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The large federal budget deficit confronts monetary policy with 

an unprecedented task. Large deficits often have been the cause of inflation. 

If inflation were to resume, the gains of the last few years, achieved at great 

sacrifice, would be lost. Interest rates could rise sharply. Monetary policy, 

by keeping the growth of money on a moderate path, can avoid most of the 

inflationary threat. It could not, however, prevent the pressures on 

financial markets that would develop as government and the private sector 

began increasingly to compete for funds. Nor could it achieve the lower 

interest rates that our good inflation performance has put within our reach. 

A restraining monetary policy can forestall the most immediate 

threat emanating from the deficit. It cannot cope with the more subtle and 

long-run influences. The budget deficit is attracting foreign capital at 

this time. That has raised the value of the dollar to levels at which our 

Sports have suffered and our import-competing domestic industries likewise. 

The resulting trade deficit threatens to make the United States an international 

debtor nation. 



If our heavy borrowing abroad should eventually cause foreigners 

to lose confidence in our currency, these capital inflows might cease. The 

financing of the budget deficit would then fall entirely on our domestic 

financial markets, adding to the pressures. Investment would suffer, a 

threat to continued expansion could develop, and in any event our long-term 

capacity to create jobs would diminish. 

These consequences, looming down the road, need to be borne in mind 

when it is suggested that monetary policy can cope with the consequences of 

the deficit and that no action to reduce it is needed. Monetary policy can 

play its role in restraining inflation, if the Federal Reserve is free to 

pursue its intended policies. The basic remedies have to come from elsewhere 

-- a large-scale reduction in the budget deficit. 
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