FISCAL POLICY



6. Toward a New Fiscal Constitution

For the first 140 years of U.S. history, the federa budget was effectively
congrained by two fiscal rules: the formal limits in the Constitution (the
enumerated pending powers) and an informal rule that the government
could borrow only during recessons and wars. At the end of the 1920s
federal expenditures were 2.6 percent of gross domestic product, and most
of those expenditures were for the military and the deferred costs of prior
wars. And the characterigtic budget surplus during pescetime recovery
years congtrained the federa debt to 16 percent of GDP. The congraints
on federal spending and borrowing aso contributed to the conditions that
led to aroughly stable genera price leve over that long period.

Over the past Sx decades, however, federal expenditures have increased
to over 23 percent of GDP, and most of those expenditures are for new
forms of services and transfer payments. Larger and more frequent budget
deficits (continuous since 1969) have increased the federal debt held by
the public to an amount equa to about 50 percent of GDP. And the generd
price level is now about ninetimes the level at the beginning of the period.
That dramatic change in fiscal and monetary conditions occurred without
one amendment to the Congtitution that would authorize a change in the
fiscal rules. Our effective Congtitution hasbeentransformedinto oneunder
which Congress and the president may authorize any type or amount
of expenditures and taxes, subject only to the voting rule for routine
legidation.

The Erosion of the Fiscal Constitution

The Condtitution (article 1, section 8) grants to Congress only 18 rather
narrowly defined powers, only a few of which—such as the powers to
"edtablish Pogt Offices and post roads," "raise and support Armies”
and ' ‘provide and maintain aNavy’’—involve the potentia for substantial
expenditures. Therewere numerous minor breaches of those limitsfromthe
earliest years, but the aggregate effect of the breaches was not substantial.

After the Supreme Court ruled that some of the major regulatory initia-
tives of the early New Ded were uncongtitutional, Congress and the
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Roosavet administration switched to a transfer payment strategy. When
the Socia Security Act was approved in December 1935, however, there
was gill congderable doubt whether the Court would rule it unconstitu-
tional. That issuewas indirectly resolved by the Court’s decisonin United
Satesv. Butler in January 1936. Although that decison ruled, on narrow
grounds, that the Agricultural Adjustment Act of 1933 was unconstitu-
tiond, it provided the judicid opening for the developing welfare state
" by asserting that "the power of Congress to authorize appropriations of
public money for public purposes is not limited by the direct grants of
legidative power found in the Constitution.”” That first major accommoda-
tion to the New Ded saved the Court from Franklin Roosevelt's threst
to pack it with more acquiescent justices, but it effectively destroyed the
fiscal conditution. In effect, each Congress may now write its own fiscal
congtitution, subject only to therestraint that the appropriations must serve
some vague concept of public purpose.

Therest ishistory. The major new spending programs of the New Dedl
were not chalenged on condtitutional grounds. As late as the Eisenhower
adminigtration, there was gill some deference to the enumerated powers,
but only to justify new activities, the first mgjor federa highway and
education programs, for example, were both rationalized on national secu-
rity grounds. Starting with the Johnson administration in the 1960s, how-
ever, the enumerated powers no longer commanded even rhetorical defer-
ence. Thereis no longer any reason for rejecting demands for new federa
services or transfer payments on the grounds that the federal government
has no condtitutiona authority to finance them, a condition that makes
federa politicians appear hardhearted if they fail to respond to demands
for additiona services and transfer payments.

The fiscd condtitution of the United States is now only a parchment
barrier, and Americans have no legd recourse to enjoin a continued
expanson of the services financed by government. The demand for some
of the new services, probably including Socid Security and unemployment
insurance, may have been sufficient to approve amendments to the Consti-
tution to authorize those services. However, without any such test of
condtitutiona consent, Congress may now authorize many other services as
well. The substantive limits on federal expenditures are no longer binding.

The conditions that led to the eroson of the informal but effective rule
on federal borrowing were smilar, except for the absence of any role for
the Supreme Court. Paliticians have long had an incentive to borrow to
finance current expenditures, primarily because the interests of children
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and future generations are not adequately represented in legislatures. How-
ever, the folk wisdom supporting balanced budgets has been and remains
quite strong. In this case, the economics professon must bear part of the
blame for undermining the borrowing rule. For about 40 years, from
the second Roosevelt administration through the Nixon administration,
Keynesian macroeconomists provided a rationae for increasing spending
without increasing taxes as ameans to reduce involuntary unemployment.
The federal budget had a surplus in only 12 years during that period, but
economic growth and increasing inflation reduced the ratio of the public
debt to GDP from World War II to the mid-1970s. The amount and
frequency of federa borrowing during that period may have been undesir-
able, but they were at least sustainable. That perspective findly fell victim
to the new classcd macroeconomics, the developing empirical evidence,
and confusion about tfie appropriate Keynesan response to the stagflation
of the late 1970s '

Soon &fter, the new supply-siders provided a rationae for reducing
taxes without reducing expenditures as a means to increase the incentives
to work, save, and invest. The fiscal and economic record during the
period has included continuous large deficits and a continuous increase
in the ratio of the public debt to GNP. The record of federa borrowing
during the period was and is clearly unsustainable. At some time, some
action will be necessary to stabilize or reduce the ratio of the federal debt
(or interest payments) to GDP.

On two occasions, Congress bound itsdf by new fiscal rules in an
attempt to reduce the deficit: the Gramm-Rudman rules gpproved in late
1985 and the budget agreement gpproved in late 1990. The Gramm-
Rudman rules proved to be moderately effective for severd years but
findly fell victim to the exploson of savings-and-loan deposit insurance
ligbilities, the increased demand for domestic spending, and the 1990-91
recesson. The rules approved by the budget agreement in 1990 seem
unlikely to survive another recesson. Congress appears unable to bind
itself to asustainableborrowingrule, at least in alow-inflation environment.

The Case for a New Fiscal Constitution

The erosion of the fiscal congtitution is a cause for concern because
majority rule is not a sufficient constraint on decisons affecting federal
expenditures, taxes, and borrowing.

All of us arewilling to delegate many decisons within afamily, firm,
and other voluntary organizations to redlize the benefits of comparative
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advantage and the reduction of decisionmaking costs. For the same reason,
many nations have chosen a representative government with a majority
voting rule. Such delegations, however, are dmost always subject to
substantive, quantitative, or procedural constraints on the group to which
the decisons are delegated. Moreover, there is an important relation
between the voting rule and the severd types of condrants. the lower
thevoting rule, the moreimportant the constraints on the authorized powers
of the organization. '

For governments, the redidtic dternatives are to authorize a narrow
range of powers and amgjority voting rule or abroader range of powers
and a supermajority rule. The national governments of the United States
and Switzerland are examples of the first dternaive. The governments of
the American States and the Swiss cantons and the national government
of Finland are examples of the second dternative. Many American states
and Swiss cantons, for example, require ether a supermgority of the
legidature or areferendum to increase taxes or to issue new debt. Finland’s
congtitution requires a two-thirds vote of the parliament to incresse taxes
for more than one year and a five-sixths vote to gpprove any measure
that restricts property rights. One should not be surprised that the relative
sze of government is generdly smdler in federa systems, dthough gov-
ernments have grown rapidly dmost everywhere. The dternative most
likdy to lead to fisca trouble in a democracy is a national government
with plenary powers and amajority rule, but the effective structure of most
nationa governments, including that of the United States, is unfortunately
evolving in that direction.

The design of the U.S. Condtitution was to limit federal expenditures
to the enumerated powers defined in article 1, section 8, with the amount
of such expenditures to be determined by the normal voting rales for
appropriations. Thereis areasonable case that such substantive limits may
be preferable to a supermgjority rae on the budget totals. Such substantive
limits, for example, permit a federal politician to respond to constituent
pleas by saying, "l would like to help you, but the Constitution does not
authorize Congress to finance this service" But that genie is aready out
of the bottle. Most of the current activities of the federal government have
no congtitutiona bass in the enumerated powers, and there is no prospect
of acongtitutional consensus on the origina substantive limits or on some
new set of substantive limits.

The case for a new fiscd rae affecting the authority of the federd
government to borrow is based on three observations. Firdt, the current
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pattern of federa expenditures and receipts is not sustainable. Second, it
Is preferable to sabilize theratio of the federal debt (or interest payments)
to GDP sooner than later, a levels doser to the present one than a a
higher levd; net interest payments, dready the third largest component of
federa expenditures, are dso among themost rapidly growing components.
Third, Congress has demongtrated no ability to bind itself or a subsequent
Congress to a sustainable borrowing rule.

The absence of obvious near-term adverse effects of the federal deficit,
however, has contributed to the erasion of thepolitica discipline necessary
to enforce a sustainable fiscal policy; if some adverse effects had been
more apparent, the normal political incentives of Congress would probably
have been sufficient to reduce the growth of the federal debt. The primary
problem of federal borrowing is a mord problem: we are passing an
increasing part of the cost of current government services to our children—
without their consent. Federd net interest payments are now about $2,000
per taxpayer; each new generation of voters and taxpayers would clearly
prefer that less borrowing had been authorized in prior years. The case
for anew congitutiona rule on the authority to increase the federal debt
IS to protect our children from our own lack of fiscal discipline.

The appropriate response to the eroson of the substantive limits on
federal fisca powers is to gpprove more constraining voting rules on
decisons affecting the budget totals. One should rgect out of hand the
argument that such rules are inherently incongstent with democratic gov-
ernment. The U.S. Congtitution requires asupermajority to gpprove severd
measures. Congress has established a supermgority rule for severd other
types of measures, now including proposds to reduce taxes. Almogt dl
of the states have some form of soecid rule on the issue of new debt.
Many of the states require asupermgjority of thelegidature or a referendum
to increase taxes. And the condtitutions of some other countries, like
Finland as mentioned above, require a supermajority to increase taxes or
restrict property rights. Mgority rule has instrumental value—it is the
minimum voting rulethat avoids incons stent decisions on the same vote—
but it does not have normative vaue in and of itsdf. There is a strong
case for requiring a higher voting rule on more important decisons, such
as overdl levds of taxation and the public debt.

Two other concerns about the federa fiscal congtitution have been
the focus of increasng attention in recent years. Frs, state and locd
governments are increasingly burdened by federal mandates for which
there are no or insufficient federal grants to cover the necessary cods.
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The cost of uncompensated mandates is uncertain, but it may now be up
to $100, billion a year. Congress has increasingly used such mandates to
meet federal objectivesin responseto the perception that the federal budget
is increasingly “‘tight”” (even though red per capitafedera spending has
never been higher). State and locd officids, in turn, are concerned that a
serious effort to balance the federal budget would leed to even more
uncompensated mandates. For that reason, there is agood case to include
-aban or limit on any new uncompensated mandates in an amendment
that would change other fiscdl rules. Since any new amendment must be
ratified by the legidatures of at least three-fourths of the Sates, a mandate
provison may aso be a necessary condition for ratification.

Second, for many years presidents of both parties have asked for a
line-item veto, the authority to reduce or diminate spending for specific
activities or programs included in a more comprehensve gppropriation
bill. The objective of such authority is to force Congress to vote on the

- gpecific activity or program identified by the president. The governors of
43 dates have some form of line-item veto; the experience of the dtates
suggests that that authority has not significantly reduced total spending
but that it can be effective in reducing spending for activities that benefit
only smdl congtituencies, the type of spending often described as ' ‘pork.”
The case for atine-item veto is much wesgker than that for the three other
proposed changes in the fiscal condtitution. The new Republican majority
in Congress is best advised to authorize aline-item veto by statute for an
experimental period, probably in theform of enhanced rescisson authority.
Congderation of conditutional authority for a line-item veto should be
deferred, pending an evauation of this experiment.

A Proposed "Fiscal Responsibility” Amendment

For those who accept the analysis to this point, there are il two other
important questions. What new fiscal rules merit consideration? And is
there a potentia congtitutional consensus for those rules?

The arithmetic of the federal budget indicates that two new fiscal rules
would be sufficient to address the concerns about tota spending and the
deficit: total outlays minus total receipts equa the deficit, which in turn
equals the increase in the public debt. Rules that limit any two of those
variables aso limit the others. The consderations that bear on the design
of a proposed amendment include the choice of the two variables to limit,
whether the limits should be on the expected or the actud levels of those
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variables, andthevoteratio required for changing thelimits. One additiona
rule, of course, would be necessary to address uncompensated mandates.
The most efficient way to summarize the issues that bear on the choice
of rules is to start with my preferred verson of afisca amendment and
then to explain my reasons for choosng the specific proposed rules. |
have been involved in the design of proposed fisca amendments (a few
of whichhave been gpproved) for over 20 years, and thefollowing proposed
amendment reflects that experience and some evolution of my views.

The Fiscal Responsibility Amendment

Section 1. Congress may not increase the limit on the public
debt of the United States without the approval of threefifths of
the members of each House

Section 2. Congress may not levy a new tax or increase the
rate or base of an exiging tax without the approval of three
fifths of the members of each House.

Section 3. State and local governments mug be compensated
for the necessary additional cogs of any new federal mandates
specific to those governments In the absence of such compens
tion, state and local governments need not implement such man-
dates

Section 4. Sections 1 through 3 of this Articleshall be sugpended
in any fiscal year during which a dedaration of war isin effect.

Section 5. ThisArticle shall be effective beginning in the second
fiscal year after ratification.

The primary consideration that leads meto prefer afocus on debt totals
and increases in tax rates is to avoid the problems of a direct vote on the
budget totals. Congress does not (and should not) vote to gpprove the
actua levds of tota outlays, receipts, and the deficit, because each of
those variables is subject to errors of both estimation and forecast. Since
1976, based on the Congressiona Budget Act of 1974, Congress has voted
to approve a budget resolution establishing target leves of total outlays,
recaipts, and the deficit and the alocation of outlays among the major
programs. That resolution, however, has no force of law and has not
been sufficient to congtrain the growth of the budget totals. Requiring a
supermajority rule to gpprove the budget resolution would only increase
the controverses about possible biases of the forecast of outlays and
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recapts. My preference is to focus the supermajority votes on two types
of bills that Congress has addressed since the dawn of the Republic: bills
to authorize an increase in the limit on the public debt and on any bill to
increase any tax. Those rules are substantidly invariant to changes in
budget accounting and national income accounting, avoiding the problem
of other more formulaic versons of the rules.

A firmer limit on the public debt would constrain annual deficits without
requiring ether an estimated or an actual balance of outlays and receipts
in any fisca year. Moreover, that approach would esse the problems of
trangition from the current large deficit to an expected balance; before the
effective date of the amendment, Congress could s&t alimit on the public
debt that would permit atranstion to an expected balance over a period
of years. At such time that an expected balance is in prospect, the limit
on the public debt should be sat to permit borrowing to finance the
unexpected increase in outlays and dedine in receipts that have been
characteristic of U.S. recessons. There is a legitimate concern that a
limit on the public debt would be "gamed" by declaring some types of
borrowing to be outside the limit or by forcing an increase in the limit
to avoid an outlay reduction or tax increase during a recession, but that
problem seems smaller than our current deficit problem.

My proposed tax limit would require a supermgjority vote to increase
any tax, which would avoid the controversies about whether a specific
tax change or st of tax changes would increase total receipts. Of course,
the federal tax code is far from perfect, and the proposed rule would aso
increase the vote required for a revenue-neutral tax reform. That seems
like a samdl price to pay, however, to reduce the continuous rent-seeking
and rent-defending costs of atax code that is subject to frequent revison.
The proposed limit would provide much-needed stability to the structure
of the tax code. My preference would be to include tariffs in the limit,
but not user fees. Thelimit would aso be subject to some gaming, primarily
affecting the definition of user fees, but again the problem should be
relatively minor.

Although not explicit, the proposed supermagjority rule to increase the
debt limit or any tax is effectively three-fifths of each House plus the
president. If the president does not support changes, of course, the Constitu-
tion aready authorizes the presdent to force a two-thirds rule on both
issues. The amendment must use the same supermgjority rule for both the
debt limit and taxes, but thereis no strong case to increase the voting rule
to two-thirds of each house.
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The objective of the mandate rule, of course, is to prevent the federal
government from exploiting the state and local tax base for federa pur-
poses. The specific wording of the proposed rule is dso chosen to prevent
date and local governments from exploiting the federal tax base. Compen-
sation is required only for new mandates after the effective date of the
amendment. Compensation must cover only the necessary additional costs
of meeting a mandate, not whatever a state or loca government might
goend for a generd objective. And compensation is required only for
mandates that are specific to date and locd governments, not for laws
or regulations of generd application to which individuds and private
organizations are dso subject. The proposed rule would be enforced pri-
marily by dlowing state and loca governments to not implement mandates
iIf the prescribed compensation is not made.

The case for the last two sections of the proposed amendment is smpler.
Any potential aggressor should be warned that the limits would be sus-
pended upon the declaration of war; that would aso increase the incentive
to force adeclaration of war as acondition for authorizing amajor military
activity. And some lag between ratification and the effective date of the
amendment is necessary to permit the administration and Congress to
adjust to the new fisca rules.

Is there a potentia congtitutional consensus for a change in our fisca
congtitution? The following evidence is offered to suggest the potential
for such aconsensus. Public opinion polls have long indicated around 80
percent support for a baanced-budget amendment. The legidatures of
more than 30 dtates have endorsed resolutions requesting Congress to
gpprove a baanced-budget, tax-limitation amendment and authorizing a
congtitutiona convention to draft such an amendment if Congress fails to
act. More than two-thirds of the Senate approved a balanced-budget, tax-
limitation amendment in 1982. (Our current fiscd problems would be
substantidly smdler if that amendment had been ratified and become
effective in the mid-1980s) And a smilar amendment, with a stronger
balanced-budget provison and aweaker tax-limit provison, failed to pass
the House by only seven votesin 1990. The severd proposed amendments
conddered by Congress were cruddly drafted, unduly complex, and far
too wordy. Higtory provides aplausible case that Congress would approve
binding itself to a new set of condtitutiond fiscal rules, especidly if the
proposed amendment were better drafted and supported by the legidatures
of afew more states. The new Republican majority in the 104th Congress
has made a bdanced-budget, tax-limitation amendment its first order of
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busness. And most of the governors would support the amendment if it
included a ban on new uncompensated mandates. Now is the time for a
new fiscal condtitution. Do it right. Saize the day!

—Prepared by William A. Niskanen





