Government Debt and Deficits
John J. Seater

Government debit is the stock of outstanding |OUs issued by the government at any time
in the past but not yet repaid. Governments issue debt whenever they borrow from the public;
the magnitude of the outstanding debt equas the cumulative amount of net borrowing the
government has done. The deficit is addition in the current period (year, quarter, month, etc.) to
the outstanding debt. The deficit is negative whenever the vaue of outstanding debt fdls; a
negative deficit is cdled asurplus.

Governments issue debt to finance their activities. Nationd defense, police protection,
building roads, running schools, helping poor people - dl these things costs money, or, more
accurately, costs resources such as sted, uniforms, asphdt, and manhours of work. Ina
capitdist economy, government produces little or nothing; virtudly everything is produced by
private enterprise. The government must obtain the resources it needs from private producers.
To do that, the government raises revenue and uses it to purchase the needed resources. The
government has three waysto raise revenue: it can levy taxes, it can print money and use it to
buy things (a source of revenue caled “ seignorage’), and it can borrow. When the government
borrows, it givesto its creditors government securities stating the terms of loans: the principa
being borrowed, the interest rate to be paid on the principa, and the schedule for making the
interest payments and principa repayment. The amount of outstanding securities equas the
amount of debt that has not yet been repaid; that amount is called “the government debt.”

Governments issue severd types of debt, which can be classfied in variousways. One
classfication is by the type of government that issued the debt. Inthe U.S,, the main divisons
arefederd, date, and local debt; loca debt can be divided further by type of locdity, such as
county or city. A second dassification of government debt is by maturity at the time of issue.
When we talk about a 10-year bond or a 30-year bond, we are talking about the length of time
between the date when the bond was firgt issued and the date on which the principa will be
repaid. Federa debt is divided into three convenient maturity categories. Treasury bills have
initid maturities of 1 year or less (“three month bills” “year hills,” etc.); Treasury notes have
initid maturities between 1 and 5 years; and Treasury bonds have initid maturities over 5 years.
State and local government securities generdly are just called bonds, irrespective of the initia
maturity. A perpetuity is abond with an infinite maturity, which meansthe principd is never
repaid and interest payments are made forever. The British government once issued some
perpetuities, cadling them “consols” A third way of dassfying government securitiesis by the
source of the revenue to repay them. “Generd obligation bonds’ will be repaid with revenue
collected by taxing the public; “revenue bonds’™ will be repaid with revenue collected from
specific user fees, such as bridge or highway tolls. Thisway of dassfying debt is used only for
state and local debt.

In early 2004, there was about $7.1 trillion of federa debt outstanding. Almost exactly
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haf ($3.6 trillion) was held by federd agencies and trust funds, which meansthat the

government owed hdlf the debt to itsalf. Such interna debt has no implications for the economy
or public welfare. Theimportant number isthe amount of federd debt held by private investors,
which in early 2004 was about $3.5 trillion. Of that, about $1.7 trillion was held by foreigners.
State and loca government debt outstanding was another $1.6 trillion, most of which was held

by private investors. The total amount of privately held government debt thus was about $$5.1
trillion. In some ways, these huge numbers are not redly so big. Asafraction of gross domestic
product of the US economy, government debt is not especidly large. As of the end of 2003 was
about $11.1 trillion, alittle more than twice the size of the privately held government debt. In
contrat, at the end of the Second World War outstanding federa debt done was dightly larger
than gross domestic product. Another interesting comparison is between government debt and
private debt. Corporate debt outstanding was about $5.0 trillion at the end of 2003, amost
exactly the same amount as privately held government debt. No one seemsto worry about dl of
corporate America collgpsing under its debt burden. Even households were more indebted than
government; household credit market debt outstanding was about $9.5 trillion &t the end of 2003.

The size of the outstanding government debt is atopic of perennid interest. The obvious
measurement of the debt's Szeissum of dl theindividud outstanding government securities.
That number often is reported in newspaper accounts and political debates, but it needsto be
adjusted to be useful.

The mogt important adjusment isfor inflation. Inflation is by definition the changein
the generd price leve (which isaweighted average of the prices of al find goods and services
produced in the economy). If prices double but the economy produces the same number of each
type of good, then we have a doubling of the dollar vaue (or “nomind” vaue) of output but no
changein thered vaue. In contragt, if prices are constant and physical production doubles, then
the generd price level doesn't change and the change in dollar vaue correctly represents the
changein red vaue. We can correct output figures for inflation by dividing the dollar value of
output by the generd price level; the result is caled “red output” and is ameasure of the
physica production in the economy. The same principles gpply to government debt. The dollar
value of abond isthe priceit will fetch if sold on the open market. The red vaue of thet same
bond is the number of units of output that it can buy. If chocolate bars cost 25 cents apiece, then
the redl value of a $10 bond is 40 chocolate bars. If, however, the prices of al goods double, so
that chocolate bars now cost 50 cents each, then the redl value of the same $10 bond iscut in
haf; the bond now buys only 20 chocolate bars. The nomina vaue of the bond is unchanged by
inflation, but the redl value changes. Adjudting officid debt and deficit figures for inflation can
make a big difference. For example, in 1947 the officid Satistics report afederd surplus of
$6.6. However, inflation that year was nearly 15%, which raised prices and so reduced the value
of the huge outstanding debt by about $11.4 billion. That reduction was equivaent to a further
aurplus; it reduced the real value of what the federal government owed its creditors. Thetrue
surplus therefore was about $18 hillion, nearly three times higher than the officid figure.
Ancther example of the impact of inflation adjustment occursin the 1970s. The officid federd
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deficit was positive every year of that decade, whereas the inflation-corrected deficit was
negdtive (that is, there was ared surplus) in exactly haf those years.

Another adjustment isfor changesin interest rates. The vaue of outstanding debt
changes as market interest rates change, but newspaper accounts usudly confine attention to par
values, which do not adjust for interest rate changes Market values do account for interest rate
changes and can be quite different from par values. To see what isinvolved, suppose you buy a
one-year$5000 municipa bond (equivaently, you make aloan of $5000 to the city that issued
the bond) at 11:00am. The bond carries an interest rate of 10%, which means you will be paid
$500 in interest when the bond matures one year from now. At 11:05am, the Federd Reserve
announces a change in monetary policy that causes one-year interest ratesto fal to 9%. Your
bond now is worth more than when you bought it 5 minutes ago; that is, you could now sl the
bond to someone el se for more than $5000. The reason is that anyone who wants to lend $5000
for one year now will find that new bonds pay only 9%, meaning an interest payment in one year
of $450. Your “old” bond, however, has a 10% rate locked in and is going to pay $500 interest
for sure. That makes your bond's market vaue higher than its par value of $5000. Conversion
to market vaue can make asubgtantid difference in the assessment of the sSze of the outstanding
debt. For example, in 1982 therea par vaue of outstanding government debt was $54.6 hillion,
whereas the real market vaue was $94.8 billion, nearly twice aslarge. Unfortunately, market
vaues for the totd outstanding government debt are not readily available. Governments do not
report them, which iswhy newspaper reports rarely mention them.

Although the sheer size of government debt may be interesting, the debt's effects on the
economy are much more important for both economic andysis and public policy. Economists
are not yet in full agreement on what those effects are. When the government borrows, it
promises to repay the lender. To make those repayments, the government ultimately will have to
raise extra taxes, beyond what it needs to pay for its other activities. The economic effect of
government debt depends heavily on how taxpayers perceive those future taxes. Perceptions are
difficult to measure, and the process by which they are formed is not at al well understood.

Toseewhat isat issue, look at asmple example. Suppose that every year the
government buys $100 hillion worth of goods and services and pays for them entirely by
collecting taxes. Households give the government $100 hillion in tax revenue, and the
government uses the revenue to buy goods and services. Revenue equals expenditure, so the
government's budget is balanced. Suppose that the government suddenly decides to change the
way it financesits purchases, which it does not change. In thefirgt year, the government reduces
taxes by $10 billion and replaces the lost revenue by sdlling $10 billion worth of bonds that
mature in one year and carry an interest rate of 10% ayear. In the second year, the bonds mature
and the government pays the $10 billion principa and the $1 hillion of interest. Taxesin the
first year are $10 hillion lower, but in the second year are $11 hillion higher. How does this
tempora rearrangement of tax collections affect people? In thefirst year, people give the same
revenue to the government as they did when they paid taxes; the difference is that $10 billion of
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itisnow in the form of aloan that will be repaid in the second year with an extra$1 billionin
interest. On this account, people may fed richer because they seem to be paying less totdl taxes
over the two periods. When the second year arrives, however, people will find that they have
nothing extraat dl because, to pay the $11 hillion in principd and interest, the government must
raise taxes by exactly $11 billion, which cancels the payment of the principal and interest. The
government giveth with one hand and taketh away with the other. The net result is that people
don't get back the $10 billion they lent the government, and the loan is equivaent to having paid
the $10 billion in taxes in the first year. The same result emerges from any maturity of debt,
whether it isaone year bond, asin the previous example, or aten year bond or even perpetuity.

The crucid thing for determining the effect of bond finance on the economy is whether
people recognize what is going to happen over time. If everybody foresees that future taxes will
nullify future payments of principa and interest, then bond finance is equivadent to tax finance,
and government debt has no effect on anything important (a property known as*Ricardian
equivalence,” after the economist who first discussed it). If people do not foresee dl the future
taxesimplied by government debt, then they fed wedthier when the debt is issued but poorer in
the future when, unexpectedly, they have to pay higher taxes to finance the principa and interest
payments. So what do people expect for future taxes? Unfortunately, thereis no reliable way to
discover peopl€e's expectations about taxes, and we have to use other methods to learn the effect
of government debt on the economy. Economigts have been working on that project for quite a
while but have not yet reached a concluson. Direct measures of the impact of debt on economic
activity are sraightforward in principle but difficult to congruct in practice for a host of
technicd reasons. There is an overal tendency for the evidence to favor approximate Ricardian
equivaence, but that tendency is not decisive.

If government debt is equivaent to taxation, then most of the public discusson of the
“deficit problem” ismisplaced. Under equivaence, government deficits merdly rearrange the
timing of tax collectionsin away that people can anticipate and offset; no important economic
effectsarise. With incomplete equivaence, deficits affect the economy, but the effects are
complicated. For example, suppose people do not recognize any of the future taxes implied by
current deficits. Then partialy replacing current tax collections with borrowing makes people
fed wedlthier today, which induces them to spend more and perhaps work less. However,
eventudly, the taxes needed to repay the debt will have to be collected. Because no one
anticipated them, they will come as a surprise, inducing people unexpectedly to spend less and
perhaps work more. A deficit or surplus thus has impacts not just in the period when the deficit
or surplus occurs but also in subsequent periods. Predicting the magnitude and timing of the
sequence of impactsis difficult.

A related issueis the desirability of ddliberatdy using deficits to influence the path of the
economy. Under full equivaence of deficit and tax finance, no such thing can be done, of
course, because deficits have no effect on anything important. Under incomplete equivaence,
deficits do have effects. It therefore might seem desirable to run up deficits in recessonsto
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encourage people to spend more and run up surplusesin booms to restrain spending. The
problem isthat these seemingly desirable effects arise only because people fail to perceive the
future taxesimplied by deficits; that is, deficits have effects only when they fool people into
thinking they suddenly have become wedthier (and conversaly for surpluses). Isit desrableto
influence the path of the economy by using apolicy thet is effective only because it deliberately
mideads the public? That seems adifficult propostion to judtify.
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