
CONSTITUTIONAL LIMITATION 
OF THE FEDERAL BUDGET 
by William N. Cox 

Theideaof amendingthe National Constitu-
tion to limit the Federal budget is now on 
the national agenda. Diverse concerns have 
put it there. Many of these concerns— 
probably most of them—are not economic. 
But at least one economic concern is 
obviously on the list: inflation. 

The Federal deficit in the 70s has become 
more frequent and larger, in relation to the 
size of our economy, tnan it was in the '50s 
and '60s. This statement holds up even if we 
combine the deficits of state, Federal, and 
local governments. These larger and more 
frequent deficits have contributed somewhat 
to the inflation we have today. We economists 
disagree as to whether the deficits have 
contributed to inflation directly, through 
the debt-financed spending involved, or, 
indirectly, through the quicker monetary 
growth accompanying higher deficits. One 
way or the other, however, higher deficits 
have contributed to our inflation. 

The Federal Government's budget outlays 
have claimed about a one-fifth share of 
total spending since Vietnam. A higher share 
of government budget activity contributes 
to inflation in two distinct ways. First, 
it tends to raise total spending (public 
plus private). Second, a growing Federal 
share means a bigger tax bite, which adds 
to productivity disincentives in terms of 
innovations, additions to productive capac-
ity, and perhaps in terms of hours worked. 

Whatever else the deficits and the Federal 
share of national activity have done for 
us, both of them have contributed to the 
inflation we face. This is particularly 
interesting as we address tne constitutional 
proposals for limiting the Federal budget 
today because these proposals deal with 
eliminating the Federal deficit, with 
limiting the share of Federal spending in 
our economy, or with limiting the share of 
Federal taxation. 

THE THREE PROPOSALS: 

"BALANCED BUDGET" AMENDMENT 
Elimination of the Federal deficit; Fed-
eral revenues must at least equal ex-
penditures. 

SPENDING CAP AMENDMENT 
Federal expenditures could not exceed 
some specified proportion of GNP. 

REVENUE CAP AMENDMENT 
Federal tax collections could not ex-
ceed some specified proportion of 
GNP. 

The so-called "balanced budget" amend-
ment is the most talked-about proposal. This 
is what more than one-half of our state 
legislatures, including all of those within 
our Sixth District boundaries, have 
resolved for a constitutional convention 
to propose. "Balanced budget" is a misnomer; 
the proposal calls for the elimination of 
deficits but not necessarily for the 
elimination of surpluses. 

The spending cap amendment would limit 
Federal spending to some stipulated propor-
tion of our Gross National Product. Tnat 
proportion is now about 21 percent. 
Tennessee added such an amendment to 
its State Constitution two years ago. 

The third proposal, the revenue cap 
amendment, would do much the same tning 
on the taxation side, restricting the share of 
our income devoted to Federal taxes—now 
just under 20 percent. An example of the 
revenue cap idea at the local level comes 
to us from California: Proposition 13. 

Here we discuss the economic implications 
of these proposals. Our purpose is not to 
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urge either support or opposition to any of 
these proposals, implicitly or otherwise. 
It is simply to give you a fair idea of 
the economic consequences. With a couple 
of exceptions, noted below, there is general 
agreement among economists about the 
likely effects. 

Balanced Budget Amendment. Let's look 
first at the so-called balanced budget 
amendment. 

"BALANCED BUDGET' 
AMENDMENT 
- would eliminate deficits; 
- would enhance antiinflation policies; 
- would probably encourage non-

budgetary actions such as regula-
tions; 

- would be difficult to implement; 
- would not directly affect the share of 

government activity in our economy; 
- would weaken the government's 

general antirecession capabilities; 
and 

- would not permit as much targeting 
of antirecession policies toward par-
ticular areas, sectors, and groups. 

It would eliminate deficits; this is what 
it is designed to do. In the process, it 
would preclude further additions to our 
national debt and to the existing supply 
of Treasury securities. Our national debt 
now totals about $800 billion, $500 billion 
of which is owed to creditors outside the 
government itself. This represents a little 
less than one-quarter of our Gross National 
Product, about the same proportion as ten 
years ago. Of that $500 billion, one-
quarter is now owed outside the U. S. This 
proportion has risen dramatically in recent 
years. Debt owned outside the U. S. is, 
of course, beyond the reach of U. S. 
taxing power. 

The "balanced budget" amendment 
would enhance antiinflation policies of the 
Federal Government, providing a fairly 
obvious discipline against spending 
increases and tax cuts. 

Third, it would probably encourage non-
budgetary actions such as regulations by the 
Federal Government. The proposition here 
is simple: If we continue to ask the Federal 
Government to respond to all sorts of 
problems while restricting its budgetary 
ability, then congresses and administrations 
will look for other ways to respond, prob-
ably with regulations and with off-budget 
financing methods like loan guarantees. 

This amendment would be difficult to imple-
ment. Reducing the deficit from its current 
level of about $35 billion per year to zero 
would require some combination of tax 
increases, spending cuts, and unaccustomed 
good fortune with the business cycle. The 
deficit reacts to business conditions; if 
the real growth rate of our economy slows 
down by 3 percent (equivalent to about a 
1-percent increase in the unemployment 
rate), the deficit tends to go up by about 
$20 to $25 billion. Most o f this response 
is on the revenue side, as tax revenues slow 
along with income growth. One-fifth of the 
deficit increase comes from the expenditure 
side as more people become entitled to 
unemployment ana public assistance benefits. 
Putting tne same notion another way, we 
have cut the deficit roughly in half during 
the past three years. About 60 percent of 
this improvement has come from economic 
expansion itself rather than from overt 
taxing or spending changes enacted by the 
Congress or the Administration. This is why 
the perennial forecasts of "a balanced budget 
three or four years from now," made by 
almost every Administration, are always 
conditioned on an expectation of no 
recession: Recessions drive the deficit up. 

Implementation, by pushing the deficit to 
zero, could cause a recession. The question 
is whether monetary policy, which would 
move into the center ring with all the 
spotlights on it, could and would offset the 
elimination of Federal deficit spending. 
If the credit which would have been bor-
rowed by the Treasury remained available to 
the private sector and if these funds were 
indeed borrowed and spent by the private 
sector, implementation would go smoothly. 
Otherwise, implementation would slow 
the economy down. 

The balanced budget amendment would 
not directly affect the share of government 
activity in our economy; it relates to 
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balance, not to the level at which balance 
would be achieved. A balanced budget 
amendment would weaken the government's 
antirecession capabilities. The traditional 
response of governments to recession, as 
we well know, is to cut taxes and add to 
spending. A balanced budget amendment 
would mandate the opposite—tax increases 
and spending cuts to offset the built-in 
tendency of the deficit to go up in 
response to recession. Would this work? 
Economists disagree what would happen 
here. Monetary policy, again, would be in the 
spotlight. Recessions could be fought 
successfully under a balanced budget 
amendment if two things happeneaagain: 
(1) The credit which would have been used 
to finance the Federal deficit would have 
to remain available to the private 
sector—that would be up to the Federal 
Reserve—and (2) the private sector—busi-
nesses and consumers largely—would have 
to borrow that credit ana spend it or 
invest it in an amount equal to the deficit 
spending that the Federal Government 
otherwise would have done. Worries that 
this would not happen have led to discussion 
about "escape-hatch" language which might 
be attached to a balanced budget amend-
ment, providing for relief during recessions. 

Recessions tend to be uneven in their 
impact, as we in the Southeast can recall 
from the experience of four years ago. One 
of the traditional responses of government 
to recessions has been to try to target 
some of the tax cuts and some of tne 
spending increases to the particular 
areas, sectors, income groups, occupations, 
and so forth most heavily affected by the 
recession. A balanced budget amendment, 
if implementedwould weaken the govern-
ment's ability to target antirecession policies. 
Targeted spending or tax cuts would have 
to be matched somewhere else in the budget 
by spending cuts or tax increases. 

Spending Cap Amendment. Now let's look 
at tne implications of the spending cap 
proposal which would restrict the share 
of Federal Government spending to some 
stipulated percentage of our Gross 
National Product. 

The spending cap would not eliminate 
deficits. It deals with the level of spend-
ing only, not with the relationship between 
spending and revenues. 
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SPENDING CAP AMENDMENT 

- would not eliminate deficits; 
- would enhance antiinflation policies 

somewhat; 
- would restrict the share of govern-

ment activity; 
- would probably encourage regula-

tions and targeted tax incentives; 
- would not be difficult to implement; 
- would weaken our general anti-

recession capabilities somewhat; and 
- would not permit quite as much tar-

geting of antirecession policies. 

The spending cap would enhance anti-
inflation policies somewhat. During the 70s, 
the economy has grown at about a 91/2-
percent annual rate, whereas Federal spend-
ing has grown at about I O V 2 percent. The 
spending share has grown. This would not 
have been possible under a spending cap 
amendment. With one, inflation probably 
would have been lessened. 

A spending cap amendment would restrict 
the share of government activity by definition. 
However, it would probably encourage 
regulations and targeted tax incentives. Cuts 
on the tax side would be permitted under a 
spending cap and might serve as substitutes 
for spending increases. 

This amendment would not be as difficult 
to implement as the balanced budget 
amendment. Difficulty would depend on the 
percentage level at which the cap was set. 
Clearly, tne lower the cap—there has been 
discussion of levels from 21 down to 18 
percent—the more difficult to implement 
and the more lead time required. 

The spending cap amendment would 
weaken our general antirecession capabil-
ities somewhat. Unlike the balanced budget 
situation, however, tax cuts would still 
provide some response to recession. 

Finally, the spending cap amendment 
would not permit quite as much targeting 
of antirecession policies to distressecf areas, 
industries, or income groups. Tax cuts 
would be permissible, but it is obviously 
difficult to help unemployed people or 
bankrupt businesses with tax cuts. 
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Revenue Cap Amendment Third, let's look 
at the revenue cap amendment, which would 
restrict the share of Federal taxation 
to some stipulated proportion of Gross 
National product. 

REVENUE CAP AMENDMENT 
- would not eliminate deficits; 
- would weaken antiinflatlon policies 

somewhat; 
- would not encourage regulatory 

activity; 
- would restrict the share of govern-

ment activity somewhat; 
- would be easy to implement; 
- would not weaken our general anti-

recession capabilities; and 
- would not affect targeting of anti-

recession policies. 

The revenue cap would not eliminate 
deficits; it deals with revenue levels, not 
balance. 

It would weaken antiinflation policies 
somewhat. In the course of inflation, our 
progressive tax structure tends to raise 
Federal tax revenues more quickly than 
either the growth of the general economy 
or the inflation rate. Under a revenue cap, 
the government would be required to cut 
taxes in response to inflation. There is 
another side to this, however—a factor which 
has not been satisfactorily quantified: A 
reduction in the Federal share of taxation 
might provide incentives for innovation, 
for production, and for additions to pro-
ductive capacity, strengthening the ability 
of the economy to proauce and removing 
some inflationary pressure that way. Which 
of these two tendencies would prevail 
is uncertain. 

The revenue cap amendment would not 
encourage regulatory activity. After all, 
tax incentives and additional spending 
would not be precluded. It would restrict 
the share of government activities some-
what,, althougn it is interesting to note that k 
if we had imposed a revenue cap at the 
beginning of the 70s, at the then-prevailing 
share, it would not have "bit" since then. 
The economy has grown at a 91/2-percent 
rate, and Federal spending has grown at IOV2 
percent, but Federal revenues have grown 
at 8V2 percent. Tax cuts in the 70s nave 
more tnan offset the impact of our 
progressive tax structure, in other words. 

A revenue cap would be easy to imple-
ment, would not weaken our general anti-
recession capabilities, and would not affect 
the targeting of antirecession policies, . 
again, because there would be no restriction 
of the ability to implement either tax cuts 
or spending increases in response to 
recession. 

Such are the broad economic implications 
of these three proposals. It would be 
natural, perhaps, to conclude by comparing » 
these consequences and saying "This one is 
best"; or "This one is worst." But different 
individuals are apt to put different 
weights on the various consequences. Some 
may think some of the items discussed here 
are irrelevant; some may view them as vital. 
Much more importantly, though, the ques-
tion of constitutional limitation of the 
Federal budget is not entirely an economic 
one. Clearly, there are political, social, and, 
indeed, philosophical implications and 
concerns involved. We have tried to give 
an idea of the economic implications so 
each reader can combine them with his own 
values and concerns and can come to his < 
own conclusions about whether to support 
or to oppose any of these three proposals 
or whether to cneck the box marked, 
"None of the above." • 
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