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Why Worry About the Budget Deficit?
The current large "structural deficit" of the Federal bud-

get is likely to decrease as long as the current business-cycle
expansion continues. Many analysts believe that the actual
extent of the budget deficit is incorrectly reported under
current accounting practices. But there can be little doubt
that it is much larger than it used to be, mainly because
Federal spending has increased. Many of the "problems"
generally attributed to the deficit, such as its effect on the
exchange rate of the dollar or on investment, are spurious.
A genuine concern is that the national debt, which is the
accumulation of annual deficits, cannot indefinitely con-
tinue to grow faster than output, and at some point the liv-
ing standards of Americans will decrease, most likely as a
result of inflating the nominal value of output and incomes.

The Treasury now projects a deficit of $173.2 billion for
fiscal 1987, which ends next September 30. This amount is
$47.5 billion less than the record $220.7 billion deficit re-
ported for fiscal 1986. The budgeteers assume that the re-
cent marked reduction in this year's deficit is entirely at-
tributable to a "windfall" of tax receipts received last
spring. The deficit projected for the final quarter of fiscal
1987, $53.8 billion, is almost exactly equal to that during
July, August, and September of last year.

The 1987 windfall is believed to reflect taxes on capital
gains realized during calendar 1986. These are presumed to
be exceptionally large because holders with highly appre-
ciated assets wished to avoid higher tax rates on gains real-
ized in 1987 and later years. During the first 9 months of
fiscal 1987, Federal receipts increased 11.9 percent from
the comparable year-earlier period (outlays increased only
2.5 percent during the same period), with the largest in-
crease occurring in April, when the bulk of Federal income
tax returns with net taxes due were filed. It will be some
time before the extent to which the recent surge in Federal
receipts reflects a one-time or a lasting effect of the 1986
tax reform can be determined.

We believe that the growth of Treasury receipts will con-
tinue to outpace projections as long as the business-cycle
expansion continues. The surge in the prices of common
stocks thus far during 1987 combined with lower rates on
short-term capital gains may mean capital gains tax receipts
will continue to be larger than expected; the reduction of
the rates on "ordinary income" in 1987 and again in 1988
may mean that taxpayers will eventually pay taxes that
they postponed earlier; and, yes, it is likely that there will
be a "supply-side" response to lower tax rates as taxpayers
formerly subject to confiscatory rates shift their energies
from minimizing their tax bills to earning money. In the
near term, corporate taxes are likely to increase markedly
despite lower rates, not only because of the closing of
various "loopholes," but also as a weakened dollar boosts
export sales and the dollar value of foreign earnings.

Finally, both individual and corporate tax payments will

be boosted if the rate of price inflation accelerates, as it in-
variably does toward the end of business-cycle expansions.
Every price is someone's income, and higher prices result in
taxable inventory profits and shift more of taxpayers' in-
comes into a higher bracket (the indexing of personal ex-
emptions, tax brackets, etc. only takes effect after a con-
siderable lag and, in the short run, "bracket creep" may
function as it did prior to indexing).

Thus, there are several grounds, not the least of which is
that the effects of tax reform on a dynamic economy are
unlikely to be captured by the static analyses of the budge-
teers, to expect more "good news" regarding the budget
deficit during the remainder of this business-cycle expan-
sion. But even if the near-term budget projections prove to
be unduly pessimistic, few analysts expect that the goal of a
reduction of the deficit to $107 billion in fiscal 1988 can
be achieved without major spending cuts, tax increases, or a
combination thereof. The Federal deficit remains very large
for the current stage of the business cycle, and even if it
were to decrease toward zero before the next recession be-
gins, it could quickly balloon to new records if the econ-
omy faltered.

Under current tax laws and with the "current services"
of the Federal Government, large Federal budget deficits
are to be expected for the indefinite future. Many analysts
estimate that this "structural deficit" is on the order of
$200 billion per year. The actual number is likely to fluc-
tuate with the trends of the business cycle and price infla-
tion, and the $200 billion figure may not be warranted, but
there can be little doubt that Federal deficits will continue
to be much larger, in terms of dollars and as a percent of
Gross National Product (GNP), than they were during the
1950's, 1960's or 1970's.

Why We Have a Deficit

During the past 25 years, Federal receipts have fluctu-
ated in a relatively narrow range of about 18 to 20 percent
of GNP, despite many changes in the tax laws. As we have
observed on several occasions (see Research Reports for
January 5, 1987, for example), it has been the growth of
Federal spending to 24-25 percent of GNP over the past 15
years or so that is responsible for the large continuing defi-
cits, i.e., while government receipts have grown approxi-
mately in proportion to GNP, government spending has
grown more rapidly. Attempts to close the gap by increas-
ing the burden of taxation to 25 percent of GNP might
prove to be self-defeating — it is not clear that the Govern-
ment could collect such an amount if tax rates were in-
creased. Even if it could, the disincentives of higher taxes
could retard private economic activity and force mandatory
spending programs to spiral upward so that the budget re-
mained in deficit.

It is clear that Congress is unable or unwilling to curtail
spending to match Federal revenues, despite the ample evi-
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dence of waste in nearly every type of Federal spending.
Bureaucratic mismanagement is everyone's favorite cause of
waste, but it should be recognized that much if not most
waste is designed by Congress. For example, defense out-
lays are made for a wide variety of purposes (such as favor-
ing contractors owned by minorities, spending funds in eco-
nomically depressed localities or in the districts of influen-
tial members of Congress, etc.) other than defending the
Nation at the least possible cost. Similarly, the bulk of
transfer payments for "income maintenance" are made to
persons without demonstrable need, and often do not reach
the genuinely destitute. Federal bureaucrats are manifestly
overpaid and overpensioned in relation to employees in the
private sector. Even interest payments are bloated by the
effects of government-sponsored inflating, which has caused
a so-called imflation premium to be embedded in interest
rates that the Treasury must pay on its obligations.

How Bad Is It?

Some analysts believe that the extent of budget deficits
are overstated. In calendar 1986, when the Federal budget
deficit was about $200 billion (on a National Income Ac-
counts basis), state and local governments, in aggregate, ran
a surplus of about $60 billion. The net deficit of all levels
of government was about $140 billion. Moreover, in 1986
government purchases of durable goods and structures
totaled roughly $160 billion, $20 billion more than the
combined deficit. The United States is unique in treating
such purchases as consumption rather than as capital
spending in its accounts. If the accounts reflected capital
outlays, the total deficit of governments in the United
States would be the $20 billion surplus of capital outlays
over the current deficit, less some estimate of the extent to
which government equipment, buildings, etc. were de-
stroyed, became obsolete, or were otherwise "used up."

Similarly, it may be argued that, just as the holders of
government securities incur losses when price inflation de-
creases the purchasing power of their claims, governments
gain. With a net total of government indebtedness of very
roughly $2 trillion, each percentage point of general price
inflation transfers about $20 billion of purchasing power
from investors to governments. One way of looking at this
type of adjustment would be to deem the "inflation pre-
mium" in interest rates as a retirement of principal and not
a current expense. The notion is that, if each percentage
point of price inflation adds a percentage point to the inter-
est rate paid on government debt, any borrowings used to
pay the extra interest simply serve to maintain the purchas-
ing power of the total government debt and as such should
not be considered as part of the current deficit.

On the other hand, if full recognition of all of the Fed-
eral Government's obligations, including pensions, guar-
antees, and other "off-budget" liabilities were made, then
the Federal deficit would be vastly larger than reported.
Many of these obligations are not contractual, and could be
reneged upon by Congress (as is likely in the instance of So-
cial Security at some future date), but inclusion of the an-
nual increases in the total obligations of the Federal Gov-
ernment under current law could add hundreds of billions
of dollars to its annual deficit.

Other analysts, who believe that it is the total of Federal
outlays, not receipts, that reflects the burden of govern-
ment on the productive sectors of the economy, have
viewed the extent of the Federal deficit as an almost benign
influence. No expensive new government spending pro-
grams have begun during recent years. As Milton Friedman
has observed, it is highly improbable that Federal spending
would have been unchanged if, say, an extra $100 billion of

receipts had magically appeared and much more probable
that Congress would have found some uses for some of the
additional funds, just as it has continued to spend on exist-
ing programs even though there is not enough money to
pay for them.

Whatever the "true" level of the deficit may be and
whatever its efficacy in retarding the growth of government
spending, the reported budget deficits are almost univer-
sally deplored by politicians, editorial writers, and the pub-
lic in general, but the reasons are seldom set forth in detail.
When they are, they are often wrongheaded. For example,
the notion advanced by, among many others, Walter Mon-
dale during the 1984 Presidential campaign, that the budget
deficits resulted in the distress of many U.S. industries from
foreign competition, apparently was based on the formerly
(and subsequently) unknown economic principle that large
government deficits lead to a strong currency.

The related notion that budget deficits "absorb" savings
that would otherwise be used for productive investment is
valid only from the perspective of a National Income ac-
countant. In the accounts, government deficits are de-
ducted from personal savings and corporate retained earn-
ings to determine the sources of financing for gross private
domestic investment. But there is no basis for the assump-
tion that a reduced government deficit would be matched
by higher investment. Lower Government deficits would
perforce lead to lower disposable incomes (whether it re-
flected higher taxes, lower government spending, or any
combination thereof), which could lead to lower private
savings and little change in investment. If the steps taken to
reduce the deficit reduced the net returns to investment or
otherwise limited opportunities and incentives, then total
incomes, savings, and investment could be reduced.

Although investment is the sine qua non of economic
growth, its amount is not the only, or even the major, con-
cern. Gross investment in the United States is much larger
than generally recognized, especially if government pur-
chases of durable goods and services are considered. The in-
vestment figures usually discussed are net of an allowance
for "capital consumption." Not only is this latter figure no-
toriously arbitrary, but also the nature of new investment is
of equal or greater importance than its amount. Specifically,
many of those who worry about the reported amount of in-
vestment apparently believe that better housing, more of-
fice buildings, or tax-favored outlays by declining indus-
tries, which is where much of our investment has gone in re-
cent years, is of equal importance to capital outlays in sup-
port of vigorous, profitable, and dynamic enterprises.

But it should be clear that investment will do little to en-
hance or even maintain our "competitiveness" in world
markets unless it is directed to sound endeavors. We believe
that the reduction of the basic corporate profits tax rate
from 46 percent to 34 percent will do more to direct capi-
tal to the enterprises where it is most useful than would a
reduction of the Federal deficit in hope that less govern-
ment borrowing would make more available for investment.

Genuine Concerns
The foregoing is not to suggest that the deficit is not a

problem, only that the most discussed and debated "prob-
lems" related to the deficit are contrived to promote spe-
cific remedies, typically higher taxes and/or more govern-
ment intervention in investment flows. The real significance
of the Federal budget deficit is that it will necessitate a re-
duction in the real incomes of Americans at some point in
the future. Another way of putting this is that we are "liv-
ing beyond our means" at present and our living standards
in the future will be curtailed. Government indebtedness
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cannot indefinitely continue to increase more rapidly than
GNP, and it has thus far during the 1980's.

If the deficit could be contained at roughly $200 billion
per year, then the rate of growth of the national debt
would decline as its total increases from its current total of
roughly $2 trillion ($200 billion is 10 percent of $2 trillion,
7.5 percent of $3 trillion, 5 percent of $4 trillion, etc.).
However, such additions to the national debt would cause
Federal interest expenditures to increase, so that the deficit
could only be held below $200 billion by spending less or
taxing more. A way of "painlessly" reducing outlays would
be to reduce interest payments, which might be expected to
decrease by $100 billion or so annually if prices were stable
and there were no "inflation premium" in interest rates.
However, the budgetmakers would still be faced with a
large deficit that would cause the national debt to increase
faster than output, and would still need to cut other spend-
ing or raise taxes.

The alternative, and far more probable, way in which the
growth of the national debt in relation to GNP would be
curtailed would be to increase the rate of growth of the
latter, which implies an acceleration of price inflation suffi-
cient to bring nominal GNP growth up to the rate of
growth in the national debt. In short, continued large defi-
cits guarantee that future generations of Americans will be
taxed more, receive fewer government benefits, or have the
purchasing power of their incomes and assets inflated away.

TRADING INSULTS
Where matters of international trade are concerned, gov-

ernments have tended to view the "outside world" in one
of two opposite ways: either as a vast market that holds the
potential to enrich their countries' economies - or else as
a threat to domestic interests struggling to "compete effec-
tively" in a hostile world. A newly released World Bank
World Development Report plainly shows nations that ad-
here to the former view and eschew trade restraints enjoy
much faster rates of economic growth than do countries
that try to "protect" themselves against the "threat" of
international competition. In this respect, the trade bill just
passed by Congress (and stronger measures proffered by
several presidential aspirants) are throwbacks. The current
protectionist movement not only is based on mistaken no-
tions about the sources of recent U.S. trade deficits and
possible effects of "fair trade" legislation, but also invites
retaliation from our industrialized trading partners and
retrogression on the part of developing countries that may
be starting to realize the benefits of their own liberalized
trade policies.

It is hard to find anyone in Congress today who does not
"in principle" favor free trade. It is even harder to find a
legislator willing to test that principle in practice, as sug-
gested by the strong bipartisan support given by both legis-
lative houses to the punitive trade bill now before a joint
conference committee.

According to the terms of the Senate version of the bill,
which passed by a comfortable 71-to-27 margin, the United
States will, among other things: 1) retaliate against coun-
tries with foreign trade barriers that are determined to be
"unreasonable" or "discriminatory"; 2) provide protective
duties for domestic manufacturers on goods "dumped" in
U.S. markets at "below cost" or "less than fair value";
3) require retaliation against trading partners who fail to re-
duce large trade surpluses; 4) require that trading partners
maintain a "competitive foreign exchange rate" as deter-
mined by the U.S. Treasury Department; and 5) prevent
foreign companies from buying banks or other financial in-

stitutions or from direct access to U.S. bond markets if
they deny equal access to American concerns.

In addition, the Senate bill severely curtails the Presi-
dent's authority to negotiate trade agreements and effec-
tively eliminates his ability to reject import restrictions. In-
stead, it requires that he retaliate according to a wide range
of congressionally mandated procedures.

The House version of the bill is even less flexible, and
dictates that if "unfair trade practices" persist in countries
deemed to have excess trade surpluses with the United
States, the President must act to reduce the surplus by 10
percent per year. It further provides that all affected
workers and businesses automatically become eligible for
benefits if the International Trade Commission rules that
their industry has been injured.

A number of presidential aspirants recently have pro-
posed other trade-related measures that would go far be-
yond those contained in either the Senate or House bill.
Former Arizona Governor Bruce Babbitt would require that
each of our trading partners "keep its overall trade accounts
in balance" (the purpose or means of accomplishing this is
not clear). And Representative Patricia Schroeder (D., Colo-
rado) is reportedly planning to feature in her campaign for
the White House a "Defense Protection Act." According to
this proposition, a substantial portion of the defense costs
of our allies and trading partners is in fact being paid by
U.S. taxpayers, and thus a fee should be assessed on the
total imports of each of our principal trading partners to re-
cover those costs. (It is not mentioned that the likely result
of such a measure would not be to "recover" our costs, but
rather to raise consumer prices proportionally and, by
means of the proposed tariff, transfer more funds to the
Government — in short, to impose an additional de facto
tax on the consuming public.)

Protectionist Shibboleths

The arguments invoked in support of such measures al-
most always rely on one or more of a variety of misleading
shibboleths — e.g., that they are needed to combat "unfair
trade practices," to "wipe out the trade deficit," to "foster
American competitiveness," or, most often cited, "to save
U.S. jobs." These arguments evidently continue to have
broad public appeal. But even brief scrutiny of the reason-
ing and "facts" on which they depend suggests that they
are at long odds with both logic and experience.

For example, using "unfair" trade practices as grounds
for punitive trade measures seems spurious in a number of
ways. For one, our trading partners are not alone in trying
to foster advantages for their special interest groups: we do
exactly the same thing. The list of trade items discriminated
against under U.S. law is extensive — even though the
American public seems largely ignorant of the fact.

As an ethical matter, it is hard to see how there is much
difference between the Japanese, Europeans, or Koreans en-
gaging in "unfair" practices at the expense of some Ameri-
can producers as compared to the United States engaging in
"unfair" practices at the expense of, say, the nations of the
Caribbean, whose prospects for economic growth (and abil-
ity to service their debts) would be immeasurably bright-
ened if we allowed them free access to American markets.

Beyond this are the related questions of how "fair" a
policy is that protects a special interest group at the ex-
pense of the consuming public, and, in the instance of the
present trade bill, how "fair" the judgments of affected in-
dustry or union officials are apt to be when empowered to
charge international competitors with "unreasonable" prac-
tices. Whenever a nation protects a special interest group, it
does so at the expense of the rest of its citizens.
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The notion that protectionist policy is needed to "wipe
out the U.S. trade deficit" is even more confused. As Her-
bert Stein has observed, unlike the Federal deficit, "The
trade deficit does not belong to any identifiable entity. It is
simply a statistic, the accumulated transactions of millions
of Americans, some of whom have deficits with the rest of
the world and some of whom have surpluses." The recent
U.S. trade deficits are attributable to many factors that
may or may not be related to trade policy per se, among
them: the international debt situation; the relatively slower
rate of economic growth of most of our major trading
partners; the "strong" dollar during the first 2# years of
the current business expansion; and the U.S. Govern-
ment's huge appetite for resources. To the extent that U.S.
agricultural policy restricted exports and other trading prac-
tices encouraged imports, existing trade policy probably has
contributed to the recent deficits.

In any event, trade restraints that reduce the volume of
trade may not affect the balance of trade in any predictable
way. The balance of trade is a net measure of millions of
international transactions that may be influenced by any
number of factors, only one of which is trade policy. And it
is by no means clear that there is any "problem" with the
trade deficit, or if there is, whose problem it is.

On the contrary, Paul Craig Roberts suggests that recent
U.S. trade imbalances may be an indication of economic
strength. Throughout the current business expansion, he
observes, the U.S. has been investing in real terms more
than it has been saving — and, unlike Europe and Japan, the
U.S. economy continues to attract capital for real invest-
ment. Moreover, about 20 percent of recent U.S. merchan-
dise imports has been capital goods. In Roberts's view, the
underlying source of the recent U.S. trade deficits is the
inability of Japan and Europe to attract their own capital
for real investment in their home economies, which would
stimulate domestic markets and tend to moderate the pres-
sures that have produced the current trade imbalances.

Assertions that trade restrictions will enable the United
States to "compete effectively" in world markets are sheer
fiction. The economic inefficiencies generated by protec-
tionist policies are legion. In effect, the "price protection"
provided by trade restrictions makes producers less compet-
itive in world markets, and fosters conditions that are un-
favorable to producers and consumers. For example, trun-
cated markets make it harder for producers to achieve econ-
omies of scale. Protected firms become near-monopolies in
domestic markets, which injures consumers. Tangled trade
policies invariably create obstructionist bureaucracies, and
the efforts of the private sector to subvert them deprives
producers of resources that otherwise would be used to pro-
duce goods. Perhaps more important in the long run, pro-
tectionism fosters a climate in which wrongheaded macro-
economic policy can thrive undisturbed, since the otherwise
expected indications of maladjustment are muted.

But the most powerful appeal of protectionism appar-
ently derives from the widespread belief that trade restric-
tions will "save U.S. jobs." As the foregoing analysis may
suggest, the opposite is the case. Without question, some
jobs in those industries targeted for protection may be
"saved," but at the expense of many other jobs that would
be preserved or created in a dynamic economy. In a flexible
economy, the job market responds to the shifting needs of
producers and consumers, whatever the aggregate "trade
balance" may be at a given time. This process, which some-
times involves painful adjustments, allows the economy to
grow in response to changing conditions — and in so doing,
creates many more jobs than are "lost" to inefficient in-
dustries. The rapid net employment growth of the past 5

years in the face of large trade deficits is a case in point.
On the other hand, trade restraints, as their name im-

plies, decrease access to markets and so stifle economic
growth, which in turn reduces employment growth. Put
simply, selective protection for some industries may tempo-
rarily save some jobs that otherwise would be eliminated,
but at a cost to everyone else in or entering the job market.

How to Become an Underdeveloped Country

The deleterious effects of protectionism are dramatically
revealed in a recent World Bank study. It's World Develop-
ment Report 1987 classified 41 developing nations accord-
ing to their trade policies during the years 1963-73 and
1973-85. Countries were ranked as "strongly outward-
oriented," "moderately outward-oriented," "moderately
inward-oriented," or "strongly inward-oriented," depending
on the extent to which they adopted liberal trade policies
(outward-oriented) or protectionist policies (inward-
oriented). To qualify as strongly outward-oriented, a na-
tion's overall policy bias in favor of production for the do-
mestic market had to be zero, or very low. Disincentives to
export trade resulting from import barriers had to be rough-
ly matched by export incentives. In contrast, strongly
inward-oriented countries were those whose governments
imposed extremely high rates of effective protection, direct
controls, and import licenses — with no offsetting incen-
tives for exporters.

During both time periods, those nations that were
strongly outward-oriented had much higher rates of real
growth in per capita Gross National Product (GNP) than
did the strongly inward-oriented countries. Between 1973
and 1985, real per capita GNP of the three strongly out-
ward-oriented nations — Singapore, Hong Kong, and South
Korea — grew at annual average rates of 6.6, 6.3, and 5.4
percent, respectively. By contrast, real per capita GNP of
the 14 strongly inward-oriented countries — Bangladesh,
India, Burundi, the Dominican Republic, Ethiopia, Sudan,
Peru, Tanzania, Argentina, Zambia, Nigeria, Bolivia, Ghana,
and Madagascar — grew (or shrank) at annual average rates
of 2.0, 2.0, 1.2, 0.5, -0.4, -0.4, -1.1, -1.6, -2.0, -2.3, -2.5,
-3.1,-3.3, and -3.4 percent, respectively.

Given such strong indications of the effectiveness of free
trade policies in promoting economic growth and the disas-
trous consequences of protectionist policies, it is not sur-
prising that most U.S. politicians pay lip service to the for-
mer. That they now are embarked on the headlong pursuit
of the latter seems a discouraging indication of the continu-
ing influence that special interests have in shaping American
economic policy. In this instance, that policy would dis-
courage developing nations that are beginning to see returns
from their liberalized trade policies and invite retaliation
from our industrialized trading partners. It also would stifle
economic growth and job opportunities at home. In short,
it seems a potent prescription for turning America itself
into an "underdeveloped country."
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