Commentary: What Do
Budget Deficits Do?

Robert A. Johnson

Public cebt and budgeteficits arousgreat concern. Houselus,
financiers, and social scientists expendajenergy on his topic.
While thereare many dimensions to the problem, | would tend to
orgarize my thoughts around three main quass. Firstthere is
definition and measurement. What #re consituents of the deficit?
Issues such as contingenabilities, unfunded liabilties, cajal
budgeting implicatins, anayclical versus strctural estimates help
us to clarify what the dynamic trajectory of the budget deficit will
look like.

The second quesin, one which isaddresed in thepaper by
Professors Ball and Mankiw, asks: What are the consequences of the
deficit? Consequences can be broken down into manggoaies
includingthe impact on 1) macroenomic variales, 2) the redtive
performance of sectors, 3) thléstribution of income and wealth,
and 4) long-term gneth.

The third question is: How do ciplist democracies come to
produce fiscal deficits? This question takes on great importance if
the answer to the second question is that the consequences of fiscal
deficits are, on balance, adverse.

Understanding under what circumstances, and wipat of insti-

tutional arrangements were in place in countries whereidef
spending roared out of control can help us to try and avoid the
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circumsances or change them when we recognize that our current
environment exhibits characteitt simiar to those that have
proven to lack fiscal discipline.

I will not focus on the question of definition and measurement.
Recent work by the Organization for Economic Cooperation and
Development (OECD), the World Bank, Professor Yukio Noguchi,
and AlanAuerbach, Robert Eisner, and others, has helped us all to
understand the dynamic nature of the peotéthat many cantries
face in botldeveloping and deveped countries. From thabdy of
work one carconcludethat the chatnges we face in years ahead
are formidable. In many OECD countries the past may not have been
too dangerous. But the projections of future deficits that are
associated with, as yet, unfunded pensions liabilities are daunt-
ing. It is there that | believe theal concern opublic poicy lies at
this time.

What does the defiit cost?

Professors Ball and Mankiw present us with a stimulating perspec-
tive on the second question, the consequences afefiwt for the
economy. They look at the short-run, Mundell-Fleming-like analysis
and then the longeun implications for growth, intertemporal wealth
distribution, and income distibution, and provide us with a parable
to frame the possible order of maigwle we are dealing with.

The first part otthe papeuses thedmiliar open economy savings
investment identity to illustitethat a ise ingovernment dissavings
must result in either a fall in investment, a decline in npbes, or
a rise in private savings. The perspective provided bathieors
has an imgtit neoclasstal flavor which emphases that thenter-
est elagtity of investnment and the real exchange rate elasticity will
do the workwhile private savings remains fixed. It seems that this
format provides a reasonable guide tjuatinent behviorwhen the
economy is near full employmentvhen the economy isatk, a
Keynesian style specification, which emphasizes the role of income
in private savings and invesent, may prove to be more illuminat-
ing. In either case the ex post agnting identities hold.
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The trouble arises when we try tadersand themedium- and
longer-term implications for productivity and capital formation.
Here we are out aea. Empirical work obusiness fixed investment
and private savingBas yet to pvide us with a lot of confience
that we understand what des them and littlevidence that business
fixed investment is highlynterestelastic. It may be that government
deficit producestiterest rateincreaseghat crowd out interst sen-
sitive expenditure. But those expenditure declines may be concen-
trated in consumption and show up in owntties tiroughthe back
door of private savings ineases. Housing westment does appear
to be more sensitive to interest rate changes and qleaddy as
investment, but it does not offer us the producfiiitcomedistri-
bution pot of gold at the end of the rainbow that a good slug of fixed
investment would provide.

| wish that | could believe that the linkage beemgovernment
deficits and fture productivityand living standards were so strong. |
would surely strengthen thease foraction to reduce the deficit.
Without more relible estimates showing that interestes bite hard
on business fixed investment, | do not bek we can makdrsng
claimsregarding the productivity enhancing benefits of deficit reduction.

That linkage, betwen inveshentand gawernment deficit crowd-
ing out, is at the heart of the results provided in the paper on the
impact ofdeficit reduction on income distribion. The presumed
increase incapital that is crowded in bgeficit reduction educes
the return to capital anidicreases theeturn to labor. It would be
outstanding ifonecould confidently state that reducing the budget
deficit would both redce incomedisparities ancenlarge the pie
through increases in the capital stock!

The debt fairy parable in the paper, which attempts to measure the
order of magnitude of thepportunity cost of running defits, is
implicitly driven by tis notionthat deficitcuts crowd in caital
formation one for one.

If the aggregate economy exhibits the production function charac-
teristics specified in the paper, then it is a reasonable approximation
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to suggest thaihcreasing the capital stock by the amount of out-
standing U.S. government debt wouldliease GDP by 6 percent.
Whether this constitutes a measure ofdpportunity cost of run-

ning deficits is a different question entirely. First of alldessussed
above, | question whether the crowding in effeculd have pro-
duced aonefor-one increase in the capital sto€kher interest rate
sensitive or exchange rate elastic components of aggregate demand
might have been crowded ingtead.

Secad, wedon’'t know how the detit was reduced. There is a
free lunch here. Raisingxes on capital to close the obéfwould
likely have discouraged capital foation. Cutting spending or
raising taxes in some past periods of slack in the economy would
likely have reducedivestment at thatrhe. Somedregone gvern-
ment spending may have been a complertentther than substi-
tute for, private investment in capacity. (Highways may increase
demand for atomobilesand, terefore, auto production plants.)
Government spending thateates research and demainent bene-
fits or that augment the productivity of other factors of production
(like education) would have to have been witwin.

The debt fairy parable is provocative. What | find fascinating
about the result is that, with a freenth like this, one can only
muster 6 percent of GDP. By the time one pays for the free lunch in
one form or anotheand allows for something other than capital
expenditure to occupy the econorsace created by deficittting,
the result may be very small indeed. The authors identify this as an
upper bound on the costs dé&ficit reductionand suggedhalving
the number to 3 percent of GDP. | would find it hard to argue with
confidence that the estimate of &pent is any better gue$smh an
estimate of zero percent. Whatever tase, 3 paent, or minus 3
percent, the number is relatively small and raibesquestion of
whether a relatively minor problem historically Heeen blown out
of proportion to the point of becoming ahsession.

Hard landings

Even if these consideratis are small, there is aher dimension
of the cost of running deficiendincreasinghe ratio of debtto GDP
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that the authors believe want attentn. Thatis the contigent risk
of experiencing a hard landj, a dsruption ofthe terms upon which
one can finance a budget and/or tradecitef

The authors cite two possible types of asset rejaciihe first is
a large country problem. A ootry that runs persistent extal
deficits may saturate the portfolios of foreign investors and experi-
ence arapidrisein the cost of placirabllities with them. Acountry
like Sweden is unlikly to experience this problem because the size
of the economy is small enough that outstanding debt held by
foreigners could be quite large, in fachrmjerously large, before
force feeding would become a prebi. In a race, the alarm of
insolvency is likely to go off for a small country long before the
international investorehoke on paper. For the United States, such
concerns might conceivably play a role.

The second type of wiis of confidence camccur when the ability
or willingness to repay debt comes into quastiWhen | was
growing up in Detroit | oftewasadvised not to hang out in bad
neighborhoods. Was told that even if | wasn't I&ing for a fight,
a fight might be looking for me ithosetough aeasRunning a high
level of debt-to-GDP ratio is like hanging out in a bad neighborhood.
It increases the rigtkhat you will experience ase in borrowing cost
through no fault of yourwn. Just ask the Canadians, Swedes, and
Italians how the Mexian crisis of 1994-95 affectedeim.Many of
them were making substantial gress onheir domestic problems
at the time and they watchdukir borrowingcostsskyrocket. Guilt
by association.

Why do financial investors react sondiscriminaely? | have
observed several reasons. First of all, confidence gets shaken. After
all, if | believed Mexicowas OK and Just incurred dargeloss,
maybe my judgment hd®en wrong about all ohese ligh debtor
countries. From too confident to too afraid in a matter of minutes.

Second, portfolios need to be re-balanced after a losshdlidl
$100 of Mexican detdnd $100 oftlalian debt beforéhe crisis, and
then Mexico loses 50 percent, | have only $150 of wealth left. To
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re-balance the portfolio so that | only hold 50 percent in Italian debt,
| would need to sell $25 of Italian debt to get down to $75. Many
funds are stictured irsuch a way that they stay in a certedtegory

of assets such asigh-yield debt. When one area gets hurt, the
re-balancing affects all othassets of the class as well.

A country could beeetering on the edge of dynamic debt stability
when a crisis origpates in another countgnd then be pushed onto
an unsustainable path of debt growthis&iin the risk premium may,
depending on the maturity atture of your debt,aise the cost of
debt service andnlargethe deficit. So the moral of thstory is that
it is a good idea to stay out of bad neighborhoods. That is the point
of sound policies.

| have discussednly the occurence of an asset crisis thus far.
What does it cost to incur one? Hawch is thencrease of theost
of funding the debt? fiis depends upomaturity structure,ise in
the inteest rate risk ggmium, and the duration of thisk premium.
A crisis over a couple of maéims may do little damage. A crisis that
leads to a reating that lasts decade is asther matter entirely.

The cost also depends upon how it affects tteluior of the real
economy. The channels are numerous. There are wealth effects
associated with the loss in value of domestic stocks and bonds.
Investment demand may be curtailed as irreversible camanits,
either domestic or foreign direct investment, fall victim tasa in
option value. The value of waiting $e@e howtlings play out before
bolting down your machine makes a great deatasise Capital
fastened to the ground is captive to new taxes that may result from
policymaking in a dsis. Better tavait for the dust to settl&nd, of
course, an alnpt and marked fiscal deficit cut may becessary to
convince the financial markets that there is light at the end of the
tunnel.

How does golicymaker redce these costs? How does one make
the speculator turn from adversary to friendhis tegard, | believe
that financial markets behave in an interesting manner. Very few
participants focus on long-term debt stability conditions. In the
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parlance of mathematics, the investors “bump ibae deivative.”

They look for rate of change rather than level. They look for a
tangible sacrite of a sacred cow as evidence afistural change
rather than the medium-term implications for debt ratios. It is often
difficult, if not impossble, to comprehend the inside baseball of a
foreign country’s polics. How do we infer strctural change?
Slaughtering a sacred cow right there on the table is a credible way
to convince irvestors of a change in regiméh@n a more subtle
analysis is incapable of gerating widespread confidence.

It is interesting to note at the present time that many investors
appear impressed with the developments in Swadenkaly, and
particularly Finland, while concern in &nce is rising. Wemell
denial in Fance whereas the others arakimg progress. Countries
like Sweden have not yet reached the level mhary budget surplus
necessary to stop a rise in tebt-to-GDP ratios but they look
toward the goal. France appears to be running away from the goal.
Focus on ate of changedvors Sweden, Italyand Finlandover
France right now. This is true even though Frandelst-to-GDP
ratio is far better than that for the other countries | mentioned.

This raises the question of whether a hard landing is realygta
Surely fiscal prudence to assuhat you do not expesnce ahard
landing at all is first best. But is it better to just sit on the curb and
bleed to death or is it better to get hit by a bus, have someone take
notice, and be taken to thespital so that yooan be saved? A crisis
in financial markets may be a blessing in disguise and induce a
regime shift toward greater fiscal discipline that would not other-
wiseoccur or would only occur later in time when the accumulation
of debt, and the associated debt servitakes it evemarder to get
back on track. The first best is to stay out of badjmedbrhoods
clearly. But if you're in one, hentheremay be benefits to having
the fightsooner rather than later.

What sort of structures produce deftits?

The third question | think is very impant to addressis this: What
conditions in capitast democacies seem to lead to rising fiscal
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imbalances? Here a methodology of comparative economic and
political analysis may be callddr. It is all fine and good tpretend

that we are ben@lent dictators and go through the thought experi-
ment of resetting the dials. That is the firsig#. A deepeinvesti-
gation must look at the history of fiscal experience and the
associated structas of ggvemance that led to fiscal irresponsibility

or, equally mportant, fscal prudence. It may be that @pondition

for doing what one wants is to learn how it canrbglemented and
what obstacles stand in your path.

For instance, | have often hearddid that the gnerosity of the
social wage in a country was inversely proportional to the distance
from their border to th®ussianborder before thend of the Cold
War. Apparently therevas some irdrest inbuying anti-Communist
insurance. Are there similar common or unifying traits wisigh be
associatedwith fiscal prudence? Profess@uido Tabellini and
some of hisolleagues haweorked onthis questbn. They find that
durability of governments isecessary to produce resgsible fiscal
policy. Countres with a larg@umber of small paidsappear to have
a weakness for running deits when compared to coumgs with
few parties. Thisyipe of institutional and inductive empirical work
is very important.

In his presentation, Dr. Mankiw mentioned that a citizen of Orange
County had distanced himself so far from the behavior of his elected
government that he felt that default on county debs not his
problem but theirs. Such behavior is shockinglynature.Econo-
mists who do not study theopitive analysis of what produces
deficits are similarly irrespondi®. The job is not donentil the
results are in. Leang this blindspot in our analysis of fiscal policy
is tantamount to resignation in defeat. We musiresis questions
suchas, “Is canpaign finance reform a necessary condition for fiscal
deficit reduction?” This is a giant principal agent problem. A little
bit of Mancur Olson and Thoas Fergusomould go a long way
toward understanding how to put ifape structures that serve us
better. It is not satisfactory to hold our nose and speak of politicians
as a corrupt “tey” who do it to us. Like it or not, “they” are us.



