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I am delighted to be with you at the Cooper Union as your speaker for the Benjamin Menschel Memorial Lecture.

In 1895, a twelve year old immigrant from Minsk arrived on these shores speaking not a word of English and with no assets other than a good head and a will that took him alone and with no adults to the new world.  He stayed with some friends of his family who had come earlier, took a menial job to pay his way, and enrolled at the Cooper Union to learn English and to equip himself for life in this new world.  
And as was true for my paternal grandfather over a hundred years ago, the Cooper Union has played a pivotal role in the lives of vast numbers who have come from all over the world to energize and strengthen our country.  Thus, it is a great honor and privilege for me to be back at the same institution that meant so much to my grandfather to be delivering the Benjamin Menschel Lecture this evening.
One other personal comment.  I applied for a job at Goldman Sachs a long time ago.  On the day I showed up for my interview, I saw a man I was later told was Bob Menschel escorting a client around the firm with a level of suave sophistication that was more than somewhat intimidating.  And then, I was interviewed by Dick Menschel, who basically told me that I had good qualifications but that he, Dick, probably wouldn’t hire me because I wasn’t likely to stay in one place very long.  I am not exactly sure how Richard, who became a good friend, reached that judgment, but he probably thinks he was right.  I did in fact leave Goldman Sachs, but, on an exonerating note, it was 26 years later, when I went to Washington to join the Clinton Administration.  In any case, the Menschel brothers were part of my life at Goldman Sachs from the first day of my new career, and later became partners and friends, so, for all of those personal reasons I am delighted to be with you this evening.  
I am also pleased to be here because in my view our country’s political system is today falling far short of meeting economic policy challenges that are hugely consequential for our longer term economic prospects.  The key to change in our political system lies in a better informed electorate that holds our elected and appointed officials accountable for making the politically difficult decisions that are needed.  And, discussions such as ours this evening can help provide that better informed electorate.
With that, let me turn to my subject for this evening, the economic outlook for the United States economy, from the interrelated perspectives of investment and policy making.  Although the longer term is my primary focus from both perspectives, I will also discuss the short term, since that is now so troubled.  You may reach different conclusions than mine about the issues and the risks I’ll raise, but in my view, each of these issues I’ll raise does need to be carefully thought through to make sound investment or policy judgments in today’s complicated world.  I’ll also touch briefly on the politics around economic issues, because what happens to our economy in the years and decades ahead is going to be powerfully affected by whether or not our political system rises to the task of effectively addressing our longer term economic challenges.  
Putting together the significant risks for the shorter term with the historic changes underway in the global economy and our hugely consequential challenges with respect to the longer term, I believe this may be as complex and uncertain a time for decision making by both investors and policy makers as any in my adult lifetime.  

To start with the short term, our economy faces significant risks for the year ahead.  And, many families – especially lower income families – face the terrible possibility of losing their homes due to sub prime mortgage foreclosures.  

The economic risks began manifesting themselves beginning in the middle of this year when significant disruptions developed in the credit markets for sub prime mortgages and leverage finance, and that disruption then began spreading to other credit areas.  These disruptions were the product of a lengthy period during which risk was increasingly underweighted by historic standards in the valuation of almost all asset classes in the United States, including credit extension.  This underweighting of risk was even true in the stock market.  Price earnings valuation ratios in the stock markets were within historic norms, but they were being applied to aggregate earnings that were at an extraordinary high ratio to the total economy compared to past periods.  To believe that the resultant stock prices were sound, you had to believe that these high ratios would continue.  

Free market financial systems, like the United States has, provide great benefits to an economy.  But markets have a long history of periodic excess leading to periodic disruption, that seems inevitable, with today’s events just the latest example.  In all of these periodic cycles, asset prices first go ever higher due to a buoyant market psychology.  Then the market psychology changes, investors and creditors withdraw from riskier assets, reduce leverage and tighten credit, and asset prices fall.  Moreover, markets have short memories, so within a few years of recovery, excesses begin in some new asset class, usually with a plausible story about why this time is different.  One notable aspect of the recent period of high valuation was the view that enormous global liquidity would continue to maintain these high levels.  My own view – and a view that Alan Greenspan had expressed – was that liquidity is primarily a psychological phenomenon, not a monetary phenomenon, and that when the psychology changed, so would the so-called liquidity.  And, sure enough, a period of excess liquidity quickly changed to today’s environment described as having inadequate liquidity.  All that really happened was a change in psychology.  One factor that makes all of this so complicated for policy makers and investors is that judgments at any given time about whether markets are over valued can easily be wrong.  For example, in 1996, Alan Greenspan famously referred to the equity markets as exhibiting “irrational exuberance”, a view I strongly shared.  From that point forward, the Dow Jones Industrial Average rose by about 50%, and it has never gotten near that 1996 level again.  Moreover, timing is always unpredictable – markets in excess may disrupt in the near term or those excesses may go on for years.  
Having said that, the credit markets clearly have now been significantly disrupted for some time.  The pressing question is how much these disruptions will affect the economy.  The key economic risk is probably whether consumption will significantly weaken, due to increasing mortgage defaults, tighter credit, the reset provisions on adjustable rate mortgages, high oil prices, softening housing prices and a zero personal savings rate.  Another concern is that constriction of credit is spreading to areas other than mortgages.  And, there is also the possibility that our longer term risks, such as our multiple financial imbalances or geopolitical events, might materialize in the short term, as for example in a destabilized dollar or a terrorist act.  There is a great deal of controversy right now as to how great the short term risk is.  Some thoughtful observers predict a relatively high probability of serious and extended difficulty; others agree on the high likelihood of serious difficulty but think it will be short lived; and still others think that a more limited slowdown is more likely, though with some chance conditions could be worse.  I don’t have a strong opinion as between these views.  But, I do think the risk of serious difficulty is great enough to give the risk meaningful weight in investment decisions and call for policy makers to be highly proactive in working to reduce that risk.  In that context, I believe the Federal Reserve Board, has on the whole – and leaving aside the energetic debate that has occurred about one decision or another – acted soundly and sensibly with respect to interest rates and to other less noticed actions on liquidity.  Going forward, the Federal Reserve Board faces difficult decisions, because actions addressing difficulties in the economy and in the credit markets could create unwanted problems for an already soft dollar or could simply not have much impact because lenders don’t lend or borrowers don’t borrow.  And, that might create an additional problem by undermining the market’s confidence in the Fed.
And, of course, there are concerns about inflation.  My own view, though, is that this risk is relatively low due to globalization of the supply of an increasing array of goods and services that have put pressure on inflation for many years now.  The caveat is that inflationary risk could become serious if we have a significant dollar problem or go into a protectionist mode on trade.
There is also much that the Administration on its own, and the Administration and Congress acting together, could have been doing for some time now.  With the actions last week, we are hopefully now close to putting sensible measures in place in most of these areas.   That includes broadening use of the Federal Housing Authority, increasing jumbo loan limits with respect to Freddie Mac and Fannie Mae, some funding for counseling on renegotiations with respect to sub prime mortgages, and a short term fiscal stimulus that is timely, truly temporary, and well targeted, even if any one of us might  have chosen a few different components.  The one area where additional measures are badly needed is catalyzing and facilitating sub prime renegotiations or otherwise lessening the incidence of sub prime foreclosure, but these are complicated matters.  Also,   while doing all that is now underway should reduce whatever the level of risk might otherwise be, the risks still could be anywhere in the range I mentioned earlier, though presumably with more favorable probabilities.  

With that, let me return to the short term stimulus for the moment.  I agree with the widely shared support for these measures.  But, as a New York Times editorial said the other day, it is critical to distinguish between a temporary short term stimulus to generate demand during a difficult period, and the absolute imperative to restore sound fiscal conditions for the longer term to keep interest rates lower, increase savings, heighten business and consumer confidence, reduce the risk of disruption in our markets, and strengthen our currency.  Also, it is worth remembering, when I return later to a discussion of the disfunctionalities in our political system, that providing a temporary stimulus is all about bestowing benefits and thus involving no political heavy lifting except in choosing amongst the benefits.  Meeting our longer term challenges, on the other hand, such as re-establishing sound fiscal conditions, involves tradeoffs, choices, and costs that are exceedingly difficult politically, and this is a very difficult test for our political system.

Looking forward, our mortgage system also needs improved protection for consumers and against systemic economic risks.  However, measures must strike the right balance between increasing these protections and preserving the benefits of our free market financial system.
With that let me turn to the longer term.  

To start, I believe that the global economy and the global competitive environment are undergoing a transformation of truly historic proportions, an epochal change. This transformation includes rapid and profoundly important technological developments; ever greater integration across national borders with respect to trade, investment and capital flows; the adoption of market based economics and effective productivity policies in many emerging market countries around the globe; and finally as a result of all this, the emergence of India and China and other emerging market countries as major competitive forces.  In addition there is a vast shift of wealth to the oil producing countries and to the Asian countries with large trade surpluses, producing massive pools of capital.  That wealth shift could significantly change the ownership of the worlds resources, productive assets and business enterprises over the years and decades ahead.  
Everything I just said is widely recognized.  However, in my view, very, very few investors or policy makers have truly internalized how profound this transformation and its ramifications are likely to be over the years and decades ahead.  When I look out the window of my office, I often think to myself that the realities of the global economy are shifting powerfully and rapidly underneath the feet of the people walking by, and that the future of those people and the generations to come in our country depends on our political system rising to meet critical challenges which are currently far from being met.  

In that context, China and India, which are at the core of the global economic transformation, obviously face their own immensely consequential challenges.  Moreover, the politics of addressing those challenges is very difficult, not only in democratic India but even in the relatively authoritarian but very complex decision making processes of China.  Thus, either or both of those countries could falter.  However, I have spent, as some of you have, a lot of time with Chinese and Indian private and public sector leaders.  And I think the likelihood is high that both countries will continue to move forward with respect to policy and as a consequence continue high rates of growth.  I also believe that non-Japan Asia more broadly is likely to continue moving toward becoming the center of the global economy over the decades ahead.  
Turning to the United States, our economy has immense strengths:  a dynamic culture of embracing change, the willingness to take risks, flexible labor capital markets, a relative openness to trade and immigration – at least thus far, and huge critical mass in both capabilities and markets.  With these strengths our economy is well positioned to thrive in this rapidly changing environment.  However, realizing that potential requires meeting our challenges and failure to meet our challenges could lead to serious difficulty.  
I think of these challenges as falling into four baskets.  These baskets are:

1.  Our multiple financial imbalances;

2.  Serious shortfalls in the functions that government must provide as critical underpinnings in a market based economy for growth, broad participation in that growth and increased economic security; for example, quality public education, basic research, infrastructure, public policy, health care reform, bringing the poor into the economic mainstream, helping dislocated workers and much else.  Many of these areas require not only financial resources but also politically difficult reform, for example, the kinds of changes with respect to teacher selection, compensation and promotion that Mike Bloomberg is pursuing in New York;

3.  The cost benefit excesses in our regulatory and litigation regimes, though change is enormously difficult politically; and

4.  Sound international economic policy with respect to trade, immigration, flexible exchange rates, response to global financial disruptions when they occur and other matters.
         All of these international and economic policy issues – especially trade and immigration – are always difficult politically, and that difficulty has increased greatly in recent years.  Moreover, that difficulty is grounded in the real problems that most Americans have been facing.  Median real wages have been roughly stagnant for the last five years, economic inequality favoring a very small tier at the top has increased enormously and economic insecurity has increased.  And polls show that most Americans attribute these problems very disproportionately to trade.  Having said this, I don’t think there is any question that trade liberalization and relatively open immigration have served our economy and the vast preponderance of our people well, in lower consumer prices, lower input prices to consumers, lower inflation, lower interest rates, great pressure on businesses to increase productivity and efficiency, larger markets for our exports, and in the benefits of comparative advantage this traditional trade theory emphasizes.  Moreover, moving backwards on trade would be even more harmful.  For example, consumer prices would be higher; our producers would have increased input prices compared to foreign competitors, our exports would likely be subject to retaliation, and our currency could be disrupted.  And, failure to move forward on trade will simply leave us outside of the growing network of preferential arrangements rather than being inside them, since globalization will move forward with us or without us.  On the other hand, the problems that most Americans are experiencing are also real, and the backlash against trade is understandable.  The right answer for our economy and our people is to have a dual agenda of trade liberalization and relatively open immigration combined with a powerful domestic agenda – including the areas I just mentioned – that promotes competitiveness, growth, wide-based sharing in that growth and increased economic security.  The political problem is that too often those who support trade and immigration don’t support the domestic agenda, and those who support the domestic agenda don’t support trade.  Instead, this must come together into one politics around a combined policy agenda that best promotes a way forward economically.  
At the same time that we address all these economics challenges, we must also address a new generation of national security risks that can severely affect our economy, like nuclear proliferation, terrorism, oil shock and much else.  

Let me return to the financial imbalances for just a moment, because they are deep threats to our future economic well being.  Our financial imbalances include past, current and projected fiscal deficits instead of the budget surpluses we should have had, given the surpluses at the beginning of the decade and what are probably temporary increases in tax revenues due to high corporate profits and other factors.  We also face huge future increases in entitlements over the years ahead; a miniscule national savings rate; and vast current account deficits combined with heavy overweighting of dollar dominated assets in foreign accounts.  The serious effects these financial imbalances could have had on interest rates and on our currency have been avoided due to massive capital inflows from China, Japan and elsewhere, motivated largely by trade considerations.  But these inflows are exceedingly unlikely to continue indefinitely.  Instead, we must face the brutal politics around revenue increases, spending discipline, and entitlement reform that will necessarily be involved in reestablishing sound fiscal conditions, because a sound fiscal regime lies at the core of addressing our imbalances.  And that fiscal repair will be even more difficult because we must, at the same time, create budgetary room for public investment in critically important areas like education and others I mentioned earlier.  
(Some of the risks to our economy that I’ve mentioned – such as inadequate education – could materialize gradually in undermining our productivity and competitiveness.  Other risks – such as our financial imbalances, geopolitical events, trade protectionism or as is now evident, market related matters, can have rapid and substantial effects.  But, in the long run, both types of risks must be addressed for us to succeed, especially in an era of vastly increased competition from elsewhere in the global economy.)
Before proceeding, let me add a global observation to my earlier comments on income distribution in the United States, because I think this will be an issue of great consequence to the global community looking forward.  Income distribution is not just an American problem.  Virtually all parts of the industrial world and of the emerging market world face serious income distribution issues, though the specifics differ from one country to another.  For example, in China and India, although very large numbers of people have moved from poverty to an economic middle class, vast numbers of people still live in poverty and a very small number at the top have very rapidly accumulated extreme wealth.  A paramount task for policy makers is to better understand why market based economics and globalization that have contributed so greatly to overall economic growth are nonetheless producing serious income distribution issues in most countries, and what policy measures might best address those issues.  Moreover, this is not just a social concern.  These income distribution issues are a real threat to growth itself.  Alan Greenspan and Ben Bernanke have both strongly argued that over the long run, trade liberalization and market based economics will only be supported politically if the great preponderance of people expect to benefit from those policies.
And this takes us back to the overarching point                                                                                      that I made earlier:  the key to our economic future is how well or how badly our political system addresses the challenges our economy faces.  Many journalists and elected officials who have been in Washington for a long time will tell you, at least privately, that the willingness in our political system to reach across party lines to find common ground, to put aside ideology in favor of facts and analysis and to make politically difficult decisions on critical issues, has deteriorated substantially over time.  And that is our nation’s most fundamental challenge:  to substantially improve the effectiveness of our political system.  Serious responses to our challenges will inevitably require politically difficult trade-offs, with winners and losers, and often an exchange of current costs for future benefits.  The ’08 elections could improve the effectiveness of our political system, depending on the mindset of our new leaders, the politics and the circumstances.  Moreover, as I saw in the 6 ½ years that I was in government, economic realities can lead to constructive and pragmatic decisions on difficult issues.  Nonetheless, I believe the underlying causes of our system’s problems are deeply fundamental and require far better understanding and serious change in the years ahead.
Let me conclude by saying that my remarks today focus largely on the challenges and risks to our economy – both in relation to current conditions and for the longer term – because, as I have said several times now, how they are addressed is so central to our economy’s future.  But, the U.S. economy has enormous strengths, our economy and country have a history of resilience in rising to deal with difficult challenges, and the changes in the global economy present great opportunities.  We can thrive in this rapidly changing global environment.  But, there is much to do and all of us can contribute to meeting the underlying need for a more effective political system.  Firstly, we can inform ourselves about the key challenges facing our country; and then, secondly, as an informed electorate, we can hold our political officials accountable for working across part, and ideological grounds, for basing decisions on analysis and facts rather than ideology, and for making the politically tough decisions necessary to meet the challenges of these complex times.  

Thank you.  
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