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Debt Problems and
M acroeconomic Policies

Lawrence H. Summers

Events o the last few years have led to increasing concern about
the possibly adverse consequences of the substantial accumulation
of debt by key sectors of the American economy.

Fears are often expressed that excessive private debt burdens will
threaten financia stability, with adverse consegquences for the rea
economy, or that increasesin debt will create political pressures that
will make an acceleration of inflation inevitable.

A combinationof arapidly risngratiod tota indebtednessto gross
national product (GNP) and widespread financial distress manifested
most vividly in the Continental Illinois bank failure, the agricultural
sector of the American economy, and problematic foreignloans, has
led to callsfor policy action to head off debt problems. Henry Kauf-
man (1986, p. 52), for example, haslabeled the rapid growth of debt
as "'one of the most pressing problems of the day." And one study
group has urged that we "'fix the roof whilethesunisshining” (Center
for a New Democracy, 1986).

Debt problems have both a micro and a macroeconomic dimen-
sion. The case for microeconomic policiesdirected at limiting the
indebtednessof firms and householdsis easily made on the basis of
standard externality arguments. In an interdependent economy, the
fallured any ingtitution has pervasive consequencesfor the remainder
of the economy, consequences that cannot be internalized by the
affected parties. Creditors represent only one class of losers when
a large corporation or bank fails. When a corporation fails, a net-
work of employees, customers, and suppliers, al of whom have made
investments in anticipation of the corporation's continued viability,
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suffer aswell. And in aworld whereinformationisfar from perfect,
the failure of any one company inevitably creates doubts about the
solvency of others, making it harder for them to attract capital and
enter into long-term relationships with customers and suppliers. In
addition to these types dof costs, the failure of a bank imposesdirect
costson the government because of deposit insuranceor through the
costs of bailout.

The externalitiesassociated with financial failure makeit unlikely
that any laissez faire policy towardsthe accumulationof debt will be
optimal. The private costs of taking on increased debt almost cer-
tainly do not reflect the full social costs that are imposed by the
increased risk of financial failure. Thiscreates some presumptionin
favor of regulatory and other microeconomic policies directed at
preventing the excessive accumulation of debt, especialy in sectors
of the economy, like banking, where the externalities are likely to
belarge. But regulationimposescosts of its own and in many cases
requiresinformation that government is unlikely to possessor beable
to obtain easlly. It is reasonable, therefore, to ask whether thereare
aternative macroeconomic policies that could complement micro-
economic measures by atering the environment to make the accumula
tion of debt lessattractive. Even if macroeconomicpolicy candolittle
to alleviate debt problems, it should surely be sensitive to their
existence.

This paper explorestheissue of monetary and fisca policy responses
to possible debt problems. In considering debt problems, | draw a
sharp distinction between privateand public sector debt. Theexcessive
accumulationdf privatesector debt isasourcedf concern primarily
becauseof default risks. For the foreseeablefuture, the risk of explicit
default is not a serious concern with respect to the buildup of federa
debt. Rather, distortion in the composition of economic activity is
the primary problem posed by federa deficits.

The first part of the paper considers the relationship between
monetary policiesand the accumulationof debt in the privatesector.
| begin by assessing the usefulnessdf credit aggregatesin the setting
of monetary policy. Following the decision of the Federa Reserve
in 1983 to monitor domestic nonfinancial debt as an intermediate target,
increasing attention has focused on the debt-GNP ratio as an object
of policy. | review theevolution of this ratio briefly, noting its recent
extreme ingtability. Then | argue that while it may have some vaue
asacyclical indicator, anumber of definitiona and conceptual prob-
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lems preclude its use as a gauge of risks to financial stability. More
generally, it appearsthat monetary policy, as distinct from regulatory
policy, is too blunt atool to be useful in preventing debt problems.
However, when debt problemsdo surface, the Fed hasacrucia role
as a'lender of last resort.”

Recent yearshave witnessed an increased degree of financial distress.
However, this distress is for the most part a concomitant of sharp
disinflation and mgjor changesin the sectoral composition of out-
put. It is not primarily the result of excessive financial leverage. If
policies restricting growth in nonfinancial debt had been in place over
thelast fiveyears, they would have exacerbatedthe costsof disinflation.

The second part of the paper examines the relationship between
fiscal policies and debt problems. | argue that rapid increases in
government debt burdens, such as those experienced recently in the
United States, have potentially serious consequences for long-term
economic growth because of their crowding out effects. They may
also exacerbate the debt problems of the private sector by pushing
real interest rates upwards and causing sectoral dislocations.

Beyond theeffectsdf thetotd level of tax collectionson thegovern-
ment deficit, the structureof taxation exertsan important impact on
financia structure. Because much more interest paid is reported on
tax returns and deducted than interest received is reported and taxed,
the tax system works to encourage the issuance of debt. The tax in-
centiveto issuedebt for corporationsat least islikely to beincreased
by thet ax reformscurrently under consideration. However, t ax reforms
that moved in thedirection of consumption taxation could significantly
reduce the tax incentive to leverage.

The paper concludes by arguing that concerns about the buildup
of debt should occupy a prominent place on the microeconomic but
not the macroeconomicpolicy agenda. Macroeconomic policiescan
best contributeto financid stability by trying to keep the real economy
on an even kedl. Reductionsin federal deficitsare especially impor-
tant in this regard.

Monetary palicy, credit growth, and financial stability

The maintenance of financial stability has been a priority of the
Federal Reserve since its inception. The current combination of
disinflation, high red interest rates, financia deregulation, and severe
sectoral dislocations has brought the problem of financia stability
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into sharp policy focus. While monetary policy has traditionally
focused on monetary aggregates and interest rates as intermediate
targetsin itseffortsto ensure steady growth and pricestability, atten-
tion has recently focused also on credit aggregates. Following
demonstrationsby Friedman (1982) that therehad been astablerela-
tionship over many years between the leve of total domestic non-
financial debt and nomina GNP and that the linkages between this
credit aggregate and GNP was as close as the relationship between
nomina GNP and the traditional money aggregates, the Federa
Reservein 1983 decided to set monitoring rangesfor thisaggregate’
Sincethe Federal Resarve's announcement, the debt-GNPrelation-
ship has broken down. Over the last three years, nonfinancial debt
hasgrown at an average rate of over 12 percent, exceeding the upper
end of themonitoring rangein each year. Since 1981, theratio of non-
financia debt to GNP has risen by 22 percentage points after vary-
ing within a 13 percentage point range over the whole of the 1952-80
period. The seemingly anomalous behavior of the debt aggregateand
recent Srainson thefinancial system raise obvious questionsfor policy.
Does the unusua pattern exhibited by the debt-GNP ratio recently
represent a cause for concern? Are changes in debt ratios likely to
be ussful forecastersd f ut ur e financia problems? If so, what monetary
policy response is called for? | take up these questionsin turn.

Explaining movements in the debt-GNP ratio

Chart 1 illustrates the evolution of the total debt-GNP ratio over
the 1952-85 peri od, dong with movementsin severd of its components.
The unprecedented movement in the total debt-GNP ratio in recent
yearsisevident asisits remarkablestability over the 1952-80 period.
Friedman (1982) noted the stability of thedebt-GNPratioand stressed
that total debt appeared to be much more closdly related to GNP than
to any of its components. He went on to offer severa hypotheses
regarding the reasonsfor stability in the debt-GNPratio. On theview
that the debt-GNP ratio tends to revert toward some long-run
equilibrium vaue, the recent sharp rise in the ratio is darming. It

1 Domestic nonfinandial debt is defined as the sum of the credit market instrumentsissued
by federal government, state and local governments, business firms, and households. It does
not includethe obligationsof finandal intermediaries. For a fuller descriptionof its measure-
ment, see Friedman (1982).
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CHART 1
Debt Ratios Over Time
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presageseither rapid inflation, tending to reduce the value of the debt
relativeto GNP, or awave of defaults, tending to bring the value of
outstandingdebt back in line with GNP. Either would be a causefor
serious concern.

Studying the chart with the benefit of recent experience suggests
an interpretation of theevolution of debt and GNP that islessaarm-
ing than Friedman’s. It may be that there has been a secular, rela-
tively steady trend towardsincreased privatesector indebtednessthat
only coincidentally was offset by adeclining ratio of government debt
to GNP up until 1980. On this view, thereis nothing very surprising
about the recent behavior of the total debt-GNP ratio. Increases in
privatedebt have continued since 1980, but the long-term declinein
the federal debt-GNP ratio has been reversed. And thereis no par-
ticular causefor concern about the solvency of the privatesector. To
assessthe validity of thisaternativeview, Charts2, 3, and 4 present
some evidenceon trendsin theratio of household, business, and total
private debt to GNP. In each case, the vaues during the mid-1980s
are quite close to what would have been predicted on the basis of
secular trends. There is no indication that either businesses or
householdshave deviated from long-term patternsin recent years. The
aberrant behavior of theratio of tota debt to GNP appearsto beamost
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CHART 2
Total Household Debt/GNP
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CHART 4
Total Private Sector Debt/GNP
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entirely the result of increases in federal borrowing. As | discuss
below, the rapid growth of the national debt during the 1980sis a
serious problem but not one closaly related to the question of the
financia stability of the private sector.

It could be argued that the conclusion that nothing unusua has hap-
pened to private sector indebtednessis mid eading because one would
expect, as Friedman originally argued, that increasesin federa bor-
rowing would curtail private borrowing. On this view, the failure of
private: debt'ratios to grow less rapidly than normal in recent years
should be a source of concern. An easy wey to test thisidea is to
see whether there has been a tendency historically for increases in
government debt'to be offset by reductions in private debt, once
alowance is made for trends. Table 1 presents a number of regres-
sion equationsfor both the 1953-85 and the 1953-80 periods relating
the privatedebt-GNPratio to thefederal government debt-GNPratio,
its lags, and a simple time trend.

The results suggest that there is no systematic historical tendency
for increasesin federd indebtednessto beoffset by reductionsin private
sector indebtedness. Equations estimated through 1985 suggest that
after controlling for thetrend, increasesin gwernment debt are actually
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TABLE 1
The Rdation Between Government and Private Debt Ratios

1952-1985

GOVDEBT GOVDEBT(-1) GOVDEBT(-2) TIME RHO R?

.281 .013
.834 981
(.166) (.003) (.085)
466 —.276 012 780  .980
(.120) (.242) (.002) (.010)
572 -.592 .678 012  .883 984
(.178) (.216) (.195) (.006) (.079)
1952-1980

GOVDEBT GOVDEBT(-1) GOVDEBT(-2) TIME RHO R2

-.154 .008 816 .983
(.229) (.004) (.096)
—.038 —.352 005 784 981
(.249) (.231) (.004) (.109)

228 —.502 .363 009 844 978
(.323) (.277) (.290) (.006) (.109)

Note: Thetable presents regressions of total privatedebt on aconstant, atimetrend,
and lags of total government debt. Total private debt and total government debt
are expressed as a percentage of GNP. GOVDEBT(—1) and GOVDEBT(-2) are
one and two period lags of total government debt. TIME is the coefficient on the
time trend, and RHO isthe AR(1) coefficient. Standard errors are in parentheses.

associated with increasesin private debt. Even the equationsestimated
through 1980 do not reved any statistically significant negative rela-
tionship between government and private debt accumulation. More-
over, the point estimatessuggest that any effect of increasesin public
debt on private debt is relatively modest. Quite similar results are
obtained from aternative specificationsusing logarithmsof the debt
ratio variables and various componentsof the private and government
debt ratios. Thisevidence suggeststhat rather than there being a stable
ratio of total debt to GNP, private sector debt has trended upwards
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relativeto GNP largely independent of the behavior of government
debt.?

Such an empirical conclusionisconsistent with received economic
theory. Thereislittlereason to expect stability in theratio of private
debt to GNP or to expect that it will be systematically negatively
related to increases in federal debt. Leaving aside the foreign sec-
tor, which even today holds only a negligiblefraction of total U.S.
financid liabilities, privatedebt isa purely insgde obligation. Increases
in debt on one part of the private sector's balance sheet are
tautologically related to increases in assets on another part of the
balance sheet. Thelevel of both assetsand liabilitiesin the economy
depends largely on the extent of intermediation in the economy, a
variable about which economic theory makes few predictions.

Friedman, on the contrary, suggests a number of possible
mechanismsthrough which the debt-GNP ratio might tend to be stabi-
lized, relying dternatively on ultrarkionality, limits on collateral,
and limits on the substitutability of assetsin individua portfolios.
Even on the unlikely supposition that households were ultrarational
in the senseof David and Scadding (1974) and Barro (1974) and saw
through the government sector fully, it is unlikely that they would
reduce their liabilitiesdollar for dollar when the government issued
debt. Rather, they would increasetheir asset holdingsin anticipa-
tion of futuretax obligations. Recall that the privatesector asawhole
cannot affect its wealth position by issuing less debt since private
sector debt is a purely inside asset.

Nor isit likely that increases in government debt would reduce
the private sector's ability to take on debt. Government debt surely
representsas good collaterd as any tangibleassetsthat it might crowd
out. Itishard to see why one should expect the privatesector's will-
ingness both to hold and issue debt obligations of the nonfinancial
sectorsto be reduced when government indebtednessrises. Any set
of risk preferences that asset holders might have would presumably
condition their net, not gross, holdings of financial assets and
liabilities.

A fair conclusion seemsto bethat what has happened to the debt-
GNP ratioin recent yearsis not surprising, given thefiscal policies

2 Friedman (1982) emphasizes the stability of the debt ratio over periods much longer than
theoneconsidered here. Thelonger term evidenceishowever difficulttointerpret. Thedebt-
GNP ratiofluctuated substantially during the Depressionand War years. Whether the similarity
of itsvalue in the 1920s and the post war period has structural significanceor whether it is
coincidental is difficult to judge.
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followed by the federal government. Both empirical evidence and
theoretical considerations support the judgment that' the private-
sector's long-term trend toward increased i ndebtedness has continued
largely independent of theactionsof thefederd government. Although
the private sector's debt ratio has not behaved aberrantly in recent
years, the question of whether its secular increase poses problems
remains, as does the question of whether a policy response would
be apropriateif it wereto show large unexpected movementsin the
future.

Financial stability and the credit aggregates

The debt ratio monitored by the Federal Reserve is the sum of all
the debt issued by the nonfinancial sectorsof the economy. In think-
ing about financia stability, it is clearly necessary to treat the debt
issued by private householdsand firms and federal debt very differ-
ently. Only theformer is plausibly likely tolead to financial distress.
Therefore, | focus on the question of whether or not the ratio of
aggregate debt to GNP for the household and businesssectorsislikely
to be a very satisfactory proxy for future financial risks. | also con-
sider theclosely related question of whether, in an aggregate sense,
the business and household sectors of the economy are overly
leveraged.

The most obvious problem with using debt-GNP ratiosto measure
financia risksisthat they ignore the asset side of the balance sheet.
Careful evauationsof potential debt problemssuch as Benjamin Fried-
man's contribution to this volume have long recognized the impor-
tance of smultaneoudy considering both sides of the balance sheet.
Non-academicevauationsaf financial stability have sometimesbeen
less careful. Many typesaf transactionsthat are innocuousfrom the
point of view of financia stability becausethey lead to equal increases
in assets and liabilities will lead to increases in debt ratios. For
example, if acorporationissuesdebt to fund its pension obligations,
the measured debt ratio will increasewith littleconsequencefor finan-
cial stability. If corporations make increased use of bank as opposed
to trade credit, their debt ratio will increase whilefinancial stability
is actually enhanced. If households borrow in order to take advan-
tagedf attractiveinvestment opportunities, to make I ndividual Retire-
ment Account contributions, or to engagein other formsof tax-favored
savings, their measured debt will increase without important conse-
guence for financial stability. A smilar pattern will be observed if,
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as has been the case recently, householdsmake increased convenience
used credit cards. Without knowing why the debt to GNP ratio has
moved, it isimpossibleto make inferencesabout financial stability.

While movementsin the debt-GNP ratio need not have important
implicationsfor financia gability, it is aso the case that devel opments
with important consequencesfor financia stability arelikely to leave
little trace in debt-GNP ratios. When the assets of a sector decline
in value relative to its liabilities, the risks of default are increased
but theratio of liabilitiesto GNP need not decline. Thispointisvividly
illustrated by the farm sector of the U.S. economy. While financial
distress is painfully evident, the ratio of farm sector credit market
liabilitiesto GNP hasdeclined by 25 percent over thelast five years.
The point is very general. Fundamentally, financial solvency hasto
do with differencesbetween assetsand liabilities. M easuresthat |ook
only at liabilities are not likely to be especially useful in assessing
financia risks.

While the debt-GNP ratio may at times move in tandem with the
degreedf financia distress, the preceding considerationssuggest that
it is hardly satisfactory as an indicator of the degree of distress.
Examining net worth rather than total liabilities on a sectoral basis
islikely to provide a much better indicator of the risks of financia
distress. Viewed in thislight, it is unlikely that recent increasesin
debt pose serious risks. The dramatic increase in the stock market
over the past three years has improved the net worth of both the cor-
porate and household sectors. Even making some alowancefor dif-
ferencesin the distributions of assets and liabilities within sectors,
it ishard to see how therisks of default could haveincreased a great
dedl recently. Indeed, the impressivefeature of recent experienceis
that a period of sharp disinflation and unprecedentedly high rea
interest rates has been associated with so littlefinancial distress out-
sidedf parts of the economy that have experienced adverse sectoral
shocks.

A point of major concernin many discussions of financia stabi-
lity has been the sharp increase in the use of junk bonds in recent
years, particularly in the context of hostile takeovers. In assessing
therisks posed by junk bond financing, two pointsfrequently ignored
in popular discussionsshould be recalled. First, the vast mgjority of
junk bond financing has not been associated with hostile takeovers.
Thetota volumedf new issue high-yield debt grew from $L7 billion
in 1981 to $198 billion in 1985, while new issue debt for takeovers
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was only $1.6 billion in the first half of 1986. In many cases, it is
likely that junk bond financing was used by compani esas a substitute
for more expensive bank debt. In these cases, it probably enhanced
financia stability. Second, as Jensen (1986) persuasively argues, in
meany cases where junk bond financing substitutes for the use of equity
it improves capital market efficiency. Where fixed debt obligations
constrain managersfrom investingin marginal projects, and soforce
more investments to meet market tests, they probably improve the
alocation of investment in the economy.

The preceding discussion does nat imply that current concernsabout
financia stability are wholly unwarranted. Strains on the financia
system are an inevitable concomitant of the sharp disinflationdf recent
years. The agricultural and energy sectorsof the economy, along with
parts of the manufacturing sector, are in difficult straits. But these
problems reflect the very large adverse demand shocksthat have buf-
fetted these sectorsin recent years and the effectsaof high real interest
rates more than they reflect a systematic pattern of overborrowing.
Thereislittlebasisfor generdized concernsabout theexcessve growth
of private sector debt.

The point may be madein another way. Suppose that policymakers,
either through direct credit controls or indirect monetary policies,
hed restricted the growth of debt in recent years. Margind borrowers
would have been rationed out of credit markets. No doubt, somewould
have failed. Others would have survived but cut back on new capital
outlays, reducing thetotd level of demand in theeconomy. It islikely
that restrictionson debt growth would have raised rather than lowered
the costs of disinflation.

Monetary policy and credit aggregates

It might be argued, however, that debt ratios, even if they are not
useful predictors of financia distress, are useful in predicting
movements in GNP. As a huge amount of econometric literature
documents, there areliterally hundredsdf variableswith some predic-
tive power for GNP over someintervals. Thecrucial issueiswhether
or not there is a strong reason to expect movementsin the debt ratio
to have a causal influenceon GNP. Thefinancial distress arguments
just considered would, if anything, tend to suggest that increasesin
thedebt-GNPratio would tend to precede downturnsassociated with
financia problems.
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On the other hand, argumentslinking economic activity to credit
availability such as those of Wojnilower (1980) and Blinder and Stiglitz
(1982), would tend to suggest that increasesin debt ratios should be
associated with subsequent strengthin GNP. If, asthese authorssug-
gest, variousinformational imperfectionslead to credit rationing at
relatively rigid interest retes, it may be necessary tolook at the quantity
of loans being made as well as their price to gauge the effects of
monetary policy on thereal economy. However, it ishard to see why
credit availability doctrines would justify looking at an aggregatethat
included government debt and fredly traded long-termsecurities. Credit
availability theories would suggest investigating much narrower
aggregates linked to the parts of the financial sysem wherecredit might
plausibly berationed. A measured total bank credit would seem more
suitable, but Friedman (1982) reports that theempirical evidencelink-
ing such measures to GNP fluctuationsis very wesak. On balance,
thereisno obvious reason for expecting movementsin thetotal debt-
GNP ratio to lead systematically either to booms or to busts.

All economic indicators contain some information that is useful
in assessing the future course of the economy and in guiding policy.
But the foregoing analysis suggests that the debt-GNPratiois prob-
ably not an especially useful indicator for guiding monetary policy.
Becauseit focuseson only onesidedr thebalancesheet, itisunlikely
to beareiablepredictor of either futurefinancia distressor economic
fluctuations. As the recent experience with monetary targetting has
taught us, reliance on any smple aggregate is unwise. Friedman is
correct in noting that conventional monetary aggregatesal so examine
only one side of the balance sheet. Like credit aggregates, they do
not provide avery satisfactory basisfor conducting monetary policy.

One way to see the problem with making use of a credit aggregate
in setting monetary policy isto consider a basic question. In which
direction should the knowledge that debt growth has been rapid in
recent years influence policy? To the extent that it occasions fears
of spreading default, the appropriate macroeconomic policies are
expansionary. To the extent that credit growth presages rapid growth
in nomina GNP, unexpectedly, as Friedman argues has been true
historically, largegrowth may call for contractionary policiesto raise
interest rates and reduce debt growth.

Thisambiguity sharply distinguishescredit and monetary aggregates.
A finding that money has grown rapidly may or may not be an
indication that policiesto reduceits growth arein order, depending
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on whether the money demand function is thought to have shifted.
But it isdifficult to imagine circumstancesin which rapid past growth
of money would suggest that more expansionary Federad Reserve
policies werecalled for. On theother hand, rapid growthin the credit
aggregates can easily occur in situations, where very expansionary
policies are appropriate, because of the risk of financia panics.

As the example of the Depression makes abundantly clear, the
Federal Reserve has a crucia role to play as lender or deposit in-
surer of last resort. Declinesin confidence can be both contagious
and sdf-fulfilling in a tightly knit financial system like that of the
United States. Thewillingnessof the Federal Reserveto act decisively
to preserveconfidenceiscrucial to the maintenancedf stability. While
crucial to stability, the willingness of the Federal Reserve and the
government more generally to take actions to restore confidence in
times of crisis no doubt encourages private sector risk-taking. This
is part of the case, noted in the introduction, for regulatory policies
directed at financia gability. It isvery unlikely, however, that by track-
ing the debt-GNP ratio or any other financia aggregate that monetary
policy can do much to maintain stability.

The federal deficit problem

As Chart 1 illustrates, the behavior of the private sector in taking
on debt during the 1980s has been cons stent with long-term historical
trends. On the other hand, recent years have seen a sharp departure
from long-term trends in the behavior of the federa deficit. The
downwardstrend in theratio of the national debt to GNP, which con-
tinued essentially without interruption during the 30 years following
World War 11, has been reversed in the 1980s. The ratio of outstand-
ing government debt to GNP has risen sharply from 37 percent in
1980 to 53 percent in 1985, and islikely to continue to increase for
the next two years even on very optimistic projections. It is this
behavior that gives rise to the ""Reagan parabola” in the graph of
government debt-GNP ratio.

It isimportant to clarify the dimensionsin which thefederal deficit
representsa seriouseconomic problem. Unlikethedebt of the private
sector, federa debt hasalmost unlimited backing—the government's
capacity to tax. Therisk of explicit default by the federal government
isnot an important one for the foreseeablefuture. Nor isthere much
reason to fear that the private sector will lose confidenceand become
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unwillingto hold federal debt. Rather the continued growth in federal
indebtednessis primarily a problem because df itsimpact in distort-
ing the compositionaof GNP and reducing itsgrowth in thelong run.
| begin by considering the federd deficit's impact on the level and
composition of GNP and then suggest that through itseffects on interest
ratesand the composition of economic activity, thefedera deficit may
indirectly exacerbate the debt problems of the private sector. The
distorting effects of federa debt on the composition of GNP has prob-
ably caused morefinancial distressthan the build-up of private debt
in recent years.

Federal deficits and the level of economic activity

Economists havelong debated the pure effectsof expans onary fiscal
policies. Opinions have fluctuated through time, though it isfair to

FIGURE 1
Fiscal Policy Effects
Under Alternative Monetary Policy Assumptions
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sy that the consensus estimate of the fiscal policy multiplier has
declined fairly steadily since World Wer 11 under the influence of
increasing evidence of the interest sengitivity of aggregate demand
and theinterest insengtivity of money demand. Theincreasing recogni-
tion that expansionary policies|ead to priceincreases has also con-
tributed to reductionsin estimates of the fiscal multiplier.

The relevance of these debates about pure fiscal policies to the
andyssaof actud deficit policiesisquestionable. Theimpact of deficits
depends critically on what monetary policies accompany them. A
homely analogy illustratesthe point. Supposeone wereinterestedin
the effect of making a car more powerful on the speed at which it
would bedriven. What should be held constant, thedegree of pressure
the driver appliesto the accelerator, the setting of the transmission,
or the speed limit thedriver respects?Clearly thequestionof the effect
of a more powerful car on driving speed is meaningless without a
specification of what is to be held constant.

As illustrated in Figure 1, the fiscal multiplier can vary between
zero and quite substantial values, depending on what monetary policy
holds constant in the face of deficits. If the Federal Reserve actsto
maintain the level of nominal G\P, fluctuationsin the deficit will
have no effect on the level of output. On the other hand, if they act
to maintain the level of interest rates, the multiplier is likely to be
quitelarge. Ontheassumption that they maintain thelevel of the money
stock, standard analysis suggests that the multiplier will have an in-
termediate value 3

Academic controversies about the effects of fisca policy have
centered on the magnitude of the multiplier on this last assumption
that the money stock is held constant. It is far from clear that this
isavery redlistic assumption about the monetary policy responseto
changesin federd deficitsin the current policy environment, where
monetary policy is no longer directed at pegging the monetary
aggregates? The difficult issue for the analysis of fiscal policy is

3 Mankiw and Summers (1986) note that the standard analysisof the effects of tax induced
deficitslike those we are not experiencing depends on the implausibleand empirically unsup-’
ported assumption that incomeand not consumptionis the proximatedeterminant of thetran

sactionsdemand for money. If thisassumptionis not maintained, it ispossiblefor themultiplier
to be negative when the money stock is held constant.

4 The rdevance of the constant money assumption in the past is also highly questionable. In
the pre-1970 period, monetary policy sought, at least to someextent, to peg interest rates. Even
when monetary policy was explicitly tied to the monetary aggregates, the existenceof fairly
broad target ranges for the money stock and adjustmentsfor base drift allowed for changes
in the money stock in response to fiscal policies.



Debt Problemsand Macroeconomic Policies 181

deciding what alternativereaction functionis more plausibleto use
for monetary policy. My preferenceis for the assumption that the
Federal Reserve seeksto maintaina nomina GNP target in theface
of fiscal shocks. That is, it offsetsany expansionary impact of deficits
with contractionary monetary policies. Thisassumptionis appropriate
if monetary policy isselected to balanceeconomic growth and infla
tion. Fiscal expansionsthat do not shift the tradeoff between infla-
tion and growth will not lead to thechoiceof adifferent level of GNP.

Even if the assumption that the Federal Reserve actsto stabilize
nominal GNP in the face of changes in deficitsis not completely
accurateas a predictive theory, it is still a useful benchmark for the
analysisof fiscal policy. It permitsisolation of theeffectsof deficits
on the compositionof GNP. In thelong run, when wages and prices
areflexible, these effectsare likely to be the primary consequences
of fisca policies.

Fiscal deficits and the composition of GNP

Theeffectsdf fiscal deficitson the compositionof GNP are a sub-
ject of continuing controversy. If GNP remainsconstant followingan
increaseir government deficits, some other component of spending,
consumption, investment, or net exports must be crowded out. The
conventiona view embodied in most textbooks is that increases in
government deficits—arising fromt ax cuts, for example—incressethe
demand for goods. If monetary policy maintainsafixed level of out-
put, interest rates rise to choke off the additional demand created by
deficits. Increased interest rates reduce investment demand. They aso
lead to capital inflows from abroad, which cause an exchange rate
appreciation that, in turn, leads to increases in import demand and
reductions in export demand.

This view of the effects of budget deficits has been challenged in
recent years by Barro (1974) and a number of other authors. Their
counterargument iS often referred to as the Ricardian Equivaence Pro-
position.’ They suggest that increasesin budget deficitslead instead
to reductions in consumption as households save in anticipation of
futuretax liabilities. Their argument runsasfollows. In thelong run,
the present value of the government's tax receipts must equal the pre-

5 While Ricardo laid out the argument, he concluded that it was unlikely to be valid in prac-
tice. My views on the Ricardian equivalence proposition are laid out in detail in Summers
(1985), on which the subsequent discussion draws heavily.
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sent value of its expenditures. Deficit-increasing reductionsin taxes
today, with expenditures held constant, necessarily entail increases
in taxes tomorrow. The present value of the taxes that will be col-
lected from consumersis unaffected by at ax change. This meansthat
their wedlth is unchanged and, therefore, that they should not alter
their consumption decisions. Instead, households should save the
whole of any tax reductionin anticipation of futuretax liabilities.In
this case, there will be no increase in the demand for goods and so
interest rates will not rise when the government deficit increases?

Much of the discussion of the Ricardian Equivaence Proposition
has centered on whether or not persons currently alive are likely to
be able to use debt to impose burdens on future generations, thereby
making themselves wealthier and leading to increases in spending.
Proponents of the Ricardian equivalence view have stressed the
possibility that any altruistic parents will tend to offset any burdens
imposed on future generationshy increasing their bequests. Skeptics
havedismissed this possibility. Inal likelihood, however, intergenera-
tional transfersare not of great importancein determining the effects
of changes in government deficits? The typical adult consumer has
an expected life span of about 35 years. If the government runs a
deficit, most of the burden of servicing the resulting debt will be borne
in his lifetime. Hence, the opportunities for passing burdens on to
future generationsare relatively limited and so are unlikely to cause
deficits to have large effects on consumption spending.

The mogt serious problem with the Ricardian Equivaence Proposi-
tion isits extremeassumptionsabout consumers retionaity in foresee-
ing future tax changes. Even where future tax changes have been
legislated, consumers appear not to take account of them in making
their consumption decisions. This is well illustrated by recent
experience. In the summer of 1981, a three-year program of substan-
tial reductionsin income taxes was enacted and government spend-
ing was slashed. If consumers acted in a forward looking way, one
would have expected consumptionto surgeimmediately and then not
to change much at all when thetax cutsactualy took place. In fact,

6 Thisanalysis is exactly correct for the case of a changein taxesor a permanent change in
government spending. The Ricardian equivalence view allows for the possibility that a trans-
itory increasein government spending will affect national savingsand interest ratesin the short
run.

7 The point made here is developed more fully in Poterba and Summers (1986).
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the personal savings rate was higher in 1981 when the tax cuts were
anticipated than in 1982 and 1983 &fter they took place. Similar pat-
terns have been observed when other tax changes were announced
inadvance. If consumersdo not take account of t ax changesthat have
aready been legidated, it seemsmost unlikely that they consider tax
changesthat will ultimately be made necessary by governmentdeficits.

While the Ricardian Equivalence Proposition seems implausible,
its vdidity is ultimately an empirical question. More generdly, in
considering the effects of budget deficits, it would be useful to have
estimatesof the effects of deficitson each of thecomponents of GNP.
The starting point for an analysis of this question is the national in-
come accounting identity:

1) D = G-T = PS+ NFI-I

where D represents the total government deficit, PS is private sav-
ing, NFl isnet foreigninvestment, and | isdomesticinvestment. This
identity demonstrates that, with GNP held constant, increases in
federd deficitsmust rai se private savings, draw fundsin from abroad
by crowding out net exports, reduce investment, or have some com-
bination of these effects. | estimate the effects of increasesin deficits
on the composition of national output by fitting reduced form equa-
tions of the type:

(2) Zjt/GNP; = a; + bi(D/GNPy) + c(Cycle) + u;

whereZ;, i=1-3 represent componentsof GNP and Cycie represents
avector of variablesintended to control for cyclical conditions. The
coefficientsb; measurethe extent to which deficitsaffect each national
incomecomponent. In alternativespecifications, Cycle containscon-
trols for contemporaneous and lagged real growth, and for these
variablesand contemporaneousand lagged inflation? The equations
are estimated by using thetotal government deficit as reportedin the
Nationa Income Accounts. The sample period was 1950-1985. The

8 For estimates of a wider range of specificationsover a dightly shorter sample period than
used here with broadly smilar results, see Summers (1986). Corroborating evidence from
econometric model smulationsisalsoreported. Because of theinclusionof cyclical contrals,
very smilar resultsare obtained using either actual or cyclically adjusted budget deficits. With
theannual data used here, the inclusion of lagged deficitsalso haslittleimpact on theresults.
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TABLE 2
Deficitsand the Composition of GNP

Real GNP Growthas  Real GNP Growth and
Cydlical Control Inflation as Cyclical Controls

Investment -.674 —.605
(.088) (.098)

Nonresidential -.297 -.299
(.075) (.081)

Residential -.272 —.282
(.086) (.086)

Inventory —.143 -.074
(.053) (.047)

Private Savings —.061 -.019
(.113) (.129)

Net Foreign Investment -.320 —.364
(.095) (.108)

Note: Coefficients indicate the effect of a $1 increase in the deficit of the federal
government and state and local governmentson the indicated variable. The estimated
equations relate the percentage of GNP accounted for by the indicated sector to
a constant, a time trend, the percentage of GNP of the combined budget deficits
of the federal government and state and local governments, the contemporaneous
and twice)lagged values of real GNP, and, for the second column, the contem-
poraneous and once)lagged value of the change in the GNP deflator. All equations
are estimated for the period 1950-85 except for nonresidential and residentia in-
vestment, which, dueto data limitations, are only estimated for the period 1950-84.
Standard errors are in parentheses.

equations are not corrected for autocorrelation in order to focus on
the "low frequency' effects of budget deficits. Results are reported
in Table2?

Both specifications produce similar resultsregarding the effects of
budget deficits. Increased budget deficits callsforth only a negligable
amount of extraprivate savings. Put differently, they crowd out only

9 The mgjor differencein the results when a correction is made for autocorrelation is that
deficitsare estimated to have a large impact on savings and a smaller impact on net exports.
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very littleconsumption expenditure. The dataeasily refute the predic-
tion of the Ricardian equivalence view that deficits lead to dollar-
for-dollar increases in private savings.

The estimates suggest that, historicaly, the primary burden of
government deficits has fallen on privateinvestment and net exports.
Each dollar of deficit reducesinvestment by about 60 cents. Thethree
componentsd investment, nonresidential, residential, and changes
in inventories are reduced by approximately equal amounts—about
20 cents apiece.

The resultsal so confirmthe prediction that increased deficitscrowd
out net exports by attracting foreign capitd inflows. However, the effect
appears relatively modest; only about 25 cents of net exports are
crowded out by each $lincreasein budget deficits. Thisisquitelikely
the result of the relatively long sample period used in the estimation.
The coincidence of large budget deficits and large current account
deficitsat present suggeststhat, in the current flexibleexchange rate
environment, budget deficits have somewhat larger effectson net ex-
ports. Consequently, their effects on aggregate investment are pro-
bably somewhat smaller than these estimates imply.

These estimates confirm the conventiona view that deficits have
their primary impact on investment, with secondary impactson the
foreign trade sector of the economy and on private savings. For this
patternof responsesto fluctuationsin thedeficit to be observed, deficits
must tend to increase real interest rates. This suggests that deficits
have potentialy serious consequencesfor economicgrowth. In assess-
ing these cogts, it isimportant to recall that deficitsare not an ater-
nativeto tax increasesor spending cuts. Rather, they smply postpone
theseactionsand increasethe size of the adjustment that will ultimately
be necessary.

Federal deficits and financial stability

The argumentssuggesting that federal deficitsdistort the composi-
tion of economic activity carry the implication that they may pose
threatsto financia stability. To the extent that they raise real interest
rates, highly leveraged borrowersare put under increased financia
pressure. The importance of this effect is difficult to gauge.

Probably more seriousarethelarge sectoral did ocations associated
with increased budget deficits. Financial health depends moreon the
bal ance sheet position of thewordt-off parts of the privatesector than
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it does on the aggregate private sector balance sheet. Policies, such
as those pursued recently, that lead to large shiftsin the composition
of output, increase the demand for some products at the expense of
others. From the point of view of total demand, the shifts may be
neutral but almost certainly the adverse shockscreate morefinancia
distress than the favorable ones aleviate. The financial distress of
the agricultural sector of the economy, for instance, isin substantial
part the result of the crowding out of agricultural exportsby thestrong
dollar.

If thisdistressand many of the problemsfaced by the manufactur-
ing sector are to be ameliorated, profitability needs to be enhanced.
The most direct wey of assuring thisis reductionsin federal deficits.

Financial stability and the tax structure

Theoverdl leve o tax collectionsdeterminestheleve of thefedera
deficitand so has ramificationsfor financia stability through its effects
on the composition of demand. Changes in the overdl leve of tax
collectionsdo not have a direct effect on the private sector's incen-
tive to take on risky debt, but these incentivesare directly affected
by the structure of the tax system.

Table 3, drawn from the work of Eugene Steuerle(1985), illustrates
a fundamenta and little recognized feature of the tax system. Totd
tax collections on interest income are substantially negative in the
United States. Steuerle’s cal cul ationssuggest that in 1981 tax deduc-
tionsfor interest exceededt ax paymentson interestincome by amost
$30 hiilion.

This reflects primarily two factors. Most importantly, borrowers
tend to bein higher tax bracketsthan lenders. For example, corpora-
tions, do agreat dedl of borrowing whilea substantial amount of debt
is held by tax-exempt organizations, pension funds, and other tax-
favored savingsvehicles, and foreigners, none of whom pay taxeson
interest income. Moreover, underreporting appearsto be much more
serious for interest income than for interest deductions.

The fact that tota interest tax collections are negative means that
the tax system is subsidizing the use of debt finance. When a trans-
action can be structured in awey that enablesa high-bracket taxpayer
to make and deduct interest paymentsto a low or zero-bracket tax-
payer, the Treasury |oses revenue. Transactionsthat can be structured
this wey are therefore subsidized. Tax arbitrage can account for the
way in which many transactions are structured.
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TABLE 3
Estimated Taxes Paid on Interest Income in 1981
(billions of dollars)

Type of Payer or Recipient Taxes Paid
Interest paid:
Nonfinancia corporations —48
Sole proprietors and partnerships -18
Other individuals who pay interest -31
Interest received:
Nonfinancial corporations? 19
Individuals® 38
Businesses® 7
Financial intermediaries 4
Total -29

Source: C. Eugene Steuerle, ** Tax Arbitrage, Inflation and the Taxation of Interest
Payments and Receipts,”" Wayne Law Review, vol. 30 (Spring 1984), p. 1007, as
reprinted in Steuerle (1985), Tares, Loans and Inflation, p. 55.

2 Includes a small amount from financial noncorporate business
Y |ncludes recei pts of estates and trusts
€ Services to businesses

Taxes and corporate debt equity decisions

An obviousexampleis provided by theissuancedf corporatedebt.!®
For smplicity, consider initially a corporation whose future stream
of profitsis riskless. It is clear in this case that, in the absence of
tax considerations, thelabelling of claimson the corporationas debt
or equity will be a matter of complete indifference. But the choice
of ameans of financeis consequential, given the tax system. When
the firm relies on equity finance, its cash paymentsto shareholders
are not deductible. But, when it relies on debt finance, interest
payments to bondholders are tax deductible. If the taxation of debt
and equity incomeat theindividua level wereidentical, individuals
would require the same rate ,of return on both debt and equity

10 The discussion here explicates the so cdled *Miller Modd" o the determination d cor-
porate capitd structure. See Miller (1977) for more details.
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securities. In this case, corporations would all rely on debt finance.
However, equity istax favored at theindividual level because capital
gainsaretaxed preferentialy. Thismeansthat individuaswill require
a higher pretax rate of return on debt than on equity, with the dif-
ferential depending on their tax bracket.

The ultimatedebt-equity ratio actually selected by corporationswill
depend on the tradeoff of the tax advantagesto deducting debt at the
corporate level, againg the tax advantages of holding equity at the
individua level, and any associated bankruptcy risks. Under current
tax rules, thereare few if any taxpayersfor whom the tax advantage
to holding equity securitiesexceedsthe corporateadvantageto being
ableto deduct interest payments. Therefore, debt-equity result largely
from a balancing of the tax advantages to debt finance againgt the
associated risks. In theabsencedf the tax advantage to debt, corpora-
tionswould find it profitableto issuelessdebt and take on fewer risks.

| have highlighted the effects of the tax system on the choice of
corporate debt-equity ratios. Similar logic may be applied in other
Stuations. Consider a stock trader considering margining his holdings
to purchase more stock. If the interest deductions he receives were
exactly matched by interest taxes paid by the holder of his debt, the
issuancedf debt would have no effect on total tax collectionsand the
tax system would provide no inducement to leverage. All thetax sav-
ings provided by the deductability of interest would be offset by the
higher interest necessary to compensate debt holders for their tax
burdens. On the other hand, if, as Table 3 suggests, debt issuersare
typically in higher tax brackets than debt holders, the tax system pro-
videsan incentiveto leverage. Thecrucial point parallelstheanaysis
of corporate debt-equity ratios. The tax incentiveto debt dependson
thedifference between thetax rates of borrowersand lenders. Because
this difference is normally positive, the tax system provides incen-
tivesfor the privatesector to take on more leveragethan it otherwise
would.

It is difficult to gauge the quantitative significance of tax incen-
tives on privatesector financing decisions. One piece of evidencesug-
gests, however, that it may not be very large. The last decade has
seen reductionsin tax rateson individuds, expansonsin theavailability
of tax sheltered savings, and sharply higher interest rates, al of which
should have provided significant impetus to the use of debt. But as
Charts 2, 3, and 4 illustrate, there has been little or no acceleration
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in the long-term trend towards the increased use of debt over this
period.

Tax reform and financial stability

It is unlikely that the tax incentives toward the increased use of
private debt will be reduced very much by the tax reform package
currently working its wey through Congress. While tax reform will
reduce marginal tax rates on both firmsand individuals, it isunlikely
to reduce the difference between the tax rate on borrowers and the
tax rate on lenders by very much. Indeed, becausethe corporaterate
will rise relativeto the rates of tax on high-income individua tax-
payers, it is likely that the incentive for corporations to issue debt
will beincreased. This effect will be enhanced by increasesin capital
gainstaxes, which will make equity securitieslessattractive. Reduc-
tions in after-tax corporate profits will reduce interna finance and
so will also tend to raise reliance on debt.

While whatever tax reform bill is passed islikely to contain limits
on the deductability of interest for various purposes, it is far from
clear that these will, in fact, bind for many taxpayers. Many will find
it easy to rearrangetheir borrowing—by increasing their home mort-
gage for example—and so avoid any limits contained in the law.

To reduce the tax incentiveto use debt finance, it is necessary to
reform the tax system to narrow the spread between the rate at which
interest isdeducted and taxed. Thisislikely to bevery difficultwithin
thecontext of an incometax sysemthat exemptsagreat ded of interest
income from taxation. Reforms that move in the direction of a con-
sumption tax and disallow all interest deductions probably offer the
best hope of reducing the tax incentives favoring debt finance. But
such reforms are not likely to be enacted in the near future.

Conclusions

This analysisdf debt problemsand their interaction with macro-
economic policiessuggeststhat ensuring financial stability isprimarily
a microeconomic policy problem. There is relatively little that
aggregete fiscal or monetary policies can do to insure financia stability
other than trying to maintain economic stability. Nor, despite widely
expressed concernsabout the increasesin variousdebt ratios, isthere
cause for generalized concerns about excessive leverage at present.
Given the economic record of the past decade, aggregate private sec-
tor balance sheetsappear surprisingly hedthy. The problemsthat exist
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are largely sectoral and so call for microeconomic rather than
macroeconomic remedies.

Whilefinancia stability is not acritical macroeconmic policy prob-
lem at the present time, there is a compelling case to be made for
reducing government budget deficits. Budget deficits havelittle effect
on the overdl leve of output in the current policy environment but
badly distort thecomposition of output avay from the investment and
export sectors of the economy. The longer the delay until action is
taken to reducedeficits, thelarger will bethe tax increasesor spend-
ing cuts that will ultimately be required. Prompt action to reduce
federal deficitswould enhance both financial stability and economic
growth.
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