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The Macroeconomic Effects of

Deticit Spending:

OLLOWING the Keynesian Revolution in mac-
roeconomics, a large number of economists argued
that deficit spending was required to achieve two
of the stated national economic obhjectives: full
employment and a high rate of economic growth!
Society was thought to benefit from deficit spend-
ing because of the reduction in lost output and
because the economy would achieve a higher rate
of growth.

This view of deficit spending has been chal-
tenged increasingly over the vears. A sizable num-
ber of economists now believe that deficit spend-
ing has little effect on emplovment and output,
especiallv in the long run, and that it primarily
results in a redistribution of output. either within
the private sector or as a transfer of resources
from the private to the public sector.? Support for
this viewpoint has produced a growing concern
about the potentially harmful effects of deficit
spending and the size of the public debt?

A Review

The existence and magnitude of the benefits
from deficit spending have important implications
for the public policy debate. Presumably, the deci-
sion to incur deficits is affected by the public's
belief about whether deficits provide benefits to
some individuals at little or no cost to others, or
whether they merely redistribute income. Hence, a
central issue in the debate over deficit spending is
whether, and to what degree, it can be used 1o
produce net benefits for society as a whole. The
purpose of this paper is o examine some of the
arguments and evidence on whether deficit
spending vields net benefits to society.

DEFICHT SPEXNDING: BOME KBY
TEHMS

The phrases “deficit spending” and “fiscal pol-
icy” are not necessarily synonvmous. While deficit
spending is a particular fiscal policy action, not all

*One of Keynes’ initial arguments was that saving would exceed
investment at a level of output consistent with the full employ-
ment of Jabor. That is, the U S. savings rate was too high. The
view that the budget should be in persistent deficit was termed
the "new fiscal policy.” To see how opinions about deficit
spending have changed in two decades, compare the deficit
discussions in Levy {1963) with those in Levy, et. al. (1984).

2The once-common view that the market economy cannot
sustain ful-employment equilibrium has given way fo the

concept of the natural rate of unemployment. For a discussion
of these issues, see Modigliani (19865}, Blinder {1986) and
Laidier {1988).

3For a discussion of the potential harmiul effects of the public
debt, see Bruce and Purvis (1886}, Barro {1987) and Lavy, et.
al. {1984).
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fiscal policy actions produce or involve deficits?
For example, the government could devise a policy
whereby expenditures and taxes are changed by
the same amount. This well-known “balanced
budget” operation affects aggregate demand, be-
cause the change in government expenditures
affects aggregate dernand more than the change in
taxes, but does not atiect the deficit?

Despite the balanced-budget multiplier, the
stance of fiscal policy today is often associated
with, and frequently measured by, the size of the
federal budget deficit* Thus, in this article, deficit
spending and the stance of fiscal policy will be
treated as synonvmous. Furthermore, since they
both produce the same gualitative shift in aggre-
gate demand, no distinction will be made between
deficits that arise from increases in government
spending and those that result from tax reduc-
fions.

Cvclical and Structural Deficits and
Discrefionary Fiscal Policy

It is important to differentiate between “cvcli-
cal’” and “structural” deficits when examining the
effects of policy changes on the economy. Tax
revenues rise during the expansion phase of the
business cyele and fall during the contraction
phase; in contrast, certain government expendi-
tures le.g., unemploviment compensation) fall dur-
ing expansions and rise during contractions.
These counter-cyclical components of the

deficit-—the so-called automatic stabilizers—are
intended to smooth cvcheal swings in income.

The structural deficit, on the other hand,
reflects discretionarv fiscal policy actions.™ 1t is the
part of the deficit that is invariant to the phase of
the business cvele. Chart 1 presents measures of
the actual and cvclically adjusted budget deficit.
Although these measures depart substantially at
times, generally they move together. While the
analvsis in this paper applies equally well to cvoli-
cal and structural deficits, frorn now on the dis-
cussion will focus solelv on structural deficits,

THE NET BENEFITS PROM DEFICIT
SPENDING

The effectiveness of deficit spending depends
on two factors: the slope of the aggregate supply
curve and the extent to which deficit spending
shifts the aggregate demand curve. These factors
are discussed in detail in latter sections of the
paper. Int this section, we present some general
notions underlving the view that society can be a
net beneficiary from deficit spending,

The initial popualarity of using deficit spending
to increase output was based on the belief that the
market econoniy is unable to sustain aggregate
dermand at a level consistent with full-employ-
ment output. This idea of persistent unemplov-
ment is illustrated in chart 2 which shows a gap
between actual and "potential” real output? The

“There is a well-known caveat to this statement. Government
tax rate changes are not neutral. Yhe government may change
certain marginal iax rates and simultaneously alter government
expenditures to produce no net effect on aggregate demand,
all other things constant. The ultimate effect on aggregate
output, however, need not be neutral, the non-neutrality of the
tax rate change could produce changes in aggregate supply.

Such analysis underlies much of the recent work by Auer-
bach and Kotiikeff (1887) and Kotlikoif {1988). Consequently,
they have challenged the usual convention of associating
deficit spending with fiscal policy. For example, Kotlikoff
(1988}, pp. 489-99, states that . . . fiscal policies can matter a
fot, but deficits may nonetheless tell us nothing usefut about the
true stance of fiscal policy.” They argue that, within their life-
cycle model, the labels "taxes” and “spending” are arbitrary.
For them, a tight fiscal policy occurs when a larger burden of
“government consumption” is borme by current rather than
future generations.

sAggregate demand increases because the marginal propensity
to spend of the public sector (1) is greater than the marginal
propensity to spend of the private sector (<21). If the private
secior's marginal propensity to spend is large, the difference
between the marginal propensities will be small and 30, 160, will
be the effect of tax-financed expenditures on aggregate de-
mand.

&ft is comimon to measure fiscal action by the full-employment
budget surplus or deficit. For a discussion of this, see Carlson
(1987) and Seater (1985).

"See de Leeuw and Holloway (1983} for a detaited discussion of
these concepts and Fellner (1882) for a critique of these mea-
sures. For a discussion of these concepts and a breakdown of
the deficit, see Erceg and Bernard (1988},

¥There is an issue, not taken up here, about the extent to which
such unemployment is “involuntary.” According to the usual
textbook definition, involuntary unempioyment ocours when
individuals are willing to work at the market wage but are
unable to find employment; that is, when there is an excess
supply of labor at the market wage rate. If the market is com-
petitive, the wage rate should fall to eliminate the involuntary
unemployment. Hence, nearly all theories of involuntary unem-
ployment require some form of nominal or real wage rigidity.

In early Keynesian models, inveluntary unempioyment was
due to nominal rigidities in wages. This explanation requires
reat wages to fall when output rises. Empirical evidence, how-
ever, suggests that real wages are pro-cyclical. Recently,
research by “"New Kaeynesian Economists” suggests that
persistent under-employment equilibria and involuniary unem-
ployment can result from nominal price rigidities in the output
market because of monopoiistically competitive firms, and
because of rigidities in real wages due tc “efficiency wages.”
See Blinder (1988), Mankiw (1988}, Rotemburg {1987), Pres-
cott (1987}, The New Keynesian Micrcfoundations (1987) and
the cited references.
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Chart 1

Actual and Cyclically Adjusted Budget

Surplus/Deficit
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Chart 2

Actual and Potential GNP

Billions
4000

e

o
I
;;‘,5 ot
o

)

St
&

o
v

o
.
=
i

e
Y
S
L
P
o
o
o
o

%

-
i
%

2

P
Joe
i

o
B
b
5

i

A

5

3500

E
2
:

i
0

e

o
e

e

o

e
e
o

S
e
o
Lo
AL
S 5“‘&?
;

3000

SR SR
ST L IR
e
%}‘;"} Jives iy

o

i
e

L

2s00f

ol

Ginis Sl
v e
o S

1500

% T B

E o d
Gl
EE

]

S

f 1982 dollars

e
-
.

o
i
e
e
f#f‘-fg;

i
-

>

it
e
e
.
i
o
G
-

S
o
5
o
@

S

i

i
o
5

s

i

o
.

S
S

na

o

o

-

e o
b

G

L

o

e
S

e

S

S

B

S

e
Gy

o A
Y

s
o
o

2
o

o o
coviaatna
o Gt

&

7
o
.

4

)
SOl
s
-

$165
.
i
.
e

-
-
g
o
-

3
Rey
L

e

B
S

b
s
o

i

e

A
b
Rk
=
.
e,
e

%
5
.
.
5
&

=

o
B

L

SR
o

Tl R
¢ e

i
iy
b

o

o
5
5
5

b
1
e

S
&

i

=
-
E
i

e A

i

e e
R
Gt

71
7
5
.
:
.

i

e 3500

-

~\~
%
o
s
o
7

S

i

e s e

y
-
L

i

ay

o

i
s%"
20

8

S
i
o
o
7
o
o
.

e

0
R
-
i

¢34
"
&
1
i

g
c

.
;n?
.

5

o

.

2
B
ok
Ee-qgc

s
S

o
%
o
o
I

b
o
o

i
24t
S

Lo

o]
S
o

S

i

i
A
T
i

7
]

B

&
e
4
55

7
i
-

i
5

3000

i3
%
7

T s
Peg e

S Z

i
i
o

2
s
/5(';-'15
oy

P

S
o

o
i
5

e

.

SR

i
i

5

B
e

g
o S o
e b e
e B
S P
e
o &

aiRe Aty
SR

S
o
o

e
SEnaiad

o

el
e 2500
GRS s
Leaeas o
= s

i

,,

o

&

il
3

%
-
fecd
-

-

i

22 coo g
oyt el

fo
SE

i

o
o

g
i
S

s

i
o
i

B

& &

i

=
e 5 P
Cinaiiacs i

S8

[
[

e

oy

2000

3
o

ey

o
i3
e

i

o]

S

&

i Sty
Sl e g
i e

R
e

it

s i
It dint e Rl dn SR SRR e Oy

11500

g fussen g e T

i

i

e

¢
o

G

S g 5 pra S
S , S

e
i

0

&
b
5

.
5

S

oslaulie
N
o

o

Sy
o e
R b

S
ch
o

S

o

1
S

-

2

.32

2




potential path of real output usually is associated
with some full-employment rate of unemplov-
ment. Periods in which real output falls below its
potential represent episodes of persistent exces-
sive unemployment. If the economy is prone to
periods of prolonged unermplovment due to de-
ficient aggregate demand for goods and services,
the govermment could run a sustained deficit to
make up for the deficiency. if successful, this de-
ficit would keep vutput closer to its full-
emplovment potential. Moreover, on average, real
cutput growth would exceed the rate that would
otherwise occur.

Deficit Spending and Capital
Accumulation

Deficil spending could have a secondary effect
on the rate of economic growth. Production of real
output {v} is related to factor inputs, labor (N} and
capital {K}, via a production function, that is, y =
fiN,K). The marginal products of both labor and
capital are positive: for any quantity of capital
{labor), output increases as more labor (capital} is
used. The growth of the labor force is often con-
sidered synonvmous with population growth,
which is determined in part by factors that are
independent of economic considerations. The size
of the capital stock, on the other hand, is usually
assumed to be relaled to economic factors. The
higher the rate of capital formation {investment),
the higher the rate of economic growth.

Firms deterraine the most profitable level of
output and, simultaneously, the optimal capital/
labor ratio. Because of the nature of capital goods,
the decision to acquire capital is based lamong
other things) on expectations of cutput growth. If
the market economy is subject to prolonged peri-
ods of unemployvment and slow growth because of
insulfficient demand, expectations for output
growth and investment will be lower than if these
pertods did not occur. If deficit spending raises
the path of real output over what it would achieve
otherwise, investment and, thereby, potential real
output growth should rise even higher. Thus, de-

ficit spending could produce a higher rate of ac-
tual and potential growth because of increased
capital formation.?

fleficits and Symmeiric Business
Cyeles

The gains in output discussed so far are predi-
cated on the assumption that cyclical swings in
output around its potential path are asvmmetric:
cyclical downturns are longer and more pro-
nounced than cvelical upturns. Since we are as-
suming that cyclical swings are due to variation in
the demand for goods and services, this means
that increases in the demand for goods and ser-
vices are less frequent and smaller than decreases.
If, on the other hand, fluctuations in aggregate
demand around potential output are symunetric,
periods during which output is above or below the
potential path also will be symmetric.” This is
illustrated by path 1 in figure 1 and by the aggre-
gate demand and supply curves in figure 2. Given
the slope of the aggregate supply curve, svinmetric
variation in aggregate demand produces symimet-
ric movements in output about the potential level,
v*. On average, there are no "net output” gains to
be achieved from deficit spending over the cvcle.
Periods of deficit spending when the economy is
below the full-employment path would be
matched by periods of budget surplus when out-
put is above the path, sc the budget would be
balanced over the cycle and the average output
level would be the same as with no fiscal action.

Society still may benefit. however, if the govern-
ment runs deficits during the contraction phase of
the cycle and surpluses during expansions. A cy-
clically balanced budget could stabilize aggregate
demand and reduce the variability in output; this
is illustrated by path 2 in figure 1.

The Benefits From Stable Oufput

More stable output could reduce the risk associ-
P

ated with capital investrment and, as a result, in-

crease investment.” Consequently, the capital

=Achieving a higher rate of economic growth was part of the
fiscal policy agenda during the 1960s. See Levy {(1963).

“Recently, Sickel {1988) has investigated the asymmeiry of the
business cycles. He tests for both the “steepness”™ and “deep-
ness” of post-World War It cycles and finds evidence that
cyclical troughs are deeper than cyclical peaks.

""This discussion implicity assumes that deficit spending does
not alter the path of y*, i.e., that deficit spending merely
dampens the cycle.

“Many authors merely assert that there are benefits from more
stable oulput growth without identifying these gains, e.g.,

Modigiiani (1986a)}, (1986b) and Bossons (1986). At other
fimes expianations of these gains sound hollow. For example,
Bruce and Purvis (1986), pp. 60-61, argue for the benefits of
avoiding a cyclical downturn by stating that “a government
deficit will provide some stimulus 10 the economy and hence
heip reduce the dead-weight costs of unemployment that would
have ocourred in the absence of the deficit.” In the case where
the government runs a surplus in order to prevent an economic
hoom, they argue that the surplus helps “avoid the dead-
weight costs that again arise because the economy is away from
its fong-run equilibritim.” {talics added.)




Figure 1
Symmetric Swings in Output
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Figure 2

Symmetric Swings in Qutput
and Aggregate Demand and
Supply
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stock would increase, as would the level of poten-
tial output.” The economy would then achieve a
higher rate of growth than atherwise.

Additional benefits could arise if more stable
output growth results in more stable consump-
tion. Economists usually argue that people maxi-
mize the utility of their consumption over some
planning horizon and that the utility gains from
increased consumption are smaller than the
losses from equally probable decreases in con-
sumption.* Even if the distribution of shocks to
income and, therefore, consumption are symmet-
ric, the distribution of utility gains and losses will
be asymmetric. Consequently, the expected utility
of consumption rises as income is stabilized.

The Benefiis from Stabilizing
Nominal GNP

There are additional benefits from stabilizing
aggregate demand if cyclical movements in nomi-

nal GNP are symmetric, but cyclical movements in
real outpul are asymmetric. That is, the aggregate
supply curve is more steeply sloped above poten-
tial output as in figure 3. In this case, random vari-
ation in aggregate demand would produce larger
changes in real output below the potential output
level than above it. Of course, the change in nomi-
nal spending above and below potential output
must be the same if variations in aggregate de-
mand are svmmetric about the natural rate. Stabi-
lizing discretionary fiscal policy reduces both in-
flation and unemplovment over the cycle and,
thus, the cost of lost output associated with un-
emplovmernt and the cost of inflation.”

Finally, deficit spending could vield net benefits

if it merely offsets downward shifts in aggregate
demand. For example, assume that cyclical swings
in real output are symmetric so that there are no
output gains on average over the cycle from stabi-
lizing aggregate demand. Deficit spending still
could result in net output gains for society, if de-

=The issue is whether the growth rate of real output is made
permanently higher. Certainly, if economic stabilization policy
merely causes the level of real puiput to be higher but does not
affect the rate of real ouiput growth permanently, there wouid
stili be a period immediately following the enactment of stabili-
zation policy in which the observed rate of real output growth
would exceed the full-employment growth rate.

“That is, the utility function is concave. Such gains from eco-
nomic stabilization have besn suggested by New Keynesian
economics. See Rotemburg {1987}, p. 83, To illustrate this
poirt, assume that consumption is a random variable that is
uniformly distributed on the cleosed interval 1 to 2, and let the
utility of consumption be the simple concaved function, u = C=.
In this case, the expected value of utility is 1.22. Now assume
thai income and, hence, consumption are more variable, but

with the same expected value. Specifically, assume that con-
sumption is now uniformly distributed on the closed interval ¢ to
3. In this case, the expected value of utiity of consumption is
reduced to 1.15. Hence, reducing the variability of consumption
increases the expected (average) utility of consumption, Of
course, consumption may fluctuate much less than output over
the business cycle if the fife-cycle or permanent income theo-
rigs of consumption are correct.

5The costs of expected inflation are in terms of its effects on
long-term bond markets, the misaliocation of productive re-
sources and its effects on reguiations. The casts of unexpected
inflation are primarily in terms of its redistribution of wealth. For
a discussion of these costs, see Leljonhufvud (1987) and the
references cited there.
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Figure 3

Asymmetric Swings in Output
but Symmetric Swings

in Nominal GNP

p
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ficits were incurred when aggregate demand was
weak, but surpluses were not incurred when ag-
gregate demand was strong. Of course, in this
case, the level] of government debt would rise, both
over the cycle and over time.

CRITICISMS OF THE ALLEGED
BENEFITS OF DEVICIT sPENDING

As we have seen, the gains from deficit spending
consist of reducing “lost” output due to reduced
employment, increasing the growth rate of real
output or stabilizing cutput and consumption. To
achieve these gains, deficit spending must shift
the aggregate demand schedule and the aggregate
supply curve must be upward-sloping, at least in
the short run. If the aggregate supply curve were
vertical, shifts in the aggregate demand schedule
would not affect output. Consequently, there
could be no output gains from offsetting shifts in
aggregate demand. Of course, if the aggregate sup-
ply eurve were positively sloped, deficit spending
wotld be effective only if it succeeds in shifting
the aggregate demand curve. Attacks on the ef-
ficacy of fiscal policy have focused, therefore, on

the slope of the aggregate supplv curve and the
ability of deficit spending to shift aggregate de-
mand."

Asymmetric Cvelical Variation in
Ouedppuat

Both the Great Depression of the 1930s and the
rise of Keynesian economies, with its emphasis on
underemployment equilibrium, led to the accept-
ance of the notion that the market economy is
neither able to sustain a full-emplovment level of
output nor able to move back to it quickly when
aggregate demand failures occur.™ Prior to Kevnes,
# was commonly believed that cutput would natu-
rally move 1o the level consistent with no involun-
tarv unemplovment. While shocks to either aggre-
gate demand or supplyv might cause temporary
periods of unemployment, resources were
thought to be sufficiently mobile and wages and
prices sufficiently flexible that the economy would
return to its full-emplovment equilibrium fairly
quickly.

Keynes argued that the economy might remain
permanently below its full-emplovment level be-
cause of insufficient aggregate demand and mar-
ket imperfections.® This below-full-employment
equilibrium requires an upward-slaping aggregate
supply curve. Typically, it was also argued that the
aggregate supply curve would become steeper
around the full-employvment level of output, like
the aggregate supply curve in figure 3.

The Phillips Curve

The Keynesian view was strengthened by the
discovery of what appeared to be a stable long-run
empirical relationship between the rate of in-
flation and the unemplovment rate; this relation-
ship was called the Phillips Curve ™ If unemplov-
ment was too high (relative to the full-emplovment
rate), policymakers could achieve a permanent
increase in output by increasing aggregate de-
mand through deficit spending. The cost would be
a permanent increase in inflation. The extent of
the cost is determined by the slope of the Phillips
Curve. The closer income was to its full-

%This appties to monetary policy as well.

For an interesting discussion of Keynesian and classical eco-
nomics, see Blinder (1886}, Laidler (1988), Eisner (1986) and
Nighans (1987).

¥There is a problem in defining “persistent” unemployment and
establishing if and when it differs from cyclical unemployment.
Many economists argue that there is no such thing as persist-
ent unemployment because the market economy eveniually

wiil adjust to the point al which the labor market clears. Keynes
himself almost certainly believed this fo be true in the long run;
however, he regarded the long run to be too long for the adiust-
ment to be lefl 1o market forces alone. His much-quoted de-
fense of his view was thal . . . in the long run we are all dead.”

sThis apparert empirical regularily was first discovered by
Phillips (1958) who used wages and unemployment.
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employvment level, the steeper the slope and, con-
sequently, the higher the inflation rate. Presum-
ably, without deficit spending, the economy
would be stuck permanently below the full-
emplovment level of output.

The Naifural Rafe Hypothesis and
Rational Expectations: A Counter View
to the Phillips Curve

The view that the economy could remain per-
manently at underemployment equilibrium was
challenged by the Natural Kate Hypothesis * It
reintroduced the once-prevalent argument that
the economy eventuatly will return to its full-
employment equilibrium. That is, the Natural Rate
Hyvpothesis implied that the leng-run Phillips
Curve is vertical at the natural rate of unemploy-
ment.

The implications of the Natural Rate Hypothesis
were enhanced by the rational expectations revo-
lution, which argued {or the same conclusions,
albeit along different theoretical lines. Rational
expectations models of the business cycle showed
that systematic stabilization policies could not
affect real output permanently in markets popu-
lated by “rational” individuals »

Both theories argue that the employment rate
will tend toward its natural rate; consequently,
demand management policies will be unable to
keep the unemployment rate below the natural
rate in the long run. The natural rate of output, v,
is determined solely by the level of employment
N,, consistent with the natural rate of unemplov-

ment, given the stock of capital K. That is,

v, = fiN,, KI.
Since demand management policies have no last-
ing effect on emplovment or the capital stock, they

have no effect on the natural rate of output. In
effect, these theories make it less likely that there
will be asymunetries in the business cycle, thus,
eliminating the possibility of permanent gains in
net output from deficit spending. Unless shocks to
demand or supply are asymmetric, on average,
cyclical downturns need be no more prenounced
nor of langer duration than cyclical upturns ™

The Natural Rate Hypothesis asserts that the
long-run aggregate supply curve is vertical at an
output level consistent with the natural rate of
unemployment. It does not assert, however, that
the short-run aggregate supply curve will be verti-
cal at this level of output ® Hence, accepting the
Natural Rate Hypothesis does not imply that soci-
ety cannot benefit from appropriately timed and
implemented deficit spending; however, it limits
significantly the benefits that society can receive
from deficit spending. As discussed previously,
society benefits only if deficit spending reduces
cvclical swings in output or nominal GNP »

CAN DEFICIT SPENDING BHIVT THE
AGGREGATE DEMARND SCHEDULE?

Even when the aggregate supply curve {short- or
leng-run) is upward-sloping, deficit spending will
have little effect on output or prices if the increase
in aggregate demand that it produces is largely
offset by a deficit-induced decrease in private
spending, that is, if deficit spending fails to change
aggregate dermand.

Compefition jor Credil-—Indirect
Crowding Ouf Through Interest Rafes
When the government runs a deficit, it issues

government debt® Thus, the demand for credit
increases relative to the supply. All other things

#Zee Friedman (1968} and Phelps (1967).

2¥either the Natural Rate Hypothesis nor many rational expec-
tations models give rise to involuntary unemployment as de-
fined in footnote 8. Many rational expectations modeis, how-
ever, give rise to cyclical movements in the natural rate of
unemployment. See Fischer {1977), Taylor (1988) and McCal-
tum (1986). For a list of other factors that could cause the
unempioyment rate {o change without involuntary unemploy-
ment, see Biinder (1988).

2in chart 2, “potential” output is defined arbitrarily. Conse-
guently, persistent unemployment can exist by definition. This
applies to estimates of “potential” GNP as well as cyclicaily-
adjusted deficits, etc. See Feliner (1982) and de Leeuw and
Holloway {1982) for a discussion of this point.

SAlso, it does not say explicitly what the level of the natural rate
is. See Carlson {1988) for a discussion of the level of the natu-
ral rate.

“Actually, in such models, deficits can provide benefits in the
absence of stabilizing output. These benefits come from
smoathing taxes over the cycle. Public finance theory asserts
that variation in tax rates across goods or activities results in
weifare losses under most conditions. Consequently, it would
be more efficient to run deficits and surpluses over the busi-
ness cycle rather than balance the hudget annually by altering
tax rates. See Bossons (1986} and the references cited there.

#In models with a government budget constraint deficits are
often financed directly through money creation. Given the
current institutional structure, however, the government must
initially issue debt even if it is subsequently monetized. See
Thornton (1984a). See Thornton (1984b) for a discussion of
and evidence on debt monetization.
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unchanged, this causes interest rates lo rise, re-
ducing private expenditures in inferest-sensitive
sectors of the economy. Hence, the increase in
aggregate demand associated with the deficit
could crowd-out private expenditures indirectly
by affecting interest rates.* Since investment
spending is one of the most interest-sensitive
components of spending, analysts often argue that
deficit spending might retard the rate of capital
formation and, hence, economic growth.”

Deficit Spending and the Trade Deficit

Assuming that deficit spending increases the
demand for credi, its effect on interest rates de-
pends on whether the economy is "open” or
“closed.” in the preceding example, we implicitly
assumed that the economy was closed so that the
government ran a deficit by borrowing from the
private sector. In an open economy with a floating
exchange rate and perfect capital flows, the results
would be somewhat different ®

An increase in the budget deficit puts upward
pressure on domestic interest rates. This leads to
inflows of financial capital and an appreciation of
the exchange rate. This appreciation, together
with the higher domestic demand, is associated
with a current account deficit in the balance of
payments. In effect, the government deficit is

financed by a larger trade deficit.® The economy
may gain in terms of higher short-term consump-
tion, but at a cost of an increase in external debt.

The decline in private expenditures is affected
through higher interest rates, a larger trade deficit
or both. In any event, the result is the same: the
group that gains directly from deficit expenditures
does so at the expense of those who lose, with
little or no net increase in aggregate demand. The
only difference is that those who gain directly are
more readily identified than those who suffer indi-
rect losses through higher interest rates or in-
creased foreign clairns on U.S. assets ™

Ricardian Equivalence

Another argument, referred to as the "Ricardian
Equivalence Hypothesis,” holds that deficit spend-
ing cannot shift the aggregate demand curve™ The
closed-economy conelusion that deficit spending
dues not crowd-out private spending directly im-
plies that government debt is net wealth to soci-
ety. In other words, when the government issues
debt to purchase goods and services, the holder of
the debt views it as an asset; but the taxpaver does
not view it as a lability (or, at least, views it as a
smaller liability}. That is, individuals believe that
they will not have to pay current or future taxes to
service or retire the debt.

#This problem cannot be solved by monetizing the debt. The
increased rate of money growth will result merely in a higher
rate of inflation and, hence, higher nominal interest rates. Many
advocates of countercyclical fiscal poticy view this as one of the
most serious drawbacks to deficit spending. See Modigliani
(1986b}.

#This argument ignores how the deficits are spent. Recently,
Heilbroner {1988) has argued {hat deficit spending is neces-
sary to finance the purchase of public capital, that is, infrastruc-
{ure. Other economist {for example, see Sturrock and ldan
{1988)) argue that the real burden of deficits comes only when
they are used to finance current consumption. This does not
establish the desirability of deficit spending; it merely asserts
that spending for infrastructure capital may increase the rate of
economic growth, depending primarily on the relative produc-
tivity of the factor resources in the two sectors and on the
productivity of public versus private capital,

The idea that such expenditures should be financed by
deficits rests largely on the long-lived nature of capital goods.
Since these capital goods provide services over a number of
years, it is argued that public sector capital goods should be
financed by borrowing just as businesses or households fi-
nance their acquisition of durable goods. In the case of busi-
nesses, however, debt service is financed out of the increased
eamings that the capital goods are expected to provide. In the
case of households, deficit financing is used {o hetter match
the desired consumption with expected future income. Hence,
househoids, too, expect to service the debt through higher
ircomes. No similar increased earnings necessarily accrues
irom the acquisition of public capital. Income will increase only
if the marginal product of public capital is larger than that of
private capital. This is a difficult point o establish. Proponents
of this view point to the productivity gains that could accrue

from public expenditures on education and the like; however,
these services could be provided by the private sector. Hence,
this argument is about the appropriate role for government and
public goods. See Aschauer and Greenwood and Aschauer
{1988a, b and ¢) for a discussion of the benefits from social
mfrastructure expenditures. Hence, the only real argument for
deficit financing of such expenditures is that it wouid equalize
heir costs and benefits across generations. This implies,
however, that the increased indebtedness that such expendi-
tures necessitate will eventually be retired through increased
taxes unless the infrastructure acquired is infinitely ved.

#The assumption of perfect capital fiows means that domestic
reai interest rates could not rise above world levels without
inducing an inflow of financiai capital from overseas. Fora
situation in which there is no expectation of exchange rate
changes, this means that domestic and foreign neminal interest
rates must be equal.

25ee Mundell (1963). This result assumes no change in mone-
tary policy to accommodate the defict.

jn this model, the real market value of government debt is part
of society’s net wealth. In the closed economy model, at the
naturat rate of unemployment, the increase in wealth resulting
from the increase in nominai debt due to deficit spending is just
offset by a decline in wealth due to higher prices, interest rales
or both. {n the open economy maodel, it is offset by a reduced
stock of national wealth due to increased claims by foreigners
on LS. assets.

*Tachnically, Ricardian Equivalence argues thati, for a given
level of government expenditures, aggregate demand will not
change as the government switches from tax to bond financing.
As (¥ Driscoli (1977} points out, Ricardo was merely offering
this as a theoretical possibility and did not himself believe it.
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Ricardian Equivalence, on the other hand, as-
serts that public and private debt are perfect sub-
stitutes. Individuals believe that they or their heirs
will have to pay taxes equal lo the deficit-financed
expenditures, so an increase in present vaiue of
the expected future taxes just equals the current
deficit.

At the macroeconomic level, Ricardian Equiva-
lence implies that deficit spending will not be
associated with increases in real interest rates,
output, prices or the trade deficit® Consequently,
the Ricardian view yields a radically different no-
tion of the national debt. For those who helieve in
the benefits of deficit spending, the national debt,
which is the accumulated deficits, should be
viewed as a blessing, not a curse. For those who
believe in Ricardian Equivalence, deficit spending
merely results in a redistribution of income and
the national debt represents the cumulative
amount of this net transfer.

Can Discretionary Fiscal Policy Be
Successfully Implemented?

There is also an argument against the useful-
ness of deficit spending that is independent of its
ability to shift aggregate demand. It is critically
dependent, however, on the Natural Rate Hypoth-
esis and on whether shifts in aggregate demand
caused by other factors are temporary or perma-
nent. It has been suggested that policymakers do
not have the information needed to offset shifts in
aggregate demand to stabilize output® This argu-
ment is usually couched in a discussion of the
lags in economic policymaking. For fiscal policy,
the most important of these are the “recognition”
and "implementation” lags. The recognition lag is
the time between when a need for corrective
action arises {an exogenous shift in aggregate de-
mand) and when policvmakers recognize the
need. The issue is simply whether policymakers
know where the economy is in the business cycle
at any particular point in time.

The implementation lag is the time between
when the need for corrective action is recognized
and when policymakers take action. Thus, even if
policymakers are quick to recognize that the de-
mand has shifted, by the time they react to the
situation, it may have changed and the need for
corrective action may have vanished.

This argument is presented graphically in figure
4a. Assume that the Natural Rate Hypothesis holds
and that the short-run aggregate supply curve is
svmmetric around the level of output consistent
with the natural rate of unemplovment. Assume
further an exogenous decrease in aggregate de-
mand, shifting it from AD to AD’. Now if policvma-
kers did not react to the shift in demand immedi-
ately, the process of adjustment toward the
natural rate would begin; the price level would
decline and the gquantity of output demanded
would increase. Once policymakers reacted to the
problem by increasing deficit spending, they
would shift the aggregate demand curve upward,
bringing output back to its natural-rate level.

i the shift in aggregate demand were tempo-
rary, a delay in policy might actually exacerbate
the situation if deficit spending coincided closely
with the return of aggregate demand to its former
level. This is illustrated in figure 4h, where the
simultaneous increase in deficit spending and the
return of aggregate demand to its former level shitt
aggregate demand to AD".

Of course, if the decline in aggregate demand
were permanent, the timing of policy would be
less important. Deficit spending eventually would
move the economy back to the natural rate; the
timning of the policy action would determine only
how quickly deficit spending moved the economy
back 1o its full-employment potential. Of course,
the economy would move back eventually to full
employment even without deficit spending.

Demand or Supply Disturbances

Another probiem is that policymakers must be
able to differentiate between demand- and supply-
side disturbances. Recently, some have suggested
that business cveles can be explained solely by
supply-side disturbances. Indeed, some "real busi-
ness cvele” models have successfully preduced
cyclical swings in output that mimic real world
data. Whether all cyclical swings in economic
activity can be explained by such models is the
subject of intense debate. Nevertheless, to the
extent that some cyclical swings are the result of
supply-side shocks, fiscal policy can succeed in
stabilizing output only by exacerbating move-
ments in prices {or it can help stabilize the price
level only by exacerbating movements in outputh,

2Analysts freguently argue that Ricardian Equivalence must be
invalid because the necessary microeconomic conditions for its
validity are so stringent that they cannot possibly be satisfied.
For example, see Buiter (1985). Also, see McCallum (1984).

it is grgued that inappropriately timed peolicy might destabilize
the economy. See Friedman {1968).
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Figure 4

The Timing of Changes in Fiscal Policy

Conseguently, policymakers must know not
only where in the business cycle the economy is
at any point in time, but whether its position was
caused by a shift in aggregate demand, aggregate
supply or, perhaps, simply the cyclical dynamics
of the economy, unrelated 1o exogenous distur-
bances in either aggregate demand or supplv. In
short, some would argue that the information
required to use discretionary fiscal policy effec-
tively is simply too great,

WHAT IS THE EVIDENCE?

Assessing the evidence on discretionary fiscal
policy is difficult. Effective discretionary fiscal
policy implies that output should be more stable
and suggests that perhaps the rate of real output
growth should be higher on average when fiscal
policy was used aggressively. It also suggests that
deficit spending should be positively correlated
with interest rates, prices {or inflation] or trade
deficits.

A number of large-scale econometric models
suggest that fiscal policy has significant short-run
and, in some cases, long-run effects. Estimates of
reduced-form models, however, typically show no
long-run effects of deficit spending and, often,
only weak short-run etfects * Hence, such models
essentially substantiate the Natural Rate Hypothe-
sis. These studies are subject to considerable con-
troversy because of the difficulty in finding com-
monly accepted variables that reflect discretionary
changes in fiscal policy and the continued contro-
versy over reduced-form estimation.

The greatest challenge to the orthodox view of
deficit spending comes from the Ricardian Equiva-
lence Hypothesis * Macroeconomic evidence from
three recent surveys is largely consistent with the
Ricardian view.™ In general, there is no statistically
significant relationship between structural deficits
and interest rates or inflation, or between the
budget and trade deficits ” These results are bol-
stered by work that shows a high negative correla-

*0One of the earliest of these was the Andersen-Jordan equa-
tion. See Andersen and Jordan (1968).

*Seq Barro (1987), Bernheim (1987) and Aschauer (1988a). For
more recent studies which report results consistent with Ricar-
dian Equivalence, see Evans (1988), Koray and Hill (1988) and
tL.eiderman and Razin {1988}.

®The microeconomic evidence yields mixed results.
FBarro {1987) reports that he finds a statistically significant

correlation between government deficits and the trade deficit
only if 1983 isincluded.
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tion between public and private savings.®

The Evidence on Stabilizafion

One commonly cited piece of evidence that
demand management can stabilize the economy
is a comparison of the volatility of U.S. output,
unemployment and industrial production, betore
and after World War 1. The fact that the pre-war
series are more volatile than the post-war series
has been cited as evidence of both the inherent
instability of unmanaged capitalism and the suc-
cess of demand management policies in stabiliz-
ing the economy.

There are several criticisms of this evidence.
First, pre- and post-war data vary in terms of a
quality and uniformity. Indeed, some argue that
the excessive pre-war volatility of the commonly
used series on unempioyment, GNP and industrial
production is due to various quirks in their con-
struction.®

Second, even if the post-war economy is more
stable, this may be due to other changes in eco-
nomic fundamentals, not to discretionary fiscal
policy per se.* Furthermore, even if fiscal policy is
responsible for the apparentlv more stable post-
war economy, this may be the result of increased
relevance on the automatic stabilizers, not to dis-
cretionary fiscal policy.

Also, post-war real output growth in the United
States is below its pre-war growth. The discrep-
ancy is even larger if the Depression vears are
omitted ** Moreover, there has been a secular rise
in the unemployment rate. These adverse move-
ments roughly coincide with a secular rise in the
U 8. structural deficit® Hence, if the more stable
post-war economy is used as evidence on the suc-
cess of fiscal policy, the associated slower output
growth and higher unemployment must be con-
sidered the costs of stability,

CONCLUSION

This paper has examined the theoretical argu-
ments about the wisdom of deficit spending. The
once-prevalent Keynesian approach, which con-
cludes that such gains clearly exist, has come
under attack. Increasingly, both theoretical inno-
vations and empirical evidence suggest that mod-
ern economies are not well characterized by the
Keynesian view. Support for the Natural Rate Hy-
pothesis, which argues that deficit spending has
no effect on the equilibrium level of output and
employment in the long run has grown. If this
hypothesis is valid, the gains from deficit spending
resull from stabilizing output around the level
consistent with the natural rate of unemployment.
Such an effective use of deficit spending, however,
imposes information requirements on policvina-
kers that are unlikely to be attained.

In general, empirical evidence on the effects of
deficit spending is sparse and, for the most part,
ambiguous. Most persuasive is the growing macro-
economic evidence, consistent with Ricardian
Equivalence, that deficit spending has no long-run
effect. The challenge for those who argue that
deficit spending merely redistributes income and
that stabilization policy will likely hurt is to ex-
plain phenomena like the Grealt Depression.
Through adherents to both extreme Keynesian
and extreme raticnal expectations views {and ev-
ervthing between) usually are able to rationalize
historical events on their own terms, the Great
Depression is as likely to be seen as an example of
what bad policy can create as it is of what good
policy can eradicate.
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