Overview: The Conventional Wisdom

and the New Growth Theory

Stanley Fischer

Since the 1970s, the World Bank and the International Monetary
Fund (IMF) have been dispensing economic advice and loan con-
ditionality around the world. The advice seems old-fashioned and
obvious:

keep budget deficits small

keep inflation low

don't overvalue the exchange rate

open your economy: liberalize trade and integrate
with the world economy

deregulate

with increasing emphasis, privatize

keep the tax system simple and collect taxes
invest in physical capital

invest in infrastructure

invest in human capital,

and more along these lines.

This advice is based on the static theory of resource alocation,
which shows that distortions reduce output below potential; on the
distilled wisdom of day.-to-day experience; and on more formal
econometric work.

Themost important impact of the New Growth Theory, whichisthe
banner under whichtherevivedinterest of macroeconomistsingrowth
advances, has been to confirm this advice—and to add some refine-
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ments, such as the De Long-Summers argument that machinery and
equipment investment is the most productive part of investment in
physical capital.

Itisinteresting, though, to note that the major theoretical contribu-
tion of the New Growth Theory, which isto emphasizethe possibility
of differences in long-term growth rates among countries, has drawn
little support from the data.

The policy advice that flows from these empirical results is
straightforward. Then why isn't it followed? Greg Mankiw gave us
one important reason: that increasing growth requires current
sacrifice, and that the offer of blood, sweat, and tears may help win
wars but not elections.

Another response was offered by Allan Meltzer, who argued that
the sacrifice makes nointergenerational sense, sinceour children will
be richer than we are. Or, in Joan Robinson's words, "What has
posterity ever donefor you? While that isan interesting philosophic
issue, thereisno question that most peoplewould votefor policiesthat
lead toinvestments with rates of return of 20to 30 percent—therange
that De Long and Summersoffer —purely intermsof the benefitsthey
would receivein their own lifetimes. After all, the payback period on
an investment that returns 20 percent isless than five years.

There is another explanation for the failure to follow this simple
advice: the advice istoo general, and too macroeconomic.

I will focusonthreeof thebiggrowth issues: human capital creation,
technical change, and macroeconomic policy.

Human capital

The general advice to create human capital leaves al the detailed
questions of educational reform to be settled. First, financing: indi-
viduals reap most of the returns of investment in human capital
themselves, and investment in human capital isaready heavily sub-
sidized. Should more government money be invested in education
across the board? Or should existing financing be redistributed?
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Second, what precisely should we bedoing in reformingeducation?
I sthe problem that American children attend school only 180day's per
year rather than 240 days, as in Japan? Should they be doing more
math and science? Should the government reduce the subsidies for
liberal artscollegesand raisethemforinstitutes of technology?Should
the United States try to develop apprenticeship programs, as in Ger-
many? And if so, should the government do that? The comments by
Larry Katz and Jim Miller gave usapeek at thework that isnow going
on to try to answer these questions.

Third, do we have the political skills and will to bring about the
needed changes? Should we try to leave all the improvement to the
market, through vouchers, or will moredirect intervention be needed?
If the latter, how isthe education gridlock to be broken?

As we academics in higher eduction think through the issues, we
should be sobered by thefact that, anong the threeleading economic
powers, the country with the best tertiary educational system has the
worst growth record; and the two countries— Germany and Japan—
with the better growth records, have better primary and especialy
secondary educational systems.

Technical change

There was surprisingly little discussion at this conference of the
causes of the productivity slowdown, and of policies to promote
technical progress. Michael Darby presented the only explanation for
the decline in productivity growth in the United States, arguing that
asmuch asonefull percentage point of thedecline could beaccounted
for by measurement problems.

Much of what he said resonated with those of uswho usecomputers,
wear digital watches with built-in calculators, and watch teenagers
with Walkmen on their heads and blissful expressionson their faces.
But the problems of measuring computer output that he emphasized
raise another issue, which is that computers are by and large an input
rather than an output, and that we should seetheir productivity impact
on measures of final product, such as consumption. | am not aware
that this has been done, but it would be worth doing.
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We do not yet have an adequate explanation of the decline in
multifactor productivity growth in the world economy. Trends in
researchand devel opment (R&D) do not do thetrick, for whilecivilian
R&D spending has been declining asashare of grossdomestic product
(GDP) in the United States, R&D spending in other leading industrial
countries has been increasing faster than GDP.

The technology question is crucial, for after al the shouting, the
implications of the New Growth Theory are precisely the same as
Solow’s: technological progress isthewellspring of economicgrowth.
Growth at the economic frontier comes more from technological
progressthan from the accumulation of factorsof production.

What should we be doing about that? Does the United States need
anindustrial policy, and if so, of what sort? Should the United States
support R&D activities in national laboratories? Or should we
privatizetheNational Institutesof Health?Doweneed moreDARPAs
and Sematechs? Should R&D spending by firms be subsidized even
more than in the current tax code?

These are already issues in the 1992 United States presidential
election. They are of surpassing importance, and will remain central
throughout the 1990s.

M acr oeconomicpolicy

There is a considerable body of work on both developing and
industrialized countries that showsthat long-term growth islower in
countrieswhere budget deficitsand inflation are higher. Whileimpor-
tant questions remain to be settled about the direction of causation in
thisrelationship, and the mechanismsrelating inflation and deficitsto
growth, | believe the evidence supports the view that, over the long
run, cautious fiscal policy and conservative monetary policies are
good for growth.

Of course, in the long run, none of us will be here. And there isa
rea conflict between the short and long-run growth-inflation and
growth-deficit tradeoffs. In the short run, there isa Phillips curve. In
the short run, tightening fiscal policy reduces growth. How then do
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we reconcile the short-run and long-run relationships between infla-
tion and growth, and fiscal policy and growth?

Itissometimesargued that the short-run rel ationshipsareirrel evant,
and that the long-run relationships should guide policy. In that view,
the faster a government deals with an inflationary shock, the more
rapidly it gets back to the path of real GDP it would otherwise have
been on, and the lower the accumulated loss of output.

But no one believes that in practice. Faced with an inflationary
problem, the Bundesbank did not drive money growth to zero or less
immediately, even though that would have reduced inflation more
rapidly than its current policies. Faced with a recession, Japan was
willing to raise the deficit in the short run, even though small deficits
are better for long-run growth.

Thealternative view isthat thelong-run tradeoff should be reflected
inthebasic stanceof fiscal and monetary policy. When timesaregood,
thefiscal deficit and inflation should bereduced, so that expansionary
policy can be used when it is heeded. On that view, which | believe,
the current U.S. growth slowdown owes as much to the U.S. failure
to deal with thefiscal deficit in the halcyon years of 1987 and 1988,
aswiththeslow responseof monetary policy tothegathering recession
in 1990.

On this view, short-term policy mistakes can haveimpactsover the
long term, defined asadecade. Lyndon Johnson's failureto raise taxes
in 1965 or 1966 had impacts that lasted well into the next decade.
Arthur Burns' monetary excesses had an impact on growth through
the 1970s.

When onetakesthisview, the prospectsfor thefirst half of the 1990s
arecausefor great concern. In the United States, fiscal policy hasbeen
immobilized by the deficit, and by everyone's failure to deal with
entitlement programs. In Japan, fiscal policy has been held back far
too long, hostage to the long-run view that deficits are bad. One has
to hope that the recently announced Japanesefiscal packageturnsout
to beaslargein practice as has been announced.
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The prospects in Europe are especially problematic. France, the
United Kingdom, and Italy arein or heading for recession. Germany
failed to use fiscal policy as much as needed to pay the costs of
unification, and threw theburdento monetary policy. TheBundesbank
responded asit had to, with tight monetary policy. But monetary policy
isablunt tool, with long and variable lags, and excessive application
of tight policies risks creating a recession. Thanks to the European
Monetary System, and the insistence of the rest of Europe on fixed
exchange rates, that recession will be Europewide.

The 1990s started out as the beginning of a new era. The macro-
economic policies of the major economic powers will play an impor-
tant role in determining whether the 1990s fulfill the promise of the
end of the Cold War, of German unification, of Europe 1992, and of
the worldwide shift to market-friendly economic policies.



