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Summary

This study presents a critical assessnent of  the
constitutional balanced-budget amendment (BBA) proposed in the
Republican "Contract Wth Amrerica" (CWM). The paper is divided
into three parts. Part One offers a brief historical account of
views toward bal anced budgets, a description of the CWA proposal
and an outline of argunents offered by anendment supporters. Part
Two devel ops the case against this anmendnent. Part Three
identifies an alternate direction for budgetary initiatives. Wile
present budget policies warrant reform the BBA would |lead to even
greater fiscal irresponsibility. Instead of a tonic, advocates of
this | egislation propose a political and econom c toxin.

The frustration Anericans feel toward our federal budget is
under st andabl e. But the BBA diverts attention from today's nost
fundanmental budgetary matters. It also invites evasion -- and
partisan conflicts on the appropriateness of particular evasions.
Thus, BBA enactnent woul d engender nore citizen frustration and a
further |oss of confidence 1 n our governmnent. QG her politica
concerns include the follow ng: a) the BBA’s tax-limtation
element is not defensible as a provision that strengthens our
political structure; (b) while l[eaving Congress to enforce the
amendnent itself renders the change neaningless, court involvenent
in fiscal matters is not a viable alternative; and %F) it is not at
SIL clear that past deficits have been inconpatible with public

esires.

The BBA al so enshrines a m sgui ded econonic policy:

It ignores the reality of private-sector budgeting.
Contrary to the Republican position, it does notrequire Congress
"to |ive under the sane budget restraints as famlies and
busi nesses. " It instead nmandates an objective that al nbst no
private econonic actor could neet. _

It precludes the devel opnent of federal capltal-buq?eting
procedures -- ones used effectively by states, localities and even
some of our international conpetitors. o

And it hinders the public-sector's ability to conpensate
for cyclical fluctuations. A BBA elimnates one of the few
mechani sns preventing mld downturns from devel oping into severe
recessi ons.

A sensible alternative to the CWA proposal involves pursuit of
bal ance in our cyclically-adjusted budget -- in other words, a
policy of full-enployment budgeting. This policy would specify a
cl ear budget direction while sinultaneously avoiding problens
created by the BBA O her reforminitiatives worth considering
i nclude investnment and bienni al bud?eting and a new bipartisan
effort to tackle the probl emof entitlement spending.

Passing a BBA mght fill us with a sense of acconplishnment for
a short while, but it ultimately involves little nore than
"governing by gimmck." As the Concord Coalition concluded in

Sept enber of 1994, the CWA is about "getting votes, not about
bal anci ng the budget."



[ ntroduction

Republicans in the U S. House of Representatives unveiled a
ten-point legislative agenda in September of 1994. The first item
in that "Contract Wth America" (CWA) is The Fiscal Responsibility
Act, an initiative calling for both a constitutional balanced-
budget anendnent and l|egislative line-item veto. The present paper
focuses on the bal anced budget amendnent (BBA) -- which is to be
introduced by its own Joint Resolution. In particular, it presents
a critical assessnent of argunents offered in support of this
proposal . Wiile today's budget policies warrant reform the CWA
proposal would lead to even greater fiscal irresponsibility.
| nstead of a tonic, advocates of this |legislation propose an
econom ¢ and political toxin.

This paper is divided into three sections. Part One provides
a brief history of past efforts to enact a BBA, a description of
the present proposal, and an outline of arguments supporting this
bill. Part Two offers a critical assessment of the case for this
amendnent. Part Three identifies an alternate direction for budget
reform-- full-enploynent budgeting; it will be argued that a
bal anced full -enpl oynent budget represents a nore neani ngfu

objective than that outlined in the CWA



Part 1. The Bal anced Budget Amendnent:
H story, Description and Argunents
The Kimmel St udy

In a 1959 report for The Brookings Institution, Lewi S Kimmel
traced the evolution of budget and fiscal policy fromthe beginning
of the nation to 1958. H's study found that until the 1930s, "the
phil osophy of the annually bal anced budget enjoyed virtually
uni versal acceptance" (Ximmel 1959, 1). According to Kimmel, "The
princi pal econom c reason advanced in support of the bal anced
budget was that an increase in public debt involves a draft on
funds or savings that otherwise would be available for private
capi tal expansion" (Kimmel 1959, 302). In short, public borrow ng
was said to slow economc progress by inpinging on private
investnment. VWile war debt mght be permssible, it was the only
wi del y-accepted exception -- and rapid elimnation of such debt was
expected in peacetinme (Kimmel 1959, 301).

The Kimmel study explains that the bal anced-budget phil osophy
was enhanced by an ethical view of indebtedness that pervaded
Anmerican cul ture. Refl ecting a society in which thrift "ranked
anong the greatest of individual virtues," citizens frequently
asserted that "a public debt is an evil or is immoral" (Kimmel
1959, 58 and 302). According to the study, econom sts warned that
a governnent which does not habitually rely on revenues to cover
its expenses is likely to become "extravagant and irresponsible”
(Kimmel 1959, 302).

In the 1930s, however, Views toward bal ancing the federal
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budget underwent a "revolutionary change" in both theory and
practice (Kimmel 1959, vii). This change led to the concept of
conpensatory fiscal policy -- an approach that "enphasizes the

effects of government expenditure and revenue upon the total
econony and argues that they should be used deliberately and
consciously as a ‘'balancing factor' to secure econonc
stabilization" (Kimmel 1959, 7-8). The federal governnent had
assuned responsibility for cyclical stability, and the bal ancing
role of fiscal operations was soon accepted by all but what Kimmel
calls "a small mnority" (Kimmel 1959, 306). The notion of
bal anci ng the econony replaced that of bal ancing the budget.

Al'though Kimmel describes how nunmerous business and
prof essional |eaders changed their position on the bal anced- budget
issue in the wake of the Geat Depression, he also nentions that
"an i nfluential minority" continued to regard any departure from a
bal anced peacetime federal budget "with serious m sgivings" (Kimmel
1959, 298). Kimmel wites: "Only a few years ago an amendment to
the Constitution outlaw ng federal deficits in time of peace was
proposed in the expectation that it mght enforce an annually
bal anced budget" (Kimmel 1959, 298). To this mnority, he
explains, federal expenditures are "unconscionably high," and
threaten to bankrupt the country, destroy the enterprise econony,
and extinguish our liberties (Kimmel 1959, 298-299).°
The Past Decade

The Kimmel study denonstrates that there have been calls for

a bal anced- budget constitutional anendnent for Sone tine. In fact,
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the first of these proposed amendnents was offered in 1936. Rising
federal deficits in the 1970s and 1980s, however, caused the issue
to receive increasing attention during the past two decades (see
Table 1). After watching the unified budget deficit nearly double
from $40.2 billion in 1979 to $79.0 billion in 1981, legislators
brought the anmendnent issue to a vote in 1982. The proposal
cleared the Senate by a two-vote margin, but it fell short in the
House with a vote of 236 to 187. (A two-thirds majority of each
house is required on efforts to anend the Constitution;
ratification then requires approval by three-fourths of the
states.) The bill failed to pass both houses again in 1986 and
1990.°2

Anot her amendnent was considered in 1992. That year, despite
the 1985 G anm Rudman-Hol lings Act that was to have brought the
deficit to zero by 1991, the unified deficit was expected to reach
$300 billion.? At first, nmomentum behind the bill seemed
overwhel m ng: the House discharged the legislation from commttee
in record tinme; The Washington Post indicated that nost Americans
supported the nove and that public outrage over political gridlock
and the House check-bounci ng scandal added to the pressure for
passage; and initial vote estinmates indicated approval appeared
"inevitable" (Dewar and Cugliotta 1992, A14). But by early June,
Washi ngt on newspapers were reporting that |obbying against the
neasure was proving effective and prospects for the anmendnment had
growmn dim (dyner 1992).* The 1992 initiative died later that

nonth when it failed to pass in the House.
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Aut hors of the |eading 1992 proposal, Senator Paul Sinmon (D-
[11inois) and Representative Charles Stenholm (D Texas),
reintroduced the nmeasure again |ast year. Indeed, a nunber of
versions were debated in the House, and two najor alternatives were
consi dered by the Senate. On March 1, the Senate fell four votes
short of passing the Sinon anendment. On March 17, House action on

the Stenholmbill fell short of the required two-thirds majority by

12 votes.

TABLE 1.

FEDERAL SURPLUS OR DEFICIT (-), SELECTED FI SCAL YEARS 1960- 95
Fi scal Billions Per cent age:
Year of Dollars | of GDP!

1960 0.3 0.1
1965 -1.4 - 0.2
1970 - 2.8 - 0.3
1975 - 53.2 - 3.5
1980 - 73.8 - 2.8
1984 - 185.4 - 5.0
1986 - 221.2 - 5.2
1988 - 155.2 - 3.2
1990 - 221.4 - 4.0
1992 - 290.4 - 4.9
1993 - 254.7 - 4.0
1994 l - 203.4 - 3.1
19952 - 165.1 - 2.4

Sources: Economi: Report of the President, February 1994;
Office >t Managenent and Budget, Decenber 1994.

gpp -- Gross Domestic Product

"Estimte



The "Contract Wth Anerica" Proposa

The bal anced- budget provision of "The Fiscal Responsibility
Act" would anmend the U S. Constitution to require that "tota
outlays for any fiscal year do not exceed total receipts for that
year" (House Republican Conference 1994b, 4). The resol ution
defines total receipts as "all receipts of the United States except
t hose derived from borrowi ng" and total outlays as "all outl ays of
the United States except those for the repayment of debt principal”
(House Republican Conference 1994a, 3). Under this proposed
amendnent, balance would be required at the time of budget
submission (by the President), adoption (by Congress), and
execution.® The anendnment outlines only three circunmstances under
which deficits are allowed: 1) when a declaration of war is in
effect; 2) when a joint resolution -- signed by the President and
adopted by a mpjority of the total nenbership of each house --
i ndi cates that the nation faces an "inmnent and serious mlitary
threat to national security;" and 3) when Congress approves outlays
In excess of receipts by a vote in which three-fifths of the total
menbership in each house agrees to the deficit (House Republican
Conference 1994a).

The bill stipulates that the federal public debt wll be
l[imted to its level on the first day of the second fiscal year
after ratification. That limt nmay be increased only by a three-
fifths vote in each chanber. Legislation to increase receipts nust
al so be approved by a three-fifths najority of the nmenbership in

each house (which has led sone to call the proposal a "balanced-
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budget/tax linmitation anendnent"). Finally, the anendnent mandates
that all associated votes nust be roll-call votes, and that the
requirenent will take effect in Fiscal Year (FY) 2002 or the second
fiscal year after ratification (whichever is later).

The Case For the Anendnent

The CWA states that a bal anced-budget/tax |imtation anmendnent
is needed "to restore fiscal responsibility to an out-of-contro
Congress, requiring themto live under the same budget constraints
as fanilies and businesses” (CWA 1994). A Republican National
Conmi ttee description of the contract insists; "It's time to force
the government to live within its neans and restore accountability
to the budget in Washington" (Republican National Committee 1994).
The House Republican Conference Legislative D gest adds:

Supporters of a BBA argue that Congress has
shown itself both unwilling and incapable of

bal anci ng t he f eder al budget .
constitutional anendnent is necessary to force
| awrakers to do what, on their own, they
cannot : get a handle on out- of - cont r ol

spendi ng (House Republican Conference 1994b,
1).

The argunent that a constitutional requirement is necessary to
ensure "fiscal responsibility" has been enphasized by many during
recent BBA battles. In 1992, for exanple, Senator Sinon wote:

The amendnent woul d make fiscal respon5|b|I|t¥
the general rule instead of the rar

exception. This is needed because the
political will to reduce the deficit is _apsent
in the Wite House and in Congress. Critics
wi sh for the day when our l|eaders wll conme to
grips with the deficit crisis Wthout a

constitutional crutch. But danger is upon us
(Simon 1992).

One "danger," Sinon explained, was that "virtually every nmjor area
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of policy is being squeezed or ignored because of runaway interest
paynments." Anot her was that the budget deficit discourages
industrial investment (Sinmon 1992).

Sinmon's concern about industrial investnent is probably the
econom c point raised nost often in discussions of the need for
budget bal ance. As Federal Reserve chairman Al an G eenspan put it
in a 1989 article, deficits have a "corrosive" effect on the
econony because they danpen econonic activity by triggering the
following series of events: resources are pulled away from net
private investnent; the rate of growmh of the nation's capital
stock is reduced; productivity gains are |ess than would have
ot herwi se been the case: and the growh of our standard of I|iving
is simlarly inpaired (Geenspan 1989). Many BBA supporters al so
maintain that deficits reduce exports (and injure export-dependent
workers and firns) by engendering high interest rates and raising
the value of the U.S. dollar. Simon, for exanple, wote in 1992
that the trade deficit would be cut 32 to 47 cents for every dollar
reduction of the budget deficit (Sinmon 1992).

One solution to the problem of deficits mght be to close the
gap between outlays and revenues by sinply raising taxes. However,
there are three main argunents offered against this idea. First,
rai sing taxes is highly unpopul ar because Americans feel they are
already taxed too heavily and have little confidence in the public
sector. Second, legislators are concerned about the disincentive
effects of taxation -- and fear that higher taxes would have a

negative inpact on work, saving and investnent (some worry this
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di sincentive mght even cause sonme tax hikes to yield a net revenue
loss). Finally, there is the view that higher taxes will sinply
pave the way for further spending increases. As Mlton Friednman
wote in 1988

Taxes have been going up for 50 years without

any apparent success in elimnating deficits.

That experience suggests Congress wll spend

what ever the tax system yields plus the

hi ghest deficit the public wll accept

(Friednman 1988).

Taking the "public-choice" perspective that government
officials aimto serve their own interests, Friedman argues that
the institutional reform of a constitutional anmendment is required
to link the self-interest of |legislators to budget bal ancing.
Today, Friedman nmintains, a legislator has an incentive to act
favorably on a |obbyist's request for public funds because gains
are concentrated and highly visible while costs are small and
wi despread. A BBA, however, would alter this equation:

If a constitutional amendment required total

spending to be |limted, the legislator's self-
interest would change. He could now tell the

| obbyist, "You're right. Your project is
excel l ent . However, the Constitution limts
the total amount we can spend. | can only
vote for your project if | vote less for
sonet hing el se. at else shall | vote less
for?" %hat woul d pit one special interest

agai nst another and change the rules of the
game in such a way that the |egislator would
now find it in his self-interest to operate in
the public interest (Friedman 1986, 6).
The public-choi ce perspective just discussed al so expl ai ns why
deficit reduction has hot been achi eved through reductions in
public expenditures: Congress has found it inpossible to make

substantial cuts. Thus, the BBA novenent reflects a sense of
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"desperation" that legislators feel over not being able to control
deficits through political discipline. As Senator Pete Doneni Ci
(R-New Mexico) said in 1992, "we shouldn't have to do this. This
is not the way to run the governnent, but we aren't running the
governnment right now. ... It seens to be the only way" (quoted in
Dewar and CGugliotta 1992, Al4).

Addi tional argunents in the case for a BBA include the
fol l ow ng

* W have no right to inpose a debt burden of nore than $4
trillion on future generations -- a debt equal to nmore than $19, 000
per U.S. citizen. This concern is often raised as a matter of
generational equity, constitutional liberty and norality (Peterson
1993). And, as our previous discussion of the nation's early
aversion to debt suggests, it is a position with deep roots in
Anerican history. But even when focusing on just the post-Wrld
War Il era, one still finds a long tradition of expressions of this
sort. For exanple, in a 1957 address Senator Barry Col dwater (R-
Arizona) asked: "Where is the finely drawn line between freedom
and sl avery when, under the present deficit, every baby born in
this country has a $1,675 first-nortgage tag hanging around its
neck?" (quoted in Kimmel 1959, 299).

* Nearly all state and |ocal governnents in the nation are
required to bal ance their budget each year (Schnertz 1994, 51).

* According to Senators Sinon and Donenici, recessions can be
managed under the BBA. AsSinmon stated in 1994, "Since 1962, we

have passed 11 stinulus packages to deal with recessions. Every



11

one of those has passed by nore than 60 votes. W can deal with
this [through the BBA override provision]" (Sinmon 1994, S1832;
Donmeni ci 1994, s1830).

* A BBA is needed now not nerely because there has not been

a federal surplus since FY 1969 but because painful choices nust be

forced "sooner rather than later" (Sinmon 1992). Al t hough t he
deficit has fallen since FY 1992, legislators warn that it is far
fromunder control. "Just give it a couple of years," says Senator
Donenici, referring to projections of rising deficits in the years
ahead due to rising entitlement costs and interest paynents on the
federal debt (Domenici 1994, S1831; Feinstein 1994, s1831).
Present estimates of the Ofice of Managenent and Budget and
Congressional Budget Ofice (CBO indicate steady deficit increases
into the niddle of the next decade -- and when baby booners begin
to retire in 2010 the fiscal picture is expected to "deteriorate
significantly" (Wssel and Frisby 1994).

* Finally, BBA supporters argue that since legislators are
sworn to uphold the Constitution, they would be obliged to neet the
terms of this amendment. They argue that a BBA inposes nechani sns
that Congress "will not be able to routinely waive Or ignore"
(House Republican Conference 1994b, 1).

Part 2. The Case Against the Bal anced Budget Anmendnent

It is easy to conprehend the frustration Anericans feel toward
the federal budget. After watching an al nost endl ess series of
congressional efforts to grapple wth budgets over the past decade,

citizens now hear that despite recent deficit reductions the future
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brings only nore and nore red ink. But while a desire for decisive
action on the deficit issue is understandable, it will be shown
that the BBA in the Republican Contract would bring only further
injury to our political and econom c systens.

Political Dangers

As nmentioned earlier, BBA advocates argue that Congress has
shown it is unwilling and incapable of controlling spending; that
its menbers have a personal interest in unbalanced budgets; that
only a constitutional crutch can alter incentives and force
spending restraint; and that future deficits will get much worse if
no anmendnent is ratified. But the fact is that if the public-
choice view of today's political incentives is correct, a
constitutional anmendment can neither alter nenmbers' incentives nor
force legislators to change their behavior in a neaningful way.
Instead, it is likely to produce new budget ginmckry and
addi tional public dissatisfaction with Congress.

Even long-tinme BBA advocate Senator Sinmon acknow edges that
Ameri cans should not expect "an ironclad guarantee" of fiscal
di scipline under a constitutional amendment: "The Constitution is
no place for airtight procedural details that can wthstand
budgetary tricks a future Admnistration or Congress m ght dream up
(Si mon 1992)." Forner CBO director Rudol ph Penner takes this point
to its logical conclusion

If there is little political will to realize a

goal, putting it in the Constitution will not
hel p. Thus, a constitutional amendnent

requiring a bal anced budget will work as well
as the Prohibition amendment (Penner 1992).
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Penner argues that the futility of using constitutions to
bal ance budgets "is clear fromthe experience of state governnents"
(Penner 1992). He wites:

VWi le 49 st at es] have  constitutional

provisions or legislation requiring a bal anced

budgets, many routinely resort to outrageous

accounting ginmcks to "bal ance" budgets, and

many have created "off-budget"” agenci es

(Penner 1992).
In congressional testinony presented during the 1994 BBA debate, S
Jay Levy and Edward Regan of The Jerone Levy Economcs Institute
expressed a simlar view (Levy and Regan 1994).

"Nomatter how tightly drawn,” note Levy and Regan, state
bal anced- budget requirenents "do not block elected officials from
pushing their budgets into sonme formof a deficit when those
officials want to spend noney for government prograns they believe
their constituents need." Drawi ng on recent studies and M.
Regan’s own experience in New York State governnment, Levy and Regan
explain that many states do incur deficits -- and "at |east 10 have
done so one or nore times in 1990, 1991 and 1992." They also note
that 42 states have separate capital budgets which are not required
to be bal anced, and 37 states may borrow for capital projects (Levy
and Regan 1994, 2).

Perhaps even nore significant is that states can "resort to
dubi ous practices and outright financial gimmcks to achieve budget
bal ance, Wi thout which nmany nore states would have reported
deficits." In particular, Levy and Regan indicate that states use
the follow ng:

of f - budget accounts (states borrow from pools of noney
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outside the general fund or shift the financing of functions to
t hose accounts); o

time receipt and paynent activities (states accelerate
revenues such as tax collections; they also delay expenditures to
localities, school districts and suppliers, and delay refunds to
t axpayers and sal ary paynents to enpl oyees

- pension funds {Lontributions are reduced by forcing changes

In actuarial assunptions);

credit markets (borrowi ng repeatedly against the sane
assets by refinancing them even after the original debt has been
nostly repaid);

- asset sales (buildings and roads, for exanple, are sold or
transferred, sonetinmes to another state agency, under a sale-
| easeback schene); and

deferred maintenance (routine infrastructure repairs are
avoi ded until deteriorating conditions make a major reconstruction
unavoi dabl e).

They concl ude:

The flaw of a BBA at the federal level is that
it would encourage use of these activities.
Beyond papering over an otherw se unbal anced
budget, unnecessary borrow ngs and paynent
deferrals shift the costs of today's prograns
to tomorrow s  taxpayers. his  erodes
accountability. Menbers of Congress grapple
wth this issue everyday, but a further |oss
of public faith in governnment officials would
occur if the proposed anendnent were to pass
(Levy and Regan 1994, 2-4).

In addition to state experience, Penner points to
congressi onal behavi or under G amm Rudman for additional evidence
that legislating a nunerical goal for the deficit is undesirable.
He writes:

G amm Rudnman Froduced forecasts that prom sed
to achieve deficit goals when there was little
hope of com ng close to them It spawned
accounting ginmcks that seened to nake the
deficit lower than it really was. Sone
gimmcks cost the taxpayers noney. For
exanpl e, people who Dborrowed rom the
Gover nnment when interest rates were high were
allowed to repay the | oans earIY W t hout a
pr epaynent penalt%. This nmade the deficit
appear  |lover, ut the Covernment | ost
significant interest income (Penner 1992).
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A rel ated concern was expressed by The New York Tines in a
1992 editorial. It noted that the BBA "invites evasion -- such as
| oadi ng new entitlenents onto the backs of state governments and
enpl oyers" ("Unbal anced" 1992). This point was devel oped further
by Henry Aaron of The Brookings Institution during Senate testinony
on the BBA in 1994. Aaron's conclusion was that the anmendnent
“would be a historic blunder" because it would produce "endl ess and
subtle mischief." He added, "It would not reduce the proclivities
of elected officials to pronote their favorite public objectives.
1t would sinply penalize tw forms of doing so -- direct
expenditures and taxation." Gt her devi ces nentioned by Aaron
i nclude use of loans (rather than direct expenditures), |oan
guarantees, state and local nandates, and regulations on t he
private sector. Congress has much experience with such devices
al ready; Aaron is concerned that the BBA woul d encourage their
further use -- "even when direct spending or taxes are denonstrably
superior" (Aaron 1994).°
By encouragi ng i magi native accounting and evasion, @ BBA would
divert congressional attention from nore meaningful efforts to
resol ve the real and grow ng budget chall enges facing our nation.
(These chal l enges include the need for a consensus On current
fiscal -policy objectives and priorities, and the need for action to
address future difficulties in the realns of health care and
retirement benefits.)' Mreover, under the BBA |egislators would
not find addressing these matters any easier. V& are therefore

likely to see an even further erosion of public confidence in our
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governnent -- especially if, as Aaron expects, partisan politics
triggers a never-ending series of debates on the appropriateness of
particul ar evasions. Unlike recent budget discussions, such future
ones would not only harmthe reputation of Congress, they would
also dermean our nation's Constitution (Aaron 1994; Penner 1992).

This section closes wth a discussion of nine additional
political dangers associated with the BBA. They are as follows:
(1) As investnent banker Peter Peterson and the 1994 Econonic

Report of the President both enphasize, no BBA can cut "a single
penny" from the federal deficit by itself. The anendment announces
only an intention regarding action to be taken in the future -- a
time when we would still be confronted by "all the hard choices
that face us now' (Economic Report 1994, 39; Peterson 1993, 226-
227). According to Herbert Stein of the Anerican Enterprise
Institute, BBA supporters do not understand the |essons of Gramm-
Rudnan:

The G amm Rudman Acts had serious defects, but

they were steps towards |earning how to do

better. One of the lessons ... was that it

is futile to set ceilings for the deficit or

for total spending without prior agreenent on

the major lines of the policies by which

conformty to those <cellings is to be

impl enented. That is a |lesson that authors of

BBAs have not learned (Stein 1994. 5-6).
Even worse is Peterson's fear that passing a BBA "m ght persuade us
to think we have solved our problem and thus divert our attention"
fromthe need to nake these difficult choices (Peterson 1993,
227).

(2) A nunber of observers have expressed concern that, as the
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Econonic Report of the President put it, a 60-percent congressional
super-majority to waive the bal anced budget requirement "threatens
to reinstall both gridlock and the tyranny of the mnority"
(Econom ¢ Report 1994, 39). Penner, for exanple, notes it mght be
very difficult to break an inpasse "if a super-majority cannot be
found to approve a deficit and a sinple najority cannot be found to
take the steps necessary for a balanced budget" (Penner 1992).
Aaron adds that the BBA would "increase the power of a determ ned
mnority not just to restrict the scope of government but also to
expand their favorite prograns.” |n a recession, he explains,

A determ ned 40 percent of either house could

force the majority to support any particul ar

tax or spending change (increase or decrease)

as a condition for supporting the waiver of

E?é bal anced budget requirements (Aaron 1994,
Placing such power in the hands of determned mnorities, he
concludes, "is surely bad policy" (Aaron 1994, 2).

(3) Another problemw th the BBA is that although a vote for
it may provide today's legislators With a short-termpolitica
gain, it is a requirement not inposed upon thenselves but on
menbers of Congress in FY 2002 and beyond. Wiile there is a
sensible case to be nade for allowng ratification tinme and for a
sl ow adj ustment to budget balance, sone have neverthel ess suggested
that an elenent of hypocrisy still exists. As then- Congressman
(now Wiite House Chief of Staff) Leon Panetta stated during a
congressional hearing in 1992, "There's a lot of hypocrisy around
here. There are a lot of menbers Who will never vote tough

choices, but they'll vote for a BBA because they know they wll
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never have to make a bal anced budget" (quoted in Dewar and
Qugliotta 1992, Al14). Indeed, Representative Gerald Sol onon (R New
York) received nmerely 73 House votes last March for the only
existing programw th a line-by-line accounting of how to achieve
a bal anced budget by the beginning of the next decade (Rosenbaum
1994) .

(4) The above discussion suggests that a bal anced- budget
requi renent cannot alter a legislator's incentives enough to force
nmore responsi ble fiscal-policy actions. But one can at | east
accept this proposal as worthy of constitutional consideration
because it appears as an initiative designed to correct what is
perceived to be a fundanental weakness in our existing politica
structure. The tax-limtation proposal, however, introduces a
fiscal-policy bias with nuch less nerit as a constitutional issue.
Indeed, as The New York Times wote of the idea in 1992, it is a
proposal which invites the suspicion that the true objective of
many BBA supporters is to "finish the assault on public spending
t hat Ronal d Reagan began" -- a goal that sone powerful House
Republ i cans have indeed identified as an overarching objective of
their  novenent (though not necessarily the BBA itself)
("Unbal anced" 1992). Mbreover, outside observers are not the only
ones who feel the tax-limtation nmeasure "raises grave questions”
about responsible constitutional governance. In 1992, Sinon
i ndi cated that he would vote against his own bal anced- budget
proposal if it was altered to require a three-fifths vote for tax

i ncreases (Dewar and Cugliotta 1992, Al4).
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(5) A question of responsible governance is also raised when
t he budget anmendnent is considered in the context of the entire
CWA. The Contract calls for tax cuts that the CBO and House
Republicans estimate will produce a loss of $148 billion in
revenues over five years. The Republicans also call for increased
def ense spending and a protection of Social Security benefits.
This led the Concord Coalition, chaired by former Senators Warren
Rudman and Paul Tsongas, to the follow ng conclusion on both the
House Contract and a similar "Agenda for the Republican Mjority"
i ssued by Senate Republicans: "Cearly deficit reduction is not a
priority in these plans. These docunents are about getting votes,
not about bal ancing the budget" (Concord Coalition 1994, 1).

In response to concerns regarding revenue | osses in a plan
that calls for deficit elimnation, sone Republicans have been
enphasi zing the need for a "dynamc scoring" of the revenue inpact
of tax changes. Wile this scoring may be sensible in theory, it
is already leading to abuses in practice. For exanple, forecasts
by the National Center for Policy Analysis -- which Investor's
Business Daily calls a "supply-side think tank" whose econom sts
"have close ties" to Representative R chard Arney (R Texas) --
claimthe Contract's tax cuts wll stinulate economc growth and
raise $623 billion in federal revenues over five years
("Perspective" 1994). As Paul Craig Roberts, a mpjor figure in the
1980s supply-side revolution rem nds us, "none" of that decade's
suppl y-si de nmeasures "ever clainmed that tax cuts would pay for

themselves ." In fact, he wites that the Reagan Admnistration in
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particular, "did not predict that the tax cuts would be self-
financing. It predicted the exact opposite -- that every dollar of
tax cut would lose a dollar of revenue" (Roberts 1991, 25-27).°
Clains of revenue gains due to greater economc growmh are made
even nore fantastic when considered in light of the Federal
Reserve's current view that the econony is already at its growh
[imt and needs to be restrained to prevent inflation.

(6) Critics of the BBA have also raised an inportant
political question about its enforcement. As Senator Harry Reid
(D-Nevada) indicated during the 1994 BBA debate, |egal scholars are
concerned that once the anmendnent takes effect any congressional
failure to produce balanced budgets would lead to judicial
i nvol verent in fiscal policy (since the federal courts are
responsible for interpreting and overseeing enforcement of the
Constitution) (Reid 1994). To avoid this unattractive outcone,
sone legislators have tried to wite a BBA that preenpts court
action.® But then the problemis that the anmendnment becones
entirely synbolic. an amendment left to Congress to enforce has no
teeth and cannot be expected to affect either the incentives or
actions of federal legislators.

(7) Yet another argunment against the BBAis that it flows
from a questionable prenise regarding our present deficits. The
publ i c-choi ce perspective has suggested that deficits are a result
of legislators' efforts to pursue their own individual interests at
the expense of the public interest. But enpirical work on trade

policy by Robert Baldw n, an econonist synpathetic to public-choice
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theory, indicates that self-interest is not enough to explain
policy decisions -- "interpersonal effects and broad soci al
concerns are al so needed" (Baldwin 1985, 165). Although citizens
respond in the affirmative when pollsters ask sinply if deficits
shoul d be reduced, Stein has enphasized that an attenpt to achieve
deficit reduction confronts one with an array of both benefits and
costs (Stein 1994). Thus, it is not at all clear that the deficits
of the past decade have been inconpatible with public desires.

(8) The BBA critique presented so far suggests that those who
feel dissatisfied with the fiscal actions of public officials
shoul d engage not in an effort to alter the Constitution but rather
in an effort to change contenporary policy actions through
political activism This could prove effective regardl ess of
whet her legislators act in the public interest or their own
interest -- because it would exert pressure that could link both
interests to a particular agenda. O course, fiscal conservatives
have becone nore politically active in recent years, and this
activismis having an inpact on the federal governnent. At this
point, then, time and resources of deficit-reduction advocates
woul d seem to be nost effectively spent if directed toward
devel oping and marketing a rational blueprint for achieving
bal anced budgets, instead of toward |obbying for BBA ratification.

(9) Finally, it mnmust be observed that many have recently
i ndi cated the Novenber 1994 elections represent a change in
political direction that would nmake the BBA unnecessary. At a

recent workshop of The Jerome Levy Econom cs Institute, for
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exanpl e, Regan enphasi zed that the 1994 el ection signaled the end
of political rewards for "bringing hone the pork." As Regan
expl ained, citizens have realized both that if the pork is being
brought hone to themit is being brought hone to others too, and
that it has become time to put an end to the entire feeding. This
runs contrary to the public-choice View because it suggests
political incentives were altered so that it is now clearly in the
self interest of politicians to show fiscal restraint (Regan 1994).
Econom c¢ Dangers

Turning to a discussion of economc problenms with the BBA, one
must first correct the CWA suggestion that an annually bal anced
budget woul d put Congress "under the sanme budget constraints as
fanmilies and businesses" (CWA 1994). Businesses and househol ds do
not generally achieve -- or even strive for -- an overall budget
bal ance each year. If famlies lived under the constraints
proposed by the CWA, then individuals would need to pay cash for
not only their autonobiles but also for their houses and their
children's college educations. If firms lived wunder this
constraint, then enterprises could not resort to borrow ng when
investing in equipnent or constructing new facilities -- and the
al nost universal private-sector practice of capital budgeting
(taught in all corporate finance and accounting courses) woul d need
to cone to an end. In fact, few state, |ocal and even nati onal
governnments could live under this budget rule, for public-sector
capital budgets are quite comon both in this country and abroad.?

Moreover, a national government has a unique responsibility --
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it alone is responsible for economc stabilization. Thus, even if
| egislators could avoid all the political dangers identified above,
their prize would nerely be achievement of the wong economc
goal.' In fact, maintaining an annually bal anced budget woul d
require tax increases and/or spending cuts in a recession --
actions that woul d exacerbate, rather than conpensate for, the
cyclical downturn. As Aaron has witten:

One does not need to be a primtive Keynesian
to believe that a requirenent forcing tax
increases or spending cuts during economc
sl ondown could be catastrophic. ... | can
think of few policies better calculated to
turn econom c shocks into nmajor calamties
than a bal anced budget requirenment (Aaron
1994, 7).

There are also problenms with Sinmon's suggestion that the
bal anced- budget requirenent wll be easy to waive in tines of
recession. The vote margin on successful, past stinulus packages
does not ensure that legislators will be able to respond quickly
and effectively to every fluctuation in our econony -- especially
since, as any student of econom cs and governnment knows, there are
many types of "lags" that slow the policy process. Mreover, the
wai ver suggestion ignores the fact that stinulus packages are not
al ways needed today because various automatic stabilizers are an
i nherent part of our present tax and expenditure system The BBA
would require a Congress fearful of unanticipated deficits to
consi der defusing these valuable mechani sns.

In short, the BBA ignores the reality of nodern fisca
constraints and points us in the wong direction -- back to a |ess

stabl e era of budget bal ance, not econom c bal ance. In this
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manner, it offers a toxin, not a tonic, for our economc ills.
Revi ew

The BBA is only a statenment of intention. I'ts passage does
not substitute for the need to make difficult choices. Mbreover
G amm Rudnman and the experience of the states show the futility of
adopting budget statenents when there is no political will to carry
them out. Even locating this statement in the Constitution offers
no speci al advant age: amendi ng that docunment offers no airtight
protection agai nst evasion. As Levy and Regan wite, all fiscal
strai ghtjackets "can be stretched" (Levy and Regan 1994, 4). If
| egi sl ators want a bal anced budget, we will get one even without a
BBA. If they don't, the BBA can only taint our Constitution -- and
lead to nore citizen frustration and a further |oss of confidence
in our political institutions.

Further, the BBAis, from an econom c perspective, a very
m sgui ded statenent of intention. It ignores the reality of
private-sector budgeting, precludes the devel opment of federa
capi tal -budgeting procedures (procedures used effectively by
governnents in the U.S. and abroad), and hinders the public-
sector's ability to conpensate for cyclical fluctuations in the
econony.

Part 3. An Alternative: Ful | - Enpl oynent  Budget i ng

If the BBAwll bring only further injury to our political and
econoni ¢ systems, then how should our budget system be reforned?
To begin, we nust be clear on the problenms we seek to resol ve.

Perhaps the primary problemis that fiscal policy appears to
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citizens as unconstrained and directionless. Another is Anericans
feel both that the public sector is inefficient and that too few of
today's federal expenditures represent an investnment in our future
wel | - bei ng. A third concern is that our budget process seens
never - endi ng. In fact, many have described the process as
continuous budgeting -- a systemin which "decisions are so
frequent they are never final" (Rvlin 1986). Still another
problemis that the projected growh of "entitlenents," such as
heal th-care costs and Social Security, threatens to overwhel m al
other future fiscal concerns. The focus in nost of what follows
will, like the BBA, be on the first of these issues.

Recommendat i on: Bal ance the Structural Budget

Much support for the BBA seens to spring froma belief that
U.S. fiscal policy is rudderless. But that anendnent, as discussed
above, is both wong in principle (see "Econom c Dangers") and
destructive in practice (see "Political Dangers") .* A nore
sensi ble alternative would be to seek a balance in our "high-
empl oynent," or structural, budget -- in other words, to pursue a
policy of full-enploynent budgeting.®

A full-enploynment (yet another name is "cyclically-adjusted")
budget is one designed so that a <zero deficit, or sone
predeterm ned surplus, "would result if the econony were at a high-
| evel of enploynent"” (Econom c Report 1994, 26). The approach
yields a deficit -- to conpensate for a shortfall of private
spending -- in tinmes of less than full employment.' It also

generates an increasing surplus as unenploynment falls beyond the
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“full-enmploynent” |evel.
This approach allows legislators and the public to easily
di stinguish deficits caused by cyclica fluctuations from deficits
that are due to nore structural inbalances in receipts and
expenditures (See Table 2). Further, an intention to elimnate
structural deficits would be both nore econonically sound and
politically achievable than the goal of an annually bal anced
budget . Anot her strength of full-enploynent budgeting is that
while offering a budget rule that everyone can understand, it
continues to enphasi ze the federal governnment's countercyclical

responsibilities.?

TABLE 2.
STRUCTURAL BUDGET SURPLUS OR DEFICIT (-), 1959-98

ILhified structural budget averages; inflation-adjusted]

Fi scal Years Percentage of CDP
1959- 1982 0.1
1983- 1993 - 1.9
1994- 1998 (forecast) - 0.8

Tource: Economic REpoOrt of tne President, February 1994.
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But what is the appropriate unenpl oynent target for full-
enpl oynent budgeting? Wien the question was asked in the mid-
1970s, a U S. Bureau of Labor Statistics study estimted frictional
unenpl oyment at between 2.4 and 3.8 percent. This led Senator
Hubert Hunphrey to advocate a goal of 4 percent for the overal
| abor force, a goal enacted into law by the "Full Enploynent and
Bal anced Growth Act of 1978" (Hunphrey 1976). O course, sone
econom sts believe in a higher "natural" rate of unenploynment -- a
rate beyond which further increases in aggregate demand will be
fully translated into inflation. But there is a growi ng body of
theoretical and enpirical evidence that challenges this notion
(see, for exanple, Wolfson (1993) and Eisner (1994)). Mreover,
adherents acknow edge that the natural rate can be shifted by
institutional changes and structural econom c devel opnents -- there
I's even evidence to suggest the predom nant econom c trends since
the early 1980s are ones that would cause this rate to fall
(Rissman 1988). Consequently, legislators have no reason to scrap
| | | . | I ' the |  this [ and
Achi eving the 4 percent goal without inflation nmay require nore
than traditional demand-mnagenent tools, but it is not inpossible
O her Recommrendati ons

Both political parties recognize the public's desire for a
nore efficient public sector and are seeking to respond wth
initiatives that streamline federal structures, procedures and
policies. President Cinton has also enphasized the need to bring

a greater investnent orientation to federal expenditures -- wth



28

special attention to investnments in human resources, infrastructure
and technol ogy. The bipartisan Conpetitiveness Policy Counci
suggests that Congress and the Wite House adopt an "Investnent
Budget" that allows consideration of the trade-off between public
i nvestnent and consunption, and that contributes to devel opment of
a consensus on nat i onal fiscal goal s and priorities
(Conpetitiveness Policy Council 1993, 8). This type of budgeting
is essential in our present era of global conpetition, worker
insecurity, and "nman-nmade" conparative advantage. (I'n fact, |
woul d recommend linking this reformto the full-enploynent budget
by requiring each year's public investnents to be at least equal to
the size of our conpensatory expenditures. This would ensure that
borrow ng does not finance current consunption.)

Anot her budget reform worth consideration is a two-year budget
and appropriations cycle. A BBA still requires the budget to be
revisited each year; biennial budgets do not. This reform coul d
ease the frustrations engendered by continuous budgeting; allow
| egislators nore time for programreviews and eval uations; and --
even with provisions enabling changes in energencies -- pronote
econonmic stability. It mght also make a small contribution to the
goal of deficit reduction by providing |ess opportunity for
nodi fication of nmulti-year agreenents and by allow ng the gradual
inposition of fiscal changes. Wile a two-year cycle has been one
of the nost wi dely discussed budget-process reforns of the past
decade, Washington's new bipartisan attention to streaniining

gover nment suggests the present may be the perfect tine to adopt
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this reform.?®

Finally, there is the problem of the expected explosive growh
in entitlenments. Although the chairnmen of Congress's Bipartisan
Comm ssion on Entitlement and Tax Reform (BCETR) were unable to win
support for specific proposals in 1994, Budget Director Alice
Rivlin has correctly observed that the comm ssion played "an
extrenmely useful role" by "focusing attention on the big problens
of the next century" (quoted in Pear).?” To nmake future progress
in this realm we need two panels with narrower agendas than the
BCETR -- one to address health-care policy and another to focus on
ensuring the viability of Social Security. These are the specific
policy areas where we can anticipate our nost significant future
problems. As the Economic Policy Institute's Max Sawicky suggests,
work in both areas nust be guided by two principles: support for
the missions of existing programs, and conmtnent to reformthat is
structural, not merely fiscal (such as inposition of expenditure
caps) (Sawicky 1994, 1-2).'®

Concl usi on

The first itemin the Republican |egislative agenda for the
104th Congress is a BBA offered under the title "The Fiscal
Responsibility Act." But this proposal would produce only nore
fiscal irresponsibility. It is founded on a msdirected and
dangerous economic principle, and is likely to bring harmto the
political systemonce put into practice. A much nore sensible
alternative is already suggested by the 1978 Full Enpl oynent and

Bal anced Growth Act, a law requiring the President and Congress to
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adopt an econom c strategy that achieves and maintains a 4 percent
unenpl oyment rate for the labor force. Instead of working to enact
the BBA legislators and citizens should seek conpliance wth our

present law -- conpliance that can be best pursued by an enphasis

on full-enpl oynment budgeti ng.

QO her reforminitiatives nmay al so beworth consideration
i ncludi ng investment and biennial budgeting, and a new bipartisan
effort to tackle the problem of entitlenment spending. But the
foundation of a fiscally-responsible, budget-reform program nust be

to achieve and nmaintain full enployment by balancing the structural

budget, not the annual budget. Any Constitutional anmendnent
regardi ng budget balance is a bad idea for reasons that have been

outlined above; but if the new Congress insists on a BBA, they

shoul d at least shift their focus to the high-enpl oynent budget.
Not es

1. Federal expenditures were about 18 percent of gross domestic
product (GDP) in the second half of the 1950s. The figure was
10. 8 percent in 1934 and has been about 23 percent in the 1990s
(Econom c Report of the President 1994, 362).

2. The legislation failed by one vote in the Senate in 1986,
and by seven votes in the House in 1990.

3. The unified federal deficit for Fiscal Year (FY) 1992 was
$290.4 billion, and when one excludes off-budget receipts and
outlays (including the Soci al Securit&ﬁsurplus) t hat nunber rises
to $340.5 billion. According to The Washington Post, initia

1992 forecasts for FY 1993 predicted a deficit of over $400
billion (Dewar and Qugliotta 1992, Bal4).

4, During the 1992 debate, over 400 econom sts -- including
seven Nobel Prize recipients -- released a statement opposing the
amendnment.  See "Econom sts Qppose BBA" (1992).

5. On the matter of budget execution, this proposal states that
"Congress and the President shall ensure that actual outlays do
not exceed the outlays set forth" in the budget; it also states,



31

"Congress shall enforce and inplement this Article by appropriate

|l egislation." (House Republican Conference 199%4a, Z-3)
6. For a recent discussion of the present w despread use of one
of these devices -- the federal nandate -- see Lashutka (1994).

Simlarly, menbers of the Republican Governors Associ ation,
meeting only days after the Novenber 1994 el ection, warned that
they did not want the federal budget to be cut at the expense of
the states. As Richard Berke reported in The New York Tines:

They [the governors] took care not to

directly attack M. Gngrich [the incom ng

House Speaker] and sone even enbraced his

call for a balanced budget anendnent, but

only on the condition that such an amendnent

woul d include | anguage barring the Federal

Gover nment from passing on the increased

financial burden to the states (Berke 1994,

enphasi s added).
The CWA anendnent offers no such IanguaPe --and it is not
obvi ous that a meani ngful and enforceable provision of this sort
could indeed be witten.

1. According to Mchael Hurd, an expert on the econom cs of
aging, health-care costs in 2020 will rise to between 23 and 36
percent of GDP, while the nunber of retirees per 100 workers is
expected to rise fromtoday's 30 to between 41 and 67 by 2040
("The Econonics of Aging" 1994, 2). The present rate of growth
in Medicare and Medicaid expenditures is 15 percent per year.

8. Roberts adds, "Mreover, as far as | can ascertain, no

suppl y-si de economi st inside or outside the Reagan Admi nistration
ev;r said that tax cuts would pay for thensel ves" (Roberts 1991
26) .

9. Court involvenent is unattractive for nmany reasons, _
including the followi ng: the courts operate in a manner that is
too slowto allow tinmely action on disputes over budgets and
fiscal policy; judges have no special expertise in budget
matters; and the Constitution's framers sought to exclude the
judiciary from fiscal decisions. For more on the problens of
judicial enforcement, see Bork (1990).

10. As nentioned earlier, 42 states have capital budgets (Levy
and Regan 1994, 2).

11. It has been argued, for exanple, that a bal anced federal
budget in 1993 woul d have cut that year's business profits al nost
in half (Levy 1994, 2). A study by \Warton Econometric
Forecasting Associates, neanwhile, finds that noving the federa
budget increnentally into balance by the year 2003 woul d cost the
private sector alnost 6.5 mllion jobs (Karl and Bachman 1994).
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12. See "Unbal anced" (1992) for a simlar distinction between
"wrong in principle and destructive in practice.”

13.  The suggestion that federal officials focus on the high-
enpl oyment budget is not new. It was nentioned, for exanple, by
Nort hern Tel ecomis Chairman and CEQ, Ednund B. Fitzgerald, in
1988 during a BBA hearing before the U S. House Commttee on the
Judi ci ary. Fitzgeral d appeared before the commttee on behal f of
the trustees of the Commttee for Econom c Devel opnent, a group
for which he served as Chairman at the tinme (Fitzgerald 1988).

14.  In periods of cyclical unenploynment, deficits of the size
required to conpensate for private-sector slackness do not
threaten to "crowd out" business investnent. Even BBA adherents

recognize this, as Sinon's discussion of the BBA waiver indicates
above. Further, enpirical work by Robert Eisner on the U S
econony since the early 1960s shows that higher deficits have
been associated wth nore rapid subsequent growth in real product
- and with | ess subsequent unenploynment (Ei sner 1994, 106-109).
In short, the economc inpact of a deficit depends in |large part
on the state of the econony. o

Simlarly, the inpact of a federal deficit depends partly on
the nature of public expenditures. As Stein noted in his 1994
BBA testinony, we do not have to apol ogi ze for our debt |egacy if
borrowmng is for investnents that |eave a safer world and a nore
prosperous econony for our children and Erandchildren (Stein
1994). (Supporting this position is work by Sharon J. Erenburg
(1994) and ot her econom sts who have recently produced much
evi dence that suggests public infrastructure spending has a
positive effect on private sector_ equi pment investnent,
productivity, and real wages.) Borrowi ng that finances only
current consunption, however, is nuch |ess defensible.

15.  Since an argunment in the case for the BBA was that deficits
hurt our trade position, we should note there is no clear _
rel ationship between trade and budget deficits. Since 1992, in
fact, our trade bal ance has worsened while the federal deficit
has fallen. (For a good effort to disentangle these "twn
deficits," see Blecker (1992) .) In short, frade concerns should
not deter federal officials fromfulfilling their countercyclical
responsibilities.

16. For nore on biennial budgeting, see Walen (1994).

17.  The entitlenments conm ssion was headed by Senator Bob Kerry
(D Nebraska) and Representative John Danforth (R-M ssouri).

18.  The 1983 panel convened to address inm nent problens in the
financing of Social Security denmonstrates that a bipartisan
effort focused on problens Iin a single policy area can indeed be
ef fective.
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