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Increasing |ndebtedness and Financial
Stability in the United States

Benjamin M Friedman*

The American economy during the 1980s has relied on debt finan-
cing to a degree that is unprecedented within the nation's prior
experience— certainly within this century, and apparently earlier on
aswell. Thecombined indebtednessof both government-and private-
sector borrowers, which earlier had shown considerable stability in
relation to the economy’s overall growth, and especialy so since World
War 1, has since 1980 jumped far out of proportion with nonfinan-
cial economic activity, Moreover, almost al mgjor sectorsaf theU.S.
economy have participated in this pattern of accelerating borrowing,
including individuals, businesses, and government at al levels.

Thissharp break with prior U.S. economic behavior raisessevera
important issues. For example, at themost fundamental level it casts
inanew light the underlying puzzle of why the relationship between
outstanding debt and economic activity was so stablefor so long in
thefirst place. Mg or changesin such key factorsasinterest ratelevels,
inflation rates, tax rates, and bankruptcy rules could plausibly have
changed the U.S. economy's proclivity toward indebtednessat many
pointsduring thecoursedf thetwentieth century, but in fact—at least
until the 1980s—they did not. Now careful anadlysisaf the most recent
experiencemay resolve such asyet unanswered questionsas whether
this prior stability chiefly reflected the behavior of borrowers or
lenders.

The object of this paper is to consider two issues of a more pro-
spective nature raised by the rise in the U.S. debt totals since 1980.

*[am grateful to David Laibson for research asistance; to him, ThomasSimpson, and Sephen
Taylor for helpful discussions; and to the National Science Foundationand the Alfred P. Soan
Foundation for research support.
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First, hasthisincreaseeroded the ability of the United Statesto with-
stand economic shocks? More specifically, hasit raised thethreat of
financial instability in the sense of disruptions in the orderly func-
tioning of payment flowsthat would, in turn, either magnify adistur-
bance to the economy originating from some nonfinancial source or
impose on the nonfinancial economy contractionary effects due in-
itially to some purely financial cause? Second, if theincreasein in-
debtedness has eroded U.S. financial stability, will the awareness of
this deteriorationcongrain the future conduct of U.S monetary policy?
In particular, will fear of the consequencesdf financial instability
render Federal Reserve System policymakers reluctant to impose a
restrictive monetary policy in theevent of athreatened re-acceleration
of priceinflation, and thereforeimpart an inflationary bias to U.S.
monetary policy on averageover the upsand downsaf future business
cycles?

The paper's first section highlights the extent to which U.S. bor-
rowing behavior in the 1980s has departed from prior relationships,
including both the risein the overall debt-income ratio and the absence
of negativecorrelationbetween public and private-sector debt ratios,
by contrasting this most recent period with the earlier experiencesince
the Korean War. The second section focuses on the corresponding
experienced theassetsheld by the economy's privatesector, broken
down separately between individua sand businesses, to learn whether
what stands behind this increased private-sector indebtedness can
plausibly provide some assurance of borrowers ability to serviceit.
The third section examines the experience of debt delinquency and
default in previous episodesdf tight monetary policy and offerssome
speculations about the implications of recent developments in
individual and business balance sheetsfor the conduct of monetary
policy. Thefinal section briefly summarizesthe paper's principal fin-
dings and concludes with a note of caution about the implications
o the steady rise since 1980in the federa government's indebtedness.

Debt and income, before and after 1980

Onedf the most striking featuresof the U.S financia system dur-
ing the post-World Wer 11 era — but not since 1980 — has been the
stable relationship between debt and economic activity. The out-
standing debt of al U.S. obligorsother than financial intermediaries,
expressed asa percentaged gross nationd product, fluctuated (mostly
cyclicaly) within a narrow range throughout this period, with no evi-
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dent time trend? The debt ratio measured in this way has been espe-
ciadly stablesince the Korean War, with a 1953-80 mean of 137.1 per-
cent and corresponding standard deviation of 2.9 percent?Moreover,
except for the depression of the 1930s, the debt ratio was also fairly
stable and trendless during the pre-war period extending as far back
into the nineteenth century as available data permit.3

What makes the pre-1980s steadiness of the U.S. economy's overal
debt-income relationship especially striking is that it did not repre-
sent merdy thesum of individualy stableelements. At least throughout
this century there have been wide swings, relativeto gross national
product, in the indebtednessof individuals, businesses, and govern-
ment considered separately. As Chart 1 shows for the post-Korean
Wear period, however, until 1980 these sector-specific debt levels ex-
hibited sufficient negative covariation—especially between private-
sector debt and federa government delot — to render theeconomywide
overal debt ratio essentially trendless? The federal government com-
ponent of the debt ratio exhibited strong negative correlation with the
private-sector components, either individually or taken together, not
just during 1953-80 (when the significant negative correlationcould
have reflected opposing timetrends), but aso over much longer periods
dating back as far as World Wer 1.

The experience of the 1980s stands in sharp contrast to this prior
pattern of a stabletotal conssting of negetively covarying components.
At the end of 1980, the total debt ratio stood at 137.7 percent, well
within one standard deviation of the 1953-80 mean. By the end of

1 Thedebt total excluding financial intermediariesroughly correspondsto Gurley and Shaw's
(1960) concept of **primary debt.”" By contrast, Minsky's analysisof financial instability (e.g.,
Minsky 1977) has emphasized "' gross debt,” including financia intermediation. Credit market
indebtedness (that is, market liabilitiesother than deposits and deposit equivalents) of U.S
financial intermediaries, relativeto GNP, rose dowly but steadily throughout this period.

2 Thesevalues, likeall thosereported below, arebased on annual yearend par-valuedebt figures
scaled by the correspondingfourth-quarter GNP (seasonally adjusted, at annual rates). They
differ modestly from those reported in Friedman (1979, 1982, 1983, etc.) becauseof the Com-
merce Department's 1985 benchmark revisionof the GNP data; on average, the revision raised
GNP vauesduring 1953-80 by 2.3 percent. Adjusting to a market-valuebasis would alter the
year-to-year pattern somewhat, but would not affect such long-run propertiesas the absence
of timetrend. See, for example, the market-vauecorrection factorscal culated by Strong (1986).

3 See Friedman (1980, 1982) and Goldsmith (1985).

4 O;dinary least squares regression o the total nonfinancial debt ratio on a constant and a
linear timetrend, using annual data for 1953-80, results in a coefficient on thetrend variable
of 0.08 with t-statistic 1.3.
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CHART 1
Outgtanding Debt of U.S. Nonfinancial Borrowers
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1985, the debt ratio was 169.2 percent, more than 11 standard devia-
tions higher, and aboveany prior U.S debt level recorded in thiscen-
tury except for 1931-35, when many recorded debts had defaulted de
facto anyway. Further, as Table 1 shows, al major classes of U.S
nonfinancial borrowers except farmers have participated in this
increased indebtedness since 1980. The long-standing significant
negativecorrel ation between the federa government and the private-
sector componentsof thedebt ratio has, accordingly, turned positive.

Not surprisingly, most of the familiar measures of financial asset
holding in the United States have also shown magjor increasesduring
the 1980s, at least in relation to previousy established time trends.
Thispardld behavior of assat holding behavior, at least at the aggregete
level, is potentialy of mgor importancein the context of concerns
about threatsto financial stability posed by rapid accumulation of debt,
in that no cogent economic theory suggestsgauging risks by looking
at liabilitieswithout attention to assets. Both sidesof the balance sheet
matter.

If the United States were a closed economy, any increase in debt
liabilitiesoutstanding would necessarily involvean equal increasein
debt assets held. The same would be true for an open economy if
the current account were dways just in balance, so that foreign capita
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TABLE 1
Increasein the US Debt Ratio, 1980-85
Debt Ratio

1980 1985 Change

Borrower % % %
Households 50.9 58.5 +7.6
Businesses 50.3 57.9 +7.6
Corporations 32.1 36.8 +4.8
Farms 5.6 4.4 -1.2
Other 12.6 16.6 +4.0
State-local governments 10.4 133 +2.9
Federal government 26.1 394 +13.4
All nonfinancial borrowers 137.7 169.2 +31.5

Notes. Figuresfor 1980 and 1985 are yearend totals of credit market liahilities,
expressed as percentagesof corresponding fourthquarter grossnationd pro-
duct (seasondly adjusted & annud rates).

Detail may not add to totals because of rounding.
Source: Board of Governors of the Federal Reserve System

inflows or outflows dways netted to zero, and if there were no net
debt-equity asset swaps with foreigners. In fact, the U.S. current
account has moved into record deficit range in the 1980s, presumably
as aconsequence of the combinationaof loosefiscal and tight monetary
policies pursued throughout this period. Even so, thecumulativesum
o the U.S current account deficits sustained during 1981-85 was only
$231 hillion, and the sum of recorded foreign net financia invest-
ment in the United States during this five-year period was just $139
billion. In addition, the net exchange of equity with foreign issuers
and investors, including both portfolio and direct investment, was close
to zero through this period. Hencetheincreasein the total nonfinan-
cial debt ratio by as much as 315 percent between the end of 1980
and theend of 1985 necessarily increased thetotal of debt assetsheld
domestically, however measured, by a huge amount.

Table 2 places the rise of the total nonfinancial debt ratio in the
context of theincrease in analogous ratiosto gross national product
for mgjor U.S. asset aggregates. Asof theend of 1985, the ratios for
total net assets, the monetary base, and the narrow M1 money stock
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TABLE 2
Aberrationsof US Financial Ratios, 1980-85

Difference  Difference
asMultiple asMultiple

1980 1985 1985 of 1980  of Standard

Aggregate Actua  "Norm"  Actual Difference _Actual Deviation
% % % %

Total nonfinancial debt ~ 137.7 137.1 1692 321 23 113
Total net assats %29 93.0 1142 212 23 145
Mongtary base 57 44 58 13 23 36
Money: M1 145 10.0 154 55 .38 6.1
Money: M2 57.2 61.2 63.2 20 .03 1.0
Money: M3 69.8 741 78.8 47 .07 28

Notes  Daa for nonfinancid debt and total net assets are yearend vaues, and data for dl other ag-
" gregates are December values, scaled by corresponding fourth-quartergross nationa product
(seasonally adjusted at annual rates).

1985 norm™* isthe 1953-80 nean (1959-80for M2 and M3), plusadjustment for linear time
trend ind| cases except total nonfinancial debt and M2.

Standard deviations used for computingfina column arecal culated from 1953-80 data (1959-80
for M2 and M3), with allowancefor linear time trendina | cases except total nonfinancial debt
and M2.

Detail may not add to tota due to rounding.

Source: Board of Governorsof the Federal Reserve System, and author's caculaions.

al stood at levelsthat, on a proportional basis, deviated from their
respective prior trends by as much as, or more than, the total non-
financial debt ratio> Because the previous relationships for the
monetary base and M1 wereless stable, however, thesedeviations were
less dramatic when expressed as multiples of their respective stan-
dard deviations. By contrast, the broader money stock measures, M2
and M3, deviated far lessfrom their historical relationships, in com-
parison to either prior levels or prior voldtility.

From the standpoint of potential threats to financia stability,
however, what has attracted concern has been increasing indebtedness,
and in particular the increasing indebtedness of borrowers in the
economy's private sector. In this context, the parallel behavior of some
aggregate-level asset holding relationships (but not all) can bereassur-

5 Tota net assets, the measure often emphasized by Kaufman (e.g., Kaufman 1979), isthe sum
of deposits and credit market instruments held by all nonfinancial sectors, including foreign
holders.
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ing only to alimited degree. It iscrucial aso that both the composi-
tion and thedistribution of the assets held enhanceborrowers ability
to service their obligations. Drawing such judgments is smply not
possible on the basis of economywide aggregate data aone.

Assats and liabilities in the private sector

Debt liabilities are obligationsto pay interest and repay principal
a specified timesin the future. Even under circumstancesin which
thereisevery expectationof refinancing the principal when it isdue,
by issuing debt borrowersassumethe obligation to meet futureinterest
payments. Their ability to do so depends on the incomes they will
receiveand on the assetsthey will have availableto liquidateif doing
SO becomes necessary.

In aggregate, the U.S. economy has becomemore heavily indebted
during the 1980s, in relation to both incomeand assets. Theoutstanding
credit market debt obligationsaf al nonfinancia borrowersrose from
a 1953-80 mean of 1.37 times gross national product as of the end
of 1980 to a post-depressionrecord 1.69 timesgross national product
at theend of 1985 — an increasein indebtednessequa to nearly one-
third of a year's income. Gross national product is not necessarily
the most precise measuredf the aggregateof income flows available
to servicethisdebt, of course, but more specificdly refined measures
of debt service capacity tend to move sufficiently in step with gross
national product over time that an increase of this magnitude in the
simple debt ratio is surely indicative.

Itisdways possible, of course, that an economy—or an individua
borrower —may incur more debt in relation to income because net
worth has aso risen in relation to income. In such circumstances
incurring additional debt liabilities, even relativeto income, merely
preservesprevioudy existing balancesheet relationships. In the United
States, however, there has been no significant changein the economy’s
aggregate net worth in relation to income during this period. At the
end of 1985, the U.S. economy's consolidated net worth, with
reproducibletangibleassets measured on a current cost basisand land
measured at market value, was $12.6 trillion, or 3.09 times fourth-
quarter gross national product — roughly in line with the approx-
imately 3 to 1 ratio that has prevailed for decades? Hence the extra-

6 The standard referenceis Goldsmith and Lipsey (1963). The wedlth-to-income ratio calculated
in this way was 3.09 in 1960, 2.72 in 1965, 2.82 in 1970, 3.03 in 1975 and 3.41 in 1980.



34 Benjamin M Friedman

ordinary increase in the nonfinancia debt ratio since 1980 has, in
the aggregate, smply represented a higher leveraging of existing
economic activity, with greater debt levels in relation to net worth
as well as income.

Becausethe cumulative U.S. current account deficit during 1981-85
was small compared with thisincreasein indebtedness(and because
net debt-equity asset exchanges with foreigners were even smaller)
more debt liabilities owed by U.S. borrowers mean more debt assets
held by U.S. investors. Hence the economy's aggregate 1985 balance
sheet does include more nominally denominated assets to accompany
the higher levels of nominally denominated liabilities. Whether or
not the resulting higher debt ratio poses the threat of financia insta-
bility depends, however, not just on economywide asset and liability
aggregatesbut on the distribution of those assetsand liabilities—that
is, whether the borrowerswho owe the liabilities also hold enough
assets, and theright kind of assets, to ensuretheir ability to service
their obligationsin the event of an inadequacy in their incomes.

Households

Of the 315 percent increasein the U.S. economy's total nonfinan-
ciad debt ratio between 1980 and 1985, 76 percent consisted of
increased indebtedness of households (mostly individual sbut also per-
sond trusts and non-profit organi zations). Table 3 showstheaggregate
U.S. household sector balance sheet broken down into broad categories
of assetsand liabilities, with holdingsof tangible reproducibleassets
(mostly houses and consumer durables) measured on a current cost
basisand both land and corporate equities measured at market vaue,
all scaled in relation to gross nationa product. Becauseit is helpful
to place the changes that have taken place so far in the 1980sin the
context of at least a somewhat longer time span, the table presents
comparable data by five-year intervalsover the last quarter-century.

The recent growth in household sector liabilities standsout clearly
in thesedata. After only modest variationin their indebtedness relative
to gross nationa product between 1960 and 1975, households sharply
increased their debt position in the late 1970s and again in the early
1980s.” During the late 1970s, home mortgage borrowing accounted

7 Thetotal household sector liability figures shown in Table3 differ slightly from those shown
in Table 1 becauseof theinclusion of liabilitiesother than credit market instruments(including
security credit, trade credit, and deferred or unpaid life insurance premiums).
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TABLE 3
Balance Sheet of U.S. Household Sector, 1960-85

1960 1965 1970 1975 1980 1985

% % % % % %

Total assets 384.6 3676 356.1 3303 3676 3745
Tangible 1193 1047 1133 1192 1360 1256
Financial 2654 263.0 2428 2111 2316 2488
Deposits 463 515 528 560 569 659
Debt market instruments 293 237 244 201 18.5 250
Equities 771 8.8 707 386 417 454
Other 1128 1009 949 965 1145 1125
Total liabililties 445 490 486 474 529 606
Home mortgages 268 293 281 280 332 358
Consumer credit 127 141 139 133 132 16.6
Other 50 56 6.6 6.1 6.6 82
Net worth 340.1 3186 3075 2829 3147 3139

Notes: Data are yearend values, scaled by corresponding fourth-quarter gross
national product (seasonally adjusted at annual rates).

Detail may not add to totals due to rounding.

Source: Board of Governors of the Federal Reserve System ~

for substantialy all of the increased household indebtedness. By con-
trast, during theearly 1980sall formsaof household indebtednessrose,
including home mortgages and especialy consumer credit.

Because households' net worth recovered between 1975 and 1980
and then remained roughly constant between 1980 and 1985, by 1985
households held additiond assetsat least in pace with their increased
liabilities. Indeed, during thisten-year period in which households
liabilitiesincreased in relation to ayear's gross national product by
one-eighth, households total assetsincreased by nearly one-half of
a year's gross national product.
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The greater part of thisincreasein asset holdingstook highly illi-
quid forms, however. Rising real estate pricesduring thelate 1970s
resulted in mgor increasesin holdingsof tangible assets (dominated
by housesand land) as well asin equity positionsin nonincorporated
farms and other businesses (which dominate the ** other** financial
asset category, along with pensionand lifeinsurance reserves). On-
ly under conditions of severe distress are such assets available for
saleto servicedebt. The ten-year combined increase in holdingsof
deposits, debt market instruments, and corporateequities amounted
to only one-fifth of a year's gross national product, more nearly in
line with the increase in liabilities.

Moreover, the avail able evidence suggeststhat the distribution of
these more liquid assets within the household sector hardly matches
thedigtribution of the additiona household indebtedness. For example,
Table4 summarizesthe respective distributions of consumer credit
owed and of liquid and nonliquid financia assetsheld across various
incomeclassesaof U.S. households, based on the 1983 Federal Reserve
Survey of Consumer Finances. Not surprisingly, the debt distribu-
tion does not match the asset distribution. Families with less than
$10,000 in annual income congtituted 25 percent of U S households
in 1983. Among such families, 39 percent owed at |east some con-
sumer debt, with mean indebtednessper family (whether borrowing
or not) of $1,178. Of such families, 66 percent owned financia assets,
with mean value per family (whether owning or not) of $2,988. By

TABLE 4
Distribution of Household Liabilities and Assets, 1983

Financial Assets

Consumer
Annual Family Income Credit Total Liquid Nonliquid
% % % %
Below $10,000 8.6 3.1 4.7 1.2
$10,000- 19,999 18.4 11.8 17.3 5.4
$20,000 - 29,999 18.4 12.7 17.4 7.2
$30,000 - 49,999 26.6 21.3 26.1 15.7
$50,000 and over 28.0 51.1 34.5 70.5

Source Author's calculations, basad on data in Avery & al. (1984a,b)
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contrast, familieswith $30,000 or more in annua income constituted
30 percent of U.S. householdsin 1983. Among these families, 77
percent owed at least some consumer debt, with mean indebtedness
per family of $6,229. Of such families, 99 percent owned financial
assets, with mean vaue per family of $58,525. Hence, the ratio of
mean family financial asset holdings to mean family consumer ia-
debtedness varied from 2.5 to 1 for the lower income group to 9.4
to 1 for the upper income group.®

Further, to the extent that much of the limited 1975-85 increase
in household ownership of readily marketable financial assets took
the form of debt market instruments and corporate equities, rather
than deposits, thereareyet further reasonsfor doubt that the household
sector's higher aggregateasset-incomeratio providesfully satisfac-
tory stability behind its higher debt-incomeratio. One reasonissmply
that asset pricesmay go down aswell as up. For example, more than
al of the entire rise in household ownership of corporate equities
between 1975 and 1985—not just in relation to income but
absolutely —reflected increased equity prices. Throughout the past
guarter-century, U.S. householdsconsidered directly have, in fact,
been net sellersof equity securities. A significant reversal of equity
prices would erode household assets, just as the recent market rally
has enhanced them.

The other mgjor reason for concern in this regard is that, as the
distributionof nonliquid asset holdings reported in Table4 suggests,
ownership of corporate equities and of negotiable debt market
instruments is even more skewed toward the upper income groups
than isownership of financia assetsin general. For the United States
asawhole, only 19 percent of al familiesowned directly any equities
at al asof 1983, and among the one-quarter of familieswith lessthan
$10,000 in annual income only 5 percent did so. Further, the top 2
percent of al families (ranked by income) owned 50 percent of al
equities, while the top 10 percent of all families owned 72 percent
of al equities? Clearly, these assets are not generaly available for
liquidation, if necessary, to facilitate servicing the liabilitiesof the
typica U.S. household.

Finally, balance sheet rel ationshipslike those summarized in Teble
3 fully describe debt burdensonly if both real and nominal interest

8 These figures are computed from data presented in Avery et al. (1984a,b).

9 See again Avary e al. (1984a).
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rates remain constant over time. When redl interest ratesrise, theshare
of income required for puredebt service, in an economicsense, rises
even if indebtednessas measured by outstanding debt-income ratios
is unchanged. Even when nominal interest rates rise solely because
of more rapid expected and redlized price inflation, stated interest
payments also rise in relation to income, with the increment repre-
senting a faster required repayment of principal. As Chart 2 shows,
persona interest paymentsas a share of personal disposableincome
have risen steadily since the Korean War, from alow of 2.5 percent
in 1953 to a high of 80 percent in 1985. In light of the sharp rise
both in household indebtednessand market interest rates during the
1980s, it issurprisingthat thisincreasehas been so smooth. Thereason
presumably lies in the long maturity of home mortgages, which ac-
count for the majority of household debt, together with the inflex-
ibility of interest rates on most consumer credit transactions. From
the perspectived financia stability, however, the point remainsthat
theshared householdincome required to avoid debt default hasrisen
ubgtantialy.

Businesses

As Table 1 shows, households and businesses have been equally
responsiblefor the post-1980increasein the U.S economy's nonfinan-

CHART 2
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cial debt ratio. Especialy for corporate businesses, however, theissues
involved in the increased indebtednessof the past decade are more
straightforward than in the case of households. Unlike households,
U.S. business corporations on average have not taken on additional
debt to hold greater amounts of liquid or other readily marketable
financial assets. Hence questions about whether the distribution of
the additional debt matches the distribution of the additional assets
do not arisein thecase df the corporate sector, because (in comparison
to income levels) there are no additional corporate assets. |nstead,
the U.S. corporate bus ness sector has smply substituted debt for equi-
ty financing behind a largely unchanged asset position.

Table 5 presents balance sheet data for the U.S. nonfinancia cor-

TABLE S5
Balance Sheet of U.S. Nonfarm Corporate Business Sector
1960-85
1960 1965 1970 1975 1980 1985
% % % % % %
Total assets 1316 1197 1266 1316 1398 1326
Tangible 9.1 84.3 90.7 984 1049 99.1
Financial 354 354 359 332 34.9 334
Liquid 10.0 8.6 6.7 75 6.9 8.0
Other 25.4 26.7 291 25.8 28.0 25.4

Total liabilities 46.6 47.6 52.5 45.9 48.5 53.3

Market debt 30.1 30.3 344 327 321 36.8
Trade debt 125 134 15.7 10.8 12.6 12.0
Other 4.0 4.0 24 25 38 45
Net worth 85.0 721 740 85.7 91.4 79.2

Notes: Data are yearend values, scaled by corresponding fourth-quarter gross
national product (seasonaly adjusted at annua rates).

Detail may not add to totals due to rounding.
Data for trade debt reflect a series break in 1974.

Source: Board of Governors of the Federal Reserve System
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porate business sector in a form comparable to the household data
shownin Table 3. Theincreasein the corporate sector's credit market
debt, from 32.1 percent of gross national product at theend of 1980
to 36.8 percent at the end of 1985, marked the first major departure
from the pattern of approximately steady indebtednessin relation to
income that had prevailed for the previous two decades.!

In sharp contrast to the household sector's accumulation of both
financial and tangible assets in pace with its accumulation of debt
during the late 1970s and early 1980s, as of the end of 1985 the cor-
porate sector's financia and tangibleassets both ood at amost exactly
the same point in relation to gross national product as in 1975.
Moreover, even within the overall financial asset category, corporate
businesses mix of liquid and nonliquid assets showed essentially no
change. Hence there are no additional assets behind the new
accumulation of corporatedebt, which has resulted smply from debt-
for-equity exchangeson the other sideof the corporate sector's balance
sheet.

These exchanges have largely emerged in the course of a wave of
corporate reorganizations that constitutesa mgjor phenomenon worthy
of study in itsown right. American businesscorporations havetradi-
tionally issued only minima amountsof new equity securities, rely-
ing mogily on internally generated funds to maintain desired debt-
equity ratios. During 1960-83, for example, the average net new fund-
ing in the equity market (that is, gross new issues less retirements)
by nonfinancial business corporations was only $4 billion per year.
By contrast, the series of mergers, acquisitions, leveraged buyouts,
and other reorganizationsthat took place during 1984 and 1985 aone
resulted in a two-year net retirement of $156 billion of equities—an
amount equal to approximately 4 percent of a year's gross national
product—as firms used borrowed funds to buy their own and other
firms equities."

Hence amost al of the increase in the corporate sector's
indebtedness shown in Table 1 can be attributed to the corporate

10 Thesharp declineshown in tradedebt between 1970and 1975 reflectsa 1974 change in data
gathering procedures. These liabilitiesare mostly held within the corporate sector. As of the
end of 1985, nonfinancial businesscor porations holdingsof trade credit amounted to 15.1 per-
cent of grossnational product. " Other" corporate sector liabilitiesincludemostly the foreign
direct invesment position of foreign-owned U.S. firms; the increaseduring 1980-85 reflects
the swollen net foreign capital inflow.

11 Grossnew issuestotaled $43 billion and gmss retirements$199 billion during these two years.
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reorganization wave of just the past two years. Whether or not this
increasein corporateindebtednessrel ativeto both incomeand assets
will ultimately threaten thefinancia stability of U.S businessremains
to beseen, of course. Rising equity pricesapproximately neutralized
the balance sheet impact of the aggregate debt-for-equity exchange
duringthis period, so that the corporatesector's aggregate debt-equity
ratio (with equity measured at market value) rose from 69 percent
at the end of 1983 to only 76 percent at the end of 1985—roughly
in line with the average 75 percent that prevailed through the 1970s,
though well above the corresponding 49 percent in the 1950s and 43
percent in the 1960s. As data presented in the third section of this
paper make clear, however, the experience of business debt default
during the first haf of the 1980s was distinctly more severe than
anything that had occurred earlier on since the 1930s.

Whether theleve of corporatedebt prevailing today raisesthe pros-
pect of futureinstability will ultimately depend not on current balance
sheet rel ationshipsbut on whether the cash flowsredlized by business
corporationsare sufficiently in linewith the expectationsunderlying
this recent borrowing and lending activity. The strong performance
of equity pricesduring 1984-85, despite continuing high redl interest
rates, suggeststhat equity market investorsal so share corporatebor-
rowers and lenders favorable expectations of future business cash
flows, at least to some degree. Still, as Chart 2 shows, the share of
corporate earnings beforeinterest and taxes required to meet corporate
interest payments has jumped during the 1980s far beyond even the
historically high level of the 1970s, asaresult of greater indebtedness
a atime of unusualy high interest rates.

Among noncorporate businesses, the rel ationship between chang-
ing debt levels and potentia financial instability is less straightfor-
ward. AsTable1 shows, between 1980 and 1985 the U.S. farm sector
actually reduced its indebtednessrelative to gross national product.
Thismodestly lower debt level hardly impliesa sounder financial basis
for US farms, however. Because of declining market prices for
agricultura land, the farm sector's aggregete net worth relativeto gross
national product fell by morethan half during the early 1980s—from
30.6 percent of gross national product at theend of 1980 to 14.9 per-
cent at the end of 1985. The current crisisin U.S. agricultureis a
striking demondtration of the importance of cash flowsand of balance
sheet positionsin full, rather than just debt levels, in determining
borrowers financial health or problems.
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By contrast, borrowing by noncorporatebusinessesother than farms
raised the total U.S. nonfinancia debt ratio amost as much as cor-
porate borrowing during 1980-85, despite a far smaller initial non-
corporate debt level. This rise in nonfarm noncorporate business
indebtedness, however, was not all that out of line with a genera
increase in the debt levels of such borrowers that began many years
earlier. Moreover, amost al of these businesses increased debt has
been in theform of mortgagefinancing, and it hastaeken placeagainst
even moresubstantialy enlarged holdingsd tangibleassets, including
mostly land and residentia real estate but aso some business plant
and equipment. As a result, the aggregate net worth of the nonfarm
noncorporate business sector, which had risen from 34.3 percent of
gross national product in 1975 to 45.2 percent in 1930, increased fur-
ther to 47.2 percent in 1985 despite the higher 1985 debt level. Much
o this activity has reflected efforts, carried out either individually
or via partnerships, to exploit various™ shelter'* provisonsd thetax
code (including some provisions that will no longer apply under the
1986 tax restructuring legidation).

The chief threat to the financia soundnessof noncorporate business
borrowers is therefore the possibility of a reversd in the real estate
market, such that future rental incomes realized are not consistent
with current values, and cash flows become insufficient to service
outstanding debts. One potentiadly significant factor in this context,
shown in Chart 2, is that noncorporate business borrowers interest
payments have jumped sharply since 1980 as a share of proprietors
pretax income. Another isthat nonfarm noncorporate businessholdings
of liquid assets have declined steadily during most of the post-World
Wa 1I period. In 1955, these borrowers liquid assets modestly
exceeded their mortgage debt outstanding (2.7 percent of gross nationd
product versus2.5 percent), and their financial assetsin total exceeded
their total outstandingdebt (5.3 percent of gross nationa product versus
4.9 percent). By 1985, whiletheir total indebtedness had risen to 168
percent of gross national product (139 percent in mortgage form),
their holdings of all financial assetshad fallen to 2.5 percent of gross
national product, and their holdings of liquid assets had fallen to on-
ly 0.3 percent. Hence these borrowers available financia cushion,
which could enable timely debt service to continue in the context of
reduced or interrupted cash flows, has steadily shrunk.



Increasing Indebtedness and Financial Stabuhity in the United Srates 43

State and local governments

Finaly, as Table 1 shows, the remaining 2.9 percent of the 1980-85
increase in the U.S. nonfinancial debt ratio not due to the federa
government reflectsincreased indebtednessof stateand local govern-
ments. As is clear from Chart 1, this development has represented
asharp reversal of ageneral pattern of declining relative indebtedness
of stateand local governmentsthat had prevailed ever since the late
1960s. With changing demographic trends eliminating pressures to
expand public school facilities, and more and more localities having
completed the major hospital, sewer system, and road projects that
were characteristic of the earlier postwar years, the outstanding state-
local government debt declined from nearly 15 percent of gross na-
tional product in 1970 to less than 1L percent in the early 1980s.

It isreadily apparent that more than all of the subsequent increase
has reflected a form of financial intermediation by state and local
governments. Frequently during the 1980s, state and local govern-
ments have issued securities, either to refund in advance their out-
standing but as yet non-callable long-term debt or to fund a variety
of other programs, and have had funds to invest for the interim. These
investments have typically gone into U.S. Government securities.!?
For decades state-local government holdings of U.S. Government
securitiesfluctuated narrowly within a rangeof 2 to 3 percent of gross
national product, and as recently as the end of 1982 their holdings
of these securities were still within the historical range. By the end
of 1985, however, these holdings had risen to 7.1 percent of gross
national product, with much of the increase occuring just within the
last few months of 1985— presumably in anticipation of a changein
the relevant tax code provisions governing the ability to issue tax-
exempt debt. Had stateand local governmentsduring 1980-85 merely
maintained their holdingsof U.S. Government securities unchanged
at the yearend 1980 level of 2.6 percent of gross national product,
and done nothing else differently, their outstanding indebtedness
relativeto gross national product would have declined by 1.6 percent
instead of rising by 2.9 percent as shown in Table 1

Because these borrowers have matching portfoliosof U.S. Govern-

12 The U.S. Treasury issues special non-marketabledebt instrumentsespecially for this pur-
pose, with interest rates set so as to minimize arbitrage between the taxable and tax-exempt
market rates.
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ment securities behind their increased indebtedness, there is
presumably no reason why the state-local government contribution
to the higher overd! U.S. debt ratio carries any negativeimplications
for financial stability.

Overview

In sum, the different categories of private-sector borrowers who
collectively issued enough liabilities to add 18.1 percent to the U.S.
nonfinancia debt ratio between 1980 and 1985 did so under widely
disparate circumstances, with correspondingly differingimplications
for the U.S. economy's financia stability. Households in aggregate
took on more debt but also more assets, including liquid and other
reedily marketable financid assets. Business corporationsin aggregate
merely substituted debt for equity, without taking on additional assets
of any kind. Noncorporate bus nessesissued more debt to match their
higher values of red estate assets, but further reduced their aready
thin holdings of liquid assets. State and local governments simply
engaged in arbitragebetween the taxable and tax-exempt bond markets.

Clearly, whatever threat to financial stability maey exist as a result
o thismixed experiencelies primarily with the prospect that household
and business cash flows may fdl short of the expectationson which
both borrowersand lenders proceeded during this period. Such ashort-
fall, for the economy in general rather than just in isolated regions
or sectors, is most likely in the context of a business recession.

Debt defaults, recessons, and monetary policy

Much of the potentia importanceof financial instability as a mat-
ter of public policy concern stems from the fundamental two-way
interrel ationship between the financia phenomenon of debtors distress
and contractionsin nonfinancial economic activity. On oneside, the
chief economic danger posed by an overextended debt structure is
that thefailureof some borrowersto meet their obligationswill lead
to cash flow inadequaciesfor their creditors—who may, in turn, also
be borrowers, and so on—and that both borrowers and creditors fac-
ing insufficient cash flows will then be forced to curtail their demands
in theeconomy's product and factor markets. Similarly, forced disposal
of assetshy debtorsand othersfacing insufficient cash flows will lead
to declinesin asset pricesthat erode the ability of other asset owners
to realizethe expected value of their assetsif sale becomes necessary
and will therefore threaten the solvency (in a balance sheet sense)
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o till others. Thiscausal process, running from financial constraint
to nonfinancial contraction, haslong been familiar in the andysis of
businessdownturns.'? Indeed, it isimplicit in essentially al models
of quantity-constrained effective aggregate demand, even those that
exclude an explicit representation of the credit market.!4

At the same time, the likelihood that an aggregate-level problem
of debtors distresswill arisein thefirst placeisclearly not indepen-
dent of what is happening in the nonfinancial economy. Apart from
occasional instances of recklessness, incompetence, or fraud, most
borrowerstypically expect to beableto servicetheir debtsin atimely
fashion. In other words, they expect that their available cash flows—
and, if necessary, the value of their salable assets—will be sufficient
to meet the requisite sequencedf paymentsdue. For most borrowers,
however, including individuals as well as businesses, both the size
o cash flows and the value of marketable assets depend to.a great
extent on prosperity or recessionintheeconomy at large. In particular,
bus nessdownturnstypicaly shrink the cash flowsof many borrowers,
dow cash flow growth for most others, and in many casesalso reduce
the market values of equities, houses, and other assets.

Hence problemsaf financial instability are most likely to erupt in
the context of just the kind of nonfinancia economic difficulty that
they tend to aggravate. Limitationson individuals and businesses
activities arising from widespread financia distress restrict
economywide demandsfor goods and servicesand for |abor and capital
inputs, and thereby depress overall economic activity. At the same
time, acontraction of economic activity isthe most likely initial cause
of widespread debtors' distress in the first place.

Table 6 presents data illustrating this cyclicd feature of the
emergence of financial distress among both individua and business
borrowersin the United States. The percentage of consumer debt in
delinquency istypicaly greater at or near thetroughdf businessreces-

13 Thebasic idea haslong been emphasized by Minsky. See, for example, Minsky (1964, 1972,
1977). Theclassicapplicationsto a specifichigtorical event are Fisher's(1933) and Hart's (1938)
analyses of the depression of the 1930s; Bernanke’s (1983) analysisis more recent but in the
same vein. For roughly analogous applications of the same idea to describe postwar reces-
sions, see Wojnilower (1980) and Eckstein and Sinai (1986).

14 For example, Clower’s (1965) model of income-constrained householdsredudingtheir effective
demand for consumer goods would make little senseif householdswereable to borrow without
restriction to make up for income shortfalls. The sameis true for Patinkin’s (1949) mode of
sales-congtrained firms reducing ther effective demand for labor.
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TABLE 6
Debt Default in Post-War Business Recessions
Delinquent Consumer Number of Liabilitiesin
Installment Loans Business Failures  BusnessFailures

(percent of outstandings)  (per 10,000 concerns)  (percent of G\P)

Mean for 1953-80 1.91 44 .16

Recessions during 1953-80

1954 1.89 42 12
1958 1.67 56 .16
1961 1.78 64 .20
1970 1.84 44 .19
1975 2.61 43 27
1980 2.61 42 17

Experience since 1980

1981 2.38 61 .23
1982 2.24 88 49
1983 2.01 110 47
1984 1.96 116 .46
1985 2.31 123 .54

Notes: Delinquent consumer loans are loans in arrears more than 30 days.

Businessfailures comprise concerns involved in court proceedingsor volun-
tary actions involving loss to creditors.

Liabilities in business failures excludelong-term, publicly-held securities.

Data for number of business failutes and liabilities in business failures are
adjusted for series breaks after 1983.

Sources. American Bankers Association, Dun & Bradstreet, U S Department of
Commerce

sionsthan at other times. Similarly, both the businessfailurerateand
the total amount of defaulted liabilities in business failures (scaled
in relation to gross national product) bulge during and just after
business cycle troughs. Especialy for business debt problems, the
data shown in Table 6 make clear the extraordinary character of the
economy's experiencein thisregard during thefirst haf of the 1980s.
In 1981-83, both the business failure rate and the failed business
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liability rate roseto levelsfar beyond those seen in any other reces-
sion since World War 11, and both indicators of business financial
distresscontinued to rise in 1984-1985 despite the economy's renewed
expansion.'?

Whatever threet to financial stability the post-1980 risein the U.S
economy's debt ratio presents, for any period into the future, is
thereforefundamental ly dependent on the nonfinancial performance
o the economy during that period. For example, if the economy were
henceforth to achieve a decade of sustained rapid growth, with only
minimal interruptions, then it is plausiblethat whatever debt service
problems emerged would be localized within specificindustries, like
energy and agriculture in the mid-1980s, or within specific
geographical regionsespecialy dependent on thoseindustries. In that
case, there would be little reason to expect the kind of widespread
borrowers distress that would be likely to exert substantial contrac-
tionary pressures on nonfinancia economic activity. With sustained
rapid growth of incomesand profits, most borrowers would realize
cash flows (and market valuesof assets) adequateto meet their obliga:
tions. Indeed, a sufficient period of sustained rapid economic growth
could readily shrink the economy's overall debt ratio back to its
historical range, not by reducing the numerator but by enlarging the
denominator.

By contrast, given the strongly cyclica pattern of debtors distress
in the past, the historically high levels of individual and business
indebtednessoutstanding as of the midpoint of the 1980s suggest that
theonset of amgor new business recessionunder thesecircumstances
could easily lead to debt service problemsdof a kind that would, in
turn, further magnify theinitial contractionary movement in nonfinan-
cial economic activity. As of the end of 1985, both individuals and
bus nesseswere more highly leveraged, relativetoincomeleves, than
a any time sinceWorld Wer II. Moreover, asthedatashownin Table
5 mekedear, thecorporate businesssector in particular had no greater
asset position, in either liquid or any other form, to support itsgreater
debt-to-incomeposition. In the event of a recession causing reduced
incomes and depressed asset values generdly —that is, a recession
typical of those that the United States has experienced during the

15 The experience of the early 1980sdid not match that of the early 1930s, however. In 1932
therewere 154 businessfailures per 10,000 listed concerns, and total liabilitiesin businessfailures
equaled 1.59 percent of gross national product. The business failure data for 1984 and 1985,
including both the failure rate and the failed liabilities rate, are adjusted to reflect breaksin
the relevant series after 1983.
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postwar period—the possibility of financia instability that would com-
pound an aready deteriorating economic Stuation isentirdy plausble.

Two principa implicationsfollow from this conclusion. First, in
theevent of abusinesscontractioninitiated by some entirely external
factor—for example, an international cartel action comparableto the
oil priceincreasesimposed by OPEC in 1973 and again in 1979—the
U.S. economy would exhibit less resilience, and correspondingly more
proclivity to contractionary dynamics, because of the greater poten-
tid for financia ingtability. Second, totheextent that U.S policymakers
are avare of this potential instability, and that they can and do exert
influence over the path of aggregate economic activity, the onset of
amgor businessrecessionisitsaf less likely. Given the important
role of monetary policy in bringing about (or at least not resisting)
each of the most significant postwar U.S recessions, this implica-
tion for the likely future behavior of monetary policymakersis pro-
bably the more important of the two.

Hence the main point is that, because of the increased likelihood
o debtors distressin theevent of an economic downturn, the Federa
Reserve System islikely to beless willing either to seek or to permit
a business recession in the United States. At the relevant margin of
policy choice, U.S. monetary policymakersare likely to perceivethe
real costs of a business recesson—in terms of foregone output, in-
comes, jobs, capital formation, and so on—as greater than would be
the case without the higher levels of individual and business
indebtedness. On average over an extended period, therefore, U.S.
monetary policy is likely to be more expansionary than it would be
in the absence of a higher debt ratio.

In light of the key role historically played by periodic episodes of
tight monetary policy in either arresting or reducing priceinflation,
both in the United Statesand € sawhere, thislikelihood of a biastoward
more expansonary monetary policy on average, dueto agrester reluc-
tance to tolerate business contractions, raises the prospect of infla-
tion as the ultimate chief consequenced the higher U.S. debt ratio.
In the United States, for example, the historical record makes clear
that the restrictive monetary policy that figured so importantly in the
major recessionsof 1957-58, 1973-75, and 1981-82 (the three largest
recessions of the postwar period) in each case arose largely out of
Federal Reserve policymakers desireto dow the then prevailing rate
o priceinflation. In each case, the recession did accomplish just that
end. Althoughit istheoreticaly possibleto achieveboth price stability
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and steady economic growth, without the occasional punctuation of
business contractions, nothing in the postwar U.S. experience sug-
gests that doing so is practically feasible. Instead, this experience
suggeststhat if ahigher debt ratio raisesthecost of businesscontrac-
tions, and hence makes policymakers less likely to accept them, it
therefore also imparts an inflationary bias.!6

In time, of course, a sufficient amount of priceinflation can aso
restorethe debt ratio to its historical range, just as could sustained
redl growth. Thesetwo outcomesare andytically parallel, and hardly
incompatible. Sinceamost al debts outstanding in the United States
are nominally denominated, what matters for borrowers ability to
meet their obligationsis nominal cash flows, and nominal values of
marketable assets. These nomina vaues mey rise because of increases
in either their rea or their price component, or both. Either, in suf-
ficient magnitude, would preclude the kind of widespread debt ser-
vice problemsthat can threaten financia gability. Which ismorelikely
isaquestiondf achievableeconomic performance, presumably to be
judged on the basis of both past experience and future economic
policies.

Conduding comments

The U.S economy's nonfinancial debt ratio has risen since 1980
to alevd that is extraordinary in comparison with prior historical
experience. Approximately one-half of this rise has consisted of
increased indebtedness (relative to income) of borrowers in the
economy's privatesector, including both individua sand businesses.
It therefore at least potentidly represents an increase in the
economywideexposure to debt default. The U.S household sector
as a whole has increased its holdings of liquid and other readily
marketabl eassets, so that in the aggregateits balancesheetisno less
sound than before, but availabledata makeit doubtful that thedistribu-
tion of theadditional assets matchesthedistribution of the additional
debt close enough to avoid debt service problemsin the event of a
genera economic contraction. By contrast, in the casedf businesses,
including especialy the corporate sector, therear e no additional assets
to match the additional liabilities, so that balance sheets as well as
incomes have become more leveraged.

16 Thisconclusionisalso consistent with theimplication of formal modelsof monetary policy
based on reputational equilibrium, like that of Barro and Gordon (1983).
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The chief implication of this increased exposure to the threat of
financia instability is not only that the U.S. economy islikely to be
more prone to financial ingtability in the event of a mgjor business
contraction, but dso—and perhapsmoreimportant—that, asa result,
U.S economic policymakers are likely to be more reluctant either
to seek or to tolerate a businessrecesson in thefirst place. Experience
suggeststhat it will bedifficult to balancethe desireto avoid economic
downturns with the ability to avoid occasional periods of aggregate
excessdemand, so that thisincreased reluctanceto tolerate recessions
probably implies a more expansionary monetary policy on average
than would otherwise be the case. Experience also suggests that a
plausibleresult o suchano-recession monetary policy, sustained over
time, ispriceinflation. This processissalf-limiting, however, in that
over timeinflation reduces the real value of the private sector's out-
standing nomind indebtedness, hence reducing the risk of financia
ingtability and thereby removing the source of policymakers’ increased
reluctance to tolerate recessions.

Finally, what about the nearly one-half of the pos-1980 risein the
U.S economy's nonfinancial debt ratio that has consisted of increased
indebtednessaf thefedera government?The steady, unbroken growth
of the U.S. Government's outstanding debt from 26.1 percent of gross
national product at the end of 1980 to 39.4 percent at the end of
1985—despite a major businessexpansionduring 1983-85—is clearly
the element of theoveral debt ratio risethat ismost out of character
with prior U.S. historical experience, not just since World War 11 but
throughout the nation's existence. Until the 1980s, significant sus-
tained increasesin federal government debt relativeto gross national
product took place only during wartime. The contrary pattern dur-
ing this decade stands as the hallmark of post-1980 fiscal palicy.

What are the implications o this extraordinary surge of govern-
ment indebtednessfor the economy's financid stability? Despitefears
now expressed more frequently than in earlier years, there remains
little prospect of a government debt default. To be sure, any fisca
policy involving so large a government deficit as to causethe outstan-
ding government debt to rise faster than the economy grows, even
under conditionsof full employment, cannot be sustained indefinite-
ly? Nevertheless, with the federal debt ratio till fairly low compared

17 See Tobin (1986) for an analysis of this kind of long-run ingtability in the context of U.S.
fiscal policy since 1980.
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with 117.9 percent at theend of World War 11, or even 46.1 percent
in 1960, thereis as yet no reason to anticipate instability involving
government debt default.

Instead, the chief threat to financial stability implied by the sharp
post-1980 rise in the government debt ratio comes from the need to
raise taxes—and hence to reduce the incomes that individuals and
businesseshave availableto meet their own debt service obligations—
in order to servicethe government's debt. Net interest paymentsby
thefederal government, which averaged 1.4 percent of gross national
product during the 1970s, rose to 3.2 percent in 1985. Moreover,
thereislittle reason to believe that the distribution of these interest
paymentsamong individual and businessrecipientsin any way mat-
cheseither the reduction of incomesby tax collectionsor thedistribu-
tion of private-sector debt service paymentsowed. Continuing in-
creasesin government interest payments rel ative to aggregateincome
are not likely to lead to a government debt default, but unless they
are balanced by reductionsin noninterest government spending they
will, on balance, further reducetheahility of private-sector borrowers
to meet their own obligations.
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