Chapter Vi

BUDGET DEFICITS AND CROWDING-0OUT

An important feature of developments in the public finances, particularly in the
period since the first oil shock, has been the tendency in most countries for
governments to resort increasingly to borrowing to finance continued expenditure
growth. As indicated in Chapter I, with few exceptions general government financial
balances turned into deficit in the mid- 1970s and have persisted in negative balance
since then. With money growth generally being held at moderate rates, deficits have
largely been financed by issuing bonds to the non-bank private sector. The direct
impiications of this trend for the ratio of public debt to GDP, interest rates and
government interest payments on outstanding debt have already been detailed in
Chapter ll. In addition, however, there are a number of economic consequences of
deficit-financing of government expenditures which have to be considered in any
overall assessment of the longer-run impact of government activity.

The present chapter does not examine the whole range of possible
consequences arising from public sector net borrowing positions but focuses on
crowding-out effects which have received particular attention in the economic
literature and the political debate’. While the possibilities for crowding-out have long
been acknowledged in conventional macroeconomic analysis, concerns over the
resulting impacts on the economy have grown. This reflects not only the persistent
distortions of governments’ financial positions, but also more sophisticated analysis
of the channels through which budget deficits may be translated into a deterioration
in economic performance. The following discussion briefly reviews these various
channels through which crowding-out effects operate and then provides some
zvidence from macroeconomic models pertaining to the crowding-out debate?.

In general terms, the phencmenon of crowding-out refers to the displacement
of private by public economic activity, the analysis normally focusing on the effects
of increments to government expenditures which are bond-financed through higher
nublic borrowing. Although the degree of crowding-out will vary according to the
form which the increments to public spending take, such compositional consider-
ations are generally of secondary importance for the crowding-out issue itself. This
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is not to deny that recent concerns over the effects of budget deficits have been
particularly acute where they have beosn associated with increasing levels of public
consumption and transfer payments.

In examining the crowding-out consequences of public sector deficits and
accumulation of public debt it is useful to distinguish between short-run and long-run
effects as well as between direct and indirect effects (See Buiter, 1977). Analysis of
long-run crowding-out permits those variables — notably asset stocks and the state
of expectations — which are normally assumed exogenous in short-run analysis, to
be endogenised. The effects of government policy changes can then be assessed
once these variables have adjusted to their steady-state values. Central to this type
of crowding-out analysis is the degree to which government bonds, issued to
finance higher budget deficits, are regarded by private sector portfolio holders as
additions to their net wealth (See Barro, 1974). Direct crowding-out occurs when
expansicnary government actions are pari passu offset, partially or wholly, by
reductions in private sector spending. The most obvious case in point is where
additicnal public expenditure at full employment leads, of necessity, to a full offset
as resources are diverted from private sector activities. Of more interest for policy
purpcses however, is the possibility of direct crowding-out even when resources are
less than fully employed. Various forms of “ultrarationality” on the part of individuals
may lead to direct crowding-out: For example, if individuals regard government
consumption as a substitute for private consumption, or if social security
contributions are seen as substitutes for private saving for old age, reduced public
saving (or increased dissaving) will be partly {or wholly) offset by increased savings
of the private sector.

While each of these channels may play a role in the overall degree of
crowding-out, most attention has focused on indirect or financial crowding-out.
Financial crowding-out occurs in response to induced changes in interest rates
arising as a result of the increased transactions demand for money required to
support a higher level of aggregate economic activity. As interest rates rise, private
investment demand and other interest-sensitive expenditure components are
crowded-out by the initiating increase in government borrowing. Given unchanged
monetary targets, the effects on aggregate demand of increased public spending
financed by borrowing will depend, among other things, on the extent to which
money holders are induced by higher interest rates to exchange cash for government
bonds while maintaining their spending. The resulting increase in the velocity of
circulation will permit a given money stock to finance a higher level of transactions
and activity can then rise, aven though the increase in interest rates may cause some
reduction in private expenditure components. In this case, the net increase in output
will be accompanied by a shift towards public expenditure as private borrowers are
crowded-out of financial markets. If money and government bonds have a low
degree of substitutability, money holders can only be induced to economise on their
money balances by substantial increases in interest rates. This would in turn entai
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substantial crowding-out effecis if private sector demand is interest elastic. 1t should
be noted however that in the case of partial crowding-out there remains a net
expansionary effect of additional government spending. This may in turn lead to
crowding-in effects via the accelerator which might outweigh interest-induced

crowding-out effects.
A possible way of circumventing these effects might be through exiernal

financing of the deficit, particularly in the case of smaller open economies. If foreign
capital is highly interest sensitive, it may require only a slight increase in domestic
interest rates to fund the budgst deficit so that crowding-out of domsestic
expenditure in the case of non-accommodating monetary policy might also be
minimised. However, the resulting capital inflow would cause a currency apprecia-
tion which would ultimately produce detrimental effects in the export and
importing-competing sectors due to the loss of international competitiveness, a
phenomenon referred to as exchange-rate crowding-out {See Price and Chouraqui,
1983, p. 29). In this context however, it should be noted that beneficial
terms-of-trade effects and temporary reductions in inflation may largely offset the
effects of an exchange rate appreciation operating directly via the trade sector.

The portfolio behaviour of savers also has an essential bearing on the extent of
crowding-out. {f savers can be persuaded to hold additional government bonds only
by reducing their holdings of alternative capital assets (including equities),
crowding-out will result as investment is displaced. However, if households do not
view bonds as perfect substitutes for company securities, they may retain at least
part of their equity portfolio even if the return is below that on government bonds.
The cost of capital to companies will then rise by less than the interest rate on
government debt and crowding-out will be tempered as a result. Added to this is the
possibility that any increase in activity may raise the demand for financial assets as
private savings rise. The increased supply of credit will reduce upward pressure on
interest rates; indeed, it is theoretically possible that this effect could dominate the
conventional substitution effect discussed above, so that the rate of interest on
capital falls. In this case, there might actually be some crowding-in of private
investment and other interest sensitive expenditures3.

A further aspect of the consequences of budget deficits relates to their
inflationary impacts. Although the link between budget deficits and infiation will be
strongest when monetary financing occurs, bond-financed deficits may also affect
prices. The more direct effects of any fiscal stimulus on inflation will be determined
by demand and cost conditions in the economy and wili depend upon the precise
composition of budgetary changes. In addition, an important indirect link may
operate if budget deficits — particularly where they are perceived to be persisient —
are reflected in the formation of inflation expectations. This latter possibility may be
particularly acute when sustained deficits give rise to fears over future monetisation
of public debt. Finally, the inflation generated by any fiscal stimulus will cause resl
money balances to decline and impose real capital losses on existing holders of
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government bonds. The effects of this "inflation tax” on wealth holdings will induce a
rise in private saving as wealth holders attempt to restore wealth-income ratios,
thereby reducing the initial impact of the fiscal stimulus.

The above discussion of alternative mechanisms through which crowding-out
effects operate primarily has a short-run focus, reflecting the fact that much of the
debate has been conducted in terms of the effectiveness of fiscal policy for demand
management purposes. However, it is also important to consider the effects of
persistent budget deficits and their impact on market expectations in a medium-
term context. Persistent deficits may raise the stock of goveinment debt relative to
other asseis and thus cause increasing “portfolio problems®. Moreover, the
prospective increase in public indebtedness may cause current interest rates to rise
because bond purchasers need to insure against future falls in bond prices {See
Chouraqui and Price 1984, pp. 24-26). The impact of sustained budget deficits on
public debt interest payments also needs to be taken into account. As noted in a
recent study: “since government borrewing is being widely used to finance public
consumption, the growth of public sector calls for credit is seen in many countries ...
as not only threatening entrepreneurial confidence, capital investment and
ionger-run growth, but as leading to potentially cumulative problems of debt
servicing. Where economic growth remains below the real rate of interest,
borrowing to finance interest payments on public sector debt would tend to add to
pressure on interest rates. The alternative would be tax increases. In either case, the
fiscal impact may then represent not a lasting increase in demand but a substitution
of current for future consumption, which would be paid for in lower spending at a
later date” (Price and Chouraqui, 1983, p. 32; emphasis in the original).

In addition to the more conventional concerns over the crowding-out effects of
budget deficits, there are those effects which arise from the feedback effects of
persistent budget deficits on the structure of public spending. An important
consideration in this context is the repercussion on the composition of future
government expenditure, notably on public debt interest payments. Interest
payments will increase not only in direct proportion to the ratio of public debt to
GDP, but more so if those factors leading to increased public debt also put upward
pressure on nominal {(and real) interest rates. Furthermore, if interest payments
constitute a significant proportion of the budget deficit, the effective demand impact
of the deficit will be lower due to the low marginal propensity to consume out of
interest income. Aside from this, serious problems of sustainability in 8 medium-
term context arise if the re. . rate of interest exceeds the rate of growth of real GDP,
as already emphasised?. At the current juncture, many goverments are faced with
large and increasing interest payment burdens as a result of past deficits, and these
are severely limiting the ability to control the growth of public expenditure, to adjust
the overall composition of expenditure, and to use fiscal policy for demand
management purposes.
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In assessing the potential crowding-out effects of budget deficts, some insight
may be gained by abstracting from the impact of cyclical factors and inflation. The
structural or cyclically-adjusted deficit attempts to eliminate the impact of automatic
stabilisers which cause the actual deficit to rise when output is below its trend.
Although it is actual budget deficits which, in the end, have 1o be financed and which
add 1o the stock of outstanding debt, governments may find it easier to borrow to
finance "built-in stabilisers” since they should, by definition, disappear as output
returns to its trend growth path. In contrast, the structural budget deficit will persist
even when the economy is operated at its full capacity level so that it provides a
measure of the extent to which government and private savings may clash at the
cyclical peak, causing financial crowding-out. Although the distinction between
actual and structural budget deficits may be important for the analysis of
crowding-out, the practical and conceptual difficulties of measuring the structural
budget deficit are considerable. In particular, it requires estimation of the trend level
of output which entails difficult judgements about sustainable, non-inflationary
recovery potential (See OECD, Economic Outiook 34, December 1983, pp. 38-43;
Muller and Price, 1984). Finally, to the extent that actual budget deficits (even if
predominantly cyclical in nature) persist for some considerable time, the ratio of
public debt to GDP will rise and along with it the burden of government interest
payments in relation to GDP. The evolution of this process will thus see some
transformation of cyclical into structural budget deficits. This shift from cyclical to
structural deficit in the event of prolonged recession will be reinforced by a natural
tendency of potential output to adjust to actual output ievels.

Adjustment of the budget deficit for inflation reflects attempts to net out two
counteracting influences. First, inflation will raise the level of nominal interest rates
and thus entail higher government debt service payments. At the same time,
inflation reduces the value of outstanding government debt relative to GDP. These
two influences would be fully offsetting if all government debt was issued at a
variable rate, since then higher interest payments would be exactly matched by the
fall in the real value of outstanding liabilities. In this case the ratio of governinent debt
to GDP would remain unchanged, even though the deficit to GDP ratio would rise.
However, since this increase in the deficit to GDP ratio does not raise the real value of
government debt relative to private income and wealth it may cause fewer financing
probiems and hence less crowding-out of private borrowers. {See OECD, Economic
Outlook 34, p. 41). It may thus be desireble to adjust the deficit for the effects of
inflation in order to better assess possible crowding-out effects operating through
financial markets, although such adjustment also raises serious practical difficul-
ties®. Table 60 illustrates the potential importance of cyclical and inflation-related
adjustments tc government budget balances at a broad level of aggregation.
However, considerable caution is required in interpreting the relevance of these
adjusted data to the crowding-out debate. First, because of the considerable
measurement difficulties already alluded to and second, because the arguments that

193



@@m@m&g@ of GDR/GNP

Welphisd svorage for the maler Weightad evamgs for o smater
Voar k QECD sounlriasd ) CECD counlrisa®
1970 ~0.1 0.4 w 1.4 1.8 N
1871 ~{).8 ~{0.2 7.0 1.2 1.6 1.0
1972 -0.6 — (3.4 0.7 1.2 1.3 1.0
1973 0.0 ~ (.8 1.1 1.3 0.7 1.2
1974 —-0.8 -~ .2 1.8 0.9 0.5 1.6
1975 — 4.3 ~2.0 2.0 ~0.8 —-0.1 7.6
1976 —2.9 ~1.3 .8 4 ~0.7 1.3
1977 — 2.2 -=1.0 1.8 -1.9 O 0.9
1978 1.7 -~1.6 1.5 ~2.1 0.5 0.6
1979 2.4 -3 2.0 -2.5 9.3 1.0
1980 -2.5 —1.2 2.6 —~2.6 —1.4 1.3
1981 —4.0 -(.8 2.0 3.7 —~1.7 1.8
1682 -4.3 ~0.9 1.8 -4, —-2.2 2.0
a; Waighied awmgm are compuisd with 1982 &

B and excheng relen. loeland, Luxembowry, Porlugsl, Swilzeriand and
Turkay are exciudsd from the smallsy @E@@ &
b) Siructurst bucgst belanscas &re srpseesed pefes i :
= Not availsble,
Source: Mudist and Price (1284), Table A1.19 and A7.21.

the difierent elements wﬁs@h @@ﬁ%ﬁé@@@@ @
crowding-out impacts have themselve
tion.

Much of the empiricel evic
MacroeConomic conometric |
a given fiscal stimulus. In one
crowding-out effects are t
processes which natursll

%@%m@w&g& to @%ﬁ&%@@%@ @%@ impact of
this is an ﬁ@@m@?s@%@ ﬁ@m@%ﬂ@ﬁs as
¢ onomic

7O ih@ use of .

ate. For thsg reason

aw&agﬁnga&g@ﬁ of structural economic rel ips |
@?@wﬁgﬁ@ @s@% e@%&s@@ notably in to { 88 @ﬁ? diract @?@Wﬁéﬁg»m@ﬁ
| lin E??@ context of




In general, the degree of financial crowding-out will be determined at least
part by the extent to which government borrowing in financial markets is reflected in
higher levels of interest rates®. While it is difficult to point to clear evidence of a
contemporaneous link between interest rates and budget deficit levals, evidence for
the major OECD countries is suggestive of a connection between the level of
long-term interest rates and the projected ratic of the general government financial
deficit to net privete saving (Sse Price and Chouraqui, 1983, Chart 2, p. 33). Such
reiationships imply that longer-run crowding-out could constitute an immediate
proble: f current interest rates adjust in response to foreseen portfolio imbalances
arising from future budget deficits. As a recent study notes: “if international
differences in inflation and balance of payments are also waken into account as
determinants of interest rates, countries with relatively high average long-term
interest rates over the past decade also appear to be those with higher average
debt/GDP ratios” {See Chouraqui and Price, 1984, p. 24). Such links, however, are
not clear-cut and easily observable, particularly if adjustments are not made to
reflect the cyclical pasition of the economy. There doss nevertheless appear on
balance to be sufficient evidence suggestive of a positive relationship between the
level of interest rates and actual (and projected) borrowing reguirements of
governments, particularly in the more recent past®. There still remains the issue of
the extent to which these interest rate responses are themselves refiected in some
crowding-out of private sector acﬁavaw as a result of bond-financed increases in
government expenditure. -

Despite the snortcomings involved in the use of large-scale macroeconometric
models E@ assess the degree of crowding-out, estimated fiscal impacts are capable
of shedding some light on this issue. Table 6 1 presents for each of the major OECD
aconomiss, the simulated effects of an increase for each country acting in isolation in
real government expenditure equal to one per cent of real GDP, derived from the
OECD INTERLINK maodel?9, The fiscal impacts were estimated under four alternative
policy regimes, depending first on whether monetary policy was accommodating or
non-accommaodating, and second on whether the exchange rate was held fixed or

allowed to float. Accommodating monetary policy is defined in terms of adjustment
of the money supply in order that the demand for money can be met at existing
interest rates, while ﬁ@ﬂ@@@@mmmﬂ@tmg monstary policy is defined in terms of
adhsrence to pre-determined monetary growth targsts!!. When the exchange rate

i allowed to float, its net movement in the case of non-accommodating monetary
@@Eémf d@@@ﬁ@su@ﬁﬁ ih@ @éz@ of @h@ cm’@m &cmmi E‘@%éﬁ@ﬁSQ %@ the fiscal sﬁamuﬁus

.......

varigus syg&@m ?@gmm@% on exchar.ge rate expectations. Focusing on the output

@ﬁ@@‘ig after four years, the results in “Table 6 1 show fiscal multipliers in excess of
unity in all countries @m@@% the United Kingdom wiien the exchange rate is fixed and
monetary policy is acmmm@@a@mg When the exchange rate is allowed to float, the
fiscal multipliers increase in all countries, notably in France, due to the effects of
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currency depreciation on international competitivensss. When monetary policy is
assumed not to accommodate the fiscal stirnulus, the increassed demand for money
puts upward pressure on short-term interest rates, which in turn cause long-term
interest rates to rise leading to crowding-out of investiment and other interest-
sensitive expenditure components. For most countries, the degres of interest-rate
crowding-out is of a similar magnitude whether the exchange rate is fixed or floating.
If the degree of crowding-out is measured by ths reduction in the fiscal multiplier in
the non-accommodating case relative to the accommodating case, the results
indicate very little crowding-out in ltaly, about 30 per cent crowding-out in Canada
and the United Kingdom, between 50 and 60 per cent crowding-out in France and
Germany and up to 70 per cent crowding-out in Japan and the United States.
However, fiscal multipliers in the non-accommeodating cases are positive in all cases,
falling generally in the range 0.5 to 0.7, the main @m@mé@m being italy where the
multiplier remains slightly above unity.

Additional evidence on crowding-out has been provided by a recent review of
the simulation properties of a number of national econometric models (Ses Chan-Lee
and Kato, 1984). The simulated effects in nine countries of 2 1 per cent increase in
- government expenditure under alternative monetary policy assumptions were
investigated. The modesls incorporate crowding-out effects which operate through
transactions demand and portiolio effects plus those which, in an open economy
under fixed exchange rates, result from the effects of interest rates on capital flows
and hernce the money supply. The results based on the models investigated differ
both as regards the size of government expenditure multipliers, the dynamic profile
of output responses and the degree of crowding-out. With regard to the
crowding-out issue itself, the swdy concludes: “The m@g@my of national modsls
show comparatively weak crowding-out in the short a_ﬁﬁ medium run in response to
fiscal policy. By the seventh year, a number of models simulate relatively strong but
not full crowding-out effects.” ({Chan-Lee and Kato, op. ¢it., pn. 142-143).

The national models were also employed to investigate the extent of exchange
rate crowding-out when government expenditure is changed. Undesr a system of
floating exchange rates an increase (decreass) in government expenditure will cause
interest rates to rise (fall), thus leading to capital inflows (outflews), an exchange
rate appreciation {depreciation) and thus a decrease (increase) in net exports.
Complete exchange rate crowding-out occurs when the net export a@gus@m@m fully
offsets the output effects of the initiating fiscal palicy @h@ﬁg@ (although this ignores
for example any beneficial effects due to ﬁ@mp@mw rac 8@5@5’5%@ in inflation which may -
offset the direct effects of exchange rate ap@m@@m@ﬁ vig %h@ E? se@i@s‘? The

degree of exchange rate crowding-out can be asses i government

expenditure change (with non-accommodating ‘menetary pélicy) under alternative
‘assumptions of fixed and floating exchange rastes, W&%@ﬁ ﬁh@gg gémuﬂ@‘aﬁ@ﬂg were .

‘performed there was little evidencs of exchange rate @%’@Wﬁ%ﬁg“@%ﬁ in'the short and
medium-run, indeed, as is the case of Table 2, almost all of the national models




investigated showed slightly larger output effects in the medium-run under floating
exchange rates (See Chan-Lee and Kato, op. cit., Table 7, p. 125).

The general picture which emerges from the econometric or model-based
avidenes reviewed above is somewhat conflicting, yet indicative of clear crowding-
out effects in most cases, even though they are quite weak in some instances,
particularly in the shorter-run. It is worth recalling, howsver, that the resulis are
dependant upon the relationships embodied in the econometric models themselves,
which in most cases do not incorporate all channels through which crowding-out
affects may operate; °... most models remain broadly income/expenditure systems
of a fundamentally Keynesian inspiration ... few embody fully-specified stock or
wealth effects in expenditure functions, and none ssems to embody the latest
theoretical thinking on expectations or supply-side effects” (Chan-Lee and Kato,
op. cit., p. 148). Since these channels and effects are central to the crowding-out
issue their omission from the models suggests that the results should be treated
with considerable caution. In particular, the earlier discussion of crowding-out
channels highlights that government budget deficits can influence private spending
decisions in @ number of subtle, difficult to measure ways. Their effects depend not
only on the interest elasticities of money demand, investment and saving, but also
on such factors as expectations about future tax and spending policy, the nature of
the deficit-financed spending, and its substitutability with private spending.

Finally, there are the important effects which sustained budget dsficits have on
public debt/GDP ratios and associated interest payments by government. This latter
effect would seem at the current time to be a consequence of past budgetary actions
which is a major corcern for governments in a number of countries. To the extent
that this legacy from the past sericusly impedes the flexibility of governments to
pursue short and longer-run budgetary objectives, the resulting economic effects of
budget deficits may not have yet fully revealed themselves.

NOTES

1. The discussion throughout this chapter will be couched in terms of general government budget deficits.
Howaver, it is important to recall that the borrowing requirements of the public sector overall will
exceaed this in many countries, since public enterprises are often also net borrowers (cf. Table 21).

2. The analytical discussion of crowding-ocut effects draws heavily on published work undertaken by
members of the Monstary and Fiscal Pelicy Division of the OECD’s Economics and Statistics
Department. For more detailed information see OECD {1982); Price and Chouragui (1983); Chouraqui
and Price {1984); Muller and Price (1984).

3.  Crowding-in would occur if the ratio of the substitutability of money for bonds to the substitutability of
bonds for capital is greater than the ratio of the sensitivities of the demands for money and capital to
changss in wealth., See Friedman (1978); Blinder and Solow {1974},

4, For a further discussion of this point, see Price and Muller {1984).
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11.

For more discussion of inflation-adiusted budgst balancss and the methedology ussed to estimsts them,
gan Muller and Price {1984), Ssction Il and Annex 3. _
Ona sspact of dires! crowding-cul through “ultrarationstity” is discussed in Chapter IV in the context of
the impact of public pansion echemes on household savings ceclgions.

There is also the maore Jundamental “rational expectstions” eritique of the usefulness of policy
simulations with ecenometric modsls, assocliated with the work of Lucas {1978).

For 8 more detailsd discussion of this tople, ses Choursgyl and Price (1984}, pp. 21-28.

Further evidence on this point, In the context of rational expseations modals, is containgd in a recent
study by Masson, Blundell-Wignell end Richardson (1884).

Tha INTERLINK modsl is described in detail in OECD (19834d). The simulations reposted in Teble 61 ara

based on the new financiel blocks which ere presentsd end estimated in Blundsell-Wignall et ol {1084).
For some dissussion of fises! multiplisrs in an sarlisr version of the INTERLINK model, sse the Annex to
Largen, Llswellyn and Potter {1883). ‘

These monstary policy regimes &re deseribed in more dstall in Blundell-Wignall et §§ . 0p- c@ﬁ
pp. 24-28. it should be siressed that these policy regimes, while legitimats in the context of modsll
fizeg) mpacts, sre likely 10 encouller considerable problems i sttempls were mads 1 @@iu@ﬁiv
implemant them. For example, it is probsbly unreslistic o assume that the monetary suthorities could

maintain interest rates constant in practics.
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