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ISSUE DEPINITICN 

Several proposals have been mafie, on the basls 3f strong and persistent 
public sentlment, to p r o h l b ~ t  the Federai Government fron r u n n ~ n g  a budget 
deficit in any f ~ s c a l  year. Sxch a r e s t r ~ c t ~ o n  o n  tke f ~ s c a l  a c t i v ~ t y  of the 
Federal Government would p r o 5 o ~ n C l y  alter the role of the Federal Government - , . i  the Hat-on's economy, ~ n a s v ~ c n  a s  only two of the past twenty-seven frscal 
years' budgets have recorde5 a surplds. F o r  the most part, h9weverr the 
prsposals mereiy declare a criterion of performance --  usually to requlre 
tta:, on the u ~ i f ~ e d  ~ c d g e t  Sasis, Federal ~ u d q e z  o ~ t l a y s  sP.all not exceed 
r e c e ~ p t s ,  althougn sor~e rece7.t proposals a r e  c o n s t r a ~ n e d  ~y maneacing alsa aK 
upper l ~ m ~ c  on the level of Federal reven12es. T?.Is a l n ~  b r ~ e f  ol2tl:zes some 
possrble macroeconomic :mpl:cat~ons of observing a statutory 0 r 
constitutional commitment to balance the Federal budget. I t  does not address 
r h e  legal q u e s t ~ o n s  about the proposals or therr ~ m p l e m e n t a t i o n ,  nor the 
economlc a n d  political questions related to d e c i s ~ o n s  about the level of 
Federal rever.ues o r  e x p e n d ~ t u r e s .  On the latter, its a n a l y s ~ s  refers tc 
revenue and expenditure levels, in relatlon to total n a t ~ o n a l  product, - 
typical of reZeZt years. ~ ~ n a l l y ,  the ~ ~ i n i  ~ r i e f  daes nGt attempt co azalyze 
the effecz of various escape cla2ses attach2C t~ several praposals. 

SACKGROUND 

T h e  Federal budgec 1 s  unlike other budgets 

T h e  Federal budget resembles other budgets Only in that i t  i s  a n  economic 
prospectus, a declaration of intentions. It differs from State and local 
budgets in that most subordinate governnents differentiate current account 
b u d g e ~ s  from capital budgets, requiring in many instances balance in the 
current accounts, whereas the Federal Governr?,ent makes no distinction between 
outlays for current expenses and outlays of the nature of investment in 
social capital. By standards of Federai accounting, many States a n d  
municipalities, while adhering to the requirement of current-account balance, 
would be i n  budgetary deficit if they were t o  consolidate their budgets, 
since borrowing creates a deficit on capital account. For t h e  same reason, 
vigorously growing corporations, in issuing new debt in excess of their net 
income, a r e  practising what i s  called deficit spending in reference to the 
Federal Government. For most households, too, the first purchase of a home 
associated with a mortgage commitment is relatively a huge excess of outlays 
over receipts in the year of its acquisition and hence is a l s o  a cause of 
deficit spending. I t  i s  true that the creditworthiness of S t a t e s ,  
localities, corporations, and households places limits on the scale a n d  terms 
o n  which they a r e  a b l e  to borrow, and that no similar short-term constraint 
applies EO the Federal Government. There a r e  long-term limits, however, a n d  
the ability of subordinate borrowers to service debt finds i t s  counterpart in 
the willingness of the Federal Government to impose taxes to raise revenues. 
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Federal revenues and expenditures cannot be precisely controlled 

T h e  President's budget is presented to the Congress each January, more 
4.  an ... S months Sefore the beginning of the fiscal year tc which i t  applies. 

Its taxicg a n e  spen5ing proposals determine the estinazes of revenues a n d  
e x p e n z i t ~ r e s  on the basis of explicit economic Fresanpti3r.s. whether tke 
act221 course of events will z o n f o r ~ ,  to tP.ese cresnapzisns can?=? S e  assure?. 

If the President F r e s e ~ t s  a Sudget ic Salance, anC even if sac?, changes a s  
the Congress nakes leave the Scdget i n  Salance a t  the tine of the Second 
Cozcurrenz 2uZget Resolction, which is ' ,eq;ire2 Sefcre = h e  Seqinzi'g sf zP.e 
.c ,iscal y e a r ,  there 2s still nc assnrance that the Scdgezary o~:cone wili 
result i? a Salance. T3is i s  Sue ts sxc?ffactors a s  zP.e l ~ c p r e d i c t a S l e  zimizg 
of actcal expenditures, particularly c c  lozg lead-tine ~ r o j e c t s  a n d  
muiti-year programs; the existence of open-ended programs such a s  
unemp1oyment.assistance; and the variability associated with comn-.Ftments, 
such a s  the payment of interest, a t  a n  unknown future rate, on the Federal 
debt. Moreover, the actual Federal oxtlays C-dring t" :fiscal year xi11 S e  
affected by unspent authority enacted in earlier years. And the Sudget 
n ~ ~ b e r s  a r e ,  in some programs, c o n d i z i c n e ~  ~y past co~~ci:nerts - - "  n 

expen'2itnres t h - . b  L. - A  c= are urela=ive;y ' ~ ~ ~ c ~ ~ r o l l a b l e ,  " i - e . ,  ye-., y w l L  ' Y o  - 
congressional action for any change in that fiscal year. Finally, the b u d ~ e t  
document reports certain activities taat a r e  by l a w  "off-budget," most of 
these outlays being excluded from the unified budget totals. 

Most s f  a l l ,  t9e u n c e r t a ~ n t y  of t3e Federal bueget octcoi~e 1 s  due to the 
~ m p a c - ,  of the stace of the economy o n  tne budget. For exanp'le, personal a n e  
corporate lncome levels affect income =ax r e c e ~ p t s .  The ievel of 
unemployment affects payments of assistance. And some grants and suSsldles 
vary ln response to economlc condltlons, State a n d  local government 
expenditures a n d  recelpts, etc. T h e  lntent of many of the programs most 
affected 3 y  ~ n e  s ~ a t e  of the economy 1 s  not only tnat cney lncur certaln 
e x p e n d ~ t u r e s  or ralse revenue from speclfled sources, bdt that thsy a c t  a s  
automatic stablllzers of the economy, cadslng Federal outlays to r ~ s e  a n d  
recelpts to fall lf economlc a c t ~ v l t y  1 s  reduced, and vlce versa. 

Consequently, the budget figures presentee initially S y  the President a r e  
directly affected not only by the programmatic proposals but also by the 
underlying assumptions about the future performance of the economy. T h e  
crucial importance of these assumptions is seldom emphasized, largely because 
every Adninistration has a political interest in projecting the success Of 
its economic policies. The result i s  tha: relatively f e w  allowances a r e  made 
f o r  adverse economic developments. The actual budgetary deficit tends in 
most cases to exceed, rather than fall short o f ,  the initial expectations, 
even if no programmatic changes a r e  made in the interim. 

Required budgetary balance may affect the stability of the economy 

A rigid adherence to Sudgetary balance could severely constrain the 
stabilizing influence of fiscal policy. For if lower general economic 
activity generated lower Federal tax receipts and threatened to cause a 
budgetary deficit, the commitment to balance the budget would necessitate a 
reduction of expenditures or an increase in taxes, either of which would 
further reduce economic activity --  a destabilizing process. Equally, if 
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t h e r e  w e r e  t h e  s a m e  o b l i g a t i o n  t o  a v o i d  s u r p l u s e s ,  h i g h e r  i n c o m e  a n d  h i g h e r  
t a x  r e c e i p t s  m i g h t  r e q u i r e  h i g h  e x p e n d i t u r e s  a t  t h e  v e r y  t i m e  when 
s t a b i l i z a t i o n  p o l i c y  w o u i d  c a l l  f o r  l e s s ,  o r  a t  l e a s t  n o t  m o r e ,  F e d e r a l  
s p e n d i n g .  A l t e r n a t i v e l y ,  h i g h e r  t a x  r e c e i p t s  c o u l d  b e  c o n s i d e r e d  a s  a  r e a s a n  
f o r  a c u t  ~n ' t a x  r a t e s ,  a s t i n u l a t i v e  a c t i o c  a t  a t i m e  when  r e s t r a i n t  m i g h t  
b e  a o r e  a p p r o p r i a t e .  

F ' e e e r a l  q 2 v e r n ~ e r . z  e c p e n 2 ; t ~ r e s  o c  q o s S s  a x e  s e r v ~ c e s  g e n e r a t e  l r . c o m e s ,  
a n d  F e d e r a l  G o v e r n m e n t  z r a ~ s f e r s  t o  S ~ a t e  a n d  l o c a l  g o v e r n ~ e r - t s  a n d  t 2  

p r i v a t e  ~ n d l v l d u a ; s  p r o v l d e  purchasing p o w e r  t o  b e  exercised u s u a l l y  x l t h r n  a 
s h o r c  p e r ~ o d  o f  t l n e .  P e z e r a l  r e c e ~ p t s  o f  a l l  s ~ n 2 s  w ~ t c z r a w  p7:rchas:cg 
p o w e r  f r o n  t n e  p r 1 v a : e  s e c z o r .  ' i i owever ,  t h e  ~ m p o r t a n t  c o n s : d e r a t ~ o n  I S  w n a t  
a l l  g a v e r n p e n t  acz:v:zy,  a n d  n c t  1:s: t h s  F l l e r a l  3 - d g e t  a l z ; . e ,  2s 2c;nq z c  - - t n e  e c o n o n y .  From t n e  -?:eb:po:r.z o f  t n e  z r - y a r e  s e c t s r  s f  e e c o ~ ~ c - y ,  - > - e  
e f f e c t s  cf a e d e r a :  f l s c a l  ? o l : c y  may c e  e r ? , a r . c e d  3 r  = o 1 ; n t e r e d  b y  t h e  f ~ s c a l  

T I- a c t l v ~ t ~ e s  o f  S t a t e  a n d  l o c a l  g o v e r n m e n t s .  - s n o t e w o r t h y  t ? a t ,  o n  z?,e 
b a s l s  o f  t h e  n a t l o n a l  l n c o m e  a n d  p r o d u c t  a c c o u n t s  f o r  c a l e n d a r  y e a r  1984, :he 
F e d e r a l  G o v e r n m e n t  d e f l c l t  o f  $ 1 7 1 . 5  b l l l l o n ,  w a s  partially o f f s e t  b y  a S t a t e  
a n d  l o c a l  g o v e r n m e n t  s u r p i u s  o f  $ 5 3 . 0  b ~ l l i o n .  On b a l a n c e ,  tF,e w h o l e  
g o v e r n m e n t  s e c t o r  w a s  c3nt :nu:ng t 3  s t l n u l a t e  e s o n o n ; c  a c z l v r t y  t o  a 
s u b s t a n t l a l  d e g r e e ,  especially z n  v ~ e w  o f  t h e  r e l a z l v e l y  s t r o n g  r e c o v e r y  t h a z  
h a d  S e q u n  ~ n  l a t e  l 9 8 2 .  i Y o w e v e r ,  z n e  e a e r q e z c e  o f  a  v e  r 17 l a r g e  
1 n t e r 2 a t : o z a l  c r a z e  e e f ~ c : '  s 2 q g e s t s  zPLaz f z r e ~ q z  s ~ p p 1 : e r s  c f  '. - . S .  c o ? r s d : t y  
l m p o r t s  w e r e  m a ~ o r  b e n e f i c l a r l e s  o f  t h l s  stimulus.) 

C o n g r e s s i o n a l  a c t i o n  t o  b a l a n c e  t h e  b u d g e t  i s  s u b j e c t  t o  b o t h  l i m i t a t i o n s  a n d  
~ o l i t i c a l  p e r c e p t i o n s  . A 

T h e r e  i s  n o  way t o  e s t i m a t e  by w h a t  r i e a n s  c h e  r e q u i r e d  F e d e r a l  b u d g e t a r y  
b a l a n c e  w o u l d  b e  a c h i e v e d .  B u t  some  a c c o u n c  h a s  t o  b e  g i v e n  t o  t h e  f a c t  t h a t  
" r e l a t i v e l y  ~ n c o n t r o l l a b l e ' ~  o u t l a y s  ( r e q u i r i n g  c o n g r e s s i o n a l  a c t i o c  t o  c h a n g e  
a n  o n - g o i n g  p r o g r a m )  a c c o u n t  f o r  a b o u t  t h r e e - q u a r t e r s  o f  t o t a l  o u t l a y s  a n d ,  
a m o n g  t h e s e ,  o p e n - e n d e d  p r o g r a m s  i n v o l v i n g  p a y ? , s n t s  f o r  i n d i v i d u a l s ,  s u c h  a s  
S o c i a l  S e c u r i t y ,  a c c o u n t  f o r  a l m o s t  o n e - h a i f  o f  t o t a l  o u t l a y s .  Of t h e  
" r e l a t i v e l y  c o n t r o l l a b l e i '  o u t l a y s ,  w e l l  o v e r  h a l f  a r e  f o u n d  i n  t h e  d e f e n s e  
b u d g e t .  I t  i s  a l s o  n o t e w o r t h y  t h a t  t h e  b u d g e t a r y  p r o c e s s  s o m e t i m e s  t a k e s  
l o n g e r  t o  d e c i d e  o n  m a j o r  c h a n g e s  i n  o u t l a y s  t h a n  c h a n g e s  i n  t a x e s  -- a 
s i t u a t i o n  t h a t  m i g h t  move t h e  C o n g r e s s  t o  r a i s e  t a x e s  r a t h e r  t h a n  c u t  
s p e n d i n g ,  t h e  o p p o s i t e  r e a c t i o n  t o  t h e  i n t e n t  o f  many o f  t h o s e  f a v o r i n g  a 
b a l a n c e d  b u d g e t .  T h e r e  i s  l i k e l y  t o  b e  a s y m m e t r y  i n  c o n g r e s s i o n a l  r e s p o n s e s ,  
f o r  t a x  c u t s  a n d  e X p e n 2 i t u r e  i n c r e a s e s  c a u s e  l e s s  d i f f i z u l t y  t h a n  t a x  
i n c r e a s e s  a n d  e x p e n d i t u r e  c u t s .  

I t  i s  p o s s i b l e ,  o f  c o u r s e ,  t h a t  t h e  C o n g r e s s  c o u l d  r e s p o n d  t o  t h e  
d i f f i c u l t y  o f  r e d u c - i n g  e x p e n d i t u r e s  b y  a l t e r i n g  t h e  c o v e r a g e  o f  t h e  b u d g e t .  
A s  m e n t i o n e d  e a r l i e r ,  t h e r e  a r e  o f f - b u d g e t  F e d e r a l  e n t i t i e s ,  F e d e r a l l y  Owned 
a n d  c o n t r o l l e d  b u t  w i t h  m o s t  o f  t h e i r  o u t l a y s  e x c l u d e d  f r o m  t h e  u n i f i e d  
b u d g e t  t o t a l s ,  a n C  n o t  s u b j e c t  t o  t h e  c e i l i n g s  s e t  b y  t h e  c o n g r e s s i o n a l  
b u d g e t  r e s o l u t i o n s .  T h e i r  s t a t u s  i s  c r e a t e d ,  a n d  c a n  b e  c h a n g e d ,  b y  l a w .  
W h i l e  m o s t  o f  t h e m  a r e  i n v o l v e 2  i n  l o a n  p r o g r a m s ,  C o n g r e s s  c o u l d  c h o o s e  t a  
e x t e n d  t h e  c o n c e p t  0: a n  o f f - b u d g e :  e c t i t y .  

I n  a d d i t i o n ,  t h e  r e g u l a t o r y  activities o f  t h e  F e d e r a l  G o v e r n m e n t  a r e  
c a p a b l e  o f  b e i n g  c o n d u c t e d  i n  s u c h  a f a s h i o n  t h a t ,  i n s t e a d  o f  i n c u r r i n g  
b u d g e t a r y  c o s t s ,  t h e y  c o u l d  i m p o s e  c o s t s  o n  t h e  p r i v a t e  s e c t o r .  An i m m e n s e  
v a r i e t y  o f  o p t i o n s  e x i s t s ,  r a n g i n g  f r o m  p r e v e n t i n g  l a y o f f s  o f  e m p l o y e e s  ( a n d  
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avoiding payment of unemployment benefits) to mandating hig5er product prices 
instead of subsidizing p r o d u c t i o ~ .  

m ,he c9ange ;n Sudgecary procescres w;ll not lea-"'e mcnetary policy unaffected 

T ,,,ere ir is a conzifiuo:s rela::c?.shi> Sec-,,ieel Sudqezary a n t  fiscal pslicy, 

Federal CeSt xanagemert, and monetary policy. T h e  likely c o n s e q 7 ~ e n c e s  of a 
ccmmitment to a balanced budget wonld be a d i m i n ~ c i o n  of the power and scope 
of fiscal aczio?., 2.25 a consequscz increase2 r e l i a z ~ e  oc -9netary pclicy, 
especially in t e  evenz that zke loss of 'fiscal discretion has a 

- - T t  PsszaSilizinq ezzecz o ~ .  :Pie eccn3sy. - - s?,01:12 cot S e  fcrgc~zlr., ?.swever, 
r n l i  rrioRetary policy canzo: S e  a zo?rplece sxSsz;t2te fsr 3iscre~:onary fiszal 

. - 
?slicy. 30th budgetary expe3Citxres a r e  taxes are ~ S l e  t 3 perfor!? s p e c ~ z i z  
Cistribctive and allocative functiozs, zhaznelling resol~rces t o  certai? types 
of people, o r g a n i z a ~ i o n s ,  industries, or locazions, and withdraxing resources 
from certain others. Monetary policy cannot d o  t h i s ,  and even such a 
proposal a s  credit allocation cannot attain anything like t3e purposefuiness 
of 5udgetary action. Yoreover, t3.e S11dgetary prozess invslves cpen polit:cal 
deliberation, whereas monetary policy is condccted by the indepencent Federal 
3eserve Sysce?. n2der con2itions of szr; -ct eonfiZantiality, r ? . o ~ ; q H ~ c r g r e s s  is 
e?.:itle? to cversee :fie ???era: perfcrnanz? 2 5  :?.e Systee. -I - - i s  r.cz 
necessary that this independence should c o ~ t i ~ ~ u e .  On the contrary, the 
balanced Sudgez might endow the management of monetary policy wich such 
enhanced and critical power that political pressure would curb the 
independence of the Federal Reserve System, with uncertain consequences for 
t3e performance 3 5  the economy. 

Ad hoc budqetary balance a n e  surplus 

It must be emphasized that nothing in this analysis runs councer to the 
view that at some times the Sudget shocld be balanced or in surplus; the 
desiraale budgetary outcome depends on the economic c i r c u m s ~ a n c e s .  Sowever, 
a rigid requirement that the Federal budget should be balanced carries th? 
risk that this might be achieved by measures whose associated costs t o  the 
Nation, i n  terms of equity, efficiency, and economic stability, had not been 
given adequate consideration. 

The budgetary outcome for F Y 8 4 ,  ended Sept. 3 0 ,  1984, i s  a still aassive 
deficit of $175.3 billion, albeit smaller than the $195.4 billion of FYE3. 
In the absence of strong and prompt action t o  reduce expenditures or increase 
. t a x  revenues, there i s  little prospect that economic growth will cause the 
FY85 deficit to be suSstantially less than $200 billion. This is because the 
deficit i s  no longer merely a natural accompaniment of cyclical downturns, 
but a manifestation of a new tendency for Federal expenditures to grow a t  a 
faster rate than Federal revenues in both good years and bad. 

There a r e  many reasons for this development. On the expenditire s i d e ,  
despite major reductions in some social programs, the increase in real 
defense spending and the commitment to indexing of many "entitlemect" 
programs a r e  two sources of expenditure growth. Despite the fact that 
interest rates have declined by 2-3 percentage points in the past 4 months 
and a r e  n o w  3-4 percentage points below those of a year a g o ,  Federal debt 
service, on a larger total of debt, is unlikely to be a smaller proportion of 
total budgetary expenditures. On the revenue side, budgetary legislative 
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action during 1 9 8 2  t o  increase tax collections and reduce some tax favors 
granted in 1 9 8 1  i s  f a r  from sufficient to recoup the earlier concessions. 

Even good economic news may, in the short r u n ,  yield less than might S e  
e x p e c ~ e d  in c h e  reduccion of the deficit. There has been a considerabie a n d  
well n a i ~ t a i n e d  rezuction in price increases slcce 1981. TP.e annual rate of 
increase in rhe consumer price i n d e x ,  less than 4% in b o ~ h  i932 and 1 9 8 3 ,  
r e m a ~ n e d  ar 4 5  in 1384. Yet this moderation of prize increases ir: izself is 
v:ie;y - - ,  ,, v- ,e5:ce rever.ues x c r e ,  a n 2  z3re pracptly, zhan e:~:penZi=sres, eve:; if 

i t  promises a berter fucnre e c o n o ~ i c  performance. 

F, ~ , . e  .m ~ a q n i r u d e  of  he deficit, above 2 1 1 ,  denozstrates ha% far i is 
7 ,  necessary LO go co achieve a balansee budget. ~ n e  Adrnlniscraclon's presenc 

farecasc fsr 7 ~ 3 5 ,  a?$ izs o~;;loo:c for 7 7 -  - - 6 5 ,  a r e  preCicated 3 3  an anr.cal real 
- - -  . - - 7  .,i; -,-, L a L e  cf gr~x:?. cf 3 % .  Y5e B ~ d g e z  ?r3szsals for T ' f S S ,  . sli'sstarzial 
b~ic as yet undscermised spending cuts, would then envisaqe a decline in tAs 
deficit over the next few years. T h e  annual rate of real growth in gross 
?-,.-: ..c-,onal proPuct in t2e year eneed in J u n s  l?85 was actually less than 2 % .  

S o ,  in the absence of further cuts in spending or of decisions to raise new 
reve~.ses, it appears chat a very consideraSle expansicn in econoxiz azzivi;y 
would be ~ e e d e d  to balance the budget even i n  5 years' time. 

SacP a p  e c 3 c o x . i ~  e?.vircnmerc caszs do:~b; or. the r e 2 l i s ~ ,  of s r o ~ c s ~ 5 g  a 
quick rsturn to Sudgetary Salance, however m ~ c h  :?.at bcdgetary outcone miqht 
be desired a s  appropriate to the current needs o f ,  a n d  pressures o n ,  the 
economy. Of course i t  is possible to forecast an outcome closer to balance 
by using economic presumptions that are overly optimistic; but chat would d o  
noching z o  assure its achievement. The basic question i s  whether givi n g 
first priority to a Salancee budget as a goal in itself would cause the 
economy t o  weaken a n d  become less manageable. The real issues require 
decisions on whether the chosen levels of revenues 2 n d  expenditures, a n d  
their prospective changes in future years, a r e  consistent with the lasting 
need for fiscal constraict. I t  is necessary also to ask whether plans for 
Federal expenditures are compatible with resource availability and the 
financial environment. If not, the risk i s  that a commitment to refrain from 
any tax increases, and insufficient constraints on total Federal specding, 
will frustrate the desired reduction in t h e  deficit. A widening deficit i n  
future, when the economy i s  moving closer to f u l l  employment of i t s  
resources, would assuredly threaten to preempt the savings necessary t o  
sustain the greater private demand for investable funds. This threat i s  a l l  
t h e m o r e  severe because, since 1 9 8 3 ,  U.S. domestic savings have been 
suppiemented S y  a massive inflow of foreign capital whose continuation on the 
same scale cannot be assumed. 


