Commentary on
"*Debt Problems and
M acroeconomic Policies”’
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Thereisgeneral agreement that debtinthe U.S. economy relative
to income or gross national product,(GNP) has grown enormously
in recent years, and perhapsdangeroudly. | shall comment on Sum-
mer’s-answers t0 the two questions, "*why hasit grown?"* and **so
what?'" It helpsto consider **so what?" if we can first understand
why.

Why?

Summers quite properly differentiates federa government and
privatedebt. The risk of default differs substantially, being virtually
nonexistentfor federal debt. Furthermore, he concludesthat federal
debt has not reduced private debt issues, contrary to the idea that an
offset between federal and privatedebt could explain the long stabi-
lity intheratioof total debt to GNP. Let me comment briefly on that.

The correlation coefficientsin his Table 1 show that total govern-
ment debt has no systematic negative relationship to deviations of
private debt from trend. Theimplicationaf no effect isless than con-
clusive, however. His Table 2 correlations, presented for a different
purpose, show that federal deficits reduce privateinvestment and raise
saving, though less than dollar for dollar. If much of privatedebt is
generated to finance investment expenditures, Table 2 would appear
to imply, even though it is based on flows, a corresponding negative
relationship between stocks, contrary to the Table 1 result of norela-
tionship. But Table2 is not without its problemstoo. Standard theory
implies that any observed effect of deficits on investment occurs
through an intermediate effect on interest rates. Ye there are more
studies in the literature (at last count) showing no such effect than
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there are studies that claim to find it. How do we cut our way out
of this maze of contradictory findings?

Sincefederd and privatedebt are subgtitutesto an extent, an increase
in the supply of federa debt should partially but not inconsequen-
tidly increasetheinterest cost and reduce the supply of private debt.
Historically, however, before the 1980s, such an effect was dwarfed
by other cyclical developments so that quantitatively it isa " needle
in a hay stack." Our econometric tools often cannot find pitchforks
much less needles and cannot dways be taken serioudy. Therefore,
I think it isbest to concludethat federal debt crowds out private debt
to some extent, though not necessarily by enough to explain the past
constancy of the ratio of total debt to GNP.

According to Friedman's Table 1, the government, including state
and local entities, accounted for amost hdf thetotal increasein U.S.
debt from 1980 to 1985. Theincreasein federd debt requiresa politica
explanation, which seems straightforward. The private increase,
however, requires an economic explanation that is not so simple.

As Summersand Friedman point out, the net worth of the private
sector has changed littlerelativeto GNP; that is, assets stand behind
the growth of liabilities. Businessesand households have borrowed
to acquire assets rather than to finance consumption, athough
household consumer durables formed nearly a third of the increase
in their part of tangibleassets. We should remember that, during the
1970s, the public sought hedges againgt inflation and nonequity finan-
cid assetsheld by the privatesector, excluding financial intermediaries,
actualy fel relativeto the market vaue of tangible assets. Then in
the 1980s, this shift to tangibles reversed and the ratio of financia
to tangible assets for the whole economy is now amost back to the
norma level represented by the 1960s.

Thisreversa mainly reflectsarisein the market vaue of tangibles,
and partly becaused this rise, borrowing has favored debt over equity
to restorethedesired ratio of financid to tangible assets. Nevertheless,
this reversal does not explain the continuing growth of debt relative
to income. Household debt relative to income has trended upward
for many years. Yda Friedman's Chart 2 shows household interest
payments as a percentage of persona disposable income at only 7.6
percent in 1984, with no mgor change in the upward trend in the
pest three decades. This steedy upward trend can probably be explained
by demography, an increase in homeownership and appliances per
household, and the credit card revolution. It has far to go before it
threatensthe financial stability of the economy. Moreover, it should
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ease as lower interest rates work through the mortgage stock.

It isthe growth of debt and interest paymentsof businessthat stands
out. In Friedman's Chart 2, this growth beginsin the mid-1960s with
the Vietnam inflation and escalates with disinflation in the 1980s. Sum-
mers pointsout that theratio of businessdebt to GNP haslong followed
an upward trend with little significant deviation. Although interest
paymentsgrew even faster after the mid-1960s, which may have hap-
pened only because interest rates rose, that leaves unexplained the
continued high interest paymentsin the 1980s as ratesdeclined sharply.

First, why the upward trend in business debt? Summers cites the
tax advantagesdf debt. Corporationshave gradudly shifted from equity
to debt financing. The additional growth of noncorporate debt, |
presume, reflectsmainly the tax advantages of real estate investment.
And stateand local governmentsal so have atax angle. As Friedman
notes, they have sold tax-exempt municipalsto invest in higher yielding
Treasuries. Summers, neverthel ess, questionsthe quantitativeimpor-
tance of taxes for corporate debt on grounds that further tax advan-
tagesin the past decade did not accel erate the shift to debt. But taxes
mey explain part of the upward trend in the corporate debt ratio, which
otherwise would not have continued rising if the set of tax advan-
tages had remained unchanged. As further explanation for part of the
recent rise in the corporate ratio, we have the junk bonds, though
they may reflect more than a tax advantage. As| understandit, those
crazy zero-coupon junk bonds find a market with financial inter-
mediariesthat want to report large accounting incomes and can shift
the dangers of default to government insurance. That, incidentally,
representsa hazard for the taxpayer rather than adirect threet to finan-
cial stability, and pleads for a reform of government insurance pro-
grams rather than new restrictions on security issues.

Friedman informsus that amost al theincreasein corporatedebt
from 1980 to 1985 reflected mergers, acquisitions, and leveraged
buyoutsin the final two years. We can attributea good part of this
mania of corporate reorganization to the maladjustments produced
by inflation. For reasonsnot entirely clear, the market value of equity
did not keep up with inflation, and the ratio of the market value of
firms to their capital replacement cost declined sharply after 1972.
It thus became much cheaper to buy old than new capital. The value
of thisratio, known as Tobin’s g, fell aslow asone-hdf, and economic
logic tells us that something unusua was bound to result from this
unprecedented situation. It is one of many legaciesdf the escalating
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inflation of the 1970s.

Basad on these conjectures, corporate reorganizationsand their junk
bond progeny will subside as Tobin’s g approaches unity. The ratio
had recovered to 60 percent at the end of 1985 and improved con-
siderably further with the market's 20 percent rise so far in 1986.
In addition, the new tax law of 1986 should restrain the growth of
rea estatedebt, and the unchanged tax advantagesaf corporatedebt
should put alimit on the debt-equity ratio, though when is unknown.
In any event, as my colleague Herb Stein pointsout, if atrend can-
not, by economic logic, go on indefinitely, it will eventualy stop!
Of course, to paraphrase the issue of this conference, the question
is, under what circumstances will it stop?

S what?

Let me turn to Summer's answer to "' what?* If the increased
debt hasassets behind it as indicated by stable net worth ratios, most
issuers are not insolvent and presumably are reasonably protected
againgt default. Ye the increased leverage produced by shifts from
equity to debt can result in cash flow and liquidity problems. Fried-
man notes that the liquid asset holdings of corporations have not
increased to match the growth in debt, and the liquid asset position
of noncorporations has deteriorated. He fearsthat the periodic need
for monetary restrictionsfacesincreased risksdf precipitating liquidity
crises, which gives the Federal Reserveless ebow room to combat
inflationary pressures.

Looking at these samedata, Summers appearsto belesspessmistic.
Obvioudy, thereis room for disagreementon the future consequences.
Forecasting financial crisesranks on a par with economists' ability
to predict the stock market. Although thedangersdf overindebtedness
are clear enough and foster pesssimism, a review o the data gives
some grounds for guarded optimism, though presumably not com-
placency. Let me list four:

(D) The government debt issafe, though itsgrowth carriesundesirable
burdenson theeconomy of other kinds, which| return toin amoment.

(2) The net worth of householdsand businesses has not deteriorated.
Although some could be short of liquid assets, the danger of an
unsatisfactory allocation between short and long-term assets differs
from the danger of excessive tota debt.

(3) Holders o junk bonds must know the risks and be prepared
for them. Therefore, default need not produceexternalitiesfor finan-
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cia markets, though part of thedamage may fal on taxpayersthrough
insurance programs.

(4) Debt problems have aready taken their toll for severa years
asaresult of overborrowingduringinflationin the 1970sand disinfla-
tion in the 1980s. Bankruptcieshave been running far above normal,
particularlyin thefarming and oil-related sectors, not to mention the
demise of thrift institutions and the unservicable international debt
of many foreign countries. These actual and near bankruptcies are
affecting banks, but we have had no spreading finaccial crisis. So
far, thefinancia system appearscapable of westhering these disasters
if they do not happenall at once but slidedown gradualy, especially
if well lubricated with government subsidies.

| am inclined to agree with Summersthat our excessivedebt poses
micro rather than macro problemsand should be addressed as such,
particularly the incentivesto issue debt rather than equity. Treating
thetwo equaly in thetax system, such as making dividendstax deduc-
tible, would work wonders. While weare concerned here with potential
financia crisesthat may never materialize, the economy has already
paid dearly for the micro problemsaof overindebtedness. In addition
to thedistressin farming and oil and the Third World, Treasury debt
issues from the U.S. budget deficit produced a massive trade deficit
that has exacerbated the farm problem and pushed many U.S. foreign-
competing industriesto thewall. Having faced these micro disasters,
surely monetary policy will not transform them into amacro problem
by adopting an inflationary bias to avoid the default of a few junk
bonds. At least, | hope we have our priorities straight. Extracating
the economy from 15 years of escalating inflation has been no pic-
nic. Monetary policymakerswill not want to face the necessity of going
through that experience again.

Consequences for monetary targeting

Of course, policymakeri can make mistakes. Asafina point, let
me comment on the problems of conducting monetary policy. The
unpredictablebehavior of monetary velocity, particularly since 1980,
has increased the possibility of unintended policy outcomes. It is
interestingto note that Henry Simons, an earlier University of Chicago
guru on monetary policy issues, lamented the growth of debt as
inimical to a sound monetary system, but it was thegrowth of short-
term debt that concerned him. He wanted a financial system com-
posed of money and long-term debt only, so that the public was unlikely
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to want to shift between money and close substitutes, which create
unpredictablechangesin thedemand for money. Simonsdid not see
long-term debt as posing a problem for the conduct of monetary policy
because it was not held for liquidity and because defaults were not
amgjor problemif they did not disturb the money stock. How times
have changed. No one mentions the growth of short-term debt
anymore.

Y, it is short-term debt that has created problems for monetary
targeting and made the conduct of policy more difficult. While the
recent growth of the debt-GNP ratio seemsto suggest that thisgrowth
isrelated to the decline in monetary velocity and that the changein
behavior of monetary velocity seems not to reflect smply the growth
o short-term debt, | do not see a connection between the growth of
debt and money. The fact that the public is holding more debt does
not imply an increased demand for money. The different behavior
o M2 and M3 velocity suggests different forces at work on liquid
rather than long-term assets. Indeed, the decline in monetary velo-
city since 1980 appears attributabl e to the decline in the opportunity
cost of holding money, particularly interest-bearing NOW accounts.
I find in my work that the problem of estimating a money demand
equation that can be used for predictionin the 1980s resultsfrom the
poor fit of the equation to the second haf of the 1970s That was a
period of change, and we need a decade or two beyond those years
to estimate a new equation. Whether money or debt will sometime
find favor again as targets for monetary policy are unrelated ques-
tions. | think money will. | have serious doubts about debt.



