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THE DEFICIT 
Some Reasons tc 

Today there is widespread 
concern about the effects 

of large and persistent federal 
budget deficits on our economy. 

That concern has recently pro-
duced dramatic swings in financial 

markets. News implying reduced 
borrowing by the Treasury has pushed 

market interest rates down, while infor-
mation to the contrary has provoked 

upward rate movements. Similar sensi-
tivity persists in Washington, where there 

is a consensus that reduced deficits are a 
highly important economic objective, even 
though there is considerable disagreement 
about how to achieve such reductions. Public 
opinion polls reflect widespread belief that 
borrowing to finance federal deficits operates 
to "crowd out" private borrowing. 

So it is, to say the least, an important subject. 
For this special issue of our Economic Review 
we have compiled a series of research papers 
on the economic consequences of federal 
budget deficits. To lead off, James R. Barth, 
visiting scholar at the Federal Reserve Bank of 
Atlanta and economics professor at George 
Washington University, and Stephen Morrell, 
financial economist with the Atlanta Fed, pre-
sent a primer on the subject of federal budget 
deficits, describing how they are derived and 
measured. During the first 140 years of the 
Republic, they show, the U. S. budget was in 
the red only 32 percent of the time, while the 
half century from 1931 to 1981 produced 
deficits 84 percent of the time. The size and 
persistence of today's deficits, and of those 
being forecast for the years ahead, are well 
outside the general historical experience of the 
United States. 

The mere size and growth of deficits, however, 
may not always provide an accurate assessment 
of their effects. Deficits are countercyclical, 
since both tax revenues and federal spending 
under entit lement programs vary countercyli-
cally. Much of the deficit can be attributed to 
changes in the business cycle, quite aside from 
legislative changes. Recognizing this, Morrell 
uses statistical techniques to separate the growth of 
the inflation-adjusted deficit into that associated 
with the deviation of output from its trend 
growth and that caused by current legislative 
action. Since deficits arising from a weak economy 
are usually accompanied by falling private credit 
demands, while those resulting from noncylical 
changes may not be, Morell finds that weak-
economy deficits have not generally produced 
upward interest rate pressures whereas strong-
economy deficits sometimes have produced 
such pressure. 

Gerald Dwyer, visiting scholar at the Atlanta 
Federal Reserve and economics professor at 
Emory University, next examines the relation-
ship between deficits and inflation. After ex-
amining the channels through which deficits 
can contribute to inflation, Dwyer applies tests 
of causation to evidence on the deficit-inflation 
relationship. His analysis suggests that, in the 
past knowledge of the deficit would not have 
helped in predicting the inflation rate, but that 
knowledge of the inflation rate would have 
helped in predicting the deficit. Inflation tends 
to "cause" deficits, Dwyer finds, implying that 
the persistent inflation characterizing today's 
economy makes it difficult to reduce deficits. 
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che Apprehensive 
Turning to direct evidence concerning effects 

of deficits on interest rates, Victor Canto and 
Donald Rapp, researchers at the University of 
Southern California School of Business, find 
that patterns have varied significantly from 
year to year. As a consequence, their statistical 
analysis does not reveal a consistent simple 
relationship between deficits and interest rates, 
implying that higher deficits do not bring higher 
interest rates in every case but wil l in some 
cases and not in others. Their analysis implies 
that, in addit ion to the size of the deficit, 
information such as the savings rate is needed 
to gauge the relationships between deficits 
and interest rates. 

Randall Holcombe, economics professor at 
Auburn University, gets at the crowding out 
question another way, by focusing on the 
effects of deficits on private-sector saving and 
capital formation. He finds that private savings 
have not increased sufficiently to finance both 
private investment and higher deficits. As a 
result, private capital formation has suffered 
from deficits, and crowding out has been typical. 

The final paper, by Ernest Tanner, economics 
professor at Tulane University, examines the 
disillusion with fiscal policy as a tool for stabi-
lizing economic activity. Tanner reports that 
the economics profession's views have come 
full circle. 

In summary, we think that the reader who 
studies the following pages wil l emerge more 
concerned than ever about the economic effects 
of large and persistent federal deficits. 

It is apparent, as Canto and Rapp suggest in 
the fourth article, that there has been no 
systematic relationship, historically, between 

deficits and interest rates, and that we must 
look for the answer in the circumstances sur-
rounding each situation. 

When we apply that prescription to the 
situation in 1982, the other articles give some 
reasons to be apprehensive that the public 
deficits wil l indeed push up interest rates and 
crowd out private spending and investment. 
Barth and Morrell show how current and im-
pending federal deficits exceed our nation's 
general experience. Morrell goes on to argue 
that large deficits may produce upward pressure 
on interest rates when our economy is expanding, 
as it will be during the recovery from the 1982 
recession. Dwyer's work points to persistent 
deficits as a product of inflation, suggesting that it 
may be unusually difficult to reduce the deficit in 
an economy where inflation and inflationary 
expectations are so strongly embedded. 

Holcombe's article casts doubt on another 
"way out" of the current predicament, arguing 
that federal deficits historically have not induced 
an equal amount of saving in the private sector. 
Tanner's paper concludes by documenting the 
dwindling evidence and support for traditional 
demand-side fiscal policy, which we see reflected 
in today's combination of high deficits and 
economic weaknesses. 

This, at least, is the way we read the evidence 
presented in this issue of our Economic Review. 
But beyond that, we hope you, our readers, will 
take the time to examine the evidence compiled 
by these scholars, and to draw your own con-
clusions from it. The urgency and persistence 
of our nation's economic problems demand 
nothing less. 
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A Primer on 
Budget Deficits 

During the past 20 years, the federal govern-
ment budget has been in deficit 19 times, the 
only budget surplus occurring in 1969. Most 
current projections indicate that this trend wil l 
continue in the years ahead. In response to this 
situation, 31 state legislatures have already 
approved resolutions petitioning for a constitu-
tional convention that would require an annually 
balanced budget. Similar resolutions are cur-
rently being considered by other state legisla-
tures, with only three more needed to force the 
Congress to organize a constitutional convention 
to consider a balanced-budget amendment. 
Recently, President Reagan endorsed the idea 
of such an amendment. One amendment ap-
proved by the Senate early this month would 
permit a budget deficit only in wartime or when 
authorized by a three-fifths majority of the House 
and Senate. 

This article is a primer on budget deficits. 
Section I defines what is meant by a budget 
deficit, how deficits are measured, and what is 
not included in conventional measures of the 
deficit. In Section II, we'll examine the U. S. 
budgetary record from the beginning of the 
Republic in 1789 to the present. Section III 
relates current concerns about budget deficits 
to parallel concerns expressed during the Great 
Depression—a period marked by significant 
changes in thinking about the effects of deficits. 
Section IV examines the major points of con-
troversy about the economic impact of deficits. 

What Is a Budget Deficit? 
In any discussion of budget deficits, one 

must be sure to understand exactly what this 
term means. Most of the concern focuses on 
federal deficits, not the aggregate budgetary 
positions of local, state and federal governments. 
For this reason, we will consider only federal 
budgetary deficits here. At the federal level, 
the government collects taxes (T) out of which 

it spends on goods and services and provides 
for transfer payments (G) as well as pays interest 
on its outstanding debt (iB) (where i is the 
nominal interest rate and B is federal government 
debt outstanding). In recent years, government 
expenditures frequently have exceeded receipts, 
resulting in deficits. A deficit therefore occurs 
whenever expenditures exceed receipts and 
the size of the deficit is measured by the 
amount by which expenditures exceed receipts. 

Symbolically, this situation may be expressed 
as: 

(1) Deficit = G + i B - T . 

Of course, government spending does not 
always exceed revenue. When the reverse is 
the case, the government budget is said to be 
in surplus. A balanced budget occurs whenever 
expenditures are exactly matched by receipts. 

Naturally, deficits must be financed. There 
are two principal ways in which this is done, 
both of which involve an increase in govern-
ment liabilities.1 One way to finance deficits is 
through the sale of federal government securi-
ties to the public (both domestic and foreign) 
while the other way is through the sale of 
securities to the Federal Reserve. The Federal 
Reserve purchases securities, not directly from 
the Treasury Department, but rather through 
open market operations conducted through 
security dealers in the New York financial 
markets. When the Federal Reserve buys securi-

' Dec reases in gove rnmen t asse ts t h rough the sale of such assets as gold, 
fo re ign exchange, bui ld ings, equ ipment , and land cons t i tu te a th i rd means 
of f inancing, but have occu r red in suf f ic ient ly smal l a m o u n t s in recent years 
w h e n compared to the s ize of the def ic i ts that they can be safe ly om i t t ed for 
the purposes of th is paper It shou ld be po in ted out , however , that in the May 
1 2, 1 982 , issue of the W a s h i n g t o n Post it was repor ted that the Reagan 
Admin is t ra t ion " h o p e s to ra ise $ 18 bi l l ion over five years t h rough the sale of 
3 5 mi l l ion acres of federa l real estae, near ly 5 pe rcen t of wha t it now owns' 
(p. A22). From an histor ical v iewpoint , it m igh t be no ted that " rece ip ts from 
the sale of publ ic lands were .o f cons iderab le impor tance" in comple te ly 
e l im ina t ing the federa l deb t by January 1935. See Lewis H. Kimmel, 
Federal Budget and Fiscal Policy 1 7 8 9 - 1 9 5 8 , The Brookings Institution, 
Washington, D C., 1959, p. 315. 
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While controversy over budget deficits has raged since the 
Great Depression, the relationships between deficits and 
economic activity remain complex and puzzling. With debate 
intensifying under the pressure of high projected deficits, an 
understanding of the basic issues is essential. 

ties, it results in an increase in its monetary 
liabilities, specifically reserves of commercial 
banks and thrift institutions plus coin and 
currency, or an increase in the monetary base. 
Since an increase in the monetary base typically 
increases the money supply, the sale of securi-
ties to the Federal Reserve to finance deficits is 
commonly referred to as money-financed defi-
cits. Sales of securities to the public, on the 
other hand, are commonly referred to as bond-
financed deficits. 

Equation (1) may now be written as: 
(2) Deficit = AB + AM = C + iB - T 

where AB represents the positive change in bonds 
held by the public and AM represents the 
positive change in bonds held by the Federal 
Reserve.2 This equation states that when gov-
ernment spending exceeds revenues, the resulting 
deficit must be bond - and/or money-financed. 
Most discussions of the federal deficit are based 
upon equation (2), which represents the nominal 
federal budget deficit. It should be noted that 
the widely reported figures on deficits in news-
papers, magazines, and other news media are 
based upon the unified budget concept, not the 
national income accounts concept. The essential 
difference between the two concepts is that the 
former is on a cash basis, whereas the latter is on 
an accrual basis.3 

An Alternative Measure of the Budget Deficit 

The budget deficit as measured by equation 
(2) is not the only or, for that matter, the most 
appropriate measure available. An alternative 
measure that merits special attention is the real 
or inflation-adjusted deficit.4 This measure of 
the deficit is given by: 

(3) Real Deficit = A ( B / P ) + A ( M / P ) = G / P + 
rB / P - T T M / P - T / P , 
where P is the price level, r is the real rate of 
interest (i - n), and n is the inflation rate. This 
equation states that the amount by which real 
federal government expenditures exceed real 
revenues is financed by changes in the real value 
of government bonds and monetary liabililties. 

A few comments about this measure of the 
deficit are appropriate. First, when there is no 
inflation ( n = 0), one simply multiplies equation 
(3) by the price level (P) to obtain equation (2). 
Second, real interest payments on the federal 
debt are given by rB/P. This means that if 
inflation is fully anticipated and thus completely 
embodied in the nominal interest rate that the 
Treasury Department pays on federal govern-
ment debt, then a higher inflation rate need 
not affect the real deficit. But, for this to 
happen, the nominal debt must increase along 
with the price level. Inflation would, therefore, 
increase the nominal deficit (see equation (2)) 

2The B on the r igh t -hand s ide of equa t ion (2) is the s a m e as the B on the left-
hand side. In o ther words, federa l expend i tu res on interest paymen ts on ly 
inc lude those made' to the publ ic. The reason is that "a lmos t all interest 
received by the Federa l Reserve ho ld ings of deb t have on ly a smal l e f fec t 
on the budge t surp lus or defici t ." See Spec ia l Analys is E, Bor row ing and 
Debt, The Budget of the Un i ted S ta tes G o v e r n m e n t 1983 , Of f ice of 
Managemen t and B u d g e t Execut ive Of f ice of t h e P r e s i d e n t February 
1982, p. 4. It shou ld be po in ted out tha t the revenue re tu rned to t heTreasu ry 
by the Federa l Reserve Sys tem is inc luded, in the nat ional i n c o m e 
accounts, as a part of co rpo ra te taxes. This, of course, overs ta tes co rpora te 
taxes, par t icu lar ly in h igh in terest rate per iods. 

3 More speci f ical ly , " the (unif ied) budge t records rece ip ts at the t ime the cash 
is co l lec ted regard less of w h e n t h e i n c o m e is e a r n e d and ou t lays (excep t 
interest pa id to the publ ic) are genera l l y recorded at the t ime t h e c h e c k s are 
issued. The NIA (nat ional i n c o m e accounts) a t temp ts to record most 
receipts f rom the bus iness sec tor in the t ime per iod in w h i c h the i n c o m e is 
earned rather than w h e n taxes are actual ly paid, wh i le persona l i n c o m e 

taxes and socia l insurance con t r ibu t ions a re reco rded at the t ime of 
payment by the ind iv idual taxpayer ra ther t han w h e n the l iabi l i ty is acc rued 
or t h e cash is rece ived by Treasury." See Spec ia l Analys is B, Federa l 
Transc t ions in the Nat iona l I n c o m e Accounts , The Budget of the Un i ted 
S ta tes Government , 1983 , Of f i ce of M a n a g e m e n t and Budge t Execut ive 
Of f ice of the President , February 1982 , p. 29. 

"As one w ide ly k n o w n economis t states, " the relat ive long-run stabi l i ty in t h e 
pr ice level tha t prevai led be fo re W o r l d War 11 has been rep laced by a se t t ing 
of ch ron ic inf lat ion. Accord ingly , the examina t i on of nomina l deb t da ta may 
be sat is factory for the pre-Wor ld War 11 per iod, but w o u l d not be use fu l a f ter 
t h e war. M o v e m e n t s in nomina l deb t a long w i th the pr ice level, w h i c h mere ly 
ma in ta ins the real va lue of t h e ou ts tand ing debt , a re inaccura te ly labe led as 
def ic i ts in th is analysis." See Rober t J. Barro, " C o m m e n t f rom an Unrecon-
s t ruc ted Ricardian," Journa l of M o n e t a r y E c o n o m i c s , Augus t 1978, p. 
575 . Also, see Brian Hor r igan and Aris Proptopapadak is , "Federa l Defici ts: 
A Faul ty G a u g e of G o v e r n m e n t s Impact on Financial Markets , " Business 
Review, Federa l Reserve Bank of Phiadelphia, March-Apr i l 1982, pp.3-16. 
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"Inflation essentially acts as a 
tax on the governments 
monetary liabilities whether 
inflation is anticipated or not" 

due to increased interest payments on debt 
outstanding (iB). Third, the real return on M/P 
is minus the inflation rate i-n), since the nominal 
rate of return on M is zero. Fourth, money-
financed deficits that persist over time would 
continually increase the nominal deficit but 
could decrease the real deficit so long as M and 
P move together. Fifth, and most importantly, 
inflation essentially acts as a tax on the govern-
ment's monetary liabilities whether it is antici-
pated or not; it also constitutes a tax on bond 
liabilities to the extent that the inflation is 
unanticipated. For this reason we should examine 
both nominal and real deficits, especially during 
periods of chronic inflation. 

To illustrate the importance of adjusting for 
inflation, consider that the nominal deficit was 
nearly $60 billion in fiscal year 1980. Given that 
B was equal to $594 billion and M was equal to 
$157 bill ion in that year and that the inflation 
rate was 9 percent, one would have to subtract 
about $68 bill ion from the nominal deficit to 
obtain an inflation-adjusted deficit. Doing this, 
the result is that the fiscal year 1980 deficit 
becomes an $8 bill ion surplus. 

Finally, rather than simply considering the 
size of federal deficits in isolation, it is frequently 
more informative to measure deficits relative 
to gross national product (GNP). In other words, 
it is useful to consider deficits (or surpluses) as 
a share of GNP. To illustrate the information 
this approach yields, consider the years 1968 
and 1979. In the earlier year, the deficit was 
$25.2 billion, nearly the same as the 1979 
deficit of $27.7 billion. When measured as a 
share of GNP, however, the situation is quite 
different. In 1968, the deficit amounted to 3 
percent of GNP, whereas in 1979 the corre-
sponding amount was only 1.2 percent. These 
figures demonstrate that financing the same 

8 

size deficits may have far different implications 
depending upon the level of overall economic 
activity. Furthermore, as wil l be shown in the 
next section, the level of economic activity wil l 
significantly affect the size of the deficit. In 
short, to better understand deficits it is impor-
tant to put them into perspective by expressing 
the deficits as a share of GNP. 

What the Budget Deficit Doesn't Measure 

It is important when discussing federal deficits 
to realize what they do not measure. Certainly, 
federal deficits as commonly known do not 
measure the change in the net worth of the 
federal government. In other words, although 
it may be conceptually sound to be interested 
ultimately in the federal government's net 
worth (assets less liabilities), such a measure-
ment is extremely difficult to obtain. Valuing 
equipment, buildings, land, social security obli-
gations, retirement benefits, and loan guarantees, 
to mention just a few assets and liabilities, 
would require a herculean effort.5 One could 
even ask whether monetary liabilities actually 
exist, since there is no presumption that base 
money (reserves plus currency) will ever be 
retired. In any event, deficits should not be 
equated with dis-saving in the sense that the 
federal government's net worth is necessarily 
declining by the same amounts. The widely 
reported measures of the budget deficit are far 
narrower in scope.6 

Another factor is that the federal deficit does 
not include the activities of off-budget federal 
entities such as the Federal Financing Bank, 
Synthetic Fuels Corporation, and the Postal 
Service fund.7 Off-budget entity activities do 
not show up in the unified budget spending 
arid thus the deficit figures. This means, of 

5 S u c h a h e r c u l e a n e f fo r t has b e e n recen t l y u n d e r t a k e n by Rober t E isner 1 
and Paul Pieper, "Gove rnmen t Net Wor th : Assets, Liabil it ies, a n d Revaluat ions" 
S o m e of the i r e s t i m a t e s a re p r e s e n t e d in t h e E c o n o m i c Repor t o f the 
Pres iden t , U.S. G o v e r n m e n t Pr in t ing O f f i c e (1982) . 

6Clear ly, if g o v e r n m e n t def ic i ts a re hypo thes i zed t o a f fec t e c o n o m i c variables, 
o n e m u s t b e s u r e t o u s e a n a p p r o p r i a t e m e a s u r e t o t h e de f i c i t w h e n • 
p e r f o r m i n g e m p i r i c a l tests . For m o r e d e t a i l e d d i s c u s s i o n s of s o m e of these 
issues, s e e t h e E c o n o m i c R e p o r t of t h e P r e s i d e n t , F e b r u a r y 1 9 8 2 , pp. 
1 0 2 - 1 0 8 , a n d R u d o l p h G. Penner , " H o w M u c h is O w e d by t h e Federa l 
G o v e r n m e n t ? " , A m e r i c a n En te rp r i se Ins t i tu te , u n d a t e d m i m e o . 

' F o r an e x t r e m e l y r e a d a b l e a n d in fo rmat i ve d i s c u s s i o n of o f f - b u d g e t en t i t ies 
at t h e f ede ra l as w e l l a s s ta te a n d loca l leve ls of g o v e r n m e n t s e e J a m e s T. 
B e n n e t t a n d T h o m a s J. D iLo renzo , " H o w t h e G o v e r n m e n t Evades Taxes," 
Pol icy Rev iew , W i n t e r 1982 , pp .71-89 . Also, s e e Dav id H. Res le r and 
Richard W. Lang , "Fede ra l A g e n c y Debt : A n o t h e r S ide of Federa l Borrowing," 
Fede ra l Rese rve B a n k of St. L o u s R e v i e w , N o v e m b e r 1 9 7 9 , pp. 10-19, a n d 
F e d e r a l C r e d i t Act iv i t ies: An O v e r v i e w of t h e P r e s i d e n t ' s Cred i t 
B u d g e t for F isca l Year 1 9 8 3 , C o n g r e s s i o n a l B u d g e t Of f ice , Staf f W o r k i n g 
Paper , M a r c h 1982 . ^ 
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course, that off-budget spending does not go 
through the normal congressional process.8 In 
1973, when off-budget federal entity outlays 
began, the federal deficit was $14.9 billion 
when these entities were included. Excluding 
them reduced the deficit only to $14.8 billion. 
However, by 1981, the situation was vastly 
different. The federal deficit was $57.9 bill ion 
excluding these entities. But it jumps to $78.9 
billion when they are included. Clearly, the 
exclusion of off-budget entities understates the 
size of the deficit and thus the magnitude of 
borrowing undertaken by the federal government.9 

In addition, almost all of the talk about 
budget deficits refers to the federal deficit, yet 
not all government borrowing in the credit 
markets is done by the federal government. 
State and local governments also borrow in the 
credit markets. They may also, of course, pur-
chase federal government securities. Thus, when 
assessing the impact of government borrowing 
on the competition for loanable funds between 
the public and private sectors, one should 
properly consider total borrowing (net of inter-
governmental transactions) by all levels of 
government, not just federal borrowing. 

The Federal Budgetary Record 
To put the concern over budget deficits 

into better perspective, it is useful to review 
the federal budgetary record. From the estab-
lishment of the U. S. Treasury in 1789 through 
1981, there have been 191 budgets.10 During 
this long period, the record shows that there 
have been 88 deficits and 103 surpluses 
(see the Appendix for a partial listing of the 
actual data). 

Such a long period, however, may obscure 
important changes in budgeting behavior. 
The period is therefore broken down into 
two subperiods, 1789 to 1930 and 1931 to 

1981. The reason for this particular split is 
that, as Lewis Kimmel has stated, "... at no 
t ime prior to the 1930s were public expendi-
tures used deliberately and consciously as a 
balancing factor; there was little or no evi-
dence of a conscious fiscal policy in the 
modern sense of the term."11 Subsequent to 
the 1930s, however, fiscal policy became 
increasingly viewed as a tool for smoothing 
cyclical fluctuations in economic activity. 

During the 140 years from 1789 to 1930, 
there were 45 deficits. This means, of course, 
that there were 95 surpluses. In short, during 
the first 140 years of U. S. history the budget 
was in the red 32 percent of the time. The 
budgetary record for the more recent 1931 to 
1981 subperiod, however, is quite different. In 
almost one-third fewer years (51), there were 
nearly as many deficits (43). Surpluses occurred 
only eight times. In other words, the past half 
century saw deficits 84 percent of the time. 

The situation for the past 32 years is even 
more striking. Since 1950, there have been 
27 deficits and only five surpluses, the most 
recent one in 1969. The largest deficit on 
record occurred during this period—$66.4 
billion in 1976. This compares to the first 
budget deficit of $1.4 million in 1792. 

The entire budgetary record is presented 
graphically in chart 1, which shows that there are 
clearly periods in which deficits asashare of GNP 
have tended to skyrocket. What is striking, how-
ever, is that the largest deficits always have 
occurred during war periods. In fact, the record is 
that of the 88 deficits during the past 191 years, 
30 of these occurred during war years. Omitt ing 

" I b i d . , p. 8. 

8 Senator J o h n Heinz recent ly i n t roduced legis lat ion to move Social Secur i ty 
of f -budget largely due to the p ro t rac ted deba te over t h e f iscal year 1983 
budget. 

9Of course, it shou ld be no ted that s o m e federa l deb t is acqu i red by federa l 
agencies. Specif ical ly, " to ta l agency ho ld ings of Federa l secur i t ies wil l 
reach an es t ima ted $ 2 3 7 bi l l ion by the end of 1983. This wi l l compr i se 19 
percent of the gross federa l debt." See Spec ia l Analysis E, Bor row ing and 
D e b t The Budget of the Un i ted S ta tes G o v e r n m e n t 1983, Of f i ce of 
Managemen t and Budget , Execut ive Of f ice of t h e P res iden t February 
1982, p. 20. 

' " In terest ing ly enough , as Lew is K immel points out, " the federa l gove rnmen t 
has ope ra ted under a budget , proper ly so-cal led, on ly s ince 1921 . . . " See 
Federal Budget and Fiscal Policy, 1 7 8 9 - 1 9 5 8 , The Brookings Institution, 
Washington, D.C., 1959, p. 2. 

Editor's Note: 
This article is based on federal budget data from 1789 -
1981 which, as far as we know, have never been compiled 
in a single source before. While the complete Appendix 
table is too bulky to reproduce in this article, it is available 
upon request from the authors. 
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Chart 1 . Unified Federal Budget Surplus or Deficit 
as a Percentage of GNP from 1789 - 1981 
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war years, then, one finds that there were 103 
surpluses versus 58 deficits since the first U. S. 
budget. Of course, depressions and recessions, 
by reducing revenues and stimulating expendi-
tures, also are associated with deficits. The largest 
peacetime deficit occurred during the Great 
Depression of the 1930s. 

Given that there were so many surpluses 
during U. S. history, it is important to under-
stand their purpose.12 Basically, surpluses 
are intended to reduce, and ultimately to 
retire, federal debt outstanding. As chart 2 
shows, this goal has been largely accom-
plished. As may be seen, wars caused federal 
debt as a share of GNP to rise sharply. However, 
after the wars, federal debt fell 
rather steadily. The same pattern emerged 
for severe recessions, such as the Great 
Depression of the 1930s. Also, notice that 
federal debt was essentially eliminated during 
the 1830s. 

As chart 2 dramatically shows, contrary to what 
people may believe, the federal debt has not 
grown without limit. On the basis of the historical 
record, there was every reason to believe that 
eventually it would be paid off. Only in the last 
few years has the federal debt leveled off. What 
wil l happen in future years, of course, is very 
uncertain. This uncertainty, in turn, affects financial 
markets in ways that are not fully understood. 
More will be said about this in subsequent 
sections. 

Budget Deficits and the Great Depression 

The current concern about federal deficits is 
reminiscent of the concern expressed duringthe 
Great Depression.13 Prior to the 1930s it was 
widely believed thata balanced budget was"the 
principal test of sound fiscal management"14 As the 
previous section demonstrated, surpluses 

2 ln v iew of all t he cont roversy over budge t def ic i ts, it is in teres t ing t o note tha t 
budge t surp luses dur ing the 1 8 8 0 s a l s o c rea ted p r o b l e m s a n d cont roversy. 
See Ibid., pp.70-75. 

^ I n te res t i ng l y enough , w h e n t h e u n e m p l o y m e n t rate rose to 9.4 pe rcen t in 
Apri l of 1982 , the headl ine of the May 8 1 9 8 2 issue of the W a s h i n g t o n Post 
read " U n e m p l o y m e n t Worst S ince Great Depression." 

1 4See Lewis H Kimmel , Federa l B u d g e t a n d Fiscal Policy, 1 7 8 9 - 1 9 5 8 , 
The Brook ings Inst i tut ion, Wash ing ton , D C , 1959 , p. 143. The mater ia l in 
th is sec t ion is based ent i re ly upon K immel 's fasc inat ing accoun t of U.S. 
budge t policy. 

10 A U G U S T 1982 , E C O N O M I C R E V I E W 
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were the rule, not the exception. When deficits 
did occur, it was mainly due to wars. But 
following the wars, surpluses were typically 
accumulated so that outstanding federal 
debt could be retired. During the 1930s, 
however, something quite different happened. 
For the first t ime in U. S. history, the nation 
incurred 10 successive peacetime deficits. 

On December 2, 1929, approximately six 
weeks after the collapse of the stock market, 
President Hoover submitted his budget for 
1931 to the Congress. There was no indication 
in this budget nor any direct admission 
during the following year that large and 
continual deficits were looming. Indeed, "even 
the 1932 budget released in December 
1930 indicated surpluses for the fiscal years 
1931 and 1932."15 This situation did not last 
long, however. "As the depression deepened, 
it became apparent that the budget estimates 
had been far too optimistic and that the 
Treasury would soon be faced with larger 
deficits than any previously incurred in t ime 
of peace."16 

Despite the depression, a balanced budget 
was considered to be an essential condit ion 
for recovery. "A balanced budget was regarded 

as a prerequisite for a revival of business 
confidence."17 Moreover, "federal borrowing 
was viewed as competit ive with business 
and other private borrowing; interest rates 
were higher because of federal competit ion 
for loan funds."18 Lastly, an "unbalanced 
federal budget was equated with inflation."19 

Thus, it is no surprise that in the early 1930s 
" the President (Hoover), officials of the exec-
utive branch, and the leadership of both 
parties in Congress" united in "making a 
balanced budget the primary policy goal."20 

Interestingly enough, throughout the early 
years of the depression, it was frequently 
asserted that heavy or excessive tax burdens 
were a major reason for, if not the sole cause 
of, the "unsatisfactory economic situation."21 

Despite this view, however, tax reductions 
were not regarded as a viable option. Instead, 

'5 lbid. , p. 145. 
16 lbid., p. 146. 
" Ib id . , p. 152. 
'"Ibid., p. 152. 
'«Ibid., p. 152. 
2 0 lbid. , p. 153. 
21 Ibid., p. 164. 
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a balanced budget achieved primarily through 
rigorous expenditure control was the primary 
goal."22 

During the 1932 presidential campaign, 
" t he Democrat ic party became the self-
appointed champion of what was accepted 
as fiscal conservatism."23 In this role, the 
Democrats "made the most of the 'reckless-
ness' of those who would tolerate continued 
unbalance in the federal accounts."24 Wi th 
the election of President Roosevelt, however, 
the campaign rhetoric faded fast. By the 
t ime of the budget message of January 5, 
1937, in contrast to the first budget message 
"which promised a balanced budget in the 
third year of recovery," "... a fully balanced 
budget was now assured only in the indefinite 
but apparently not-too-distant future."25 In-
stead of balancing the budget, very early on 
in the Roosevelt administration "restoring 
the economy, which above all else required 
a reduction in unemployment to a reasonable 

" I b i d . , p. 165. 
» I b i d . , p. 166. 
» I b i d . , p. 166-167 . 
» I b i d . , p. 182. 

12 

minimum, became a primary objective of 
public policy."26 Indeed, "on numerous occa-
sions the President stated that government 
was responsible for providing for the unem-
ployed and the needy."27 While doing this, 
however, " i t was held that these and other 
governmental expenditures would contribute 
to rising income levels and increases in 
private employment."28 

The above quotations from the period of 
the Great Depression support the view that 
economic views often repeat themselves. 
Much of the current controversy and concern 
over budget deficits is remarkably similar to 
that which surfaced a half century ago. Apart 
from this, the Great Depression demonstrated 
to many individuals that sharp contractions 
in economic activity can cause huge deficits. 
Eventually, this realization led to the devel-
opment of the concept of a full employment 
budget deficit.29 Rather than simply relying 
only on the reported federal deficit figures, 

» I b i d . , p. 182. 
" I b i d . , p. 189. 
» I b i d . , p. 189. 
» S e e David H. Resler and R ichard W. Lang, "Federa l Agency Debt: Ano the r 
S ide of Federa l Borrowing," Federa l Reserve Bank of St. Lou is Review, 
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the notion was that one should calculate 
what the budget deficit (or surplus) would be 
if the economy were operating at full or a 
high level of employment. On a full employ-
ment basis, for example, during the spring and 
summer of 1981, the federal budget was in 
surplus, not in deficit. Some interpret this as a 
sign that fiscal policy was, if anything, contrac-
tionary during this recessionary period. 

Why All the Concern Over Budget Deficits? 
Why is there such widespread concern 

over federal budgetary deficits?30 Or, more 
to the point, do budget deficits really matter? 

Unfortunately, determining the economic 
impact of deficits is very controversial. It is 
an area where there are widely differing 
points of view.31 Some economists, for exam-
ple, state that "bigger deficits, if allowed to 
accumulate, have evil consequences of their 
own; either more inflation, or more govern-
ment borrowing from private lenders, which 
in turn means less chance for private firms to 
borrow funds needed for capital improve-
ments and expansion."32 Others say "an 
increase in the budget deficit ... does not 
necessarily mean either a crowding out of 
private investment or an accentuation of 

November 1979, pp. 18-19, and Alan S. B l inder and Rober t M. Solow, 
"Analyt ical Founda t ions of Fiscal Policy," in T h e E c o n o m i c s of Publ ic 
F inance , The Brook ings Inst i tut ion, Wash ing ton , D C , 1974, pp. 3-115. 

30The cur ren t concern , of course, cen te rs on Pres ident Reagan 's budge t 
p roposa l s For a d iscuss ion of the Reagan e c o n o m i c p rog ram as wel l as a 
compar i son w i th pol ic ies over the last 3 0 years, see James R. Barth, "The 
Reagan Program for Economic Recovery: An Histor ical Perspect ive," th is 
Review, Oc tobe r 1981, pp. 14-25. The rat ionale for "Reaganomics " or 
"supply-s ide" e c o n o m i c s is f ound in J a m e s R. Barth, "The Reagan Program 
for Economic Recovery: Economic Rat iona le (A Pr imer on Supp ly -S ide 
Economics)," th is Rev iew, S e p t e m b e r 1981, pp. 4-14. Also, see J o h n A 
Tatom, "We are All Supp ly -S iders Now!", Federa l Reserve Bank of St. Lou is 
Review, May 1981 pp. 18-30, and J a m e s R. Barth and J o s e p h J. Cordes, 
"Supp ly -S ide Economics : Pol i t ical C la ims vs. Economic Reality," Journa l 
of S tud ies in the Soc ia l S c i e n c e s , fo r thcoming. 

3 'De f i c i t s , however , on ly represen t part of a b roader a rea of con t rove rsy 
w i th in macroeconomics . To i l lustrate, cons ide r the fo l low ing quotes : (1) 
"Supp ly -s ide economics , cur rent ly the most popu lar counter - revo lu t ion , is 
a lso the mos t amorphous . W i thou t a Keynes or Fr iedman or Lucas, it lacks a 
sacred tex t e x p o u n d i n g its theore t i ca l founda t ions . It is more spir i t , a t t i tude, 
and ideo logy than cohe ren t doct r ine, and its en thus ias ts are of many 
minds." See J a m e s Tobin, "Supp ly -S ide Economics : Wha t Is It: Wi l l It 
Work?", E c o n o m i c O u t l o o k USA, S u m m e r 1981 , p. 51; (2) "Keynes ian 
e c o n o m i c s is dead . . . At research seminars, peop le don ' t t a k e Keynes ian 
theor iz ing ser ious ly anymore ; the aud ience star ts to wh isper and g igg le to 
o n e another." Also, "c rackpo t p roposa ls l ike t h e . . . Ro th -Kemp bi l ls (multi-
year tax cuts) get a t ten t ion a long w i th ser ious ones . . . " See Rober t E. Lucas, 
Jr., "The Dea th of Keynes," in V iewpo in ts o n Supply -S ide E c o n o m i c s , 
T h o m a s J. Hai ls tones, ed., Rober t F. Dame, Inc., R ichmond, 1982 , pp. 3 and 
5, respect ive ly ; a n d (3) "The rat ional expec ta t i ons hypothes is is a s ta temen t 
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inflationary pressure."33 To understand the 
potential economic impact of budget deficits, 
we will discuss the rationale underlying such 
different views. 

As discussed earlier, federal deficits may 
be bond-financed and/or money-financed. 
There is broad agreement that money-
financed deficits do indeed increase aggre-
gate demand, push prices higher, and drive 
up the nominal, if not real, rate of interest. 
The monetization of deficits, in other words, 
is generally considered to be inflationary. To 
the extent that the inflation is anticipated, 
nominal interest rates, in turn, will be higher 
insofar as they embody an inflation premium, 
particularly long-term rates of interest. As 
far as crowding out (that is, the decline in 
interest-sensitive private investment and dur-
able goods spending due to big deficits) is 
concerned, there should be none. Money-
financed deficits are likely to leave the real 
rate of interest unaffected or, if affected, 
cause it to decline. 

But how can one be sure that budget deficits 
will not be money-financed? Since the Federal 
Reserve is independent of the Treasury 
Department, there is no requirement that it 
purchase federal securities whenever there is 
a deficit. If the Federal Reserve so decides, 
deficits may be completely bond-financed. 
Historically, this has not been the case. On the 
other hand, the record does not demonstrate 
that deficits are completely money-financed, 
either. What appears to be the case is that the 
Federal Reserve monetizes a varying fraction 
of budget deficits. Even when the Federal 
Reserve monetizes a portion of the deficit, 
however, it doesn't necessarily mean that the 
money stock increases one-for-one with the 
deficit. For example, the deficit was $3.8 
bill ion in 1962. This deficit became a surplus 
of $0.7 bill ion in 1963. At the same time, 

of tau to log ica l probabi l i t ies that can be imposed on a mode l but not tested. 
Even in cases w h e r e t h e rat ional expec ta t i ons hypothes is is imposed, the 
mode l may not be ident i f iab le un less cer ta in a priori cond i t ions, neg lec ted 
in previous economet r i c d iscuss ions of rat ional expectat ions, are assumed." 
See PA.V B Swamy, J. R. Barth, and P. A. Tinsley, "The Rat ional Expecta t ions 
Approach to Economic Model ing," Spec ia l S tud ies Paper No. 143, Federa l 
Reserve Board, Ju ly 1980 , and Journa l of E c o n o m i c D y n a m i c s a n d 
Contro l M a y 1 9 8 2 , pp. 1 2 5 - 1 4 7 . 

" S e e Carl F. Christ and Alan A. Wal ters, "The My tho logy of Tax Cuts, Policy 
Review, Spr ing 1981 , p.86. < 

" S e e David Raboy, "No rman B.True on Supply-Side Economics, in Viewpoints 
on Supply -S ide E c o n o m i c s , T h o m a s J. Hai ls tones, ed., Rober t F. Dame, 
Inc., R ichmond, 1982 , p.65. 

"In general, movements in 
money do not track movements 
in budget deficits one-for-one." 

money growth ( M l ) more than doubled, from a 
rate of 1.8 percent in 1962 to 4.0 percent in 
1963. An even more striking example occurred 
during the 1974-75 period. In 1974, the deficit 
was $4.7 billion. The deficit ballooned to $63.8 
bill ion in 1975. Money growth, however, re-
mained relatively constant, growing at a rate 
of 4.9 percent in 1975 as compared to a rate 
of 4.7 percent in 1974. 

In general, movements in money do not 
track movements in budget deficits one-for-
one. Whether the movements are much closer 
once we adjust for the level of economic 
activity (so as to distinguish between "passive" 
and "active" deficits) is another matter. The 
evidence relating to whether deficits in the 
past have led to faster money growth and, 
thus, inflation appears to be somewhat mixed.34 

In any event, regardless of what has happened 
in the past, the Federal Reserve is in a strong 
position to prevent future deficits from becom-
ing inflationary. 

More controversial is the case of bond-
financed deficits, in which deficits are financed 

" M . J. Hamburge r and B. Zwick, for example, f ind tha t t h r o u g h o u t most of the 
1960s and 1970s larger federa l def ic i ts w e r e a c c o m m o d a t e d by faster 
monetary growth. See 'De f i c i t s , M o n e y and Inf lat ion," Journa l of M o n e t a r y 
E c o n o m i c s , January 1981 . Also, Sco t t H. He in s ta tes tha t "on ly w h e n 
mone ta ry author i t ies a t tempt to prevent in terest rates f r om r is ing wi l l 
federa l de f ic i ts lead to i nc reases in the money s tock and, subsequent l y , 
inf lat ion." H e g o e s on to say that " th is l ink was apparen t l y impor tan t f rom 
1 9 5 5 t h rough early 1 9 7 5 . . . more recent ly ,however , t h e link appears to have 
b e e n b r o k e n . . . " See "Def ic i ts and Inf lat ion," Federa l Reserve Bank of St. 
Lou is Review, Ma rch 1981 , p. 10. Rober t J. Barro, however , s t a tes tha t " the 
pr inc ipa l l ink f rom t h e federa l budge t to money c rea t ion in recent U.S. 
exper ience involves depar tures of federal spend ing f rom n o r m a l - e s p e c i a l l y 
t h e pos i t ive response t o war t ime s p e n d i n g and the negat ive reac t ion to 
post-war spend ing c u t s - r a t h e r t han the surp lus pos i t ion ( or the level of 
federa l spending), per se." See " C o m m e n t f rom an Un recons t ruc ted 
Ricardian," Journa l of Monetary E c o n o m i c s , August 1978, p. 578 . For a 
more genera l d i scuss ion of the reac t ion of the Federa l Reserve to var ious 
economic variables, see J a m e s R. Barth, Robin Sickles, and Phi l ip Wiest , 
"Assess ing the Impact of Vary ing Economic C o n d i t i o n s o n Federa l Reserve 
Behavior," Journa l of M a c r o e c o n o m i c s , W i n t e r 1982, and the re fe rences 
c i t ed there in . 
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through the sale of securities to the public. 
The crucial issue here is whether the bonds 
that are sold increase aggregate demand and 
thus drive up prices as well as increase the 
real rate of interest Output effects may also 
occur which, via an "acceleration mechanism", 
can temporarily offset any reduction in interest-
sensitive components of real aggregate demand. 
Some economists contend that government bonds 
are properly considered as a component of 
private wealth. According to this view, bond-
financed deficits wil l therefore increase wealth 
which, in turn, wil l stimulate consumption and 
the demand for money. Increased consumption 
and money demand wil l lead to a higher real rate 
of interest This, they argue, will generate crowding 
out as investment in plant and equipment and 
purchases of consumer durables decline due to 
higher real interest rates. If interest rates rise 
sufficiently, there will be complete crowdingout, 
which means that the bond-financed deficit wil l 
not increase aggregate demand and thus prices. 
Although the deficits wil l not be inflationary in 
this more extreme situation, they will still drive 
up real interest rates and thus generate crowding 
out.35 

Other economists disagree with this scenario. 
They contend that government bonds do not 
represent net wealth.36 According to this view, 
there are no wealth effects associated with 
bond-financed deficits. Proponents argue that 
people realize the bonds issued will pay interest 
and wil l eventually be retired. This means that 
issuance of bonds implies an offsetting future 
tax liability to cover the interest payments and 
principal. To meet this future tax liability, the 
public wil l save more. This means that the 
federal deficit (government dis-saving) will be 
matched exactly by an increase in private 

saving. In this case, there wil l be no increase 
in aggregate demand and thus no increase in 
prices.37 Furthermore, the increase in private 
saving to match the budget deficit means that 
the deficit wil l not siphon funds away from 
private investment. In short, real interest rates 
will be unaffected and, as a result, there wil l be 
no crowding out. 

Still another view of bond-financed deficits 
maintains that cuts in tax rates (particularly 
marginal tax rates), wil l increase the after-tax rate 
of return to saving. As a result, it is argued that tax-
induced deficits will stimulate a greater amount 
of saving. If stimulated sufficiently, this additional 
saving will be available to purchase the govern-
ment bonds that are sold to finance the deficit. 
In this way, there need not be any crowding 
out or increased inflationary pressure.38 The 

"Deficits caused by increased 
federal spending are likely to 
be more inflationary and 
generate more crowding out 
than those caused by cuts in 
marginal tax rates." 

increase in saving wil l prevent aggregate 
demand from rising and will provide the addi-
tional funds to keep real interest rates from 
moving upward. 

3 5 0 n c e again, t h e empi r ica l ev i dence appears to be mixed. O t t o Ecks te in and 
Chr is topher Probyn, for example, s ta te that " the fa i lure t o ach ieve an 
average of ba lance in t h e budge t reduces t h e g row th of the economy ' s 
abi l i ty to p roduce and worse. > inf lat ion." They g o on to say that " the 
pr incipal m e c h a n i s m s are t h e e f fec ts of def ic i ts on in terest ra tes and t h e 
c rowd ing out of pr ivate f inancing, wh ich , in turn, reduces inves tment 
spend ing . . . " See " D o Budge t Def ic i ts Mat ter?" Data Resources U.S. 
Review, D e c e m b e r 1981, p. 1 and 15. Lawrence A Kud low also repor ts 
resul ts show ing that " i nc reased federa l bo r row ing ra ises in terest rates and 
inf lat ion and u l t imate ly inh ib i ts the g r o w t h of output . " See " S t a t e m e n t of 
Lawrence A Kud low, Ass is tant D i rec to r for Economic Policy, Of f i ce of 
Management and Budget before the Senate Budget Commit t tee, Oc tober 20, 
1981, Stat is t ica l Appendix , p. I. Gera ld P. Dwyer, Jr., on the o the r hand, 
reports that " n o ev idence is f o u n d that larger gove rnmen t def ic i ts inc rease 
pr ices, spend ing , in terest rates, or the m o n e y stock." E c o n o m i c Inquiry, 
f o r t h c o m i n g , p. 18. 

3 6 See Rober t J Barro, "Are Gove rnmen t Bonds Ne t Weal th?" Journa l of 
Pol i t ical Economy, N o v e r m b e r / D e c e m b e r 1974, pp. 1 0 9 5 - 1 1 1 7 . 

'P res ton J. Miller, among others, ques t ions th is ultra-rationali ty hypothesis, 
however , he a rgues that s i nce the gove rnmen t has run so many def ic i ts 
dur ing t h e past 2 0 years, " f ew peop le expec t the gove rnmen t to ret i re its 
debt." As a resul t , " because the b o n d s are not l ike ly to be pa id off by h igher 
taxes in the future, they are mere ly p romises to de l iver cu r rency in the 
future." He goes on to say that " in fact, t hey are real ly much l ike currency. " 
Thus, " w h e n bonds are a lmos t ident ica l to money, any c h a n g e in pol icy that 
increases the def ic i t is inf lat ionary." See Quarter ly Review, Federa l 
Reserve Bank of Minneapo l is , S u m m e r 1980, p. 2. 

"Paul Craig Rober ts s ta tes for example, that "savings, of course, represent the 
supp ly of funds in f inancia l m a r k e t s So def ic i ts caused by tax rate c u t s add 
to the supp ly of funds as we l l as to the d e m a n d for f u n d s This a l lows the 
def ic i t to be f i nanced w i thou t pressure o n in terest rates and money 
creat ion. There is no need to mone t i ze the def ic i t and t h u s no inf la t ionary 
ef fect ." See "The Economic Case for Kemp-Roth," T h e Wal l Street 
Journa l , Augus t 1, 1978. 
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We can probably safely draw the following 
conclusions.39 First, if anything, deficits caused 
by increased federal spending are likely to be 
more inflationary and generate more crowding 
out than those caused by cuts in marginal tax 
rates.40 Second,. money-financed deficits are 
more likely to be inflationary but less likely to 
generate crowding out than are bond-financed 
deficits. Third, deficits that persist and grow 
(both absolutely and as a share of GNP) 
during peacetime, nonrecessionary periods 
are more likely to be inflationary and lead to 
crowding out, regardless of how they are 
financed. Fifth, as should perhaps now be 
clear, attempting to predict the impacts of 
government spending and tax rate changes 
on the economy is an extremely difficult task, 
especially if it is not clear whether the changes 
are temporary or permanent.41 For this and 
related reasons, a sensible budget policy may 
be to set government spending and tax rates so 

3 9For a more deta i led analys is of the v iews of Keynes ian, Monetar is ts , 
Rat iona l Expectat ion is ts , and Supply-S iders regard ing f iscal and monetary 
pol ic ies, see James R. Barth, "The Costs of S low ing Inf lat ion: Four Views," 
th is Review, January 1982, pp. 3 9 — 4 9 . Also, for an in teres t ing analys is of 
the in te rac t ions b e t w e e n the mone ta ry and f iscal au thor i t ies w h e n there is 
a def ic i t and the i r impl ica t ions for inf lat ion, see Thomas J. Sa rgen t and Nei l 
Wal lace, " S o m e Unp leasant Monetar i s t Ar i thmet ic," Quarter ly Review, 
Federa l Reserve Board of Minneapo l is , Fall 1981 , pp. 1-17. 

"° ln this regard, see Vito Tanzi and G e o r g e Iden, "The Impac t of Taxes on 
Wages in the Un i ted States: An Example of Supp ly -S ide Economics?" 
Fiscal Affairs Depar tment , In ternat iona l Mone ta r y Fund, Apr i l 7, 1981, 
mimeo. 

" ' I t shou ld a lso be no ted that noth ing thus far has been said about a l locat ive 
e f fec ts due to def ic i ts. For a d iscuss ion of s o m e of the a l locat ive e f fec ts 
assoc ia ted w i th tax cuts, see James R. Bar th and J o s e p h J. Cordes, 
" Industr ia l Impacts of the 1 9 8 1 Bus iness Tax Cuts," th is Review, May 1982. 

as to balance the budget not every year but over 
the course of a business cycle. In this way, 
deficits could occur with wars and recessions, 
while surpluses could occur during cyclically 
expansionary periods. 

The Budgetary Bottom Line 
Despite the fact that budget deficits may 

not always be painful economically, they always 
seem to be painful politically. This is a case in 
which perceptions may be more important 
than reality. So whether the economic issues as 
discussed above are fully understood or not, in 
such a situation, deficits do indeed matter. If the 
Congress perceives that federal deficits are 
harmful—politically and/or economically—it 
surely will take steps to eliminate them. The -
issue then becomes whether the resulting actions 
are more harmful to the economy than the 
deficits would have been. 

—James R. Barth 
and Stephen O. Morrell 

The authors gratefully acknowledge the helpful comments provided by Robert 
Keleher and George Iden, the able research assistance provided by lanice 
Tutora, and most importantly, the invaluable assistance provided by Robert 
Kilpatrick in obtaining the data used in this article. 
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jpendix 

Year 

Unified 
Federal Budget 

Surplus or 
Deficit 

Public Holdings 
of Federal 

Debt 
Nominal 

GNP 

Unified 
Federal Budget 

Surplus or 
Deficit as a 

Share of GNP 

Public Holdings 
of Federal 
Debt as a 

Share of GNP 

($ millions) ($ millions) ($ millions) (millions) (millions) 

1789 .150 0.000 174.000 .09 0.00 
1790 .150 75.464 198.000 .08 38.11 

1810 1.228 58.006 650.000 .19 8.92 

1830 9.701 39.123 1053.000 .92 3.72 

1850 4.060 63.453 2556.000 .16 2.48 

1870 101.602 2035.881 8392.000 1.21 24.26 

1890 85.040 711.313 13100.000 .65 5.43 

1910 - 1 8 . 1 0 5 913.318 35400.000 - . 0 5 2.58 

1930 738.000 15158.000 90700.000 . .81 16.71 

1950 - 3 1 1 2 . 0 0 0 200692.000 286457.000 - 1 . 0 9 70.06 

1970 - 2 8 4 5 . 0 0 0 227166.000 968800.00 - . 2 9 23.45 

198.0 - 5 9 5 6 3 . 0 0 0 594259.000 2567500.000 - 2 . 3 2 23.15 

1981 - 5 7 9 3 2 . 0 0 0 669968.000 2858600.000 - 2 . 0 3 23.44 

" C o m p l e t e apnua l data for 1 7 8 9 - 1 9 8 1 avai lable f rom authors. 

Sources: A. Federa l Budget Surp lus or De f i c i t - 1789 to 1920, Tab le 2, Rece ip ts and Out lays, Stat is t ical Append ix to Annual Repor t of The 
Secre tary of the Treasury on the S ta te of the Finances, Fiscal Year 1980 , U.S. Gove rnmen t Pr int ing Off ice, Wash ing ton , D C., and 
1921 to 1981, Tab le 23 , Budge t Rece ip ts and Out lays, Budge t of the Un i ted S ta tes Government , F iscal Year 1983, U.S. Governmen t 
Pr int ing Off ice, Wash ing ton , D C. 

B. Federa l In terest -Bear ing Debt Ou ts tand ing Exc lud ing that he ld by Federa l Governmen t Accoun ts and the Federa l Reserve Sys tem— 
1 9 7 0 to 1915, Tab le 19, Pr inc ipal of the Publ ic Debt , Stat is t ica l Append ix to Annua l Repor t of the Secre tary of the Treasury on the 
S ta te of the F inances, Fiscal Year 1980 , U.S. Gove rnmen t Pr int ing Off ice, Wash ing ton , D.C., 1 9 1 6 to 1938, 
Tab les No. 146, 148, and 149, Bank ing and Mone ta r y Stat ist ics, 1 9 1 4 - 1 9 4 1 , Board of Governors of the Federa l Reserve System, 
Wash ing ton , D.C., and 1939 -1981 , Table 14, Federa l Debt Outs tand ing, Federa l Governmen t Finances, 1983 , Budge t Data, February 
1982. 

C. Nomina l Gross Nat iona l P r o d u c t — 1 7 8 9 to 1888, Thomas S. Berry, Rev ised Annua l Est imate of Amer i can GNP, Bos tw ick Press, 1889 
to 1908, Ser ies F1 -5, Gross Nat iona l Product, B icen tenn ia l Edit ion, His tor ica l Stat is t ics of the Un i ted States, Colon ia l T imes t o 1970, 
Part 1, U.S. Depar tmen t of Commerce , 1 9 7 5 , 1 9 0 9 to 1928, Tab le 1.2 and 1 9 2 9 to 1953, Table 1, The Nat iona l I ncome and Produc t 
A c c o u n t s of the Un i ted States, Stat is t ica l Tables, U.S. Depa r tmen t of Commerce , Sep tember 1981, and 1 9 5 4 t o 1981 , Spec ia l 
Analys is E, Tab le E-3, Budge t of the Un i ted S ta tes Government , Fiscal Year 1983, U.S. Gove rnmen t Pr int ing Off ice, Wash ing ton , D C. 

Horr igan, Br ian and Pro topapadak is , Aris, "Federa l Defici ts: A Faul ty G a u g e of 
Government ' s Impact on F inancia l Marke ts , "Business Review, Federa l 
Reserve Bank of Phi ladelphia, March-Apr i l 1982. 

Kimmel, Lewis H„ Federa l Budget and Fiscal Policy, 1 7 8 9 - 1 9 5 8 , The 
Brook ings Inst i tut ion, Wash ing ton , D C., 1959. 
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Cyclical and Secular Components 
of the Federal Budget: Implications 
for Credit Market Activity 

The large and persistent federal budget deficits 
of recent years have generated intense debate 
about their effects on economic activity. Assess-
ing the influence of deficits on economic activity 
requires an understanding of the factors contri-
buting to the growth of the deficit.1 Important to 
this understanding is the distinction between 
cyclical and secular components of the federal 
government budget. 

Cyclical or "passive" changes in the budget are 
those that occur automatically in response to 
changes in the stage of the business cycle.2 That 
is, the cyclical element of the budget represents 
changes in federal government receipts and 
expenditures which reflect variations in the pace 
of economic activity and occur as a result of 
previously enacted taxing and spending legislation. 
For example, once the administration and Con-
gress have determined tax rates, the amount of 
tax revenue collected depends on the level of 
personal income, corporate profits, and spending. 
Moreover, unemployment insurance laws are 
written so that benefits change automatically in 
response to changes in economic activity.3 Con-
sequently, this element of the budget varies 
countercyclical^, with the deficit increasing during 
recessions and decreasing during expansions. 
This effect of economic activity and demographic 
changes on the budget is referred to as the 
budget's cyclical or passive component. By con-
trast, the secular or "active" component of the 
budget refers to discretionary changes in expen-
ditures and taxes which result from current 
congressional and administration actions. 

' It a l so r equ i r es an u n d e r s t a n d i n g of t h e po l i cy r e g i m e s w h i c h p r o d u c e d t h e 
de f i c i t s a n d u n d e r w h i c h the de f i c i t s a re f i nanced . O n th is po in t , s e e 
T h o m a s Sargent a n d Nei l Wal lace, " S o m e Unp leasan t Moneta r i s t Ar i thmet ic," 
Quar te r ly Review, F e d e r a l R e s e r v e B a n k of M i n n e a p o l i s , Fal l 1981 , pp. 1 -
17. 

2 For an a l t e rna t i ve d i s c u s s i o n of "ac t i ve " a n d "pass i ve " def ic i ts , s e e Ke i t h 
Carlson, "La rge Federa l Budget Deficits: Perspect ives a n d Prospects," Review, 
Federa l R e s e r v e B a n k of St. Lou is , O c t o b e r 1 9 7 6 , pp. 2.7. 

3 Th is d o e s not s u g g e s t , howeve r , tha t t h e p rev ious t ax a n d s p e n d i n g 
d e c i s i o n s of t h e f ede ra l g o v e r n m e n t d o not a f fec t c u r r e n t e c o n o m i c act iv i ty . 
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The distinction between cyclical and secular 
elements in the budget is important for a number 
of reasons.4 First, the effects of the deficit on total 
credit demand and interest rates depend largely 
on whether the deficit is primarily the result of 
cyclical or secular elements. Because credit finances 
economic activity and the private demand for 
credit generally varies procyclically, a large secular 
element wil l produce a greater increase in the 
total demand for credit than if the deficit reflected 
primarily cyclical elements. On the other hand, if 
the deficit is primarily due to cyclical components, 
the demand for credit wil l not be as large 

"The effects of the deficit on 
total credit demand and interest 
rates depend largely on whether 
the deficit is primarily the 
result of cyclical or secular 
elements." 

because the decline in economic activity which 
increases the deficit is also generally accompanied 
by a decrease in the private demand for credit. 

A second reason for distinguishing between 
cyclical and secular budget components is that 
the secular elements are generally thought to 
provide a more accurate measure of the impact 
of fiscal policy on the economy,5 reflecting changes 

"For a d i s c u s s i o n of t h e impac t of cyc l i ca l a n d secu la r c o m p o n e n t s of t h e 
b u d g e t o n mone ta r y pol icy, s e e Wi l l iam G. Dewa ld , "D i sen tang l i ng Mone ta r y 
a n d F isca l Pol icy," E c o n o m i c Review, Fede ra l R e s e r v e B a n k of S a n 
Franc isco , W i n t e r 1 9 8 2 , pp. 7 -18 . 

5 F o r a d i s c u s s i o n of t h e h igh e m p l o y m e n t budge t , w h i c h is g e n e r a l l y 
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Cyclical or "passive" government deficits usually generate less 
intense credit market pressures, while secular or "active" 
deficits may crowd out private investment. 

in spending and taxing decisions due to discre-
tionary actions such as new legislation. The third 
reason for distinguishing between cyclical and 
secular elements is to guide policy makers in 
determining how much of a reduction in govern-
ment spending is necessary to balance the budget— 
cyclical factors notwithstanding. This article 
develops operational measures of the active and 
passive components of the federal budget and 
relates these measures to credit market activity. 

Separating Cyclical and Secular 
Components of the Deficit 

Chart 1 presents quarterly calendar year data 
on the real federal budget deficit from 1965 to 
1981.6 It focuses on the real deficit, the nominal 
deficit adjusted for inflation, because that provides 
a more accurate measure of the government's 
claim on the economy's real resources in excess 
of those provided by tax receipts. That is, because 
interest rates and inflation generally rise and fall 
together, a higher inflation rate will, other things 
being equal, increase the nominal deficit due to 
increased interest payments on outstanding debt 
In addition, other components of spending as 
well as taxes respond to changes in inflation. 
Therefore, the nominal deficit data need to be 
adjusted for the effects of inflation to obtain a 
good measure of the deficit's effect on the 
economy.7 

regarded as t h e best s ing le measu re of the net ef fect of f iscal pol icy on 
e c o n o m i c activity, see Frank d e Leeuws, et a l , "The H igh Emp loymen t 
Budget New Estimates, 1955-1980," Survey of Current Business, November 
1980, pp. 13-43. 

6Unless o the rw ise noted, the def ic i ts are measu red f rom the Nat iona l 
Income and Produc ts Accounts , w h i c h is an accrua l me thod and not f rom 
the Uni f ied Budge t wh ich is m e a s u r e d on a cash f low bas i s The pr ice index 
used to ob ta in the real def ic i t is t h e G N P impl ic i t p r ice def la tor w i th 1972 
= 100. 

7A more de ta i led d iscuss ion of the e f fec ts of in f la t ion on the government ' s 
borrowing requirement can be found in Brian Horringan and Aris Protopopadakis, 
"Federa l Def ic i ts: A Faul ty G a u g e of Government ' s Impact on F inancia l 
Markets," Business Review, Federal Reserve Bankof Phi ladelphia March/Apri l 
1982, pp. 3-16. 

Two features of the data in chart 1 stand out. 
The first is the countercyclical nature of the 
deficit. The deficit has grown during periods of 
economic contraction, marked on the graph by 
the shaded areas, and has tended to shrink 
during expansionary phases of the business cycle. 
The second feature is that, aside from cyclical 
fluctuations, there has been a strong tendency 
for the real deficit to increase over time. The 
trend growth of the real deficit has been at a rate 
of roughly $580 million per year.8 

8 The t rend g r o w t h of t h e real def ic i t was ob ta ined by regress ing the real 
def ic i t aga ins t t ime us ing quar te r l y ca lenda r year da ta f rom 1 9 6 5 to 1981. 
The es t ima ted re la t ionsh ip is: 

Real Def ic i t = 1.70 + . 5 8 T + u t 

(2.90) (2.67) 
R2 = . 7 2 , D W = 1.71, SE = .51. 

The abso lu te va lues of the t -s tat is t ics are in pa ren theses be low the 
es t ima ted coeff ic ients and the estimates were corrected for first-order serial 
correlat ion. 
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Chart 1. Real Deficit (NIA) 
1 Qt. 1965 - 4 Qt. 1981 
(Billions of 1972 Dollars) 
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Chart 2. Actual and Trend 
Gross National Product 
(Billions of 1972 Dollars) 

Chart 3 . Real Deficit (NIA) and Deviation 
of GNP from Trend 

(Bil l ions of 1972 dollars) 

To partit ion the deficit into its cyclical and 
secular components, we need a measure of 
cyclical economic activity. Cyclical movements 
in economic activity refer to periods when real 
output is growing either above or below its long-
term trend rate. This suggests that a measure of 
cyclical economic activity can be obtained, first 
by estimating the trend growth rate of real GNP. 
Then, the deviations of the actual rates of growth 
of real GNP from its estimated trend rate of 
growth provide a measure of cyclical economic 
activity. 

From the first quarter of 1965 through the 
fourth quarter of 1981, real GNP grew at an 
estimated annual average rate of 3 percent.9 

Chart 2 depicts this t rend rate of growth along 
wi th the actual path of real GNP growth for this 
period. The gap between the actual and trend 
growth for real GNP illustrates the deviation of 
real GNP from its trend. 

In chart 3, the percentage deviation of real 
GNP from trend is plotted along wi th data on the 
real deficit. The size of the real deficit varies 
directly wi th the deviation of output f rom trend. 

•»The es t ima ted re la t ionsh ip for the t r e n d g row th rate of real G N P for the 
per iod 1 /65 -4 /81 is: 

log RGNP = 6.83 + .0075T + u t 

(352) (16.21) 
R2 = .995, D W = 1.40, SE = .002. 

That is, in periods where real output is growing in 
excess of its trend growth, the size of the real 
deficit decreases and, in periods when real GNP 
is growing below trend, the real deficit increases. 
Chart 3 also suggests a lagged relationship be-
tween movements of real GNP from trend and 
the real deficit. This means that, for example, the 
effects of below trend real GNP growth on the 
size of the real deficit are not observed immedi-
ately but instead occur wi th some lapse of t ime. 

We can now determine the cyclical or passive 
component of the budget by statistically estimating 
the relationship between the real deficit and our 
measure of cyclical economic activity. The esti-
mated relationship, for the period l:65 - IV:81, 
using ordinary least squares (OLS) regression 
techniques, is presented as equation 1 (absolute 
value of t-statistics in parentheses): 
(1) R D t = 257YD t + 449YD t - l + 275YD t-2 

(2.42) (3.72) (2.43) 
R — .75, D W = 1.95, SE = .47, p - .94 
where RD is the real deficit, YD is the deviation of 
real GNP from trend, and the subscripts t, t-1, and 
t-2 refer to the contemporaneous and lagged 
values of YD.10 

' °The resul ts p resen ted in equa t i on 1 were co r rec ted for f i rst o rder autocor -
relation. Also addit ional lagged values of YD were not statist ical ly signif icant 
w h e n added to the equat ion. 
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The results of equation 1 indicate that a 
significant amount of the variation in the reai 
deficit, roughly 75 percent, is accounted for by 
variations in the deviation of real GNP from its 
trend growth. The estimated relationship also 
reveals that deviations of real GNP from trend 
affect the current real deficit with a two-quarter 
lag and that cyclical changes in output one 
quarter ago have the largest impact on the 
current real deficit. To see this, consider the 
coefficient on YDt-1 —the one quarter lag of the 
deviation of real GNP from trend. The magnitude 
of the coefficient, 449, means that each one 
percent deviation of real GNP below (above) 
trend growth which persists for one quarter wil l 
result in an increase (decrease) in the current 
quarter's real deficit by $4.49 billion. The sum of 
the coefficients on the contemporaneous and 
lagged YD variables implies that a one percent 
movement of real GNP away from trend growth 
which lasts three quarters will cause the real 
deficit to change in the same direction by ap-
proximately $9.7 billion. 

The breakdown of the real deficit into its 
cyclical and secular (or passive and active) com-
ponents is illustrated in chart 4. The passive or 
cyclical element is derived from equation 1. That 
is, it is the predicted or fitted magnitude obtained 
by substituting the actual values for YD into 
equation 1. The difference between the actual 
real deficit and that predicted from equation 1 
measures the active or secular part of the real 
deficit. As we can see from chart 4, the active 
component of the real budget deficit generally 
has been quite small compared to the passive or 
cyclical element. The cumulative secular real 
deficit since 1965 has been approximately $29 
billion while the total cyclical real deficit has 
been roughly $283 billion—larger by a factor of 
almost 10. This disparity reflects the fact that 
taxing and spending legislation passed in any 
one year generally has not had a major impact on 
the size of the real deficit in that year. Instead, 
the above results suggest that the cumulative 
interaction of previously enacted legislation with 
the state of the economy is a prime determinant 
of the size of the real deficit. 

Credit Market Effects of 
Active and Passive Deficits 

As discussed earlier, any increase in govern-
ment borrowing increases the total demand for 
credit. However, the impacts of an increased 

Chart 4 . Active and Passive 
Components of the Deficit (NIA) 
(Billions of 1972 dollars) 

federal deficit on the total demand for credit 
depends in part on whether the deficit can be 
attributed primarily to active or passive budgetary 
elements. An increase in the federal deficit 
which can be traced largely to passive budgetary 
developments will tend to produce a smaller 
increase in the total demand for credit than one 
primarily associated with active elements. Hence, 
observed increases in real federal deficits caused 
primarily by passive budget elements should be 
associated wi th smaller observed increases, and 
perhaps decreases, in total real credit demand. 
Other things being equal, this implies less pressure 
on real interest rates.11 

Table 1 presents annual data on the real deficit 
and its active and passive components. In seven 
of the 1 7 years from 1965 through 1981, the real 
value of the deficit increased from its level of the 
previous year.12 Hence, the discussion will focus 
on these seven years. In five of these years, the 
increase in the passive aspect of the deficit was 
the primary driving force behind the increase in 
the total real deficit.13 In 1974 and, to a lesser 

' ' Because concerns abou t t h e e f fec ts of def ic i ts on pr ivate inves tment w o r k 
t h rough real in terest rate channe ls , the d iscuss ion in th is sec t i on is 
c o u c h e d in te rms of real ra tes of interest. 

, 2 The seven years are 1966, 1967 , 1970 , 1971 , 1974 , 1975, and 1980. 
13The f ive years are 1966 , 1967 , 1971, 1975 , and 1980. 
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Table 1 . Active and Passive Components 
of the Deficit** (billions of 1972 dollars) 

Calendar 
Year Deficits ($)* 

Active 
Component 

Passive 
Component 

1965 + 0.7 0.2 0.5 
1966 2.3 + 0.3 2.6 
1967 16.7 3.5 13.2 
1968 7.3 + 2.5 9.9 
1969 + 9.7 + 3.9 + 5.8 
1970 13.6 6.3 7.2 
1971 22.9 2.5 20.4 
1972 16.8 3.8 12.8 
1973 5.3 + 5.5 10.9 
1974 10.0 0.5 9.4 
1975 55.2 14.1 41.2 
1976 40.2 + 1.3 41.5 
1977 33.2 2.8 30.3 
1978 19.5 3.7 23.4 
1979 9.1 + 0.9 9.9 
1980 34.5 4.7 29.7 
1981 32.0 4.6 27.4 

* N I A budge t 

" C o l u m n s may not s u m t o tota l due to rounding. 

+ d e n o t e s surp lus 

extent, 1970 active budgetary items were the 
proximate cause for the increase. 

In 1966, 1975, and 1980, real funds raised by 
private nonfinancial sectors decreased by more 
than the increase in the passive deficit (see Table 
2). Consequently, total funds raised by non-
financial sectors decreased. Such a scenario is 
consistent wi th reduced pressure on real rates of 
interest. Quarterly data from 1965 to 1981 on 
two real rates of interest, 90-day Treasury bills 
and long-term Treasury bonds, are presented in 
chart 5.14 As the table illustrates, real rates of 
interest generally declined from their previous 
year's levels in 1966 and 1975. Real rates of 
interest also fell during part of 1980 but by year-

' 4 S i n c e real rates of interest canno t be d i rec t ly observed, one s imple m e t h o d 
of measur ing t hem ex post is t o subt rac t the ac tua l rate of inf lat ion f rom the 
observed nomina l ra te of interest. S u c h a p rocedu re i s e m p l o y e d here using 
quar ter ly average da te for the nomina l Treasury bill and bond rates and t h e 
G N P deflator. O n e potent ia l p rob lem w i th th is me thod is that in per iods of 
unan t i c ipa ted changes in the pr ice level, nomina l rates of in terest may not 
ref lect fu l ly the actual changes in the pr ice level. This wi l l lead to a 
d i ve rgence b e t w e e n ex post and ex an te real rates of interest. For 
example , in per iods of unan t i c ipa ted inflat ion, real in terest rates, a f ter the 
fact, may be negat ive, a l though it is genera l l y p resumed that e x p e c t e d real 
in terest rates are posit ive. 

end had risen above their 1979 end-of-year 
levels.15 For both real interest rates and the 
quantity of funds raised in credit markets to have 
decreased, the demand for credit must have 
decl ined—both absolutely and relative to the 
supply of credit. Hence, the behavior of real rates 
of interest in 1966,1975, and, to a lesser extent, 
in 1980 is consistent wi th the expected credit 
market effects of higher real deficits due primarily 
to passive budgetary developments. 

Unlike the episode discussed above, real funds 
raised by private nonfinancial sectors did not 
decline in the presence of higher passive deficits 
in 1967 and 1971. Instead, funds raised by 
private nonfinancial sectors were essentially un-
changed in 1967 while they increased significantly 
in 1971. Therefore, total funds raised by non-
financial sectors increased in both years, suggesting 
more intense credit market pressure. 

Chart 5 confirms that, as expected, real rates of 
interest tended to increase in 1967. In order for 
both real interest rates and the quantity of funds 
raised in credit markets to have increased, the 
demand for credit must have increased—both 
absolutely and relative to the supply of credit. 
Since funds raised by private nonfinancial sectors 
were essentially unchanged in 1967, it is likely 
that in this year the source of the increase in the 
real demand for credit was the increase in the 
government's demand for credit arising from a 
higher passive deficit. 

In 1971, however, the behavior of real interest 
rates was not entirely consistent with the analysis 
presented here. Although real rates of interest 
increased throughout the second and third quarters 
of that year, they fell back in the fourth quarter. 
The failure of real interest rates to rise generally 
in conjunction with a significant increase in the 
total real funds raised by nonfinancial sectors 
implies that the supply of credit increased by 
relatively more than any increase in credit de-
mand. An approximately 5.2 percent increase in 
the private savings rate in 1971 may have been 
largely responsible for the presumed increase in 
the supply of credit. 

In contrast to the five years examined above in 
which passive budgetary developments largely 
accounted for the increased real deficits, 1974 

15The year 1 9 8 0 pe rhaps does not prov ide an accura te assessmen t of the 
e f fec ts of passive def ic i ts on credi t marke ts because of t h e expe r ience w i th 
cred i t con t ro l s f rom March t h rough Ju ly of th is year. 
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Chart 5. Real Interest Rates 

was the only year in which the real deficit 
increased from the previous year and in which 
active budgetary elements were solely responsible 
for the higher deficit. In 1970, active budgetary 
elements contributed to roughly 44 percent of 
the increase in the real deficit. As a consequence, 
we would expect the credit market effects of 
these two deficits to differ from the ones associated 
with passive budget elements. 

Tables 1 and 2 reveal that during 1970 the 
increase in the active deficit largely offset the 
decline in funds raised by private nonfinancial 
sectors. Total funds raised in 1970 were basically 
unchanged from the previous year. Moreover, 
compared to their levels of the previous year, 
real interest rates exhibited little change in 1970. 
These events are consistent with unchanged 
total demands for credit and supplies of credit in 
1970. If the total demand for credit d id not 
change in 1970, then any decrease in private 
sector demand for credit was offset by an increase 
in the government's demand for credit. This 
suggests that active budgetary elements prevented 
a net decline in credit demand, keeping real 
interest rates higher than otherwise and crowding 
out some private sector borrowing. 

As mentioned earlier, the increased deficit in 
1974 was solely a result of active budgetary 
elements. However, funds raised by private non-

FEDERAL RESERVE B A N K O F A T L A N T A 

Table 2. Funds Raised by Nonfinancial Sectors** 
(billions of 1972 dollars) 

Calendar U.S. All Other 
Year Total Government Nonfinancial 

1965 $ 96.4 $ 1.7 $ 94.1 
1966 88.9 3.0 84.1 
1967 103.3 11.3 86.9 
1968 119.8 12.7 103.3 
1969 104.0 - 1.5 108.2 
1970 104.2 14.1 91.3 
1971 148.4 27.1 122.5 
1972 166.3 14.3 151.2 
1973 184.3 7.5 176.4 
1974 163.1 10.5 152.9 
1975 160.7 68.4 92.7 

-1976 199.0 52.3 146.7 
1977 238.5 41.2 197.9 
1978 264.1 36.7 228.3 
1979 242.1 23.8 219.1 
1980 201.3 44.9 156.6 
1981 206.5 45.3 161.4 

" C o l u m n s may not s u m to to ta l d u e to round ing. 

Sources: " S u m m a r y of Funds Raised in Credi t Marke ts : Credi t Ma rke t 
Funds Raised by Nonf inanc ia l Sectors," and "Sec to r State-
m e n t s of Sav ing and Investment : U.S. Government , " Flow of 
Funds Sect ion, Div is ion of Research a n d Stat ist ics, Board of 
Governors of the Federa l Reserve System. 

financial sectors decreased by more than the 
increase in the deficit, resulting in a lower level of 
total funds raised in credit markets. Additionally, 
real interest rates declined in 1974, suggesting 
that the demand for credit declined relative to 
the supply. 

Conclusions 
An assessment of the economic effects of large 

and persistent real federal budget deficits requires 
an understanding of the factors contributing to 
their growth. That is, one must look beyond the 
mere size of a deficit in order to gauge its likely 
effects. The results presented here indicate that 
roughly three-fourths of the variation in the real 
deficit can be attributed to the combination of 
previously enacted legislation and relative weak-
ness in economic activity. On average, only 
about 25 percent of the growth in the real deficit 
in any given year represents the effects of 
taxing and spending legislation enacted in that 
year. 
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"Active deficits may be associated 
with the crowding out of 
private investment" 

Once the deficit is divided into passive and 
active budgetary elements, the credit market 
effects can be more readily discerned. The findings 
presented here suggest that higher deficits caused 
by passive budgetary items frequently do not 
generate more intense credit market pressures. 
By contrast, active deficits may be associated 
with the crowding out of private investment. 

The significantly larger size of the passive 
budgetary items implies that the so-called uncon-
trollable elements in the budget are quite large. 
An implication for economic policy is that per-
manent reductions in the passive element of the 
real deficit can be achieved only by restructuring 
tax and spending legislation enacted in prior 
years and by implementing policies which will 
contribute to sustainable long-term economic 
growth.16 Although the active part of the deficit 
has been generally small compared to the passive 
element, increases in it nonetheless represent 
increases in the government's claims on the 
economy's resources. 

1 6 Some observers have a rgued that such a pol icy is e m b o d i e d in the Reagan 
Economic Program. See, for example , Rober t E. Keleher , "Supp ly -S ide Tax 
Policy: Rev iewing t h e Evidence," E c o n o m i c Review, Federa l Reserve 
Bank of At lanta, Apri l 1981. 

—Stephen O. Morrell 

Joseph Doyle and Amy Van Schelt provided valuable 
research assistance on this project. 
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Is Inflation a 
Consequence of 
Government Deficits? 

The U. S. government has run substantial 
deficits since World War II, and these deficits 
have increased over the years. Even in con-
stant dollars some of these deficits have 
been the largest peacetime deficits in the 
country's history. At the same time, the United 
States has had its first sustained peacetime 
inflation, and this inflation rate has increased 
over the years. 

Many observers have concluded that these 
government deficits are responsible for at 
least part of the inflation. Some also argue 
that the decline of a balanced-budget ortho-
doxy is partly responsible for the relatively 
high growth of government spending.1 

A somewhat dif ferent interpretat ion is 
impl ic i t in the "Proposed Consti tut ional 
Amendment to Limit Federal Spending" 
drafted by a committee of the National Tax 
Limitation Committee.2 Wi th exceptions, the 
amendment limits federal spending as a 
fraction of gross national product. One stated 
purpose of this amendment is " t o promote 
sound fiscal and monetary policies." Implicit 
in this statement is the supposition that 
rapidly growing government spending has 
resulted in deficits financed in part by purchases 
of debt by the Federal Reserve. Thus, by l imiting 

' J a m e s M. Buchanan and R ichard E. Wagner , D e m o c r a c y in Deficit: T h e 
Polit ical Legacy of Lord Keynes ( N e w York: Academic Press, 1977). 
2 Nat iona lTax L imi ta t ion Commi t tee , "A P roposed Const i tu t iona l A m e n d m e n t 
to Limit Federa l Spend ing , " January 1979. 

spending, the proposed amendment "get(s) 
at the root cause of inflation" according to a 
cover memorandum. Some observers expli-
citly argue that a major reason for the increase 
of inflation since World War II is the large 
government deficits.3 

Yet, as this article shows, the evidence 
does not support the theory that large gov-
ernment deficits increase inflation. 

Deficits, Inflation, and Outstanding Bonds 
The positive relationship between budget 

deficits and inflation in the postwar period is 
quite strong. As Chart 1 indicates, the rate of 
inflation has increased substantially since 1952.4 

As Chart 2 indicates, the federal government's 
deficit has increased substantially at the same 
time. The deficit is measured as the change in 
the par value of Treasury and federal agency 
securities held by the public and the Federal 
Reserve. This nominal deficit is converted into 
1967 dollars by dividing it by the Consumer 
Price Index at the end of each fiscal year; 
hence, the increased deficits are not just a 
result of failing to correct for the rising level of 

3 Darry l R. Francis, " H o w and Why Fiscal Ac t ions Mat te r to a Monetar is t , " 
Federa l Reserve Bank of St. Louis Review, May 1974, pp. 1-7. 
"The per iod ana lyzed beg ins in 1 9 5 2 because the per iod f rom 1 9 4 5 t h rough 
1951 has s o m e spec ia l charac te r is t i cs d u e to the end of Wor ld War II and the 
Ko rean War. Whi le an analys is of th is ear l ier pe r iod wou ld be in terest ing, the 
con t roversy abou t any connec t i on b e t w e e n def ic i ts and inf lat ion is abou t t h e 
per iod s ince the Treasury —Federa l Reserve Accord in 1951. 

Some say government deficits are pushing inflation upward, 
but evidence indicates that deficits may be more the result 
than the cause of inflation. 
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Chart 1 . The Rate of Inflation 
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Char t 2. Total Deficit and Amounts 
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And the federal deficit has also increased, 

prices.5 On this basis the federal government 
has run surpluses in three of these 30 years.6 

The correlation of the deficits and inflation is 
obviously quite high; indeed it is 0.51. 

In Chart 2, the total deficit is broken into the 
parts acquired by the public and the Federal 
Reserve. This figure certainly does not indicate 
strikingly that the Federal Reserve responds to 
a large government deficit by monetizing part 
of it. Any correlation of the deficits and debt 
acquired by the Federal Reserve is less apparent 
than the correlation of the deficits and debt 
acquired by the public. Indeed, the correlation 
of the deficits with debt acquired by the public 
is 0.99 and the correlation of the deficits with 
debt acquired by the Federal Reserve is a much 
smaller 0.39. 

As Chart 3 shows, the par value of out-
standing bonds in 1967 dollars shows little 
tendency to rise. Despite the substantial deficits, 
federal government indebtedness has not in-
creased substantially because the nominal 

5 The cor re la t ion of th is measure of the def ic i t and the def ic i t on the unif ied-
accoun ts basis used as the federa l -government budge t is 0 94 for 1 9 5 2 
t h rough 1981. The f iscal year changes f rom J u n e to S e p t e m b e r in 1976. J u n e 
f igures are used for all years to perserve comparabi l i ty . 
6 O n the un i f ied accoun ts basis t he re have been four surp luses s ince 1952. 
The d i f f e rence ar ises in 1960 when, in 1 9 6 7 dollars, a surp lus of $ .30 bi l l ion is 
recorded on a un i f ied-accounts basis and a def ic i t of $2 .45 bi l l ion is reco rded 
on the basis of secur i t ies issued by the Treasury and g o v e r n m e n t - o w n e d 
federal agencies. 

growth of bonds associated with deficits is 
wiped out by inflation. Despite the overwhelm-
ing predominance of deficits, the total debt in 
1967 dollars has fallen in 14 of the 30 years 
from 1952 through 1981. The trend growth 
rate of the debt (estimated from a regression 
equation) for 1952 through 1981 is a statistically 
and numerically insignificant 0.05 percent per 
year. 

It is possible that some of these decreases 
in the debt are due to unanticipated increases 
of the price level which have reduced the 
government's debt and in effect expropriated 
part of bondholders' wealth. On the other 
hand, increases in the price level may have 
been anticipated. Increases in bond yields 
are not a direct explanation of the increases 
in the debt because the bonds are measured 
at par value, or the redemption price (which 
is close to issue price).7 Debt held by the 
Federal Reserve has increased over the 
period, but debt held by the public is close to 
the same in 1952 and 1981. 

Possible Connections Between 
Inflation and Deficits 

With the above background, we can go on 
to examine the hypothesized connections 
between inflation and government deficits. 
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yet the real debt has grown little. 

Chart 3 . Debt Outs tanding and Amounts Held 
by the Public and the Federal Reserve 

Bill ions of 
1967 Dollars 

Public 

Government Debt as Net Wealth 
The most longstanding explanation of a 

connection between deficits and inflation is 
based on the hypothesis that households 
perceive government debt as net wealth.8 If 
so, then lower taxes financed by issuing 
debt increase consumption spending and 
raise interest rates and the level of prices. 

Why might households perceive govern-
ment debt as net wealth? Fundamentally, 
holdings of government debt are part of the 
assets of owners; the value of this asset is 
the current price. For the households, how-
ever, there is an implied liability: the taxes 
necessary to make the payments promised 
by the debt. Only if the value of government 
bonds held by the public is greater than the 
perceived present value of the taxes wil l 
issuing debt and lowering taxes increase 
households' perceived wealth. As a result, 

the supposition must be that the value of the 
bonds is greater than the perceived present 
value of taxes implied by the debt. 

Economists have advanced various reasons 
for this supposition.9 Perhaps the most long-
standing is that households consider only 
their tax payments and not tax payments 
that extend beyond their lifetimes. As a 

Indeed, the correlation of the 
deficits with debt acquired by 
the public is 0.99 and the 
correlation of the deficits with 
debt acquired by the Federal 
Reserve is a much smaller 
0.39. 

result, the stream of discounted tax payments 
ends at some point. The stream of payments 
on which the bonds' values are based, how-
ever, extends over the bonds' lifetimes, not 
just over a household's lifetime. The basic 
proposition is that government debt can be 
used to defer taxes until a later generation, 
thereby increasing the wealth of the current 
generation.10 

An alternative but possibly complementary 
reason why households might see govern-
ment debt as part of their own net wealth is 
that households may discount the tax pay-
ments at a higher interest rate than the 
government's interest rate. In effect, lowering 
taxes now, increasing government debt, and 

' J ohn J. Seater, "The Marke t Va lue of Ou ts tand ing Gove rnmen t Debt, 1919-
1975," Journa l of M o n e t a r y E c o n o m i c s 8 (July 1981) , pp. 85 -101 , p resen ts 
a market -va lue ser ies and f inds tha t the par-value and the marke t va lue of 
federa l gove rnmen t deb t are c lose ly re la ted f rom 1947 t h rough 1975. 
"See L loyd A Metz ler , "Weal th, Saving, and the Rate of Interest," Jounra l of 
Political E c o n o m y 59 (Apri l 1951), pp. 93 -116 , Don Patinkin, M o n e y , 
Interest, and Prices, Second edit ion (New York; Harper and Row Publishers, 
1965), and Robert A Mundell, Monetary Theory (Pacific Padisades, Cal i fornia 
Goodyear Pub l ish ing Company , Inc. 1970). 

9 S e e the re fe rences in f oo tno te 8 as we l l as Rober t J. Barro,"Are Gove rnmen t 
Bonds Net Weal th?' Journal of Political Economy 82 (November /December 
1974), pp. 1095 -1118 , and Al len Dracen, "Gove rnmen t D e b t H uman Capital, 
and Beques ts in a L i fe-Cycle Model , " Journa l of Polit ical E c o n o m y (June 
1978), pp. 505 -516 . 
1 0 ln these terms, the issue was first ra ised in the pos twar per iod by J a m e s M. 
Buchanan. A co l lec t ion of the relevant papers is con ta ined in J a m e s M. 
Ferguson, ed., Publ ic Debt a n d Future Genera t ions (Chape l Hill: Univers i ty 
of North Caro l ina Press, 1970). 
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paying for the debt with higher taxes in the 
future constitutes a loan from holders of 
government securities to taxpayers. If the 
interest rate at which taxpayers borrow is 
greater than the interest rate at which the 
government borrows, then these loans passed 
through the government can increase the 
taxpayer's wealth.11 

An alternative hypothesis, which has been 
dubbed the "Ricardian equivalence theorem," 
denies the significance of debt as net wealth.12 

If households behave as if the tax liability 
associated with government debt is equal to 
the value of the debt, then more debt to 
finance lower taxes does not increase the 
perceived wealth of households and thereby 
consumption. Randall G. Holcombe discusses 
this argument in detail in another article in 
this issue of the Review. 

Monetization of Deficits 
Rather than attributing the positive correlation 

of inflation and government deficits to this 
direct connection, some economists have 
attributed it to the Federal Reserve's behavior.13 

Although no well-structured economic theories 
have been advanced, the hypotheses fall into 
one of two general classes. 

The first is based on the role money creation 
plays in financing expenditures. If government 
expenditures and the deficit increase, then 
the Federal Reserve monetizes more debt to 
reduce expected future tax liabilities. 

The second hypothesis is based on the 
Federal Reserve's operating strategy in most 
of the post-World War II period. One com-
ponent of that operating strategy, at least until 
October 6, 1979, was hitting a target interest 
rate. To the extent that debt issues increase 
interest rates, the Federal Reserve could 

" O n empi r ica l and theore t i ca l grounds, I a ssume that the g row th rate o t t h e 
e c o n o m y is not g rea ter t han the in terest rate. If th is were not true, then g row th 
of the bonds at the g row th rate of the e c o n o m y wou ld a l low for payment of all 
of the in terest w i t hou t taxes and w i thou t the va lue of the b o n d s b e c o m i n g 
larger relat ive to the e c o n o m y as t ime wen t on. 
, 2 S e e Rober t J. Barro, "Are Gove rnmen t Bonds Net Weal th?" On the use of 
th is name, ev ident ly d u e to James Buchanan, see Gera ld P. O'Dr iscol l , Jr., 
"The Ricard ian Nonequ i va lence Theorem," Journa l of Pol i t ical E c o n o m y 
8 5 (February 1977), pp. 207 -210 . 
1 3 S e e , e.g., J a m e s M. Buchanan and Richard E Wagner , D e m o c r a c y in 
Deficit: T h e Polit ical Legacy of Lord Keynes, M ichae l J. Hamburge r and 
Bur ton Zq ick , "Def ic i ts , Money, and Inf lat ion," Jopurna l of M o n e t a r y 
E c o n o m i c s 7 (Janiuary 1981), pp. 141-150 , and M ickey D. Levy, "Fac to rs 
Af fec t ing Mone ta r y Policy in an Era of Inf lat ion," Journa l of Monetary 
E c o n o m i c s 8 (November 1981), pp. 3 5 1 - 3 7 3 . 

negate this effect by purchasing government 
bonds, thereby increasing the monetary base, 
the money supply, and the level of prices. 

This second hypothesis is a denial of the 
tenets summarized in the Ricardian equiva-
lence theorem. If households act as if they 
understand the taxation implicit in debt and if 
debt issues do not affect interest rates, then 
the effects to which the Federal Reserve 
supposedly responds are nonexistent. 

Inflation and Nominal Debt Issues 
Robert J. Barro provides an alternative 

explanation for the positive correlation of 
deficits and inflation in the postwar period.14 

Essentially this explanation is based on effects 
of expected inflation on the government deficit. 
Suppose that the expected inflation rate in-
creases and that the nominal interest-rate— 
the interest rate in terms of dollars—increases 
to reflect the expected depreciation of the 
value of the dollar over time. This raises the 
government's interest expenditures and, hold-
ing constant other government spending and 
taxes, increases the deficit. 

This increase in the deficit, however, will not 
cause government debt in constant dollars to 
increase. The increased growth of debt asso-
ciated wi th the deficit will be offset precisely 
by increases in the price level. Another way of 
saying the same thing is to note that the 
higher nominal interest rate on bonds reflects 
compensation to bondholders for the declining 
value of their bonds in constant dollars. If the 
government finances this inflation compen-
sation through higher taxes or decreased 
spending, then the government's real debt 
actually falls over time. By increasing the 
dollar amount of bonds outstanding, the gov-
ernment can prevent this inflation-induced 
decline in the value of bonds in constant 
dollars. 

Suppose that government spending (not 
including interest payments) and taxes are 
equal and constant and that the government 
issues only one-period bonds. For simplicity 
in the calculations, further suppose that the 
nominal interest rate and the inflation rate are 

1 4See Robert J. Barro, " O n the De te rm ina t ion of the Publ ic Debt," Journa l of 
Polit ical E c o n o m y 87 (October 1979), pp. 2 4 0 - 2 7 1 , and Gera ld P. Dwyer, Jr., 
" Inf la t ion and Governmen t Defici ts," E c o n o m y Inquiry, 1982 , in p r e s s 
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both initially zero. Under these circumstances, 
if government debt is $10 billion in year one, it 
is the same in following years. Since prices 
are constant, the debt is also constant in 
terms of year one dollars. 

Suppose that the expected inflation rate 
increases in year one to 10 percent. Then the 
bonds issued in year one will carry a nominal 
interest rate of 10 percent to compensate the 
bondholders for being paid in dollars that are 
expected to be worth less in terms of goods. In 
year two, the government issues $110 billion 
worth of bonds—-$100 billion to refinance the 
outstanding nominal debt and $10 billion to 
pay the interest. The deficit in terms of current 
and year one dollars has increased. If the 
inflation rate is actually 10 percent, however, 
the value of the debt in year one dollars has 
not increased. The debt in current dollars has 
increased 10 percent but the level of prices 
also has increased 10 percent. 

This analysis applies only to debt acquired 
by the public. Debt acquired by the Federal 
Reserve does not result in net interest expen-
ditures because the Fed returns its interest 
receipts to the Treasury net of its expenditures. 
It is unlikely that the Federal Reserve's expen-
ditures in constant dollars increase with an 
increase of expected inflation. As a conse-
quence, such an expectation simply increases 
the receipts returned to the Treasury and the 
underlying inflation provides revenue to the 
federal government through its sale of bonds 
to the Federal Reserve. Hence, explicit con-
sideration of the Federal Reserve alters the 
conclusion because the federal government's 
revenue from money creation is part of the 
deficit. As a result, the debt monetized by the 
Federal Reserve may have a very different 
significance for inflation than the debt acquired 
by the public. 

SUMMARY OF THE EVIDENCE 
Government Debt as Net Wealth 

The key to any direct connection between 
inflation and government debt is the proposi-
tion that households act as if their wealth is 
greater when government debt is increased. 
Thus, the basic question is how households 
respond to greater government debt. 

Tests of the proposition that increased gov-
ernment debt increases households' consump-

tion uniformly indicate that such an effect is 
not significant. Using time-series data for the 
United States, Levis Kochin, J. Ernest Tanner, 
John J. Seater, J. Walter Elliot, Will iam H. 
Buiter and James Tobin, and Martin J. Feldstein 
found evidence consistent with the hypothesis 
that government debt does not affect con-
sumption expenditure in the economy.15 Some 
of these studies have also tested the hypoth-
esis that deficits are accompanied by compen-
sating changes in saving. The test results, 
which are subject to problems of interpretation, 
suggest some although perhaps not complete 
compensating changes. 

In some of these same studies, however, 
there are tests of hypotheses derived from 
the proposition that increased government 
debt does increase households' consumption. 
These hypotheses are not rejected. Hence, the 
results in these studies are consistent wi th 
both propositions — that government debt 
does affect consumption and that it does not. 
The resolution of this question must await 
more powerful tests. 

Because Social Security is part of the federal 
government's unfunded debt, tests of the 
hypothesis that anticipated future Social 
Security payments affect consumption are 
also relevant.16 Using time-series data for the 
United States, Martin Feldstein finds a sub-
stantial effect, but Dean R. Leimer and Selig D. 
Lesnoy find that this result does not survive 

1 5See Levis A. Kochin, "Are Future Taxes Ant i c ipa ted by Consumers?" 
Journa l of M o n e y , Credi t , a n d Bank ing 6 (August 1974), pp. 385 -394 , J. 
Ernest Tanner, "Fiscal Policy and Consumer Behavior," Review of Economics 
a n d Stat ist ics 61 (May 1979), pp. 317 -321 , J. Ernest Tanner, "Empi r i ca l 
Ev idence on the Shor t -Run Real Ba lance Effect in C a n a d a " Journa l of 
M o n e y , Credi t , and Bank ing 2 (November 1970), pp. 4 7 3 - 4 8 5 , J o h n J. 
Seater , "Are Future Taxes D iscounted?" unpub l i shed paper, S e p t e m b e r 
1980, J. Wal ter Ell iot, "Wea l th and Wea l th Proxies in a Pe rmanen t Income 
Model , " Quarter ly Journa l of E c o n o m i c s 9 5 (November 1980), pp. 509 -
535 , Wi l l iam H. Bui ter and J a m e s Tobin, "Deb t Neutra l i ty : A Brief Rev iew of 
Doct r ine and Evidence," in Socia l Secur i ty versus Private Saving, ed. by 
George M. von Furstenbert (Cambridge, Massachusetts: Ballinger Publishing 
Company, 1979), and Mart in J. Feldstein, "Government Deficits and Aggregate 
Demand," Journa l of M o n e t a r y E c o n o m i c s 9 (January 1982), pp. 1-20. 
, 6See Mart in J. Feldstein, "Social Security, Induced Ret i rement and Aggregate 
Capital Accumulation," Journal of Political Economy 82 (September/October 
1974), pp. 905 -926 , Mar t in J. Feldstein, "Soc ia l Secur i ty, Induced Ret i rement , 
and Aggrega te Capi ta l Accumula t ion : A Cor rec t ion and Updat ing," Work i ng 
Paper No. 579 , Nat iona l Bureau of Economic Research, November 1980, 
Dean R. Le imer and Sel ig D. Lesnoy, "Soc ia l Secur i ty and Private Saving: A 
Reexamina t ion of the T ime Ser ies Ev idence Using Al ternat ive Soc ia l Secur i t y 
Wea l th Variables," Work ing Paper No. 19, Of f i ce of Research and Stat ist ics, 
Social Secur i t y Admin is t ra t ion, N o v e m b e r 1980 , Dean R. L e i m e r a n d Sel ig D. 
Lesnoy, "Soc ia l Secur i ty, I nduced Ret i rement , and Aggregate Capital Ac-
cumula t ion : A Cor rec t ion and Updat ing ' by Mar t in J. Feldstein: Comment , " 
unpub l i shed paper, Of f i ce of Researach and Stat ist ics, Soc ia l Secur i ty 
Admin is t ra t ion, Apr i l 1981 , and M ichae l R. Darby, T h e Ef fects of Socai l 
Secur i ty on I n c o m e a n d Capi ta l Stock (Washington, D. C.: The Amer i can 
Enterpr ise Inst i tu te for Publ ic Pol icy Research, 1979). 
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Tests show that increased 
government debt does not 
significantly increase households' 
consumption. 

correction of an error in Feldstein's calculations. 
Feldstein has replied wi th evidence in favor of 
an effect, but Leimer and Lesnoy show that 
the evidence is not robust to small changes in 
the tests. Using other data, Michael R. Darby 
finds that Feldstein's initial estimated effect of 
Social Security wealth is implausibly large as 
well. As a result, the hypothesis of no effect of 
Social Security debt seems to be quite con-
sistent with the available data.17 

Evidence concerning the effects of deficits 
on total spending is also pertinent.18 The 
correct result remains a subject of debate, but 
overall the results suggest that if there is any 
effect of government deficits on total spending, 
the effect is trivial. 

Monetization of Debt 
There are several tests of the hypothesis 

that the growth of monetary aggregates 
increases when deficits are larger.19 Robert J. 

" T h e r e a re th ree s tud ies based on in ternat iona l data but the resul ts are 
conf l i c t ing and of l i t t le va lue because of poor data. See Mar t in J. Feldstein, 
" In te rna t iona l D i f fe rences in Soc ia l Secur i ty and Saving," Journa l of Public 
E c o n o m i c s 14 (Oc tober 1980), pp. 225 -244 , Mar t in J. Feldste in, "Soc ia l 
Secur i t y a n d Private Savings," in T h e E c o n o m i c s of Public Services, ed. by 
Mar t in J. Fe lds te in and Rober t P. Inman, (London: Macmi l lan Publ ish ing 
Company , 1977), and Rober t J. Barro and Glenn M. MacDona ld , "Soc ia l 
Security and Consumer Spending in an International Cross Section," Journal of 
Public E c o n o m i c s 11 (June 979), pp. 275 -289 . 
, 8 S e e Leonal l C. Anderson and Jerry L. Jordan, " M o n e t a r y and Fiscal Act ions: 
A Test of Their Relat ive Impor tance in Economic Stabl izat ion," Federa l 
Reserve Bank of St. Louis Review 5 0 (November 1968), pp. 11 -24, and Kei th 
M. Car lson, "Does t h e St. Lou is Equat ion N o w Bel ieve in Fiscal Pol icy?" 
Federa l Reserve Bank of St. Louis Review 6 0 (February 1978), pp. 13-19. 
1 9See Rober t J. Bar ro , "Comment F rom an Un recons t ruc ted Ricardian," 
Journa l of M o n e t a r y E c o n o m i c s 4 (August 1978), pp. 5 6 9 - 5 8 1 , Wi l l iam A 
Niskanen, "Def ic i ts , Governmen t Spend ing, and Inflat ion: Wha t Is The 
Ev idence?" Journa l of M o n e t a r y E c o n o m i c s 4 (August 1978), pp. 5 9 1 - 6 0 2 , 
M ichae l J. Hamburge r and Bur ton Zwick, "Def ic i ts , Money, and Inflation," and 
M i c k e y D. Levy, "Fac to rs A f fec t ing Mone ta ry Pol icy in an Era of Inf lat ion." 

Barro and Wil l iam A. Niskanen find no support 
for the notion that larger deficits result in 
faster growth of the money supply. These are 
direct tests of monetization but they are in the 
context of specific, rather ad hoc models of 
the money supply. Also using an ad hoc 
model, Michael J. Hamburger and Burton 
Zwick f ind some evidence of debt moneti-
zation for the last two decades, but the evidence 
is not substantial. 

In the best of these papers, Mickey D. Levy 
finds substantial evidence that changes in the 
monetary base in the United States from 
1952 through 1978 are in large measure a 
result of government deficits. Even these 
results, however, are sensitive to the specifi-
cation. In fact, when a problem with autocorre-
lated residuals is corrected, the results are 
quite consistent w i th the hypothesis that 
changes in the monetary base are unrelated 
to government deficits.20 

The significance of the results presented by 
Barro, Niskanen, Hamburger and Zwick, and 
Levy is clouded by their use of ad hoc models 
which appear to influence their results sub-
stantially. 

Government Deficits and Expected 
Inflation 

In the context of a specific model of govern-
ment debt behavior, Barro tests the hypothe-
sis that increases in expected inflation increase 
the growth rate of the debt He finds significant 
support for this hypothesis.21 

In a technical paper on this subject, I test 
whether government debt growth has any 
significance for future inflation.22 The tests in 
this paper are tests of restrictions on a vector 
autoregression estimated with quarterly U. S. 
data for 1952 through 1978. The data series 
included as the dependent variables in the 
vector autoregression—a set of regression 
equations—are the growth of total spending 
measured by nominal Cross National Product, 
the rate of inflation calculated with the Con-
sumer Price Index, the interest rate on three-
month Treasury bills, the growth rate of the 

2 0 Gera ld P. Dwyer, Jr., "Fac to rs A f fec t ing Mone ta ry Pol icy in an Era of 
Inf lat ion: Reso lu t ion of a Puzzle," unpub l i shed paper, Apr i l 1982 . 
' ' R o b e r t J. Barro, " O n the De te rm ina t ion of the Publ ic D e b t " 
" G e r a l d P. Dwyer, Jr., " In f la t ion and Gove rnmen t Deficits." 
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money stock measured by old M l and M2, the 
growth rate of debt held by the Federal Reserve, 
and the growth rate of debt held by private 
investors. None of the data series is seasonally 
adjusted. Four lagged values of each of the 
variables and seasonal dummy variables are 
included in the unrestricted version of the 
vector autoregression. 

The tests can be interpreted as: (1) tests if 
variables help to predict the other variables; 
and (2) tests of structural restrictions on a 
reduced-form representation of the economy. 
The results uniformly indicate that debt pur-
chases by the Federal Reserve help to 
predict changes in prices, total spending, the 
money stock, interest rates, and debt purchases 
by the public. They also indicate that debt 
purchases by the public do not help to 
predict changes in prices, total spending, the 
money stock, interest rates, or debt purchases 
by the Federal Reserve. These results are 
consistent wi th the hypothesis that the exist-
ence of a structural representation of the 
economy in which deficits have no effect on 
inflation unless they are monetized by the 
Federal Reserve, and deficits have no effect 
on purchases by the Federal Reserve. In 
addition, a weak test of Barro's hypothesis 
that increased inflation results in increased 
deficits is consistent with that hypothesis. 

In sum, this empirical evidence is quite 
consistent with the hypothesis that deficits 
are a result of inflation and have little or no 
significance for future inflation. 

Summary and Conclusion 
Despite deficits in 27 of 30 years, the real 

debt of the United States federal government 
has increased in only 16 of the 30 years from 
1952 through 1981. Deficits, increases in the 
nominal value of bonds, are associated with 
decreases in the real value of bonds because 

the rate of increase of the nominal value of 
bonds is less than the rate of inflation. The real 
debt held by the Federal Reserve has increased, 
but debt held by the public is nearly the same in 
1952 and 1981. 

In the literature, three possible connections 
between inflation and government deficits 
can be identified. Increases in real debt holdings 
may result in increases in households' per-
ceived wealth and consumption which cause 
increases in interest rates and the level of 
prices. The Federal Reserve may monetize 
part of the debt when that debt increases, 
either because of the greater tax liability or 
higher interest rates associated wi th a larger 
real debt. Lastly the deficits, increases in the 
nominal value of bonds, may be a result of 
inflation just as increases in the nominal value 
of any other individual variable in the economy 
is a result of inflation. 

Nothing in the underlying data or in the 
empirical evidence contradicts the hypothesis 
that the deficits from 1952 through 1981 
were a result of inflation, and the inflation was 
not a result of deficits. The failure of the real 
debt to increase implies that, even if real debt 
increases cause increases in consumption 
and the level of prices, the rising level of prices 
wasn't a result of increases in the funded real 
debt. Furthermore, if a model is posited in 
which the Federal Reserve responds to deficits 
for reasons other than just nominal increases 
in the debt, monetization of deficits is unlikely 
to have been important. There were large 
deficits from 1952 through 1981, but these 
appear to have been a consequence of infla-
tion and not an important causal element in 
inflation over that period. 

What does this imply for current and future 
fiscal and monetary policy? Changes in real 
government debt affect the allocation of taxes 
over time. They have not played, and I conclude 
will not play, a causal role in determining the 
inflation rate. 

Gerald P. Dwyer Jr. 

Partial support lor this research was provided by the Center tor Education and 
Research on Free Enterprise at Texas A&M University 
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The "Crowding Out" Controversy 
Arguments and Evidence 

Do government deficits cause higher interest 
rates and thus "crowd out" private investment? 

Herbert Stein, former chairman of the Council 
of Economic Advisers, says "yes." Speaking of 
Ronald Reagan's decision to allow the deficit 
to expand, he recently said, "His (Reagan's) 
decision is ironic, but not necessarily wrong. 
Despite much conventional Republican rhe-
toric, running deficits is not a sin. Deficits do 
have a cost, however. They raise interest 
rates, crowd out private investment and slow 
economic growth."1 

George Perry, senior fellow at the Brookings 
Institution, agrees. He recently wrote, "Deficits 
are hardly the end of the world, and they are 
often not only necessary, but desirable. The 
large deficit that wil l emerge with the present 
recession is a case in point."2 

Taking the opposite position, William Niskanen, 
member of the President's Council of Economic 
Advisers, "declared that ' the simple relation-
ship between deficit and inflation is as close 
to being empty as can be perceived.'" 

"Mr . Niskanen said that there was 'no nec-
essary relationship' with money supply growth— 
meaning that deficits did not have to force the 
Federal Reserve to crank out too much bank 
credit—and the crowding-out theory was 'not 
consistent with the evidence.'"3 

' Los A n g e l e s T imes, "Reagan Shou ld Take a Lesson From Stockman, " 
Herber t Stein, N o v e m b e r 15, 1981 . 

2 Los Ange les T imes, "Reaganomics ' First Year a Failure," George L. Perry, 
N o v e m b e r 24, 1981. 

3 The N e w York T imes, " R e a g a n A ides De fend Deficits," Edward Cowan, 
D e c e m b e r 9, 1981. 

The government can finance deficits in three 
ways using any combination of the following: 

- increasing revenues through taxation; 

- printing money (open market purchases 
of government securities); or 

- borrowing in the open market. 

Tax increases would be contrary to the 
administration's stated program. Printing money 
also would be an unlikely course of action, 
given the Fed's determination to keep tight 
control of the money supply. Therefore, it is 
not unreasonable to assume that the govern-
ment will cover deficits primarily by borrowing. 

The Theory 
Financing the government deficit by issuing 

debt can be viewed as a government intrusion 
on the capital markets. Ignoring the foreign 
market, private saving must exceed private 
investment by the amount of the government's 
debt issue. Government securities compete 
with private securities for investors' dollars, 
and only those funds which are left after the 
sale of government bonds are available to 
finance the private sector's accumulation of 
physical capital. Thus, deficit financing may 
displace private investment or, alternatively 
stated, defici ts may " c r o w d ou t " private 
investment. 

A government debt issue is seen to increase 
private saving, to reduce (that is, crowd out) 
private investment, or to induce a combination 
of both of these responses. Which of these 
alternatives actually occurs? That has been 

Tests show that the historical relationship between 
budget deficits and interest rates has not been a 
consistent one. As a result, information in addition to 
budget deficits may be necessary to gauge their effects 
on credit markets. 
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Chart 1 . How Incremental Government Debt 
May Crowd Out Private Investment 

Chart 2 How Incremental Government Debt 
May Not Crowd Out Private Investment 

the subject of considerable debate during the 
last few years. The most widely held view, at 
least until recently, has been the "crowding-
out" proposition, one version of which is de-
picted in Chart 1. 

The I locus characterizes the private sector 
investment schedules. Other things constant, 
a decrease in the interest rate increases the 
number of profitable projects. Similarly the S 
locus denotes the private sector savings. Other 
things constant, an increase in the rate of 
return to savings will also increase private 
savings. Before the government debt issue, 
the equil ibrium interest rate wil l be the one for 
which the market clears, one that equates 
private savings and private investment. This 
will occur when l0 = S0 and the interest rate is 
r0. If the government floats a bond issue of size 
D, then bond prices are bid down and the 
interest rate is forced up to r v The increase in 
interest rates stimulates saving, which moves 
up the savings schedule to Sv and stifles 
investment, which falls along the investment 
schedule to l1a The reduction in investment 
from l0 to denotes the amount by which the 
deficit "crowds out" the private sector. 

If, on the other hand, saving is completely 
insensitive to the interest rate, the saving 
curve is vertical rather than upward-sloping. In 
this most extreme version of the crowding-out 
hypothesis, saving remains constant while 

and 
Savings 

investment falls by the full amount of the debt 
issue. The private sector is "crowded out" by 
the full amount of the deficit as opposed to the 
case shown in Chart 1 where the public 
sector "crowding out" of the private sector is 
only a fraction of the deficit. Under any version 
of the crowding-out proposition, however, pri-
vate investment must decrease, while saving 
may increase or remain constant. 

The crowding-out hypothesis has been called 
into question by those who argue that govern-
ment bonds are not perceived as net wealth 
by the private sector and thus do not reduce 
private capital formation.4 The argument is 
essentially as follows. Suppose the government 
reduces the current tax bill of every taxpayer 
by one dollar and finances this tax reduction 
by issuing bonds which bear the market rate 
of interest. A lump sum tax equal to one dollar 
plus interest wil l be levied on each taxpayer 
next year in order to retire the current bond 
issue. Wil l taxpayers feel wealthier today as a 
result of this transaction? Wil l they therefore 
increase their consumption and lower private 
capital accumulation? 

If people behave rationally, the argument 
goes, the answers to these questions must be 
"no." People will save the dollar they currently 

"See Rober t J. Barro, "Are Gove rnmen t Bonds Net Wealth?," Journa l of 
Pol i t ical E c o n o m y 82 , N o v e m b e r / D e c e m b e r 1974, pp. 1095 -1117 . 
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receive so as to be able to meet their increased 
future tax liabilities. Current saving will increase 
by the amount of the government debt issue. 
Private capital accumulation will not be crowded 
out (Chart 2). Now a debt issue of size D 
causes the saving schedule to shift rightward 
by an equal horizontal distance D to S'. Saving 
increases to S,. But in this case investment 
remains unchanged at l0, and the interest rate 
remains constant at r0. According to this view, 
crowding out can be avoided only if the private 
sector takes complete account of the future tax 
liabilities implied by government bonds and thus 
regards these bonds as a substitute for claims on 
physical capital. 

The Tests 
We performed two tests to determine what 

effect, if any, changes in the budget deficit have 
on interest rates. To the extent that bigger 
deficits are associated with an increase in interest 
rates, crowding out is evident as well. One test is 
based on the work of Granger (1969).5 The other 
uses procedures developed by Sims (1972).6 

Granger Test 
The Granger Test is based on the premise that 

if forecasts of the interest rates obtained using 
both past values of interest rates and past values 
of the deficit are better than forecasts obtained 
using past values of interest rates alone, then the 
deficit is said to "cause" interest rates. 

Sims Test 
The test procedure proposed by Sims involves 

obtaining estimates of the deficit using past, 
current and future values of the interest rates. If 
the deficit estimate is not better than those using 
only current and past interest rates alone (that is, 
if knowledge of the future values of interest rates 
does not improve the deficit forecast), then 
interest rates are "exogenous" to the deficit. 
Alternatively stated, the deficit does not "cause" 
interest rates. 

5Granger, C.W.J., " Inves t iga t ing Causa l Relat ions by Economet r i c Mode l s 
and Cross Spec t ra l Methods ; " Econometr ica , Ju ly 1969, pp 4 2 4 - 4 3 8 . 

6Sims, C. A , " M o n e y Income and Causal i ty ;" A m e r i c a n E c o n o m i c Review 
(Sep tember 1972) , pp. 5 4 0 - 5 5 2 . 

Table 1 . Regression Results - Granger Test 
(Joint Significance of Independent Variable) 

Table 2. Regression Results - Sims Test 
(Joint Significance of Future Variables) 

Y X F 4, 38 Y X F(4, 33) 

Nominal Federal 
Def ic i ts 

Interest Rates (2.38) Nomina l Federal 
Def ic i ts 

Interest Rate 0.43 

Real Federal 
Def ic i ts 

Interest Rates 1.41 Real Federal 
Def ic i ts 

Interest Rate 0.20 

Nominal Total 
Def ic i ts 

Interest Rates 2.29 Nomina l Total 
Def ic i ts 

Interest Rate 0.36 

Real Total 
Def ic i ts 

Interest Rates 1.58 Real Total 
Def ic i ts 

Interest Rate 0.19 

Interest Rates Nomina l Federal 
Def ic i ts 

0.69 
Interest Rate Nomina l Federal 

Def ic i ts 
2.21 

Interest Rates Real Federal 
Def ic i ts 

0 .34 
Interest Rate Real Federal 

Def ic i ts 
1.48 

Interest Rates Nominal Total 
Def ic i ts 

0.52 
Interest Rate Nominal Total 

Def ic i ts 
2.42 

Interest Rates Real Total 
Def ic i ts 

0.25 
Interest Rate Real Total 

Def ic i ts 
1.66 

9 9 % 95% 99% 95% 

F(4, 38) 3.87 2.63 F(4, 33) 3.96 2.67 
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The Evidence 
The data in this study span the 1929-80 period.7 

The interest rates used were one-year yields on 
Treasury bills and Treasury notes.8 Annual changes 
in (1) the nominal budget deficit, (2) the budget 
deficit deflated by the Consumer Price Index, 
and (3) one-year interest rates, were employed 
in the tests. 

The empirical results indicated that increasing 
budget deficits were not necessarily associated 
with increased interest rates (see Appendix for 
technical explanation). There was no conclusive 

evidence that information on changes in past 
budget deficits combined with changes in past 
interest rates provided more accurate 
forecasts of changes in current interest rates than 
information on past interest rates alone (Granger 
test). These results are reported in the lower half 
of Table 1. 

Moreover, changes in the "current year's" 
budget deficit had no statistically significant 
association with changes in future interest rates 
taken as a group (Sims test). These results are 
reported in the upper half of Table 2. 

APPENDIX 

The coefficients in the Granger tests are reported in 
Table A-1. The Granger test requires the data to 
exhibit stationary characteristics, a requirement satis-
fied by differencing the series (only first difference 
was required). Diagnostic checks on the residuals of 
the estimated regressions failed to uncover any 
evidence of serial correlation.10 The F statistic reported 
in Table 2 in the text tests the joint significance of 
the lagged values of X, given lagged values of Y. The 
hypothesis that deficit spending does not cause 
changes in the level of interest rates cannot be 
rejected at the one percent level of significance. 
Similarly the hypothesis that changes in the interest 
rates do not cause changes in the deficit cannot be 

10 An a l ternat ive in terpre ta t ion of the resul ts p resen ted here is based on 
t h e v iew that the Un i ted S ta tes is an open economy. As such, if the s ize 
of its de f ic i ts are smal l relat ive to the s ize of wor ld capi ta l markets, t hen 
it is poss ib le for domes t i c c r o w d i n g out to occu r w i thou t the def ic i ts 
a f fec t ing interest rates. 

rejected at the 5 percent level. Notice, however, that 
the result for the deficit in current dollars does 
suggest the possibility of a causal relationship going 
from interest rates to the deficit (in nominal, i.e. 
current dollars). 

To further investigate the economic relationship 
between deficit and interest rates, the Sims proce-
dures are implemented. The coefficients and estimated 
regression are contained in Table A-2. Table 2 in the 
text reports the F statistics corresponding to the 
Sims test. These tests investigate the joint signifi-
cance of the future coefficients. If the sets of future 
coefficients are significantly different from zero, 
then Y causes X. The results reported in Table 2 
replicate those of the Granger test (the bottom half 
of Table 2 corresponds to the upper half of Table 1). 
The hypothesis that interest rates are exogenous to 
the deficit cannot be rejected at the one percent 
significance level. In contrast, although interest 
rates do not cause changes in the real deficit, they 
do appear to cause changes in the nominal deficit. 

Table A.1* Regression Results - Granger Test 
£Y t=2a(j)AY(t- j ) +2b( j )AX(t - j ) + e t 

Y X a1 a2 a 3 a 4 b1 b 2 b 3 b 4 C o n s t a n t 

N o m . F e d e r a l I n t e r e s t - . 0 0 4 4 - . 0 9 3 7 - . 3 0 0 1 0 . 9 5 8 4 - 7 3 9 5 6 - 3 9 6 8 3 0 - 1 2 3 5 6 0 2 3 6 6 1 0 - 8 8 9 . 4 4 

D e f i c i t s R a t e s ( .028) ( .619) (2 .04) ( . 374 ) ( .438) (2 .47) ( .640) (1 .32) ( .433) 

I n t e r e s t N o m . Fed . - . 0 8 0 1 - . 0 9 7 6 - . 0 0 7 6 . 1 4 1 5 . 0 0 0 0 . 0 0 0 0 . 0 0 0 0 . 0 0 0 0 . 0 0 2 6 
R a t e s D e f i c i t s ( .468) ( .600) ( .039) ( .777) ( .313) ( .140) ( 1 . 5 5 3 ) ( .413) ( 1 .249 ) 

R e a l F e d e r a l I n t e r e s t . 2 7 1 2 - . 1 6 3 1 - . 1 9 6 5 0 . 1 4 5 8 - 7 9 1 . 7 - 2 1 6 8 . 4 5 1 6 . 2 3 3 8 4 3 . 5 - 2 . 7 3 8 

D e f i c i t s R a t e s (1 .732 ) (1 .03) (1 .25) ( .942) ( .373) (1 .09) ( .220) (1 .77) ( .105) 

I n t e r e s t R e a l Fed . - . 0 5 5 6 - . 1 3 6 1 - . 0 6 6 7 . 1 0 5 3 . 0 0 0 0 . 0 0 0 0 . 0 0 0 0 . 0 0 0 0 . 0 0 2 8 

R a t e s D e f i c i t s ( .327) ( .851) ( .355) ( .593) ( .075) ( .490) ( 1 0 6 ) ( .781) (1 .33) 

N o m . T o t a l I n t e r e s t - . 0 7 9 1 - . 1 5 0 5 - . 3 2 0 7 - . 0 4 2 8 - 4 6 8 7 4 - 3 8 4 4 6 0 - 5 3 6 3 5 2 7 2 5 9 0 - 1 8 1 . 9 2 

D e f i c i t s R a t e s ( .493) ( .995) (2 .22) ( .280) ( .274) (2 .35) ( . 269 ) (1 .48) ( .088) 

I n t e r e s t N o m . T o t a l - . 0 8 0 4 - . 1 0 0 4 . 0 0 0 9 . 1 6 1 0 . 0 0 0 0 . 0 0 0 0 . 0 0 0 0 . 0 0 0 0 . 0 0 2 8 

R a t e s D e f i c i t s ( .470) ( .611) ( .005) ( -870) ( .698) ( .510) ( .961) ( .560) (1 .32) 

R e a l T o t a l I n t e r e s t . 2 2 3 6 - . 1 7 0 0 - . 1 9 9 7 - . 1 3 7 8 - 6 8 1 . 8 3 - 2 4 0 7 . 8 1 0 9 0 . 3 4 0 8 8 . 5 . 1 5 8 5 
D e f i c i t s R a t e s (1 .432 ) (1 .09) (1 .31) ( .902) ( .321) (1 .21) ( .459) (1 .83) ( .006) 

i n t e r e s t R e a l T o t a l - . 0 5 8 1 - . 1 3 2 4 - . 0 7 0 0 . 1 1 3 8 . 0 0 0 0 . 0 0 0 0 . 0 0 0 0 . 0 0 0 0 . 0 0 2 8 
R a t e s D e f i c i t s ( .341) ( .827) ( .368) ( .633) ( .006) ( .506) ( .852) ( .699) (1 .33) 

. 341 

. 1 1 5 

.301 

. 0 8 3 

.375 

.099 

. 3 0 4 

.074 

* t Stat is t ics in parenthes is 
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The lack of a statistical relationship over the 
entire 1929-80 period implies that government 
bonds have not invariably been viewed as net 
wealth. Government borrowing has not invariably 
crowded out private investment.9 

Next, we used these two tests to determine if 
interest rate increases can explain increases in 
the deficit. The results for the Granger Test are 
reported in the upper half of Table 1, results for 
the Sims Test in the lower half of Table 2. The 
tests indicate that changes in past values of 
interest rates together with past changes in the 
nominal budget deficit predict changes in the 
current deficit more accurately than just past 
changes in the deficit. Similarly, changes in future 
budget deficits were associated in a statistically 
significant way wi th changes in current interest 
rates. However, no relationship was evident 
when the deficit was corrected for changes in the 
price level. These results indicate that an increase in 
interest rates contributes to a larger budget 
deficit through higher interest expense in the 
future. 

' The data are avai lable on request f rom the authors. 
"Where annua l i ns t ruments w e r e not avai lable, y ie lds on the next c losest 

matur i ty w e r e annual ized. 
9 ln the case for the regress ions repo r ted in Tab les 1 and 2 any of the 

autocor re la t ions of res idua ls up t o 12 lags e x c e e d e d the t w o s tandard error 
limit. Fur thermore, in each case, the Box-P ierce stat is t ic was wel l be low its 
expec ted va lue under the null hypothes is of ze ro autocorre la t ions. These 
results are a lso avai lable f rom the au thors on request . 

Conclusions 
This evidence calls into question the pop-

ularly held view that higher deficits necessarily 
have led to higher interest rates and have "crowded 
out" private investment. 

The results imply that, over the whole 1929-
1980 period: 

- budget deficits have not been a consistently 
accurate predictor of interest rates 

- changes in interest rates cannot be shown to 
have caused changes in real budget deficits 

- changes in interest rates have, however, 
partially explained changes in nominal budget 
deficits. 

Using the past as our guide, the relationship 
between deficits and interest rates has not been a 
consistent one. 

— Victor A. Canto and 
Donald Rapp 

Victor A Canto is Assistant Professor of Finance and Business Economics at 
the University of Southern California School of Business. Donald Rapp is a 
graduate student at the same school. 

Editor 's Note : For an a l ternat ive v iew of c rowd ing out, s e e Randal l G. 
Ho lcombe, "Def ic i ts , Sav ings and Capi ta l Format ion," in th is issue. 

Table A.2* Regression Results - Sims Test 
AY t = sa(i)AX(t- i) + u(t) 

i = —4 

Y X a(-1) a(-2) . a(-3) a(-4) a(0) a(1) a(2) a(3) a[4] Constant R2 

Norn. Fed. 
Deficits 

Interest 
Rates 

- 1 1 6 3 2 
(.048) 

- 381770 
(1.76) 

- 1 1 0 7 5 0 
(.510) 

246260 
(1-28) 

94188 
(.381) 

22659 
(.093) 

- 9 1 6 4 0 
(-429) 

- 2 0 2 8 9 0 
(1.03) 

142160 
(.790) 

-613.73 
(-234) 

.2722 

Real Fed. 
Deficits 

Interest 
Rates 

-1289.4 
(.375) 

-3597.0 
(1.17) 

-380.38 
(.124) 

369.98 
(1.35) 

-357.5 
(.102) 

-1154.9 
(.335) 

-1114.1 
(.368) 

-1314.4 
(.470) 

2062.6 
(.808) 

-55.937 
(.015) 

.1490 

Nom. Total 
Deficits 

Interest 
Rates 

- 3 5 2 3 7 
(.139) 

- 458460 
(2.03) 

- 6 6 0 4 5 
(.292) 

303150 
(1.51) 

72388 
(.280) 

90861 
(.358) 

- 3 2 4 3 4 
(-146) 

- 1 5 2 7 9 0 
(-743) 

178220 
(.949) 

-640.94 
(.234) 

.2796 

Real Total 
Deficits 

Interest 
Rates 

-1460.5 
(.427) 

-4273.7 
(140) 

-104.96 
(.034) 

4127.6 
(1.52) 

-616.98 
(.177) 

-823 .3 
(.240) 

-852 .9 
(.284) 

-992.17 
(.357) 

2178.9 
(.860) 

.13137 
(.004) 

.1679 

Interest 
Rates 

Nom. Fed. 
Deficits 

.0000 
- (-911) 

.0000 
(.950) 

.0000 
(.565) 

.0000 
(.848) 

.0000 
(1-03) 

.0000 
(.652) 

.0000 
(1.36) 

.0000 
(.477) 

.0000 
(2.13) 

.0011 
(.581) 

.2932 

Interest 
Rates 

Real Fed. 
Deficits 

.0000 
(.781) 

.0000 
(.694) 

.0000 
(.454) 

.0000 
(1.04) 

.0000 
(1.27) 

.0000 
(.309) 

.0000 
(.629) 

.0000 
(.464) 

.0000 
(1.99) 

.0008 
(.459) 

.2120 

Interest 
Rates 

Nom. Total 
Deficits 

.0000 
(.579) 

.0000 
(.586) 

.0000 
(.169) 

.0000 
(.510) 

.0000 
(.581) 

.0000 
(.489) 

.0000 
(1.58) 

.0000 
(.009) 

.0000 
(1.89) 

.0008 
(.474) 

.2824 

Interest 
Rates 

Real Total 
Deficits 

.0000 
(.596) 

.0000 
(.513) 

.0000 
(.248) 

.0000 
(.916) 

.0000 
(1.06) 

.0000 
(.403) 

.0000 
(.912) 

.0000 
(.099) 

.0000 
(1.92) 

.0008 
(.411) 

.2118 

*t Stat is t ics in paren thes is 
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Deficits, Savings 
and Capital 
Formation 

One of the oldest issues in economics is the 
question of who bears the burden of the 
national debt. Adam Smith discussed the burden 
question extensively in The Wealth of Nations, 
published in 1776, and economists are still 
debating the issue today. 

There have always been two basic sides to 
the controversy. One side says the burden of 
national debt is passed forward into the future, 
while the other argues that there is no real 
difference between debt finance and taxation 
so that the burden is borne at the t ime the debt 
is issued. 

These theoretical arguments ultimately boil 
down to one issue: how does deficit financing 
affect the national savings rate and hence the 
amount of money available for investment? 
During the current policy discussion on deficit 
finance, some people have argued that the size 
of the budget deficit is not important as long as 
the amount of government spending is reduced. 
Others have argued for tax increases because 
they believe that deficits cause high interest 
rates, reduce investment, and hamper economic 
growth. 

We will examine the record to see how 
deficit finance has affected actual saving and 
investment behavior. Some evidence indicates 

"During the Great Depression 
when the American economy 
had several years of budget 
deficits in a row, President 
Roosevelt argued that deficits 
were innocuous." 

that deficit finance does cause higher interest 
rates and lower investment The lower investment 
of today makes the economy less productive in 
the future, so the burden of the debt is passed 
on. The economy is less productive in the 
future if the government uses deficit finance 
today. 

The historical debate on this issue is fasci-
nating, because the issues being discussed 
today are the same ones that economists have 
been discussing for hundreds of years. 

Historical Roots of the National Debt 
Controversy 

During the Great Depression, when the 
American economy had several years of budget 
deficits in a row, President Roosevelt argued 
that deficits were innocuous. The debt was 
really not a burden, he said, because we owe it 
to ourselves. The argument that FDR was making 
was at least 200 years old, and was made by 
French economist Jean Francois Melon in 1735.1 

Adam Smith, argued against this position in 1776: 
In payment of the interest of the public 

debt, it has been said, it is the right hand 
which pays the left.... It supposes that the 
whole public debt is owing to the inhabi-
tants of the country.... But that the whole 
debt were owing to the inhabitants of the 
country, it would not upon that account 
be less pernicious.2 

Smith argued that the problem with govern-
ment borrowing was that lenders did not need 
to assess the merits of spending projects as 
they would in the private sector. Lenders will 

' J e a n Francois Melon, Essai Pol i t ique sur le C o m m e r c e (Amsterdam: F. 
Changu ion , 1735), Chap te r 23. 

2Adam Smith, T h e W e a l t h of Na t ions ( N e w York: M o d e r n Library, 1937, 
or iginal ly pub l i shed in 1776), p. 879 . 
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Deficit financing reduces private savings and investment and 
lowers future productivity. Government deficits funded through 
bond issues instead of increased taxes are passed on to future 
taxpayers. 

lend to a private corporation only if they view 
the borrower as making sound investments. 
Otherwise, the borrower might not be able to 
repay the loan. Wi th the government, on the 
other hand, lenders can be paid back from tax 
revenues whether taxpayers like it or n o t 
Therefore, there is no assurance that the gov-
ernment will spend the proceeds from its 
borrowing wisely. Smith went on to note: "The 
practice of (deficit finance) has gradually 
enfeebled every state which has adopted it."3 

Even in the 1700s, economists were debating 
the burden of the national debt. 

Perhaps the most insightful analysis of the 
national debt was done by David Ricardo in the 
early 1800s.4 Much of the current analysis is 
based on the foundation that Ricardo laid over 
a century and a half ago. Ricardo reasoned that 
in theory the burden of the national debt 
should be no different from the burden of 
taxation to finance the same expenditures. If a 
tax is levied, taxpayers must pay the burden 
immediately. If deficit finance is substituted 
for taxation, though, taxpayers are instead given 
the burden of paying interest payments on the 
debt. The present value of the interest pay-
ments will be the same as the amount of taxes 
that would have been levied, so the burden of 
the debt is the same as the burden of taxation.5 

An example wil l help to illustrate Ricardo's 
idea. Assume that the government decides to 
increase its spending by an amount that will 
raise a person's taxes by $1,000. If the govern-
ment decided instead to borrow the money, it 
would increase -the individual's share of the 
national debt by $1,000. If the interest rate 

were 10 percent, this person's taxes would go 
up by $100 per year in order to pay the interest 
on the debt. From the individual's standpoint, 
the choice is to either pay $1,000 in taxes now, 
or to have the government borrow the money 
and pay $100 more in taxes every year. Either 
way the individual bears a burden of $1,000 at 
the t ime the government spends the money. 

This example illustrates that the burden on 
the individual taxpayer will be the same whether 
government expenditures are financed by tax-
ation or by debt. According to this theory, the 
burden of deficit finance is the same as the 
burden of taxation, so from this standpoint, it 
makes no dif ference whether government 
expenditures are financed by taxation or debt. 

Ricardo saw that there was another side to 
this argument, however.6 The careful and pru-
dent taxpayer would realize that, with a 10 
percent rate of interest, the effect on an indi-
vidual's wealth wil l be the same whether a one-
t ime tax assessment of $1,000 is levied, or if tax 
rates increase by $100 per year. But Ricardo 
argued that despite this equivalence, taxpayers 
will tend to treat the $100 per year tax increase 
as a smaller increase, and wil l not save enough 
to offset the future stream of taxes. If the 
government borrowed that $1,000, the indivi-
dual would have to save $1,000 in order to 
offset the future liability of $100 per year. 
Ricardo argued that despite the possibility for 
individuals to save now in order to offset higher 
future tax payments, people in fact will not 
save enough to offset future tax payments, so 
that tax finance and debt finance will not be 
equivalent. Ricardo's argument, ironically, was 

3lbid., p. 881 . In p lace of def ic i t f inance, Smi th used the te rm " funding," 
wh ich was the con tempo ra ry n a m e of gove rnmen t borrowing. 

"David Ricardo, T h e Pr inciples of Polit ical E c o n o m y (London: J. M. 
Dent & Sons, Ltd., 1912, or ig inal ly pub l i shed in 1821). 

5This assumes that in terest paymen ts are d i scoun ted at the government ' s 
borrowing rate. 

6 Gera ld P. O'Dr iscol l , Jr., exp la ins Ricardo's v iews on t h e bu rden of the 
debt in "The Ricard ian Nonequ iva lence Theorem," Journa l of Pol i t ical 
E c o n o m y 85, No. 1 (February 1977), pp. 207 -210 . 
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that the so-called Ricardian equivalence theorem 
is in fact not true. 
Although Ricardo developed these ideas in the 
early 1800s, their relevance to the issues of 
deficit finance in the 1980s is crucial. The key 
issue is how individuals respond when the 
government uses debt to finance its expendi-
tures instead of taxation. Table 1 uses hypo-
thetical data to illustrate the two sides of the 
debate. The first column shows how the indivi-
dual spends his income of $30,000 under the 
current state of affairs. The individual's income 

"The key issue is how individuals 
respond when the government 
uses debt instead of taxation 
to finance its expenditures." 

can be divided into three general categories: 
consumption, saving, and taxes. The debate 
over the Ricardian equivalence theorem then 
asks the hypothetical question: What if govern-
ment spending does not change, but the gov-
ernment lowers taxes and borrows the money 
to make up for the foregone taxes? The second 
column shows the answer if the equivalence 
theorem is true. The person's taxes go down by 
$1,000, but the person realizes that this must 
mean future taxes will go up, as previously 
explained. The taxpayer increases his savings 
by $1,000 to offset the lower present taxes and 
higher future taxes triggered by the deficit 
spending. Consumption remains unchanged. 
This hypothetical example illustrates the equi-
valence theorem in action. 

The third column shows the result that Ricardo 
thought would be more likely if debt finance 
were used instead of taxation. The individual's 
income remains unchanged, and taxes are 
lowered as they were in the second column, 
but in the third column the individual does not 
save all of the reduction in taxes. Saving goes 
up by only $200 in this example, and consump-
tion rises by $800. In this case, financing by 
taxes and financing by debt are not equivalent, 
because debt finance causes consumption to 

rise. Individuals do not save for their future 
higher taxes, but instead use the money from 
lower taxes primarily for consumption. The 
validity of the equivalence theorem is a key 
element in understanding current issues regard-
ing the national debt. 

The Current Issues 
Two events made discussions of the debt 

burden especially relevant after World War II. 
The first was the fact that the nation had 
increased the national debt by over five times 
in the years from 1940 to 1945. The national 
debt was $48.5 bill ion in 1940, but because of 
the war it had increased to $259.1 billion by 
1945. After the war, the nation questioned the 
impact of this massive increase. The second 
event was the publication of John Maynard 
Keynes' General Theory in 1936, and its enthu-
siastic acceptance by the economics profession 
in the intervening years.7 Writ ing during the 
Depression, Keynes argued that the government 
could use taxes and expenditures to maintain 
full employment with low inflation. If unem-
ployment threatened, a budget deficit would 
be called for, while inflation could be reduced 
by a budget surplus. This type of p o l i c y -
functional finance, as it was called—argued 
against a goal of balanced budgets every year. 
Instead, it said the government should have 
the flexibility to use functional finance to help 
solve the nation's economic problems. 

According to this theory, several consecutive 
years of budget deficits might be required to 
fight an unemployment problem. This naturally 
raises the question of who bears the burden of 
the debt resulting from the deficit. This theoret-
ical issue plus the real-world question about 
the debt resulting from World War II renewed 
economists' interest in the question. 

The generally accepted answer at that t ime 
was explained by Abba Lerner in 1948.8 Lemer 
said the national debt was really not a burden 
because the debt was, for the most part, owned 
by Americans, and therefore we owe it to 
ourselves. This, of course, is the same argument 
made more than two centuries before by Jean 

' J o h n Maynard Keynes, T h e G e n e r a l Theory of E m p l o y m e n t Interest 
a n d M o n e y (New York: Harcour t , B race and Company , 1936). 

8 Abba P. Lerner, "The Bu rden of t h e Nat iona l Debt," in I n c o m e , Employ-
ment , a n d Public Policy (New York: W. W. Nor ton and Company , 1948). 
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Table 1 . Expenditures of a Hypothetical Individual 

Consumption 
Saving 
Taxes 

Total Income 

Tax Finance 

$20,000 
2,000 

_ 8,000 
$30,000 

Debt Substituted for Some 
Taxation, Equivalence 

Theorem Holds 

$20,000 
3,000 
7,000 

$30,000 

Debt Substi tuted for Some 
Taxation, Equivalence 

Theorem Does Not Hold 

$20,800 
2,200 
7,000 

$30,000 

Francois Melon. Given the history of the debate, 
it is surprising that Lerner's argument generally 
went unchallenged through most of the 1950s. 

The first serious questioning of LerneKs theory 
was done by James M. Buchanan in 1958.9 

Buchanan argued that the present sellers and 
purchasers of the publ ic debt voluntari ly agree 
to the transaction, and so are not bearing the 
burden of the debt. However, future taxpayers 
who face higher taxes as a result of the debt are 
being made worse off. The government because 
of its abil ity to force future taxpayers to pay 
higher taxes, pushes the debt burden into the 
future. Once again, we note the similarity 
between Buchanan's argument and that made 
by Adam Smith. In 1 776, Smith said that deficit 
finance wou ld gradually enfeeble a nation 
because the government has the power to 
burden future taxpayers. This certainly appears 
to be a case of intellectual history repeating 
itself, but the story is not f inished yet. 

In 1974, Robert Barro published a restatement 
of the Ricardian equivalence theorem.1 0 Barro 
argued that if debt finance were used instead 
of taxation, people wou ld save more, so there 
would be no real di f ference between taxation 
and debt. Other economists disagreed, saying 
that people would-not save enough to make up 
for the debt finance.11 Surprisingly, the state of 

the theoretical debate seems to remain much 
as Ricardo left it in 1821. 

The Equivalence Theorem and the 
Burden of the Debt 

The intellectual history we have reviewed is 
interesting in its own right, but it is also crucial 
to the contemporary debate on deficit finance. 
Ult imately, questions about the effects of the 
budget defici t are questions about the equi-
valence theorem. At one extreme is the argument 
that the size of the budget deficit does not 
matter, that the only truly significant variable in 
government f inance is the size of the budget. 
How this budget is d iv ided between taxes and 

"In 1776 Adam Smith said 
that deficit finance would 
gradually enfeeble a nation 
because the government has 
the power to burden future 
taxpayers." 

' J a m e s M. Buchanan, Public Pr inciples of Publ ic Debt (Homewood , 
Ill inois: R ichard D. Irwin, Inc., 1958). 

' "Rober t J. Barro, "Are Gove rnmen t Bonds Net Weal th?," Journa l of 
Polit ical E c o n o m y 82 ( N o v e m b e r / D e c e m b e r 1974), pp. 1 0 9 5 - 1 1 1 7 . 

" S e e , for examples , J a m e s M. Buchanan, "Bar ro on the Ricard ian Equi-
va lence Theorem," Journa l of Polit ical E c o n o m y 84 (Apri l 1976), pp. 
337 -342 , and Mar t in Feldste in, "Pe rce ived Wea l th in Bonds and in Soc ia l 
Securi ty," Journa l of Polit ical E c o n o m y 84 (Apri l 1976), pp. 31 -336 . 

borrowing is unimportant according to this 
view, which asserts that the equivalence theo-
rem is true. 

Those who disagree argue that the equivalence 
theorem is not true, that a larger defici t causes 
individuals to alter their spending patterns and 

FEDERAL RESERVE B A N K O F A T L A N T A 41 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



reduce private saving and investment. A look 
back at Table 1 illustrates why private sector 
investment will decline if the equivalence theo-
rem does not hold. 

This decline in investment is what causes 
concern about deficit financing. By running a 
deficit, the level of private saving and invest-
ment declines, which lowers the future produc-
tivity of the economy. Because of this lower 
future productivity, the debt burden is passed 
on into the future. 

Does the Budget Deficit Matter? 
These theoretical issues are directly relevant 

to the contemporary discussion about the budget 
deficit. If recent political campaigns are any 
indication, the budget deficit is an important 
issue; major candidates have run on a platform 
of balancing the budget Now, with the prospect 
of large deficits continuing for the foreseeable 
future, some economists argue that the size of 
the budget deficit really does not matter, and 
that the important thing is to lower government 
spending. In this view, the level of government 
expenditures is the relevant variable in public 
finance, not whether those expenditures are 
financed by taxes or debt. The opposing view 
argues that large amounts of government bor-
rowing raise interest rates and as a result make 
it more difficult for businesses to borrow, 
which lowers capital accumulation and hinders 
economic growth. 

A look at both sides of the argument reveals 
an important difference, again related to the 
equivalence theorem. If the size of the budget 
deficit is not important, then individuals must 
be will ing to save additional amounts to offset 
government borrowing. If individuals do not 
save more to offset the government's borrowing, 
then less money will be available for private 
borrowing and private investment. The key to 
the debate, both contemporary and historical, 
is how private saving responds to changes in 
the government's debt. 

Professors John Jackson, Asghar Zardkoohi, 
and I examined data from 1929 to 1976 to 
estimate the relationship between saving and 
the government budget deficit.12 We estimated 

, 2 Randa l l G. Ho lcombe, J o h n D. Jackson, and Asghar Zardkooh i , "The 
Nat iona l Debt Controversy," Kyklos 34 (1981), pp. 186-202 . See that 
ar t ic le for a more comp le te d iscuss ion of ou r work than is g iven here. 

a log-linear regression equation using annual 
data with saving (S) as a function of the budget 
deficit that year (D), government spending (G), 
a dummy variable for the increased saving of 
the World War II years (W), the inflation rate 
(I), the change in the unemployment rate from 
the previous year (U), a measure of transitory 
income (Y), and a variable for l iquid asset 
holdings (A).The resulting regression equation 
was: 

S = - 3 9 . 1 9 + -20D + .07G + .07W + 78.681 
(2.87) (4.71) (2.78) (2.78) (2.34) 

+ 806.6U + ' .42Y + .03A. 
(3.55) (6.15) (4.19) 

R2 = .97 F = 185.53 DW = 2.29 
(42.7) 

The purpose of our estimation was to find the 
relationship between deficit finance and saving, 
taking account of the other variables. Since the 
equation was run in log-linear form, the coeffi-
cient of .2 on the debt variable implies that a 
one percent deficit will result in only a 0.2 
percent increase in private savings. 

This result supports the view that the size of 
the budget deficit does make a difference for 
the t ime period under study. If an increase in 
the national debt of $1 caused an increase in 
saving of only 20 cents, this meant that, in a 
closed economy, the other 80 cents of the 
increase in the debt must come from money 
that otherwise would have been used for private 
investment. As a result of increasing the debt, 
private investing was reduced by about 80 
percent of the deficit. 

The Burden of the Debt 
The burden of the national debt is indeed 

borne by future generations, but not because 
the debt must be repaid, or because interest 
must be paid on the outstanding debt. Those 
future payments wil l be made by some people 
in the future to others in the future. The burden 
is passed on to the future because deficit 
financing by the government lowers private 
saving. Lower private saving means less money 
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Chart 1. Federal Budget Deficit (NIA) as a 
Percent of GNP, by Year 
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Chart 2. Personal Saving as a 
Percent of GNP, by Year 

available for private borrowers, which in turn 
lowers private investment. Less investment 
today means a less productive economy in the 
future, so the debt burden is passed into the 
future in the form of lower future productivity. 

The regression equation (1) shows the effect 
of deficit financing on saving, and the same 
ideas are illustrated graphically in Charts 1 and 
2. Chart 1 plots the federal government's budget 
deficit as a percent of CNP from 1950 to 1981. 
In the 25 years before 1975, the deficit exceeded 
2 percent of CNP only four times, in 1953, 
1959, 1967, and 1971. These years also contain 
five years of budget surplus, in 1951, 1956, 
1957, 1960, and 1969. In contrast, six out of 
the past seven years have seen budget deficits 
greater that 2 percent of GNP. In the 25 years 
from 1950 to 1974, the budget deficit averaged 
2.5 percent of CNP. Looking at the budget 
deficit as a percent of CNP, only three times 
from 1950 to 1974 has the budget deficit been 
larger than the average deficit from 1975 to 
1981. 

If the equivalence theorem is not true, as was 
suggested in the earlier analysis, then individual 
savings should not have been sufficient to 
offset the increase in deficit financing since 
1975. In fact, a look at Chart 2, which plots 
personal saving as a percent of GNP, shows a 

large decrease in the savings rate since 1975. 
From 1950 to 1975, personal saving averaged 
4.9 percent of GNP. From 1976 to 1981, the 
average has been 3.6 percent. The low average 
savings rate over the past six years is remarkable, 
especially since only in one year between 1950 
and 1975 did the saving rate fall below the 
average of the past six years. In 1963 the 
savings rate fell to an anomalously low 3.4 
percent of GNP, but the savings rate for each of 
the past five years has been lower than in any 
year since 1950 with the exception of 1963. 

"The low average savings rate 
over the past six years is 
remarkable, especially since 
only in one year between 1950 
and 1975 did the saving rate 
fall below the average of the 
past six years." 
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Conclusion 
Over a century and a half has passed since 

Ricardo analyzed the burden of the national 
debt, but the same issues still are being debated. 
Some economists argue that the size of the 
budget deficit does not matter because people 
can save to offset the effects of the deficit, 
while others contend they will not save so 
investment will decline and future productivity 
will be lower as a result. 

The evidence seems to support the latter 
view. Regression analysis indicates that, holding 
everything else constant, a $1 increase in the 
deficit accompanied by a $1 decrease in taxes 
will lead to an increase in savings of only 20 
cents. Therefore private sector investment will 
decline by 80 percent of the deficit. The budget 
deficit as a percent of CNP has increased 
substantially since 1974 and, as a result, the 
personal savings rate has shown a substantial 
decline since 1975. 

The conclusion is that the burden of the 
national debt is passed on to the future. Deficit 

A $1 increase in the deficit 
accompanied by a $1 decrease 
in taxes will lead to an 
increase in savings of only 20 
cents. Therefore, private sector 
investment will decline by 80 
percent of the deficit 

financing reduces private saving and investment. 
Lower investment means a less productive 
economy in the future, and the lower future 
productivity is the price we pay for deficit 
financing. 

— Randall G. Holcombe 

Randall G. Holcombe is associate professor ol economics at Auburn University 
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Fiscal Policy: 
An Ineffective Stabilizer? 

I. Introduction 
The belief that fiscal policy can be an effective 
tool in stabilizing the economy has weakened 
substantially since it peaked in the mid to late 
1960s. The present economic structure appears 
to many to have changed significantly and, 
therefore, is less responsive to the fiscal policies 
that worked in earlier periods. Indeed, some 
argue that present problems stem from a mis-
guided belief in the beneficial effects of stimu-
latory fiscal policy reflected by government 
deficits. 

It would be wonderful to be able to say that 
recent research has found a solution to these 
difficulties. Unfortunately, that isn't the case, 
and economists, judging from the political 
rhetoric we hear, are not yet in agreement 
about the potential role fiscal policy should 
and could play. However, some recent research 
does suggest that major portions of the Reagan 
economic recovery program are consistent with 
the best advice academic economists have to 
offer. This article will analyze the current dis-
cussion of the use of fiscal policy to stabilize 
the economy. 

II. The Evolution of Fiscal Policy in the 
United States 

The major step in applying the theory of 
fiscal policy to the U. S. economy was the 
incorporation of automatic stabilizers into the 
system shortly after World War II. As Herbert 
Stein points out in The Fiscal Revolution in 
America,1 the Committee for Economic Delop-

ment in 1947 led the charge for acceptance of 
automatic stabilizers to level the employment 
fluctuations in the post - World War II economy. 
This committee of businessmen gave heavy 
weight to keeping tax rates at a level where 
they would yield a moderate surplus at high 
employment and deficits during low employ-
ment periods. Because of forecasting problems 
and the traditional conservative objective of 
exerting discipline by requiring that expen-
ditures be funded by taxes, the committee felt 
automatic variations in tax revenues producing 
surpluses at high employment would be more 
stabilizing than what they called the "managed, 
compensatory policy." 

But, while the idea of annual budget bal-
ancing was given up for balance over the cycle, 
the committee questioned the idea of dis-
cretionary contracyclical fiscal policies. Its 
members were strongly skeptical of the stabi-
lizing effect of tax rate changes and expenditure 
changes. Experience showed that, even with 
considerable planning, expenditures could not 
be increased quickly nor could they be turned 
off quickly without significant waste. Similarly, 
the fundamental view that held sway during the 
Eisenhower years was that the political environ-
ment would make tax policy a pretty sluggish 
instrument too. 

However, with John F. Kennedy's election to 
the presidency in November 1960, a more 
activist view came to Washington.2 Their first 

'He rbe r t Stein, T h e Fiscal Revolut ion in Amer ica , Univers i ty of Ch i cago 
Press, 1969 , pp. 2 2 0 - 2 3 2 . 

2 Led by Wa l te r Hel ler of M inneso ta a long w i th t h e Keynes ian brain t rust f rom 
t h e Nor theas t - i nc lud ing Paul Samue l son and Rober t So low of MIT; 

Confidence is dropping in fiscal policy as a tool to put the 
economy back on course. The strategy of increasing govern 
ment deficits in recession and running surpluses in boom 
periods now appears to have significantly less effect than 
commonly thought. 
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piece of fiscal legislation, the tax cut of 1964, 
often has been cited as the successful fiscal 
experiment which could be used as the pattern 
for future fiscal policy legislation to stabilize 
the economy. 

But the sluggish enactment of the 1964 tax 
cut confirmed the fears of the Committee for 
Economic Development about potentially long 
lags in the operation of fiscal policy. Congress 
passed a str ipped-down version of President 
Kennedy's tax package only after his death and 
then only at President Johnson's special request. 

The apparent success of the 1964 tax legis-
lation in stimulating the economy led the 
Congressional Subcommittee on Fiscal Policy 
to call in 1966 for the enactment of standby tax 
changes.3 Although Congress did not act upon 
the recommendations, President Johnson's 
1968 tax surcharge is an example of a temporary 
tax designed to stabilize the national economy. 
President Ford's tax rebate of 1975 and the 
rebate proposed by the Carter administration 
in early 1977 and subsequently withdrawn are 
more recent examples of discretionary, but 
temporary, fiscal policies used as a major tool 
for macroeconomic stability. Taxes were reduced 
in a more permanent manner by President 
Nixon in 1970, by President Carter in 1978 
and, most recently, by President Reagan—a 25 
percent phased-in tax reduction over three 
years beginning last October. 

III. Evaluation of the Fiscal Effects: 
Some Preliminary Observations 

It is often said that the 1964 tax cut validates 
the Keynesians' claims about the effectiveness 
of fiscal policy since it was responsible for the 
1964-65 expansion. Indeed, in reviewing fiscal 
policy, E. Cary Brown of MIT writes, "The 1964 
tax cut has been regarded rightly as one of the 
great successes in the use of fiscal policy to 
stabilize the economy."4 

Ironically, only four years later, in mid-1968, 
Congress enacted a tax surcharge to cut back 
aggregate demand. The administration proposed 
the surtax in 1967. To make it only a national 
income stabilization device and not to provide 
funds for expansion of Great Society programs, 
Congress passed it only after combining the 
surtax with legislation limiting many non-
defense expenditures.5 

Consumers' inadequate response to this tax 
increase allowed aggregate demand to continue 
increasing in spite of the government's budget 
going into surplus and proved to be the turning 
point in the discussion of contracyclical fiscal 
policy. 

Recent experience appears similar. Cash 
generated by the tax rebate program and the 
reduction of tax withholding in the second 
quarter of 1975 was largely saved. In a detailed 
study of temporary tax changes, Modigliani 
and Steindel of MIT found that only "16 percent 
of the rebate was spent in the quarter in which 
it was paid out ..."6 leading them to say, "We 
conclude, therefore, that there is strong, though 
not uniform, evidence that a rebate is not a 
particularly effective way of producing a prompt 
and temporary stimulus to consumption."7 

If the 1964 tax cut worked, why were the 
more recent experiments of an increase in 
1968 and the reductions in 1975 failures? 
Explanations are long and varied. The most 
frequent explanation is that the 1968 tax sur-
charge and the 1975 rebates were temporary 
in nature and the 1964 reduction was permanent 
Temporary changes do not affect consumers' 
permanent income and, therefore, have little 
effect on consumption. Rather, temporary 
changes in disposable income flow into savings, 
this theory goes, leaving consumption largely 
unaffected.8 Others suggest the tax bills were 
delayed in Congress so long that by the time 
they were enacted it was too little and too 
late.9 

Kenne th Arrow, J a m e s Duesenber ry and Ot to Eckste in of Harvard, and 
J a m e s Tobin and Robert Tri f f in of Ya le as adv ise rs - the act iv ists b e g a n 
in t roduc ing d iscre t ionary f iscal pol icy. F rom the list of Counc i l m e m b e r s 
and consu l tan ts con ta ined in the E c o n o m i c Report of the President , 
January 20, 1962. 

3 Tax C h a n g e s for Short - run Stabi l izat ion, S u b c o m m i t t e e on Fiscal Pol icy 
of the Jo in t Economic Commi t tee , 8 9 Congress, 1966. 

4 E Cary Brown, "Ref lec t ions on Fiscal Policy" in Hen ry Aaron and M ichae l 
Bosk in (eds.), T h e E c o n o m i c s of Taxat ion , B rook ings Inst i tut ion, 1980, p. 
351 . See also Wal ter Heller, N e w D imens ions of Polit ical E c o n o m y , 

Harvard Universi ty Press, 1966, pp. 70 -79 and J a m e s Tobin, T h e N e w 
E c o n o m i c s O n e D e c a d e Older , P r ince ton Universi ty Press, 1974, pp. 24-
27. 

5 See Lawrence Pierce, T h e Polit ics of Fiscal Policy Format ion , Goodyear 
Publ ish ing Company, 1971, Chapte r 7. 

6 Franco Modig l ian i and Char les Ste indel , " Is a Tax Rebate an Ef fect ive Tool 
for Stabi l izat ion Pol icy?" Brook ings Papers on E c o n o m i c Activity, 1977, 
p. 182. 

' I b id . , p. 200 . 
8For example, see Rober t Eisner,"Fiscal and Monetary Policy Reconsidered," 

A m e r i c a n E c o n o m i c Review, D e c e m b e r 1969 , pp. 897 -905 . M ichae l 
Darby "The Pe rmanen t Income Theory of Consump t i on - A Resta tement , " 
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However, many non-Keynesians, including 
the monetarists, argue that fiscal policy, of 
itself, has little effect on aggregate demand in 
the short run. According to their explanation, 
the reason that fiscal policy worked in 1964 
was that monetary policy became more expan-
sionary in 1963 and remained that way through 
1965. In the more recent experiments, mone-
tary policy often was not complementary to 
fiscal policy and the economy did not respond 
as predicted.10 

Table 1 presents some of the relevant data 
on this issue since 1950. In looking at this table, 
one should recall the extensive empirical liter-
ature of Mi l ton Friedman and others showing a 
lag of six to nine months or more from monetary 
changes to output changes.11 Because inflation 
occurs still later, in the context of this table 
there is a positive effect of money growth last 
year but a negative effect of money growth of 
two years ago on output today.12 

Examine the 1964 tax cut experiment. As a 
percentage of GNP, federal government receipts 
fell from 19.2 percent in 1963 to 18.1 percent 
in calendar year 1964 and remained at 18.1 
percent in 1965 before rising to 18.8 percent in 
1966. Because of what was happening to govern-
ment expenditures, from a balance in 1963 the 
government posted a deficit in 1964, a slight 
surplus in 1965 and a deficit again in 1966 and 
1967. Real GNP grew 5.3 percent in 1964 and 
at a 6 percent rate in 1965 and 1966 before 
dropping back to 2.7 percent in 1967. 

The years 1964-66 appear to confirm the 
fiscalist hypothesis, but what about 1967? Clearly, 
by conventional measures, fiscal policy was at 
least as expansionary in 1967 as in 1964-66. 
The deficit was over three times as large in 
1967 as in 1964, and yet real growth was less 
than half the average of the previous three 
years. The reason is the sharp decline in the 
rate of monetary growth in 1966. Similarly, the 
sharp rise in the money supply in 1968 cancelled 

Quarterly Journa l of E c o n o m i c s , May 1974, pp. 228 -250 , Wi l l iam 
Springer, "D id the 1 9 6 8 Surcha rge Real ly Work?" A m e r i c a n E c o n o m i c 
Review, S e p t e m b e r 1 9 7 5 and Mod ig l ian i and Ste indel , op cit. 

9Cary Brown wr i tes " . . . one shou ld not lose s ight of t h e cong ress iona l fa i lure 
to act prompt ly on urgent s tab i l i za t ion legislat ion." Brown, op cit, p. 353 . 

, 0See Fr iedman's sec t i on in Monetary vs. F iscal Policy, Wal ter Hel ler and 
Mi l ton Fr iedman, N e w York, 1969. 

"See , for example, Mi l ton Fr iedman and Ana Schwartz, " M o n e y and Bus iness 
Cycles," Review of E c o n o m i c s and Statistics, February 1963. 

I JSee, for example , Rober t Barro, "Unan t i c i pa ted Money, Output , and the 
Price Level in the Un i ted States," Journa l of Pol i t ical E c o n o m y , August 
1978. pp. 549 -580 . 

that year's tax surcharge as an effective defla-
tionary tool. 

Looking at 1970, when the surcharge was 
lifted, the evidence for the fiscalist view again 
is bothersome. Reflecting the high money growth 
in 1968 (and therefore inflation and lower 
output two years later) and low money growth 
in 1969, output actually fell in spite of the fiscal 
stimulus. Evidence for the other periods is 
equally non-supportive.13 

Perhaps the most often cited evidence on this 
issue, but also the most controversial, is a Federal 
Reserve Bank of St. Louis study. This provocative 
study tested the propositions that the response 
of economic activity to fiscal action was larger, 
more predictable and fasterthan the response of 
the economy to monetary action. It found that, if 
monetary policy variables are held constant, gov-
ernment fiscal policy has no statistically signi-
ficant effect on economic activity. Indeed, it 
concluded that if you separated expenditures 
from taxes and treated them separately, expen-
ditures did have some impact but taxes had 
none. An expenditure increase tended to have a 
positive influence for a quarter or two after the 
increase, but it had a negative influence in the 
next two quarters, which tended to outweigh the 
positive effects.14 

IV Fiscal Policy and the Monetarists' 
Position 

Since aggregate demand is simply the sum of 
private and government demands, how could 

1 3Using econome t r i c techn iques , w e cou ld tes t the propos i t ion that f iscal 
pol icy a d d s a s igni f icant a m o u n t of exp lana t ion to c h a n g e s in output g iven 
the s tance of mone ta ry pol icy. Such a test for t h e 1951-81 per iod for t h e 
Un i ted States is: 

DY t = .061 + .79 D M j _ i - .76 D M , _ 2 

(.4) (5.1) (4.7) 

- .03 DT(_-| _ .06 D T , _ 2 

(-6) (1.1) 

+ .01 D G j _ i + .03 D G , _ 2 

(•2) (.8) 

R2 = .64 D.W. = 2.1 

w h e r e DY is the pe rcen tage c h a n g e in real GNP, DM is t h e pe rcen tage 
c h a n g e in M1, DT is the p e r c e n t a g e c h a n g e in federa l taxes DG is the 
pe rcen tage c h a n g e in gove rnmen t expend i tu res and the " j " va lues are in 
parenthes is be low thei r respect ive coef f ic ients . The F test that all f iscal 
pol icy coef f i c ien ts are equa l to zero is 0.64. Because the cr i t ical F(4, 24) is 
2.8 at the 5 percent level, t h e test ind icates the f iscal var iab les have no 
s ign i f icant ef fect on output in t h e shor t run. 

' "Leona l l Anderson and Jerry Jordan, " M o n e t a r y and Fiscal Act ions: A Test of 
Thei r Relat ive Impor tance in Economic Stabi l izat ion," Review, Federa l 
Reserve Bank of St. Louis, N o v e m b e r 1968 , pp. 11-23. 
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the evidence indicate that increased govern-
ment expenditures had only small positive 
effects at first and then negative effects, leaving 
aggregate demand virtually unchanged after a 
few quarters? Or alternatively, how could it be 
that the size of the deficit does not seem to 
affect total spending permanently? 

The traditional monetarist answer is that 
government borrowing competes with private 
borrowing so that when government demands 
on the credit markets increase, private credit 
demands are crowded out. If the federal gov-
ernment runs a large deficit, the government 
has to borrow in the market, raising the demand 
for loanable funds and pushing interest rates 
up. Conversely, if the government budget shifts 
to a surplus, that adds to the supply of loanable 
funds, urging interest rates down.15 As a result, 
it is maintained that the state of the budget by 
itself has no significant effect on aggregate 
demand, on output, on inflation or on the 
business cycle. 

Suppose the government cuts taxes as it did 
in the fall of 1981 but keeps on spending 
roughly the same amount as it did before. Then 
the tax cut increases the amount it has to 
borrow. If it raises $30 bill ion less in taxes, it 
now has to borrow $30 bill ion more. Taxpayers 
have more money but the people who loaned 
the money to the government have less. And 
so, according to this theory, there's a standoff. 
Taxpayers have $30 bill ion more. Yet private 
borrowers are forced to sit on the sidelines 
because the government's demand for the 
funds pushes interest rates up, making it 
unprofitable for many to borrow at the higher 
rates. 

Even though this explanation is often given 
in academic writings and in the popular press 
today, the evidence supporting this proposition 
is not conclusive. Examine the federal govern-
ment surplus and the long-term treasury bond 
interest rate columns of Table 1. Aside from the 
upward trend in interest rates over the last 32 
years and the higher average level of deficits in 
the last 10 years, the relationship between 
deficits and interest rates is not strong. During 
the period of relative price stability from 1957 

to 1965 for example, interest rates were lowest 
in 1958 and highest in 1965. Yet, as a percentage 
of GNP, the deficit was the largest in 1958 and 
the government budget was actually in surplus 
in 1965. The 1966 to 1975 period looks similar. 
The large deficit in 1967 was accompanied by 
an interest rate of 4.85 percent, while the 
surplus of 1969 accompanied an interest rate 
of 6.10 percent. The 2 percent of GNP deficit 
by 1971 was accompanied by a drop in interest 
rates to 5.74 percent. Likewise, the 1975 to 
1981 period does not seem to support the ! 

theory, as the deficit dropped from 4.6 percent 
of GNP in 1975 to 2.1 percent in 1981 and yet 
the interest rate rose from 6.98 percent to 
12.87 percent over this period.16 

Since interest rates do not seem to move as 
conventional theory suggests and yet fiscal < 
policy changes have no significant effects on 
economic activity, what then is the answer? 
Why didn't the 1968 surcharge and the rebate 
in 1975 work as expected? Some macro theorists 
now explain the rise in 1968 and the fall in 
1975 as resulting from these fiscal changes on 
future tax liabilities. Thus, rather than shedding 
light on the controversy, these fiscal experi-
ments may be evidence on the "rationality" of 
the private sector and its ability to perceive the \ 
effects on future tax liabilities of current fiscal 
actions. For if consumers do foresee these 
effects, current tax increases or decreases 
(whether viewed by policy makers as being 
temporary as in 1968 and 1975 or as being | 
permanent as in 1981) wil l have little effect on ' 
aggregate demand. With the continuing debate 
on President Reagan's fiscal program, a close , 
examination of this hypothesis is warranted. 

V. The New "New Macroeconomics" 
The new "new macroeconomists" or rational 

expectations economists aren't surprised by 
the lack of empirical support for the fiscal 1 

activists' or monetarists' positions because they 
don't believe that the public treats government 
debt as net wealth. Rather, their theory supports 
the proposition that the public discounts the 
taxes implied by government debt. For example, 

t s For an early s ta tement of th is resul t in today 's terms, s e e J o h n R. Hicks, "Mr. 
Keynes and the Classics': A S u g g e s t e d Interpretat ion," E c o n o m e t r i c a , 
1937, pp. 147-159 . This ar t ic le lays out wha t is now the c o m m o n too l of 
analys is in underg radua te macro tex tbooks - the IS-LM diagram. 

, 6 However , it shou ld be no ted that def ic i ts can be relat ively low (high) and 
in terest rates h igh (low) because both can be in f luenced by o ther factors. 
Dur ing a recession, for example, de f ic i ts can be h igh and rates low. 
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Table 1. Federal Government Deficits (NIA) as Percentage of GNP and Money Growth 

(1) (2) (3) (4) (5) (6) (7) 
Calendar Fed Govt Fed Govt Fed Govt % Change in % Change in Long Term 

Year Receipts Expenditures Surplus Money Supply Real GNP Treasury Rate 

1950 17.5% 14.3% -1-3.2% 4.7% 8.7% 2.32% 
1951 19.5% 17.5% +2.0% 5.8% 8.3% 2.57% 
1952 19.4% 20.5% - 1 . 1 % 3.6% 5.7% 2.68% 
1953 19.1% 21.1% - 2 . 0 % 1.4% - 3 . 8 % 2.94% 
1954 17.4% 19.1% - 1 . 7 % 2.8% - 1 . 2 % 2.55% 

1955 18.2% 17.1 % +1.1% 2.1% 6.7% 2.84% 
1956 18.5% 17.1% +1.4% 1.4% 2.1% 2.08% 
1957 18.5% 18.0% +0.5% - 0 . 7 % 1.8% 3.47% 
1958 17.5% 19.8% - 2 . 3 % 3.9% - 0 . 4 % 3.43% 
1959 18.5% 18.7% - 0 . 2 % 0.4% 6.0% 4.07% 

1960 19.0% 18.4% +0.6% 0.6% 2.2% 4.01% 
1961 18.7% 19.5% - 0 . 8 % 3.2% 2.6% 3.90% 
1962 18.8% 19.6% - 0 . 8 % 1.8% 5.8% 3.95% 
1963 19.2% 19.2% +0.0% 3.7% 4.0% 4.00% 
1964 18.1%* 18.6% - 0 . 5 % 4.6% 5.3% 4.15% 

1965 18.1%* 18.0% +0.1% 4.7% 6.0% 4.21% 
1966 18.8% 19.1 % - 0 . 3 % 2.5% 6.0% 4.66% 
1967 18.9% 20.6% - 1 . 7 % 6.6% 2.7% 4.85% 
1968 20.1%+ 20.8% - 0 . 7 % 7.7% 4.6% 5.25% 
1969 21.1% 20.1% +0.9% 3.2% 2.8% 6.10% 

1970 19.6% 20.8% - 1 . 2 % 5.3% - 0 . 2 % 6.59% 
1971 18.7% 20.7% - 2 . 0 % 6.6% 3.4% 5.74% 
1972 19.4% 20.9% - 1 . 5 % 9.3% 5.7% 5.63% 
1973 19.8% 20.3% - 0 . 5 % 5.5% 5.8% 6.30% 
1974 20.5% 21.2% - 0 . 7 % 4.4% - 0 . 6 % 6.99% 

1975 18.8%* 23.4% - 4 . 6 % 5.0% - 1 . 1 % 6.98% 
1976 19.5% 22.7% - 3 . 2 % 6.6% 5.4% 6.78% 
1977 19.8% 22.4% - 2 . 6 % 8.1% 5.5% 7.06% 
1978 20.0% 21.4% - 1 . 4 % 8.3% 4.8% 7.89% 
1979 20.5% 21.1% - 0 . 6 % 7.2% 3.3% 8.74% 

1980 20.6% 22.9% - 2 . 3 % 6.4% - 0 . 2 % 10.81% 
1981 21.4% 23.5% - 2 . 1 % 6.3% 1.9% 12.87% 

•Leg i s l a ted Income Tax Reduc t ions 
t Leg is la ted Income Tax Inc rease 

in econometric equations explaining consump-
tion, adding the real value of government debt 
held domestically to a fairly complete set of 
variables including the private stock of capital 
produces an insignificant coefficient on govern-
ment debt.17 

" S e e Ernest Tanner, "An Empir ica l Invest igat ion of Tax Discount ing, " 
Journal of M o n e y Credi t a n d B a n k i n g , May 1979 , pp. 214 -218 . Recent 
research by Mar t in Feldste in, however , shows tha t c o n s u m p t i o n expendi -

This implies that the outstanding government 
debt has no effect on current consumption. 
Because the private stock of capital increases 
consumption from a wealth effect—for a given 
level of income, the more wealth a consumer 
has, the more he wil l consume—the absence of 

tu res are respons ive to t h e real va lue of gove rnmen t debt. See Mar t in J. 
Feldstein, "Gove rnmen t Def ic i ts and Agg rega te Demand," Journa l of M o n e -
tary E c o n o m i c s , 9 (January 1982) , pp. 1-20. 
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any effect of the outstanding stock of govern-
ment debt on consumption means it is not 
treated as wealth by all consumers. 

However, government bonds have value to 
their holders because they expect to receive 
interest payments. But where can the govern-
ment obtain the funds to pay the bonds? Only 
from the taxpayers. If the same discount rate is 
used by the bond holder and the taxpayer, the 
discounted capital value of the tax liabilities to 
the taxpayer is equal to the capital value to the 
bond holder. In such a case, variations in the 
value of the government debt wil l have no real 
wealth effect. Government debt is simulta-
neously both a liability and an asset. 

Because governments can pay for expendi-
tures in only two ways, by taxing or by borrowing, 
the above result says they are equivalent if 
consumers look at "permanent" income in 
forming their consumption decisions. The issue 
of a bond to finance current expenditures 
leads to future interest payments and possible 
ultimate repayment of principal. It implies 
future taxes that would not be necessary if the 
expenditures were financed by taxes.18 

Others have argued that this theory can not 
be right because consumers have finite lives 
while the government is infinitely lived. For the 
consumer, the relevant horizon for future taxes 
is much less than for interest payments and 
repayment of principle. As a result, the value of 
government debt to the bond holder must 
exceed the perceived liability to the taxpayer.19 

In the model of overlapping generations 
used by many macro theorists in recent years, 
this argument is moot This framework basically 
says that people worry about their children and 
take care of them by inheritance. As a conse-
quence, current taxpayers will not consume at 
the expense of their heir but rather will increase 
their personal savings so that their bequests, 
net of the government debt, would be the 
same as if the government deficit had not 
occurred. "This extra private savings to increase 

the bequest just offsets the reduced public 
savings associated with a government deficit."20 

Empirical evaluation of this theory using U. S. 
data is not inconsistent with it. Not only is the 
bequest motive a strong factor in explaining 
aggregate savings,21 but also the evidence sug-
gests that government surpluses reduce private 
savings while deficits increase private savings. 

This relationship can be seen in Chart 1 
where the savings ratio is plotted along with 
the deficit ratio. The savings ratio is defined as 
one minus the ratio of consumption expendi-
tures to income, and the deficit ratio is the 
difference between federal government expen-
ditures and taxes divided by income. While not 
perfect, deficit movements clearly are highly 
correlated with movements in the savings ratio. 
Higher deficits, then, are clearly associated 
with higher private savings ratios and vice 
versa. 

However, we may have proved too much in 
our discussion surrounding Chart 1. The best of 
the current research, in my view, breaks the 
deficit down into two components — one com-
ponent which can be "perceived" or "expected" 
based upon prior information and one which is 
"unperceived" or "unexpected." This research 
argues that unperceived deficits are not known 
to consumers and they do not respond to 
them. 

The implications for contracyclical policy are 
obvious. The automatic fiscal stabilizers which 
have been part of the system in the post-World 
War II period appear to have significantly less 
effect than commonly thought. Any change in 
the deficit which occurs as a result of the 
normal fluctuations in the economy is widely 
expected and would be offset by changes in 
savings. As a result, the higher tax rates at cycle 
peaks do not curb consumption demands nor 
do the lower tax rates during cycle downturns 
stimulate consumption demands. Consumption 
remains more or less constant over the cycle 
with savings rates climbing in periods of reces-

, 8 For a rgumen ts a long these lines, s e e Mar t in Bailey, "The Opt ima l Full-
Emp loymen t Surplus," Journa l of Pol i t ical E c o n o m y , Ju ly 1972 , pp. 649 -
661 , Levis Koch in , "Are Future Taxes Ant i c ipa ted by Consumers?" Journa l 
of M o n e y , Credit , a n d Bank ing , August 1974, pp.385-394, M e r t o n Mil ler 
and Char les Upton, M a c r o e c o n o m i c s : A Neoc lass ica l In t roduct ion , 
H o m e w o o d , Ill inois, 1974, and Ernest Tanner, "Empi r ica l Ev idence on the 
Shor t Run Real Ba lance Effect in Canada," Journa l of M o n e y , Credit and 
Bank ing , November 1970, pp. 4 7 3 - 4 8 5 . 

, 9This a rgumen t is made most forcefu l ly by Earl T h o m p s o n in " D e b t Instru-
men ts in Both M a c r o e c o n o m i c Theory and Capi ta l Theory," A m e r i c a n 
E c o n o m i c Review, D e c e m b e r 1976 , pp. 1196 -1210 . 

2 0Ernest Tanner , "F isca l Pol icy and C o n s u m e r Behav ior , " Rev iew of 
E c o n o m i c s a n d Statistics, May 1979, p. 317. For a comprehens i ve 
theore t i ca l t rea tment of this model , see Rober t Barro, "Are Gove rnmen t 
Bonds Net Weal th?" Journa l of Polit ical E c o n o m y , D e c e m b e r 1974, pp. 
1095 -1118 . 

2 1Kot l ikof f and Summers wr i te "The ev idence p resen ted ind icates that 
in te rgenera t iona l t ransfers accoun t for the vast major i ty of agg rega te U.S. 
capi ta l format ion; on ly a neg l ig ib le f rac t ion of ac tua l cap i ta l accumu la t ion 
can be t raced to l i fe-cycle or ' lump' s a v i n g s " Lau rence J. Kot l ikoff and 
Lawrence Summers , "The Role of In te rgenera t iona l Transfers in Aggrega te 
Capi ta l Accumulat ion, " Journa l of Pol i t ical Economy, 1981 , p. 706. 
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sions but falling during expansions. 
Discretionary fiscal policies may not be any 

better as stabilizing tools. Because the consumer 
takes into account known public action in 
making his consumpt ion decisions, discretion-
ary fiscal actions such as those in 1968 and 
1975 wou ld be expected to affect only savings 
rates, leaving consumpt ion largely unaffected. 
As a result, neither discretionary fiscal actions 
nor the automatic stabilizers should be expected 
to serve our needs for a policy tool contr ibut ing 
to short run economic stability. 

The empirical evaluation and testing of this 
theory is not inconsistent wi th the hypothesis. 
Unexpected deficits—largely unexpected gov-
ernment spending changes—lead to increases 
in aggregate demand above balanced budgets. 
The evidence for unexpected deficits appears 
to conform exactly to the Keynesian theory. 
Not only do unexpected deficits cause aggre-
gate demand to rise, but also they cause interest 
rates to rise and increase real output.22 Although 
the evidence is not crystal clear, it does indicate 
that unexpected deficits may have little inflation 
effect because of the sharp short run rise in 
output and in interest rates.23 

" T h i s research is not pub l i shed but is con ta ined in Ernest Tanner, "Wi l l 
Mone ta ry and Fiscal Stabi l izat ion Pol ic ies Work?" Work i ng Paper, Tu lane 
Universi ty, 1981. 

VI. Some Concluding Thoughts on Fiscal 
Policy 

As a tool for short-term economic stability, 
fiscal policy has come almost full cycle in the 
past 50 years. From a posit ion of no status in 
the classical model that dominated economic 
th inking unti l 1935, contracyclical fiscal policy 
reached its pinnacle in the 1960s—the heyday 
of Keynesian macroeconomics. It may now be 
on the wane as the new "new macroeconomics" 
of rational expectations replaces the Keynesian 
model. 

In the rational expectations framework where 
bequests are an important motive for savings, 
perceived deficits are no more expansionary 
than equal government spending f inanced by 
taxes. Because deficits mean higher taxes in 
the future, the consumer's opt imal response is 
to save the amount of the deficit. If this is done, 
the impl ied future tax liabilities do not make 
the consumer better off than if the government 
budget were balanced in the present by a 
higher level of taxes. 

The evidence indicates that contracyclical 
fiscal policies have had little effect on the 
stability of the U. S. economy in the past 30 
years. Only unexpected or "unperceived" fiscal 
policies work as Keynes suggested. Unfortu-
nately, these unperceived policies cannot work 
for long or consistently in the desired direct ion 
because they rely on misperceptions. And as 
we all know, you cannot fool all the people all 
the t ime. Yet that is what must be done if we 
at tempt to use fiscal policies to solve the 
business cycle. 

—J. Ernest Tanner 

I Ernest Tanner is professor of economics. Tulane University. 

" R o b e r t Hall a rgues that a t rans i tory increase in aggrega te d e m a n d (if t h e 
def ic i t is unperce ived, it must b e transitory) wi l l ra ise the real rate of interest. 
This increased real rate of interest wi l l be p rece ived as be ing tempora ry and 
worke rs wil l respond by work ing harder now as the h igher real rate of 
in terest makes fu tu re g o o d s cheaper in t e rms of the u n c h a n g e d pr ice of 
p resent goods. If t he worke r is in equ i l ib r ium in his work / l e i su re t rade-of f 
today and dec reases it in the future. Rober t Barro 's test of the p ropos i t ion 
involved look ing at mil i tary and non-mi l i tary expendi tures . H e f ound 
subs tan t ia l real ou tpu t e f fec ts of t rans i tory mi l i tary spend ing but was 
unab le to prec ise ly measu re the ou tpu t e f fec ts of non-de fense federal 
expendi tures . See Robert Ha l l , " Labo rSupp l y and Aggrega te Fluctuat ions. 
Carneg ie -Rochester Ser ies o n Public Policy, Spr ing 1980. pp. 7 -33 and 
Robert Barro, " O u t p u t Ef fec ts of Gove rnmen t Purchases," Journa l of 

Polit ical E c o n o m y , 1981 , pp. 1 0 8 6 - 1 1 2 1 
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K E K ï u „ 
JUN 
1982 

MAY 
1982 

JUN 
1981 

ANN. 
C H G . 

J U N 
1982 

MAY 
1982 

J U N 
1981 

ANN. 
% 

C H G . 
$ millions 
UNITED STATES 
C o m m e r c i a l Bank Depos i t s 

Demand 
NOW 
Savings 
T i m e 

C r e d i t Union Depos i t s 
S h a r e D r a f t s 
Savings & T i m e 

"" 
1,136,517 1,123,789 1,023,201 + 11 

289,188 289,024 295,716 - 2 
56,820 56,153 41,844 + 36 

150,909 150,270 155,661 - 3 
672,815 659,361 561,061 + 20 

47,546 46,238 37,195 " + 28 
3,174 3,090 2,151 + 48 

40,613 39,868 33,007 + 23 

Savings & Loans 
T o t a l Depos i t s 

NOW 
Savings 
T i m e 

M o r t g a g e s O u t s t a n d i n g 
Mor tgage C o m m i t m e n t s 

Z H Z Z Z 
529,812 

9,759 
92,348 

428,332 
MAY 

527,933 
9,531 

92,199 
426,790 

APR 

512,859 
5,778 

98,392 
408,417 

MAY 
505,217 

16,550 
505,624 

16,304 
503,036 

18,635 

+ 3 
+ 69 
- 6 

+ 5 

+ 0 
- 1 1 

C o m m e r c i a l Bank Depos i t s 
Demand 
NOW 
Savings 
T i m e 

C r e d i t Union Depos i t s 
Sha re D r a f t s 
Savings & T i m e 

123,302 
34,138 

7 ,376 
14,848 
70,329 

4,335 
318 

3,728 

122,293 
34,549 

7 ,348 
14,851 
68,935 

4,235 
315 

3,656 

C o m m e r c i a l Bank Depos i t s 
Demand 
NOW 
Savings 
T i m e 

C r e d i t Union Depos i t s 
S h a r e D r a f t s 
Savings & T i m e 

M o r t g a g e s O u t s t a n d i n g 
Mor tgage C o m m i t m e n t s 

2,414 2,408 2,359 + 2 
47 46 20 + 135 

221 221 238 - 7 
2,158 2,152 2,104 + 3 
MAY APR MAY 
2,187 2,144 2 ,201 - 1 

17 20 43 - 60 

6,323 6,303 6,053 + 4 
89 87 51 + 75 

679 676 730 - 7 
5,572 5,564 5,267 * 6 
MAY APR MAY 
6,094 6,127 6,171 - 1 

68 67 97 - 30 
Notes : All depos i t d a t a a r e e x t r a c t e d f r o m t h e F e d e r a l R e s e r v e R e p o r t of T r a n s a c t i o n Accoun t s , o t h e r Depos i t s and Vaul t Cash (FR2900), 

and a r e r e p o r t e d fo r t h e a v e r a g e of t h e week end ing t h e 1st Wednesday of t h e mon th . This d a t a , r e p o r t e d by in s t i t u t i ons wi th 
o v e r $15 million in depos i t s as of D e c e m b e r 31, 1979, r e p r e s e n t s 95% of depos i t s in t h e six s t a t e a r e a . T h e m a j o r d i f f e r e n c e s betw-iei, ' 
t h i s r e p o r t and t h e "ca l l r e p o r t " a r e s i ze , t h e t r e a t m e n t of i n t e rbank depos i t s , and t h e t r e a t m e n t of f l o a t . The d a t a g e n e r a t e d f r o m 
t h e R e p o r t of T r a n s a c t i o n A c c o u n t s is fo r banks over $15 mill ion in depos i t s a s of D e c e m b e r 31, 1979. T h e t o t a l deposi t d a t a g e n e r s i 
f r o m the R e p o r t of T r a n s a c t i o n A c c o u n t s e l i m i n a t e s i n t e r b a n k depos i t s by r e p o r t i n g t h e net of depos i t s "due to" and "due f r o m " o t h e r 
depos i to ry in s t i t u t ions . T h e R e p o r t of T r a n s a c t i o n A c c o u n t s s u b t r a c t s cash in p rocess of co l l ec t ion f r o m d e m a n d depos i t s , while t h e call 
r e p o r t does no t . Savings and loan m o r t g a g e d a t a a r e f r o m t h e F e d e r a l Home Loan Bank Board S e l e c t e d Ba l ance S h e e t D a t a . The 
S o u t h e a s t d a t a r e p r e s e n t t h e t o t a l of t h e six s t a t e s . S u b c a t e g o r i e s w e r e chosen on a s e l e c t i v e basis and do not add to t o t a l . 
N.A. = f e w e r than f o u r i n s t i t u t i ons r e p o r t i n g . 
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EMPLOYMENT 

MAY 
1982 

APR 
1982 

MAY 
1981 

ANN. 
CHG. 

MAY 
1982 

APR 
1982 

MAY 
1981 

ANN. 
% 

CHG. 

Civil ian Labor F o r c e - thous . 109,914 108,814 108,586 + 1 N o n f a r m E m p l o y m e n t - thous . 90,259 89,897 91,432 - 1 
Tota l Employed - thous . 99,957 98,858 100,855 - 1 M a n u f a c t u r i n g 19,049 19,059 20,262 - 6 
To ta l Unemployed - thous . 9,957 9,957 7,730 +29 C o n s t r u c t i o n 3,907 3,750 4,235 - 8 

Unemployment R a t e - % SA 9.5 9.4 7.5 T rade 20,603 20,445 20,520 + 0 
Insured Unemploymen t - thous . N.A. N.A. N.A. G o v e r n m e n t 16,159 16,145 16,388 - 1 
Insured Unempl . R a t e - % N.A. N.A. N.A. Se rv ices 18,996 18,962 18,594 + 2 
Mfg. Avg. Wkly. Hours 39.0 38.7 40.1 - 3 Fin . , Ins., & Real Est . 5,327 5,312 5,296 + 1 
Mfg. Avg. Wkly. Ea rn . - $ 330 325 318 + 4 Trans . C o m . & Pub . Ut i l . 5,059 5,053 5,151 - 2 
SOUTHEAST 
Civilian Labor F o r c e - thous . 14,113 13,973 13,226 + 7 N o n f a r m E m p l o y m e n t - thous . 11,446 11,488 11,449 - 0 

Total Employed - thous . 12,824 12,680 12,286 + 4 M a n u f a c t u r i n g 2,195 2,200 2,316 - 5 
Tota l Unemployed - thous . 1,288 1,293 939 +37 C o n s t r u c t i o n 679 677 702 - 3 

Unemployment R a t e - % SA 10.2 10.4 7.7 T r a d e 2,700 2,705 2,650 + 2 
Insured U n e m p l o y m e n t - thous . N.A. N.A. N.A. G o v e r n m e n t 2,156 2,160 2,177 - 1 
Insured Unempl . R a t e - % N.A. N.A. N.A. Se rv ices 2,228 2,242 2,132 + 5 
Mfg. Avg. Wkly. Hours 39.1 38.9 40.3 - 3 Fin. , Ins., & Real Es t . 640 642 629 + 2 
Mfg. Avg. Wkly. Ea rn . - $ 285 284 274 + 4 T r a n s . C o m . <5c Pub. Ut i l . 696 699 698 - 0 
ALABAMA 
Civilian Labor F o r c e - thous . 1,712 1,695 1,646 + 4 N o n f a r m E m p l o y m e n t - thous . 1,337 1,338 1,348 - 1 

Tota l Employed - thous . 1,487 1,473 1,502 - 1 M a n u f a c t u r i n g 346 347 366 - 5 
Total Unemployed - thous . 225 223 144 +56 C o n s t r u c t i o n 64 64 67 - 4 

Unemployment R a t e - % SA 13.6 14.0 9.3 T r a d e 273 273 271 + 1 
Insured U n e m p l o y m e n t - thous . N.A. N.A. N.A. G o v e r n m e n t 295 295 295 0 
Insured Unempl . R a t e - % N.A. N.A. N.A. Se rv ices 213 213 210 + 1 
Mfg. Avg. Wkly. Hours 39.2 39.2 40.1 - 2 Fin . , Ins., & Real Es t . 59 59 59 0 
Mfg. Avg. Wkly. Earn . - S 284 288 279 + 2 T r a n s . C o m . <5c Pub. Ut i l . 71 71 72 - 1 
FLORIDA 
Civilian Labor Force - thous . 4,710 4,644 4,133 +14 N o n f a r m E m p l o y m e n t - thous . 3,789 3,815 3,725 + 2 

Total Employed - thous . 4,364 4,278 3,857 +13 M a n u f a c t u r i n g 456 460 467 - 2 
Total Unemployed - thous . 346 366 276 +25 C o n s t r u c t i o n 257 256 282 - 9 

Unemployment R a t e - % SA 7.9 8.7 7.3 T r a d e 1,030 1,035 981 + 5 
Insured Unemploymen t - thous . N.A. N.A. N.A. G o v e r n m e n t 618 623 628 - 2 
Insured Unempl . R a t e - % N.A. N.A. N.A. Se rv ices 909 918 857 + 6 
Mfg. Avg. Wkly. Hours 38.9 38.6 40.5 - 4 Fin. , Ins. , & Real Es t . 281 282 272 + 3 
Mfg. Avg. Wkly. Earn . - $ 269 266 261 + 3 Trans . C o m . & Pub. Ut i l . 229 231 228 + 0 
GEORGIA 
Civil ian Labor F o r c e - thous . 2,666 2,638 2,588 + 3 N o n f a r m E m p l o y m e n t - thous . 2,165 2,166 2,192 - 1 

To ta l Employed - thous . 2,469 2,448 2,439 + 1 M a n u f a c t u r i n g 496 499 524 - 5 
Tota l Unemployed - thous . 197 190 149 +32 C o n s t r u c t i o n 99 99 103 - 4 

Unemployment R a t e - % SA 7.6 7.7 5.7 T r a d e 498 497 501 - 1 
Insured U n e m p l o y m e n t - thous . N.A. N.A. N.A. Gove rnmen t 440 440 440 0 
Insured Unempl . R a t e - % N.A. N.A. N.A. Se rv ices 366 365 359 + 2 
Mfg. Avg. Wkly. Hours 39.2 38.5 40.5 - 3 Fin. , Ins., & Real Es t . 115 115 114 1 
Mfg. Avg. Wkly. Earn . - $ 262 258 255 + 3 Trans . C o m . & Pub. Ut i l . 142 142 144 - 1 
Civil ian Labor F o r c e - thous . 1,864 1,854 1,774 

Tota l Employed - thous . 1,672 1,664 1,641 
Tota l Unemployed - thous . 192 189 133 

Unemployment R a t e - % SA 10.5 10.4 7.6 
Insured U n e m p l o y m e n t - thous . N.A. N.A. N.A 
Insured Unempl . R a t e - % N.A. N.A. N.A. 
Mfg. Avg. Wkly. Hours 39.9 40.0 40.9 
Mfg. Avg. Wkly. Ea rn . - $ 370 374 345_ 

+ 5 
+ 2 
+44 

- 2 
+ 7 

N o n f a r m E m p l o y m e n t - thous . 1,622 1,629 1,627 
M a n u f a c t u r i n g 204 205 221 
C o n s t r u c t i o n 132 134 138 
T r a d e 370 371 368 
G o v e r n m e n t 314 314 309 
Se rv ices 296 296 288 
Fin. , Ins. , & Rea l Es t . 76 76 74 
T r a n s . C o m . * Pub . Ut i l . 131 131 132 

- 0 
- 4 
+ 1 

Civilian Labor F o r c e - thous . 
To ta l Employed - thous . 
To ta l Unemployed - thous . 

Unemployment R a t e - % SA 
Insured Unemploymen t - thous . 
Insured Unempl . R a t e - % 
Mfg. Avg. Wkly. Hours 
Mfg. Avg. Wklv. Earn . - $ 

1,076 
968 
107 

10.6 
N.A. 
N.A. 
38.7 
248 

1,071 
968 
103 

10.4 
N.A. 
N.A. 
38.6 
246 

1,063 
979 

84 
8.1 

N.A. 
N.A. 
39.7 
237 

+ 1 
- 1 
+27 

- 3 
+ 5 

N o n f a r m E m p l o y m e n t - thous . 805 809 828 - 3 
M a n u f a c t u r i n g 210 210 224 - 6 
C o n s t r u c t i o n 40 41 43 - 7 
T r a d e 163 162 164 - 1 
G o v e r n m e n t 185 188 189 - 2 
Se rv ices 122 122 122 0 
Fin . , Ins. , & Real Es t . 33 33 33 0 
Trans . C o m . & Pub. Ut i l . 40 40 40 0 

Civilian Labor F o r c e - thous . 
To ta l Employed - thous . 
To ta l Unemployed - thous . 

Unemployment R a t e - % SA 
Insured 'Unemployment - thous . 
Insured Unempl . R a t e - % 
Mfg. Avg. Wkly. Hours 
Mfg. Avg. Wkly. Earn . - $ 

2,085 2,071 
1,864 1,849 

221 

11.0 
N.A. 
N.A. 
38.6 
275 

2 2 2 
11.1 

N.A. 
N.A. 
38.2 
272 

2,022 
1,868 

153 8.0 
N.A. 
N.A. 
40.3 
266 

+ 3 
- 0 
+44 

- 4 
+ 3 

N o n f a r m E m p l o y m e n t - thous . 1,728 1,731 1,729 - 0 
M a n u f a c t u r i n g 483 479 514 - 6 
C o n s t r u c t i o n 87 83 85 + 5 
Trade 366 367 365 + 0 
G o v e r n m e n t 304 300 316 - 4 
Se rv ices 322 328 296 + 9 
Fin . , Ins., & Rea l Es t . 76 77 77 - 1 
Trans . Com. & Pub . Ut i l . 83 84 82 + 1 

N o t e s : AU labor f o r c e d a t a are f rom Bureau of Labor S t a t i s t i c s r e p o r t s supplied by s t a t e agenc i e s . 
Only t h e u n e m p l o y m e n t r a t e d a t a are seasona l ly a d j u s t e d . 
The Sou theas t d a t a r e p r e s e n t t h e t o t a l of t h e six s t a t e s . 
The annual p e r c e n t change c a l c u l a t i o n is based on t h e most r e c e n t da ta over prior yea'*. 
N.A. = Not Ava i l ab le 
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CONSTRUCTION 

MAY 
1982 

APR 
1982 

MAY 
1981 

ANN 
% 

CHG 
MAY 
1982 

APR 
1982 

MAY 
1981 

12-month C u m u l a t i v e R a t e 
Nonresidential Building P e r m i t s - $ Mil. 

T o t a l Nonres iden t i a l 47,332 51,168 48,839 - 3 
Indus t r ia l Bldgs. 6,271 6,842 7,924 - 21 
O f f i c e s 15,367 15,028 12,043 + 28 
S to r e s 5,859 5,918 6,570 - 11 
Hospi ta l s 1,594 1,594 1,385 + 15 
Schools 790 793 715 + 10 

Res iden t i a l Building P e r m i t s 
Value - $ Mil. 

R e s i d e n t i a l P e r m i t s - Thous. 
Number s ing l e - f ami ly 
Number m u l t i - f a m i l y 

T o t a l Building P e r m i t s 
Value - $ Mil. 

473.1 
381.0 

488.6 
385.5 

86,275 87,242 

ANN 
% 

CHG 

35,175 36,074 49,677 - 29 
737.8 
501.1 

36 
24 

3,516 - 12 

i Nonres iden t i a l Building P e r m i t s 
T o t a l Nonres iden t i a l 

Indus t r ia l Bldgs. 
O f f i c e s 
S to r e s 
Hospi ta l s 
Schools 

- $ Mil. 
6,683 

810 
1,447 
1,090 

285 
90 

6,627 
810 

1,351 
1,106 

277 

Nonres iden t i a l Building P e r m i t s - $ Mil. 

6,937 
858 

1,274 
981 
182 

97 

- 4 
- 6 

+ 14 
+ 11 

+ 57 
- 7 

T o t a l Nonres iden t i a l 400 422 449 - 11 
Indust r ia l Bldgs. 79 80 49 + 61 
O f f i c e s 41 36 71 - 42 
S to r e s 69 68 74 - 7 
Hosp i t a l s 31 32 20 + 55 
Schools 7 6 13 - 46 

Res iden t i a l Building P e r m i t s 
Value - $ Mil. 

Res iden t i a l P e r m i t s - Thous . 
Number s ing l e - f ami ly 
Number m u l t i - f a m i l y 

T o t a l Building P e r m i t s 
Value - $ Mil. 

Res iden t i a l Building P e r m i t s 
Value - $ Mil. 

Res iden t i a l P e r m i t s - Thous . 
Number s i n g l e - f a m i l y 
Number m u l t i - f a m i l y 

To ta l Building P e r m i t s 
Value - $ Mil. 

6,770 
96.9 
85.6 

4.1 
5.0 
641 

7,048 10,326 - 34 
99.9 
88.2 

160.6 

132.4 
13,451 13,677 17,273 

250 
4.2 
4.9 
672 

432 
8.9 8.1 

881 

40 
35 
2 2 

H 
- 44 
- 54 
- 38 
- 27 

Nonres iden t i a l Building P e r m i t s -
T o t a l Nonres iden t i a l 3,393 3,355 3,811 

Indus t r ia l Bldgs. 393 391 419 
O f f i c e s 654 588 550 
S to r e s 574 591 534 
Hospi ta l s 165 160 57 
Schools 23 23 20 

Nonres iden t i a l Building P e r m i t s -
T o t a l Nonres iden t i a l 1,054 1,046 1,115 

Indus t r ia l Bldgs. 177 178 197 
O f f i c e s 260 255 313 
S to r e s 122 119 104 
Hospi ta l s 24 30 18 
Schools 32 33 31 

Res iden t i a l Building P e r m i t s 
- 11 Value - $ Mil. 
- 6 Res iden t i a l P e r m i t s - Thous . 
+ 19 Number s ing l e - f ami ly 
+ 7 Number m u l t i - f a m i l y 
+189 Tota l Building P e r m i t s 
+ 15 Value - $ Mil. 

- 5 
- 10 
- 17 
+ 17 
+ 33 
+ 3 

4,445 4,715 6,951 - 36 
54.4 57.6 93.8 - 42 
56.5 58.9 92.1 - 39 

7 ,838 8,070 10,762 - 27 

Res iden t i a l Building P e r m i t s 
Value - $ Mil. 

R e s i d e n t i a l P e r m i t s - Thous. 
Number s ing l e - f ami ly 
Number m u l t i - f a m i l y 

T o t a l Building P e r m i t s 
Value - $ Mil. 

1,016 1 , 0 1 0 1,324 - 23 
20.0 

9.2 
2,070 

19.6 
9.9 

2,057 

28.3 
11.0 

2,439 

Nonres iden t i a l Building P e r m i t s - $ Mil. 
T o t a l Nonres iden t ia l 931 910 810 + 15 

Indus t r ia l Bldgs. 90 90 109 - 17 
O f f i c e s 309 294 239 + 29 
S to r e s 172 175 100 + 72 
Hospi ta l s 30 27 56 - 46 
Schools 21 19 20 + 5 

Res iden t i a l Building P e r m i t s 
Value - $ Mil. 

Res iden t i a l P e r m i t s - Thous . 
Number s i n g l e - f a m i l y 
Number m u l t i - f a m i l y 

To ta l Building P e r m i t s 
Value - $ Mil. 

Nonres iden t i a l Building P e r m i t s 
T o t a l Nonres iden t i a l 

Indus t r ia l Bldgs. 
O f f i c e s 
S to r e s 
Hosp i t a l s 
Schools 

•m 
S Mil. 

180 
22 
43 
38 
6 

1.0 

178 
22 
44 
37 

6 
0.8 

187 
23 
33 
50 

5 
l.l 

Res iden t i a l Building P e r m i t s 
Value - $ Mil. 

Res iden t i a l P e r m i t s - Thous . 
Number s ing l e - f ami ly 
N u m b e r m u l t i - f a m i l y 

To ta l Building P e r m i t s 
Value - $ Mil. 

553 557 716 - 23 
9.1 9.0 12.3 - 26 
7.6 7.6 9.2 - 17 

1,483 1,468 1,525 - 3 

141 137 274 - 49 
2.9 2.9 5.1 - 43 
1.8 1.7 4.9 - 63 

320 315 462 - 31 

Nonres iden t i a l Building P e r m i t s - $ Mil. 
T o t a l Nonres iden t i a l 725 716 565 

Indus t r ia l Bldgs. 49 49 61 
O f f i c e s 140 134 68 
S to r e s 115 116 119 
Hospi ta ls 29 22 26 
Schools 6 7 12 

Res iden t i a l Building P e r m i t s 
+ 28 Value - $ Mil. 
- 20 Res iden t i a l P e r m i t s - Thous . 
+106 Number s i n g l e - f a m i l y 
- 3 Number m u l t i - f a m i l y 
+ 12 Tota l Building P e r m i t s 
- 50 Value - $ Mil. 

374 379 629 - 41 
6.4 6.6 12.2 - 48 
5.5 5.2 7.1 - 23 

1,099 1,095 1,204 - 9 
NOTES: 
D a t a suppl ied by t h e U. S. Bureau of t h e Census , Housing Uni ts A u t h o r i z e d By Building P e r m i t s and Publ ic C o n t r a c t s , C - 40. 
Nonres iden t i a l d a t a exc ludes the cos t of cons t ruc t i on for publ icly owned buildings. The s o u t h e a s t d a t a r e p r e s e n t the t o t a l of 
the six s t a t e s . The annual p e r c e n t change ca l cu la t ion is based on t h e most r e c e n t mon th over prior y e a r . Publ ica t ion of F. W. 
Dodge cons t ruc t i on c o n t r a c t s has been d i scon t inued . 
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GENERAL 

JUN 
1982 

MAY 
1982 

JUN 
1981 

ANN. 
CHG. 

JUN 
1982 

MAY (R) 
1982 

JUN 
1981 

ANN. 
CHG. 

Personal Income-$ bil . SAAR 
(Dates : 4Q, 3Q, 4Q) 2,412.9 

Re ta i l Sales - $ mi l . - SA 89,301 
Plane Pass . Ar r iva l s ( thous.) APR N.A. 
Pe t ro l eum Prod, ( thous. bis.) 8 ,622.1 
Consumer P r i c e Index 

1967=100 MAY 287.1 
Kilowatt Hours - mils. FEB 182.8 

2,340.5 2,155.8 +12 
90,682 87,299 + '2 

N.A. N.A. 
8 ,688.1 8,633.6 - 0 

284.3 269.0 + 7 
192.1 178.6 + 2 

Agr icu l tu re 
P r i ce s R e c ' d by F a r m e r s 

Index (1977=i00) 
Broiler P l a c e m e n t s ( thous.) 
Calf P r i c e s ($ per cwt . ) 
Broi ler P r i c e s ($ per lb.) 
Soybean P r i ce s ($ per bu.) 
Broi ler Feed Cos t ($ per ton) 

wMm 

138 139 
84,455 84,912 

64.20 64.20 
28.6 28.0 
6.07 7.27 

1 215 217 

142 
83,935 

66.30 
29.9 
7.05 
234 

- 3 
+ 1 
- 3 
- 4 
-14 

Personal Income-$ bil . SAAR 
(Dates : 4Q, 3Q, 4Q) 282.1 

Taxab le Sales - $ mi l . N.A. 
Plane Pass . Ar r iva l s (thous.) APR 4,459.0 
Pe t ro l eum Prod, ( thous. bis.) 1,387.0 
Consumer Pr ice Index 

1967=100 N.A. 
Kilowatt Hours - mils. FEB 27.8 
ALABAMA 

272.8 
N.A. 

4,672.8 
1,393.0 

N.A. 
29.5 

249.2 
N.A. 

4 .466.8 
1.444.9 

N.A. 
28.7 

+13 
+ 0 
- 4 

- 3 

A g r i c u l t u r e 
P r i ce s R e c ' d by F a r m e r s 

Index (1977=100) 125 123 134 - 7 
Broiler P l a c e m e n t s ( thous.) 33,744 32,468 33,466 + 1 
Calf P r i ce s ($ pe r cwt . ) 58.60 60.16 59.77 - 2 
Broiler P r i c e s ( i pe r lb.) 27.6 26.7 27.5 + 0 
Soybean P r i ce s ($ pe r bu.) 6.28 6.43 7.18 -13 
Broiler Feed Cos t ($ pe r ton) 213 214 228 - 7 

Personal Income-$ bil . SAAR 
(Dates : 4Q, 3Q, 4Q) 

Taxab le Sales - $ mil . 
Plane Pass . Arr iva ls (thous.) APR 
Pe t ro l eum Prod, ( thous. bis.) 
Consumer Pr ice Index 

1967=100 
Ki lowat t Hours - mils. FEB 

Agr i cu l t u r e 
32.4 31.4 29.1 +11 Fa rm Cash R e c e i p t s - $ mil . 
N.A. N.A. N.A. (Da tes : A P R , APR) 572 - 561 + 2 

106.2 122.6 118.9 -11 Broiler P l a c e m e n t s ( thous.) 10,826 10,830 10,684 + 1 
55.0 56.0 63.0 -13 Calf P r i ce s ($ pe r cwt . ) 56.00 57.00 57.80 - 3 

Broiler P r i ce s ($ pe r lb.) 27.0 26.5 27.5 - 2 
N.A. N.A. N.A. Soybean P r i ce s ($ per bu.) 6.18 6.13 6.91 - 1 1 

4.0 4.3 4.1 - 2 Broi ler Feed Cos t ($ pe r ton) 215 225 250 -14 
~~~~ — — — — — — — — — ^ ^ •• -

Personal Income-S bil . SAAR 
(Dates : 4Q, 3Q, 4Q) 102.4 98.3 88.8 +15 

Taxab le Sa les - $ mil . 67.2 67.8 62.8 + 7 
Plane Pass . Arr iva ls ( thous.) APR 2,251.3 2,440.4 2,089.7 + 8 
Pe t ro l eum Prod, ( thous. bis.) 77.0 79.0 114.4 -33 
Consumer P r i c e Index - Miami MAY MAR MAY 

Nov. 1977 = 100 155.7 155.1 143.2 + 9 
Kilowatt Hours - mi ls . FEB 6.9 7.7 7.8 - 1 2 

A g r i c u l t u r e 
Fa rm Cash R e c e i p t s - $ mil . 
(Da tes : APR, APR) 1,907 - 1,839 + 4 
Broiler P l a c e m e n t s ( thous.) 1,887 2,087 1,992 - 5 
Calf P r i ce s ($ per cwt . ) 64.70 66.60 65.20 - 1 
Broiler P r i c e s (« per lb.) 28.0 26.0 26.0 + 8 
Soybean P r i c e s ($ pe r bu.) 6.18 6.13 6.91 -11 
Broi ler Feed Cos t ($ pe r ton) 225 225 240 - 6 

Personal Income-$ bil. SAAR Agr icu l tu re 
(Dates : 4Q, 3Q, 4Q) 48.7 47.6 43.7 +11 Fa rm Cash R e c e i p t s - $ mil . 

Taxable Sales - $ mil . N.A. N.A. N.A. (Da tes : A P R , APR) 801 _ 803 - 0 Plane Pass . Ar r iva l s ( thous.) APR 1,640.1 1,642.2 1,747.3 - 6 Broiler P l a c e m e n t s ( thous.) 13,065 12,841 13,040 + 0 Pe t ro l eum Prod , ( thous. bis.) N.A. N.A. N.A. Calf P r i ce s ($ pe r c w t . ) 55.40 56.70 56.60 - 2 Consumer Pr ice Index - A t l a n t a APR FEB APR Broiler P r i ce s (« per lb.) 27.0 26.0 26.5 + 2 1967 = 100 280.2 279.8 265.9 + 5 Soybean P r i ce s ($ per bu.) 6 .23 6.22 7.17 - 1 3 Kilowatt Hours - mils . FEB 4.5 4.5 4.3 + 5 Broi ler Feed Cos t ($ pe r ton) 205 210 210 - 2 
Personal I ncome-? bil. SAAR 

(Da tes : 4Q, 3Q, 4Q) 
Taxable Sales - $ mil . 
Plane Pass . Ar r iva l s ( thous.) APR 
Pe t ro leum Prod, ( thous. bis.) 
Consumer P r i c e Index 

1967 = 100 
Ki lowat t Hours - mils . FEB 

40.4 39.1 35.3 +14 
N . A . N . A . N . A . 

284.3 284.2 265.5 + 7 
1,164.0 1,164.0 1,172.5 - 1 

N . A . N . A . N . A . 
4.2 4.4 4.1 + 2 

Agr i cu l t u r e 
Fa rm Cash R e c e i p t s - $ mil . 

(Da tes : A P R , APR) 
Broiler P l a c e m e n t s ( thous.) 
Calf P r i ce s ($ pe r cwt . ) 
Broi ler P r i ce s (<E pe r lb.) 
Soybean P r i ce s ($ pe r bu.) 
Broi ler Feed Cos t ($ per ton) 1 

419 
N.A. 

58.50 
29.5 
6.44 

260 

N.A. 
59.60 

27.5 
6.81 
250 

441 
N.A. 

59.80 
28.0 

7.51 
245 

Personal Income-$ bil . SAAR 
(Dates : 4Q, 3Q, 4Q) 

Taxable Sales - $ mil . 
Plane Pass . Ar r iva l s ( thous.) APR 
Pe t ro l eum Prod, ( thous. bis.) 
Consumer Pr ice Index 

1967 = 100 
Ki lowat t Hours - mils. FEB 

18.3 17.7 16.5 + 11 
N . A . N . A . N . A . 
31.7 33.4 33.4 - 5 
91.0 94.0 95.0 - 4 

N : A . N . A . N . A . 
1.8 1.9 1.7 + 6 

Agr i cu l t u r e 
Fa rm Cash R e c e i p t s - $ mil . 

(Da tes : A P R , APR) 
Broiler P l a c e m e n t s ( thous.) 
Calf P r i ce s ($ pe r cwt . ) 
Broi ler P r i ce s ( t per lb.) 
Soybean P r i ce s ($ pe r bu.) 
Broi ler Feed Cost ($ per ton) 

- 5 
- 2 

+ 5 
-14 
+ 6 

605 - 559 + 8 
6,566 6,590 6,428 + 2 
57.30 62.40 60.70 - 6 

29.0 28.5 29.5 - 2 
6.28 6.34 7.04 - 1 1 
210 197 220 - 5 

Personal I ncome-? bil . SAAR 
(Dates : 4Q, 3Q, 4Q) 

Taxab le Sales - $ mil . 
Plane Pass . Ar r iva l s ( thous.) 
Pe t ro l eum Prod, ( thous. bis.) 
Consumer Pr ice Index 

1967 = 100 
Ki lowat t Hours - mils . FEB 

Agr i cu l t u r e 

APR 
39.8 38.8 35.8 +11 Fa rm Cash R e c e i p t s - $ mil. 
N.A. N.A. N.A. (Da tes : APR, APR) 486 - 415 + 17 150.3 150.0 145.5 + 4 Broiler P l a c e m e n t s (thous.1 1,399 1,384 1,322 + 2 N.A. N.A. N.A. Calf P r i ce s ($ pe r cwt . ) 58.60 57.50 57.70 + 2 

Broiler P r i ce s (£ per lb.) 27.5 25.0 29.5 - 7 N.A. N.A. N.A. Soybean P r i ce s ($ pe r bu.) 6.22 6.49 7.23 -14 6.4 6.7 6.7 - 4 Broiler Feed Cos t ($ per ton) 192 197 225 -15 Notes: 
Personal Income d a t a suppl ied by U. S. D e p a r t m e n t of C o m m e r c e . Taxab l e Sales a r e r e p o r t e d as a 12 -mon th c u m u l a t i v e t o t a l . P lane 
Passenger Arr iva ls a r e coUec ted f r o m 26 a i r p o r t s . P e t r o l e u m Produc t ion d a t a suppl ied by U. S. Bureau of Mines. C o n s u m e r P r i c e 
Index d a t a supplied by Bureau of Labor S t a t i s t i c s . Agr i cu l t u r e d a t a suppl ied by U. S. D e p a r t m e n t of Agr i cu l tu re . Fa rm Cash 
Rece ip t s d a t a are r e p o r t e d as c u m u l a t i v e fo r t h e c a l e n d a r y e a r th rough the mon th shown. Broiler p l a c e m e n t s a r e an a v e r a g e weekly 
r a t e . The S o u t h e a s t d a t a r e p r e s e n t t h e t o t a l of t h e six s t a t e s . N.A. = not ava i l ab l e . The annua l p e r c e n t change c a l c u l a t i o n is based 
on most r e c e n t d a t a over pr ior yea r . 
R = rev i sed . 

FEDERAL RESERVE BANK O F ATLANTA 55 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Federal Reserve Bank of Atlanta 
P.O. Box 1731 
Atlanta, Georgia 30301 

Address Correction Requested 

Bulk Rate 
U.S. Postage 

PAID 
Atlanta , Ga. 
P e r m i t 292 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis




