
Chapter 19: Government Debt and Budget Deficits

 "Blessed are the young, for they shall inherit the national debt"

 Debate over the appropriate amount of government debt is as old as the US itself

 In 2011, US ran a $1.6tn deficit - 11% of GDP

 Debates over the impact of government debt depends on how consumers respond to

the government's debt policy

19.1 The Size of the Government Debt

 In 2011, US debt was $10.8tn → about $35,000 per capita  

 A good way to judge the size of the debt is to compare it to that of other countries

 Net Debt - a government's financial obligations less any financial assets it holds

 The primary cause of debt increases is war! Deficit financing of wars seems optimal

 One large increase in debt during peacetime was under R. Reagan in the 1980s -

increase military spending and reduced taxes

 When Clinton took office, he raised taxes and reduced the budget deficit significantly

 Under George W. Bush, the economic downturns, increased spending in homeland

security and wars in Afghanistan and Iraq increased debt

 Under Obama, spending continued, and fiscal stimulus grew to help with the recession

 August 2011 - Standard & Poor's downgrades US government debt rating below the

top AAA band - concerned about fiscal policy

 Case Study: The Troubling Long-Term Outlook for Fiscal Policy

 Why the downgrade? When economists project the path of US fiscal policy over

the next decades, it is somewhat troubling:

 Demographic change - aging population

 Rising cost of health care - new but more expensive ways to improve life

 These two factors will cause government spending to increase over the next

decades, putting a strain on the budget

 How will the government deal with them? Tax ↑ or Spending ↓ or new policies??? 

19.2 Problems in Measurement

 Government budget deficit = government spending - government revenue = amount

of new debt the government needs to finance its operations

 But there are controversies as to whether this is an accurate measurement technique

 Measurement Problem 1: Inflation

 Least controversial

 The government debt as commonly measured does not correct for inflation

 Suppose that a real government debt is not changing; in real terms the budget is

balanced → the nominal debt is rising by rate of inflation: 

∆ � / � = �

 The government looks at the change in nominal debt ∆ � and reports a budget

deficit of � �  → deficit is overstated by � �

 The deficit is government spending minus revenue; part of the spending is on

interest on the debt



 Expenditure should only include real interest paid, not nominal interest

 Measurement Problem 2: Capital Assets

 Many economists believe the overall government indebtedness should be

measured as the change in debt minus the change in assets

 When a person borrows to buy a house, we offset the increase in assets (the house)

against the increase in debt (mortgage)

 Perhaps we should treat government finances the same way - include assets &

liabilities

 Capital Budgeting - budget procedure that accounts for assets as well as liabilities

 The major difficulty is deciding which expenditures should count as capital

expenditures - highways? nuclear weapons? education?

 And, what is their value?

 Measurement Problem 3: Uncounted Liabilities

 Some believe the deficits are misleading because they do not include some

important government liabilities

 Pensions of government workers

 Social Security System

 These are a form of future liability that is not include - estimates say Social

Security liabilities are > 3x government debt as officially measured

 A difficult type of liability to measure is a contingent liability - a liability that is

due only if a specific event occurs

 E.g. government guaranteeing many forms of private credit, such as student

loans, mortgages for low-income families

 This contingent liability is not reflected because it is not clear what dollar

value to attach to it

 Measurement Problem 4: The Business Cycle

 It is difficult to use the deficit to monitor changes in fiscal policy because deficit

can rise or fall because of a change in policy or because the economy has changed

direction; not so easy to tell which is happening

 Cyclically Adjusted Budget Deficit - (or full-employment budget deficit) - deficit

based on estimates of what government spending & expenditures would be if the

economy were operating at its natural level

 Summing Up

 Economists disagree as to the importance of these measurement problems

 The main point is that the budget deficit is not enough to evaluate what fiscal

policy is doing → budget documents know this and so provide many pieces of 

information

19.3 The Traditional View of Government Debt

 How would a tax cut and budget deficit affect the economy and the economic well-

being of the country?



 LR Effects: tax cut → ↑ consumer spending → ↓ national saving → ↑ interest rate → 

crowds out investment → lower steady-state capital stock → lower output 

 SR Effects: tax cut → ↑ consumer spending → outward shift of IS curve → 

expansionary shift in AD curve → higher output and lower unemployment while 

prices are sticky; over time economy returns to natural output and higher P

 International Trade Effects: Tax cut → national savings ↓ → financing investment by 

borrowing from abroad → trade deficit → country becomes indebted → currency 

appreciates → fall in net exports → ↓ SR expansionary impact of fiscal change on 

output and unemployment

 Current generations will prosper while future generations will bear the burden

 FYI: Taxes and Incentives

 Taxes are closely linked with incentives

 Supply-Siders - believe incentive effects of taxes are large; tax cuts could even be

self-financing

19.4 The Ricardian View of Government Debt

 Traditional View - when the government cuts taxes and runs a budget deficit,

consumers responds to high after-tax income by spending more

 Ricardian Equivalence - questions the traditional view; argues that consumers are

forward-looking and base their spending decisions not only on current income but also

on their expected future income

 The Basic Logic of Ricardian Equivalence

 "Tax cut merely gives me transitory income that eventually will be taken back; so,

I will leave my consumption unchanged"

 Tax cut financed by government debt does not reduce tax burden; it reschedules it

 Since the additional private saving created exactly offsets the decrease in public

saving → tax cut has none of the traditional analysis effects 

 This does not mean fiscal policy is irrelevant; if the government announces it will

cut taxes today because it plans to ↓ purchases in the future → households 

understand → feel richer → ↑ consumption 

 BUT, it is the reduction in government purchases that stimulate consumption!

 The announcement of a future ↓ in purchases will ↑ consumption today even 

with same taxes because it would imply lower taxes in the future

 Consumers and Future Taxes

 How forward-looking are consumers really? Defenders of traditional view argue

that future tax prospects do not influence current consumption; arguments:

 Myopia

 Not able to fully comprehend implications of government budget deficits

 Maybe people assume future taxes will be the same as current taxes

 Borrowing Constraints

 Ricardian view argues spending is not based on current income but on lifetime

income



 Traditionalists argue that current income is more important for people facing

binding borrowing constraints - limits on how much they can borrow

 For an individual who wanted to obtain a loan but was unable to, the tax cut

expands his opportunities and stimulates consumption

 Future generations

 Consumers expect future taxes not to fall on them but on future generations

 Robert Barro agues the Ricardian view by saying current and future

generations should not be treated as independent economic actors, because the

future workers will be the kids/grandchildren of the current ones

 Existence of bequests suggests this

 Claims the relevant decision-making unit is the family, which continues

forever; extending the Ricardian view even further

 Case Study: George Bush's Withholding Experiment

 In early 1992, George H.W. Bush announced that the amount withheld from

consumer's paychecks

 Did not lower amount of tax owed; just reschedule it until April 1993, when it

would be collected with higher tax rates

 Surveys showed a large part of the population said they would spend the money,

even though they understood the following year's tax bill would be higher

 Case Study: Why Do Parents Leave Bequests?

 But, perhaps parents use the implicit threat of disinheritance to induce their

children to be more attentive

 There may be more to the relationship between generations than mere altruism, as

Barro claims

 Making a Choice

 Which view do you support? Why do you support it?

 Historical episodes of high deficits yield inconclusive evidence to support either

view - history can be interpreted in different ways

 Consider Reagan tax cut of 1981 as a good natural experiment

 Traditionalists → large deficit coincided with low national saving, high real 

interest rates, and large trade deficit

 Ricardian View - perhaps saving was low because people were optimistic

about future economic growth - booming stock market; or, perhaps people

expected the tax cut would eventually lead to lower government spending, as

Reagan promised

 Hard to rule out either of the two positions

 FYI: Ricardo On Ricardian Equivalence

 Ricardo himself doubted that people were rational and farsighted enough to look

ahead fully to their future tax liabilities

 One of the great ironies of economic history!



19.5 Other Perspectives on Government Debt

 Traditional View - budget deficit expands AD and output in the SR; crowds out

capital and depresses economic growth in the LR

 Ricardian View - none of the above effects; deficit simply a postponement of tax

burden

 Balanced Budgets Versus Optimal Fiscal Policy

 Should the US require the federal government to have a balanced budget?

 Three reasons why optimal fiscal policy may require for a budget deficit or surplus

at times

 Stabilization

 A balanced-budget rule will revoke the automatic stabilizing powers of the

system of taxes & transfers

 Such a rule will require governments to ↑ taxes or ↓spending in a recession; 

discretionary fiscal policy usually in opposite direction

 2009 Obama stimulus by increasing spending to mitigate recession

 Tax Smoothing

 Reducing distortions of incentives caused by the tax system

 Total social cost of taxes is minimized by keeping the rates stable rather than ↑ 

in some years and ↓ in others 

 Deficits are necessary in years of low income (recessions) or high expenditure

(wars)

 Intergenerational Redistribution

 Deficit can be used to shift tax burden from current to future generations

 Financing a war with a budget deficit and later retiring the debt by levying

taxes on the next generation

 These reasons are why most economists reject a strict balanced-budget rule

 Fiscal Effects on Monetary Policy

 Volcker: "…the actual and prospective size of the budget deficit…heightens

skepticism about our ability to control the money supply and contain inflation"

 Is there a link between fiscal policy and monetary policy?

 Governments can finance debts by printing money → ↑ inflation; relying on the 

inflation tax to pay for some of their spending

 Common in hyperinflations

 Additionally, high debt may encourage the government to create inflation (by

increasing money supply) because the debt is specified in nominal terms, and its

real value ↓ as the price level rises 

 However, there is little evidence to support this claim, except in cases of classic

hyperinflation; there are three reasons for this:

 Most governments can finance deficits by selling debt - don't need inflation

 Most CBs have enough independence to resist such political pressures

 Most policymakers know that inflation is a poor solution to fiscal problems!



 Debt and the Political Process

 Some economists worry that the financing of government spending by issuing debt

makes the political process all the worse

 C19 economist Wicksell argued that government spending should be undertaken

only with almost unanimous support; he said the interests of future taxpayers are

not represented adequately in the case of debt finance

 Other economists argue for a balanced-budget rule because it will "dispel the

illusory 'something for nothing' aspect of fiscal choice" (Buchanan & Wagner)

 "…only the 'hard budget constraint' of having to balance the budget" can force

politicians to judge whether spending's "benefits justify its costs" (Feldstein)

 This has led some economists to favor a constitutional amendment requiring

Congress to pass a balanced budget (with some ad hoc clauses)

 Is it too binding for policymakers?

 What about accounting tricks to bypass the requirement?

 International Dimensions

 The link between the budget deficit and the trade deficit leads to two further

effects of government debt

 High levels of government debt may ↑ the risks that an economy will experience 

capital flight (because of a risk of default)

 Capital Flight → ↓ value of the currency and ↑ in interest rates  

 High levels of debt financed by foreign borrowing may reduce a nation's political

clout in world affairs - losing int'l influence

 But, recent history has not been kind to this hypothesis (with the US, at least)

 Case Study: The Benefits of Indexed Bonds

 1997 - US Treasury started to issue bonds that pay a return based on CPI

 Usually pay a low interest rate (2%) but it grows as measured by CPI; the CPI

is also calculated when repaying the principal

 Therefore, the 2% is a real interest rate!

 Externality of this kind of bond → win-win proposition for bondholder and 

taxpayer alike, insulating them from inflation risk

 Indexed bond have three other benefits:

 Indexed bonds may encourage the private sector to begin issuing its own

indexed securities → promoting financial innovation 

 The bonds reduce the government's incentive to produce surprise inflation

 The bonds provide data that might be useful for monetary policy

 One way to measure expected inflation is to look at the difference between

yield on nominal bonds and that on real bonds


