neither would any of the mea-
sures currently being discussed
in Congress. To this point, the
budget debate on Capitol Hill
has focused on programs that
account for a tiny share of Fed-
eral outlays.

Of every thousand dollars
spent by the Federal Govern-
ment in 1995, $218 will be
spent on the Social Security old
age, survivors, and disability in-
surance programs, $102 on
Medicare, $57 on the Federal
share of Medicaid, and $152 for
interest on the public debt. In
contrast, the funds appropriated
for the Public Broadcasting System will
account for just 19 cents of every thousand
dollars spent. The budget of the National
Endowment for the Arts will account for
just 11 cents.

Most of the dozens of other Federal pro-
grams account for similarly small portions
of the Federal dollar. The point is not that
Congress should not consider cutting them,
but that if the primary goal is to shrink
Government, and to reduce the burden of
Federal taxes and borrowing, cutting the
appropriations for discretionary programs
that have received the most attention in
debate will make little difference.

It would seem to be all but impossible
to curtail the growth of Government with-
out touching the middle-class entitlement
programs that account for most domestic
spending. It is perhaps not surprising that
President Clinton chose to leave these pro-
grams “off the table” and instead tried to
“hold the line” for a few more years; there
is no indication that the voting public sup-
ports cutting them. However, until voters
are prepared to accept some type of limi-
tations, they should not expect either the
President or Congress to make lasting
progress on reducing Federal spending or
bringing the budget toward balance. ❑

Source: Budget of the United States Government, Fiscal
Year 1996, Table 6.1.
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The Fair Labor Standards Act of 1938
established a minimum wage of $0.25 per
hour. Since then the minimum wage has
been increased at irregular intervals, most
recently to $4.25 per hour in 1991, as
shown in the accompanying chart.

Many politicians, and apparently much
of the general public, believe that forcing
employers to pay a minimum wage is an
effective way to combat poverty. Not only
does the notion of putting more money in
the hands of the “working poor” (persons
whose income makes them officially des-
ignated as poor, gainful employment not-
withstanding) seem to make sense, but
also, it is widely believed that an employee
should receive a “living wage” and/or
enough to support dependent children.
More recently, it has been asserted that
minimum wage jobs need to provide

enough income to entice welfare recipi-
ents to get off relief.

Such beliefs have no support in fact or
logic. Employers have the option of not
hiring persons whose value, in terms of
added production, sales, or whatever, is
less than the cost of the prospective em-
ployee (this option includes laying off
workers and/or going out of business al-
together). Any employer who attempts to
pay inexperienced and unskilled workers
less than the prevailing wage will have no
employees, as such workers can go to other
employers who will bid for the workers
that they can profitably hire. If employers
are effectively outbid by public assistance,
the solution is to lower the level of such
assistance. Forcing potential employers to
raise their bids will only result in fewer
bids, fewer hires, and expanded welfare

THE MINIMUM WAGE: WHO GAINS? WHO LOSES?

President Clinton has asked Congress to approve another increase

in the minimum wage. This law has remained politically popular, de-

spite a consensus among economists of nearly every stripe that pro-

scribing employment for less than an arbitrary minimum wage will

increase unemployment by destroying some low-productivity (and there-

fore low-wage) jobs.
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rolls. Finally, the question of what consti-
tutes a “living wage” is completely arbi-
trary and subjective — as a visit to any
third-world country will attest.

These considerations have fostered a
near unanimity among economists that the
main effect of minimum wage laws is to
increase unemployment by destroying
some low-productivity (and therefore low-
wage) jobs. This has been supported over
the years by many studies of employment
trends before and after increases in the
minimum wage. Recently this atypical
situation (economists usually can be found
to argue any side of any question) has been
upended by several studies suggesting that
minimum wages serve to increase employ-
ment.* The argument seems to be that a
large employer may find it more profit-
able to hire fewer workers at a wage that is
less than sufficient to attract all the work-
ers that the employer can use. This is be-
cause all the workers must be paid the same
wage as the last worker hired. Under these
conditions, forcing the employer to pay the
higher wage will boost employment.

These findings can be most charitably
described as a special situation — only
one employer and a population whose par-
ticipation in the labor force varies with the
wage offered. Nevertheless, they have
been seized upon by advocates of the mini-
mum wage as a reason to increase it. It
should be noted that, to the extent that the
phenomenon exists, its application is quite
limited (otherwise, to end all poverty and
fill government coffers with tax receipts,
why not make the minimum wage $100

per hour?). Everyone
still acknowledges
that there is some
minimum wage rate
above which layoffs
are the predominant
result.

All these analyses
are vast oversimplifi-
cations, however.
There may be quite a
few welfare mothers
who must weigh the
meager rewards of
minimum wage em-
ployment against a
possible loss of ben-

efits. There even may be, say, a chicken
plucking plant somewhere in the Ozarks
where the owners would have to pay more
than the minimum wage to run at capac-
ity, and who don’t.

On the other hand, there are places
where the minimum wage is almost irrel-
evant. For example, here in Massachu-
setts there are very few minimum wage
workers and no industries dependent on
them, which is why Sen. Kennedy can be
a vociferous supporter of a higher mini-
mum wage — Massachusetts employers,
if not consumers, might even benefit from
less competition from low-wage states.

Pay, although perhaps the most impor-
tant criterion, is not the only reason for
taking a job. Conditions of employment,
such as hours, the nature of the work, prox-
imity to home, and other factors can play
a role. The fact is that most minimum wage
workers do not fit the stereotype of either
the politicians or the public. The vast ma-
jority of minimum wage workers are not
career chicken pluckers. They are not even
on the cusp of public relief. They are, in
fact, mainly new entrants to the labor force
from households that are not poor. If the
minimum wage increased sufficiently to
force employers to cut back, the main re-
sult would be to give teenagers, from the
families with the connections to get them
jobs, more money to spend at the Gap.
Those with few skills, little experience
and no connections — the very people that
an increase in the minimum wage is sup-
posed to help — would be the most likely
to be left out in the cold.

What then accounts for the popularity

of the minimum wage? For many, the no-
tion of a “living wage” has an emotional
appeal, especially when combined with the
fallacious but widely held belief that busi-
nesses have lots of money, that businesses
can always charge more to cover cost in-
creases, and that most minimum-wage
workers are struggling to make ends meet.
Other supporters of the minimum wage are
more self-serving. Clearly, labor unions
and politicians in high-wage states would
like to see less competition from low-wage
workers and low-wage states.

However, there may be a more broadly
based, but less evident, self-serving mo-
tive for supporters of minimum wage laws.
Forcing employers to pay more than they
would otherwise to attract workers is the
equivalent of a tax on such employers, with
the proceeds directly distributed among the
affected workers (at least those who re-
main on payrolls). There may be many who
consciously or unconsciously view this
procedure as preferable to alternatives such
as subsidies to low-wage employers or
better education and training for workers.
The latter would have to come out of the
government’s general revenue (i.e., from
taxes on everyone) rather than from the
low-wage employers. Nearly everyone
applauds a tax that someone else pays,
especially when it goes for something that
one might otherwise have to pay directly.

 The chart indicates that the real (con-
stant dollar) value of the minimum wage
has decreased markedly since its peak in
1968. This would suggest that it has be-
come increasing irrelevant to the function-
ing of the economy, because fewer and
fewer workers, employers, and industries
have been affected by it. This is, regretta-
bly, somewhat misleading because the
add-on costs of taking on an additional
employee have increased markedly over
the period. Rates for the employer’s “con-
tribution” to Social Security and Medicare,
payments for unemployment insurance
and workman’s compensation insurance
have increased prodigiously since 1968.
If these are combined with health insur-
ance costs, not to mention the potentially
ruinous expenses of defending possible
lawsuits under various anti-discrimination
statutes, the inflation-adjusted cost of a
minimum wage employee may have in-
creased since the 1960s. ❑

$7.00

1.00

0.20

3.00

5.00

0.50

1940 ’50 ’60 ’70 ’80 ’90

* See, for example, Charles Brown, Curtis Gilroy,
and Andrew Kohen, “Minimum Wage Laws: Are
They Overrated?,” Journal of Economic Perspec-

tives, (Summer 1988), p. 489; Katz, Lawrence F,
and Alan B. Krueger, “The Effect of the Mini-
mum Wage on the Fast Food Industry,” Indus-

trial and Labor Relations Review (October 1992)
pp. 6-21; or David Card, “Do Minimum Wages
Reduce Employment? A Case Study of Califor-
nia, 1987-1989,” Industrial and Labor Relations

Review (October 1992a), pp. 38-54.

The Minimum Wage

Source: Federal Reserve Bank of St. Louis.
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