Commentary: What Do
Budget Deficits Do?

Allan H. Meltzer

The title of Ball and Mankiw’s paper asks: What Do Budget
DeficitsDo? One answer to that question is a restatement onthe pure
theory of debt-financed budget defii An alternativeanswer
would develop the effects on theS. orworld economies on the
assumption that the U.Sderal government bahces its budget by
reducing spending, insad of mising tax rates, or running deficits
equal to 2 or 3 percent (bigher) of GDP. The alternativanswer
considers not only deficit reduction but tivay in which deicit
reduction is achieved and the effects on resource allocation.

| want to emphasize that the two answers are very different
because they answer difent questins. Ball and Mankiw are
mainly concerned with the firstet of issues. Idlieve most of the
people in this room are more interested in the second $&tuss.
What happens if the detft is eliminated by reducing government
spending or raising taxes? What happens if entittements spending is
reduced enough to eliminate or sharply reduce thieitief

Reducing the deficit

Ball and Mankiw corectly emphasize that in the puteory of
debt financing, the effct ofreducing the deéit is given entirely by
the effect on saving. If prigte and public saving are perfecbsti-
tutes, one falls exactly as much as the otlserst Thisvould occur
if the public recogizes thepublic debt as a future liability anghves
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enough to maintain net wealth unchanged. Indhie, whaRobert
Barro (1974) called Ricardian equivatem the deficit has not
changedtotal (national) sawg, so closing the deficit does not
change national saving. Any efft of current budget proposals will
come from changes in resource allocation.

If private savingdoes notcompletely offset the reduction in the
deficit, national savingcreases. Ball and Mankipoint out—again
correctly—that the increase in national saving lowers Wi8reést
rates and the dollar falls relative to foreign currencies. The fall in the
dollar isthe means by which the U.S. current accalgiicit—hence
its capitalinflow—is reduced. This result—increased national saving,
depreciation of the dollar, reduction in U.S. foreign borrowing and
asset sales, and a smaller U.Srenr account defici=is the one
that Ball and Mankiw expect.

To complete their analysis, the principal remainisgue is the
size of the changes. Sinegerything in their analysiseppends on
the change in total saving, the magdis we vant are the amount
by which private saving falls as the @gffis reduced and the effects
of the change in national saving on other variablestefest. Ball
and Mankiw argue that it is diffult “to give precise estimates of
the sizes of the effects.” In the second section of thaper,
however, they make some estimates of the cost of pasitdef

A flawed experiment

The experiment thegsk us taonsider is: What hagms if prvate
capitalreplaces all of the outstandinggernmentebt? This is an
interesting question but it is not tigeestion we want answered. It
avoids a key issue: Homuch would privatesaving change if the
deficitis eliminaed? It is, at best,starting point for learning about
some effects of balancing tifederal budget. The principaason
is that Congess is notonsidering debt reduon. At most, the debt
would increase more slowly for seven years and then remain
unchanged. In seven (ten) years, the public debt would still be
there; in fact, it would be at least 25 percent larger.
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Neverheless, we can use Ball attiankiw’'s experiment as a
starting point. Outstanding U.S. government delthsportfolios
of U.S. and foreign holders is now about $3 trillion. U.S. net
wealth—including the government’'s negative net worth or net
debt—is approximately $20 tritin, so the $3 trillion debt is 15
percent of net wealth. Net wealihcludes landyeal esate, and
consumer durables. Equity in corpoaats andunincorporated busi-
nesses is leskan half net wealth, perhaps $8 trillion; using this as
our base, the experiment ieeses neequity by 38 percent of the
total amount accumulated in the agt 400 years since the first
settlers arrived in Jamestown angrbuth.

These nmbersare dfered tosuggest that the eeriment consid-
ers a large change, not a miaral adjustment. An inease in the
capital stock of thesize conglered would educe the mainal
product of capital and, themak, lower theincrease inincome
resulting from the change. Moreover, the debt will couni to
increase fastethan the caipal stock for several years, the dap
stock is unikely to increase byhe full amount of deficit reduction,
and most of the reduction is postpomdil the lateryears. Ball and
Mankiw recognize the first othese problems, but they make no
adjustment. On their calculation, the effect on output is 6 percent
of current GDP. For the reasons | mentioned, this is surely an
overestimate, possibly a maximumesff ofeliminating the debt, at
or near current vales ofthe debt relative to GDP.

The question which we want answered is the effect of balancing
the budget, not the effect of eliminating the tatadunulated debt.
The annual deficit is $200 to $300 billion, roughly 1/10 or 1/15 of
the stock of debt. If theeficit were elimhated, the maximumffect
on GDP, using the Ball and Mankiw calculation, is 1/10 or 1/15 of
6 percent of GDP or somewhere between 4/10 of 1 perce/Hhd
of 1 percent of GDP. At current wads, we gain at ost $30 or $40
billion a year in additional GDP if the budget is balanced and all of
the deficit is replaced by aditins to captial. Balancing théudget,
under hese optimistic assunipts, has a trivial annual effect in a
economy that produces $7 trillion per year at current prices.
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The message of this calation is that Robert Barro’s so-called
Ricardian equivalence is not totally right but it is far from com-
pletely wrong. Ball and Mankiw’s caltation suggests that the
effects of thebudget deficit on total saving are small. | include
myself among those who believed tBarro’sanalysis had limited
relevance to an actual economy when | fiestd his paper. After
nearly twenty years of empirical tasgj, and many efforts by econo-
mists to reject hisargurrent empirically, | bekve thatBarro’s
conclusion is closer to the truth than | (and many others) recognized
at the time. Real interest rates and real exchange rates are affected
by budget deficits, but th&ze of the effectis small. U.S. bonds are
good substitutes for foreign bonds of equivalésk.iThe supply of
capital to finance the budget appears to be relatively elastic; bond-
financed defcits have not had muchfefct on the real exchange rate,
probably beause U.S.@vernment debt has close substitutes. Perhaps
this has changed now that private investors no longanfie most
of the U.S. current account deficit. | consider this possibility below.

Chart 1 compares the defighs a share o6DP) tothe trade-
weighted real exchange rate. There is no persistent pattern. In the
years to 1980, thdeficit rises as the real exchangae falls. For
these years,ising aveage deitits accompany a depreciating real
exchange rate. From 1983 to 1994, the opposite is true. The deficit
and the real exchange rate positively related; higher deficits and
dollar appreciation go together.

Chart 2 presents treame data ianother way. Budget deficits and
the real exchange rate appear to be unrelated. This conclusion is
supported by econometric studies that hold constant other relevant
factors affecting theeal exchange rate. S#teltzer (1993). Most
studies do not hold constant budgeticies of foreign governments.
Allowing for a decline inthe deficits in all @ganization for Eco-
nomic Cooperation and DevelopmentHOD) countries as a group
might suggest a larger eftt.

Fiscal policy effects

Is that the end of the story? Has fifteen years of talk about the
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Chart 1
Federal Budget Deficit \érsus Trade-Weighted
Real Exchange Rate 1960-1994
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harmful effects of the U.Sudget deficitbeen mostlyhyperbole?

Do Ball and Mankiw's estimtes suggeghat closing the deficit
would have no significant effect on economic activity, the U.S. current
account balance, or the exchange rate and other relaitespr

| believe Ball and Mankiw neglect the impant effects of the
fiscal changes nownder consideration ithe Congress. When, or
if, Congress and the President agree on a deficit reduction program,
it now seems likelyhey will decide to reducgovernment spending
on transfer payments and possibly reduce tax rates. Thetmaony t
of debt-financed deficits ignores these effects.

Reductbns ingovernment spending change the use of resources.
Although it is difficult to find reliable evilence of the effect of
deficits on the exchangate, there is reliable evidence of #féect
of governmensperding. Evidence suggests that increased govern-
ment spending for defiseappreciates theeal exchangeate, shifts
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Chart 2
Federal Budget Déicit Versus Trade-Weighted

Real Exchange Rate 1960-1994

Trade-Weighted Real Exchange Rate Index
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resources from private to public use, and raisesest rates. Defense
spending is one of the reasons for ib& appreciation of the dollar

in the early 1980s and its depreciation after 1985 and in the 1990s.
Many transfer payments shift resources toward consumption at the
expense of investment. These shifts affectre¢ pices.Govern-
ment spending and tax rates haffects on incenves and resource
allocation that are mudhrger tharthe effects of the debirfancing

that pays for these fiscal clges.

If the reduction in government consumption spending releases
resources for investment, or if reductions in tax rates enhance incen-
tives, fiscal contraction has long-run positive effects. If governments
promote consumption at the expense of inwesit, removing that
bias has positive effects on resource use and economic well-being.
Many of the bng-run effects othe fiscal changes now proposed
would increase the expectedeaftax return to investment in the
United States reltive to retuns available elsewhere, so residents
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and foregners would invest relativeliess alboad and relatively
more in the United Sites. These changeswo reduce the current
account and adedeficits. The size and direction of the effects on
interest rates and exchange rates depend on the type of tax and
spending changes that occur, but the net effect is expansive.

Other issues

Whencentral bankers talk about budgetidie§, as they often do,
they express two pitipal concerns. The firstiaes from thenacro
budget constraint. When fiscal expansiaises nterest rates, cen-
tral banks are presd by finance misters, parliamnts, home-
builders, and other borravs to keep interest rates low or not let
them ise. Also,central banks are pressured by exporters to limit
currency appreciation by monetaryeams or by importers to limit
depreciatbn. Ball and Mankiw’'s discussiomentions hese pres-
sures on ranetary policy only irpassing. Théact that the efcts
of deficit spending come mainly from effects on spending, resource
allocation, monetary expamsi, and ncentives—not debt finance—
makes them no less real.

Second, experienced central bankers are concerned about the
accumulation of domestic debt and assets bgidoers. | have
argued that the evidence supports the propositioritigatdebt is a
close substitute for the debt other large industrial countries. At
some wint, however, foreignermay become less willing to accu-
mulate additbnal claims on a persistent borrowing country. This
may occur because oirtaling restrictons on institutional blders or
a decline in the expected risk-adjusted real retuassets relative
to returns elsewhere.

History suggests that amy counties with chronic budget and
current account defits experience high infation. The reason that
the central bank satisfies the budget constraint by becoming the
principal lender to the government either by buying the debt directly
or in the open market. Iladtion is ameans of repdiating the debt
thatbecomes morattractive aghe debt grows relative to GDP or
wealth. When the public recognizes this risk, there igyatffrom
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money and debt by foreign and domestic holders. Eapee sug-
gests that prudent central bankers should not ignore this possibility,
although the Unitedt&tes is a rich country with many assets to sell.

In fact, the United States, like Germany, France, Canada, and
other countries with contiras, large deficitsalative to GDP, has
avoided monetizing its deficits in recent years. Inflati@sbeen
reduced in all developed antries, contary to many predictins.

There is, however, a cause for concern about recent financing of
the U.S. deficit. In the 1980s, private investors voluntarily accu-
mulated dollar assets. Asagently as 1988 or 1989, the net flow of
private capital to th&nited States was aboul®0 billion a year.

For 1991 to 1993, the awage isabout $25 billion. For the three and
one-half years ending idune 1994, faign central banks and
governments financed half of U.S. net foreign borrowingl.983,
their share was 70 percent. In firstayter 1995, central banks and
governments financed 87 pent of the net capital flow to the
United Shtes.

Some of the dollar accumulation is at central bah&speg their
currencies to thdollar or to abasket includinghe dollar. Even in
these cases, accuiation of dolar-denomnated debt may exceed
the amount that central banks ai#fing to hold. Instead of prevent-
ing the appreciation of their cumcies, they may substitute strong
for weak currencies. An adjustment of this kind by Astentral
banks this year may have contributed to the sudden, relatively large
decline in the dollar in 1995. Changes of this kind have short-term
real eflects.

Conclusion

Ball and Mankiw have contributed a lucid account of the econom-
ics of debt-financedeficits. My comments are an sgmpt to extend
their analysis by considering othespects of fiscglolicy of interest
to central bankerand pivate citizens. How thealeficit is reduced
has more important eftts han deficit reduction.
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Restraining thepwth of transfer payments, W reducing aixes
on capital to raise the expected after-tax return to@ktdesiable
even if the budget deficit remains. Congressional proposals for
deficit reduction achieved by reductions in entiterts and tax
reform are therefore welcome not only for thefeefs on the dégit
but because they increase efficiency and productivity aipdove
resource allocation.
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