





weak or negative money growth. This happens for cyclical reasons
much like those discussed above: money growth slows when economic

growth is weak because less money is demanded to carry out trans-
actions. 7/

However, this historical experience may not furnish a guide
to how deficits and the money supply will interact in the United
States during the next few years. The behavior of the money supply
is determined above all by the actions of the Federal Reserve
System, which has put heavy emphasis on reducing money growth
rather than controlling interest rates in recent years. Since it
adopted this policy, interest rates have been more volatile and, at
times, higher than ever before. This suggests that the Federal
Reserve may now be willing to allow interest rates to rise to a
much greater extent than in the past. Nevertheless, many analysts
believe that the Federal Reserve will decide to ease its policy if
prospective federal deficits are anywhere near as large as those in

the CBO baseline projections. This subject is discussed further in
Appendix B.

6/ (Continued)

financial assets. The absorption rate is therefore higher
than it would otherwise be because the flow of financial
saving is smaller. The main reason that investors may have
chosen real rather than financial assets, Cagan argues, is the
high inflation rate, which reduces the real after-tax rate of
return on financial investments relative to that on real
goods. See Phillip Cagan, "The Real Federal Deficit and
Financial Markets,” in The AEI Economist (November 1981), pp.
1-6. ‘agan's arguments do not contradict the adverse conse-
quences for investment and productivity caused by high absorp-
tion rates.

7/ Evidence from a group of seven industrialized countries for
the late 1970s is also mixed when budget deficits are compared
in a simple way to rates of money growth. As Figure 19 shows,
there appears to be some correlation when the group of seven
countries is considered together. If attention is restricted
to Japan, Canada, West Germany, and France, however, the
conclusion that higher deficit ratios are associated with
higher rates of monetary growth is reversed.

100



Figure 19. 13
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Deficits and Inflation. Do increases in the federal deficit
necessarily lead to increases in inflation? As Figure 20 shows,
there appears to be some correlation between the two variables in
recent U.S. experience. Generally, however, increases in inflation
have preceded increases in the deficit. This may occur if rising
inflation causes the economy to weaken (and the deficit therefore
to increase) through commodity shocks or because the Federal
Reserve is 1induced by increases in inflation to tighten monetary
policy. 1In any case, it is hard to conclude from contemporaneous
changes in these two variables that increases in the deficit
predictably cause increases in inflatiom. fy One reason is that
policy-induced deficits may affect economic activity with a lag.

§/ Evidence from a group of seven industrialized countries on the
relationship of the deficit to the inflation rate is, once
again, mixed. As Figure 21 shows, there does appear to be a
correlation between the average annual deficit as a percentage
of GNP and average annual rates of inflation during the late
1970s. The relationship is weakened, however, by the cases of
Japan and France as well as by Italy, which had about the same
average inflation rate as did the United Kingdom despite a
deficit ratio more than twice as large.
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Many large econometric models show such lagged effects when budget

policies result in excess demand,

as in the Vietnam War period.

Policy-induced deficits may also raise inflationary expectations,

if the increased deficits are expect
policy.

ed to result in easier monetary

IMPACTS OF DEFICITS ON INVESTMENT, PRODUCTIVITY, AND INFLATION

Few generalizations can be drawn from simple two-variable

analyses of the short-run effects of
ship of budget deficits to other
complex.
deficits
or fast monetary growth. In the
upon the source of the deficit and
if large and rising deficits are all
run,
on interest rates and investment
problems.

budget deficits. The relation-
economic magnitudes is quite

Certainly one cannot conclude that a temporary rise in
inevitably causes high interest rates, rapid inflationm,

short rumn, the impact depends
the state of the economy. But
owed to persist over the longer

despite the economy's level of operation, then their effects

may lead to severe economic

Policy-induced increases in the deficit that crowd

out private investment have serious consequences over the long

run for productivity growth and infl
that policy-induced deficit increase
increase, though this evidence see
years.
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Investment Impacts

Although there are strong reasons to believe that policy-
induced deficits reduce private-sector investment by bidding up
interest rates, Z/ there may be mitigating factors under certain

1/ A second way in which investment may be crowded out by

policy-induced deficits is more direct: if the deficit arises
because of government spending for public-sector investments
that are close substitutes for private-sector investment (for
example, manpower-related spending), private firms may scale
back plans for similar expenditures. The productivity impli-
cations of this "direct crowding out™ are complex. Some
economists have argued that little productivity impact need be
felt; see Paul David and John L. Scadding, “"Private Savings:
Ultrarationality, Aggregation and 'Denison's Law'," Journal of

Political Economy (March/April 1974), pp. 225-49. More
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conditions. As the discussion below will show, policy-induced
deficits may even increase investment if the economy is weak or if
the deficit arises from efforts to increase investment incentives.
New flows of saving may arise in response to policy-induced defi-
cits that stimulate aggregate income growth or attract funds into
the economy from abroad. Moreover, even if private investment is
reduced by increases in the deficit, the consequences for pro-
ductivity growth may be mitigated, as some observers have argued,
if some of the funds diverted to the federal government are chan-
neled into public-sector investments that themselves increase
productivity growth. Finally, policy-induced increases in the
deficit may be offset by growing state and local government sur-
Pluses: what matters ultimately is the change in total govern-
ment borrowing, not just federal government borrowing.

Two of the major determinants of business investment are: (1)
the cost of external funds and (2) the utilization of existing
productive capacity as well as expected capacity utilization in
the future. Policy-induced deficits influence both of these
determinants, but with opposite effects on investment. To the
extent that such deficits raise real interest rates, Iinvestment
spending will be lower than otherwise. But to the extent that
deficits raise aggregate demand, raising both existing and expected
capacity utilization rates, investment spending will be higher than

7/  (Continued)

recently, however, George von Furstenberg has argued that
productivity may still suffer because of reductions in pri-
vate saving that may be caused if government investment 1s
debt-financed. See George von Furstenberg, "Public versus
Private Spending: The Long-Term Consequences of Direct
Crowding Out,” in George von Furstenberg, ed., The Government
and Capital Formation, pp. 243-63.
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