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TOWARD SUSTAINABLE ECONOMIC GROWTH

Early in every new year those interested in the 
progress of the economy focus on near term prospects 
and potentialities. While we are still involved in 
these speculations, it is worth a few minutes to focus 
on the long term challenges which our society faces. 
Today, we are mired in an extended slowdown period. As 
we emerge from this slowdown, where do we want the 
economy to go, and what is needed to set us on the 
correct path? In order to get a proper fix on this 
longer term direction, it is first necessary to under
stand where we are, and why we are there.

One can offer an extended list of factors con
tributing to this present painful episode. Surely many 
of the typical cyclical forces are at work. Invento
ries are in the midst of a down cycle that is somewhat 
new and different, and other cyclical sectors such as 
automobiles and housing have also been in a slump. But 
these forces do not seem to be terribly strong and 
should be easily overcome if they alone were acting on 
the economy. Indeed, they might never have created a 
recession at all. However, we have an underlying 
structural problem that is far more important.
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The decade of the '80s saw an enormous buildup of 
debt at every level of our society. Households now 
labor under a far higher than usual burden of debt 
service in relation to income. At the corporate level, 
leverage became the fad and debt has grown to become a 
far higher portion of capital structures than has been 
the historic norm. At the Federal level, one need not 
recite the deficits of the past decade and the buildup 
of national debt that has been the result.

Inevitably, about two years ago we crossed a 
watershed. Consumers slowed, and then stopped, their 
net new borrowing. Consumers are still spending their 
current income; it is the creation of net new debt that 
has ceased and thereby created the present sluggish
ness in consumer expenditures. The rampant real estate 
speculation of the '80s slowed and then stopped, 
creating the present depression in that part of the 
economy. Much of the basket of factors we have labeled 
the "credit crunch" is the fallout of the debt buildup. 
On the credit supply side, financial institutions have 
been forced to retrench from the buildup of bad credit 
which they created. On the demand side, there are not 
many credit worthy borrowers, and many of those who do 
measure up are loath to take on additional financial 
burdens.

The consequence of crossing this watershed is that 
the 1980's era, wherein we were creating debt that
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financed an extended expansion in economic activity, 
has now given way to a new era of servicing that debt, 
which has the reverse effect of slowing the economy. 
Having gotten ourselves into this situation we now have 
no choice but to work our way through it. We can do 
this and, indeed, it is already clear that we are well 
along the way to doing so. But the recovery process 
will take time.

This brings me to the central focus of these 
remarks: where we want the economy to go as we emerge 
from this period, and what is needed to set us on that 
path.

Our national objective for this economy is the 
same for the future as it has been for a long time -- 
namely, to realize maximum sustainable economic growth 
over time. It is clear that this objective is as valid 
today and tomorrow as it has ever been. If we wish to 
achieve a rising standard of living, if we want to 
reduce poverty, if we want to provide resources for 
societal enrichment in such areas as an improved 
environment, if we want to assist poorer nations to 
lift themselves economically, indeed, if we want to 
meet our leadership responsibilities in the world 
community of nations, then to realize all these things 
will require sustained economic growth over time. There 
is no other way to generate the capital, or the good
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jobs, or the political climate, that are necessary to 
reach these aspirations.

The challenge, then, is to put in place growth 
patterns that are "long term sustainable". If we grow 
in a herky-jerky fashion responding reflexively to a 
series of short-term fixes, or stay focused on the 
1980's style financial engineering, or stay fixated 
solely on making the quick buck, then the solid type of 
progress we yearn for will not occur. True progress 
grows from maximum sustained economic growth over time.

Let me focus next on what is needed to put us on 
this path. No doubt many things could be put on the 
list, but to my mind there are two things that are 
basic and indispensable: substantially increased 
investment and price level stability.

First, let's talk investment. Let me give you one 
quick statistic to set the stage. Here are the total 
net investment percentages of gross national product 
for each of the G-7 large industrialized countries. 

Japan 20% Canada 11%
Germany 10% Italy 10%
U.K. 9% France 8%

U.S. 4%
This has been going on for at least a decade, and if 
the United States is to remain a leading nation, it 
cannot continue.
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And we have so many needs! Let me mention three 
separate areas: business capital expenditures, public 
infrastructure spending, and education. First, 
business must invest heavily to keep up with the 
competitive world economy. In costs of production, we 
are about equal with Germany and Japan, but our costs 
are far higher than the emerging countries which are 
producing more and more of the world's product. Rapid 
productivity improvement is essential to the United 
States' cost competitiveness and sustained capital 
investment is required. An orientation toward 
high-value-added products, and a stream of new 
products, is characteristic of all high prosperity 
countries. This is a fast moving game requiring large 
ongoing investments in research and development, and 
our nondefense research and development runs at about 
1/2 the rate of the other G-7 countries. If we do not 
improve our productivity, if we do not provide 
competitive goods and services, we will surely decline.

Second, public capital. We all complain about 
high taxes and with considerable justification. How
ever, our infrastructure cries out for attention. 
Think about this list: we need cleaner air, cleaner 
water, better airports, safer airways, improved roads 
and bridges, more and cleaner power generation, 
dramatic crime reduction, inner-city rejuvenation, and 
help for homeless and below poverty line people.
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Progress in each of these areas will take investment, 
and not to do so must lead to eventual decline.

Third, education. Our shortfalls have been 
endlessly publicized and are well known to us all. 
Obviously a strong education program is critically 
important for both social and economic reasons, but 
let's take a quick look at only the purely economic 
concerns. An economy emphasizing high value activity 
obviously requires a highly educated work force. High- 
value-added activity also means frequent product 
changes which in turn means frequent retraining. In a 
high productivity economy there will be constant 
elimination of obsolete jobs and constant creation of 
new and more complex ones. Only the educated need 
apply. If our work force is unable to respond to these 
challenges, we will decline.

In sum, if we were to get our economy going again 
by force-feeding consumer spending or reigniting 
financial speculation, without reorienting our national 
expenditure pattern relatively away from consumption 
and toward investment, we would then be setting 
ourselves up for a severe collapse later in this decade 
which would be deep and long lasting.

Another basic and indispensable element in 
reaching our national economic objective is to achieve 
and maintain price level stability. Recently we have 
been making substantial progress on lowering inflation,
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and the next challenge will be to make sure that we 
hold this progress and improve upon it. Price level 
stability is not an objective in itself; rather, it is 
a precondition for the achievement of maximum sustained 
economic growth over time. It is an objective for the 
Federal Reserve because this is the main way that the 
Fed can contribute toward reaching our larger national 
objective.

Why is price level stability so important? It is 
because inflation is a killer of economies. Some say 
that the anti-inflation argument is nothing but theory 
and that a moderate amount of inflation is a good 
thing. If our objective is long-term growth, I believe 
this cannot be so. If one questions whether or not 
inflation is a killer of long-term growth, one need 
only look at the impact of the inflation of the 1970's 
and early 1980's, and how it set us up for today's 
conditions.

Let me repeat my earlier expressed view that 
today's major problem is the excessive debt that was 
created throughout the '80s. Why did that buildup 
occur? I believe the main underlying cause was that 
era's inflation psychology. Inflation psychology is a 
powerful driver. In an inflation, financial assets 
depreciate in value. Message: it is stupid to save 
money. In an inflation, prices are rising. Message: 
buy heavily and early, consume quickly, and speculate.
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In an inflation, the cost of capital goes up. Message: 
maximize earnings today; you can't wait for long-term 
investments to pay off. In an inflation, debt can be 
paid back later with cheaper dollars. Message: borrow 
all you can. In the early 1980's, a real estate 
developer friend of mine told me "a dollar borrowed is 
a dollar earned and a dollar repaid is lost forever." 
Believe me, he wasn't kidding, he lived by it!

For government, inflation works like a charm. 
Deficits created in the short run finance expenditures 
that make voters happy. Later, inflation will take 
away a large part of the value of that debt and it need 
never be fully paid back. What is not said is that the 
purchasing power that was inflated away amounts to 
stealing those funds from investors and savers who 
earlier financed the deficit.

Virtually every component of today's debt problem 
can be found somewhere on that list and the motivating 
force wan inflation psychology. To repeat myself, our 
structural debt problem is the primary reason why 
growth has been slow or negative for the past two 
years, and the inflationary psychology of the '70's and 
'80's is the primary reason why it occurred. Price 
level stability is a precondition for maximum sustained 
economic growth over time.

In summary, I do not believe there are any quick 
fixes or panaceas available to us. We must accept the
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fact that it will take some time to cure our financial 
imbalances and, consequently, we must accept a period 
of slower than desired growth. Not an extended 
recession, you understand, but slower growth than we 
would prefer. As a society, we must use this time to 
reorient our financial priorities toward investment, 
with a de-emphasis of personal consumption. As a 
society, we must reorient out thinking about household 
financial management, the structure of corporate 
investment and earnings strategies, and government must 
reexamine the composition of its expenditure patterns. 
And none of these things can bear fruit unless we 
achieve and maintain price level stability.

Everyone is focused today on the low level of 
consumer confidence, and appropriately so, as some 2/3 
of our economic activity occurs in the consumer sector. 
I believe consumer confidence will return in three 
waves. Short term and very soon, we will see some 
buoyancy as it is perceived that the economy will not 
melt down. Medium term, this will be reinforced as 
households get better control of their finances. The 
long term is the key, and confidence then will be 
sustained and solidified when people regain their 
belief that our country is on the right track. The two 
factors we have been discussing are critical to that 
and I am sure that the average citizen instinctively 
knows it.
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In closing, I believe we should take pride in 
today's challenges. They are challenges that grow out 
of our past successes and spring from the energies of a 
free people. They are the result of abundant 
opportunity and our society's response to it. We have 
been challenged repeatedly for over 200 years and we 
have met test after test. With God's help we will meet 
the challenges of today.


