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IntroductionNow that the Clinton-Gore administration is winding down, both men would
have us believe that today’s superb economy and large federal budget surpluses

are a result of their “New Economic Plan” (NEP). The NEP, enacted in 1993, con-
sisted primarily of a huge tax rate increase and planned large budget deficits for the
duration of a two-term Clinton presidency. President Clinton is touting the NEP be-
cause of his obvious concern for his legacy, and Mr. Gore is using the NEP as a pri-
mary argument for his election as President.1 The Gore-2000 web page contends:
“[Gore] cast the deciding vote for the 1993 Administration Economic Plan which
helped to eliminate the federal budget deficit and provided incentives to promote
economic growth.” During the first presidential debate in the 2000 campaign, the
vice president went further: “I had the honor of casting the tie-breaking vote to end
the old economic plan here at home and put into place a new economic plan that has
helped us to make some progress, 22 million new jobs, the greatest prosperity ever.”2

The historical record belies these assertions. The United States is indeed experiencing
“the greatest prosperity ever” but empirical evidence demonstrates that it is in spite of,
not because of, the Clinton-Gore “new economic plan.” To appreciate this fact, it is
important to grasp precisely what the proponents of the 1993 tax increase thought
they were accomplishing, the logic behind their plan as well as what actually hap-
pened and why.

Keynesian
Foundation of
the
Clinton-Gore
“New
Economic
Plan”

When Bill Clinton and Al Gore took office in 1993, the economy was rebounding
slowly from the 1990-91 recession. In the words of the Congressional Budget Office
(CBO) at the time, “The economic expansion has become self-sustaining, although
the pace of growth is below average for this stage of the business cycle.”3 Although
there were two policy mistakes that accounted for the abnormally slow pace of the re-
covery—a large tax rate increase in 1990 combined with a credit crunch brought on
by an ill-conceived regulatory onslaught in the financial services industry engineered
by the Bush Administration in an over reaction to the savings and loan crisis—the
Keynesian economic model approved of both policies and identified budget deficits
as the primary culprit.4

There was widespread agreement among economists of all stripes that the economy
should have been growing faster during the “rebound phase of the business cycle”
than the 2.7 percent annual rate it was achieving in 1993.5 There was disagreement,
however, over the means of achieving a higher rate of growth during the recovery
phase, and more fundamentally there was disagreement over the long-run,
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non-inflationary growth rate to which the economy could aspire after settling back
from the recovery phase into a sustained expansion phase.

Operating within a Keynesian framework, CBO placed the long-run growth poten-
tial of the economy around two percent a year because it believed the uptick in pro-
ductivity growth then occurring was cyclical and unsustainable.6 The Clinton-Gore
Administration, only slightly more optimistic, projected that “GDP growth of 2½
percent to 3 percent per year—in line with 1993 growth—seems likely to continue
over the rest of the 1990s.”7 The economy’s long-run growth potential the adminis-
tration put at “a little below 2.5 percent.”8

By contrast, classical supply-side economists argued that large budget deficits were the
effect, not the cause, of an economy growing too slowly, and that the recent recession
was not a naturally occurring cyclic event but rather the result of a poisonous mixture
of tax rate increases, regulatory excesses and unwarrantedly tight monetary policy en-
gineered by the Fed in an ill-considered effort to squeeze inflation out of the system
too quickly.9

Supply-side economists argued that a policy foundation for accelerated productivity
growth and faster economic expansion had been put in place during the 1980s and
that combined with the widespread computerization and “downsizing” of businesses
then underway, sustained, non-inflationary economic growth could be maintained at
a rate between three and four percent a year.10 Regaining economic momentum,
therefore, only required removing the policy impediments to growth that had been
introduced by the Bush Administration in the early 1990s. Specifically, supply side
economists argued for repealing the 1990 tax rate increase and lifting the regulatory
assault on the financial services industry to alleviate the growing credit crunch that
was stifling the economic recovery.11

Since the Clinton-Gore Administration perceived deficits as the cause, not the effect,
of a sluggish economy, the NEP was designed around raising tax rates to reduce the
deficit. The Keynesian chain of causation runs from higher taxes to “sustainable”
growth as follows: higher tax rates produce more tax revenue, which results in smaller
deficits, which enlarges the savings pool and increases the supply of loanable funds,
which lowers interest rates, which encourages investment, which produces sustain-
able, non-inflationary economic growth.12

There is an obvious practical tension within this extended syllogism. Reducing the
deficit is considered to be the sine qua non of maintaining economic growth, but the
need to restrain the economy from growing “too fast” (i.e., above potential) in order
to achieve “sustainable, non-inflationary” economic growth puts a limit on how fast
the deficit can be allowed to fall. In other words, today’s sustained, non-inflationary
four-percent growth rate not only was not the stated objective of the NEP, it was con-
sidered to be impossible.13

The Congressional Budget Office reflected this tension and revealed its low expecta-
tions for the “new economic strategy” in its Economic and Budget Outlook update in
September, 1993. Regarding economic growth, CBO said the economic outlook had
changed very little since before the tax increase was enacted:

From 1995 through 1998, CBO projects that real GDP growth will average 2.6 per-
cent….CBO has revised its outlook for potential growth of the economy during the
projection period upward to 2.1 percent per year, a rate that is 0.1 percentage point faster
than last winter’s projection….The upward revision reflects the influence of higher national
saving that should result form deficit reduction….With smaller deficits . . . the federal gov-
ernment will absorb a correspondingly smaller amount of national saving. As a result, more
saving will be available to invest in private domestic plant and equipment—the primary basis
for improving the level of GDP and living standards in the long run.14
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Figure 1 depicts the similarity between CBO’s economic growth forecast a few
months before enactment of the tax increase, in January 1993, and a month after en-
actment, September 1993.

On budget deficits, CBO said:

CBO projects that the federal budget deficit will fall from an estimated $266 billion in the
current fiscal year to an average of $200 billion in 1995 through 1998. But beyond this hori-
zon the deficit threatens to rise again unless the President and the Congress take further
corrective actions.15

Figure 2 illustrates how the NEP was expected to affect budget deficits through the
turn of the century. The main expected effect was to reduce CBO’s projection of the
deficit to below three percent of GDP after 1995 through 1998 before it began again
to grow gradually as far out as the eye could see.
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CBO’s GDP Projections
Change Very Little As
Result of Clinton-Gore
“New Economic Plan”
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The main reason for this pattern was that the Omnibus Reconciliation Act of 1993
cut outlay growth relatively little, and although the tax rate increase was the largest in
history at the time, the revenue increase projected by CBO amounted to only slightly
more than a half percent of GDP by 2000. Figure 3 compares CBO’s revenue esti-
mates in January before enactment of the 1993 tax increases to its September projec-
tions immediately after enactment.16

The Real
Source of
“The Greatest
Prosperity
Ever”

The evidence is in, and it is unambiguously clear that supply-siders were correct and
the demand-siders were wrong in the 1990s, just as they were in the 1980s about the
Reagan economic program. The huge tax rate increase of 1993, the heart of the
Clinton-Gore NEP, failed to reduce the deficit significantly because it simply pro-
longed the sluggish economic recovery. By 1996, the economy was only about 17
percent larger than it had been at the bottom of the recession in 1991. By contrast, at
a similar point in the 1960s economic expansion, the economy was almost 35 per-
cent larger than at the trough of the 1961 recession.17

As Table 1 reveals, except for the Fed-induced, 4-percent growth rate in 1994, the
sluggish economic expansion continuing through the first three years of the NEP
conformed to the Clinton-Gore’s expectations of slow growth and persistent budget
deficits.18

4 T h e “ G r e a t e s t P r o s p e r i t y E v e r ” : S h o u l d t h e C l i n t o n - G o r e “ N e w E c o n o m i c P l a n ” G e t t h e C r e d i t ? IP I Issue Br ie f

CBO Projects Revenue Increase from 1993 Tax Rate Hike of Only 0.6% of GDP After Eight Years

1993 1994 1995 1996 1997 1998 1999 2000

Bi
lli

on
s 

of
 D

ol
la

rs

Pre-Tax-Hike Revenue Projections

Post-Tax-Hike Revenue Projections
0.6%
GDP

1,000

1,100

1,200

1,300

1,400

1,500

1,600

1,700

1,800
Figure 3
CBO Projects Revenue
Increase from 1993 Tax
Rate Hike of Only 0.6% of
GDP After Eight Years

The NEP’s Slow-Growth Strategy

Year Actual Real Growth Rate
Projected Real Growth Rate

(September, 1993)
1993 2.7 % 2.6 %
1994 4.0 % 2.7 %
1995 2.7 % 2.7 %
1996 3.6 % 2.7 %
1997 4.4 % 2.6 %
1998 4.4 % 2.4 %
1999 4.2 % 2.1 %
2000 4.0 % est 2.1 %

Average (’93-‘98) 3.8 % 2.5 %

Table 1
The NEP’s Slow-Growth
Strategy



Because CBO’s substantially under estimated economic growth (by 52 percent be-
tween 1993 and 2000), its revenue estimates were also widely off the mark. Figure 4
compares CBO’s 1993 revenue estimate with revenues that actually flowed into the
federal treasury between 1993 and 2000.

In summary, contrary to after-the-fact assertions by the Clinton-Gore Administra-
tion, the essence of the NEP never was to be rapid economic growth nor was it envi-
sioned as transforming deficits into surpluses. To the contrary, the Clinton
Administration, as late as May, 1998 was projecting real GDP growth of only 2.0
percent in 1999 and 2000, rising thereafter to only 2.4 percent a year.

The real source of today's prosperity was the exact opposite of the Keynesian pre-
scriptions contained in the NEP: a virtuous combination of tax rate reductions en-
acted by Congress in 1997 over the objection of the Clinton-Gore Administration
and the elimination of inflation combined with spending constraints and the
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CBO Revenue Estimates Immediately After 1993 Tax Increase Adjusted for Actual Economic Growth
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high-tech revolution that has pushed productivity growth faster and higher than was
believed possible.

Trapped inside the Keynesian paradigm, administration and congressional econo-
mists made two fundamental mistakes. First, they underestimated the capacity of the
economy to grow at a rapid pace without inflation. Indeed, the NEP’s slow-growth
strategy was a self-fulfilling prophecy since the very tax increases that were at its cen-
ter kept growth down. The second error was to underestimate the elasticity of the
progressive tax code with respect to economic growth.

The extent of the latter error is revealed in Figure 5, which adjusts the September,
1993 CBO revenue estimate to account for actual economic growth. The gray line in
the figure depicts what CBO’s revenue estimate would have looked like in September
1993, immediately after the tax increase was enacted, if the CBO economists had
possessed perfect foresight with respect to the economic growth rate.

The striking thing about Figure 5 is that during the first four years of the revenue-es-
timating period, CBO would have overestimated revenues had it’s economic growth
projections been perfectly accurate. From 1997 onward, however, CBO would have
underestimated revenues. This figure reveals the systematic bias endemic to CBO’s
demand-side model. Factoring the economic growth error out of the equation, CBO
overestimated the positive revenue effect of hiking tax rates in the first four years after
the tax increase took effect because it ignored their dampening effect on growth; and
CBO underestimated the sensitivity of the tax code to rising economic growth once
the economy picked up steam. The clincher is that revenues began to outstrip CBO’s
post-tax hike revenue estimates after tax rates were cut in 1997 and the high-tech
revolution was unleashed to propel the economy forward.

Clearly, what happened was that from 1993 through 1996, higher tax rates slowed eco-
nomic growth, which depressed revenues, which caused large deficits to persist. The Fed,
in an effort to "accommodate" the tax rate increases, loosened monetary policy and al-
lowed a mini-inflation to ignite. Once the Fed recognized its error, reversed course and
snuffed out inflation and after the Congress cut the capital gains tax rate, investment
boomed and the high tech/Internet revolution was off to the races, counteracting the de-
pressive effect of the 1993 tax increases on growth, causing productivity to sky rocket and
growth to accelerate.
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Further clouding what happened subsequent to the 1993 tax rate increases was
CBO’s consistent underestimate of the sensitivity of the progressive federal tax code
to changes in economic growth.19 The question no one has attempted to answer, sur-
prisingly, is what would have happened to the deficit/surplus if the “new economic
strategy” had never been implemented? Al Gore would have us believe we would still
be in a sea of red ink. Figure 6 reveals just the opposite.

In order to estimate what path revenues would have taken since 1993 if the 1993 tax
rate increase had never occurred, we begin with CBO’s last revenue forecast before
the tax increases were enacted, January, 1993. This forecast was updated and adjusted
to take into account the difference between actual GDP growth and CBO’s economic
growth forecast at the time, and adjustment was made for the structural error built
into CBO’s 1993 forecast due to it’s revenue model’s underestimate of the sensitivity
of the progressive federal tax code to changes in economic growth.

Even under the most conservative of assumptions, namely that the economic expan-
sion would have remained on the slow track through 1995 without the 1993 tax in-
crease, the budget still would have come into balance at about the same time and
surpluses of the same relative magnitude would have emerged. In fact, had the NEP
never have been put into place and had the tax rate reductions been enacted that sup-
ply side economists were encouraging, the economy very likely would have grown
faster prior to 1996, and the budget would have come into balance even sooner.

ConclusionFar from giving America “the greatest prosperity ever,” the Clinton-Gore NEP actu-
ally acted as a drag on prosperity every step of the way. When the Internet burst on
the scene in 1996 and the capital gains tax rate was cut in 1997, the economy was fi-
nally unshackled and able to overcome the Clinton-Gore drag. It embarked on a
drive back toward the trend level it should have been on throughout the 1990s. Fig-
ure 7 closes the book on the NEP. American ingenuity and lower tax rates finally got
America back on track.
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