Two Views of the Effects
of Government Budget Deficits

in the 1980s
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,%: EBDERAL budgel deficits in the United States have
become a major concern since they rose to nearly 5200
billion in fiscal 1983. In the absence of new policy
efforts, the deficit is projected to continue at $200 to
$250 billion per year for the rest of this decade.

DPeficits, according to most popular analyses, raise
aggregate demand for goods, services and credit,
which boosts output, emplovment, prices and interest
rates and reduces private investment

This article examines the empirical and theoretical
basis of this mainstream view. It also presenis an
alternative set of hvpotheses, which indicates that
fiscal policy actions are largely and directly offset by
private spending changes, rendering the aggregate
demand and interest rale channels of influence in-

significant.

Conventional wisdom holds that recent and pro-
spective U.S. budget deficits have significantly raised
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HMost introductory textbooks emphasize the boost to aggregate
demand, interast rates and prices arising from "expansicnary” fiscal
policy actions. See, for example, the macroeconcmics sections of
Dotan {1983), McConnell (1984), or Samuelson and Nordhaus
{1985). These texts also discuss some of the theorelical reserva-
tions about these channels of influence raised below. Note that the
hypothesized reduction in investment does not exceed the initial rise
in aqgregate demand for goods and services that arises from daficit-
increasing fiscal actions.

interest rates and have promoted the crowding out of
investment. But this view is based on the conventional
deficit/aggregate-demand hypothesis that also holds
that an expanded deficit should increase both output
and the price level. The latter conclusions became
center stage in 1980-81 when the Reagan economic
program was debated. Their empirical validity, which
remains largely unquestioned, was strongly rejected
after mid-1981 when, with the deficit expanding, in-
flation plummeted from double-digit levels and the
economy entered the longest and most severe reces-
sion since the 1930s.

Interest rate developments were also at odds with
the conventional view. Chart 1 shows the total govern-
ment deficit as a percent of GNP and the AAA bond
vield since 1956, The surge to historically high interest
rates occurred welt before the 198182 surge in the
deficit? The recent rise in the deficit ocours from the
third guarter of 1981 to the fourth quarter of 1982,
when the AAA bond vield declined from about 15
percent to 12 percent. Then, in 1983-84, the delicit
declined sharply relative to GNP, but the AAA bond
vield rose.

The principal difficulty in finding a positive relation-
ship between deficits and interest rates arises from the
fact that both the budgel deficit and interest ratss
moeve cyclically and in opposite directions. Henece, it is
net surprising, especially for short-term interesi rates,
that empirical studies often turn up supposedly sig-

2Similarly, the appreciation of the dollar precedes the deficit surge.
The steady upward appreciation of the trade-weighted exchange
rate for the U. 8. dollar began at the end 0f 1978 (when interest rates
soared) and was not noticeably affected by the 188182 deficit
surge.
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nificant negative statistical relationships between in-
ferest rates and deficits. When one uses deficits con-
structed on a high-employment basis — that is, with
svstematic cyelical influences removed — there still is
no evidence of a positive relationship between deficits
and either short- or long-term interest rates over the
period 1955-83.°

3See Tatom (1884). Efforts i controi for future inflation expectations
10 caplure real inferest rate changes do not affect the observed
absence of a deficit effect on interest rates. Also, some analysts
conjecture that the debt/GNP ratio positively influences the interest
rate. Begressions of quarterly changes in the AAA bond yield or
three-month Treasury bill rates on changes in the ratio of net faderal
debt fo GNP, controlling for changes in the capacity utilization rate
and the infiation rate one guarter ahead, yield a negative but insig-
nificant reiationship for the debt ratio over the pericd V1955 1o HIf
1984.

The independence of interest rates from the deficit has been
observed by Evans {1985). Also see Feldstein ang Eckstein (1870),
Sargent {1973}, and the recent Treasury study (1984). Plosser
{(1982) details many of the theoreiical and econometric difficulties of
previous tests of the inlerest rate/deficit hypothasis.

Chart 2 shows privale domesiic investment as a
share of GNP Investinent has declined and risen cyeli-
cally since 1980, but these swings obscure the strength
of investinent over the past four vears. When the
capacity ulilization rate is relatively low, the demand
for new capital can be met more easilv by the re-
employvment of existing capilal instead of investiment
in new facilities, Thus, the share of investment in GNP
and the capacity utilization rate tend to move in tan-
dem or 1o be positively correlated. In 1884, the capac-
ity utilization rate was well below its 1879 level, when
the prior peak investment ratio was achieved. Never-
theless, the share of private domestic investient in
(GNP in 1984 virtually matched this peak level.

fven plant and equipment (nonresidential fxed
investment has been guite high by historical stand-
ards, despite the recessions in 1980-82. When nominal
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nonresidential fixed investrent and GNP are adjusted
by their respective deflators, In erder to measure real
investment as a share of real GNP, the recent strength
of plant and equipment spending relative to real GNP
represents a postwar peak performance. This share is
shown in chart 3. Note that, even at the depths of the
previous two recessions, real plant and equipment
purchases were about as large a share of real GNP as
the 11 percent attained at the peaks of previous invest-
ment booms in 1966 and 1969 The conventional argu-
ment, that investment has been unusually weak due to
the higher real rates of interest, is not obviously impor-
tant in explaining recent investrment experience.

“The reason for the greater real sirength is that the relative price for
new piant and equipment declined sharply since 1980. The nonresi-
dential fixed investment deflator declined 14.2 percent relative t¢ the
GNP deflator from 1980 to 1984,

inid

il

A closer look at the theoretical mechanism underiy-
ing conventional analyses of the deficit reveals some of
the potential shortcomings of these analvses. In the
textbook view of the effects of fiscal policy on the
economy, increased government deficits expand ag-
gregate demand, spending, output and employment,
regardless of whether larger deficits arise from in-
creasas in purchases, transfer pavments or reductions
in taxes. So-called balanced-budget increases in trans-
fer pavments, in which a rise in transfer pavments is
matched by a rise in taxes, leave aggregate demand
unchanged lignoring distribution effects), while tax-
financed increases in government purchases raise ag-
gregate demand.

Such conventional analyses also take into account
crowding out — reductions in private spending that

e
]



Chart 3
Private Domestic Investment as a Percent of GNP

Perceat Percent
20 p{4
a4
7Y
: } i r Y
181 ¥ s S e o - — P 18
| -~ Total
4
¥ t AL : 3 -
1 1 ¥ p ;i n o J
|1} . H N il _ i o v
* o
H [ N “ SF H oy P “""
A LA gV v
I R % 1 A4
14— 3 1 4 r L f -
17, 47 vr
1 i -
L e - !

Ronresidential

]
. N 6
] Residential
.
.';5 Change in business inveniories % 2
/] .
| n | : : L { | S

1950 5t 52 53 54 55 56 57 58 59 40

Letost date plotted: Ind quaorter

43 42 43 66 &5 b6 47 68 % TO 41 FI 7 T4 73 Té

77 7R 79 B0 &1 82 33 84 1983

occur due to fiscal policy changes. Increases in the
deficit, so the argument goes, result in increased com-
petition in credit markets, thus bidding up interest
rates. Also, if fiscal policy aclions raise aggregate de-
mand, the increased competition in the market for
goods and services bids up the general level of prices.
For both reasons, real private spending is reduced, or
erowded out. Households reduce their current real
consumption expenditures and increase saving: firms
reduce real investment spending in response to a
higher interest rate.

e

The important link between fiscal policy, aggregate
demand and interest rates and the concept of crowd-
ing out of private expenditures can be illustrated in
the market for saving. In figure 1. the demand for
saving is taken to be the demand for funds to finance

investment. Other things that influence investment
remaining the same, the demand for investment or for
saving to fimance it, is inversely related to the interest
rate. The supply of saving consists of private saving —
heousehold disposable income less desired consump-
tion expenditures — and government saving — the
excess of lax receipts over government expenditures,
ar the budget surplus. In figure 1, the national saving
schedule is drawn as upward-sloping, indicating that,
given income, households reduce consumption ex-
penditures and save more at higher interest rates. in
equilibrium at point A, the interest rate equates the
supply and demand for national saving at interest raie
1

BT

In the conventional analvsis, fiscal policy actions
affect national saving, investment and the inferest rate
by {1} directly changing the budget surplus or govern-
ment saving, and/or (2} altering private saving. Such
changes shift the national saving schedule. Given GNP
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and interest rates, a fall in taxes or a rise in transfer
payvments (financed by borrowing) adds to disposable
income, increasing both private consumption ex-
penditures and private saving. Since part of the tax cut
or transfer pavment is spent for consumption, the rise
in private saving is less than the deficit increase. Thus,
national saving declines,

Such a decline also indicates that desired aggregate
demand for goods and services has risen so that it
must exceed the given level of GNP; the aggregate
demand increase equals the reduction in national
saving. With no change in GNP, the interest rate must
rise to equate national saving and investment. In re-
sponse to the higher interest rate, investment is
crowded out, or declines, but some of the initial short-
fall in national saving is eliminated since individuals
also increase private saving.

A rise in government purchases also affects national

saving. In contrast to a tax cut or a rise in transfer

payments, a rise in governiment purchases does not
change disposable income, so consumption expendi-
tures and private saving remain unchanged. But the
rise in purchases raises the budget deficit or reduces
government saving. National saving falls by exactly the
change in aggregate demand for goods and services, as
was the case above for the lax or transfer payvment

change. In this case, however, the rise in aggregate
demand is the government's, while before it was the
policy-induced change in private consumption ex-
penditures. As before, however, interest rates will tend
ta rise, increasing private saving and reducing con-
sumption and investment expenditures,

Tax-financed changes in government purchases, on
the other hand, reduce private saving, given the inter-
est rate and GNP. The higher tax reduces disposable
income and therefore both consumption expendi-
tures and private saving. The reduction in private
saving is less than the tax increase, because private
expenditures on goods and services also decline.
Since the government deficit does not change with
such a fiscal action, the decline in national saving
equals the reduction in private saving. The reduction
in national or private saving again indicates a rise in
aggregate demand for goods and services. Tax-
financed changes in transfer payments have no efiect
on aggregate demand for goods and services or the
national saving schedule in figure 1, since the govern-
ment deficit and disposable income remain un-
changed. Thus, private and total spending on goods
and services and private and national saving are
unaffected.

In summary, the initial effects of fiscal policy actions
on private and national saving are the critical counter-
parts of any initial change in aggregate demand for
goods and services; both indicate the extent of upward
pressure on interest rates. The analysis here illustrates
the importance of both of these initial shifts. It also
indicates why crowding out tends to occur. In the
conventional analysis, however, crowding out is gen-
erally presumed not to be complete’

The growth in aggregate demand associated with
reductions in national saving can raise or “crowd in”
GNP. When GNP rises, disposable income, consump-
tion expenditures and private saving rise; the initial
reduction of private and national saving is offset by

sThe Councit of Economic Advisers (1985), pp. 70-77, suggests that
economic theory and evidence support “complete” crowding out,
where the totai real demand for goods and services is unaffected by
fiscal policy actions. Whether this crowding out, primarily of invest-
ment, arises through interest-rate or price-level crowding cut or
direct substitution of public for private expenditures is not indicated.

The Congressional Budget Office (1985) also provides a detailed
discussion of the effects of deficits. A recent review by Brunner
(1984] provides the best recent discussion of the theoretical issues
associated with the macroeconomic theory of fiscal policy. Also, see
Carison and Spencer {1975).
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increases in both as GNP increases. The full adjust-
ment of GNP, however, with interest rates constant,
cannot raise national saving back to its initial level, so
the interest rate increase and crowding out will still
occur. Note, however, that GNP cannot increase, just
as interest rates cannot rise, unless the initial reduc-
tions in national saving occur.

An alternative set of hypotheses about the effects of
fiscal policy actions on the economy, sometimes
called classical or Ricardian, emphasizes two theoreti-
cal considerations called the permanent income hy-
pothesis and ex ante crowding out. According to this
view, consumption expenditures are a function of
permanent income; consequently, variations in saving
iand saving relative to GNP) have a large cyclical com-
ponent.® The permanent income hypothesis also en-
tails a government budget constraint, which indicates
that the present value of current and future govern-
ment expenditures must equal the present value of
current and future taxes. This constraint implies that
the method of financing government expenditures is
irrelevant; that is, whether current expenditures are
financed through taxation or borrowing {future taxes
with an equivalent present valuel has no influence on
the economy’ Thus, changes in taxes are offset by
equal changes in private saving, and national saving is
unaffected.

The second consideration is that government ex-
penditures are, to some degree, substitutes for private
expenditures® For example, an increase in govern-
ment expenditures for school lunches may reduce
private consumplion expenditures on such goods;
increased public expenditures for transportation ser-

STexthook analyses typically distinguish between permanent and
temporary changes in fiscal actions, based on the permanent in-
come hypothesis. Temporary changes in taxes or transfer payments
are generally regarded to have little effect on private spending or
national saving since such changes do not aiter perceptions of
permanent income or wealth. A type of temporary, or at least
transitory, change in the budget arises from the “cyclical deficit.”
When unemployment rises due to a cyclical fall in income, tax
receipts decline and federal expenditures, especially transfer pay-
ments for unemployment insurance, rise. As a result, the budget
deficit rises.

"This consideration has come to be called the Ricardian Equivalence
Theorem. it is developed by Barro (1974, 1879) and has received
strong support from Plosser {1982), Aschauer (1985), Tanner
(1979) and Kormendi (1983). See also Kochin (1974).

‘Balley {1971) discusses at lengih the theoretical possibilities that
fiscal actions directly influence private sector behavior.

E1

vices may reduce private demand for such investment
goods; increased transfer payments provide assis-
tance that may substitute for private saving and invest-
ment. To the extent that such substitution occurs,
growth in government purchases crowds out private
purchases with no net effect on economic activity;
such growth in government purchases results in off-
setting reductions in private expenditures including
investment. Similarly, growth in transfer payments
can affect the mix of desired private spending. No
excess demand for national saving occurs, nor is ag-
gregate demand for goods and services altered; thus,
GNP and interest rates are not affected by fiscal policy.

- The emphasis in this view of fiscal policy is on ex

ante crowding out, in which fiscal policy actions are
largely offset by direct private sector responses.’ An
increase in government purchases does not have to
affect the interest rate; either national saving could
remain unaffected by government purchases, as these
substitute for private consumption, or investment de-
mand could be reduced equally, as government pur-
chases substitute for investment purchases. Similarly,
national saving and private investment can be re-
duced due 1o increased transfer payments. Thus, ag-
gregate demand, interest rates and the price level may
not be affected by fiscal actions."

If ex ante crowding out leads to private expenditure
changes that fully offset fiscal policy actions, then the
effects of fiscal actions on the private and national
saving will not be the same as in the conventional
analysis. One fundamental difference is that a rise in
taxes will reduce private saving by an equal amount.
Thus, a tax hike will result in an eqgual reduction in
private saving, leaving national saving unchanged.”
This implies that the effects of government expendi-
tures on national saving are the same whether they are
tax- or hond-financed,

Another major difference is that a rise in govern-

“There are exceptions to the conglusion that fiscal actions do not
affect aggregate demand. See Hall (1980} and Barro (1981) for
discussions of the real output effects of temporary increases in
government purchases, especially defense expenditures, evenina
Ricardian world.

“The absence of effects of fiscal actions on GNP has been a feature
of reduced-form estimates like the 5t. Louis equation for some time.
See Hafer (1982} and the references there for recent analyses,
Permanent adverse effects of government expenditures on invest-
ment are found in Carlson {(1882). Also see the references in
fooinote 1.

in the conventicnal view, a rise in taxes initially reduces disposable
income by an equat amount and results in a fractional reduction in
private saving. The fraction, calied the marginal propensity to save,
is generally regarded to be relatively srall, on the order of 20 to 30
percent.



ment purchases will reduce private consumption or
raise saving, if such purchases are a substitute for
private consumption expenditures. Similarly, a rise in
transfer payments will reduce private saving and in-
vestment, if such payments are substitutes for saving.
This can occur independently of distribution effects
that in either view can yield a reduction in private
saving. Finally, in the classical view, the effects of
government expenditures on national saving can he
associaled with equal shifts in investment demand
that reflect the extent to which government expendi-
tures and investment are substitutes.”

A comparison of the implications of the two views
above can be facilitated by a look at the experience in
the 1980s. Table 1 shows the principal components of
the total government surplus as a share of GNP in 1980,
before the ballooning of the federal deficit, and 1984,
the latest year available. From 1980 to 1984, the deficit
widened from 1.2 percent to 3.4 percent of GNP. The
share of government purchases was unchanged, while
the share of transfer payments rose. The rise in the
deficit was accounted for primarily by a rise in transfer
pavments and, to a smaller extent, by a decline in
taxes.” These changes are explained to only a small

2Several recent studies have examined the efiects of fiscal actions
on personal consumption expenditures in tests of ex ante crowding
out. See Aschauer (1985), Feidstein (1982} and Kormendi (1983).
These tests allow for direct substitution of government purchases
for private consumption expenditures and transfer payments for
private saving; they do not address the extent o which government
expenditures directly affect private investmeni expenditures.

#The decting in the share of government receipts in GNP matches the
decline in the share of corporate profit {ax liability in GNP,

GUTORER 1988
extent by relative differences in the cvelical perfor-
mance of the economy in 1880 and 1984. The average
unemployment rate of 7.5 percent of the civilian labor
force in 1984 was anly slightly higher than the 7.1
percent in 1980. When unemployment is higher, gov-
ernment transfer payvments {especially unemplov-
ment compensation) are higher, and, due to cyclical
josses in income, tax payments are lower than they
would be otherwise.

In the conventional analysis, the effect of the
changes in the fiscal stance of the government sector
shown in table 1 on saving is to raise the private saving
rate (PSR) by a fraction — an the order of about 25
percent — of the increased deficit (2.2 percent) or
roughly 0.5 to 0.6 percentage points. Since the ex-
pected rise in the PSR is smaller than the rise in the
deficit, the national saving rate (NSR} would be ex-
pected to fali by the difference, about 16 to 1.7 per-
centage points. Associated with this shift in the na-
tional saving rate is an increase in the share of GNP
allocated for consumption expenditures and an ex-
cess demand for funds to finance investment. In the
conventional view, aggregate demand should have
risen, improving the cyclical performance of the
economy and raising prices, and interest rates should
have risen; the latter, of course, should have lowered
investment,

In the classical view, part of the increased deficit
arose from the reduction in receipis as a share of GNP;
this part is expected to be largely offset by a rise in the
PSR, leaving the national saving rate unchanged. The
remainder of the rise in the deficit, the rise in the share
of transfer payments, would be expected to reduce
private saving and investment o the extent that
households view transfer payments as substitutes for
such avenues of wealth accumulation. Thus, the PSR
and NSR could be expected to decline by some frac-
tion of the 1.3 percentage-point rise in transfer pay-
ments. As a net result of these two forces, the PSR
shoutd rise by up to 0.8 percentage points, and the
NSR should decline slightly. Interest rates and the
cyclical components of real GNP and employment
should be unchanged.

Comparing 1984 with 1980, two central differences
in expectations emerge between the conventional and
classical views, These differences concern interest
rates and the cyclical performance of the economy.
The cyclical performance of the economy was slightly
worse in 1984 than in 1980. Interest rates were gener-
ally higher in 1984 than in 1980, despite a decline in
inflation. For example, in 1980, the consumer price
index rose 13.5 percemnt, while rising only 4.3 percent

i



Chart 4
Government Surplus, National Saving and Private Saving as a Percent of GNP
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in 1984, The average Aaa bond yield, however, aver-
aged 11.94 percent in 1980, while averaging 12.71 per-
cent in 1984. Thus, cyvclical developments are more
eonsistent with the classical view, but interest rate
developments, considering these twg vears, are more
consistent with the conventional wisdom.”

Of course, other factors that influence interest rates
and cyclical performance are not likely to have re-
mained the same, and more careful contral tor these
factors is necessary to discriminate between the hy-
potheses. Some insight into the importance of these
other factors can be gained by examining the other
implications of these hypotheses.

=i fact, interest rate movements have not foliowed the deficit over
the whole period, only in the two years indicated. This apparent
contradiction arises from the fact that most of the increase in the
deficit occurred in 1982 when interest rates had been declining and
continued to decline, while the rise in interest rates over this period
ocourred in 1980 and 1981, and the decline in inflation occurred in
1981,
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While the implications of fiscal developments in
these two vears for the saving rates are similar in the
two views, it is useful to examine what happened to
these rates. Chart 4 shows the private saving rate,
government surplus share and national saving rate
from 1950 to the end of 1984.% The PSH has been fairly
constant compared with the NSR. For example, from ¥/
14950 to IV/1984, the PSR averaged 16.5 percent, exhib-
ited no trend and had a standard deviation of only 1.02
percentage poinis.”  Such behavior, however, may

“in the national income and product accounts, private saving in-
cludes both personal and business saving. Private saving plus
govemment saving equals national saving. Government saving is
the budget surplus of the federal, state and local governments.
Gross private domestic investment equals national saving pius net
foreign saving.

*¥This near constancy has been formulated as “Denison’s Law” which
indicates that private saving is proportional to high-empioyment or
trend GNP but is cyclical, rising in expansions and declining during
recessions. Denison’s Law is developed in Denison (1958), Hick-
man (1966) and David and Scadding (1974). The iatter indicate that
Denison's Law provides strong support for Friedman's (1957)
permanert-income theory of cansumption.



shscure the conflicting effects of various influences on
the PSR,

The NSR appears to he strongly cvclical, declining
sharply in recessions. This patiern must arise from
cvelical movements in government saving since the
PSR does not appear {o be cyclical. Cvclical differences
may not have exerted a strong influence in comparing
1984 to 1980 performance, however.

frrom 1980 to 1884, the PSR rose sharply from an
average of 16.5 percent to 184 percent. Based on the
conventional analvsis, this rise is sharply higher than
that expected. Similarly. the national saving rate fell
from 154 percent to 15.0 percent, much smalier than
the decline expected from the conventional analvsis,
but it mav also be smaller than that expected from the
classical view,

The counterpart of strong saving, domestic invest-
ment, has been even stronger since 1981, In the na-
tional income and product accounts, gross saving
equals gross investment, except for a minor statistical
discrepancy. Gross private domestic investiment as a
share of GNP rose 2.1 percentage poinis 1o 17 4 percent
in 1484, despite 1he (4 percentage-point fall in the
national saving rate. This difference is accounted for

by the inflow of net foreign saving, the largest share of

which was due to domestic tirms channeling their
own funds from hvestment abroad into domestic

ivvestment. In 1980, U8, assets abroad rose $96.3 bil-
Hon, but this pace of investiment plummeted to 5209
hillion in 1984, The pace of forelgn investment in the
Uinited States increased slightly over the period. For-
eign assets in the United Siates rose $98.8 billion in
1984, up slightly from the $84.7 billion pace in 1980. As
a result, net foreign investment fell from an $11.6
billion outflow in 1980 te a net inflow of §77 8 billlon in
1884,

The recent behavior of invesiment suggests a strong
candidate for the significant omitted factor account-
ing for the strength of domestic saving and the rise in
interest rates. This factor, the investment incentives in
the 1981 tax act, accounts for the relative strength of
invesiment, despite the higher level of interest rates in
19584 than in 1980, More direct evidence of these effects
can be seen in the dominant component of saving in
the United States, business saving.

Table 2 provides a summmary of components of pri-
vale saving in 1980 and 1984. The rise in the private
saving rate was virtually all due to an increase in the
business saving rate. The latter, in turn, arose almost
completely because of an increase in the corporate
capital consumption adjustment as a share of GNP,
This figure corrects reported profits and capital con-
sumption (depreciation! allowances for the under-
statement or overstatement of true economic deprect-
ation, including losses from the use of historical rather
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than replacement cost in computing depreciation al-
lowances. The sharp change in this adjustment
reflects the slowdown in inflation from 1980 to 1984,
reducing the exient of underdepreciation due to his-
torical cost accounting; more important, the change in
the adjustment reflects the acceleration of deprecia-
tion allowed by the 1981 tax act. The latter is indicated
by the large jump in the size of the corporate capital
consumption allowance {without capital consump-
tion adjustment) relative to GNP, This jump aceounts
for the reported rise in the share of undistributed
corporate profits (with adjustment! despite the lack of
improvement in the cyclical performance of the
eCconomy.

Thus, other things have not been equal in the deter-
mination of saving and investment. Tax cuts arising
from accelerated depreciation have added substan-
tially to the private saving rate and made possible the
cash flow 1o finance the deficit induced by such a loss
in government revenue, without interest rate changes.
But the new incentives also induced a substantial rise
in the share of investment in GNP, especially in the
share of plant and equipment investment and a redi-
rection of investment by US. firms from abroad. Not
surprisingly then, vields on most private assets rose
sharply from 1980 to 1984.

The changes in saving and investment rates from
1980 1o 1984 conform more closely to the expectations
of the classical view than to those of the conventional
analvsis, especially when the investment incentives of
the 1881 tax act are taken into account. In the absence
of more detailed statistical analysis, however, the data
do not yvield decisive evidence supporting either view
to the exclusion of the other. The strength of invest-
ment — arising from improved incentives, despite
nearly unchanged cvclical performance of the econ-
omy and a sharply higher real rate of interest — has

e
ey

been associated with a substantially smaller decline in
the national saving rate and a much larger rise in the
private saving rate than that suggested by the conven-
tional view, however.
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Table 3 shows the growth in federal expenditures as
a share of GNP from 1980 to 1984 and unified budget
estimates for 1990. The latter are consiructed assum-
ing either no further policy changes or the implemen-
tation of administration proposals. In the absence of
policy changes, expenditures are higher in each year
than in 1980, resulting in an implicit crowding out of
investinent.” While expenditures and deficits peak as
a share of GNP in 1983, the declines to 1990 are small."

The ex ante crowding-out view suggests that tax
changes have no effect on national saving, but that
changes in government expenditures reduce invest-
ment to the extent that such expenditures lower na-
tional saving.” Increases in government expenditures

"The Congresstonal Budget Office {1985) discusses the effect of
such deficits on the ratio of federal debt to GNP, including the view
that it is the level of the debt refative to GNP rather than the deficit
that affects interest rates. Their current services estimate of this
ratio rises {o near 50 percent of GNP in 1990, roughty its levei in
1859. The view that the comparable decline in this ratio from 1959 to
1974 reduced interest rates is noticeably absent from contemporary
or earlier studies. Also see footnote 3 above.

**The growth in the government budget deficit from 1980 to 1982 was
cyclical in nature and would not have raised interest rates in any
case. Invesiment demand is typically more strongly cyclical than
budget deficits so that, even if the conventional view were correct,
interest rates would not have risen due to cyclical deficit increases.
?SQBG (1983) and Tatom (1984) detail the cyclical deficits since

Since gross domestic investment equals national saving plus net
foreigh saving, the fiscal effects on saving must be mirrored in
similar changes in investment, other things equal.



FEDERS! REDERVE BARK OF

i

E RN T
T, L{s

have little effect on interest rates or GNP, in this view,
although they do change the mix of GNP and, depend-
ing on how they are financed, alter the mix of national
saving ®

In the absence of policy changes to reduce the share
of government expenditures in the nation's output,
crowding out will remain a serious concern. The ad-
ministration has proposed cutting the share of federal
expenditures in GNP by 1890. This proposal focuses
on reductions in government purchases * Such a pol-
icy would boost capital formation and economic
growth by raising private and national saving rates.
According to the classical view, however, this may
have little effect on interest rates. This view indicates
that deficit reduction efforts that focus on raising taxes
will have no short-iterm impact on economic perfor-
mance, but will instead simply reduce private saving
by a corresponding amount.®

Poprular analyses of recent and prospective U.5. gov-
ernment deficits suggest that deficits have raised out-
put, prices and interest rates and crowded out private
investient. The implication of this view is that future
budget cuts, in the short run, will retard the growth of
aggregate demand but will lower interest rates, lead-
ing to a strengthening of private investment and long-
ruri growth.

There are reasons to question the relevance and the

>The link between deficits and the price level depends on whether
increased deficiis raise aggregate demand and on the extent io
which deficits are accommodated by monetary growth. The classi-
cal view indicates that increased deficits do not raise aggregate
demand and, hence, cannot be inflationary. The second issue,
however, whether deficits contribute o money stock growth and,
hence, inflation, is not examined here, This link between the deficit
and inflation is deveioped more fully in Hein {1981). See Hamburger
and Zwick {1981) for an alternative view.

#A getailed analysis of the unified budget proposals indicates that
they focus on reductions in federal aid 1o state and local govern-
ments, agriculture and other purchases. These expenditures are
principally either part of total government purchases directly, or they
finance such purchases at the state and local government ievel. See
Carlson {1985).

=The earlier discussion does not distinguish between the iype of
taxes. Thus, the effects discussed are for average relationships.
One of the most important qualifications that this raises concerns
business tax changes that change investment incentives. The 1881
improvements in tax incentives for investment certainly lowered
taxes and raised the deficit and may, at unchanged interest rates,
have left pational saving unchanged, as the classical view suggests.
But the increased investment demand played a major role in boost-
ing interest rates and thereby affected economic performance.
Recent proposals to remove those incentives would reverse many
of these effects on economic performance, even i the overall taxes
and deficits are unchanged.

accuracy of the conventional view. It provides an in-
consistent view of recent economic developments
with inaccuracies ranging from the forecast of boom-
ing output, employment and inflation for 1981 and
beyond, to the forecast of rising interest rates. In
addition, the evidence here shows that the expected
crowding out of investment has been offset by other
factors, resulting in an investment boom since 1980.

The alternative hypotheses examined here indicate
that fiscal policy actions are largely and directly offset
by the private sector. Thus, tax changes are offset by
adjustments to private saving, with no direct effect on
national saving or investmen!. This classical view of
fiscal policy also emphasizes that increased govern-
meni purchases are directly offset by reduced private
expenditures (especially investment),

According to the classical view, policy actions to
reduce the deficit are not likely to affect interest rates
and may not affect the investment boom. For example.
if deficit reduction entails simply raising taxes, private
saving will fall by a like amount and no additional
investment will occur. To the extent that deficit reduc-
tion focuses on expenditures, however, investmenl
will be strengthened, but without the inducement of
lower interest rates.

The evidence from the recent experience suggests
that the classical view is correct and indicates the
importance of business tax cuts in raising domestic
saving, investment and interest rates and reducing
U1.8. investment abroad. The evidence is not decisive as
to which view more generally and accurately depicts
the effects of fiscal policy on the economy, however,
But both views indicate that domestic investment and
economnic growth are impeded by deficits arising from
government expenditure growth, and that they are
ultimately improved by restraint in such growth. Pro-
posals to deal with the deficit without raising taxes
focus largely on reducing government nondefense
purchases. The successful implementation of these
plans would ultimately raise private saving and invest-
ment, alter the composition of national output and
promotle economic growth.
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