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15 1 FEDERAL GOVERNMENT DEFICIT AND DEBTa 

a. U.S. federal government debt is debt held by the public less that portion held by the Federal R e s e ~ e  System. Deficit is the year-to-year change in the 
federal government debt. 
b. Calculated using the 10-year Treasury rate and the expected inflation rate from the Survey of Professional Forecasters. 
NOTE: 1996 data are the average of the first two quarters. 
SOURCES: Board of Governors of the Federal Reserve System, Flow of  Funds Accounts of the United States; and the Federal Reserve Bank of Philadelphia, 
Survey of Professional Forecasters. 
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Accortling to conventional \\.istiom. 
U.S. government I~utlget deficits 
compete against private investtilent 
for a fised supply of' loana1,le fi~ncls. 
The resulting increase in real inter- 
est r:ltes ;ittracts foreign lentlers. 
who I,icl up the clollar's eschange 
value in their zeal to acc1i1ir.e higher- 
yielcling U.S. securities. A clollar ap- 
preciation resi~lts in n current ac- 
count cleficit, n-hich is a necessary 
counterpart to an inflow of' foreign 
savings (see page 19). 

'I'he p ~ ~ b l e m  with this accepteel 
psogression is that except for the fis- 
cal espansion of the early 198Os, the 
relevant cl;~ta do not seem to m:irch 
in step. Statistical analyses of these 
connections also fail to offer 1111- 

et~itivocal support. 
An alternative way of examining 

f'sc:il policies focuses on how partic- 
illas tax ancl spending progl-arns in- 
fli~ence savings, production, ancl 
worli effort, ratlies than on the 
clef'icit per se. To illustrate this idea 
in the  estreme, we coulcl conceiv- 

ably lower the cleficit by raising 
tases 011 c:lr)ital gains, on the 
wealthiest inclividuals, ancl on pay- 
rolls, while simultaneously cutting 
esp~~di tures  for roacls :ind po1-t~. Al- 
though such policies might lower 
the buclget cleficit, they alrllost cer- 
t;iinly xvoilld raise real interest rates 
I,y cliscouraging saving ancl han?per- 
ing procluction. In this view, deficits 
1,ecorne lilie shaclo\vs cast h y  Inore 
deep-seated and consequential fiscal 
clistortions. 
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