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Praise for Seeds of Destruction

“Hubbard and Navarro provide a cogent analysis of America’s dangerous eco-

nomic decline as well as a carefully thought out plan for recovery based on a
manufacturing renaissance.”

—Clyde Prestowitz, Founder and President

of the Economic Strategy Institute, and author

of The Betrayal of American Prosperity

and Three Billion New Capitalists

“A well-argued—and exceedingly timely—call to action for the White House

and Congress to end partisan political bickering and move the American

economy back to sound principles like free markets, entrepreneurship, and a

renewed manufacturing base that will restore our nation’s greatness.

Hubbard and Navarro focus a bipartisan perspective on practical policy
reform.”

—Larry M. Wortzel, Ph.D., Commissioner

and former Chairman of the U.S.—China

Economic and Security Review Commission

“It is time for a clean sheet of paper that creates the ultimate focus on creat-

ing real jobs and driving the success of our private sector by significantly

improving our global competitiveness and not further eroding it. Kudos to
Glenn Hubbard and Peter Navarro for doing just that!”

—Dan DiMicco, Chairman, President,

and CEO, Nucor Corporation

“Seeds of Destruction is everything that Washington policymaking is not: sober,

lucid, reasoned, timely, bipartisan, and constructive. The United States is on a

path to greater danger and diminished aspirations. Hubbard and Navarro illu-

minate the path to fulfilling this generation’s obligation to leave behind a
nation with greater freedom and prosperity than it inherited.”

—Douglas Holtz-Eakin, President of the American

Action Forum, and former Director of the

Congressional Budget Office (2003-2005)



“Glenn Hubbard and Peter Navarro combine their unique experiences in
government and politics with their crystal-clear economic insights to produce
a lively and compelling account of the origins of the financial crisis and the
problems now plaguing the American economy. The book convincingly
explains how government policy planted the seeds of destruction and how a
change in government policy can root them out and plant the seeds of pros-
perity. Their diagnoses and remedies should be read, studied carefully, and
applied.”
—John B. Taylor, Mary and Robert Raymond
Professor of Economics at Stanford University, and former
Undersecretary of the Treasury for International Finance

“A thoughtful and politically provocative diagnosis of America’s economic
ills.”

—Kenneth S. Rogoff, coauthor of This Time is Different,

and Thomas D. Cabot Professor of Public Policy,

Harvard University

“This book is a ‘must-read’ for all persons who are concerned about our eco-

nomic future. It shows the disastrous folly of our current economic policies

and, more important, it lays out the proper policies to achieve a sound and
prosperous economic future.”

—John Cogan, Leonard and Shirley Ely Fellow, Hoover Institution,

and Professor of Public Policy Program, Stanford University;

former Deputy Director of the Office of Management

and Budget, Reagan administration
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To the youth of America—and their children.
We write this book in the hopes that, through sensible
and timely reforms, our generation will not impose
a crushing economic and tax burden on them.
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Foreword

“Republicans want to go back and live in the 1950s. Democrats
want to go back and work there.”

That's the joke circulating about the American attitude toward our
current economy, our past, and our prospects.

It’s a short joke, but one that captures Americans’ dark suspicions
about our future. In the 1950s, jobs were available and pay was high.
Americans found they were able to work fewer hours than before and
buy better cars and appliances. Mortgages were low. Education was
available and universities were good. The Midwest drew workers
rather than sent them away. When someone lost a job, he found
another. Teenagers went joyriding in their parents” cars. It all looked
easy at the time. But today no one seems to be putting forward a plan
that can take us to a 1950s level of broadly shared prosperity.

No one, that is, until these authors. In this dramatic nonpartisan
book, Glenn Hubbard and Peter Navarro lay out the true roots of the
current troubles. They then open their hands and show “seeds of pros-
perity,” a new set of policies that can, if planted, make the economic
garden grow even more dramatically than it did in the past.

No pair of authors is more qualified than these to undertake this.
While he was Chairman of the Council of Economic Advisers at the
White House in the early part of the nought decade, Glenn Hubbard
wrote the soundest components in the 2001 and 2003 tax laws. As a
scholar and dean of Columbia Business School, Hubbard has identi-
fied those changes in tax and regulatory law that can yield the most
efficacious growth. Peter Navarro, a noted speaker and teacher, is
author of numerous prescient and insightful books, including The

Xii



FOREWORD

Coming China Wars, Always a Winner, and What the Best MBAs
Know.

Hubbard and Navarro begin their work by laying out the aspects
of the problem the rest of us can merely sense. In this decade, the
economy has grown an average of 2.4 percent. That compares with an
average of 3.2 percent in the period from 1946 to 1999. Employment
is in trouble. After other downturns, American companies have been
quick to rehire. Not this time. Workers are being rehired after the
crash of 2007-2008, but at a dreary rate conforming more to

European patterns than our own.

The authors also expose what might have been wrong in the
assumptions about a decade like the 1950s. One is that strong unions
can force the economy to grow by demanding high wages. The only
thing that made the high-wage policy of the 1950s possible was that,
back then, the United States had no international competitors. Europe
was flat on its back amid its own rubble. Asia was a rice paddy. Today,
the effect of a high-wage policy, whether instituted because of union
pressure or because of pressure from the federal government, would
be to drive employers overseas even faster than they are already going.

The authors then proceed to offer recommendations that appeal
to simple common sense. The first is that the country begin to recog-
nize something we have been ignoring: the importance of business
and investment. To be sure, Americans pay lip service to the concept
that the private sector matters. President Barack Obama has, for
example, often said that the private employers will lead recovery. Yet
we don’t think about the fact that our tax structure holds those
employers and investors back. The Internal Revenue Code currently
punishes savings and investment relative to other economic activities.
The bias also disadvantages us internationally. Other nations have long
since recognized the importance of the corporate tax. They have cut
rates, leaving our corporate tax one of the highest in the world.
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A second step then would be to realign the tax code so that it moves
into balance. The authors format an overhaul of the tax code that
reduces capital gains taxes and other taxes on business and capital
formation. Such a move sounds like it is “a gift for business,” something
some voters, having been laid off by business, are not inclined to make.
But the effect of reducing taxes on capital will be to create new employ-
ers for ourselves and our children. Reducing taxes on capital also
improves the quality of jobs that will be on offer. Instead of a future as
a municipal official, a child will find a job with the next Google.

Giving capital its fair chance entails a third move—abolishing or
curtailing the elements of the tax law written to favor the consumer
above the producer. Such moves would include a reform that is hard to
sell politically—a reduction in the home mortgage interest deduction.
But the gift of the interest deduction is only precious because of the
punishment the rest of the tax code metes out. In combination with
lower tax rates and more jobs, ending the mortgage interest deduction
will not hurt families. A balanced tax structure would, again, begin to
channel money to where it is most productive—innovative projects

and worthy investments.

The fourth major change the authors call for is that the country
reject government as a manager of the business cycle. Our national
habit of looking for federal help at signs of economic weakness has had
a significant result: It has made government bigger. Today, as budget
deficits mount, the federal government is rapidly moving toward 25 to
30 percent of the economy. That compares with the 20 percent that
was the rule just a decade or so ago.

But our dependence on government has not given us what we
were really asking for: strong growth. This is because, as the authors
point out, reliance triggers a destructive dynamic. To finance our
excessive government spending, the U.S. Treasury must issue sub-
stantial new debt. Foreigners and foreign governments like to lend to
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the United States. But the extent of our borrowing will eventually
make us look risky. Though they may be lower now, interest rates will
inevitably rise. Equally inevitably, higher rates will crowd out business
investment. This crowding out in turn will decrease our ability to

invest in essential functions such as defense, research, and education.

The last and final trouble is our trade deficit. As Hubbard and
Navarro astutely illustrate, our trade imbalances are the result of sev-
eral factors: that skewed tax system, which also puts exports at a dis-
advantage, our energy dependence, and those protectionist walls and
deals that do exist already. It is time to set aside trade favoritism and

develop constructive multilateral trade reform.

If these simple suggestions truly are “seeds of prosperity,” why
haven't others before Hubbard and Navarro recognized them? The
first reason is the tendency of Congress and the White House to treat
America like an emergency room. Next to other things it must man-
age—war, a Katrina, or a BP disaster—slowing growth does not look
like an emergency. That slow growth, therefore, gets overlooked by
politicians eager to play the hero by ministering to direr cases.
Lawmakers’ triage is understandable because crises have the rare
capacity to catalyze our sluggish legislative bodies and voters into
action. “Never waste a crisis,” as Rahm Emanuel told an interviewer
just after President Obama’s election. But what the lawmakers forget
is that even a gradual disease can be fatal. The sluggishness they
despair of in their political conversations is a symptom of an economic

slowdown.

There is a more profound reason for the American delay in
addressing the causes of slow growth. In the postwar period, our text-
books have been called Keynesian, after the British economist John
Maynard Keynes. Keynesianism, as it has been taught for the past half

century, tends to neglect innovations, investments, and investors in

XV



SEEDS OF DESTRUCTION

favor of the consumer and shopper. Keynesianism likes the kind of
growth it knows, home buying or factory work.

Keynesian principles have so penetrated our thinking that they
determine our lexicon. When a television commentator tells viewers
that consumer activity represents 70 percent of the economy—and
the commentators do that often—the commentator is quantifying the
economy using Keynesian measures. The very meters we trust to tell
us how to invest are Keynesian—the Consumer Confidence Index, for
example. Such meters are fine and good. But they do not capture pro-
ducers” anxieties or hopes. When we hear that “strong jobs numbers
may lead to inflation,” the speaker is assuming, as Keynesians do, that
there is always a trade off between unemployment and inflation. This
is not the case. We have had decades with strong growth and low infla-
tion, and we have had a decade where growth slowed and inflation
took off. “Stagflation,” the 1970s dynamic, is itself a contradiction of
the Keynesian trade off.

Our national inability to see outside the Keynesian construct in
fact contributed to the recent financial implosion. For decades, the
message to Americans from politicians of both parties was that spend-
ing was good—especially spending on housing. The tax structure rein-
forced this first with that home mortgage interest deduction but then
also with the numerous home credits available over the years for
lower earners and tax-subsidized federal loans. Had Americans
invested that money on new ideas and new companies, growth over-
all would have been stronger and more genuine. The exotic mortgages
that vulnerable families began to sign up for were tacitly sanctioned
by the rest of us out of the Keynesian habit of believing in housing.

Unfortunately, politicians from both parties seem these days con-
tent to muddle forward in Keynesian fashion. Due to budgeting rules,
the tax codes that Hubbard coauthored are due to expire this year or
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next. The White House and many members of Congress have adopted
a passive—aggressive approach to this process. Rather than extend the
tax cuts, lawmakers and administration officials seem to be willing to
let all or most of them expire. In addition, of course, Washington is
blithely laying on new taxes, such as the health care planned 3.8 per-
cent tax on so-called “unearned income.” This last addition is itself a
mighty burden, for it targets precisely those engines of growth
described above. The result is to skew our tax system yet more against
job creation. The total effect of the 2010 tax changes, even before any
further increases are passed, is to impose the biggest tax increase on
the country since World War II, and that in a time when the economy
is still fragile. Lord Keynes himself, far wiser than today’s Keynesians,
would have been the first to point out the folly of that. In other words,
at the present time, the United States truly is planting seeds of
destruction, just as the title of this book suggests.

The good news is that scholars like Hubbard and Navarro do sup-
ply us with not only a new plan, but also a language for talking about
that plan. Once voters can find the lexicon they need, they are ready
to discuss, and eventually support, policies that will bring the progress
for which we wax nostalgic. We will again enjoy that elusive thing that
made the 1950s feel so good—not the union cards, not the music, not

the lifestyle, but the growth.

—Amity Shlaes
Amity Shlaes is a Senior Fellow in Economic History at the Council
on Foreign Relations, a Bloomberg columnist, and author of

The Forgotten Man: A New History of the Great Depression.
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introduction

The White House Plants
Its Seeds of Destruction

If politics makes strange bedfellows, economics can sometimes make
for a very odd couple. We are indeed two economists from two very
different sides of the political aisle.

One of us—Glenn Hubbard—is a Republican who served as the
Chairman of the Council of Economic Advisers for President George
W. Bush during his first term. The other—Peter Navarro—is a
Democrat who ran for Congress with President Bill Clinton’s support.

The two of us met at Harvard University in the 1980s while work-
ing on our PhDs in economics. What we share now is a deep and abid-
ing concern that the Obama administration has put into place a set of
policies that ultimately contain the seeds of America’s economic
stagnation. And, as we argue, these seeds reflect the actions of both
parties.

We fervently wish this were not so. In January 2009, both of us
had high hopes for a young president seeking to give this fair nation a
fresh start on a wide range of fronts. However, since taking office,
President Barack Obama and his policy team have repeatedly stum-
bled across a surprisingly broad swath of issues and crises. The list of
concerns that may be rightfully tacked upon the White House door is
both long and alarming. It includes the following:

» The gross mismanagement of a massive fiscal stimulus that
has created far more public debt than private-sector jobs.
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= A historically unprecedented expansion of the powers—and
balance sheet!—of the Federal Reserve that has raised many
questions about future inflation concerns and regulatory
overreach.

= An increasingly shrill tax policy that seems ever more inter-
ested in simply “soaking the rich” and punishing businesses
rather than efficiently deploying our resources and balancing
the federal budget.

= A misdirected energy policy that inexorably drags us deeper
into our pernicious oil import dependence and likely dooms
us to a dim future of soaring electricity and gasoline prices.

= A budget-busting health care bill that establishes unreason-
able mandates, imposes heavy-handed insurance regulation,
and serves up a massive new and grossly underfunded entitle-
ment, all without adequately reining in out-of-control health
care costs—and all in the name of progressive “reform.”

= Last, a failure to confront our trading partners—particularly
China—on a set of mercantilist and protectionist trade poli-
cies that have created chronic global trade imbalances and
destroyed millions of American jobs while threatening the
entire global free-trade system.

What is sorely missing from the Obama administration’s “Seeds of
Destruction” agenda is this critical realization: We as a nation cannot
resolve what have become deep and systemic structural imbalances in
our economy simply by throwing more and more money and more
and more regulations and more and more taxes at the problem.
Instead, the real key to long-term prosperity in America—and a
secure national defense—lies first and foremost in restoring business
investment and the entrepreneurship and technological innovation
that come with it as the primary engine of growth and job creation.

As we will explain more fully in the first chapter, the economic
growth of any nation is driven by only four components: consumption,
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business investment, government spending, and net exports. After
more than a decade of economic stagnation spanning two asset bub-
bles, two stock market crashes, two recessions, chronic trade imbal-
ances, and a bipartisan utter lack of both fiscal and monetary restraint,
our “GDP Growth Driver equation” is, to put it in its most colloquial
phrasing, totally out of whack.

We have saved too little and taxed too much, and thereby have
significantly underinvested in the private sector—the most important
engine of job creation in any economy. Meanwhile, soaring govern-
ment expenditures are burdening our economy with massive budget
deficits and the heavy burden of an equally massive public debt while
chronic trade imbalances have siphoned off millions of potential jobs
and depressed wages and income growth.

As a result, all four drivers of our GDP growth are out of struc-
tural balance and underperforming; it is hardly surprising that over
the last decade our economy has grown far below its full employment
rate. Indeed, given these structural imbalances, it's no surprise that
millions of Americans are out of work and both wages and income
remain depressed.

President Obama is certainly not to blame for all of this. Both
political parties have made errors. And as Chapter 3 explains, the dis-
cretionary policy activism at the Fed helped spawn both the tech bub-
ble of the late 1990s and the housing bubble of the last decade. In the
process, the lack of monetary restraint and easy-money ways ushered
in a decade of overconsumption and underinvestment, accommodat-
ing an almost total lack of fiscal restraint at the White House and on
Capitol Hill.

Former President George W. Bush likewise must shoulder his fair
share of the blame. He engineered passage of a budget-busting
Medicare prescription drug benefit that further bloated an already
out-of-control entitlements program, and that alone will add more
than a trillion dollars to the deficit over the next decade. More

3
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broadly, this putatively fiscal conservative president allowed a wide
range of other entitlement programs to grow on his watch.

Former President Bush may likewise be faulted for his handling
of the beginning of the 2007-2009 recession and financial crisis.
Although his administration was quick to apply a fiscal stimulus as the
recession began in 2007, Bush’s advisors mismanaged a series of cor-
porate bailouts. At the same time, they were slow in addressing criti-
cal reforms in financial regulation that could have limited the spread
and damage of the crisis.

Of course, the budget-busting policies from the Bush administra-
tion could not have been implemented without the support of a
Congress far more concerned with pork barrel politics than long-term
economic strategy. For example, the Bush administration’s prescrip-
tion drug bill passed with bipartisan support—despite its fiscal irre-
sponsibility.

Although President Obama unquestionably inherited a very diffi-
cult economic situation from the Bush administration and a profligate
Congress, he may rightly be blamed for making a very difficult situa-
tion far worse. As we will explain in this book, and as we noted a
moment ago, virtually every policy that President Obama has adopted,
or has sought to adopt, has perversely accentuated, rather than ame-
liorated, the American economy’s pernicious structural imbalances.

Perhaps most egregious has been the Obama administration’s rad-
ical expansion of the government sector at the same time the presi-
dent has sought to significantly increase taxes on business investment
and the private sector. This is but a fool’s game that takes us further
down the road of economic stagnation rather than toward the path of
economic prosperity.

Equally egregious has been the role of a Democratic Congress in
ratifying and, sometimes, as with the fiscal stimulus, even further per-
verting the Obama agenda. Indeed, just as former President Bush
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needed a Republican Congress to ratify some of his mistakes, so too
has President Obama used a Democratic majority to push forward
with an agenda that is counterproductive to long-term economic

recovery.

In large part because of the failures and foibles of White House
policies, Congress has become highly polarized and quite clearly is
unable to put the goals of national prosperity and security above its
own petty, parochial politics. The beleaguered Democratic majority is
desperately trying to hold on to its liberal base—even as its party
splinters amid rancor and recriminations. Meanwhile, many
Republicans, smelling blood in the water, seem far more intent on
political posturing and regaining majority control than constructive
policy reform.

What is missing from the national dialogue is any sense of urgency
about America’s long-term economic prospects. What both President
Obama and congressional politicians on both sides of the aisle must
realize is this: The greatest threat right now to America’s national
security is an economy too weak to support our national values and too
structurally unbalanced to propel this nation to renewed strength and
prosperity.

The difficult truth that must be told is that America is close to a
destructive tipping point. We must change how we conduct our poli-
tics and economics and thereby rebuild and rebalance our economy,
or we will inevitably go the way of all once-great nations and suffer an
irreversible decline. This is the critical “Seeds of Destruction” road
that we now find ourselves on—and it is a road that runs straight
through Washington, DC.

However, America can follow a very clear path to long-term pros-
perity. Our Seeds of Prosperity blueprint is based on a set of sound
economic principles that, over the course of American history, have
helped make this country great. These principles include free markets
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and free trade; efficient taxation; a strong commitment to entrepre-
neurship, innovation, and technological change; a vibrant manufactur-
ing base; and enlightened rather than heavy-handed regulation.

In setting forth our policy agenda, neither of us is a political
Pollyanna. We understand that the destructive political equilibrium in
which we have found ourselves will be difficult to transcend.
However, we also understand that unless real change occurs in how
this country conducts its politics, and unless we address the growth-
killing structural imbalances in our economy, we as a nation will be
unable to confront our challenges and seize the opportunities that lie
before us—to the detriment of our children’s future. That is why now
is the time to find the appropriate path to prosperity and thereby
achieve the economic security and political stability that come with
such prosperity.
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chapter one

America's Four Growth Drivers
Stall and Our Economy Stagnates

“For most of the past 70 years, the U.S. economy has grown at a
steady clip, generating perpetually higher incomes and wealth for
American households. But since 2000, the story is starkly differ-
ent. The past decade was the worst for the U.S. economy in mod-
ern times, a sharp reversal from a long period of prosperity that
is leading economists and policymakers to fundamentally rethink
the underpinnings of the nation’s growth.”

Washington Post (January 2010)"

America has the largest and most productive economy in the world.
Yet something feels terribly wrong.

It’s not just that millions of Americans remain out of work. It’s also
that income and wage growth have been stagnant for many for much
of the last decade, while our job security seems far more uncertain
and our job opportunities seem more limited.

Amid these labor market uncertainties, our capital markets have
likewise been in crisis. It's not just that millions of American stock
market investors have lost trillions of dollars. It’s also that our faith in
our financial markets and institutions has been shaken to the core—
even as the financial crisis cost many innocent bystanders their jobs.
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The past decade has been particularly unsettling for a generation
of Americans raised on Wall Street’s doctrine of “buy and hold.”
Indeed, our financial advisors assured us that all we had to do was buy
and hold a portfolio of stocks representing the broad U.S. stock mar-
ket, and we would have more than enough to retire on. Yet an
American dollar invested in a mutual fund holding the Standard &
Poor’s 500 stock market index at the beginning of the appropriately
named “nought decade” of the 2000s was worth only 90 cents at the
end of the decade.

In these unsettling times, the central conundrum we now face is
that America’s once-robust and vibrant economy appears to many to
depend on an unprecedented, massive, and totally unsustainable
monetary and fiscal stimulus just to achieve modest growth rates and
relatively small reductions in a persistently high unemployment rate.
One very clear and present danger is that these massive stimuli—and
the massive government debts that come with them—will force us
down the road to confront very unpleasant choices and trade-offs
among fiscal priorities ranging from education and national defense to
Medicare, Social Security, homeland security, and the provision of
critical infrastructure. These massive stimuli may also possibly
reignite inflation in the midst of America’s underperforming growth

rate.

Under this cloud of uncertainty, the central policy question now
facing the nation is this: How can America reharness the vibrant pro-
ductivity growth of the private sector and resume its journey on the
path of long-term prosperity? In order to answer this question—and
thereby make things right—we first need a much better understand-
ing of just what has gone wrong.

The first diagnostic tool we will use is the GDP Growth Drivers
equation, which is a simple but very powerful representation of how
all nations grow their economies. Using this diagnostic tool, we will
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see that after more than a decade of failure of our fiscal, monetary,
and trade policies, the American economy has been saddled with
major structural imbalances in all four of its growth drivers that are
now stalling our economy. We as a nation are simply saving too little
and therefore are investing too little in the primary engine of job cre-
ation—the private sector. We as a nation are also spending far too
much of our wealth on government while chronic trade imbalances
have left us severely weakened.

The GDP Growth Drivers Equation

The Gross Domestic Product, or GDP, is what economists use to
measure the growth of any nation. The beauty and simplicity of the
GDP Growth Drivers equation is that it illustrates that a nation’s eco-
nomic growth is driven by only four factors. It may be written like this:

GDP =

Consumption + Business investment + Government spending + Net exports

In this equation, “net exports” represents the difference between
what a country exports to, and imports from, the rest of the world. It
is important to understand up front that by the simple arithmetic of
this equation, if a country such as the United States runs a trade
deficit, its net exports will be negative, and its rate of GDP growth will

be lower than it otherwise would be.

More broadly, using the construct of the GDP Growth Drivers
equation allows us to very precisely diagnose why America is now fac-
ing a decade of slow growth and high unemployment. As we will see,
all four American drivers of GDP growth have effectively run off the
road—or, perhaps more accurately, been stalled by policy failures.

Let’s start our diagnosis, then, with a brief overview of the GDP itself.
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GDP Growth Has Been Well Below
Potential Growth

The 2007-2009 crash produced the worst recession since the Great
Depression. However, the even bigger problem with the decade of
the 2000s was that the U.S. economy performed well below its histor-
ical average and potential growth rate.

This concept of “potential growth rate” is particularly critical to
both understanding and diagnosing America’s economic woes. Any
nation’s potential growth rate (also called “potential output”) meas-
ures the highest GDP growth rate a country can sustain over time
without generating significant inflation. When the American GDP is
growing at an annual rate consistent with its potential growth rate, our
economy is creating as many jobs as it can in a sustainable fashion.
However, if the American economy grows at a rate significantly below
its potential growth rate for any sustained period of time, such as it did
during the 2000s, millions of jobs that would otherwise be created are
lost—and are very difficult to recover.

Exhibit 1.1 illustrates this problem of slow, below-potential
growth by comparing the average annual, inflation-adjusted GDP
growth rate during the 2000s to that of a historical benchmark based
on the postwar period of 1946 to 1999.

Exhibit 1.1 The 2000s: A Decade of Underperformance

Average Annual GDP Growth Rate

1946-1999 3.2%
2000-2009 2.4%

Source: Department of Commerce

During the benchmark period, the American economy grew at an
average annual rate of 3.2%. What this benchmark number tells us
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with more than 50 years of data is that the potential growth rate of the
American economy is achieved when the GDP grows a little over 3%
a year.

What Exhibit 1.1 also tells us, however, is that during the nought
decade of the 2000s, the American economy substantially underper-
formed that potential. It averaged a 2.4% GDP growth rate>—0.8%
below the historical average.

You may think that a difference of only 0.8% in the GDP growth
rate is a small number. However, this 0.8% gap makes an enormous
difference in terms of the ability of the American economy to create
new jobs and income growth.

The rough rule of thumb is that every 1 percentage point of GDP
growth creates about a million jobs. This means that on a cumulative
basis, a 0.8% underperformance in growth over the course of a decade
translates to close to ten million jobs our economy failed to create.
This is a stunning finding, because if we had created those jobs in the
nought decade, the American economy would be much closer to full
employment than it is today. If the American economy continues to
perform well below its full potential growth rate, this will mean con-
tinued persistent high unemployment, downward pressure on wages
and income, and a stagnant or perhaps even falling standard of living.

To understand why the American economy grew below its poten-
tial in the 2000s—and why it is likely to perform below its potential
growth rate in this new decade unless something is done—we need to
turn to our diagnosis of the ills afflicting each of the four GDP growth

drivers.

To set up this diagnosis, look at Exhibit 1.2. It compares the per-
centage contributions of each of the four GDP growth drivers in our
benchmark period of 1946 to 1999 to those contributions in the
decade of the 2000s.
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Exhibit 1.2  Structural Imbalances in the U.S. Economy Emerge
in the Nought Decade

1946-1999 2000-2009
Consumption 64% 70%
Business investment 16% 16%
Government spending 20% 19%
Net exports 0% -5%

We first see that in the postwar period from 1946 to 1999, con-
sumption expenditures accounted for an average of 64%, or just shy
of two-thirds, of America’s GDP growth rate. That’s a share of the
GDP that is consistent with most developed economies.

However, we also see that the share of consumption jumped sig-
nificantly in the nought decade of the 2000s—specifically, to 70%. As
we will discuss further, this is a signpost of America’s overconsump-
tion during that decade, which helped lead us first to a housing bub-
ble and then to a housing bust.

The second statistical comparison that really leaps out from
Exhibit 1.2 has to do with net exports. In our benchmark period from
1946 to 1999, American trade with the rest of the world had virtually
no net negative impact on GDP growth—net exports were near 0%.
However, during the 2000s, as our trade deficit more than doubled
and grew to record proportions, the net negative impact of net exports
on total annual GDP jumped to fully minus 5%. In doing so, this neg-
ative net export effect may have reduced our annual GDP growth rate
by as much as half a percent—with the collateral loss in millions of
jobs that might otherwise have been created.

As a final statistical comparison, Exhibit 1.2 shows that govern-
ment expenditures as a percentage of GDP were actually slightly
lower than the historical average during the nought decade. This
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means that at least during the nought decade, a bloated government
sector does not appear to have been a significant brake on growth.

In this new decade, however, the problem we have going forward
is a huge one.

As we will illustrate and discuss further, government expenditures
are projected to zoom to as high as 30% of GDP under the impetus of
massive fiscal and monetary stimuli and rapidly ballooning entitle-
ment programs. Note particularly how the future projected deficits
dwarf the current ones—which are historically large. Prospectively,
the GDP Growth Driver equation therefore faces a significant wors-
ening of its government spending problem—and a new and massive

structural imbalance in its economy.

With these observations as background, lets turn to a more
detailed analysis of each of the individual drivers of the GDP growth

rate, starting with consumption.

The American Consumer's Roller Coaster

As previously shown in Exhibit 1.1, the American consumer is by far
the largest driver in the GDP Growth Equation. In fact, in developed
countries such as the United States, the European nations, and Japan,
personal consumption expenditures typically account for fully two-
thirds of economic activity. That's why a strong consumer with robust
purchasing power is critical to any long-term American recovery.

Right now, the American consumer is anything but strong and
robust. A large part of the problem is a frayed and tattered household
“balance sheet” that remains as a leftover from overconsumption
during much of the last decade. It was precisely this pattern of over-
consumption (and a collateral low level of saving) that helped fuel
America’s housing bubble and eventually helped trigger the
consumer-led 2007-2009 crash.
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In fact, much of the overconsumption that occurred during the
past decade was driven not by rising income and wages but rather by
rapid home price appreciation. As housing prices rose during the bub-
ble years, millions of Americans relied more and more on the black
magic of mortgage refinancing for their spending needs rather than
on rising wages and income.

By refinancing their mortgages and removing equity from their
homes in the form of cash payouts, consumers effectively turned their
homes into automatic teller machines. Collectively, this “house as an
ATM” phenomenon provided a tremendous short-term consumption

boost to the economy.

However, with consumers spending beyond their means and
stretching their balance sheets, that kind of economic boom would
inevitably go bust. Once the housing bubble burst, the “house as an
ATM” consumption stimulus for the economy went into reverse, and
consumption spending slowed dramatically.

Today, as the American economy attempts to resume its robust
long-term growth pattern, a big brake on that growth remains a chas-
tened consumer being squeezed on at least four fronts.

First, with housing prices stagnant and foreclosures an ongoing
problem, the houses of many consumers are worth less than their
mortgages. This “negative equity” problem puts a severe crimp on

spending, and using one’s home as an ATM is no longer an option.

Second, persistently high unemployment constrains future GDP
growth in both an obvious and subtle way. Most obviously, all the peo-
ple in unemployment lines, who aren’t bringing home a paycheck, are
by definition spending far less than they otherwise would. More sub-
tly, a high unemployment rate puts strong downward pressure on the

wages of those who are employed, further suppressing consumption.

In still a third dimension of the problem, inflation has vitiating
effects on America’s purchasing power. Not only are oil and gasoline
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prices in a long-term upward trend, but so are the prices of imported
goods ranging from foreign cars to toys and electronics as the value of
the American dollar declines.

Finally, income growth has actually been negative since the
beginning of the nought decade—in contrast to very robust growth in
the preceding two decades. This is illustrated in Exhibit 1.3 using one
of the best measures of income growth—real, inflation-adjusted aver-
age median household income.

Exhibit 1.3 Real Median Household Income Over the Past
Three Decades

Decade Total Growth Rate for the Period  Average Annual Growth
1980-1989 18% 1.8%
1990-1999 16% 1.6%
2000-2008 -1.4% -0.014%

You can see that during the 1980s, real median household income
grew a total of 18% over the decade, or 1.8% annually. Similarly, dur-
ing the 1990s, the total growth rate was 16%, or 1.6% annually.
However, during the nought decade through 2008, income growth
actually went negative—to a growth-vitiating minus 1.4% over the
nine-year period.> As we shall explain, there are at least two reasons
for this—one obvious and one more subtle.

The problem is not so much one of insufficient productivity
growth, though an increasingly hostile tax, trade, and regulatory envi-
ronment is harmful to income growth. A more subtle part of the prob-
lem, however, is rapidly rising health care costs. These out of control
costs (which we squarely address in Chapter 9, “Why ObamaCare
Makes Our Economy Sick”) have taken an ever increasing share out
of the total compensation paid to workers by employers in our

employer-based health care system.
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It follows from these observations that restoring the strength of
the American consumer as an important driver of long-term economic
growth is a complex and multidimensional task. Any broad rebalanc-
ing solution will incorporate at least five components.

First and foremost, it will mean putting unemployed Americans
back to work. Second, it will mean stabilizing the housing market and
housing prices. Third, it will mean more rapidly increasing the pro-
ductivity of the American worker and making U.S. industry more
competitive in international markets so that wage and income growth
can once again boost purchasing power. Fourth, it will mean reducing
America’s dependence on increasingly expensive oil. Finally, it will
mean creating a strong and stable dollar so that our import bill

remains manageable.

* * *

Two final points on the consumption driver in the GDP Growth
Driver equation are worth noting. First, nothing we have said about
the falloff of consumer spending in this new decade should be con-
strued as exhorting consumers to “go to the mall and help spend their
way to prosperity.” We tried that strategy in the 2000s, and what we
got was initially a housing bubble, and then a housing bust, and then
a bad balance sheet hangover.

Second, nothing we have said about the 2000s being a decade of
overconsumption should be construed as an anticonsumption, moral-
istic judgment. Quite the contrary: We advocate a strong and robust
consumer who generates sufficient income and wealth to enjoy a ris-
ing standard of living without going deeply into debt. Only with such
a strong and robust consumer will we regain our path to prosperity.
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Where Has All the Business
Investment Gone?

Although consumption makes up more than two-thirds of America’s
GDP Growth Driver equation, business investment historically has
accounted for a little over 15% of U.S. economic growth. What busi-
ness investment lacks in size, however, it more than makes up for in
volatility.

The recessionary fact of the matter is that business executives can
reduce capital investment rapidly and thereby trigger a downturn. In
fact, this is precisely what happened leading into the March 2001

investment-led recession.

One reason why business investment is so volatile has to do with
what Depression-era economist John Maynard Keynes once called
the “animal spirits” of entrepreneurs and business executives. At the
first hint of recessionary trouble, executives often cut back on busi-
ness investment—ironically sometimes making a recession a self-
fulfilling prophecy.

Today, business investment in America has a lot more than a mere
psychological problem. Since the 2001 recession, American business
executives have chronically underinvested not just in new plants,

equipment, and production facilities, but also in basic research and
development (R&D).

Part of America’s business investment problem has to do with the
2007-2009 crash and its aftermath. Since that crash, many businesses
have continued to face a severe credit and liquidity problem. The par-
adox is that even as the federal government has driven down interest
rates to near-zero levels, and even as the Federal Reserve has created
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over $1 trillion in new money, credit remains constrained—particu-
larly for small businesses. Meanwhile, many households are still
unable to obtain sufficient credit to purchase big-ticket, interest-rate-
sensitive items such as houses and cars.

Not just a credit and liquidity problem plagues American busi-
nesses. With its mishandling of issues ranging from “cap and trade,”
health care reform, to tax hikes, the Obama administration has cre-
ated tremendous uncertainty within the American business commu-
nity—and attendant risk and uncertainty. The particularly dangerous
nature of these “Seeds of Destruction” is this: In the presence of so
much uncertainty and risk, business executives have been unable to
accurately calculate projected rates of return on new investment. As a
result, many corporations have invested less than they otherwise
would. Combine this cloud of risk and uncertainty with a lack of
access to credit, and you wind up with the financial equivalent of a
black hole that sucks the life out of domestic business investment.

It would be a big mistake, however, to assume that the lack of ade-
quate business investment in America is simply a short-term problem
driven by a lack of adequate credit and liquidity and rising uncertainty
over regulatory and tax policies. This continued “sand and grit” in
America’s financial system certainly helps account for the short-term,
cyclical downtrend in business investment during the 2007-2009
crash. However, the harsh reality we must also confront is that domes-
tic business investment in new industrial capacity has been in a

longer-term decline since at least 2001.

A big part of the problem, as evidenced by the falloff in industrial
production and the loss of six million manufacturing jobs during the
nought decade, is the phenomenon of offshoring. Over much of the
past decade and continuing into this new decade, American business
executives have increasingly chosen to transfer much of their produc-
tion, along with much of their R&D and many of their other opera-
tions, to foreign countries.
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Debates over offshoring and its possible negative effects on
domestic investment and growth in America make it tempting to
blame the rise of free trade and wave the bloody shirt of “cheap for-
eign labor.” Such an explanation, however, is far too simplistic. As we
will explain in the next chapter when we discuss our Ten Levers of
Growth, free trade is an essential component of global economic

growth and stability.

The real problem American business executives face is not free
trade per se. Rather, it is that in today’s global marketplace, American

corporations often fight the free-trade wars with both hands tied
behind their backs.

One hand is tied behind the backs of American business execu-
tives because of the greater regulatory and tax burdens that are
imposed on American soil relative to the burdens competitors face in
other countries.

The second hand which is tied behind the backs of American
business executives relates to the tendency of several of our key trad-
ing partners to engage in both mercantilist and protectionist policies
that make it almost impossible for American companies operating on
American soil to compete freely and fairly.

Accordingly, increasing business investment again in America will
require a comprehensive overhaul of three critical policy areas: regu-
lation, tax, and trade.

There's Too Much Government Spending

Let’s stop now and take stock of where we are so far in this chapter.
We know that two major constraints on America’s long-term economic
recovery are overconsumption in the consumption driver of the GDP
Growth Driver equation and underinvestment in the business invest-

ment driver.
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The third major constraint on Americas long-term economic
recovery presents us with a seeming paradox. That constraint is
overspending by the federal government.

We saw in Exhibit 1.2 that excess government spending was not a
significant constraint on GDP growth throughout much of the nought
decade. The problem lay more in structural imbalances in the con-
sumption, business investment, and net exports growth drivers.

This current decade, however, is likely to witness explosive and
sustained growth in government expenditures. That such overspend-
ing by the federal government might actually slow down America’s
growth prospects would seem to be a paradox, because according to
the GDP Growth Driver equation, if government spending goes up,
so must the GDP.

That “stimulus effect” may be true in the short run. However,
over the longer term, large and chronic budget deficits represent one
of the worst seeds of economic stagnation that any White House and
Congress can plant because of their negative impacts on all three
other drivers in the GDP growth equation. Before we come to under-
stand why this harm is done, let’s take a further look at the deficit and
public debt numbers.

Exhibit 1.4 compares the actual budget deficits run in the 2000s
to the projected budget deficit picture in the 2010s. In reviewing this
exhibit, it is important first to understand that the deficits that
occurred during the Bush administration, particularly during the sec-
ond term of George W. Bush, were historically large in absolute terms.
That said, you can see that the Obama deficits projected by the CBO
dwarf the Bush deficits.

There are several reasons why the Obama deficits are likely to sig-
nificantly choke growth—and why the CBO estimates that America’s
real GDP will grow by only 2.4% annually from 2015 to 2020 once the
stimulus effects wear off.
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Exhibit 1.4 The Daunting Budget Deficits of Qur Future
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— ACTUAL N PROJECTED —/
$236.2 [0 CBO estimate [[] White House
billion estimate

‘02 '03 '04 '05 '06 '07 '08 |'09 10 11 12 13 14 15 '16 '17 18 "19

—800 4 S )

-1,200 1 =

-1,600

CBO: —§1.85 till - — White House: —$1.75 trillion
:—$1.85 trillion —
. \ J

The first reason is the simplest to understand. A rapidly rising
debt burden for the federal government means that more and more
of our tax dollars must be paid to service interest on that debt. With
foreigners holding over half of our public debt not held by the Federal
Reserve and other government institutions, payments on debt flow
right out of America and right out of the GDP Growth Driver
equation.

The second problem is slightly more complex. It has to do with
how America’s budget deficits are actually financed—and whether the
financing instrument chosen will be either inflationary or contrac-
tionary.

To finance its budget deficits, the American government has two
basic options. It can either raise taxes or sell U.S. Treasury bonds. If
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the Obama administration raises taxes, as it has shown a propensity to
do, that will be contractionary for the economy. This is because higher
taxes take money out of consumer pocketbooks and thereby reduce
consumption in the GDP Growth Driver equation. Higher taxes also
take money out of corporate budgets that might otherwise be used to
invest in new plants, equipment, and facilities.

Alternatively, if the Obama administration chooses to sell
Treasury bonds to finance its deficits, the ultimate effect will be either
higher interest rates or higher inflation—depending on who actually
buys the bonds.

One possible bond buyer is the general public. In this financing
scenario, the Treasury Department sells the bonds on the open mar-
ket. However, in order to do so, the Treasury Department typically
must offer higher interest rates on its bonds as the economy recovers.
These higher interest rates, in turn, spill over into the corporate bond

market.

In this way, the higher interest rates caused by deficit spending
are said to “crowd out” business investment in the GDP Growth
Driver equation, thereby slowing down GDP growth.

If the Treasury Department wants to avoid this crowding-out
effect, it can sell its bonds to another possible buyer instead—the U.S.
Federal Reserve. This type of deficit financing is called Fed “accom-
modation,” and it happens when the Fed is willing to buy the Treasury
bonds before they are put on the open market at the prevailing inter-
est rate.

The problem with this type of bond financing and “Fed accom-
modation” is that it is inflationary. Inflation occurs because the
Federal Reserve is simply printing new money to buy the bonds.

Of course, once inflation begins to rise rapidly, the Fed must raise
interest rates to control inflation. At this point, you get the same
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growth-killing, crowding-out effect on business investment as well as
on consumer spending for interest-rate-sensitive, big-ticket items
such as houses and autos.

The bottom line of this diagnosis is a lesson apparently not under-
stood by the Obama administration. Massive budget deficits are
totally incompatible with long-term economic recovery. By definition,
they plant some of the most potent seeds of economic destruction of
any government policy—higher taxes, higher interest rates, and
higher inflation.

Net Exports Are a Net Negative

In an age of globalization and in an increasingly flat world, the long-
term growth rate of any nation’s economy often is ultimately deter-
mined by the strength or weakness of a country’s net exports—the
difference between what a country sells to the rest of the world and
what it buys.

On the plus side, a nation’s exports make a positive contribution
to economic growth by creating domestic jobs. On the negative side,
however, when the United States buys foreign oil from countries such
as Saudi Arabia and Venezuela or foreign steel or electronic goods
from countries such as Germany and China, these other countries
enjoy the benefits of increased jobs, wages, and GDP growth.

Of course, when a country such as the United States imports more
than it exports, it is running a trade deficit, and its net exports are neg-
ative in the GDP Growth Driver equation. That’s precisely the prob-
lem we observed in Exhibit 1.1. Although America kept its trade
balance at close to even throughout much of the postwar period lead-
ing up to 2000, it has run significantly larger trade deficits since the
beginning of the nought decade. By the simple arithmetic of the GDP
growth equation—and like a crooked college hoopster—these negative
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net exports shave critical growth points off America’s economic growth

rate.

To be clear, we're not implying that imports per se are in any way
negative for a nation. Imported goods provide consumers with much
more choice while helping lower prices in markets around the world.
Rather, the problem comes when America runs large trade deficits
over a much extended period.

In fact, America’s chronic deficits have three primary sources.
The first is the anticompetitive nature of our corporate tax system.
Not only must American exporters contend with the second-highest
corporate tax burden of all the major economies in the world, but they
also face a “double taxation” on anything they earn abroad.

The second source of America’s trade deficits is what former
President George W. Bush once called America’s addiction to foreign
oil. America depends on foreign oil imports for over half of its oil
needs, and America’s petroleum import bill accounts for over 40% of
the total U.S. trade deficit.

These expenditures on foreign oil effectively act as a “tax” on both
American consumers and American businesses. When American con-
sumers pay more to foreign oil producers to heat their homes and fill
their gas tanks, that's money lost that could otherwise go into driving
the domestic economy. By the same token, when American businesses
pay more for their energy needs, this drives up production costs,
reduces the competitiveness of American businesses, and leads to
lower output and fewer jobs.

The third source of America’s chronic trade deficits is the mer-
cantilist and protectionist trade policies of our major trading part-
ners—particularly our largest trading partner, China. This has
resulted in a related structural imbalance between savings and con-
sumption, in which Asia saves too much and the United States con-

sumes too much.
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Reducing the U.S.—China trade and savings imbalances is partic-
ularly important in America’s long-term economic recovery. This is
because Chinese exports to the United States constitute fully 45% of
America’s trade deficit and 75% when petroleum imports are
excluded.

Conclusion

This chapter has used the GDP Growth Driver equation to diagnose
a variety of ills afflicting the four drivers of America’s economic
growth—consumption, investment, government spending, and net
exports. Our diagnosis tells us that we face yet another decade of slow
growth and high unemployment if we continue down the path of a low
savings rate and lack of adequate business investment coupled with
too much government spending and large and chronic trade deficits.

The next chapter introduces the Ten Levers of Growth to explore
more fully how we can turn around the sluggish American economy.
In this way, we will finish building the foundation for our Seeds of
Prosperity analysis and policy blueprint.

Endnotes

1. Neil Irwin, “Aughts were a lost decade for U.S. economy, workers,”
Washington Post (January 2, 2010), http://www.washingtonpost.com/
Wp—dyn/content/article/Z()l0/01/01/AR2010010101 196.html.

2. Omits last quarter of 2009, which was unavailable at the time of this
writing.

3. At the time of this writing, the Bureau of Labor Statistics only provided
data through 2008.
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