Commentary: Macroeconomic Policy
‘and Long-Run Growth

Lawrence A. Kudlow

I’'m going to talk alittle more about some of the things that Larry
Summers said in his paper.

| certainly agree with Larry's point about independent central banks
and inflation. | also agree, at least in part, on the issue of equipment
spending and equipment investment. | do, however, want to point out
some numbers in the 1980s. Larry mentioned that productivity rates
declined somewhat lessin the United States than in some of the other
countries, and that the U.S. decline is mostly afunction of the long-
term deterioration in American productivity. I'm not surel agree with
that. Certainly on the equipment side, the United States had quite a
burst of investment according to numbersin‘thenational income and
product accounts. During theexpansion from 1982t01990, equipment
was up 46 percent in real terms—35.6 percent at an annua rate. The
other point I'd make is on equipment as a share, of the overall
economy —we were talking about,gross national product (GNP) or
gross domestic product (GDP) shares in theearlier panel. From 1980
to 1984, equipment as a share of GNP was 7 percent and, from 1985
to 1989, equipment as ashare. of GNP was 7 1/2 percent. From 1959
to 1990, the average was only 6.3 percent, so the 1980s saw quite a
surgein equipment spending in relation to most of the postwar period.

What did trouble me about Larry's paper; and troubled me even
more about Fred Bergsten’s remarks, iswhat | think isanot-too-veiled
support for targeted investment, ideally targeted by the government,
and presumably by people in this room who would be the targeters.
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As someone who was a former targeter, | don't think that works. |
much prefer, of course, free market economics and letting rates of
return and rel ative costsand prices determine the alocation of resour-
ces--even animportant resourceallocation, such asinvestment in new
equipment. So | certainly have a problem with targeting investment,
and | think we would bein great error to run back to a more planned
economic approach.

By the way, | don't think the Germans and Japanese are doing so
fabulously right now, to the extent that they have embodied some of
these proposals. | will note that the U.S. economy isthe only onein
the G7 which isexpanding. | admit it isexpanding at aslow pace. I'm
not here to defend the last four years. But we are growing. Nobody
elseisreally growing in the G7. So to some extent, we may be too
hard on ourselves. As| listened to Charlie Plosser's paper, | agreed
with alot of what hesaid. Low inflation isgood for economic growth,
lower taxes are good for economic growth, and lower government
spending is good for economic growth. To some extent, Larry Sum-
mers overlapped at least on the inflation parts, so we can agree about
that.

| want to use the remainder of my time, however, to make adifferent
point. We talked alot about physical capital and we talked alot about
human capital --education. Robert Barro isgoing to talk more about
that tomorrow along with Kumiharu Shigeharaand others. I'm inter-
ested, of course, in financial capital, sincel work in the marketplace,
at least part of the time, and since | think it isa very important issue.
Totheextent that the U.S. economy has been in afour-year dump—I
don't disagree with that view—I think part of it stems from a less
hospitable, even hostile, environment which macroeconomic policies
have generated for financial capital. | want to stop and talk about this
for a couple of moments. It seems to me that we must have a decent
supply of capital toinvest in equipment, toinvestin new technol ogies,
and even to create the prosperity necessary to build the schools and
buy the children the right equipment and supplies. We have to focus
extensively on thisissue—the supply of financial capital.

I think oneof thegreat mistakes stemsfrom tax and regulatory policy
in the last few years, going back to 1986, but also clear through the
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late 1980s and the early 1990s. We raised our capital gains tax rate.
We havelengthened depreciation schedul es. We have given the bank-
ing system a very rough go with regulatory policy. We have also
experienced income and payroll tax increases. And on top of that, we
have had a splendid increase'in the rate of government spending—
really astaggeringincrease— and, not surprisingly, in the government
budget deficit as well. Many people | talk to in the private sector—
business people, investors, and so forth—are concerned that rising
budget deficits will cause tax ratesto go up in the next few years, thus
making the environment for financial capital investment even worse
rather than better.

My view isthat the policy prescription needs to promote economic
growth, toincrease productivity, and toaccumul ate physical capital at
a faster rate. | think we have to pay some attention to the incentive
structurefor financial capital: how it will appreciatein value, whether
or not it will be properly channeled into new investments, higher risks,
and soforth. A coupleof studiesfrom Switzerland, just in thelast few
months, have suggested that in the wake of the 1986 tax bill, U.S.
capital formation now ranks 22nd of the 24 Organizationfor Economic
Cooperation and Develeopment (OECD) countries. Perhaps even
more interesting, Stanford Professor John Shoven has estimated that
in the wake of the 1986 tax hill, the cost of capital in the United States
has now moved toalevel which is63 percent higher thanitisin Japan,
26 percent higher thanin Germany, and 80 percent higher thanin Great
Britain.

Now | agree that debt isa problem, and | agree that the last stages
of the 1980s expansion created too much debt. But | also think assets
became a problem. Asset values have been declining in recent years,
which is making debt far more onerous, ssimply because the rate of
return on investments has been reduced by inappropriate tax and
regulatory policy. Capital cost has gone up. That has rendered the
assetsless valuable, hence thedebt isincreasingly onerous. Also, U.S.
tax policy —partly the 1986 bill and the bills in 1987, 1989, and
1990—dtill, after al these years, has not resolved the problem of
double taxation of dividends, surely anissuerelated to capital forma-
tion. Neither has it solved the problem of the double taxation of
retained earnings, surely another issue related to capital formation.
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Nor hasit reduced incentives which still favor debt finance over equity
finance, surely another issuerelated to capital formation. Nor havewe
resolved the problems of the tax treatment of capital gains and the
depreciation allowances. Neither isindexed for inflation. Surely, these
affect capital cost and investment return, and hence long-run produc-
tivity.and economic growth.

Nor have we, | think, properly addressed the issues of the tax
burdenson saving, particularly on the steady and significant increases
in the U.S. payroll tax rate, which has surely been one of the major
factorsin thedeclineof the narrowly defined saving rate. Nor hasU.S.
policy dealt adequately with the regulatory costs and treatmentsin a
number of areasall related to business performance, financial capital,
and overall capital formation. Westill havesignificant bottlenecks and
barrierstoinvestments— investmentdiscl osure, registrations, security
offerings, so-called insider trading (which hascome up in recent years
and may be even murkier now) —to add to the trials and tribulations
and the issues relating to corporate governance. To me, al of these
create barriers: barriers toeconomic growth, barriers to capital forma-
tion, and barriers to capital investment. This was, of course, the
backbone of the supply-side view which emerged in the government
in theearly 1980s.

| would also raise a point about the federal budget. It seemsto me
if the budget continuesto grow at 11 percent ayear, which iswhat it
hasdonein the past 3.75fiscal years, weare going to continue to have
amagjor problem. This spending increase, which is partly a function
of the stagnant economy and partly afunction of the state of policies,
has created a budget deficit which was 3 percent of GNP as recently
as 1989—3$130 hillion. At theend of thisfiscal year, according to the
Office of Management and Budget (OMB) and the Congressional
Budget Office (CBO), it's going to come in--even excluding deposit
insurance— atabout $325 billion, whichisabout 5 1/2 percent of GDP.
That isaquantum jump in four years. Y ou actually changethe handle
onthedeficit fromaonetoatwotoathree. | think thisitself hascreated
an inhibiting effect on capital formation and the various incentives.

Nor has this spending, which isaform of government targeting on
infrastructure, done much to stimulate our economy. Since we all
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agree, the conservatives and the not-so-conservatives, that the
economy hasn't performed well in the last four years, | ask, "If
spending were the answer, why haven't we done better?* Indeed, we
did alittledrill in my shop that looked at infrastructure spending and
what | call "human resource spending,” what one presidential can-
didate called " government investment.” Covering all the accounts—
transportation, education, employment, employment training,
employment services, and so forth—I find, most interestingly, that
George Bush has actually done pretty much what his opponent asked
him to do. President Bush very significantly expanded federal spend-
ing in these areas, by about $35 billion or roughly 8 percent ayear, in
the last four years. Now since the economy has grown less than 1
percent, presumably there is not as strong a linkage between this
government direct investment and retraining, education, and soforth,
asone might believe by listening to some of the other analyses. We've
had it for four years and it has had no palpable effect on economic
expansion nor productivity. Maybe we need to spend more— perhaps
we should double it from 8 percent to 16 percent. We would have to
wait four to 12 more years. But as atrial run, we have not done very
well in establishing the benefits of government spending.

| also know asaformer green eyeshade at OM B, on the question of
building roads, bridges, and tunnels as an employment solution, the
experience of the 1930sisrelevant. Even assuming for amoment that
some of the government spending in the 1930s worked some of the
time, let me be the first to advise this group that the situation in the
federal bureaucracy, the state bureaucracies, and the local and city
bureaucraciesis completely different now than it was 50 or 60 years
ago. Thereis very little trickle-down to the local level of thiskind of
infrastructure spending. You have to get through very aggressive
bureaucracies, most of which are heavily unionized, you've got to get
through Davis-Bacon laws, you've got to get through the minority
set-asides. Each takes a little cut as you get down to rebuilding the
FDR Drivein Manhattan or whatever it is.

Finaly, | must disagree alittle bit with Larry Summers on the very
low inflation scenario. T’ll take this opportunity to commend the
Federal Reserve on maintaining thisconsistent and successful strategy
of low inflation and long-term price stability. Let me note not just the



140 LawrenceA. Kudlow

tax cost of capital, but also the interest rate cost of capital. The
difference between 4 to 5 percent inflation and 2 to 3 percent inflation
isvery significant. Four to 5 percent inflationin 1987, 1988, and 1989
generated an average 10-year government-note yield of about 9 per-
cent. But as that actua inflation rate has dropped, and expectations
have dropped to 2 to 3 percent, that same 10-year government note is
now yielding 6 1/2 to 7 percent, which is a 200 to 250 basis-point
differential. That isalot of money for corporations, both large and
small. So | would submit, for lower interest-rate costs, very low
inflation— howeveryou define it, zero or two—is a big plus.

Solet me summarize my view now that my time hasrun out. I'm all
for equipment spending and eguipment investment. Don't get me
wrong—I think itisterrific. Wehad alot of it inthe 1980s, and | wish
we could get more of it in the 1990s. But | think we need to pay more
attention to policies across the board which will stimulate larger and
predictable supplies of financial capital so that we can undertake the
direct businessinvestment, the high risk-taking direct investment, and
the new technologies for innovation, creativity, and so forth. Thisis
where the jobs payoff comes from. This is where the productivity
payoff comes from. We need to look at capital cost and capital return
on atax and regulatory adjusted basis. Then we need to combine that
with stronger restraintsfor government spending and aslow aninterest
rate structure as possible. These to me are the kinds of sensible
macroeconomic policies which will provide the necessary capital to
finance theeconomy, new businesses, productivity, and theeducation,
or human capital, which Robert Barro will be discussing.



