General Discussion:
What Do Budget Deficits Do?

Chairman: Gordon Thiessen

Mr. Thiessen:Thank you, Allan (Melter). Well, that really leaves
us quite a lot to deal with. | must say, | did find myself wondering
whether there waslauge difference between those ofwiso come
from more open and smaller economies and those who come from
the United States. | wondered whether that kind of hard conclusion
that Laurence Ball and Gregolankiw alluded to and that Allan
Meltzer mentioned, about there not being much ofigreict on the
exchange rateoming from deficit and debdccumulation, isn't
somehow a uniquely Aman result. | must say, in more open
econonies we certainlyvorry about theet accumulation of foreign
liabilities that comes from nning an ongoing public dedit and
public debt. And, of course, as you accuatalthose net feign
liabilities, you have to servidbem over time. Ad, what that leads
to, of course, is d@depreciating exchangate to gnerate the trade
surplus that you need. So, in the long run, you expect an accumula-
tion of public debt téead to an accumulation of net foreign liabilities
and a weaker currency. The other thing that tends to happen is that
at some point the pfact substitutability hypothesis doess&em to
hold. You get buildup of risk premiums in your interest rates. And
that, in turn, adds agffect on your cuency, so that efforts to reduce
public debtand deicits in open economs do have an impact on the
currency that youan't seem to be able to find in the el States.
Okay, on to questions...
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Mr. Giovannini: | wanted to aise onepolitical aspect of deficit
reduction which might be afome interest. There are examples of
countries that in the mid-1980s reduced theiraitsfand improved
their financial posibns very dramatically. iose are the cases of
Denmark and kland. One questiothat | would like toask the
authors on the political aspects of thedgistments is whether size
might matter in terms of the ability ofcmuntry and a government
to organize a large fiscal adjustmentafnk you.

Mr. Ball: It's an interesting hypothesis. | think quite possibly yes,
in the sensdiat obviously a lot of the problem in the United States
is a deadlock involving various competing interests whrstdvant
to give up their godies. So presunably, a more homogeneous
country with fewer diverse interests would have an easier time
reaching some kind of solution, asde is, in general, pbably
somewhat correlated with homogeneity.

Mr. Mankiw: Arelated considerain, which wanentioned briefly
in the paperas to do with size and wther yourdebt is intenal or
external. Oange County, Califoria, may be more eager to deift,
because most of its debt is not held in OrangenBg whereas in
the United States, much of the debt is held internally, lagichig ht
affect incentives to default and tedore risk a hard landing.

Mr. Greenspan:Let me follow along by adding to the central
bankers’ view of his relatonship between deficits and exchange
rates. Theissue in the Unit8thtes, | don’tthink, is terribly different
from the issue in Canada or in the more open economies, as you put
it, the smaller ones. Weave data only for about twenty years on
flexible exchange rates. The exatye rate is not sttly a spot rate.

We have a term structure of exchange rates, which is implicitly con-
structed in a covered manner by working off the spot rate and various
different debt matuties as you go out one year, two years, five
years, ten years. €4rly, the covered exchange rate ten years out is
essentially the spot rate adjusted by a ten-year zero coupon bond
differential in one currency versus another. It also follows that as
you strip out the term structure of interestas and move increas-
ingly to diseant forward exchange rates, interest rates differentials
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by definition have increasingly less impact. At the limit—the very long
run—we are loking only at purchasing power parities—ineaft,
stipulating hat it is the purchasingower of the cumency twenty,
thirty, fifty years out, which ulthately deterrmes the long-term
exchange rate. The gislem is that we cannot know the potib
demand for a currency at various maturities. Many wfhesare central
bankers expect that a substantial reduction in the long-term prospective
deficit of the United States willignificantly lower very long-term
inflation expectations vis-ais other countries. The belief is that the
demand for the U.S. dollar at the longer maturities can exceed the
demand for the dollar d@he shortematurities. But let me go back

for a minute. | will grant that, if you have a significant retilon in

the budget deficit, short-term amdérmedate interest rates will fall

and, other things equal, the exchange rate will fall. But, the unanswered
question is whether the portfolio demand at the long end based on
purchasing power parity overwhelms that short-term change, and
since there can only be one term structure for exchange tadss, t
rates must barbitraged backward andifiward. | thinkthe pint that
central bankers are making is that lower long-term inflation expecta-
tions can significantly overwhelm the short-term interest rate effects,
and through arbitrage back to the spot rate, firm it. Now if you are
arguing that is very difficult to prove, | will stipulate that. Ta¢a are

not there. However, | suspect we're goingéba series of data points
over the next several years, and this argument willrgellaresolved.
Itisn’'t, as you point out in your paper, that we are looking at the most
recent weaknesses of the dollar as being the consequence of the budget
deficit; that’s not the argumeé What is causing the current weakness
of the dollar is alifferent discussn, in which our degree of ignorance
will becometerribly exposed. The notion that central benskare
making—one | woulcconsider to be a metextbook argument—is
based on the evaluation of the exchange rate, not as a spot rate, but
as a term structure with exogenous shifts in portfolio demands. In
that context, | think the results are conceptually indeterminate.

Mr. Thiessen:Laurence...

Mr. Ball: Yes, | think we certainly agremmecan’t prove anyhing
with the evidence, and the charts like Allan Melhas shown us
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are interesting to look abut as always in econdos, there are lots

of things going onCertainly, for exarple, if you look at gar-to-year
changes in exchange rates,matary policy is verymportant. We
justdon’thave enough evidence or enoudéantifying assumptions

to really look at the dat@nd saywhat happened. So yoave to tell
stories and judge what is plausible and what is not plausible. You
provide an example of how you can tell a reasonable story in which
deficits might have a perverse effect relative to the textboektsff

on exchange rates. In judging whandts ofstories are pausible or

not plausble, | think one thing to think about—which is fairly
convincing forus—is the impgcations for the trade deit. So,
suppose that one tells@ausible story in which reducing the deficit

in the UnitedStates willlead to a stronger dollar—the opposite of
the textbook wisdm. Therebre, if balancing the budget of the
United States leads to a strongelar, that also seems to imply that

it will | ead to a lager trade deficit, unless we also want to overturn
some very basic ideas in trade theory.

Mr. Greenspan:| grant there are other fweswhich affect the
exchange rate, but even granted that, thedd'marguing, which
central bankers tend to raise, is the question of vemg-term
expectatbns asthey work theirway through the market, and the
implications of the fact that we have a term structure for exchange
rates. It doesn’t ecessarilyconflict with what the short-term trade
current account balance is.

Mr. Mankiw: | remain somewhat puzzled lypur story. | just
don’t undersand it. I'd like to talk to you about it more. But even if
it's true that deficit reduction did loweothg-term expectations of
inflation, | don’t fully undersand how that would translate today...

Mr. Greenspan:I'm talking prospectively.

Mr. Mankiw: Prospectively. Expected iation in the future. |
understand that purchasing power parity pins down the real exchange
rate at infinity, or even in five years, ten years. | can adbaptbut
| don’t see how it follows...
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Mr. Greenspan: Well, suppose you have a very significant
change in expectations of long-term inflation in thated States
vis-a-vis Germany, and #, therefore, there is a signifint demand
for U.S. dollar-denominated instruments vis-a-vis deutsche mark-
denominated instruments in the longard of the market, which
would very significantly increase the demand for ddlvis-a-vis
deutsche marks, say, ten, twenty, thirty years out in tatnity
schedule.

Mr. Mankiw: The long-term nominal rate?

Mr. Greenspan:Yes. And what I'm basically guing is that you
cannot say abstractly which is greater: th&ease in thelemand
for dollars in the long run from a decline in long-run inflation
expectations, or the decrease in the demand fitardon the short
run from a decline in short-term inest ratesWhat I'm trying to
say is hat one can’'t demonstrate which is greater.

Mr. Meltzer: Depends on how you do it.
Mr. Mankiw: Will real rates fall as well in yostory?

Mr. Thiessen: Okay, other people want fatervene here. Rob
Johnson first.

Mr. Johnson: I'd like to address that portrait afihg-termexpec-
tations that Chairman Greenspan just presented. It seemsthame
if our long-runpeg is purchasing powparityand what we’reloing
is resetting the nomal exchange rate to achieveceartain real
exchange rate dhat terminal point, wedwe to somehowelieve
that the reduction of that medium-term or thatgenterm deficit
and accmulated debt path will not induce the monetary authorities
to ease more. Because in the long runatidh looks like a moetary
phenomenomand so somehowerversely cutting the deficit would
put us on to a tighter expected trajectory of monetary policy. | think
in the short run most of the papers—ankbdk forward to John
Taylor’s work which suggestthere would be short-run easing—but
in the long run Hon’t see, unlesgouthink we’re coming back from
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the brink where induced monetization of the debt is the concern, why
that long-term expectation woul@ocessarily follow.

Mr. Thiessen:Allan Meltzer, do you want to add something?

Mr. Meltzer: | just wanted to sathat it depends very much on

how you close the liget deficit. You certainlgdon’t think it's going

to be the same if you, fexample, were taaise tax ratesather than

cut expenditures. Or that the response of the market would fentiee

if you put a tax on capital as compared to putting a tax on consumption.
And, those effects, | auld say, are vastly more imgant for the
United States—both short and long term—than thecetf closing

the deficit itself on the expectations that you are talking about.

Mr. Thiessen: Okay. | see somedther hands. Let's start with
Lawrence Lindsey.

Mr. Lindsey: I'm going to try a translation here—frogentral
bankese Suppose, Greg Mankiw, that you subdgtlithe phrase
“default risk” for “inflation expectations” inthe Chairman’s story.
If I understand what would happen, if defaigkrwere to suddenly
increase, then you would have an increase in bothinal and real
rates, but prhaps not in the real-default-risk-adjusted rated so,
it might be that we use the term fi@mtion expectathns” as a
subsittute for “default risk’becauséhat is the most common method
of default. But if yobelieve what | hink the papesaid, that éfault
risk is more important than thextbook explanation—and certainly
Rob Johnson and Allan Meltzestory reinfocesthat—then | think
the story the Chairman told godsdugh.

Mr. Thiessen:Okay. Do you want to respond to that?
Mr. Mankiw: Very briefly, yes. We sktched that out in footnote
2 for the very close readers of the paper. The question is whether

there is a change in the probability of a hard landing.

Mr. Thiessen:Okay. I'd like to get a non-Amearan view here.
Anybody from a smaller, open economy want to oent?
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Mr. Darby: Maybe the non-Ararican view can come next? First,
| just want to emphasize some things Allan Meltzer suggested and
bring them futher. About eight gars ago, myhtenboss Teasury
SecretaryJamesBaker wanted to know why savings—personal
savings, pivate savings—were so low. Werbkely unexpectedly
lower? | returned to the old consumption function literature, which
most of us have forgotten, and discovered it wasn’t unexpectedly
lower. The old consumption function workedetiy well, even
without extending the estimation period. In thtgrhture, it nakes
a big diffeence wlether youincreasegovernment spending on
goods and seiges orwhether you decreasaxes olincrease trans-
fer payments. It is very easy, then, in terms of thamesed con-
sumption functbn, to reduce thdeficit by increasing taxes more
than you inceaseexpenditures on goods and services and still
reduce nabnal savings. So again, in terms of Allan’s “How do you
doit?,” it makes a big ffierence wiether you do it by expenditures
on goods and services or by taxes. Arsg@é&ms to me there is gher
guestion—particularly as weave had this change in @efse spend-
ing and this movemenobward transérsquite generally—should we
reexamine the question: Are negative transferstme as taxes?
That was sort ofesolved in the 1950s, when Friedman explained
why we could all have the same marginadgensity to consume. It
hadn’t reallybeen looked at again. And we may have to look at three
categories: government expenditures oodgand services gnsfer
payments, andaxes. It seems to mihat, in terms of thdogic
underlying our models, whave to go back to the consutiom
function and look at savings.

Mr. Brinner: Let me try and address Alan Greenspan'’s issue and
also sonething that Robert Johnsasised. When | look at exchange
rates, | think of similar term structure where the real spot exchange
rate is positively linked to thesal future by eal interest rates. Alan
posited that, if you areobking twenty to fifty years ithe future,
the real future exchange rate is fixed by purchasowgep parity. If
you are darge-enough economy so that deficit reductioruiafices
the balance of savings and investment gadr nation’'scost of
funds, then your reahterest ratesvould drop, hence your real spot
exchange rate would also have to drop. Given that real spot atitgmo
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prices are fixed, this would mean your nominal exchange rate would
also have to drop. Inflation expectats should beeutral if you go

to this long-term view. The inflation premiumthe nominalmterest

rate would drop by the same amount that the inflation expectations
are dropping in the foreign exchange markets. Any such drop in
inflation premiawould be in addition to the decline in tineal
scarcity premiadue to deficit reduction. Therefore, you stjét to

the traditional view that the nominal exchangeerwould decline
with budget-balancing efforts.

Now, Robert Johnson raised artdresting question about which
interest-sensitiveectors would respond to this decline in reédii-
estrateshat | just posited. And there certainly is a contrsy about
whether producer-durablpendingwould respond. | think I'm on
one extreme—thinking it would respond quite a bit—and you have
people at Brookings, t&nford, and Hickman-Chen, who try to
argue there is little or no effect. But that is a vienportant issue,
and it might be that a large burdkas to fall just on housing and
some consumer durables. In which casggifre trying to maintain
full employment, the realiterest rate has to fall even farther because
you're leveraging against fewer serg, and hence theominal
exchange rate would have to fall even farther to maintain full
employrent. Thank you.

Mr. Stiglitz: | just want to take a point that Allan (Meltzer) raised,
and put it in a slightlgiff erent congxt. Itis true that how you reduce
the deficit makes a great deal of difference. His focus was on
consumption expendites. Part of theurrent policydebate is what
fraction of the deficit reduction will come out of investment expen-
ditures on education, research and develampmtechnology, and
basic research. If you put those changes indhetext of the
Ball-Mankiw paper and add themt that Alan raised—that in fact
what we’re looking ahere is not the elimination of the debt, but a
reduction in the deficit—the debate reallyoiger things like what
to do in seven to teyears. You redtethat the growth effcts of the
direct deficit reduction are negligible, wherd&las growth efécts of
the potential investent effects fronreducing investments in the
public sector could be quiteggiificant: the wrong way of doing
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deficit reduction could have severe adverse effects on economic
growth. | actually think thatyour paper probably overestiates
some of themagnitudes of the dict effects for acouple of the
reasons that have already been raised, but also because the kinds of
marginal real eturns to capital that youake, 12percent, is a lot
higher than a lot of people think. One other point | wantediser
which | might have raised earlier but | think fits into thisimExt as
well: If you look at the period 1980-84 when our deficits increased
in the United Sites, this was a little bit fierent from dher coun-

tries. Thedeficit increase really wasn’t due tocreases in social
expenditures, as the [Massand] Mussa paper pointsut in their
table. In that period, education, walé, and health as a percentage
of total government expendites decreased by 5 percent. So you
can’t look at social expenditures as the source of theease in
deficits in the United fates.

Mr. Thiessen:Okay. Over there.

Mr. Sinai: On the issue of deficit reducti@nd exchange rates, |
don’t think a priori we can say that the dollar will go down with a
reduction in budget digfits. Part of thisis due the reason that Alan
Greenspan gave, banotherhas to dowith two effects: nonmal
interest rates will go down with a deficit reduction and that would
hurt the dollar agaist other cutencies, other things being equal. But
a credible long-run deficit-reductionigm that had foreign investors
believing as they should that inflation, on average, would be lower
than it would have beenttemwise, should then reduce thésk of
holdingU.S. assets in terms of anlation-adjusted calculain. And
then, because irdtion is lower than it would othetise be in the
United States comgred to other courirs, theexchange rate should
also do better, whiclwould probably impove investors’ perceptions
of thecurrency and infation-adjustedisk of holdingU.S. securities
relative to other securés. And,depending on the emptial sgnifi-
cance of this, you could haversething that was stronger than the
effects oflower interest rates on the U.S. dollar from deficit reduc-
tion. You rally leave this notion that Alan Greenspard | have
described out ofour analysis of budget deficiésid exchange rates,
andthat omission doesn’t let you allow for this notion. Now, out
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there in the world, when | talk to foreignvestors, they care a lot
about how we do on budget deficits because, | think, the history of
the world is filled, asyou have noted, with emtries who’ve run
large deficits, accunlated debt seice, and gotten into a very risky
situation. And all investors a@wvare of his. It issafer for the United
States to think that thenited States won't gethat bad. A hard
landing for theJnited States has really very lowas] a hardanding

for Mexico is a different story. If investors were convinced that
deficits were going to be removed or stay down forever, the power
of their money flows—in terms of what that mighean for the
dollar after adjushents odong-run inflationary expectains versus

the negative effects of lower interest rates on the deltauld be
quite strong.

Mr. Thiessen:Okay. | want to take just one more question and
then let the panel respond to all this.

Mr. Pardee:Let me work a little more on this to try to get across
what the market people are saying and what Chairman Greenspan is
saying. | talk a lot with Japanese investors who hawng-term
time horizon. Some two years ago, one of them veakiing at the
differential betveen U.S. and Japane$6-year bonds. With the
exchange rate then at some ¥105, theestor calculated that by
investingin U.S. Treasury 10-year notes, he could lockinthe interest
spread between the U.S. and Japanese bonds and notdoeg m
unless thelollar fell to ¥80 over the 1@ear perod. As it tuned out,
the dollar dropped to ¥80 earlier this year (making Marty Feldstein
rightin his forecast for a time). Japanesesistors who havgought
U.S.Treasuresinrecent years have lost money; maayélostheir
jobs. Last nonth | made the same calculation for the next ten years
when the dllar-yen was at ¥92, and the-y@ar interest rate spread
was such that the éak-even exchangate would have been ¥65. |
cannot commit myself taohg-term invegirs that the déar will not
fall to that level over the next ten yeat®panesenvestors are
holding back in the face of such uncertainties. They have different
time horizons from hegk-fund players. Andthat iswhy the response
to a cutin the U.S. fiscal deft is indeterminate; dierent market
participants respond to different kinds of calcudas.
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Mr. Thiessen: Thanks. All right. Letall the various panelists
respond to all of this.

Mr. Ball: Maybe just one more comment on theicé&s and
exchange rate issue. | think, as Gre@nped out, one éar heoreti-
cal story about why defits might weaken the dlar involves an
increased prbability of a hard landig. If higher deficits inoease
the probability of a hard landing enough, tteh outweigh the dect
effect of deficits in tetbooks. | think, though, wevere thinking
about this isue in coitext of thelast year.And, this justdoesn’t
strike us asctually fitting the facts of what's beemwigg on in the
last year, because if yaask, “In 1995 did the grception of the
probability of a hard landing gop?,” our gutfeeling isno. The
development in 1995 is that theseems to be a gatly increased
interest in balancing the budget—Dboth in Goess and thadmini-
stration. So these things asbviously impossible to measure. But
if we had to put some odds on the probability of a hard landing, we
might say it's gone down a little bit, because there is more chance
of getting the house iarder. Sahe story—although it makes sense
theoretically—doesn’'t ring true to us as an explanatiotiiolast year.

Mr. Thiessen:Rob?

Mr. Johnson: A couple of thoughts. Ft, regarding Governor
Thiessen’s comnent, | think wehave to discriminate between for-
eign debt and domestic debt in the relationship to the current account
and exchange rate aditment. Regarding this question of exchange
rates and deficits, end to side with Larry Lindsey, that what we're
looking at is subjective variations in risk priam

Mr. Thiessen:Allan?

Mr. Meltzer: | agree with the last comment that Robert just made,
that there is a big difference in the Ued States. There are two big
differences—one that he meotied, that we finance our deficits
with domestic debt not foreign def@he adherone is that we have
a lot of assets to sell here, and we have been selling themedtya pr
good @rte.






