
From Big Spending to Big Cuts, as Economy Stalls - NYTimes.com

●     

Reprints 

This copy is for your personal, noncommercial use only. You can order presentation-ready copies for distribution to your 

colleagues, clients or customers here or use the "Reprints" tool that appears next to any article. Visit www.nytreprints.com for 

samples and additional information. Order a reprint of this article now.

 

 

July 31, 2011

From Spending to Cuts, While the Economy 
Stalls
By BINYAMIN APPELBAUM and CATHERINE RAMPELL

WASHINGTON — The nation’s political leaders agreed on Sunday to spend and invest less money in 

the American economy, a step that economists said risks the reversal of a faltering recovery, in the 

hope of improving the nation’s long-term prosperity. 

The emerging outlines of a deal to cut spending by at least $2.4 trillion over 10 years, with a 

multibillion-dollar down payment later this year, would complete an about-face in the federal 

government’s role from outsize spending in the immediate aftermath of the recession to outsize cuts in 

the future. 

Last week brought the disconcerting news that the economy grew no faster than the population during 

the first six months of the year, in part because of spending cuts by state and local governments. Now 

the federal government is cutting, too. 

“Unemployment will be higher than it would have been otherwise,” Mohamed El-Erian, chief executive 

of the bond investment firm Pimco, said Sunday on ABC. “Growth will be lower than it would be 

otherwise. And inequality will be worse than it would be otherwise.” 

He added, “We have a very weak economy, so withdrawing more spending at this stage will make it 
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even weaker.” 

The agreement would end months of single-minded debate about the federal debt that has diverted 

Washington’s attention from broader economic questions, and indeed threatened the health of 

financial markets as investors watched and wondered whether the United States might really decide, 

quite voluntarily, to leave some bills unpaid. 

If both chambers of Congress give their approval by Tuesday night, the government will have averted 

the danger of a self-inflicted financial crisis, but only at the expense of public confidence in its ability to 

address the nation’s broader economic malaise. 

The looming challenges include a renewal of the standoff over the federal budget at the end of 

September, and the scheduled expiration at the end of 2012 of the broad tax cuts passed during the 

administration of President George W. Bush. 

President Obama said Sunday night that the deal “begins to lift the cloud of debt and the cloud of 

uncertainty that hangs over the economy.” He added that political leaders now “should be devoting all 

of our time” to the nation’s broader economic challenges. 

But economists say the deal could complicate that task. There is broad agreement that the United 

States needs to pay down its debts, but most economists say the government should have waited a year 

or more for the economy to strengthen. 

“We sure missed a big window of opportunity to reduce our debt in those strong years when asset 

prices were booming,” said Carmen Reinhart, senior fellow at the Peterson Institute for International 

Economics and co-author of “This Time Is Different,” a history of debt crises. “Instead we’re stuck 

trying to do it now, when the economy is so weak.” 

The economy grew at an annual rate of only 0.8 percent during the first half of the year. Millions of 

homes remain empty. Twenty-five million Americans could not find full-time jobs last month. And 

even without the debt ceiling deal, federal spending is in rapid decline. Little remains of the federal 
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stimulus money. Payroll tax cuts are set to expire at the end of the year. 

The combination of the budget-cutting government’s plans and the grim economic news is likely to 

increase pressure on the Federal Reserve, which will hold a scheduled meeting on Aug. 9, to reconsider 

its declaration earlier this summer that it has done enough to aid the economic recovery. 

After four years of extraordinary efforts to promote growth, including a continuing campaign to hold 

down interest rates for at least a few more months, officials at the central bank say they are reluctant to 

do more. But the Fed’s chairman, Ben S. Bernanke, said if the economy deteriorates and there is a 

growing risk of deflation or a broad decline in prices, policy makers could act. 

The Fed’s options include pledging to maintain low interest rates for a specified period of time or 

increasing its holding of government debt in a bid to further reduce rates. 

“It’s difficult to find a textbook to tell you what should you do now,” said Torsten Slok, chief 

international economist at Deutsche Bank. 

The Republican authors of the debt ceiling deal say that cutting the size of government will increase 

economic growth down the road because federal borrowing soaks up money otherwise available to 

private businesses and federal spending distributes that money inefficiently. 

Some conservative economists argue that even the immediate impact of a deal could be positive. 

Classic economic theory holds that people respond to the growth of government by spending less of 

their own money, because they assume that taxes will increase. A reduction in the federal debt 

therefore should encourage people to spend more of their money. 

“From an accounting point of view, it seems obvious that you would reduce G.D.P. if you cut 

government spending,” said Randall Kroszner, an economics professor at the University of Chicago 

and a former Fed governor appointed by Mr. Bush. “But the key is really the impact on consumption 

and investment. If you reduce government spending and if people think that reduces uncertainty about 
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the tax burden down the line, they may be more comfortable with spending.” 

Economists who have examined the historical record, however, say the evidence is clear that the 

immediate impact of spending cuts outweighs any short-term benefits to confidence. 

“When you look at the history of these things, the finding is that we shouldn’t be kidding ourselves,” 

said Paolo Mauro, chief of the fiscal affairs department at the International Monetary Fund and the 

editor of a book of case studies, “Chipping Away at Public Debt.” “When you do fiscal adjustment in the 

near term, it does have an adverse impact on economic growth.” 

Northrop Grumman, a major military contractor, is a case in point. The company said Wednesday that 

second-quarter sales were depressed by the confusion in Washington. 

“Uncertainties surrounding the debt ceiling and future defense budgets caused our customers to move 

more slowly and spend more conservatively,” the chief executive, Wesley G. Bush, told analysts. “We 

did not see the recovery in spending that one might have expected.” 

The deal on the table on Sunday, however, is likely to include reductions in defense spending. 

The broader impact depends on the details. The cuts stretch over a decade, and the White House has 

pushed to limit the impact by delaying the largest cuts, giving the economy time to recover. And the 

value of federal spending also varies widely. Some spending is wasteful. 

“Cutting infrastructure spending is generally thought to be a bad idea, but if that money was being 

spent on a bridge to nowhere, it’s not so concerning,” Mr. Mauro said. 

Another feature that could limit the economic impact is an agreement to negotiate more than half of 

the cuts over the next several months. Ms. Reinhart said countries often did the greatest economic 

damage by agreeing on cuts at the 11th hour, in the desperate rush to complete a deal, without 

sufficient attention to the particulars. 

“That’s when politicians make the worst decisions often — they cut the things that would yield short-
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term revenues,” Ms. Reinhart said. “They cut discretionary spending in the ways that if you really 

thought about it, they wouldn’t do it that way.” 
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