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Budget Deficit Mythology
Preston J. Miller*

Interviewer: So what do you say to all those
political and private leaders who worry that a
continuous string of high deficits will require a
huge amount of government borrowing that will
crowd out private credit demands, force interest
rates back up again and threaten to abort the
recovery?

future. Second, economics is not an exact science: no
one really knows whether deficits of the size recently
experienced are large enough to seriously damage the
economy, even if they are permanent. We can only state
there is a significant risk that they will.
Although these are some valid reasons to question
whether the current budget situation is a cause for concern, many other arguments which have surfaced in support of current budget policy3 have the status of myths:
they simply do not hold up under close scrutiny. By
identifying five of these major myths and by presenting
counterarguments to dispel them, this paper seeks to
clear up some of the confusion about current budget
policy so that we can better assess what needs to be
done.

Norman Ture: Poppycock is a good word. I
haven t used that word in ages. Balderdash is
equally appropriate. That reasoning is without
any basis in fact or analysis.1
Such blanket assurances about the effects of prospective
deficits are, of course, monkeydoodle. For there is indeed a basis in both fact and analysis for worrying about
a policy of permanent deficits. It can be found in writings of economists from all persuasions: Keynesians
such as Walter Heller, George Perry, and Lawrence
Klein; monetarists such as Milton Friedman and members of the Shadow Open Market Committee; rational
expectationists such as Thomas Sargent, Neil Wallace,
and Preston Miller.2
Although most people concede that there is a basis
for worrying about permanent deficits, Ture still would
have plenty of company if he were arguing that, as a
particular case, the current budget situation is no cause
for alarm. And those who would agree with him could
be right for a few reasons. First, not enough observations
are yet available to determine whether the government
has embarked on a new policy of permanently higher
deficits or whether these higher deficits are temporary
and will be lowered by future spending cuts and tax
increases. This distinction between permanent and temporary deficits is important because people's actions
depend on the whole path of deficits they expect in the

Myth 1 Our large budget deficits have been
caused by a weak economy, and they
will go away as the economy recovers.
As evidence, supporters of this myth use projections
based on the administration's fiscal 1984 budget or the
*Miller is monetary adviser in the Research Department of the Federal
Reserve Bank of Minneapolis. He wishes to acknowledge the assistance of John
Sturrock of the Congressional Budget Office, who carefully critiqued an earlier
draft. Neither Sturrock nor the CBO is responsible for the views expressed in this
article.
IFrom "Do Federal Deficits Really Matter?" U.S. News and World Report,
March 7,1983, p. 86. Mr. Ture was the Treasury Department's Under Secretary
for Tax and Economic Affairs from March 1981 through June 1982.
2See, for example, Heller and Perry 1983 and Klein 1983; Friedman 1981
and Shadow Open Market Committee 1983; Sargent and Wallace 1981 and
Miller 1983a. Klein (1983), for instance, called the size of projected deficits
"obscene."
3 By current budget policy I mean those government policies of taxes and
expenditures in effect at the beginning of 1984. As defined here, current budget
policy does not incorporate any proposals for deficit reductions which have yet to
be enacted, such as those in the administration's fiscal 1985 budget. Fuller discussion is provided in this paper's section on "Determining Current Budget Policy."
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certain quantity several years into the future. But the
uncertainty of budget forecasts stems mainly from the
uncertainty of future policies and future economic conditions. In this exercise, however, there is no uncertainty
about either because they are both taken as given. The
forecast is little more than a technical exercise which
asks, what would the budget be if current policies were
continued into the future and if economic conditions
were to resemble those of fiscal 1981?

congressional budget resolution (First Concurrent Resolution on the Budget for Fiscal Year 1984). Both indicate deficits will decline sharply over the next few years
(U.S. Congress, CBO 1983, p. 100).
Granted, a weak economy did contribute to the
growth in deficits over the past few years, and a continuation of the current economic recovery would restrain
their growth in the future. However, this myth vastly
overstates the extent to which the recession accounted
for the growth in deficits and the extent to which a
continued recovery would reduce them. Moreover, the
myth fails to recognize the primary contribution of
policy actions to prospective deficits. Close scrutiny of
the budget reveals that policy actions which raised spending and lowered taxes contributed importantly to the
growth in deficits. Because of these actions, deficits will
remain about 5 percent of G N P (roughly $200 billion)
even if the economic recovery continues (Beeman and
Van de Water 1983).4

• Determining Current Budget Policy
The difficult part of this exercise is to resolve what
current budget policy is. This part is also crucial because
it determines the proportion of deficits caused by policy
actions, as opposed to a weak economy, and it indicates
the amount of deficit-reducing measures required to
achieve a balanced budget for any given economic conditions.
For those who promulgate this first myth, current
policy is commonly taken as the programs and taxes
proposed in the summer of 1983 in either the updated
fiscal 1984 administration budget or the fiscal 1984 congressional budget resolution. But neither of these is current policy. The administration budget included proposals to curtail domestic spending, such as a reduction in
job training programs and a freeze in federal salaries—
proposals that Congress flatly rejected. The congressional budget resolution, meanwhile, called for spending
cuts of $12 billion over the next three years—cuts that
Congress was unable to legislate during the 1983 session.
Most significantly, both the administration and congressional budgets for fiscal 1984 contained sizable tax
increases, which formed the major part of their respective deficit-reduction measures. Yet none of these proposed tax increases is likely to be enacted soon. In 1983
the administration declared that it no longer supported
its own tax contingency plan, which it had predicted

Measuring the Effects of Policy on Deficits
In order to measure the contribution that policy actions
have made to projected deficits, it is necessary to isolate
their effect from those budgetary effects caused by
changes in economic conditions. One way of doing this
is to estimate what the budget would be in any given
year under some standard set of economic conditions. If
we then compare these standardized budgets for any two
given years, the differences between these budgets
should be due primarily to new policies enacted between
those years.5
To confront the first myth, this method is applied to
compare budgets in two years: fiscal 1981, representing
the budget just before the current administration's policies took effect, and fiscal 1986, representing the budget
under current policies.6 The actual budget in fiscal 1981
is compared to the budget projected in fiscal 1986, assuming that current policies are continued and that economic conditions return to those of 1981. (Fiscal 1986
is chosen to represent the budget under current policies
because it is easier to standardize for economic conditions using that year, the choice has little, if any, bearing
on the results.) Because economic conditions are being
held constant, the differences in these two budgets
should be due primarily to differences in policies enacted
since fiscal 1981.
Some would object that we can have little faith in an
analysis which relies on a point forecast of a very un-

4In this paper all budget figures reported are calculated on a unified, or cash,
basis rather than a National Income Accounts, or accrual, basis. The choice of one
basis over the other does not affect my conclusions.
5 Expenditures and revenues can vary due to noneconomic factors as well. For
instance, demographic changes resulting in a larger fraction of the population
moving into the over-62 age bracket will cause increased expenditures for Social
Security. Over a period of a few years, however, noneconomic factors will
probably account for little change in expenditures or revenues. Even if they
account for much of the forecasted deficits in the next few years, that would also
contradict those who claim the deficit problem will disappear as the economy
recovers.
6Fiscal years run from October of the previous calendar year through
September of the current calendar year.
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