Overview

Martin Feldstein

Although we fave had two days ofMely discussionsthere has
been fundamental agreement about the main themes of this confer-
ence. First, buget deficits are damaging and should be eliminated.
Second, the tavates that would beequired to fnance current levels
of government spending and, even more so, the future government
spending imgked by existing entitlement rules, are unacceptably
high. Therefoe, budget deficits should be eliminated legucing
government spending in general and by reforming entitlement pro-
grams in partular.

Canadian Finance Minister Paul Martin stated tisasee caclu-
sions with great strength and adction at lunch yesterday. | expect
that the Swedish Finance Minister will be equally emphatic when
he speaks to us in a few minutes.

Not surprisingly, the eaqmomists stated their conagence with
these conclusions in the more cautious and muted tones familiar to
academic discourse and with altb& appropriate caats. Buthere
is no doubt about our general agreement about the broad conclusions
of this meeting.

Monetary policy

What then can | add? Since this iselBral Reserve oberence,
I want tosaysomething first about the implicatis of our discussion
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for monetary policy. For most of the countries e@nted in this
room, thatis, countries withell-devebped domestic bond markets,
an inceased budgeteficit need not caudsigher inflaton.Whether

it does so or not is up to the central bank. The U.gemence in the
early 1980s is the clearest egitte that it is possible to have a sharp
rise in stuctural budget deficitand a simultaneous fall in the rate
of inflation. The responsibility of central banks to achieve price
stability cannot be evaded byipting to fiscal deficits.

This canment is related to yesterday’s discussion of thecethf
a change in the budget d@f onthe exchange rate. | believe that an
increase in the budgeteficit per se—thais, with all other tings
equal—causes theurrency to strengthehThis is a standard con-
clusion thatvas noted also by Lar®all and Greg Mankiw, by John
Taylor, and by Allan Mdker.Why then is there a comtversy about
this in whichmany of those who are close to financial markets
believe the opposite: that an unanticipatedréase in the U.S.
budget deficit would cause an immedidezline of the dollar?

| believe the basic reason for the difference in views is that when
the budget deficit chayes, all oher things may not stay equal. The
academic economists afecusing on the pure effect of the deficit
while the practitioners are talking about the effect of the increased
deficit and the other economic changes that may be associated
with it.

Alan Greenspan emphasized that an increase in the budget deficit
often leads to an increase in expected inflation. The primary
response to an increase in expected inflation isarease in the
nominal interest rate theeps the real interest rate unchanged and
thereforeputs no pressure on the exchange rate. But under some
conditions, an increase in expectedatittn can cause a decline in
the real interest rate anberefore a decline in the spot exchange
rate. In particular, if the Fedal Reserve were to keep short-term
nominal interestates unchanged despite the rise in expected infla-
tion, the real ratevould decline. If the Federal Resewas exgcted
to keep the short rate low forlanger time despite thase in
expected inflation, the expected reate would declinever that
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horizon as well. Any such decline in theat interest rateouldcause
the spot value of the dar to fall.

The implications of this for wnetary policy are clear: if an
increase in the budgeateficit causes a fall in thealue of the
currency, that's not because of an increase in the budget deficit per
se but is a sign that the expected rate of inflation has increased and
therefore a warning to the central bank that it needs to reinforce its
message of priceatility and its actions to achieve that end.

The case for a balanced budget

| turn now from monetary policy to the centrigsue of this
meeting: thease foreliminating budget deficits.d@ne of the papers
and comments, while noting that budget defiaits bad, suggested
that the aderse effects of @gting deficits are small. One paper even
guestioned whether eliminating the deficit should be a central con-
cern of policymakers.

I think that characterization is wng. Budgetleficits are a serious
problem. They are a major pielm for our econores. Reducing
deficits and noving toward budget balan@e goals that deserve
the high priority that governments are now givthgm.Why?

First,the ability of governments to run budget deficits undermines
responsible decisionmaking in governmepierding. When you
don’t have to pay for things, every kind ofespling looks good. For
politicians, theopportunity to use deficit finance praolés a seduc-
tive temptation to estaish and expand poidally popular programs
without paying forthem. The economic waste that results from
sloppy budgetingcan beenomous. Only the “hardudget con-
straint” of having to balance the budgsn force the pdiical
process to subject each spending option to an atratuof whether
its benefits really justify its cost to the taxpayers. That alone would
be a strong case for budget balance.

Butit is not the only reason for wanting a balanced budget. Budget
deficits arealso bad because they crowd out capitahtion,
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reducing real output. The current Ugevernment delitas educed
the nation’s real capital stk by $3.5 trillion. That means lower
productivity, lower eal wages, and a lower standard w@ing.

Eighty pecent of our national delitas beemccumulated since
1980. In just a decade anthaf, the annuadleficitshavecumulated
to $2.8 trillion of deb If we had had a balanced budget in every
year since 1980, our national debt would now be only 10 percent of
GDP and we would have been discussing a diffesubject for the
past two days.

The importance of crowdg out depends on the level of private
saving of households and busises. A country with a high pate
saving rate can havegh budget deficitand still have a high rate
of investment in plant and equigmt. But the United States has a
very low rate of private saving and obudget deficits therefore
absorb a very large share bt saving. Private saving in the United
States, net afepreciaion, is now only 5 percent of GDP. The current
budget deficit ofabout 2.3 percent of GDP may look small to some
observers but it absorbs nearly half of that sgMieaving us with a
net national saving rate of less than 3 percent of GDP. Without the
budget deficit, the net national saving rate would be almost double
what it is today*

Our low private saving rate reflectsher government pdties:
unfavorable taxation of sawjs that reduces the reward for saving
and social security retirement benefits that reduce the neagldo s
Because of these gernment pokies and théudget deficit, the
United States is foregoing themortunity to invesnhent in new
capital that would have &al pretax return of about 10 percent. In
the end, the very low neational savingate means lownvestment,
low growth, and a lower standard of living in theure.

The adverse economic efft of budget deficits is, however, not
just that it leads to bad spendingasions and reduced capital
accumulation. The accumulated national debt also hurts the econ-
omy because paying the interest on that deddinshigher axes and
increased distortion of economic activity.
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The interest on the debitdt has accuniated since 1980 is equal
to 30 percent of current personal income taxes. If we had had a balanced
budget in every yeaince 1980, the currentarginal tax rates could
now be reduced from 40 percent to 28 percent, from 30 percent to
21 percent, and so on, thout worsening the fiscal owotbk. High
marginal tax rates of theort that we nowece distortmcentives and
reduce realincomes. In the language of ecomigs, thesehigh
marginal tax rates cause demeight losses (that is, reductions in
individual well-being that exceed the gain in government revenue).
Deadweight losses rise sharply as marginal tax rates increase. If we
didn’t have to pay interest on the a#tfs accumulated since 1980,
the deadweight loss of the personal income tax would be batfin

The old Keynesian argument that deficits don’t matter because we
only owe the national debt to @a@lves is wrong. The taxes that are
required to pay the resultingterest to ourselvedistorts incentives
and causes a massive deadweight losshably more than $100
billion a year at current leve?s.

So in my mind, there is no doubt that eliminating budget deficits
would be a critical goal of government policy. Doing so would lead
to more responsible expenditure budgeting, higher investment and
economic growth, and lower taates with a resulting increase in
the efficiency with which our nation’s resources ased.

The political economy of deficit reduction

Why then do budget deficits not get reduced more aggressively?
And what is the plitical outlook for deftit reduction in the near
future in the United States?

| first became alarmed about budgeticiés in the early 1980s
when | served as a member of the Reagan Administration. Some of
us in the administration were fighting for po#s to reduce the
projected budgeateficits. Others were resisting, despite the faat
Ronald Reagan, himseliyas a fscal conservative who disliked
deficits and favored a banced budget. Why wen't we more
successful in deficit ragction®
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First, there were fundamental disagreements between President
Reagan and th®emocratic leadership that controlled Congress
about the form that deficit reduction should take. Although the
President proposed buelg in 1983 and 1984 that called for a
combination of redced domestic speing and hgher business
taxes, the Congressional Deanats insisted on deficit reduction
dominated by cuts in defense spending antdeases in personal
taxes. Thatombinationwas unaccejable to the President.

Second, deficit reduction is politically costly. Bquires cutting
popular programs and or raisitaxes. President Reagan'’s political
staff always saw the political costs of defig@uction as greater
than the benefits of a lower deficit. They showed no desire to push
the negotiatbns in Congress to eompromise hat the President
would accept.

Third, the economic outlookas wclear. The economy reached
the bottom of a very deep recession in November 1982. There was
a great deal of unused capacity, allowing some @tsts to argue
that we would be able to “grow our way out of the deficit” as the
economic recovery raised tax revenue.

Finally, some ecoamists inside and outsidgovernment who
feared an increase in tax rates more than the persistence of deficits
argued that “budget deficits don’t matter.”

The combination ofttesedifferent forcesallowed the stalemate
to continue while the ratio of national debt to GDP increased in
virtually every one of the past fden years.

Now, a decade later, the situation is different and the prospect for
deficit reduction is better.

First,we didn't grow our way out of thaeficit. Although the ratio
of deficitto GDP is lowertan it was in thearly 1980s, the budget
deficit is still 2.3 percent of GDP with the economy above the full
employnment level and theatio toGDP is expected to continue rising
over the next dcade unless legislative changes alter the path of
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spending or taxes. By the year 2005, engressional Budget
Office projects that the full employment deficit uld be 4 percent
of GDP.

We now see the effects ofidé$ moreclearly. There is stronger
academic angrofessional understanding of the adversedc#fthat
| have discussedtlay. The old Keynesian view that deficits are
benign or helpful is no longer intellectually acceptable. Tiidip
sees thaapid growth of the natimal debt and worries about its
impact on @iture generationsMany suspect (coectly) that the
large budjetdeficits arepartly respondile for the decline in the rate
of growth of real wages. The result is stronger supporhf®rcuts
in entitlement spending that would make deficit reduction possible.

Finally, there has been a very strong pitl change in the
Congess.The House and Senate are both controlled by the Repub-
lican party and the House leadership is now dominated bgupg
that is committed to reducing governmemitlays. Entitement
spending is no longer “ofthe table.” There is agreement between
Congress and President Clinton that Medicare outlays should be cut.
The question that needs to be resolved is how those cuts will be made
and how much will be cut.

Even the social security retiremenbgram, generallassumed
to be the untoudblepart of the budet, is being consided. Earlier
this year, Alan Greenspan revived the proposal to reduce the infla-
tion adjustment tdessthan the full Consumer Re Index (CPI)
increase by ating that the CPI overates the true rise in the cost of
living. A technical advisory commiite appointed by the Comgss
is examining this measuremeissue in detail. Replacing the full
CPI indexing with CPI-minus-two-percent wolldve an enormous
effect on the deficit within just a few yedts.

Conclusion
In conclusion, | thinkone can beptimistic about the near-term

outlook for the deficit: optimistic that professional thinking and
public understanding of budget defichasimproved; optimistic
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that the seriousness of the problem is much more widely recognized;
optimistic that governments wilake steps to movweward budget
balance and lower debt-t8DP ratios.

Looking furtherahead, it is the transfer programs for retirement
and health that loom large. The challenge for the future is to
restructureghe benefits ofhese programs gbat their purposes can
be served withoutthe adrseeffects on the economy and the budget.
Health benefits can bestructured to provide incemés (through
cost shang) for controling health spending. Retirement benefits
can be restretured to encowge more saving and later retirement.
More significantly, we can move from the existing payyas-go
structure to a system of funded private pensions.

With such a resticturing of benefits, it is possible bave budget
balance,dwer effective tax rates, and higher economic growth.
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Endnotes

1| have discussed this relationship and the reasdns noneconomists may reach the
opposite conclusion ifLower Deficit, LowerDollar,” Wall Street JournglMay 16, 1995.

2There is another possible explanation of the dollar decline in response to the budget deficit.
If foreign investors fear that the larger budget deficit mightlead to a future repudiation of debt
held by foreignerghe value of the dollar would fall. An increased risk of defautfe neral
(that is, not just foreign debt holders) would be balanceddhehinterest rates wibut a shift
in the value of the dollar.

Sone speaker suggestdit the deficit is a “small” problerand should not be confused
with the damage done by the entire national debt because the deficits are only about 5 percent
of the national debt. By that argument, mifdy deficits are aeven smaller problenihe fact
that 80 percent of owurrent national delitas been accumulated in the past 15 years shows
how rapidly these deficit flows cuniate to a massive natioradoblem.

4The Congressionaudget Officenow estimates thatuerent laws imply that the deficit
will rise to 4 percent of GDP by the year 2005. With no change in private saving, the deficit
would absorb 80 percent of all private saving, leaving only 1 percent of GDP to finance net
investment in plant and equipment, inventories, and housing.

5The increase in the national debt betw2880 and 1994 was equal to 40 ercof 1994
GDP. The inérest on that increased debt is ndowat 2.4 percent of GDP. Since the personal
income tax collects 8.2 percent of GDP, the interest represents about 30 percent of personal
income taxes. Withoubat interest obligatin, the government could reduce persaases by
30 percent. In thatypothetical situatdn, the goverment could, ofcourse, use the reduced
interest obligations tooler the budget deficiinstead of lowering taxes. Buch deficit
reduction implies a greater gain in terms of economic welfare (that is, a greater reduction in
the present value afeadweight loses), the deadweight losaused by the accumulated debt
is even greater than the loss associated with 30 percent of existigignah tax rates=or more
on this complex issue, see my artitthebt and Taxes in the Theory of Public Finande{irnal
of Public Economics1995.

6For a morecomplete discussion of this, see my introductory essay in M. Feldstein,
American Economic Policy in the 198@€hicago: University of Chiago Press, 1993) and
the essays in that volume by David Stockman, Charles Schultze, and James Poterba.

7Some economists argue incorrectly that anyame doesn't like the effect of the increased
national debt on the tax burdens of bisldrenand grandhildrencan offset that effect by
“saving his tax reduction” and transferring that to the next geperathat argument is
incorrect because the deficitincrease haren due to tax cuts but to a rising share of GDP
devoted to government spendirggrticularly on health care for thgoor and aged. As a
taxpayer who has not been aipgent of hose spending increases, | have no tax cut to save.

8There is also hope for longer term Social Secugfgnm as voters come to recognize the
reduced attractiveness of the current pay-as-you-go Soaatifyesystem. Historically, the
sharp rise in the payroll tax ratiat is tsed to finance retirement (from 2 percesiten the
program began to 12 percent today) has permitted a very high implicit rate of return on Social
Security contfibutions. That return ubstantially exeeded the &r-tax retirn that most
individualscould receive on financialsaetsBut the combination of the demographic change
and the inability to raise the tax rate to finance higheefits means that in the future the
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return on Social Security contributions will be lesart the return on private financial
investments, especially those in IRAs and private pensions in which themenéseturns are
not taxed. Social Security has becombaa deal. As that becomes bettarown, younger
voters will become increasingly attracted to the idea of radicailal Security rflorm.



