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M a c r o e c o n o m e t r i c s t u d i e s g e n e r a l l y f i n d t h a t f e d e r a l budge t d e f i c i t s 

do l i t t l e , i f a n y , harm t o t h e economy. L a r g e m a c r o e c o n o m e t r i c mode ls s u g g e s t 

t h a t p o l i c i e s w h i c h p e r m a n e n t l y r a i s e budge t d e f i c i t s , s u c h a s a r e d u c t i o n i n 

t a x r a t e s o r a l i b e r a l i z a t i o n o f e l i g i b i l i t y r u l e s f o r t r a n s f e r p a y m e n t s , w i l l 

r a i s e t he p a t h o f r e a l o u t p u t . T h e i r e f f e c t s on i n f l a t i o n and i n t e r e s t r a t e s 

a r e u s u a l l y s l i g h t J L / The f i r s t e f f e c t i s due e n t i r e l y t o a movement a l o n g a 

( f l a t ) P h i l l i p s C u r v e . The second e f f e c t r e f l e c t s an i n c r e a s e d demand f o r 

money stemming f rom a h i g h e r l e v e l o f n o m i n a l i n c o m e . V e c t o r a u t o r e g r e s s i v e 

mode ls e s t i m a t e d o v e r p o s t - w a r d a t a g e n e r a l l y s u g g e s t weak r e l a t i o n s h i p s 

2 / 

be tween d e f i c i t s and ma jo r economic i n d i c a t o r s . — ' S t u d i e s w h i c h d i r e c t l y 

e s t i m a t e t he r e l a t i o n s h i p s be tween d e f i c i t s and o u t p u t , i n f l a t i o n , o r i n t e r e s t 

r a t e s , m e a n w h i l e , a l s o t e n d t o s u g g e s t t h a t d e f i c i t s d o n ' t m a t t e r v e r y 

much.—'' The f i n d i n g s seem so o v e r w h e l m i n g t h a t B e r y l S p r i n k e l , u n d e r s e c r e t a r y 

o f t he T r e a s u r y f o r moneta ry a f f a i r s , c l a i m e d he knew o f no e v i d e n c e t h a t 

d e f i c i t s m a t t e r f o r e i t h e r i n f l a t i o n o r i n t e r e s t r a t e s . — ^ 

At l e a s t two e x p l a n a t i o n s e x i s t f o r t h e s e f i n d i n g s . The most o b v i ­

ous i s t h a t , h i s t o r i c a l l y , budge t d e f i c i t s h a v e n ' t m a t t e r e d much. T h i s e x p l a ­

n a t i o n i s no t e a s i l y d i s m i s s e d . I t m a i n t a i n s t h a t t h e U . S . h i s t o r i c a l l y h a s 

A . ' S e e , f o r e x a m p l e , M i l l e r - R o l n i c k ' s d i s c u s s i o n o f t h e C B O ' s m a c r o -
a n a l y s i s w h i c h employs a v e r a g e m u l t i p l i e r s f r om f i v e m a c r o e c o n o m e t r i c m o d e l s . 

—/see, f o r e x a m p l e , M i l l e r [h]. 

— ^ S e e , f o r e x a m p l e , H e i n , P e r r y , and W e i n t r a u b . 

A / S p r i n k e l : " B u t t h a t s t i l l l e a v e s t h e f i r s t q u e s t i o n a s t o w h e t h e r 
d e f i c i t s cause i n f l a t i o n . The e v i d e n c e i s v e r y c l e a r t h a t t h e y do n o t . " ( p . 
1*69). Then t o R e p r e s e n t a t i v e D 'Amours ' s t a t e m e n t : "And when y o u e l i m i n a t e 
d e f i c i t s , you have d e c l i n i n g i n t e r e s t r a t e s , " S p r i n k e l r e s p o n d e d , "I w o u l d 
a p p r e c i a t e i t i f you c o u l d show me the e v i d e n c e on i t , because I have l o o k e d 
and I c a n ' t f i n d i t . " ( p . hjk). 



- 2 -

f o l l o w e d a s i n g l e b a l a n c e d - b u d g e t p o l i c y i n t h e sense t h a t d e f i c i t s r e c o r d e d 

i n any g i v e n y e a r have i m p l i e d o f f s e t t i n g s u r p l u s e s i n t h e f u t u r e . I f i t i s 

t r u e t h a t t he i n t e r e s t on t h e i n c r e m e n t a l d e b t f i n a n c i n g t he d e f i c i t s i s p a i d 

b y h i g h e r t a x e s i n t he f u t u r e , t h e n t h e r e i s l i t t l e d i f f e r e n c e c o n c e p t u a l l y 

between d e f i c i t f i n a n c i n g and e x p l i c i t t a x a t i o n . -5 / In t h i s c a s e i t wou ld no t 

be s u r p r i s i n g t o f i n d t he d a t a r e v e a l weak e m p i r i c a l r e l a t i o n s h i p s be tween 

d e f i c i t s and o u t p u t , i n f l a t i o n o r i n t e r e s t r a t e s . 

But t h a t i s no t t he e x p l a n a t i o n w h i c h forms t h e b a s i s f o r t h i s 

s t u d y . R a t h e r , t he p o s i t i o n i s t a k e n t h a t p r e v i o u s s t u d i e s a r e f l a w e d by a 

f a i l u r e t o d i s t i n g u i s h between a change i n d e f i c i t s and a change i n d e f i c i t 

p o l i c i e s . T h i s e x p l a n a t i o n m a i n t a i n s t h a t t h e U . S . h i s t o r i c a l l y has f o l l o w e d 

d i f f e r e n t d e f i c i t p o l i c i e s i n t he sense t h a t h i g h e r d e f i c i t s run o v e r a number 

o f y e a r s have not i m p l i e d h i g h e r s u r p l u s e s i n t h e f u t u r e . I t i s shown t h a t 

p o s t - w a r d a t a a r e no t i n c o n s i s t e n t w i t h t h e v i e w t h a t a p o l i c y o f p e r s i s t e n t l y 

h i g h e r d e f i c i t s , w h i c h i s i n e f f e c t l o n g enough t o be u n d e r s t o o d by t h e p u b ­

l i c , l e a d s t o h i g h e r r a t e s o f i n f l a t i o n and i n t e r e s t and t o l o w e r r e a l g r o w t h . 

In the r e m a i n d e r o f t he i n t r o d u c t i o n , some c o n c e p t u a l s u p p o r t f o r 

t h i s v i ew i s g i v e n , t h e ma jo r s h o r t c o m i n g o f p r e v i o u s s t u d i e s i s d i s c u s s e d , 

and p o s s i b l e a p p r o a c h e s t o overcome t h i s s h o r t c o m i n g a r e i n d i c a t e d . In t h e 

body o f t he p a p e r , t he a p p r o a c h u s e d he re i s d e s c r i b e d and t h e f i n d i n g s a r e 

p r e s e n t e d . The p a p e r c o n c l u d e s w i t h a b r i e f d i s c u s s i o n o f i m p l i c a t i o n s . 

The v iew t h a t d e f i c i t s m a t t e r must be s p e l l e d ou t c a r e f u l l y . The 

v iew does no t s u g g e s t , f o r e x a m p l e , t h a t t h e d a t a w i l l t u r n up s t r o n g c o r r e l a ­

t i o n s between d e f i c i t s and o t h e r major economic i n d i c a t o r s o v e r some s e t o f 

f r e q u e n c i e s . Under a g i v e n d e f i c i t p o l i c y , t h a t i s , a r u l e w h i c h d e s c r i b e s 

1 / S e e , f o r e x a m p l e , S a r g e n t p p . 38-142 and B a r r o . 
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how t a x e s and e x p e n d i t u r e s a r e d e t e r m i n e d based on c u r r e n t i n f o r m a t i o n , t h e 

v i e w s u g g e s t s c o r r e l a t i o n s between d e f i c i t s and o t h e r economic v a r i a b l e s w i l l 

r e p r e s e n t m a i n l y t h e e f f e c t s o f common s h o c k s . The s i g n s and magn i t udes o f 

t h e c o r r e l a t i o n s w i l l r e f l e c t t h e h i s t o r i c a l i m p o r t a n c e o f d i f f e r e n t t y p e s o f 

s h o c k s : e . g . demand v s . s u p p l y s h o c k s . The v iew t h a t d e f i c i t s m a t t e r by 

i t s e l f t hen has l i t t l e t o say abou t c o r r e l a t i o n s between d e f i c i t s and o t h e r 

i n d i c a t o r s under a g i v e n p o l i c y . 

The v i e w does s u g g e s t , howeve r , t h a t u n d e r s t o o d changes i n t h e 

d e f i c i t p o l i c y r u l e w i l l have p r e d i c t a b l e e f f e c t s on t h e a v e r a g e b e h a v i o r o f 

m a j o r economic v a r i a b l e s o v e r l o n g p e r i o d s o f t i m e . I t i s a r g u e d h e r e t h a t a 

h i g h e r l e v e l o f d e f i c i t s y e a r i n and y e a r o u t , w h i c h i s u s e d t o f i n a n c e l a r g e r 

c u r r e n t e x p e n d i t u r e s , can be e x p e c t e d t o r e s u l t i n s e c u l a r l y h i g h e r i n f l a t i o n 

and i n t e r e s t r a t e s and l o w e r r e a l o u t p u t . 

T h i s v i e w i s s u p p o r t e d by t h e f o l l o w i n g t h e o r e t i c a l c o n s i d e r a ­

t i o n s ^ - ^ Due t o government r e s t r i c t i o n s l i m i t i n g t h e l i q u i d i t y o f f e d e r a l 

b o n d s , bonds a r e c l o s e s u b s t i t u t e s f o r p r i v a t e c a p i t a l and i m p e r f e c t s u b s t i ­

t u t e s f o r f i a t money. A p e r s i s t e n t i n c r e a s e i n d e f i c i t s — o n e t h a t by d e f i n i ­

t i o n does not i m p l y h i g h e r e x p l i c i t t a x e s i n t he f u t u r e — i n c r e a s e s t he demand 

f o r s a v i n g s r e l a t i v e t o t he s u p p l y . S i n c e t he government b o r r o w s a s much a s 

i t r e q u i r e s , s a v i n g s t o s u p p o r t p r i v a t e i n v e s t m e n t a r e r e d u c e d and some p r i ­

v a t e c a p i t a l i s t h e n d r i v e n o u t . W i t h d e c r e a s i n g r e t u r n s t o c a p i t a l i n p r o ­

d u c t i o n , t he s u b s t i t u t i o n o f government c u r r e n t e x p e n d i t u r e s f o r p r i v a t e 

c a p i t a l e x p e n d i t u r e s r a i s e s t h e m a r g i n a l p r o d u c t i v i t y o f c a p i t a l , and t h i s 

r e s u l t s i n a h i g h e r r e a l r a t e o f i n t e r e s t and l o w e r r a t e o f r e a l economic 

g r o w t h . 

6 / T h i s t h e o r y i s worked ou t i n M i l l e r [3]. 
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H i g h e r d e f i c i t s can l e a d t o more i n f l a t i o n i n t h r e e d i f f e r e n t 

w a y s . F i r s t , w i t h a c o n s t a n t income v e l o c i t y o f money, t he s l o w e r g r o w t h o f 

r e a l o u t p u t caused by t h e d e f i c i t s i m p l i e s a h i g h e r r a t e o f i n f l a t i o n f o r a 

g i v e n money p a t h . S e c o n d , t h e i n c r e a s e i n t h e g r o w t h o f bonds t o f i n a n c e t h e 

h i g h e r d e f i c i t s g e n e r a l l y r e q u i r e s f a s t e r g rowth o f money a t some p o i n t i n 

t i m e t o a l l o w the government t o s e r v i c e i t s debt Jj H i g h e r money g rowth then 

t r a n s l a t e s d i r e c t l y i n t o h i g h e r i n f l a t i o n . T h i r d , t he r i s e i n i n t e r e s t r a t e s 

c a u s e d by t he h i g h e r d e f i c i t s e n c o u r a g e s i n d i v i d u a l s t o c i r c u m v e n t t h e g o v e r n ­

ment r e s t r i c t i o n s on b o n d s . T h i s r e s u l t s i n an i n c r e a s e d l i q u i d i t y o f bonds 

a n d , t h u s , l e a d s t o an i n c r e a s e d income v e l o c i t y o f money. 

Whether d e f i c i t s m a t t e r a s t h i s v i e w s u g g e s t s canno t be answered b y 

p r e v i o u s mac roeconome t r i c s t u d i e s , b e c a u s e t h e y do no t d i s t i n g u i s h be tween a 

change i n d e f i c i t s and a change i n d e f i c i t p o l i c i e s . — ^ In f a c t , t h e y must 

assume t h e v a r i a b l e s i n t h e i r models f o l l o w s t a t i o n a r y s t o c h a s t i c p r o c e s s e s i n 

o r d e r f o r t h e i r e s t i m a t i o n t e c h n i q u e s t o be v a l i d . B u t , t o assume t h a t t h e 

d e f i c i t p r o c e s s i s s t a t i o n a r y i s t o assume t h a t t h e d e f i c i t p o l i c y r u l e was 

unchanged o v e r t h e p e r i o d o f e s t i m a t i o n . T h u s , t h e s e s t u d i e s canno t answer 

t h e q u e s t i o n t h e y a d d r e s s : "do d e f i c i t s m a t t e r ? " I f t h e s t a t i o n a r i t y assump­

t i o n i s v a l i d , t hen they o f f e r no e v i d e n c e abou t t he e f f e c t s o f a change i n 

d e f i c i t p o l i c i e s . I n c o n t r a s t , i f t h e a s s u m p t i o n i s no t v a l i d , t h e n n e i t h e r 

a r e t he e s t i m a t e s . The l a t t e r wou ld be j u s t an i n t e r m i n g l i n g o f b u s i n e s s 

c y c l e and p o l i c y change e f f e c t s . 

Even i f t he above d i s t i n c t i o n were made, i t s t i l l wou ld be n e c e s s a r y 

t o d i s e n t a n g l e t h e t r a n s i t i o n a l e f f e c t s o f a p o l i c y change f r om i t s l o n g e r 

-L'See, f o r e x a m p l e , S a r g e n t - W a l l a c e o r M i l l e r [2]. 

A / T h i s i s j u s t t h e L u c a s c r i t i q u e [ l ] a l l o v e r a g a i n . 
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t e r m e f f e c t s . The two c o u l d be d i f f e r e n t i f t h e change i n p o l i c y were no t 

a d e q u a t e l y a n t i c i p a t e d o r u n d e r s t o o d . The t r a n s i t i o n a l p e r i o d wou ld p e r s i s t 

u n t i l p e o p l e became f a m i l i a r w i t h t he new p o l i c y p r o c e s s . The t h e o r y t h a t 

d e f i c i t s m a t t e r assumes p e o p l e have know ledge o f t h e p o l i c i e s i n p l a c e . I f 

t h i s a s s u m p t i o n i s no t met , t h e t h e o r y c a n n o t p r e d i c t t h e p o l i c y ou tcome. -^ / 

There seem t o be two v a l i d a p p r o a c h e s t o q u a n t i t a t i v e l y e s t i m a t i n g 

t he e f f e c t s o f a change i n d e f i c i t p o l i c i e s . The f i r s t i s t o e s t i m a t e a 

s t r u c t u r a l m o d e l . However , " s t r u c t u r a l " he re means t h a t t h e model must be 

c o n s t r u c t e d f rom an e x p l i c i t t h e o r y o f i n d i v i d u a l b e h a v i o r and must i n c l u d e 

e s t i m a t i o n o f p a r a m e t e r s i n i n d i v i d u a l o b j e c t i v e f u n c t i o n s . F o r as L u c a s and 

S a r g e n t so c o n v i n c i n g l y a r g u e d , n e i t h e r a g g r e g a t e no r i n d i v i d u a l e x c e s s demand 

f u n c t i o n s can be e x p e c t e d t o r ema in i n v a r i a n t t o a change i n p o l i c i e s w h i c h 

imp inge on i n d i v i d u a l budget c o n s t r a i n t s . The e c o n o m e t r i c p r o b l e m i n t h i s 

c a s e i s t o i d e n t i f y t h e p a r a m e t e r s o f i n d i v i d u a l o b j e c t i v e f u n c t i o n s and 

budget c o n s t r a i n t s and then d e t e r m i n e a n a l y t i c a l l y how t h e demand f u n c t i o n s 

change when p o l i c i e s c h a n g e . 

The second v a l i d a p p r o a c h i s t o d i r e c t l y examine t h e e f f e c t s o f 

d i f f e r e n t d e f i c i t p o l i c i e s i n p l a c e i n t h e p a s t . The a i m i s t o i d e n t i f y 

b r e a k s i n t h e p o l i c y r u l e and t h e n examine how t h e economic sys tem behaved on 

a v e r a g e o v e r t h e p e r i o d s b e f o r e and a f t e r t h e b r e a k s . 

W h i l e t h e s e two a p p r o a c h e s seem v a l i d f o r a d d r e s s i n g t h e "do d e f i ­

c i t s m a t t e r ? " q u e s t i o n , n e i t h e r i s l i k e l y t o p r o v i d e a d e c i s i v e answer any 

t i m e s o o n . The f i r s t a p p r o a c h a p p e a r s t o e x c e e d c u r r e n t r e s e a r c h c a p a b i l i ­

t i e s . I t r e q u i r e s t h e f o r m u l a t i o n and e s t i m a t i o n o f g e n e r a l e q u i l i b r i u m 

models w i t h endogenous r o l e s f o r money and b o n d s . W h i l e models o f t h i s t y p e 

2/For an e l a b o r a t i o n o f t h i s p o i n t , see L u c a s [2]. 
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now a r e b e i n g c o n s t r u c t e d , t hey a r e p r o b a b l y t o o s i m p l e t o c o n f r o n t t h e 

data J^-/ M o s t , f o r e x a m p l e , a b s t r a c t f rom b u s i n e s s c y c l e movements and f o c u s 

on s t e a d y s t a t e s . M o r e o v e r , t he i d e n t i f i c a t i o n and e s t i m a t i o n p rob lems a s s o ­

c i a t e d w i t h a model h a v i n g a s i z a b l e number o f e q u a t i o n s a r e l i k e l y t o be v e r y 

s e v e r e 

A l t h o u g h t he second a p p r o a c h i s l e s s demand ing , i t i s more l i m i t e d 

because o f an i n a d e q u a t e number o f o b s e r v a t i o n s . Under t h i s a p p r o a c h , an 

o b s e r v a t i o n c o v e r s a p e r i o d o f t i m e f o r w h i c h a s i n g l e d e f i c i t p o l i c y has been 

i n p l a c e . T h u s , one o b s e r v a t i o n i s l i k e l y t o be measured i n u n i t s o f t e n 

y e a r s o r more^=- ' I n o r d e r t o o b t a i n enough o b s e r v a t i o n s t o d i r e c t l y e s t i m a t e 

t h e e f f e c t s o f d i f f e r e n t d e f i c i t p o l i c i e s , i t i s t h e n n e c e s s a r y t o go a c r o s s 

c o u n t r i e s o r t o go way back i n t ime f o r a g i v e n c o u n t r y . In e i t h e r c a s e , t h e 

o b s e r v a t i o n s c o u l d w e l l be c o n t a m i n a t e d by i m p o r t a n t d i f f e r e n c e s i n economic 

s t r u c t u r e . 

Method and R e s u l t s 

The method u s e d i n t h i s p a p e r t o e s t i m a t e t h e e f f e c t o f d e f i c i t s i s 

a c r u d e a p p l i c a t i o n o f t h e second a p p r o a c h d e s c r i b e d a b o v e . I t i s c o n j e c t u r e d 

t h a t d i f f e r e n c e s i n economic p e r f o r m a n c e o v e r s u b s t a n t i a l p e r i o d s o f t i m e can 

l a r g e l y be e x p l a i n e d by d i f f e r e n c e s i n f e d e r a l monetary and budget p o l i c i e s . 

The method i s c rude f o r a t l e a s t two r e a s o n s : f i r s t , no a t t e m p t i s made t o 

e s t i m a t e p o l i c y r u l e s and t e s t s t a t i s t i c a l l y f o r b r e a k s i n t h e r u l e s ; and 

s e c o n d , t h e number o f o b s e r v a t i o n s i s so s m a l l t h a t t he e s t i m a t e s must be 

1 0 / S e e , f o r e x a m p l e , Mode l s o f Mone ta ry E c o n o m i e s . 

— ^ S e e H a n s e n - S a r g e n t . 

- i ^ / l n M i l l e r [h], one b r e a k i n t h e d e f i c i t p o l i c y r u l e i s found f o r 
t h e who le p o s t - w a r p e r i o d . 
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c o n s i d e r e d v e r y u n r e l i a b l e . D e s p i t e t h e c r u d e n e s s o f t h e me thod , t he r e s u l t s 

s u g g e s t t h e v i e w t h a t d e f i c i t s m a t t e r s h o u l d no t be r e j e c t e d ou t o f h a n d . 

The method i s t o e s t i m a t e a r e d u c e d - f o r m model o f t h e a v e r a g e p e r ­

formance o f r e a l GNP (RGNP) , t h e GNP d e f l a t o r (GNPD) , and t h e 90 -day T r e a s u r y 

b i l l r a t e (RTB) o v e r e q u a l s u b p e r i o d s o f p o s t - w a r d a t a . The a v e r a g e p e r f o r ­

mance measure f o r r e a l GNP and t he GNP d e f l a t o r i s t h e a v e r a g e a n n u a l g r o w t h 

r a t e ( g ( # ) ) , w h i l e t he measure f o r t h e b i l l r a t e i s t h e a v e r a g e l e v e l o v e r t h e 

s u b p e r i o d . The re a r e f o u r s u b p e r i o d s o f 8 V2 y e a r s e a c h . The y e a r 1948 i s t h e 

b a s e y e a r . V a l u e s o f v a r i a b l e s f o r 1982 a r e t a k e n f rom t h e C o n g r e s s i o n a l 

Budget O f f i c e ' s b a s e l i n e f o r e c a s t made i n t h e s p r i n g o f 1982. 

The i ndependen t v a r i a b l e s o f t he model a r e i n d i c a t o r s o f mone ta ry 

and budget p o l i c i e s . The monetary p o l i c y i n d i c a t o r i s t h e a v e r a g e a n n u a l 

g rowth r a t e i n t h e S t . L o u i s F e d e r a l R e s e r v e B a n k ' s measure o f t o t a l r e s e r v e s 

a d j u s t e d f o r changes i n r e s e r v e r e q u i r e m e n t s ( g ( T R ) ) . The budge t p o l i c y 

i n d i c a t o r i s t h e a v e r a g e a n n u a l g r o w t h r a t e i n o u t s i d e f e d e r a l deb t 

( g ( D E B T ) ) . The debt s e r i e s i s b u i l t up by t a k i n g t o t a l p u b l i c debt ne t o f 

government a c c o u n t h o l d i n g s i n 1948 as t h e i n i t i a l v a l u e and a d d i n g t o t h a t 

t h e a c c u m u l a t e d NIA d e f i c i t . The two i n d i c a t o r s a r e i n t e n d e d t o t r a c k t he 

g r o w t h i n o u t s i d e d e b t : n o n i n t e r e s t b e a r i n g and t o t a l i n t e r e s t and n o n i n t e r -

1 0 / 

e s t b e a r i n g , r e s p e c t i v e l y . — — ' 

The e s t i m a t e d model i s p r e s e n t e d i n T a b l e 1 . The re a r e f o u r o b s e r ­

v a t i o n s , and t h u s o n l y one degree o f f r e e d o m . R - s q u a r e d a d j u s t e d f o r d e g r e e s 

o f f reedom i s r e p o r t e d a f t e r each e q u a t i o n , and t - s t a t i s t i c s a r e r e p o r t e d i n 

p a r e n t h e s e s under each c o e f f i c i e n t . 

- i ^ - 'As shown i n B r y a n t - W a l l a c e and M i l l e r [ l ] , t h e g r o w t h r a t e s o f 
o u t s i d e money and t o t a l o u t s i d e deb t a r e a p p r o p r i a t e measures o f monetary and 
f i s c a l p o l i c i e s , r e s p e c t i v e l y . NIA d e f i c i t s e x c l u d e a s s e t e x c h a n g e s . 
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T a b l e 1 

(1) g(RGNP) = 3 .83 

( 3 6 . 5 3 ) 

E s t i m a t e d Mode l 

• l8g(DEBT) + .05g (TR); R 2 = . 972 

(-10.19) (1-59) 

(2) g(GNPD) = 1.97 + .56g(DEBT) + . 1 3 g ( T R ) ; R 2 = -953 

(k.16) (7-26) (0.89) 

(3) RTB = 2 . 0 2 + .70g(DEBT) + . 3 3 g ( T R ) ; R 2 = - 9 9 ^ 

(9 -08 ) (19.07) (^.69) 

(U) R e a l R E RTB - g(GNPD) = .05 + .13g(DEBT) + . 2 0 g ( T R ) ; R 2 = .260 

(0.08) (1.17) ( 0 . 9 0 ) 

A c t u a l and p r e d i c t e d v a l u e s o f each v a r i a b l e o v e r t h e sample p e r i o d 

a r e g i v e n i n T a b l e 2 . The p r e d i c t i o n s a r e g e n e r a t e d by u s i n g t h e model above 

w i t h t h e a c t u a l v a l u e s o f t h e i ndependen t v a r i a b l e s . 

T a b l e 2 

A c t u a l s ( A ) , P r e d i c t i o n s ( P ) , and I n - s a m p l e P r e d i c t i o n E r r o r s ( A - P ) 

P e r i o d A v e r a g e A n n u a l Growth R a t e s 

R e a l GNP GNP D e f l a t o r 

A - P A A - P 

1956 V2 /19W 3.9 3.9 0.0 2.2 1.8 O.k 

1965/1956 V2 3.8 3.9 -0.1 1.8 2.2 -O.k 

1973 V2 /1965 3.6 3.6 0.0 U.7 ^.5 0.2 

1982/1973 V2 2.2 2.2 0.0 7-8 7.8 0.0 

A v e r a g e L e v e l s 

90-Day R e a l 
T - B i l l Ra te I n t e r e s t R a t e 

A L A ~ p A _P A - P 

1.7 1.8 -0.1 -0.5 0.0 -0.5 

2.9 2.7 0.2 1.1 0.5 0.6 

6.0 6.1 -0.1 1.3 1.6 -0.3 

9.7 9.7 0.0 1.9 1«9 0.0 
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Addendum  

Ave rage A n n u a l Growth R a t e s  

T o t a l Debt T o t a l R e s e r v e s 

1 9 5 6 ^ / 1 9 4 8 - 0 . 1 - 0 . 3 

1 9 6 5 / 1 9 5 6 1 / 2 0 .1 1.8 

1973 1 / 2 / 1 9 6 5 3 . 2 5 -6 

1982 /1973 V2 9 - 9 2 . 3 

F i n a l l y , t he model i s used t o f o r e c a s t t h e n e x t f o u r - y e a r p e r i o d 

a s s u m i n g t h a t t h e NIA d e f i c i t i s $150 b i l l i o n p e r y e a r and t h a t t h e g r o w t h i n 

t o t a l r e s e r v e s i s k p e r c e n t p e r y e a r . The d e f i c i t a s s u m p t i o n s a r e i n t h e 

range o f t he e s t i m a t e s i n t h e C o n g r e s s i o n a l Budget O f f i c e ' s Sep tember 1982 

budget u p d a t e . The t o t a l r e s e r v e a s s u m p t i o n i s t a k e n t o be r o u g h l y c o n s i s t e n t 

w i t h t he F e d e r a l R e s e r v e ' s s t a t e d o b j e c t i v e s . An i m p l i c i t , a s s u m p t i o n i s t h a t 

t he e x p e r i e n c e o f t h e n e x t f o u r y e a r s w i l l be r e p r e s e n t a t i v e o f t h e e n t i r e 8 V2 

y e a r p e r i o d . The f o r e c a s t i s r e p o r t e d i n T a b l e 3» 

T a b l e 3 

Mode l F o r e c a s t f o r I 9 8 6 / I 9 8 2 

Ave rage A n n u a l Growth R a t e s A v e r a g e L e v e l s 

90-Day R e a l 
R e a l GNP GNP D e f l a t o r T - B i l l Ra te I n t e r e s t Ra te 

0.8 12.6 16.0 3.h 

Assumed 

T o t a l Debt T o t a l R e s e r v e s 

18.1 1+.0 
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I n t e r p r e t a t i o n o f R e s u l t s and I m p l i c a t i o n s 

A c c o r d i n g to t he m o d e l , budget d e f i c i t s m a t t e r . H i g h e r d e f i c i t s , 

w h i c h r e s u l t i n f a s t e r g r o w t h o f government debt o v e r a p e r i o d o f t i m e , r e s u l t 

i n l o w e r r e a l g r o w t h , h i g h e r i n f l a t i o n , h i g h e r n o m i n a l i n t e r e s t r a t e s , and 

h i g h e r r e a l i n t e r e s t r a t e s . E x c e p t f o r t h e e f f e c t o f d e f i c i t s on r e a l i n t e r ­

e s t r a t e s , a l l o t h e r r e l a t i o n s h i p s a r e h i g h l y s t a t i s t i c a l l y s i g n i f i c a n t . The 

s m a l l e f f e c t o f d e f i c i t s on r e a l i n t e r e s t r a t e s may i n d i c a t e t h a t i n t h e 

a g g r e g a t e t h e r e a r e o n l y s l i g h t l y d e c r e a s i n g r e t u r n s t o c a p i t a l i n p r o d u c ­

t i o n . The model a s s i g n s l i t t l e e x p l a n a t o r y power t o moneta ry p o l i c y , w i t h t h e 

e x c e p t i o n o f n o m i n a l i n t e r e s t r a t e s . The s t a t i s t i c a l e x p l a n a t i o n f o r why 

r e l a t i v e l y more we igh t i s g i v e n t o budge t p o l i c y t han t o monetary p o l i c y i s 

a p p a r e n t f rom T a b l e 2 . The a c c e l e r a t i o n o f t he g rowth i n t o t a l debt comes 

much c l o s e r t o m a t c h i n g t h e a c c e l e r a t i n g d e t e r i o r a t i o n i n t h e dependent v a r i ­

a b l e s . 

The m o d e l ' s p r e d i c t i o n s f o r t he nex t f o u r y e a r s a r e v e r y p e s s i m i s ­

t i c . That i s h a r d l y s u r p r i s i n g g i v e n t he l a r g e we igh t t h e model g i v e s t o 

d e f i c i t s . I f NIA d e f i c i t s a v e r a g e $150 b i l l i o n p e r y e a r o v e r t he nex t f o u r 

y e a r s , t he a n n u a l a v e r a g e g rowth i n o u t s i d e debt o v e r t h i s p e r i o d w i l l be 

n e a r l y t w i c e t h a t o f t h e p r e c e d i n g 8 ^ y e a r p e r i o d . 

The f i n d i n g s o f t h i s s t u d y imp l y t h a t t h e r e a r e macroeconomic 

g rounds f o r w o r r y i n g abou t t h e l a r g e p r o j e c t e d budget d e f i c i t s . T h i s s t u d y i n 

no way p r o v e s t h a t budget d e f i c i t s do harm t o t h e economy. Due t o an i n s u f f i ­

c i e n t number o f o b s e r v a t i o n s , t he e s t i m a t e s a r e e x t r e m e l y u n r e l i a b l e . What 

t h e s tudy does show, however , i s t h a t t he d a t a a r e not i n c o n s i s t e n t w i t h t h e 

v i e w t h a t d e f i c i t s m a t t e r . T h a t v i e w s h o u l d not be summar i l y d i s m i s s e d . 
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