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 A Changed America

 The Case Against Budget
 Surpluses
 Thomas Palley

 The desirability of federal budget surpluses became the
 conventional wisdom in the 1990s. This economist

 argues that ongoing surpluses will be damaging in
 several important ways. He proposes that the nation
 have its debt grow at the same rate as the GDP.

 emergence of large budget surpluses in 2000 and the
 first half of 2001 dramatically altered perceptions of fis-
 cal policy, with surpluses becoming an end in themselves.

 Now, the surplus has all but disappeared in the wake of the dra-
 matic economic slowdown, and there are signs that the economy
 may be caught in a downward spiral. Monetary policy, based
 on lower interest rates, seems to be having little impact and gives
 the appearance of "pushing on a string/' When firms have mas-
 sive excess capacity and business prospects are dim, lower in-
 terest rates do little to stimulate economic activity.

 In this environment, expansionary fiscal policy becomes the
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 Palley

 most effective way to stimulate demand. Yet the case for expan-
 sionary fiscal policy remains hobbled by the mistaken conven-
 tional wisdom, which has for so long pushed for budget
 surpluses. And even if the dire nature of the situation success-
 fully compels a temporary fiscal expansion, there will remain a
 danger of deflationary budget surplus economics reasserting it-
 self the moment recovery becomes visible.

 For this reason, the current moment provides a critical oppor-
 tunity to examine the economics of budget surpluses. In the 1980s
 and 1990s economists inveighed against the danger of deficits.
 Yet, in the wake of our momentary flirtation with surpluses and
 the prospect of paying down the national debt, it has become
 clear that surpluses are also problematic. This makes nonsense
 of the existing fiscal paradigm. Government debt plays an im-
 portant role in modern economies, and the debt should there-
 fore grow with economic activity. This growth requires deficits.
 Rather than being harmful, moderate deficits constitute good
 policy. The size of these deficits should be such that the debt-to-
 GDP ratio is maintained at a constant level. This can be termed a

 "balanced-growth budget policy/7

 The Crumbling of Surplus Orthodoxy

 At the beginning of this year, the U.S. Congressional Budget Office

 (CBO) was predicting massive budget surpluses over the next ten
 years that would produce a rapid pay-down of the publicly held
 national debt. According to the CBO, the debt held by the public as

 a percentage of gross domestic product (GDP) was anticipated to
 fall from 34.7 percent in 2000 to just 4.8 percent in 2011 and, with

 continuing surpluses, would eventually be paid down completely.
 Although the rapid slowing of the economy has made such

 an outcome less likely, the brief flirtation with the prospect of a
 disappearing national debt has undermined the claims of fiscal

 14 Challenge/November-December 2001
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 orthodoxy regarding the benefits of budget surpluses and the
 dangers of deficits. The momentary condition of predicted large
 budget surpluses has brought to the fore previously unacknowl-
 edged problems. When government was burdened by large con-
 tinuing deficits, it was simply assumed that surpluses were good.
 Now, this assumption turns out not to be true.

 The dramatic shift in perception is illustrated by Federal Re-
 serve Chairman Alan Greenspan's comments on the budget sur-
 plus outlook before the Congressional Budget Committee on
 January 25, 2001. Having long been a budget hawk arguing for
 deficit reduction, Greenspan did an about-face and argued for
 getting rid of the surplus through tax cuts.

 The time has come, in my judgment, to consider a budgetary strategy
 that is consistent with a preemptive smoothing of the glide path to
 zero federal debt, or, more realistically, to the level of federal debt that
 is an effective irreducible minimum. ... In general, as I have testified
 previously, if long-term fiscal stability is the criterion, it is far better, in
 my judgment, that the surpluses be lowered by tax reductions than by
 spending increases. (Greenspan 2001)

 For Chairman Greenspan, the problem of continuing budget
 surpluses was constructed in terms of a neo-Randian argument
 emphasizing the "political" dangers of government accumula-
 tion of private-sector financial claims. However, a range of other
 strictly economic arguments also suggest that sustained budget
 surpluses are problematic. This development has enormous
 policy implications, especially when linked with previous de-
 bate over the balanced budget amendment, which showed bal-
 anced budgets to be problematic. In effect, policy-makers
 confront a new situation in which persistent large deficits are
 viewed as undesirable, as are persistent budget surpluses. A
 balanced budget is also problematic. Putting the pieces together,
 the result suggests that moderate budget deficits may be the best
 stance for long-run fiscal policy.
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 Palley

 The New Debate over the Dangers of Budget Surpluses

 For much of the last twenty years, the U.S. government has
 run large budget deficits that contributed to the outstanding
 publicly held government debt's jumping from 25.5 percent of
 GDP in 1980 to 45.4 percent in 1997. The large deficits and de-
 teriorating fiscal conditions dramatically shifted the focus of
 attention, making budget deficits the central issue of concern.
 As a result, the 1990s were marked by vigorous debate over
 the dangers of deficits, and antigovernment conservatives also
 tried to introduce a balanced-budget amendment that they
 hoped would financially handcuff government. The main
 charge leveled against deficits was that they crowd out pri-
 vate-sector investment spending, thereby impeding capital ac-
 cumulation and lowering future living standards. However, this
 charge does not stand up either empirically or theoretically.
 Indeed, government spending may even crowd in investment
 if it stimulates economic activity, and investment is positively
 related to economic activity. At the same time, it is entirely ap-
 propriate that governments deficit-finance spending on public
 capital, just as private business borrows to finance private in-
 vestment spending, and this makes nonsense of the case for a
 balanced-budget amendment.1

 An irony of the debates of the 1990s is that although the bud-
 get-deficit hawks lost the battle over the balanced-budget amend-
 ment, they won the budget-deficit war. Thus, it has become
 received wisdom that budget deficits are bad and surpluses are
 good, and this thinking now dominates policy. But the recent
 shift into budget surplus offers an opening for reassessing such
 thinking, because the shift into surplus has revealed significant
 problems with a policy of sustained surpluses. These problems
 are of four types. First are traditional Keynesian concerns with
 the impact of surpluses on aggregate demand. Second is the
 impact of surpluses on private-sector balance sheets. Third is

 16 Challenge/November-December 2001
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 the impact of sustained surpluses and repayment of the national
 debt on financial markets. And fourth is the problem of how the
 Federal Reserve is to conduct effective capital-market-neutral
 monetary policy once the publicly held national debt is paid off.

 A key part of the problem is that surpluses cause the stock of
 debt to "f all·' in an unsustainable way, just as excessive deficits
 cause the stock to "rise" in the same way. Thus, there is a sym-
 metry between surpluses and deficits. Both have long-run fi-
 nancial implications. Budget deficits must be financed, which
 implies that the stock of government financial liabilities is rising
 over time. Conversely, budget surpluses imply that the govern-
 ment is collecting more than it spends, so the stock of govern-
 ment liabilities is falling over time.

 The Tobin Problem: Surpluses, Aggregate Demand, and Private-
 Sector Balance Sheets

 Keynesian economics emphasizes the centrality of aggregate
 demand in determining national income. The simple Keynesian
 model has government surpluses impacting the "flow" of ag-
 gregate demand, with surpluses draining income from the cir-
 cular flow of income and spending that links households and
 firms. In this framework, unemployment arises if there is a short-

 age of demand for firms7 output. In such conditions, govern-
 ment surpluses can be especially problematic because they
 amplify the demand shortage, as has become evident this year.

 In addition to this demand dimension, surpluses also have a
 balance-sheet impact that was identified long ago by James Tobin
 (1963). In a financial economy, a decision to save is effectively a
 decision to lend, and therefore every saver must be matched by
 a borrower. This means that if government wants to run sus-
 tained surpluses (that is, be a saver), then the private sector must
 run sustained deficits (that is, be a borrower). This result is clearly

 Challenge/November-December 2001 1 7
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 seen from the national income identity for a closed economy
 given by

 Savings - Investment = Government spending - Taxes (1)

 which can be restated as

 Private-sector surplus/ (deficit) = Government deficit! (surplus) (2)

 For an open economy, the relationship is slightly more complex
 and is expressed by

 [Savings - Investment] = [Government spending - Taxes]
 + [Exports - Imports] (3)

 which can be restated as

 Private-sector surplus! (deficit) = Government deficit! (surplus)
 + Trade surplus! (deficit) (4)

 The application of this accounting logic is illustrated by con-
 ditions in the U.S. economy. In 2000 the private sector ran a
 deficit of almost 7 percent, financed by a current-account defi-
 cit equal to 4.4 percent of GDP and a government surplus of
 2.4 percent of GDP.
 The above national income relationships contain some unpleas-

 ant balance-sheet arithmetic. If the government sector runs a sus-

 tained surplus that pays down the debt, then the private sector
 must run a sustained deficit. Consequently, the private sector's
 balance sheet will deteriorate, and this stands eventually to
 threaten the level of economic activity once the private sector de-
 cides it needs to save more to restore its balance-sheet position.2

 The Greenspan Problem: What Should We Do with the Surplus
 When the Publicly Held National Debt Is Paid Off?

 A second problem of sustained surpluses concerns what to do
 with continuing surpluses once the publicly held debt has been

 18 Challenge/November-December 2001
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 paid down, a problem that has been raised by Federal Reserve
 Chairman Greenspan. It can be simply illustrated through the
 government budget constraint relating the government surplus
 changes in the money supply and outstanding publicly held debt:

 G-T = dM + dB (5)

 where G = government spending, Γ = taxes, dM = change in
 base money supply, and dB = change in publicly held debt. If the
 government is running a surplus (G - Τ < 0), then the surplus
 can be used to retire either the base money stock (dM < 0) or the
 publicly held debt (dB < 0).
 Most discussions of the surplus involve retirement of the pub-
 licly held debt, but once this debt has been retired, the surplus
 has to be redirected elsewhere. Greenspan's concern is that the
 surplus might be used to purchase private-sector debt and equi-
 ties, which risks the possibility of backdoor nationalization.3 A
 second concern is that such purchases distort the market's allo-
 cation of financial capital by favoring those companies whose
 debt and equity were purchased. A third concern, not mentioned
 by Greenspan, is that such purchases also risk triggering an as-
 set-price inflation since spending the surplus on private-sector
 assets would increase the demand for these assets.

 An alternative to debt repayment is retirement of the base
 money stock (dB = 0, dM < 0). However, retirement of the base
 money stock will generate a contraction of the money supply,
 thereby engendering deflation.4 Although theoretical classical
 macroeconomics still asserts that deflation is neutral with re-

 spect to real output, it is now widely recognized that deflation
 has significantly negative real effects in modern economies with
 inside bank money and credit. These negative effects have been
 made clear by Japan's recent flirtation with deflation, and they
 are also borne out by the experience of the Great Depression.
 There is also a significant body of theoretical work that explains

 Challenge/November-December 2001 1 9
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 the negative impact of deflation. This work emphasizes how
 deflation raises the burden of existing debts (Tobin 1980; Palley
 1999), how it alters price expectations and gives agents an in-
 centive to switch into money away from real capital (Tobin 1975),
 and how it makes it impossible for firms to recover costs that
 they incur in the production process (Palley 1997b). Deflation
 may also raise real interest rates, owing to the existence of nomi-
 nal interest-rate floors (Krugman 1998), and owing to increased
 risk of bankruptcy, which raises credit risk (Palley 2000). For all
 of these reasons, using a budget surplus to retire the base money
 stock is likely to have disastrous economic consequences.

 The Minsky Problem: Implications of Repaying the Publicly Held
 National Debt for Financial Markets

 A third problem in paying down the publicly held national debt
 concerns the implications for the operation and stability of fi-
 nancial markets. This problem is clearly stated by Hyman Minsky
 (1986, 33-37), who identifies the special role of government debt
 in stabilizing private-sector financial institutions and markets.

 Paying down the national debt would represent a dramatic
 change in financial markets where government debt is widely held.

 Such debt is held by an array of financial institutions. Those look-

 ing to park liquidity for short periods of time, but still wanting to

 earn interest, hold short-term debt. Those with longer-term fixed

 commitments, such as life insurance companies and pension
 funds, tend to hold long-term debt because of the relative scar-
 city and riskiness of private-sector debt of equivalent maturity.

 Within the financial system, government debt serves two prin-
 cipal functions. The first concerns pricing, while the second con-
 cerns provision of balance-sheet liquidity. With regard to pricing,
 government debt is backed by the "full faith and credit" of the
 U.S. government and is therefore viewed as risk-free. As such,

 20 Challenge/November-December 2001
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 the interest rate payable on government debt establishes the pure
 risk-free interest rate that provides a benchmark for the entire
 system. All other debt, which inevitably carries an element of
 credit risk, is then priced by reference to this risk-free rate.

 In the absence of publicly traded government debt, there would
 no longer be an instrument capable of directly establishing the risk-

 free rate. Instead, financial market participants would have to buy

 instruments that include some credit risk, and they would then have

 to decompose the yield on these instruments into credit risk and
 pure risk-free interest components. The risk-free rate would there-
 fore become unobservable, which would tend to create greater un-

 certainty and lead to higher interest rates on all credit instruments.

 In addition to this "pricing role/7 government debt provides
 liquidity for private-sector balance sheets. Short-term govern-
 ment debt is widely viewed as a close substitute for money but
 with the advantage of paying interest. Government debt also
 tends to be more liquid, in the sense of being subject to less price
 volatility than private-sector debt. There are two reasons for this.
 First, since it bears no credit risk, it is not subject to unexpected
 credit-risk shocks that impact prices. Second, the market for gov-

 ernment debt dwarfs that of any single private credit instrument
 because so much more is in issue. As a result, the market for

 government debt is deeper and thicker, and prices are less vola-
 tile because there are always buyers and sellers. This situation
 contrasts with thin markets in which transacting can suddenly
 become difficult because market opinion may move uniformly
 in one direction, leading to the disappearance of buyers or sell-
 ers and giving rise to large price movements.

 These two features - the absence of credit-risk shocks and the

 relatively thicker nature of the government debt market - mean
 that eliminating government debt would tend to make private-
 sector balance sheets more fragile. This effect can be understood
 by reference to the liquidity spectrum, which is defined by the

 Challenge/November-December 2001 21
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 range of assets available. At one end of the spectrum is money,
 which provides perfect liquidity. Close to money is government
 debt. Short-term debt that carries little pure interest-rate risk is a

 close substitute for money, while longer-term debt, which carries
 more interest-rate risk, is a more distant substitute for money.
 Beyond government debt is corporate debt, with the liquidity
 properties of this debt depending on its term to maturity and the

 extent of credit risk. Beyond corporate debt are equities, and be-
 yond equities are assets such as real estate, the sale of which tends
 to involve significant price-discovery time and transaction costs.

 Given the liquidity spectrum, private sector agents choose to
 hold a mix of financial assets that meet their liquidity needs. At
 the moment, this approach includes holding some government
 debt, which offers an interest-bearing close substitute to money.
 Eliminating government debt would create a large hole in the li-
 quidity spectrum and take away a choice that is currently avail-
 able. Agents would likely shift part of the balances currently held

 as government bonds into money, while the remaining part would
 be shifted into private credit instruments. However, since money
 pays no interest, there would be a strong incentive to shift the
 bulk of these balances into private debt instruments. Consequently,

 private balance sheets would become more fragile in the sense of
 being exposed to additional price risk arising from credit-risk
 shocks, which in turn would open the financial sector to more
 frequent and deeper financial crises. This result is the foundation
 of Minsky's argument that eliminating government debt would
 remove part of the foundation of a stable liquid financial sector.

 The Open Market Operations Problem: Implications of Repaying
 Government Debt for the Conduct of Monetary Policy

 A fourth problem of paying down the debt is that it stands to
 undermine the Federal Reserve's ability to conduct monetary

 22 Challenge/November-December 2001
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 Figure 1 . The working of a Lombard system.

 policy through open market operations (OMOs). These opera-
 tions involve swapping the liabilities of the Federal Reserve for
 government debt held by the public, and such swaps would no
 longer be possible if the public no longer held any debt. Although
 monetary policy would still remain feasible, it would have to be
 conducted through the discount window, and such a system
 would be more intrusive with regard to the credit allocation pro-
 cess than the existing system of OMOs.
 If the debt were eliminated, one possibility is that the current

 system of OMOs could be replaced by a Lombard lending sys-
 tem as used by the Bundesbank.5 In such a system, the role of
 the discount window would change dramatically. At the mo-
 ment, it is used by few banks, and its role is restricted to meet-
 ing temporary seasonal or unexpected liquidity shortages. Under
 a Lombard system, it would become the principal instrument
 for controlling the price of credit.

 The working of a Lombard system is shown in Figure 1. The
 Fed sets the interest rate at which it is willing to lend funds, and
 this action establishes a horizontal supply of short-term credit
 to the financial system. Given this benchmark cost of credit, the
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 quantity of reserves in circulation (RQ) is determined by the de-
 mand for reserves (Rd). An important requirement for the Fed to
 be able to set interest rates is that the demand for reserves ex-

 ceed nonborrowed reserves (NBR) held by the private sector. In
 effect, the supply of reserves schedule is an upside-down L, with
 the vertical portion demarcating the level of NBR and the hori-
 zontal portion demarcating the terms on which the Fed is will-
 ing to supply borrowed reserves (BR). As long as demand for
 reserves exceeds the level of NBR, the Fed can set rates by rais-
 ing or lowering the discount rate.

 A critical issue in a Lombard system is who gets access to the
 discount window. Under the existing system discount window
 access is restricted to banks that are members of the Federal Re-

 serve system. However, window access is irrelevant to the op-
 eration of monetary policy that works through OMOs. These
 operations do not channel funds to specific borrowers. Instead,
 they work through the price mechanism, with the Fed's pur-
 chases and sales affecting bond prices and interest rates.
 Contrastingly, a Lombard system has funds directly channeled
 to those with window access, and the overall financial system is
 impacted through this privileged group. Consequently, those
 with window borrowing rights have a significant competitive
 advantage. Yet, at the same time, it is not sensible to give equal
 window access to all since financial institutions differ by credit-
 worthiness. For this reason, a Lombard window system has a
 more intrusive impact on the credit allocation process than open
 market operations do.

 Conclusion: Balanced-Growth Budget Policy

 The Tobin, Greenspan, Minsky, and monetary-policy-conduct
 problems reveal the significant difficulties associated with sus-
 tained budget surpluses. A policy of balanced budgets is also

 24 Challenge/November-December 2001
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 problematic since it implies that neither the stock of money nor
 bonds can grow with GDP. In addition, government cannot fi-
 nance long-lived public capital expenditures with borrowing.

 The bottom line is that both sustained surpluses and balanced
 budgets are problematic. So too are large deficits that grow ei-
 ther the money supply or the debt too rapidly. Excessive money-
 supply growth results in faster inflation, while excessive debt
 growth has the debt-to-GDP ratio rise over time. This result im-
 plies an increasing debt-service burden, whereby a greater and
 greater portion of tax revenues is consumed in the form of inter-

 est payments.
 These considerations suggest that policy should aim to have

 the publicly held national debt grow at the same rate as nominal
 GDP, thereby producing a steady debt-to-GDP ratio. Such an
 approach can be termed a "balanced-growth budget policy" in
 that it restrains government debt to a fixed share of the economy.

 This restriction prevents the debt from becoming too large (un-
 sustainable deficits) or too small (destabilizing surpluses). It also
 enables private-sector wealth to grow (that is, avoids the Tobin
 problem), as does the stock of money and bonds. This avoids
 the problem of deflation and provides a growing supply of gov-
 ernment debt needed to support liquid financial markets and to
 enable effective monetary policy through open market opera-
 tions. Finally, it permits a steady stream of deficit financing that
 grows through time as GDP grows, which provides financial
 space for financing investments in long-lived public capital.

 At the same time, a balanced-growth budget policy does not
 prohibit government from ever running deficits or surpluses.
 There remains a place for traditional Keynesian countercyclical
 fiscal policy that operates through automatic stabilizers based
 on the system of progressive taxation and transfers. There re-
 mains a case for surpluses in boom times, just as in recessions
 there remains a case for deficits that would be unsustainable if
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 run on a permanent basis. Thus, the budget deficit can still fluc-
 tuate countercyclically, but over the course of the business cycle
 and along the economy's growth path, it is restricted to grow at
 a rate that ensures a constant publicly held debt to GDP ratio.6
 This philosophy is similar to that of the private sector, which
 also refrains from an excessive debt-to-income ratio.

 In closing, it should be pointed out that a balanced-growth
 budget policy has important implications. First, the claim that
 the social security system is unaffordable now becomes even
 more implausible. This is because allowing the national debt to
 grow with GDP creates significant additional financial space that
 can be used to cover any prospective future shortfall in social
 security contributions. Second, in the immediate short term, it
 provides space to finance investments in public education and
 health. Such space is especially important now that the economy
 may be in recession. With monetary policy reduced to pushing
 on a string, fiscal policy must take over. Policymakers can be
 confident that this is the right thing to do, and that finance is
 readily and properly available.

 Notes

 1. The economic case against crowding out is examined in Buiter (1977), Tobin
 and Buiter (1980), and Eisner (1986 and 1989). Thomas Palley (1997a) surveys the
 economic case against the balanced budget amendment.

 2. Wynne Godley (2000) has emphasized the dangers posed by growing pri-
 vate-sector indebtedness to the current economic expansion.

 3. In this event the government budget constraint becomes G-T = dE where dE
 = change in the outstanding stock of private-sector financial claims resulting from
 government purchases of such claims.

 4. This conclusion is easily seen from the quantity theory equation MV = PY,
 where M = money supply, V = velocity of money, Ρ = general price level, and Y =
 real output. Expressing the equation in log form and taking the total derivative
 yields dM/M + dV I V = dP/P + dY / Y. Assuming the velocity of money to be con-
 stant and the growth of the economy to be g , then the rate of deflation would be
 dP/i = dM/M-g, which is negative if dM < 0.

 5. The Fed could also purchase government agency debt or Fannie Mae and
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 Ginnie Mae debt. Both of the latter are already backed by government guarantees,
 so they are very similar to existing Treasury debt. Some argue that these guarantees
 already constitute political interference and therefore should be repealed.

 6. Countries that are below their optimal debt-to-GDP ratios will have an extra
 margin of freedom that allows for slightly more deficit financing as they approach
 the limit.
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