THE ECONOMIC AGENDA

Challenges facing the next president

HAVE BEEN PRIVILEGED to watch
the 10 previous presidential elections
closely. In the course of each of them, it was
said that this was a uniquely important
presidential election—that the coun-
try was at a turning point, that the de-
cisions that were going to be made
would shape the future irrevocably. Sometimes clichés turn out
to be true. It is said that the current presidential election is
uniquely important—and this time, I believe that is correct in
the economic arena. While the election will set a course for the
country on very fundamental issues of foreign policy—from Iraq
to Iran to our approach to the Islamic world generally—and on
fundamental domestic issues concerning civil liberties—as the
next president is likely to appoint a significant number of
Supreme Court justices—my focus is on the economic agenda.

There are half a dozen such issues today, each one of which is as
important as the most important issue at the beginning of most
presidential terms. I say this with some sense of the economic is-
sues that faced the country in 1993 and in 1997, and that would
have faced a new Democratic president in 1988, 2001, or 2005.

The critical issues facing the new president begin with the
cyclical situation of the real economy. While there are reasonable
arguments to be made about how far along we are with respect
to the current financial crisis, there is every reason to believe that
the distress in the real economy is only very partially advanced.

BY LAWRENCE H. SUMMERS

Economic history suggests that there are two primary kinds
of recessions. The recessions that were standard in the United
States for most of the post-World War II period might be called
Federal Reserve inflation control: inflation got out of control,
the Fed hit the brakes, the economy skidded, the Fed took its
foot off the brakes, the economy recovered. In many ways, the
more serious and profound source of economic instability is
asset-price collapse: credit-crunch recessions of the kind we are
experiencing now. This is the kind we experienced after 2001,
the Japanese experienced in the 19gos, and we in the United
States experienced during the 1930s. Because of the strains they
place on the financial system—which at the same time loses
capital and loses the ability to lever the capital that it does
have—such price-collapse recessions typically tend to involve
protracted, painful recoveries.

Alan Greenspan has pointed out the resilience of the American
economy, highlighting the fact that our financial system has relied
on two pillars, banks and capital markets. When one goes down,
the other takes up the slack. It was capital markets filling in for
banks in 1990, and banks filling in for capital markets in 1998.

On the other hand, currently, because of the close integration
between banks and capital markets, both are seriously inhibited,
raising real questions about the growth process. By the end of
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WE NOW KNOW THAT
CONSUMPTION WAS TOO
HIGH TO BE SUSTAINABLE,
THAT HOUSING PRICES
WERE TOO HIGH, AND SO
ON. SO THAT SOURCE OF
GROWTH HAS REVERSED.
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this year, the best available estimates seem to suggest that even  of the early 199gos—when problems in the financial system cre-
after raising tens of billions of dollars of new funds, our banks  ated a headwind to growth—is a greater risk than a return to the
and capital-market institutions will have had a net loss of at  stagflation of the 1970s, inflation is certainly more of a concern
least $200 billion of capital; given normal leverage of that capital,  now, even with a declining economy, than at any point in the last
that implies that they will hold at least $2 trillion less in assets:  decade.
the loans to each other and companies and consumers that sup- If the new president is not successful in pursuing a set of poli-
port economic activity. cies that maintain financial confidence, promote necessary ad-
As if that were not enough, consumers are also suffering from  justment, and assure adequate demand stimulus, the cyclical
lost housing wealth on an unprecedented scale. Depending on  performance of the economy is likely to be poor—with very ad-
which measure is selected, housing prices have declined by 15 verse consequences for the federal budget, for Americans’
percent already, and may well decline by another 15 percent; very  confidence in themselves, and for their willingness to provide
likely there will be close to 15 million homeowners living in  global leadership. Even a moderate recession would reduce aver-
houses in which they have negative equity. Consumers are also  age household income by $5,000 per family—a large amount. The
suffering from a substantial reduction in spending power due to  reality is that the new president does not get to the medium- and
$4.00-per-gallon gasoline and to higher food prices and prices of ~ long-term issues except through addressing the short-term ones.
imported goods as the dollar declines. In percentage terms, con-  So the next president will need to be prepared as a first priority
sumption’s share of U.S. gross domestic product (GDP) rose from  to focus on the cyclical performance of the American economy.
the high 6os to the low 70s during the past decade. We now
know that consumption was too high to be sustainable, that A secoND AND closely related issue is the health of the financial
housing prices were too high, and so on. So that source of  system. The American financial system has in many ways been a
growth has reversed, especially with the other price pressures  source of great strength for our economy. Financial services have

consumers face. been a major source of jobs and profits. More importantly, the
More generally, the inflation rate has been relatively high, and  ability of the financial system to take capital from those who
many are concerned with rising inflationary expec-  car’t use it well and give it to those who can is an important

tations. While I continue to believe ~ American strength. As I was fond of remarking during the 1990s,
that a return to the eco-  America is the only country where entrepreneurs can raise their
nomic pattern  first $50 million before they buy their first tie.
For all of its strengths, however, this financial system has pro-
duced fairly frequent, traumatic shocks: the 1987
stock market crash, the 1990 sav-
ings-and-loan debacle, the
19094 Mexican fi-
nancial crisis, the
1997 Asian finan-
cial crisis, the 1998
Long Term Capi-
tal Management
drama, the 2000-
2001 bursting
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of the NASDAQ stock bubble, and now the current crisis.

It is more than reasonable to ask whether something more can
be done to contain these crises and the threats to economic sta-
bility that they pose. This task is as difficult as it is important. It
would be tragic if the dynamism and the flexibility of the Ameri-
can financial system were to be sacrificed in an effort to promote
greater stability. At the same time, there is the very real difficulty
that governments and public officials are not able to predict dra-
matic moves in financial markets with more accuracy than pri-
vate-sector actors.

While it is tempting to suppose that regulators can make
problems go away simply by insisting that institutions hold
more capital, the matter is considerably more complex. A great
deal of financial activity has shifted from regulated bank entities
to nonbank institutions and intermediaries. It is hard to imagine
imposing capital requirements on all institutions, but the impo-
sition of capital requirements on some is likely to drive financial
intermediation activity outside of the regulated sector.

Then there is the problem that our regulatory system has tra-
ditionally been oriented much more toward the protection and
prudential behavior of individual institutions than toward the pro-
tection of the system as a whole. What is safe for any one institution
in the face of downturns—deleveraging its balance sheet and lig-
uidating assets—can easily be destabilizing for the system as a
whole as many institutions sell assets into a declining market.

As in every major area of economic policy, there are no perfect
answers. But it would be very valuable to work toward a new reg-
ulatory blueprint that creates a system whose failures are less
likely to have consequences for those
outside the world of finance than the
system we have today.

HAD THE DRAMATIC cyclical and
financial events of the last year not
taken place, I would have expected
that the set of issues surrounding
globalization and the rise of in-
equality would be paramount in
this election.

When Bill Clinton
ran for president in
1992, productiv-

ity growth had been very slow for nearly two decades and so it
was natural for policy to be focused on accelerating productiv-
ity growth as a strategy for raising the incomes of middle-in-
come workers. Doing all that we can to promote productivity
growth through improved education, improved innovation pol-
icy, and provision of appropriate infrastructure remains very,
very important.

However, the very substantial gaps that have emerged in re-
cent years between productivity growth and growth in the in-
come of average workers suggest an additional priority: assuring
that the fruits of economic growth are reasonably shared. Here is
a comparison that points up the stakes in a dramatic way. From
1979 to today, those in the bottom 8o percent of the income dis-
tribution lost 7 percent of their real annual income. Those in the
top 1 percent gained 7 percent of their real annual income—and
43 percent of all their income was attributable to the shift in in-
come distribution—in other words, to greater inequality. The
magnitude of the transfer is $640 billion for the top 1 percent—
or a gain of nearly $600,000 per family—and a decline of $7,000
for each household in the bottom 8o percent of the distribution.
These numbers are enormous compared to the stakes in conven-
tional debates on distributional policies or discussions of assis-
tance for workers affected by trade.

That brings us to globalization. No responsible observer of the
U.S. economy could suppose that the trade agreements we have
entered into have had anything but positive overall economic
effects. They have benefited many American workers, and they
have benefited all of us as consumers able to purchase lower-
priced products. While certainly there has been some economic
disruption from trade agreements, the reality is that the jobs lost
due to trade agreements account for only a negligible fraction of
job loss in the American economy.

Unfortunately, in our political debates, trade agreements have
become a proxy for the much broader phenomenon of globaliza-
tion. Let’s put that in context. The Industrial Revolution in Eu-
rope two centuries ago resulted in perhaps 10 percent of the
world’s people having their living standards increase one and a
half times over their 45-year lifespans. Today, in China and India
and some other developing economies, the living standards of 40
percent of mankind are increasing 7 percent per year—that’s 100~
fold or more over their 7o-year lifespans. The vast majority of
globalization and increased global economic integration takes
place as a consequence of the Internet and other technologies
and as a consequence of the tremendous increases in the capacity
of other nations to produce goods and services. Wages in the de-
veloped economies are many times those in the underdeveloped
nations, reflecting differences in factors such as technology, edu-

cation, information technology, capital, and innovative-
ness. But all of these are becoming more fungible and
exportable today—suggesting pressure on those

NO RESPONSIBLE

OBSERVER OF THE U.S. ECONOMY COULD SUPPOSE THAT THE
TRADE AGREEMENTS WE HAVE ENTERED INTO HAVE HAD
ANYTHING BUT POSITIVE OVERALL ECONOMIC EFFECTS.
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wage differences. While it is to be hoped that wage differences
will be eliminated through upward adjustments in developing-
country wages, this cannot be guaranteed.

It is globalization in this latter sense—and not trade agree-
ments—that is a potential threat to American workers. It cannot
be met with protectionism, as policies and efforts to resist trade
agreements are likely to be counterproductive: most trade agree-
ments reduce foreign trade barriers by much more than U.S. trade
barriers are reduced. So even on mercantilist grounds, such
agreements are desirable because they generate more U.S. ex-
ports to the rest of the world than U.S. imports from the rest of
the world.

But if we are not successful in fostering a more equal income
distribution at home, at least, and a greater sense that prosperity
is inclusive, through policies to reduce income insecurity, I sus-
pect it will be very difficult for us to contain protectionist pres-
sures and to maintain a posture of global economic leadership.

AT THE CENTER of concerns about inequality and insecurity is
the set of issues surrounding national health insurance and the
American healthcare system. Certainly, plenty of mistakes were
made in the Clinton administration’s early effort to universalize
healthcare coverage.

But much of what was said at that time about problems in
healthcare has been proven true. It was suggested that if we did
not make care universal, the number of Americans without
health insurance would steadily rise—and it has, to nearly 50
million today.

It was suggested that healthcare costs as a share of GDP would
steadily increase, placing an ever greater burden on American
firms in international competition. And it has: healthcare spend-
ing has risen from 13 percent to 16 percent of GDP, and there is
some evidence that companies that move from the United States
to Canada or Mexico do so more to avoid U.S. benefits costs than
because of taxes.

And it was suggested that the quality of healthcare in the
United States might well suffer as a fragmented, fee-based sys-
tem operated to discourage prevention and integrated ap-
proaches to the provision of care. That has been borne out, too.
Particularly troubling is a recent Congressional Budget Office re-
port suggesting that the differentials in healthcare and life ex-
pectancy between those with lower and those with higher in-
comes have increased considerably. Indeed, the gap between the
most fortunate and the least fortunate Americans in life ex-
pectancy has risen by almost two years over the last generation.
To put this in some perspective, complete elimination of cancer
would only add a little bit more than two years to Americans’ life
expectancy.

Another way of seeing the failure of our system is to look at
data on the treatment of certain conditions. Such research has
been done on quite an extensive scale by former Harvard profes-
sor Christopher Murray (now at the University of Washington).
His work, as I take it, implies that less than half of hypertension
in the United States is discovered, and of that half, less than half
is controlled—for a disease whose costs and consequences are
great, and that we know how to detect and treat effectively and
cheaply. As a country, surely we can do better. All these factors,
and the increasingly shaky connection between adequate health
insurance and the existence of stable, long-term jobs, tie health-
insurance reform closely to the concerns about income inequal-
ity and workers’ insecurity in a globalizing economy.

I have been emphasizing healthcare as a moral imperative and
an imperative for our competitiveness. It is now the principal
fiscal issue facing the federal government, too. From the looks of
long-run projections of the fisc, Social Security and indeed the
effects of an aging society generally are a second-order issue,
compared to healthcare costs consistently growing far more
rapidly than GDP.

I am not optimistic at all about purely individualistic ap-
proaches that rely on people buying their own health insurance.

ALMOST CERTAINLY, NOW IS NOT THE MOMENT FOR DRAMAT-
IC FURTHER PRICE INCREASES IN ENERGY. BUT WITH THE
ECONOMY GETTING USED TO FAR HIGHER ENERGY PRICES, IT
WOULD BE A GREAT TRAGEDY IF PRICES WERE ALLOWED TO
DECLINE VERY SHARPLY WHEN THE CURRENT CRISIS PASSES.
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THE GAP BETWEEN THE MOST FORTUNATE AND THE LEAST
FORTUNATE AMERICANS IN LIFE EXPECTANCY HAS RISEN BY
ALMOST TWO YEARS OVER THE LAST GENERATION.

Whatever their merits today, I believe such insurance mecha-
nisms will become less and less feasible as more and more tests
that individuals can use to predict their healthcare status be-
come available. Some form of more collective approach will be
necessary. Many of the leading models under consideration today
are some variant on the Massachusetts state health-insurance
plan. Perhaps these strategies will be availing, or perhaps more
comprehensive change will be necessary. What would be a
shame is if the country did not move forward on this vital issue
during the next president’s first term in office.

THE FINAL AREA of enormous policy significance is energy and
the related question of the environment. Here I think our politi-
cal leadership has let us down. I am fond of asking those in-
volved with the politics of energy a very simple question. Is the
basic objective of their program to raise energy prices to con-
sumers so as to reduce use, dependence on foreign sources of
supply, and carbon emissions? Or is the objective of their policy
to reduce the burdens of unfair prices that consumers are now
paying for energy? Without knowing the answer to this ques-
tion, it is hard to see how we are going to make great progress as
a country going forward.

Almost certainly, now is not the moment for dramatic further
price increases in energy, given the situation of the economy and
the way in which consumers and many energy-using businesses
are reeling. At the same time, with the economy getting used to
far higher energy prices than were considered plausible even 18
months ago, it would be a great tragedy if prices were allowed to
decline very sharply when the current crisis passes. So the
crucial priority will be to maintain the momentum and in-
centive for savings caused by the current high-priced en-
ergy, whatever happens in the future.

Right now, of course, the focus is on the spike in
energy prices. But greenhousezgas emissions are
closely related. Each year, the science on
global warming becomes
more sobering. Each year,
our ability to hit the
Kyoto or other tar-

gets for controlling those emissions recedes. So that is a large
part of any energy policy the next president has to pursue.

Tu1s 1s 0BVIOUSLY a large, challenging agenda. But I am con-
vinced that all of these issues are susceptible to fixing by United
States leadership. We do have the ability to stimulate the econ-
omy, to overcome the effect on consumers of the continuing
financial problems and of higher gas and food prices. More im-
portantly, beyond that, we do have the ability to begin to formu-
late a new theory of how to achieve sustained economic growth
and development, like President Clintor’s plan of boosting pro-
ductivity and incomes by investing in human capital; that’s been
missing in recent years. And we do have the ability to rethink our
domestic financial regulations carefully.

At the same time, we do have the ability to address the chal-
lenges of globalization. That will involve investing in international
institutions as we have in the past, and in international standards
for capitalization of financial institutions, for corporate-income
taxation, and for labor standards and organizing. We can negoti-
ate such standards, imperfectly but better than what we have now,
to prevent corporate arbitrage—avoiding regulation or taxation
by playing one country’s rules off against another’s.

We have the ability to address inequality, in all its complex
causes, from education to technology and more. Doing so requires
recognizing the need for appropriate government services—and
for appropriate revenues to pay for them. And as I have outlined,
we can pursue the kinds of policies we need to address the chal-
lenges in healthcare and energy and the environment.

So this really is a turning-point election, with
enormous challenges on a broad economic
agenda. I believe America has the strengths
to make progress on these pressing issues—
and powerful incentives to do so. V)
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