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such policy changes suggests that the changes affect inflation in three ways.
One way is by necessary monetary accommodation.
Contrary to what monetarists believe, the Federal Reserve
may have to monetize some of the extra debt; that may be
the only way to prevent the government from becoming
insolvent.
Even to the extent that the Federal Reserve does not
monetize the debt, however, adjustments in the private
economy to the higher deficit policy lead to more inflation,
in two other ways: by crowding out and by private monetization of debt. When additional government debt is not
monetized by the Federal Reserve, the debt adds to net
credit demands and raises interest rates. Higher interest
rates crowd out investment in plant and equipment, which
reduces the rate of real growth in the economy. With the
same amount of money chasing fewer goods, prices are
driven up. In the financial sector, meanwhile, higher interest rates make profitable the development of new financial
instruments that make government bonds more like money.
These instruments allow people to hold interest-bearing

If Congress does not act, the U.S. federal budget deficit
could easily exceed $200 billion in each of the three fiscal
years 1983-85.1 This budget hemorrhage would come on
top of deficits averaging $76.5 billion per year over the last
three fiscal years and would make sixteen straight years the
budget has been in the red. Deficits have been persistent
and have been getting larger.
The divergence of the government's expenditures and
revenues perhaps has been no larger than the divergence of
economists' views on that policy's likely economic effects.
And nowhere has the divergence of views seemed wider
than on its inflationary effects.
Many economists argue that persistently higher deficits
do not necessarily lead to higher inflation. (See, for example, Blinder 1982, Friedman 1981a, Grossman 1982, Hamburger and Zwick 1981, Hein 1981, Sprinkel 1981, and
Weintraub 1981.) They argue that inflation results when
the supply of money grows faster than the supply of goods,
which in turn results when the Federal Reserve purchases
too many government bonds. These economists (whom I
label monetarists) thus conclude that the Federal Reserve
can prevent higher deficits from causing more inflation by
refusing to buy the extra government bonds that result from
those deficits (that is, by refusing to monetize the deficits).
As support for this view that higher deficits are not necessarily inflationary, monetarists cite numerous empirical
studies which indicate weak, if any, correlation between
deficits and inflation in the United States.
In this paper, I take the opposing view: Persistently
higher deficits—changes in budget policy that for any given
economic conditions imply higher deficits than would have
occurred under previous budget policy—do indeed lead to
more inflation. A theory which admits the possibility of

*This is a substantially revised version of a paper presented at The Economic Consequences of Government Deficits: An Economic Policy Conference, cosponsored by the Center for the Study of American Business and the
Institute of Banking and Financial Markets and held at Washington University,
St. Louis, Missouri, in October 1982. That paper is forthcoming in a volume of
the conference proceedings.
1
T h e Congressional Budget Office's (CBO's) baseline budget projections
forfiscal years 1983-85, which are based on assumptions of no change in current
l a w s and no c h a n g e in real discretionary s p e n d i n g , are $ 1 9 4 b i l l i o n ,
$197 billion, and $214 billion, respectively. These large baseline deficits are
based on the CBO's assumption of a weak economic recovery. However, even
assuming a strong economic recovery over the next three years, the CBO
estimates that deficits would still be $178 billion, $155 billion, and $162 billion,
respectively. (See U . S . , Congress, CBO 1983).
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assets that are as risk-free and as useful in transactions as
money is. In this way, the private sector effectively monetizes government debt that the Federal Reserve doesn't, so
the inflationary effects of higher deficit policies increase.
Despite monetarists' claims, this view that higher deficit
policies lead to higher inflation is supported by empirical
work. Studies properly designed to capture the effects of
budget policy changes show that both U.S. and international experiences are consistent with this view: a change in
budget policy which results in higher deficits year-in and
year-out leads to higher average inflation. Studies that do
not support this view mistakenly relate isolated deficits and
inflation rates instead of properly relating deficit policies
and average inflation experience.

consolidate them. Then I will generate the consolidated
budget constraint that must hold over time when the economy grows at a constant rate (so-called steady-state
growth). This last step provides a shorthand way of examining long-run relationships.2
In current-dollar terms, thefederal government's periodby-period budget constraint states that each period it must
raise enough revenue from new bond sales to finance both
debt service—the principal and interest payments on its
privately held debt—and the deficit net of debt service. In
algebraic form, the constraint says

How Governments Can Run Persistent Deficits
A budget deficit occurs when spending exceeds taxes, user
fees, and other explicit revenues. The simplest form of a
higher deficit policy—a permanent increase in deficits—requires that spending permanently exceed revenues, but this
would seem to violate the simple accounting constraint that
what goes out must not exceed what comes in. That it
doesn't is due to the existence of fiat debt, those government liabilities for which there are no offsetting assets.
When fiat debt has value in an economy, the government
can finance permanently higher deficits by implicitly taxing
(depreciating the value of) its outstanding stock of that
debt.

Net bond sales = Total sales of new bonds

Deficit = Net bond sales
where
— Principal and interest payments
to retire bonds previously sold to
the private sector.
Introducing symbols that distinguish prices and quantities
lets me write this constraint as
(1)

P(G - T ) =PBB*

where
P = general price level
G = real government expenditures
(net of debt service)

The Budget Constraint
The concepts of deficit policies, fiat debt, and implicit
taxation and the proposition that higher deficit policies lead
to higher inflation can be explained more precisely by
referring to a formal representation (in equation form) of
the limits faced by a federal government and a central bank
(like the Federal Reserve) trying to finance a budget deficit.
I will derive the consolidated federal government-central
bank budget constraint assuming that the government borrows by selling fiat bonds which are discounts issued for
one period. The government sells the bonds in an open
market at a price below their face value (par) and retires all
outstanding privately held bonds at par. The difference
between par and market price (the discount) represents
interest. The bonds which are not purchased by the private
sector are purchased by the central bank by creating money:
currency and bank reserves. Because the money is backed
only by fiat bonds, it too is a form of fiat debt.
First I will derive separate period-by-period budget constraints for the federal government and the central bank and

T = real government tax receipts
G — T = real government deficit
P(G — T) = current-dollar government deficit
B * = total stock of government bonds sold in
the current period
B i = stock of privately held government
bonds sold in the previous period
PB = price of government bonds when issued,
defined to be 1/(1 + R), where R is the
nominal one-period interest rate.

2
In general, a persistent deficit policy is feasible when the present value of
real government expenditures does not exceed the present value of real government revenues defined to include both explicit and implicit taxes. The steadystate assumptions provide a way of looking at these present-value relationships
for a smoothly growing economy.
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