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GRAMM-RUDMAN-HOLLINGS: POTENTIAL ECONOMIC EFFECTS 
OF MEETING DEFICIT TARGETS 

The 99th  Congress passed t h e  Gramn-Rudman-Hollings Act (G-R-H) i n  an 
e f f o r t  t o  conf ron t  t h e  con t inu ing ,  l a r g e  Federal  budget d e f i c i t s .  Large 
F e d e r a l  budget d e f i c i t s  a r e  widely be l i eved  t o  r a i s e  r e a l  i n t e r e s t  r a t e s  
and t o  s h i f t  t h e  a l l o c a t i o n  of ou tpu t  towards consumption and away from 
investment .  A s  a  r e s u l t ,  many a r e  concerned t h a t  long-run p r o d u c t i v i t y  
growth may s u f f e r .  G-R-H s p e c i f i e d  a  t a r g e t  p a t h  f o r  f u t u r e  d e f i c i t s  
l e a d i n g  t o  a  balanced Federal  budget by 1991. 

Reduc ing  t h e  budget d e f i c i t ,  however, could have d e l e t e r i o u s  
shor t - run  economic e f f e c t s .  Whether achieved by reducing o u t l a y s  o r  
r a i s i n g  t a x e s ,  f i s c a l  c o n t r a c t i o n  w i l l  t end t o  slow economic growth and t o  
r a i s e  unemployment, i n  t h e  s h o r t  run. Reducing o u t l a y s  has  an i w e d i a t e ,  
d i r e c t ,  e f f e c t  on t h e  l e v e l  of economic a c t i v i t y .  I n c r e a s i n g  t a x e s  slows 
economic growth i n d i r e c t l y ,  by reducing t h e  amount of income consumers and 
b u s i n e s s e s  have t o  spend. Furthermore, i t  should be noted t h a t  spending 
c u t s  a r e  g e n e r a l l y  bel ieved t o  slow economic growth by more than an 
e q u i v a l e n t  i n c r e a s e  i n  t a x e s .  

Although f i s c a l  c o n t r a c t i o n  i s  expected t o  slow economic growth,  some 
of t h i s ' d e c l i n e  might be o f f s e t  by a t  l e a s t  one p o l i c y  op t ion .  Monetary 
s t i m u l u s  could  be used t o  minimize t h e  l o s s  of economic growth expec ted  t o  
accompany f i s c a l  c o n t r a c t i o n .  A s t i m u l a t i v e  monetary p o l i c y  which reduces  
i n t e r e s t  r a t e s  would t end  t o  boost  economic growth i n  t h e  s h o r t  run. 

The problem of coord ina t ing  f i s c a l  c o n t r a c t i o n  and monetary expansion 
i s  p o t e n t i a l l y  g r e a t .  The economic e f f e c t s  of monetary expansion t a k e  
p l a c e  w i t h  a  t ime l a g  t h a t  i s  l i k e l y  t o  be s u b s t a n t i a l l y  longer  than  i n  
t h e  c a s e  of t h e  C-R-H f i s c a l  c o n t r a c t i o n .  While a  f i s c a l  c o n t r a c t i o n  h a s  
f a i r l y  imnedia te  economic consequences, t h e  f u l l  e f f e c t s  of monetary 
expansion may no t  be f e l t  f o r  up t o  two years .  By t h a t  time, t h e  slowdown 
r e s u l t i n g  from t h e  f i s c a l  c o n t r a c t i o n  may very w e l l  have r e v e r s e d  i t s e l f .  
Thus, t iming  i s  c r i t i c a l ;  o the rwise  t h e r e  i s  a  chance t h a t  monetary 
s t i m u l u s  w i l l  be d e s t a b i l i z i n g  by having more of a n  e f f e c t  on t h e  
i n f l a t i o n  r a t e  than on r e a l  growth. 



ISSUE DEFINITIOH 

Although some doubt t h a t  t h e  d e f i c i t  t a r g e t s  s e t  by Gramn-Rudman- 
Hol l ings  (G-R-H) w i l l  be met, most obse rvers  ag ree  t h a t  degree  of f i s c a l  
t i g h t e n i n g  i s  i n  t h e  o f f i n g .  Whether by i n c r e a s i n g  t a x e s  o r  r educ ing  
o u t l a y s ,  such a  f i s c a l  c o n t r a c t i o n  could slow economic growth i n  t h e  s h o r t  
run.  Depending upon t h e  magnitude of such a  f i s c a l  c o n t r a c t i o n ,  t h e  
economy could be thrown i n t o  recess ion .  A s t i m u l a t i v e  monetary p o l i c y  h a s  
t h e  p o t e n t i a l  of o f f s e t t i n g  t h e  economic e f f e c t s  of d e f i c i t  r educ t ion .  
What o p t i o n s  a r e  a v a i l a b l e  which might h e l p  minimize t h e  p o t e n t i a l  
economic d i s r u p t i o n  of t h e  process  of d e f i c i t  r educ t ion?  

Economic E f f e c t s  of  D e f i c i t  Reduction 

G-R-H c a l l s  f o r  a  $36 b i l l i o n  reduc t ion  i n  t h e  Federal  budget d e f i c i t  
each f i s c a l  y e a r  u n t i l  t h e  budget i s  balanced i n  1991. Whether o r  n o t  
t h i s  o b j e c t i v e  i s  met may be s u b j e c t  t o  debate .  But, d e f i c i t  r e d u c t i o n ,  
whether achieved by c u t t i n g  o u t l a y s  o r  r a i s i n g  t a x e s ,  i s  expected t o  slow 
economic growth and i n c r e a s e  unemployment, i n  t h e  s h o r t  run. 

I f  t h e  d e f i c i t  i s  c u t  by reducing expend i tu res ,  then  t h e r e  i s  a n  
immediate r e d u c t i o n  i n  t h e  demand f o r  ou tpu t .  Th i s  immediate drop i n  
demand l e a d s  t o  a  drop i n  incomes and hence a  d e c l i n e  i n  consumption 
spending.  I f  t h e  d e f i c i t  i s  c u t  by r a i s i n g  t a x e s ,  then t h e r e  i s  no 
immediate e f f e c t .  But, t h e  i n c r e a s e  i n  t axes  c u t s  d i s p o s a b l e  incomes and,  
a s  a  r e s u l t ,  consumption f a l l s .  As a  consequence of t h e  d i f f e r e n c e  i n  t h e  
way t h e  two approaches work, a  r educ t ion  i n  o u t l a y s  should have a  more 
immediate d e p r e s s i n g  e f f e c t  on economic growth than would a  t a x  i n c r e a s e  
of e q u i v a l e n t  p ropor t ions .  

D e f i c i t  r e d u c t i o n  has  an a d d i t i o n a l  consequence. I t  reduces  t h e  
Federa l  Government's demand f o r  c r e d i t .  Th i s  t ends  t o  push down market 
i n t e r e s t  r a t e s  and begins  a  sequence which w i l l  e v e n t u a l l y  c o u n t e r  t h e  
i n i t i a l  depress ing  e f f e c t s  of d e f i c i t  r educ t ion .  Lower i n t e r e s t  r a t e s  
d i r e c t l y  s t i m u l a t e  p r i v a t e  s e c t o r  spending on those  goods which a r e  
t y p i c a l l y  d e b t  f inanced.  Consumer spending f o r  houses,  a u t o s ,  and o t h e r  
d u r a b l e  goods could be expected t o  p ick  up. Business spending f o r  p l a n t  
and equipment, p roper ty ,  and i n v e n t o r i e s  would a l s o  l i k e l y  p i c k  up. 

A second,  i n d i r e c t ,  e f f e c t  of i n t e r e s t  r a t e s  could a l s o  t end  t o  boost  
a g g r e g a t e  demand. R e l a t i v e l y  lower i n t e r e s t  r a t e s  i n  t h e  United S t a t e s  
make dollar-denominated s e c u r i t i e s  l e s s  a t t r a c t i v e  t o  i n v e s t o r s  compared 
t o  s e c u r i t i e s  based i n  o t h e r  c u r r e n c i e s .  Th i s  l e a d s  t o  a  reduced demand 
f o r  d o l l a r s  i n  f o r e i g n  exchange markets and t ends  t o  push down t h e  
exchange v a l u e  of t h e  d o l l a r .  The reduced value  of t h e  d o l l a r  i n c r e a s e s  
t h e  p r i c e  of imported goods and s e r v i c e s  and reduces  t h e  p r i c e  of e x p o r t s .  
A s  a  r e s u l t ,  imports  w i l l  tend t o  f a l l  and e x p o r t s  w i l l  t end t o  r i s e .  
Both e v e n t s  would c o n t r i b u t e  t o  shor t - run economic growth. 

initially, t h e n ,  a  f i s c a l  c o n t r a c t i o n  would be expected t o  slow 
economic growth. Because of t h e  d e c l i n e  i n  i n t e r e s t  r a t e s ,  however, 



p r i v a t e  spending w i l l  e v e n t u a l l y  p ick  up. Thus, any economic slowdown 
would l i k e l y  be temporary,  but  t h e r e  i s  t h e  p o t e n t i a l  f o r  a  s i g n i f i c a n t  
r i s e  i n  unemployment. 

Monetary Stimulus:  A Way t o  Avoid Recession? 

I n  t h e o r y ,  a  monetary expansion can provide  a n  o f f s e t  t o  t h e  
c o n t r a c t i o n a r y  e f f e c t s  of d e f i c i t  r educ t ion .  The Federa l  Reserve can 
s t i m u l a t e  growth of t h e  money s t o c k  by a c c e l e r a t i n g  t h e  r a t e  a t  which it 
s u p p l i e s  r e s e r v e s  t o  t h e  banking system. F a s t e r  money growth can be 
expected t o  boost  growth i n  aggrega te  demand, a t  l e a s t  i n  t h e  s h o r t  run.  

F a s t e r  money growth, however, on ly  a f f e c t s  t h e  r e a l  economy a f t e r  a  
t ime l a g .  This  time l a g  i s  1 i k e l y . t o  be cons ide rab le .  S imula t ions  w i t h  
t h e  Data Resources ,  Inc .  econometric model of t h e  U.S. economy sugges t  
t h a t  t h e  f u l l  economic e f f e c t s  of a  monetary expansion may n o t  be f e l t  f o r  
up t o  two years .  

I f  f i s c a l  c o n t r a c t i o n  and monetary expansion were s imul taneous ly  
pursued,  t h e  economic e f f e c t s  of monetary expansion might occur  t o o  l a t e  
t o  o f f s e t  t h e  r e c e s s i o n a r y  consequences of d e f i c i t  r educ t ion .  It i s  
e n t i r e l y  p o s s i b l e  t h a t  by t h e  t i m e  t h e  f u l l  economic e f f e c t s  of  a  monetary 
s t i m u l u s  were f e l t ,  t h a t  t h e  economy would a l r e a d y  have rebounded from t h e  
f i s c a l  c o n t r a c t i o n .  I n  t h a t  case ,  monetary s t imulus  might simply tend t o  
r a i s e  t h e  i n f l a t i o n  r a t e  r a t h e r  than t h e  r e a l  economic growth r a t e .  

I n  p r a c t i c e ,  t h e  problem of coord ina t ing  monetary expansion i n  such a  
way a s  t o  o f f s e t  t h e  p o t e n t i a l  r e c e s s i o n a r y  consequences of d e f i c i t  
r e d u c t i o n  a r e  s u b s t a n t i a l .  To t a k e  f u l l  advantage of  a  monetary expansion 
may r e q u i r e  t h a t  t h e  Federal  Reserve a n t i c i p a t e  t h e  t iming  and magnitude 
of any forthcoming f i s c a l  c o n t r a c t i o n .  But, t h e r e  remains,  even i n  t h e  
wake of G-R-8, u n c e r t a i n t y  regard ing  how much d e f i c i t  r e d u c t i o n  i s  i n  t h e  
ca rds .  

These problems need not  be considered p r o h i b i t i v e ,  however. With o r  
wi thou t  p r e c i s i o n  t iming and a c c u r a t e  f o r e s i g h t ,  monetary expansion s t i l l  
h a s  t h e  p o t e n t i a l  of dampening t h e  shor t - run e f f e c t s  of d e f i c i t  r educ t ion .  
F u r t h e r ,  t h e  p o l i c y  coord ina t ion  problems h i g h l i g h t e d  h e r e  should  i n  no 
way be cons t rued  a s  an argument f o r  o r  a g a i n s t  budget d e f i c i t  r educ t ion .  
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