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Beforel read Larry Summers thoughtful the paper on thedomestic
debt non-crisis, | had the vague impression that worries about
explosivegrowth in the ratio of the Friedman measure of credit to
gross nationa product (GNP) were excessive because:

(1) Most of the growth came from government debt, not private

debt.

(2) If thereare moredebt liabilities, theremust be correspondingly
more credit assets.

(3) More credit may well be good, not bad, for the economy
for a variety of reasons.

(4) Financia distress seems not to be generalized, but rather
concentrated in sectors—Ilike farming and energy —which have
suffered from specific adverse shocks.

(5) Andfinaly, theratiosof other credit aggregatesto GNP were
never as constant as was the Friedman measure—which
received so much attention precisely for this reason.

Each of these beliefs save the last (about which more presently)
was ably supported in Larry's paper, whichleaves melittleto disagree
with. And that, of course, raisesthedanger that thiswill beaboring
discussion. | will try to avoid that by highlighting some points of
difference, for | do think that Larry leaves out some aspects of the
debt problem that should be mentioned. But thisacademic quibbling
should not obscurethe basic messagethat Larry's viewsand my own
are very similar.

*| thank Joshua Gahm for research assstance.
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I will organizemy remarksaround five basic questions asked and
answered by Summers.

Why has the debt ratio risen? What does it mean?

Larry pointsout that whilethe timeseriesplot of Friedman credit
relativeto Y (henceforth, FC/Y) showsa sharp break with historical
experiencein the 1980s, the corresponding plot of private borrowing
relativeto GNP does not; it smply continuesits upward march. So,
in Larry's view, there has been no explosion in private debt. What
happened, instead, is that the formerly steedy downward drift of
government debt relativeto GNP was reversed, and so no longer off-
set the rise in private debt. Larry isinclined to view it as a coin-
cidencethat, relativeto GNP, government debt was falling asfast as
privatedebt was rising before 1980. And he buttressesthisview with
timeseriesregressionsshowinglittleif any systematic negativerela-
tionship between the two.

| am inclined to agree and would add two related observations. First,
theratio of FC/Y was not constant, but rather rising rapidly, during
the 1952-61 period. It was only constant during the 1960s and 1970s.
(Ben Friedman will no doubt point out, correctly, that 20 yearsis
nothing to sneeze at.)

Second, as| mentioned, other measuresd credit weredwaysgrow-
ing faster than GNP, evenin the 1960s and 1970s For example, Chart
1 showsthe behavior of a broad measure of total borrowingin U.S
credit marketsthat | have developed el sawhere, called B.! Except for
abrief periodin thelate 1960s, when unanticipatedinflation reduced
thered vdued debt whilered GNP boomed, theratio B N hasalways
grown. The 1980slook no different from earlier history. (Regrettably,
| have not yet brought this seriesbeyond 1983.) The chart also shows
the ratios to GNP of total borrowing by households (BH/Y) and by
nonfinancial businesses(BB/Y). Businessborrowing relaiveto GNP
certainly showsan unbroken upward march. Intriguingly, household
borrowing relative to GNP showsa pattern similar to Friedman credit:
growth until 1965, adecade or so of constancy, and then resumption
o growth.

1 The series is described in Blinder (1985). It is broader than Friedman’s credit measurein
that it includesforeign as well as domestic borrowers, some borrowing by financial ingtitu-
tions, and abmader array of financial instrumentsthan Friedman allows(e.g., especially trade
credit and large time deposits).
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CHART 1
Ratios of Credit Aggregatesto GNP
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Larry stressesthat private and government debt are fundamentally
different. That is true. But he goes a hit too far when he says that
any debt o the private sector must be balanced by an equivalent priveate
asset because " private debt is a purely inside obligation.” In fact, in
1983:1V (thelast quarter of my data), foreignersand the government
together accounted for fully 21 percent of total lendingin U.S. credit
markets. This percentage must be higher today.

Does the rising private debt ratio pose a macro problem?

Summerssays no. Firgt, it is net worth, not debt, that mattersfor
solvency questions. Second, whatever financia problemswe have are
sectoral not macroeconomic. But Friedman seemsto disagree. (Itis
niceto seethat diversity still thrivesat Harvard after 350 years!) Here
| am going to be one of those awful two-handed economistsand argue
that Larry goes too far in claiming that Ben is a worrywart. | have
two reasons.

First, man doesnot live on stocks alone; flows also matter. Higher
real interest rates probably imply lower optimal ratiosof privatedebt
to GQ\P. At least | felt more comfortablewith a huge mortgage when
rea interest rates were negative than | would now. Even if the sug-
gested negative relationship between real interest rates and optimal
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debt ratios is not accepted, it is certainly true that higher real rates
imply higher probabilities of default for any given debt-GNP ratio.
Since redl rates are much higher in the 1980s than in the previous
three decades, the fact that private debt-GNP ratios have continned
their inexorableupward march may be worrisome. When | read Larry's
paper, | vowed to computetheratiosdf household and businessinterest
payments to the relevant income flowsto seeif they wererising faster
in the 1980s than before. Fortunately, Ben Friedrnan's paper arrived
the next day and saved me the work (see his Chart 2). Nomina
household interest payments rose from 2.5 percent of disposable
incomein 1953to 76 percent in 1984, though without any noticeable
acceleration of this trend in the 1980s. | trust, however, that if real
interest payments were used instead, the rise in the 1980s would be
far greater. Business interest payments relative to earnings rise
dramatically on Friedrnan's chart starting in the late 1970s, and now
exceed 50 percent for nonfinancial corporations and 30 percent for
noncorporate business. | think these numbers are more relevant to
the issues of financial distress and macro stability than Summers
apparently does.

The second reason is related to thefirst. If Irving Fisher (1933)—
or my colleague Ben Bernanke (1983)—were here today, he would
probably let the words “debt deflation™ passhislips. When inflation
falsmore rapidly than expected, borrowersare saddled not only with
higher-than-anticipatedreal interest payments but also with higher
real repaymentsof principal. Some will be unableto pay. This has
certainly happened to some substantial extent in the United Statesin
the 1980s and has contributed in no small way to the rise in debt
defaultsshown in Friedman’s useful Table6. Itisastory, | think, that
it not unknown within the boundaries of the Kansas City Federa
Reserve district.

Rising red interest rates and debt deflation pose generd macro prob-
lems, not sectoral ones. They are part of the legacy of conquering
inflation through tight money. | think Summers pays them too little

respect.

Is debt useful as a macroeconomic indicator ?

Larry is skeptical. He pointsout, first of all, that a rise in debt
could be either a positive or a negative indicator of economic acti-
vity. True. He also says that " credit availability theorieswould sug-
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gest investigating much narrower aggregateslinked to the partsaof the
financia sysem wherecredit might plausibly berationed,” rather than
using Friedman credit. Again | agree and can report the following.
Take each component of totad borrowing (as| have measured it) for
the period 1952-83, deflate by the GNP deflator, and detrend. Then
the contemporaneous correlationswith real GNP, using quarterly data,
are as follows*

Consumer credit 0.80
Mortgage credit 0.64
Security credit 0.61
Loans (by banks and others) 0.57
Trade credit 1snding 0.44
Bonds 0.29
Commercial paper 0.13
Large CDs 0.08

This ranking, | think, accordsquite well with Larry's expectations.

As asecond question, we can ask what sort of credit aggregate (in
nominal terms, now) is the best predictor of future nomina GNP
movements. | tried the following:

Total borrowing 0.246
Friedman credit: 0.032
Bank credit: 0.027
Borrowing by households: 0.025
Borrowing by nonfinancial business: 0.104
Intermediated borrowing by households:? 0.046

Intermediated borrowing by nonfinancial business:*  0.190
In each case, using quarterly 1953-83 data, a Granger causality test
was run using four lags of nominal GNP and four lags of the credit
aggregate. The results of F-tests for excluding the credit aggregate
are shown in thelisting above by reporting the marginal significance
levels. Was surprised, given Ben Friedman’s well-known resullts,
that bank credit edged out Friedman credit.) The genera message
in these resultsis more or less as Larry and | expected: credit sub-
ject to rationing generally has more predi ctivepower than open-market
credit.

2 Blinder (1985), Table 7.
3 Borrowing in the forms of consumer credit, mortgages, loans, and trade credit.

4 Borrowing in the forms of mortgages, loans, and trade credit.
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Does the risng government debt ratio pose a macro problem?

Summers answer here is a resounding yes, though he adds that
the problemis not that large government deficitseither increasethe
fragility of the privatefinancia sysemor influencethelevel of GNP.
Instead, Larry insists, the rea problem is that large deficits have a
profound effect on the composition of GNP, especially by crowding
out investment. I'd like to demur somewnhat from each of these points.

The first demurra is actually Summers own; but you may have
missed it sinceit goesby inasingle paragraph. Sincel think it's quite
important, I'd like to call it to your attention.

Larry arguescleverly that the sectoral imbalancescaused by large
government deficitsraisethe varianceof thedistributionof financial
hedth in the economy. Since it is only the lower tal of this
distribution—the part where default is a real possibility —that mat-
ters for financial distress, the federal deficit therefore raises finan-
cia fragility. Thisstory ringstrue—loudly true. Surely, thefinancial
distressin thefarm belt and the export-damaged parts of the manufac-
turing sector are traceablein no small measure to the Reagan tax cuts.

Larry argues that fluctuations in government deficits have little
impact on GNP—not for Barro-type reasons, but rather because the
Fed is targeting nominal GNP and, therefore, offsetting the impact
of fiscal policy on aggregatedemand. | think that is probably roughly
right, though a bit exaggerated. But | think it is aso a very recent
policy stance for the Fed. It certainly does not characterize 1980-83
very well. How long it will last is anybody's guess. Well, as | ook
around the room, perhaps not anybody's. But | hesitate to enunciate
it as a general principal.

Findly, | have sometroubleswith the view that government deficits
mainly crowd out investment. First, it has proven quite difficult
econometrically to detect systematic and strong effects of deficitson
interest rates. And if deficitsdo not push up red interest rates, it's
hard to see how they could damageinvestment. Here, | am not say-
ing | disagree with Larry, only that he should qualify hisconclusion
a bit more.

Second, | think he givesinsufficient emphasisto thelikelihood that
crowding out has shifted lately from investment to net exports. Table
1 istaken from a recent paper of mine (Blinder, 1986), but you have
al seen similar tabulations. Compare the average of 1984 and 1985
with the average for the 1970s It shows that fixed investment as a
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TABLE 1
Compostion of Real Final Sales
(percent)

Average
Component 1970-79 1980 1981 1982 1983 1984 1985

Consumer expenditures  63.2 632 632 643 654 654 64.8

Fixed investment 15.8 163 162 148 149 164 16.6
Business 10.8 11.8 122 11.5 105 11.5 11.9
Housing 5.0 45 40 33 45 48 47

Government purchases  20.3 194 194 20.1 198 199 204

Net exports 0.8 1.2 1.1 08 -02 -16 -19
Exports 9.1 12.8 126 11.3 104 104 93
Imports 8.3 it.6 11.5 105 105 12.0 11.2

share of real fina sales was actually higher by 0.7 percentage point
even though consumption's share was higher by 1.9 points. What was
crowded out, apparently, was net exports, whose share of real final
salesfell by about 2.6 points. Thisisavery different story from Sum-
mers regressonswhich, as he says, aredominated by pre-1980sdata.
It is a story that helps explain why the American public has been
so complacent about the deficits. If investment as a share of GNP
had declined by 2 percent, d| hell would have broken loose! And,
in view of the high degree of international capital mobility, it also
hel psexplainhow deficits can cause severe crowding out without caus-
ing large apparent increases in real interest rates.

Does the tax structure encourage excessve use of debt?

Summers says yes — which, of course, is the right answer. And
he usesthisanswer to get in yet another plug for hisfavoritetax: the
consumptiontax. | do not disagree with Larry but would, instead,
use the same pretext to get in aplug for my favoritereform: indexing
the income tax.

Larry iscorrect that any income tax will subsidize debt financing
because people will arrange things so that borrowersare in higher
tax bracketsthan lenders. No incometax reform will be able to pre-
vent thisentirely since therewill dwaysbe different margina rates,
at aminimum, therewill aways be untaxed lenders. However, | think
Larry underestimatesthe good that will be done by the new tax hill.

First, as he knows, the amount of extra borrowinginduced by the
t ax sysem dependson thegap betweenthemargind t ax ratesof lenders
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and borrowers. The compressed structureof margina rates will shrink
this gap. After dl, a 33 percent tax rate redly is 34 percent lower
than a50 percent tax rate. Second, | don't think thelimitson interest
deductions will be quite asirrelevant as Summers says, though they
surely will be avoided to some extent.

A consumption tax would end the tax distortion in favor of debt,
asLarry says. Butindexing would eliminateagood deal of it without
overthrowing the basic framework of income taxation that we have
just worked so hard to improve. How much o the job would index-
ing do? That depends on the relativesizes of redl interest rates and
expected inflation since the distortion under the income tax applies
to the nominal rate and indexing would just reduce the base of the
distortion to the red rate, not eiminate it entirely.

Actudly, if you work through the algebra, thefractionof the over-
borrowing problem cured by indexing turns out to be p/i* where p
is the (actual=expected) inflation rate and i* is the hypothetical
nominal interest rate that would prevail in the absence of tax distor-
tions. Thisratiois bigger than you think, even with today's high real
rates, because i* is necessarily smaler than the actual nomina in-
terest rate under present tax laws, i. Specifically, theratio of i/i* can
be shown to be 1/(1-t), wheret isaweighted averageof thetax rates
on borrowersand lenders? Thus, the fraction of the problem cured
by indexing is p/i(1—t), which is large even if i greatly exceeds p.
For example, let i=0.08 and p=0.04 (areal rate of 4 percent). Then
t=0.25 impliesthat indexing cures 67 percent of the problem. That
sounds pretty good to me.

Concluson

| agree with Larry that rising debt-to-incomeratios are worrisome
primarily when the denominator is faling rather than when the
numerator isrisng—and that such occurrencesusually have sectoral,
not macroeconomic, origins.

But | would add, ashedid not, that rising ratios of interest obliga-
tions to income are a general macroeconomic headache, even when
they come from the numerator, and that they can posethreatstofi nan
cid gability. Thesolution hereisobvious: the Federal Reserveshould

5 The weightsdepend on the semi-dlasticitiesof lending and borrowing and are equal if these
eagticitiesare equal.
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reducereal interest rates. | will bet our hosts have heard that before,
even from me. And they will hear it again.

In addition, sectoral imbalances caused by the effects of federal
deficitson relativepriceslikered interest ratesand thetermsar trade
arequiteserious. And, they interact with financial fragility problems
in ways that | had not thought of until | reed Larry's paper. | thank
him for pointing it out. Now, if only someone would tell President

Reagan.
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