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As the immediate former comptroller general of the United States and 
former head of the U.S. Government Accountability Office, I know a 
fair amount about the deteriorating financial condition of the U.S. 
government and its unsustainable fiscal outlook. I also have consider-
able experience in evaluating the financial condition and fiscal sus-
tainability of vari ous states and municipalities due to my experience 
as a managing director for PricewaterhouseCoopers’s Public Sector. 
More impor tant, as a  father and grand father, I have a deep personal 
concern about the  future impact of  today’s irresponsible fiscal actions 
and inactions on our  children, grandchildren, and  future generations 
of Americans.

The federal government’s financial condition and fiscal outlook 
have deteriorated significantly since the end of fiscal year 2000. During 
this period, debt subject to the debt ceiling limit  rose from about $5.7 
trillion, or about 57  percent of gross domestic product (GDP), to more 
than $22 trillion, or about 110  percent of GDP in 2019. In addition, an-
nual federal deficits are approaching $1 trillion and rising. They are also 
projected to further increase the debt- to- GDP ratio in the  future, absent 
significant spending and revenue reforms.

The truth is that federal policymakers have lost control of the bud-
get.  Today only about 30  percent of the federal bud get is controlled by 
Congress (discretionary spending), down from 97  percent in 1913 when 
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the income tax and the Federal Reserve  were established. In addition, 
the percentage of discretionary spending is set to decrease further due 
to rising costs associated with Social Security, Medicare, Medicaid, and 
other mandatory spending programs, along with interest on the federal 
debt. Shockingly, discretionary spending includes all the items that are 
expressly enumerated as a role for the federal government in the U.S. 
Constitution, including national defense and homeland security. And 
the fastest-growing expense  today is interest on the federal debt, for 
which we get nothing.

Both po liti cal parties are to blame for this mess. Too many Re-
publicans focus on cutting taxes  today in an attempt to stimulate the 
economy without understanding the longer-range fiscal implications. 
Unfortunately, not all tax cuts stimulate the economy, and very few tax 
cuts pay for themselves. Too many Demo crats want to increase the size 
and role of the federal government without paying for new programs 
and without understanding the implications on incentives to work, to 
marry, and to follow the  legal immigration pro cess.

Many current and historical fiscal controls have proved to be short-
sighted and in effec tive. For example, the debt ceiling limit has been 
totally in effec tive in constraining debt burdens. Past attempts to control 
spending have not withstood the test of time. More fundamentally, Con-
gress regularly fails to pass timely bud gets and appropriations bills, resulting 
in periodic government shutdowns. During  these shutdowns, members 
of Congress continue to get paid, and  those civil servants who do not 
work during a shutdown still get paid retroactively when the shutdown 
is over. In addition, the current unitary federal bud get approach has 
served to discourage legitimate and much- needed infrastructure proj ects 
that can benefit several generations.

While the federal government has its own major financial and fiscal 
challenges, many states and localities do too. Surprisingly, while all states 
but one have a “balanced bud get” requirement, a number of states and 
localities have negative net positions, and many face large and growing 
structural deficits in the  future due primarily to huge unfunded pen-
sion and retiree health care obligations. Municipalities can file for bank-
ruptcy to restructure their finances, but state and federal governments 
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cannot do so. And while the federal government has been able to  handle 
much larger debt burdens at relatively low interest rates in recent years, 
it would be imprudent to think it can to do so in the  future without a 
day of reckoning at some point. Such a day of reckoning would likely 
come suddenly and with devastating consequences both in the United 
States and around the world.

This book includes a number of essays from a range of scholars who 
provide their personal views on the nature and scope of our fiscal chal-
lenges, lessons from  others, and pos si ble solutions. I hope this book  will 
serve to stimulate some much needed and long overdue discussion re-
garding how best to put our nation’s finances in order so that our  future 
can be better than our past. In the final analy sis, our executives must 
lead at all levels of government, and the applicable legislative bodies 
must act as well if we want to create a better  future for all Americans. 
 Doing nothing is not a  viable option.

David Walker
U.S. Comptroller General, 1998–2008





In 2010, the Simpson-Bowles Commission issued a report with recom-
mendations to address the nation’s debt crisis. The bipartisan commission 
fell short of the supermajority vote required to submit its recommen-
dations to Congress. Other commissions and think tanks continue to 
make recommendations, but we are no closer to a solution to the debt 
crisis than we  were 10 years ago. In 2018, a congressional committee was 
appointed to recommend reforms in the bud get pro cess, but that com-
mittee could not agree on any recommendations to submit to Congress.
Clearly new perspectives are needed if we are to solve the nation’s debt 
crisis. The flaw in past recommendations was a focus on the outcomes of 
fiscal policy; a more fundamental question is  whether the rules and in-
stitutions governing fiscal decisions are biased  toward deficits and debt. 
The essays in this book approach this question from a public choice 
perspective. They suggest that  unless we reform our fiscal rules and in-
stitutions, we are not likely to solve the debt crisis and restore sustainable 
fiscal policies.

Fortunately,  there are pre ce dents for the new fiscal and bud get pro-
cess rules necessary to reduce debt at both the national and the sub-
national level. But the United States is far  behind the learning curve 
compared to other countries, such as Switzerland, that have successfully 
enacted  these rules. The United States no longer has the fiscal space to 
respond to a major recession with expansionary fiscal policies as we did 

PREFACE



xvi A FISCAL CLIFF

a de cade ago. The fiscal rules now required to solve the debt crisis  will 
require more stringent fiscal policies than  those recommended by the 
Simpson-Bowles Commission.

Given the polarization and dysfunction in Congress, many question 
 whether our elected officials are capable of enacting such fundamental 
fiscal reform.  There is growing interest in allowing the states and citi-
zens to propose amendments to the Constitution  under Article V, such 
as a balanced bud get amendment, to address the crisis. The essays in this 
book offer a menu of choices in designing new fiscal and bud get pro cess 
rules. They also explore the fiscal policies that would be required by the 
proposed rules.

The book is dedicated to Milton Friedman, who laid the founda-
tions for rules- based fiscal and monetary policies. The ideas in this book 
are some of the better ideas lying around to solve the debt crisis, and 
hopefully elected officials, as well as citizens,  will someday find them 
useful.

Barry Poulson



The editors of this book or ga nized a colloquium of scholars and policy-
makers as part of the Friedman Proj ect, an ambitious program to restore 
Amer i ca’s fiscal constitution. Some participants in the colloquium pre-
sented papers in sessions or ga nized at the Western Economic Associa-
tion and Southern Economic Association meetings in recent years. This 
book is a collection of papers written by  these scholars, focusing on the 
U.S. debt crisis. The book is the first in a series of publications planned 
for the Friedman Proj ect.

The United States has emerged as one of the most heavi ly indebted 
countries in the world, and it now  faces fiscal constraints that it has 
never encountered in the past. Like other major debtor countries, the 
United States now has  little fiscal space to pursue macroeconomic stabi-
lization policies. If the United States responds to a recession with deficit 
spending, as it did in the 2008 financial crisis, interest rates  will likely 
increase very sharply. Lack of confidence in the ability of the United 
States to meet  these financial obligations risks default on the debt. The 
essays in this volume provide new insights into the origins of the U.S. 
debt crisis and a roadmap for addressing the crisis to restore Amer i ca’s 
fiscal constitution.

When we undertook this book project, federal debt was already at cri-
sis levels; it was already a book whose time had come. Now, with the book 
nearing completion, we see that federal fiscal response to the COVID-19 
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pandemic will increase the already huge debt another 20 percent. Prior 
to that, we might have imagined that we could gradually achieve sus-
tainability by “ just” keeping spending growth below gross domestic 
product (GDP) growth. But debt fatigue is eliminating the fiscal space 
required to respond to these economic crises. The debt incurred in re-
sponse to the pandemic increases the urgency for reform in our fiscal 
rules and fiscal policies. The essays in this book provide a road map for 
achieving a sustainable debt level and restoring fiscal responsibility.

Chapters 1 to 3 provide historical perspectives on the origins and 
pre- pandemic state of the crisis. Though huge, and growing rapidly 
(even more so via the pandemic response), the off icial debt vastly 
understates the difference between federal assets and total liabilities, 
even if the net cash value of federal mineral assets is included. National 
entitlement programs are all on paths to bankruptcy. Many states and 
cities face their own impending financial cliffs as years of overpromising 
wages and benefits to public workers and government programs collide 
with chronic underfunding of public pension funds and overtaxed citi-
zens. The fiscal rules now in place at both the state and the federal levels 
have failed to constrain deficits and debt, resulting in unsustainable fiscal 
policies.1

The Congressional Bud get Office’s 2019 Long- Term Bud get Outlook 
reveals that federal fiscal policies are not sustainable.2 Debt held by the 
public is projected to increase to levels exceeding national income over 
the next de cade, and to a level double national income over the next 
three de cades. As debt rises to that level, the country  will experience 
retardation and stagnation in economic growth and be exposed to finan-
cial crises and economic instability.

Closing the fiscal gap simply stabilizes the debt- to- GDP ratio at 
current levels; to achieve a sustainable fiscal policy requires more than 
this. If the United States is to avoid a financial crisis that would trigger 
instability in international financial markets, it must reduce the debt- to- 
GDP ratio to levels that existed prior to the recent financial crisis.

Chapters 4 to 6 analyze the U.S. debt crisis from an in- depth, inter-
national perspective. Other developed countries have enacted new fiscal 
rules to address their debt crisis. New fiscal rules  were first enacted in 
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Switzerland and Sweden in response to deep recessions in the late 1980s 
and 1990s. The new fiscal rules  were then enacted in other Eu ro pean 
countries and in the Eu ro pean Union. In many of  these countries the 
new fiscal rules  were in effec tive, especially during the recent financial 
crisis. This led to a second generation of fiscal rules that has proved to be 
more effective in achieving a sustainable fiscal policy.

The second generation of fiscal rules limits discretionary fiscal poli-
cies, prohibiting governments from accumulating unsustainable lev-
els of debt. In countries such as Switzerland, the new fiscal rules have 
enabled policymakers to significantly reduce their debt- to- GDP ratio. 
The rules have created the fiscal space to pursue a countercyclical fis-
cal policy without increasing the debt- to- GDP ratio, even during the 
recent financial crisis. Switzerland pursues a cyclically balanced bud get, 
with deficits in periods of recession offset by surplus revenue in periods 
of economic expansion. However, the second generation of fiscal rules is 
now  under attack, and the essays in this section explore the prospects for 
 these rules. What is clear in the lit er a ture on fiscal rules is that one size 
does not fit all. A heavi ly indebted country, such as the United States, 
 faces more constraints and has fewer options than a country with a low 
debt burden, such as Switzerland.

Chapters 7 to 9 explore the failure of current U.S. rules and pro-
pose new fiscal rules to address the U.S. debt crisis. Since the Gramm- 
Rudman- Hollings Act was passed in 1985, Congress has enacted 
statutory fiscal rules designed to limit deficits and balance the bud get.3 
That act has been amended many times over the years. In some years 
 these fiscal rules have been effective, and in the late 1990s the federal 
government eliminated deficits and balanced the bud get. But since then 
the fiscal rules have failed to constrain deficits and debt. Each year the 
debt burden grows, and the challenge of stabilizing and reducing debt 
becomes more formidable. At this point the path to a sustainable fiscal 
policy is not clear.4 New and innovative fiscal rules are proposed in this 
set of essays.

The proposed new fiscal rules would require fundamental reforms in 
fiscal policy. Chapters 10 to 13 propose fiscal policy reforms designed to 
significantly reduce deficits and debt. Chapter 10 explores the controversial 
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issue of tax policy. The current debate focuses on the near- term impact 
of the tax cuts recently enacted by the Trump administration. This es-
say uses a dynamic simulation model to analyze the long- term impact 
of tax policies as part of the fiscal consolidation required to solve the 
debt crisis.

In addition to imposing stringent expenditures limits, the proposed 
fiscal rules would require reforms in fiscal policy generating additional 
savings each year. Chapter 11 explores the potential to raise significant 
revenues from the sale and leasing of federal mineral assets. To generate 
this savings would require fundamental reforms in mandatory spending 
programs, and most impor tant, entitlement spending. Chapter  12 dis-
cusses potential reforms to reduce expenditures for Social Security and 
Medicare. One of the major flaws in current fiscal policy is the extent to 
which expenditures have been shifted off- budget. Chapter 13 proposes 
fiscal policies to curb rising disaster and emergency spending.

It is clear that the current bud get pro cess is broken, and Chapters 14 
to 16 propose bud get pro cess reforms. The 1974 Congressional Bud get 
Act requires Congress to agree on a bud get resolution as the framework 
for tax and expenditure bills. As amended, the act requires Congress 
to set a revenue floor and an expenditure ceiling. The spending caps 
are enforced through sequestration. If Congress and the president  can’t 
agree on a bud get consistent with  these rules, sequestration requires 
across- the- board cuts in spending. The act also requires Congress to 
determine debt levels as part of the bud get resolution, in conformity to 
debt limits.

For several years Congress failed to agree on a bud get resolution 
and found many ways to circumvent the constraints imposed by bud get 
pro cess rules. Congress repeatedly suspended the spending caps and then 
set higher spending limits. Congress also routinely suspended the debt 
ceiling and raised the ceiling to allow more debt. Recent years have seen 
unconstrained spending growth and trillion- dollar deficits.

Chapter 14 proposes reforms to improve transparency and account-
ability in the bud get pro cess. Chapters  15 and 16 discuss the absence 
of a bud get constraint and propose reforms designed to impose such a 
constraint.
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Chapters 17 to 20 use public choice theory to examine the U.S. debt 
crisis. Experience with the second generation of fiscal rules has yielded 
many impor tant insights, and a growing consensus among economists 
on many issues. Orthodox public finance theory cannot explain the debt 
crisis as an outcome of optimal fiscal policy pursuit.5 What ever the rel-
evance of orthodox theories in explaining fiscal policy in the short run, 
they have  little explanatory power in understanding the last half  century 
of debt accumulation. Chapter  17, by Richard  E. Wagner, questions 
 whether rational bud geting is pos si ble in a demo cratic society. He asserts 
that understanding the transactional nature of debt is the key to under-
standing the deficit bias of demo cratic socie ties.6 Monopolistic ele ments 
of the polity may not have the same debt preferences as elected officials’ 
constituents, and elected officials’ pursuit of self- interest may cause them 
to advance the interests of the former at the expense of the latter.

Economists interested in the debt crisis have increasingly turned to 
po liti cal economy theories, and Chapter 18 discusses U.S. debt from this 
perspective. Po liti cal economy models are based on the shortsightedness 
effect on elected officials in the decision to issue debt. From this per-
spective the debt crisis is a public- sector failure, the failure to constrain 
fiscal policy in a demo cratic society.

The final chapters conclude that addressing the debt crisis may not 
be feasible without fundamental institutional change. Chapter 19 pro-
poses restoration of the no- bailout princi ple to reduce moral  hazard and 
create incentives for elected officials to enact effective fiscal rules and re-
verse the decline in dynamic credence capital. Chapter 20 argues that it 
 will be difficult to reverse the federal fiscal trends generating higher debt 
levels, but it concludes with a note of cautious optimism that it is still 
pos si ble for the United States to enact fiscal reforms and institutional 
changes required to avert a debt crisis.





 Because its most noteworthy symptoms may arrive suddenly, the declared 
debt crisis—an outcome of policies widely described as “unsustainable”— 
has not gotten the attention a bona fide crisis deserves. Certainly, many 
publications have stated the growing scope of the debt prob lem, and 
some have proposed solutions, but the public, Congress, and President 
Trump are not paying much attention. Debt concerns  were not a major 
issue in the 2016 campaign. President Trump did declare a crisis, and 
before that candidate Trump announced his support for federal mineral 
rights sales as part of the solution, but the follow-up has been non ex is-
tent, or  else a well- kept secret.

“Unsustainable” means that one or more of the following  will even-
tually occur:

a. An  actual default, meaning failure to make payments due (see 
Baker Spring’s Chapter 9 in this volume) that  will cause a huge 
financial crisis and hastily arranged spending cuts and tax hikes;

b. Printing money to avoid default, which may cause significant 
inflation;

c. Drastic spending cuts to avoid default;
d. Tax hikes to avoid default; or

CHAPTER ONE

THE FEDERAL FISCAL CRISIS: 
AN OVERVIEW

JOHN MERRIFIELD
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e. Some near- term combination of slower spending growth (per-
haps rules- based), faster economic growth, and mineral asset sales.

In the abstract, most  people  favor the last option. But specifics, such 
as the challenges created by faster growth, managing rapidly increased 
access to mineral deposits, and naming the programs to be cut or grown 
more slowly,  will increase the opposition. That may be enough to force 
one of the other options. This chapter  will explore  these options, and 
our dynamic simulation model  will assess the scope of the challenge to 
avoid default, inflation, higher taxes, or huge, sudden spending cuts.1

Many  people  favor large spending cuts. They see a financial crisis 
as one of few feasible routes to the significantly smaller federal govern-
ment they want. However, even drastic discretionary spending cuts  will 
not be enough. As the next section shows, even total elimination of 
the cabinet departments created since World War II (except Health and 
 Human Ser vices) would not come close to eliminating the average Con-
gressional Bud get Office (CBO)– projected bud get deficit.

The purpose of this chapter is to describe the pathways to a debt- to- 
gross domestic product (GDP) ratio of less than 60  percent by 2040 and 
some consequences of a failure to reach that ratio. To the extent  there is 
a rough consensus on a sustainable level of debt for a developed country, 
a ratio of total debt to GDP of around 60  percent is it. Note that we  don’t 
accept the conventional wisdom that only the debt owed to the public 
 matters; readers can learn more about this question in Chapter  15 by 
Marvin Phaup. The total U.S. debt- to- GDP ratio is already more than 
100  percent, about 30 percentage points above debt- to- GDP counting 
only debt held by the public. Interest must be paid on 100   percent of 
the debt. That’s a key reason why the debt prob lem is likely much more 
than a burden on  future generations.  Because rising debt together with 
higher interest rates can crowd out funding for government transfers 
and ser vices or force accelerated debt growth, the options a to e named 
 earlier  will impact nearly every one now alive.

In the next (second) section, we describe the mounting consequences 
of kicking the can down the road. We can do that without an inordi-
nate use of space  because we have published estimates for reaching total 
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debt- to- GDP ratio of approximately 60   percent had we deployed the 
Merrifield- Poulson (MP) fiscal rule option with a 20- year time horizon 
starting in fiscal year (FY) 1994,2 and another recent estimate for a 20- year 
time horizon, MP deployment in FY 18.3 In the third section, we 
examine the prospects for, and alleged requirements of, significantly 
faster economic growth. The fourth section explores the 2040 results 
of reduced spending growth,  whether total or just discretionary. The 
fifth section looks at the potential use of federal mineral rights sales— 
something candidate Donald Trump said was part of his deficit and 
debt reduction strategy—to impact the 2040 debt- to- GDP ratio.4 Fi-
nally, prior to a summary and concluding remarks, the sixth section 
examines some consequences, good and bad, of imminent, or  actual, 
default.

KICKING THE CAN DOWN THE ROAD

The planned FY 19 deficit5 was nearly $1 trillion, which is about five 
times the combined bud gets of five of the cabinet departments created  after 
World War II: Education, Energy, Housing and Urban Development, 
Transportation, and Homeland Security. But the gross debt increased 
from 2018 to 2019 by $1.15 trillion. Typically, unplanned spending causes 
the national debt to grow by more than the planned deficit.

Had we  adopted the MP fiscal rule in 1993, taking effect in 1994, 
the 2015 debt- to- GDP ratio would have been 54.5  percent; below the 
60  percent level that is a rough consensus view of what is sustainable, 
especially when it is the total debt, not just the debt in the hands of the 
public. The MP rule is similar to the better- known Swiss debt brake.6 
The MP rule limits the rate of discretionary spending growth to a pre-
scribed multiple of the population growth rate plus inflation, or less than 
that when total debt or debt growth is above prescribed tolerance levels. 
For example, suppose the debt- to- GDP tolerance level is 60   percent, 
and the  actual debt to GDP of X  percent is above 60   percent. X − 60 
is part of the braking formula that determines how far below the pre-
scribed multiple of population growth plus inflation the allowed spend-
ing growth rate is.
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Keeping the debt- to- GDP ratio below the sustainable 60   percent 
level, compared to its  actual 2015 value of nearly 100   percent, would 
have only required an approximate 2 percentage point cut in the growth 
rate of discretionary spending from its  actual average value of more than 
5  percent to 3.3  percent. Naturally, with our aging population, and the 
addition of the George W. Bush prescription drug entitlement, keeping 
the debt- to- GDP ratio below 60  percent  going forward prob ably would 
have required a further cut in the rate of increase in discretionary spend-
ing. But having failed to seize that opportunity, the costs of attaining 
debt to GDP below 60  percent is now much higher.

With the CBO’s 2017 Long- Term Bud get Outlook as the counterfactual,7 
it took an approximate discretionary spending freeze for 20 years just to 
keep the 2037 debt- to- GDP ratio where it is now, at about 100  percent. 
While that is far below the current- law CBO projection for 2037, 
100   percent is still unsustainably huge. With the March 2017 outlook 
as the counterfactual, bending the CBO 2037 debt- to- GDP projection 
below 60   percent would require an approximate mix of  discretionary 
spending growth  limited to 1.35  percent per year, and $700 billion per 
year in combined asset sales and entitlement savings. The federal gov-
ernment’s most valuable assets are mineral rights; it owns rights to more 
than $50 trillion in mineral assets by one current estimate.8  Either (a) a 
discretionary spending growth rate of just 1.35  percent or (b) $700 billion 
per year in savings or extra revenues without higher tax rates would 
be a major achievement. Using the CBO’s March 2017 projections, we 
need both to achieve a sustainable debt level by 2037. Even if we can 
defy the current conventional wisdom at the CBO and the estimates 
from Obama administration economists and regain the longtime norm 
of at least 3  percent GDP growth, it would still take holding discretion-
ary spending growth to 1.2  percent per year and entitlement savings or 
asset sales of $300 billion per year to get the debt- to- GDP ratio below 
60  percent by 2037. And that was before the deficit- increasing 20189 and 
201910 “bud get deals.”

The CBO’s 2018 Long- Term Bud get Outlook takes into account the 
2017 tax cut, and the Trump administration– approved spending in-
creases. With  those policy changes and the passage of another two years, 
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it takes an additional $100 billion per year ($800 billion vs. $700 billion) 
to reach debt- to- GDP ratio of 60  percent by 2037, or an additional two 
and a half years at $700 billion per year to get below the 60   percent 
threshold. That’s alongside a 1.2   percent limit on the growth rate of 
discretionary spending. Kicking the can down the road has been very 
costly.

FASTER ECONOMIC GROWTH

Much faster economic growth is the only way to lower the debt- to- 
GDP ratio to a sustainable level without po liti cally daunting, massive, 
savings- generating entitlement reform, or po liti cally difficult, perhaps 
eco nom ically impossible levels of annual revenue from mineral asset 
sales. Despite recent quarterly growth at a 4.2  percent and a 3.5  percent 
annual rate, and 2.9   percent for all of 2018, the CBO has the annual 
growth rate quickly reverting to the 2   percent rate that many econo-
mists assert is the new normal. That school of thought says it would 
be very difficult to budge the fundamentals enough to even regain the 
longtime normal of just over 3  percent. And  there is at least one analyst 
who believes that more than 3  percent is undesirable:

President Trump promised to increase economic growth to 4  percent. 
That’s faster than is healthy. Growth at that pace leads to an over-
confident irrational exuberance. That creates a boom that leads to a 
damaging bust.11

We might need to risk that increased instability. Perhaps an overrid-
ing real ity is that the debt crisis may force ac cep tance of many risks, or 
trade- offs, that might other wise be unacceptable.

TAX RATE REDUCTION

Notable economists,12 including longtime Fed chair Alan Greenspan,13 
argue that the 2017 tax cuts unleashed “animal spirits” that created sus-
tainable momentum. Phil Gramm and Michael Solon make the same 
point.14 The upshot of such effects is that tax cuts can be a key ingre-
dient of a well- crafted economic policy reform that increases revenue 
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more in the long run than it reduces revenue in the short run. Indeed, 
despite the 2017 tax rate cuts, FY 2018 revenue was still slightly higher 
than in 2017; though likely less in 2018 than without the rate cuts. Our 
analy sis, via the calculator posted at www . objectivepolicyassessment . org 
/ vetfiscalrules is that a tax cut of 1  percent of GDP, combined with fis-
cal restraint via the MP fiscal rule, yields much- accelerated economic 
growth; enough so that  after five years, a tax rate cut yields more rev-
enue than a tax rate increase of the same amount.

TRADE POLICY

President Trump appears to be attempting to be the first president to 
win a trade war. And it may not be just unrealistic with regard to hope 
triumphing over experience. If “victory” yields more than an elimination 
of the newly imposed trade barriers, economic growth and debt restraint 
 will get a boost. Prob ably more impor tant than the slight economic and 
fiscal boost emanating from freer trade is to avoid the consequences of 
the usual trade war stalemate where machismo and concentrated gains 
in import- competing industries prevent trade wars from terminating 
quickly or at all. Key historical examples include (a) how long it took 
to substantially erode the Smoot- Hawley tariffs that at least greatly 
deepened the  Great Depression, or  were a principal cause, and (b) the 
per sis tence of some trade barriers, such as the “Chicken Tax” that re-
sulted from a trade dispute in 1964.15  Because of French and German 
tariffs on U.S. chicken exports, President Lyndon Johnson imposed 
a 25   percent tariff on imported trucks that still exists, undiminished 
by successive General Agreement on Tariffs and Trade (GATT) and 
World Trade Organ ization (WTO) rounds of tariff reductions. Early 
signs point to noteworthy per sis tence of some of the recently imposed 
barriers, even if the Trump administration achieves its trade war ob-
jectives.16 Higher costs to consumers and industries, alongside disrup-
tions associated with industry adjustment to domestic sources of raw 
materials and intermediate goods, could induce a recession. Long- term 
malaise could result from not being competitive with countries that do 
not deny themselves access to the world’s lowest prices. Since the CBO 
counterfactual that proj ects a 2040 debt- held- by- the- public to GDP of 
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124   percent— about 150   percent for total debt— does not include the 
effects of recessions, or greater malaise than already implied by the 
projected 2   percent growth rate, trade policies are among the most 
likely  causes of fiscal and economic outcomes that are even worse than 
the terrible outcomes that the CBO proj ects without major policy 
change to induce fiscal restraint.17

IMMIGRATION POLICY REFORM

A wide-open immigration policy seems like a surefire strategy for large- 
scale debt reduction that many  people  favor, without its pos si ble eco-
nomic growth and fiscal benefits. Given Alex Nowrasteh’s assertion 
that, “ there is no strong fiscal case for or against sustained large- scale 
immigration,18 it may take some wise targeting of immigration eligibil-
ity to significantly increase federal tax revenues more than outlays.

The most recent noteworthy attempt at immigration policy reform, 
2013’s S. 744, would have had many of the needed fiscal effects.19 Still, 
even though S. 744’s projected benefits  were small in relation to the 
scale of the fiscal crisis, the projected fiscal benefits are worth examin-
ing. Two chapters in Benjamin Powell’s The Economics of Immigration also 
asserted noteworthy effects that can be scaled up.20 For example, Rich-
ard Vedder found higher rates of entrepreneurship in states with higher 
concentrations of  legal immigrants. That replicated an  earlier finding 
by Wadhwa and  others that  legal, skilled immigrants have started a 
disproportionate percentage of new engineering and technology com-
panies.21 Alex Nowrasteh noted that one CBO model determined that 
if S. 744 became law, it would lower the projected federal bud get deficit 
by $875 billion over 20 years. A second, more dynamic, CBO model 
determined that if S. 744 became law, it would boost GDP by 5.1 to 
5.7  percent over 20 years, and lower the projected federal bud get deficit 
by $1.197 trillion over 20 years.22

The po liti cal  factors under lying S. 744’s cautious attempt to find a 
 viable path to reform prob ably underlie William Galston’s proposed path 
to faster growth— eligibility  limited to the most productive— without 
stirring up too much controversy, that is, without increasing the aggre-
gate level of immigration:
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 There is only one way to boost the growth rate of the workforce: ex-
pand dramatically the number of working- age immigrants admitted 
each year. If the U.S. prioritized working- age entrants the way most 
other advanced countries do, it would increase annual labor- force 
growth by up to 0.3  percent.23

The author of this introduction is a first- generation immigrant, 
but despite the fiscal benefits, he’s conflicted about the mixed effects of 
large- scale proposals that would yield massive population growth. Obvi-
ously, his personal strug gle with the pros and cons are but a microcosm 
of the reasons why immigration policy is extremely controversial. But 
uncontroversial is the fact that the deepening debt crisis significantly 
increases the importance of the effects of accelerated  legal immigration. 
As we continue to see, the fiscal crisis may make other wise unacceptable 
trade- offs more palatable or even necessary.

TAX BASE CHANGE

Given the difficulty of achieving accurate, uncontroversial dynamic 
scoring for  every potential tax policy change, a useful part of a debt- 
reduction strategy would be to adopt likely growth- accelerating tax base 
shifts that are revenue neutral as judged by the static scoring required by 
law. The reasons we  haven’t already  adopted such tax base shifts are be-
ing made less impor tant by the debt crisis.

The two prominent candidates for tax base reform based on a likely 
debt reduction dividend are a carbon tax and a consumption tax. Set at 
levels that would offset foregone income tax revenue on a static scoring 
basis, both would likely more than offset loss of revenue from reduced 
taxation of business or individual income. Some  people condition their 
support of a carbon tax on the total elimination of the income tax. They 
fear that, other wise, income tax rates would gradually creep upward 
 after the initial reductions. Indeed, even with total elimination of the 
income tax, upward creep in other taxes may become a  matter of fiscal 
necessity— perhaps just to sustain existing spending levels, or to acceler-
ate debt reduction. And it may be that a carbon tax large enough to off-
set all income tax revenue does not exist.24 Or some increased revenue 
may have to offset shrinkage in the carbon use tax base, in part  because 
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of the tax, but also as technological improvements make renewable en-
ergy sources more competitive.

Consumption taxes are a less promising idea. A consumption tax 
large enough to offset enough income taxation (with static scoring) to 
yield economic growth benefits, or to eliminate income taxation en-
tirely, might stir enough tax evasion and avoidance to prevent that po-
tential from being realized.25

SLOWER SPENDING GROWTH

It’s obvious that it is very po liti cally costly to cut spending. Yet through 
well- crafted, enforceable fiscal rules, we can nonetheless create po liti cal 
cover for the spending cuts that must sometimes be made to facilitate 
increases in other categories of spending.26 For example, a threat short 
of  actual attacks that would yield emergency military spending might 
prompt faster defense spending growth than the average rate allowed by 
a fiscal rule. That could force some categories of nondefense spending 
to be cut; this would be a true cut, meaning fewer dollars in the next 
fiscal year. The fiscal rule forces the prioritization of competing uses of 
a fixed sum instead of the budget- busting practice of, in the face of dis-
agreement, using debt to avoid difficult trade- offs.27 Indeed, without the 
binding external constraint, the result is no longer a bud get plan; it’s just 
a spending plan. When years of failure to make tough choices precede 
the enactment of effective fiscal rules, it takes especially low rates of 
spending growth to restore fiscal sustainability.

Indeed, as was shown  earlier, regaining sustainability in a 20- year 
timeline  will require very low limits on discretionary spending growth, 
large savings through entitlement reform, and perhaps additional major 
policy changes, such as massive asset sales, to restore sustainability. Since 
we are still kicking the can down the road, a 20- year timeline means 
looking at the menu of possibilities to restore sustainability by 2040.

Some might argue that it is enough to just reverse course. Never 
mind specific goals such as a debt- to- GDP ratio less than 60   percent 
by 2040, just get the GDP growing faster than the debt. That may be 
all that we can achieve. Given the counterfactual of rapid increase in 
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the ratio of debt to GDP, any reduction in debt to GDP  will require 
significant fiscal restraint. Even with a return to the longtime normal 
of 3  percent annual real GDP growth, just a 1 percentage point per year 
drop in debt to GDP  will require some combination of an annual cap 
on discretionary spending growth at 0.4   percent with no entitlement 
reform savings or asset sales, or discretionary spending at 2.4  percent per 
year with entitlement reform savings and asset sales yielding $500 billion 
per year. So, each $50 billion in entitlement savings or revenue from as-
set sales allows an additional 0.1  percent per year in discretionary spend-
ing growth. If the economic growth pessimists are correct, or the debt 
begins to slow economic growth, it  will take more entitlement reform 
savings or asset sales.

But slow pro gress may not be an option. It may not be enough to 
prevent the drastic, sudden policy changes or financial crisis we hope to 
avoid. Or a strategy that seems capable of yielding some pro gress may 
disappoint. For example, without significant steps  toward sustainability, 
higher interest rates might preclude the debt reduction that might other-
wise result from small steps. The existing adverse U.S. fiscal circum-
stances28 have already significantly raised the government’s borrowing 
costs.29 The United States pays 2.7 percentage points more than Ger-
many pays to borrow money, a gap expected to rise above 3 percentage 
points in the near  future. Three  percent of approximately $22 trillion, 
and growing, is a lot of additional annual cost.

Only if the Trump administration manages to reach and sustain 
4  percent real growth, double CBO’s expected growth rate, can we, rela-
tively painlessly, get the debt- to- GDP ratio to 60  percent by 2040. We 
would also double the size of the economy in 18 years, an unlikely achieve-
ment. With 4   percent growth, we can reach a debt- to- GDP ratio of 
about 60  percent in 20 years with a combination of $100 billion per year 
in asset sales and entitlement savings, while still increasing discretionary 
spending by 2  percent per year. It is impor tant to note that in each of the 
scenarios described  earlier, the MP fiscal rule sets aside funding sufficient 
to meet the emergency spending requirements of the last 24 years, a pe-
riod that included the  Great Recession, lesser recessions, and the off- budget 
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spending that financed overseas military operations, especially the fighting 
in Iraq and Af ghan i stan.

With less optimistic economic growth scenarios, it  will take much 
more entitlement reform or asset sales than described previously. With 
slightly improved, sustained economic growth—2.5   percent versus 
CBO’s 2.0  percent projection— the MP fiscal rule  will not yield debt- 
to- GDP of less than 60  percent in 2040 without $400 billion per year in 
entitlement reform savings (less spending by $400 billion per year than 
currently projected by CBO), alongside discretionary spending growth 
capped at 1  percent per year.

FEDERAL MINERAL RIGHTS SALES

The more conventional approach to generating money from federal as-
sets is to sell land and buildings, and lease access to minerals. But the 
potential to generate significant sums lies in federal mineral rights sales. 
Even though candidate Trump expressed interest in mineral rights 
sales as part of a debt reduction strategy, and even though  there is no 
other plausible alternative source of funds (likely not even higher in-
come tax rates according to our dynamic simulation model), questions 
about the potential to convert mineral rights into significant cash mostly 
yield blank stares. If  there are well- developed answers to that (Chap-
ter  11  in this volume describes the challenges) or plans to pursue the 
policy changes that would be needed to realize that potential, they are 
a well- kept secret. We need to document the structural impediments to 
quickly selling or leasing federal mineral rights, and we must eliminate 
as many of  those barriers as we can in a precrisis atmosphere.

We also have to recognize that even the best- case scenario for 
generating a significant cash flow from federal assets is no excuse for 
complacency. Having rights to more than $50 trillion30 in oil, gas, and 
minerals does not make a $21 trillion, and rapidly growing, national 
debt acceptable.  Those mineral rights may help us avoid a devastating fi-
nancial crisis, but only as a partner to significant fiscal restraint, and only 
on a one- time basis. The mineral rights can be sold only once.
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The property right to mine the assets is worth much less than the 
minerals themselves. The mining companies  will pay a royalty only 
for access to the minerals; this  will be a fraction of the difference be-
tween delivered market value and extraction cost. Much of the feder-
ally owned mineral wealth may not be profitably minable, and lower 
prices for some minerals  will decrease the wealth in that category. That 
coal reserves are a large share of federal mineral wealth makes the assets’ 
 future value a major concern, which could grow in scope as climate 
change politics,  actual policy changes such a carbon tax, and technol-
ogy gains make renewable energy sources more competitive.31 As noted 
by the Wall Street Journal’s Greg Ip, “Coal has become a sunset industry 
as cleaner energy sources rapidly get cheaper. In the U.S., coal is headed 
 toward obsolescence.”32

To a lesser extent, such issues impact the value of all of the federal 
government’s fossil fuel reserves. The rate at which federal mineral rights 
are made available  will also affect the total amount generated by  those  
sales. Where the relevant industry associations are not already main-
taining a current estimate of demand— properly seen as a function of all 
of its key determinants through a fully specified, multiple regression 
analy sis— that work needs to be pursued so that we can determine the 
trade- off between the near- term annual rates at which mineral rights 
can generate revenue and the total amount generated from the salable 
assets.

IMMINENT OR  ACTUAL DEFAULT

The leading edge of default is already vis i ble. It can become a real default 
if the likely effects of the monetary expansion needed to meet payment 
deadlines are seen as unacceptable. Rising interest rates  will be both a 
cause and an effect of increasingly unsustainable federal fiscal circum-
stances. Even without  those ever- more- dire circumstances, the eventual 
gradual escape from the  Great Recession– induced and pandemic- induced 
monetary expansions  will raise the federal government’s already huge 
borrowing tab. The dire circumstances have created a large and grow-
ing risk premium best seen in the soon- to-be more than 3 percentage 
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point difference between the German government’s and the U.S. gov-
ernment’s borrowing costs— almost enough for the risk premium costs 
to possibly become solely responsible for U.S. debt growth.

Spiraling debt ser vice costs can become the proximate cause of the 
drastic mea sures that  will prevent the worst ele ments of a full- blown 
financial crisis. Or poorly conceived drastic mea sures can bring on the 
crisis and make it worse. Good decisionmaking, even in a crisis atmo-
sphere, may be necessary before all the necessary reforms can become 
po liti cally feasible. The same sort of good decisionmaking has been a 
central aim of the Friedman Proj ect, whose goal has been to produce 
a thorough grasp of the U.S. federal government’s dire fiscal circum-
stances and a fully vetted menu of fiscal rule options. The contents of 
this book address both  those objectives.

Consider, for example, farm subsidies;  these policies and expendi-
tures are arguably unconstitutional and inarguably eco nom ically inef-
ficient. Po liti cal inertia is the only argument for permanently retaining 
them. But in the midst or  under threat of a financial crisis, can we go 
cold turkey on farm subsidies?  Because the value of the subsidies is capi-
talized into land values, and  because farmers borrow against the value 
of their land, yanking the subsidies could add widespread rural bank 
failures to an existing financial crisis. Beyond economic efficiency ar-
guments and fiscal concerns, the sheer fact that farm subsidies may be 
dangerous to remove during a financial crisis should argue for a gradual 
end to farm subsidies, beginning immediately, but not for an abrupt end 
in a financial crisis.

 Those are the kinds of issues we need to sort through in advance 
of a crisis atmosphere. Many spending cut recommendations have been 
derived from ideology, including concerns about the unconstitutionality 
of vari ous programs. We need to repro cess the documented rationales 
for spending cuts into program rankings based on economic efficiency 
and short- term stability  factors.33 Rankings are complicated by scope 
considerations. For example,  there are undoubtedly many programs that 
should be cut back but not eliminated.

 After we learn what the  Great Recession teaches about the new rela-
tionship possibilities for monetary expansion and inflation, we need to 
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examine the consequences of well- designed, damage- minimizing mon-
etary expansion as part of a default- avoidance strategy. It may be a de 
facto existing strategy that we need to improve as we seek to maintain 
historic low interest rates in the face of still high levels of liquidity and 
the crowding out effects of ongoing debt growth.

In the increasingly cited words of then– Obama administration 
Chief of Staff Rahm Emanuel —“You never want a serious crisis to go 
to waste. [. . .] It’s an opportunity to do things you think you could not 
do before”—we need to find some silver linings to the default cloud, 
or near- default cloud.34 In light of the typically im mense difficulty of 
cutting government programs, fear of default is a key opportunity to 
seize no  matter what someone’s po liti cal preferences are. Even seekers of 
significant government expansions, such as single payer health care, can 
find programs worth cutting, if only to eliminate  future competition 
for the new government programs they want. Well- developed rationales 
that  will resonate in a crisis atmosphere need to be crafted well in ad-
vance of the frenzy. That comes back to the need to assess and rank pro-
grams in terms of core government functions such as defense and justice 
and, secondarily, in terms of economic efficiency.

Pressure to raise taxes should be tempered by Hauser’s law, which 
basically says that it is very difficult for the federal government to collect 
more than 20  percent of GDP.35 I attribute Hauser’s observation to our 
de facto narrow federal income tax base. When marginal tax rates  were 
high enough to qualify as borderline confiscatory— until 1986— there 
was a lot of tax avoidance, especially by the wealthy, and also maybe 
more evasion than we believe. Then we enacted the 1980s tax reforms 
that sharply lowered rates and took a lot of  people off the tax rolls. We’ve 
so narrowed the income tax base to the relatively wealthy that the nearly 
half of total income earned by the bottom 80  percent of income earners 
accounts for less than 15  percent of income tax revenue.36 Approximately 
87  percent of federal income tax revenue comes from the top 20  percent 
of income earners. An  actual or imminent debt- driven financial crisis 
may create an opportunity to reduce or adjust the progressivity of a tax 
structure that creates a seemingly dangerous po liti cal economic condi-
tion that may be a significant under lying cause of debt growth.  There 
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is disagreement on the optimal degree of progressivity, but  there can 
be no disagreement on the danger inherent in excusing a large share of 
the electorate from the fiscal costs of the increased government spend-
ing that they can vote for. As 2012 Republican presidential nominee 
Mitt Romney, now a U.S. senator, said, “every one needs to pay some-
thing.” And for efficiency, if not po liti cal expediency, every one’s tax 
payments should vary with the amount the government spends.  Until 
the symptoms of the debt crisis are more widely seen, it  will be po liti-
cally difficult to increase the tax burden of the lowest income Americans 
so that every one pays something. But likewise, it  will be difficult to 
increase revenue just by increasing the rates applied to already heavi ly 
taxed higher- income taxpayers.

SUMMARY AND CONCLUDING REMARKS

Clearly, all pos si ble ave nues for avoiding or coping with a fiscal or fi-
nancial crisis need to be fully explored for pos si ble deployment on short 
notice. The real—as opposed to “just” political37— consequences of 
spending cuts need to be well- documented before we see strong pres-
sure for huge cuts. Sadly, that pressure is not yet evident.





The federal government  will spend $4.6 trillion and raise $3.6 trillion 
in revenues in 2020. The resulting $1 trillion deficit  will be financed by 
borrowing and add to accumulated federal debt of $17 trillion, which is 
more than $130,000 for  every U.S.  house hold.1

Federal debt has more than doubled over the past de cade. When 
mea sured against the size of the economy, it is the highest in our nation’s 
peacetime history. Rising debt  will impose a huge burden on  future 
taxpayers and could trigger a financial crisis that  will further undermine 
our prosperity.

Historically, federal government debt spiked during wars but was 
always paid down when crises subsided.  Today, lawmakers are  running 
massive deficits even though the nation is not at war and is enjoying 
strong economic growth. Official projections show a nonstop gusher of 
red ink in coming years as federal entitlement programs balloon in cost.

This essay looks at the history of federal debt and describes five 
types of harm that it  causes. It concludes that policymakers should cut 
spending to balance the bud get and reduce debt. Spending cuts would 
spur growth by reducing the economic distortions caused by many pro-
grams. Cuts would also reduce the risk of a financial crisis and avert 
pressure to impose harmful tax increases down the road.

CHAPTER TWO

FEDERAL DEBT IN HISTORICAL 
PERSPECTIVE

CHRIS EDWARDS
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JEFFERSONIAN FISCAL PRUDENCE, 1790–1930

Amer i ca was born with a hefty load of government debt, which had been 
issued to finance the Revolutionary War. Following Alexander Hamil-
ton’s plan, Congress transferred state government debts to the federal gov-
ernment in 1790, creating a total federal debt of $75 million. Hamilton 
and the Federalists  were in no rush to pay off the debt, and by the end of 
John Adams’s administration in 1800 debt had edged up to $83 million.

Thomas Jefferson assumed the presidency in 1801, promising to end 
internal taxes, restrain spending, and pay down the debt.2 In a 1799 let-
ter to Elbridge Gerry, Jefferson said, “I am for a government rigorously 
frugal &  simple, applying all the pos si ble savings of the public revenue 
to the discharge of the national debt.”3 Jefferson followed through on 
his promises with the help of his outstanding Secretary of the Trea sury 
Albert Gallatin.4 They kept total spending roughly flat over eight years 
and  were able to pay down a substantial part of the federal debt, even 
with added borrowing to pay for the Louisiana Purchase.

Figure 2.1 shows federal debt as a  percent of gross domestic prod-
uct (GDP) back to 1790.5 Debt fell from 30  percent of GDP in 1790 to 
6   percent by 1811. But then the nation entered the War of 1812, and 
the government again began borrowing heavi ly. Debt increased to 
10  percent of GDP by 1815.

 After the war, policymakers  were able to cut spending, and they 
began to focus on the goal of becoming “wholly  free” of federal debt.6 
By the 1820s, policymakers  were  running surpluses in most years, and in 
his 1824 State of the Union message, President James Monroe said that 
federal debt could be fully paid off by 1835.

That prospect caught the imagination of many po liti cal leaders who 
believed in both the moral and the practical benefits of debt freedom. 
They associated government debt with corruption and the erosion of 
liberty. Debt freedom was also favored by the public, which strongly 
supported frugality in the federal government.7

With policymakers focused on debt elimination, numerous efforts to 
expand spending during the 1820s and 1830s  were foiled. Some members 
of Congress— such as Henry Clay of Kentucky— wanted the government 
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to fund “internal improvements.” And President John Quincy Adams had 
 grand plans to fund roads, canals, a national university, and many other 
items. However, such spending plans conflicted with the popu lar goal of 
debt freedom, and they  were blocked in Congress. Opposition to spend-
ing came from members such as Martin Van Buren of New York and 
John Randolph of  Virginia.

President Adams was replaced in 1829 by Andrew Jackson, who was 
a firm believer in debt freedom. In his first inaugural address, he prom-
ised “extinguishment of the national debt, the unnecessary duration of 
which is incompatible with real in de pen dence.”8 Jackson succeeded in 
his goal, making the period from 1835 to 1837 the only time in our his-
tory that the federal government has been debt- free.9 Unfortunately, 
borrowing resumed when the economy plunged into recession  after the 
Panic of 1837.

During the 1850s, the government ran surpluses nearly  every year, 
and the federal debt plunged to just 1  percent of GDP. Massive spending 

Figure 2.1
Federal government debt held by the public, percentage of GDP

Sources: Congressional Bud get Office (CBO), “Historical Data on Federal Debt Held by the 
Public,” August 5, 2010; Amber Marcellino, “Updated Historical Bud get Data Following BEA’s 
Recent Update of the National Income and Product Accounts,” CBO blog, August 12, 2013; 
CBO, “The 2013 Long- Term Bud get Outlook,” September 17, 2013.
Note: GDP = gross domestic product.
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during the Civil War caused debt to spike to 31  percent of GDP during 
the 1860s. But then the Jeffersonian tradition reasserted itself, and law-
makers reduced the debt in subsequent years to just 3  percent of GDP 
by the beginning of World War I. The government balanced its bud get 
 every single year from 1866 to 1893.

Debt peaked at 33   percent of GDP in 1919 as a result of the war, 
but it was then reduced  under Presidents Warren Harding and Calvin 
Coo lidge. The 1920s  were the last hurrah for the Jeffersonian anti- debt 
tradition, which had been part of our unwritten “fiscal constitution,” as 
numerous scholars have called it.10

KEYNESIAN PROFLIGACY, 1930–2020

In his 2014 book, Amer i ca’s Fiscal Constitution, Bill White argued that the 
anti- deficit stance of federal policymakers lasted from 1790 through Bill 
Clinton’s presidency but then “collapsed”  under President George W. 
Bush.11 It is true that Bush presided over deficits and increased spending, 
but so have many presidents since Herbert Hoover. White’s timing is 
off: the real dividing line in Amer i ca’s fiscal history was the 1930s.

Before the 1930s, policymakers kept federal spending very low. From 
1790 to 1929, federal spending averaged just 2.7  percent of GDP, even 
including the war years during that period.12 As late as the 1920s, spend-
ing was less than 4  percent of GDP. Yet starting in the 1930s, spending 
began a precipitous climb, reaching the current level of about 20  percent 
of GDP by the late 1970s.

Before the 1930s, policymakers not only kept spending in check, 
but also believed strongly that  running deficits and racking up debt was 
immoral and bad for the economy.  Those beliefs restrained the basic 
incentive politicians face to spend more on their constituents than the 
available tax revenue.

Two developments during the 1930s undermined the anti- debt 
ethos and shifted the federal government  toward deficit spending. First, 
the creation of entitlement programs— such as Social Security— allowed 
for automatic annual spending increases without policymakers having 
to vote for them. Autopi lot spending induces po liti cal irresponsibility. 
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 Today, entitlement programs account for two- thirds of all noninterest 
federal spending.13

Second, the rise of Keynesianism beginning in the 1930s misin-
formed policymakers that deficit spending was good for the economy. 
Nobel Prize– winning economist James Buchanan points his fin ger at 
Keynesian economics for the decline in beneficial “Victorian fiscal mo-
rality,” which had focused on balancing bud gets and limiting debt.14 
With the rise in Keynesianism, the “modern era of profligacy” was 
born, Buchanan said.15

Figure 2.1 shows a sharp spike in federal debt in the 1930s and 1940s 
as a result of the  Great Depression and World War II.16 Federal debt 
peaked at 106  percent of GDP in 1946. But the importance of entitle-
ments and Keynesianism grew over the de cades, paving the way for al-
most continuous deficit spending since the 1970s.

In the figure, it appears that policymakers  were fiscally prudent  after 
World War II  because the debt- to- GDP ratio falls rapidly. Actually, that 
fall was not due to policymaker frugality. Indeed, the government ran 
deficits in 7 out of 10 years in the 1950s.

Then what caused the fall in debt  after the war? First, strong GDP 
growth helped produce a falling ratio of debt- to- GDP. Second, the debt 
was greatly reduced by inflation. Inflation reduces the real value of 
outstanding debt, and thus imposes losses on creditors. The ability to 
reduce the debt by inflation depends upon the debt’s maturity and on 
 whether creditors expect inflation. If the average maturity is long, the 
government can reduce the real debt load with an unexpected bout of 
inflation.

That is what happened following World War II. The federal debt- 
to- GDP ratio was cut almost in half between 1946 and 1955. Economists 
Joshua Aizenman and Nancy Marion found that nearly all of that drop 
was due to relatively high inflation during that period combined with a 
long average federal debt maturity of nine years.17

By the mid-1970s, the average maturity of federal debt had shrunk 
to just three years, so the high inflation in that de cade resulted in  little 
debt shrinkage.18 The debt- to- GDP ratio started rising again in the 
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1980s and peaked at 48  percent by the early 1990s. Debt fell during the 
late 1990s as a result of bud get restraint and an economic boom.

In the new  century, all fiscal restraint has been put aside, and debt 
soared to $17 trillion by 2019, or 78  percent of GDP.19 This mea sure of 
debt is “debt held by the public,” which captures the effect of federal 
borrowing on credit markets.

 Today’s federal debt ratio is easily the highest in Amer i ca’s peace-
time history, and it  will keep on growing  unless Congress makes major 
bud get reforms. Figure 2.1 shows that  under the Congressional Bud get 
Office (CBO)’s “alternative fiscal scenario” debt is expected to rise to 
109   percent of GDP by 2030.20 Thus, The United States could have 
World War II levels of debt just a de cade from now, and even higher 
levels  after that.

The bipartisan belief that balancing the bud get is both prudent and 
morally proper largely dis appeared  after the 1930s. From 1791 to 1929, 
the government balanced its bud get 68  percent of the years.21 But from 
1930 to 2019, the government balanced its bud get just 14  percent of the 
years, as shown in Figure 2.2.

In his history of the Jackson- era effort to eliminate the federal debt, 
Carl Lane concludes, “Debt freedom, Americans in the Jacksonian era 
believed, would improve the material quality of life in the United States. 
It would reduce taxes, increase disposable income, reduce the privileges 

Figure 2.2
 Percentage of years with balanced federal bud get

Source: Author’s calculations.
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of the creditor class, and, in general, generate greater equality as well 
as liberty.”22 That is the type of sound fiscal thinking that we need to 
revive  today.

THE PROB LEMS WITH GOVERNMENT DEBT

Over the years, numerous economists and pundits have argued that fed-
eral debt does not  matter much  because we “owe it to ourselves.”23 New 
York Times columnist Paul Krugman has disparaged analysts who ex-
press concern about deficits, and he has argued that high government 
debt is not at all like high  family debt. He says that government debt 
does not hurt  future generations  because it is mainly “money we owe to 
ourselves.”24

Krugman is wrong, and his view is a minority one among econ-
omists. The Congressional Research Ser vice says that “the current 
consensus among economists is that the burden of the national debt is 
largely shifted forward to  future generations.”25 Rising federal debt  will 
impose real pain in the years ahead. Contrary to Krugman, the dangers 
of families and governments getting deep into debt are similar. Econo-
mist James Buchanan argued, “For citizens, the national debt is fully 
analogous to a private debt that has been incurred to finance a consump-
tion spree in some past period.”26

To understand the harm of debt, first consider the effects of gov-
ernment spending financed by taxes. Such spending may damage the 
economy in two ways:

1. Spending distortions. Most federal spending goes  toward subsidy 
and benefit programs. Such spending distorts the economy, and 
thus reduces overall output and incomes.27 For example, Social 
Security reduces private savings, welfare programs reduce work 
incentives, and farm subsidies induce overproduction.  These 
distortions cause economic damage, which economists call 
“deadweight losses.”

2. Tax distortions. The taxes to fund federal spending cause addi-
tional deadweight losses. That is  because higher taxes induce 
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 people to change their working, investing, and consumption 
activities, which misallocates resources. Economists estimate 
that the deadweight losses from each one dollar increase in fed-
eral income taxes is roughly 50 cents, including about 10 cents 
for the added compliance or paperwork costs.28

Suppose that the government spends $10 billion on a new subsidy 
program financed by income taxes. The program  will cost the private 
economy about $15 billion when the deadweight losses of the higher 
taxes are included. If this new program creates distortions, or is poorly 
executed, it may produce benefits of perhaps just $5 billion. That would 
create an overall ratio of costs to benefits of three- to- one.

Economist Edgar Browning examined the effects of federal tax and 
spending programs in his book Stealing from Each Other. As a ballpark 
estimate for the overall federal government, he concluded that “it costs 
taxpayers $3 to provide a benefit worth $1 to recipients.”29

Now consider the effects of federal spending financed by borrowing:

1. More spending induced. The deadweight losses caused by spending 
on subsidy and benefit programs are the same  whether programs 
are financed by debt or current taxes. However, the availability 
of debt financing may induce policymakers to increase overall 
spending, particularly on low- value programs. Since borrowing 
makes programs appear to be “ free” to citizens and policymak-
ers, the government has less incentive to be frugal and prune 
low- value programs.30

2. Tax damage moved to the  future. With borrowing, the deadweight 
losses from taxes are moved to the  future when taxes are raised 
to pay the interest and principal on the debt. The damage from 
the funding of programs is imposed on  people down the road 
 because that is when the government  will use coercion to extract 
the needed money from taxpayers.

3. Reduction in investment. Government borrowing may reduce 
national saving, and thus crowd out private investment, reduce 
the U.S. capital stock, and reduce  future output and incomes.31 
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James Buchanan said, “By financing current public outlay by 
debt, we are, in effect, chopping up the apple trees for firewood, 
thereby reducing the yield of the orchard forever.”32 A decline 
in investment may be partly or fully averted if private saving 
rises to offset government deficits.33 But the CBO concludes, 
“the rise in private saving is generally a good deal smaller than 
the increase in federal borrowing, so greater federal borrowing 
leads to less national saving.”34 Government debt may also deter 
investment as a result of business expectations. Businesses may 
be reluctant to make long- term investments if high and rising 
debt creates fears of tax increases down the road.

4. Borrowing from abroad. A decline in private investment as a result 
of government borrowing may be avoided by net inflows of 
capital from abroad. In recent years, huge federal borrowing has 
been facilitated by global capital markets. In 2018, 39  percent of 
federal debt was held by foreigners.35 Borrowing from abroad 
may prevent a fall in domestic investment, but it does not pre-
vent the shifting of costs to  future generations. That is  because 
some share of the  future earnings of Americans  will be taxed to 
pay the interest and principal on the debt held by foreign credi-
tors. For this portion of federal debt, Americans certainly do not 
“owe it to themselves.”

5. Macroeconomic instability. The CBO echoes many experts when it 
warns, “A large and continuously growing federal debt would . . .  
increase the likelihood of a fiscal crisis in the United States.”36 
High levels of government debt tend to result in lower growth 
and increased f inancial fragility in nations and the global 
economy.37 In their study of hundreds of financial crises in his-
tory, Harvard professors Carmen Reinhart and Ken Rogoff con-
clude, “again and again, countries, banks, individuals, and firms 
take on excessive debt in good times without enough awareness 
of the risks that  will follow when the inevitable recession hits.” 
Government debt, they find, “is certainly the most problematic, 
for it can accumulate massively and for long periods without 
being put in check by markets.”38
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James Buchanan uses a  simple story to illustrate the error in the “we 
owe it to ourselves” claim.39 Suppose a lender, L, lends $100 to a borrower, 
B, who spends it on consumption. L  will have $100 less in cash but his 
“notes receivable”  will go up $100. B has a liability of $100, but he has no 
asset  because he spent the cash. Now let’s say that L and B get married, 
and they combine their finances. B’s liability and L’s notes receivable can-
cel out. L and B “owed it to themselves” and the debt dis appears.

However, the $100 that B spent initially is now gone. If that money 
had instead been put into a productive investment, the married  couple 
would now be wealthier by $100 or more. Buchanan notes that incur-
ring debt “to finance current consumption  will permanently decrease 
the flow of potentially available income.”40

It is true that the  future net burden of federal debt would be reduced 
if government borrowing was used for high- value capital investments. 
But that is usually not the case: federal investments are often mismanaged 
and misallocated. Reporting on the government’s $80 billion annual in-
vestment in information technology, the Government Accountability 
Office found that “investments frequently fail, incur cost overruns and 
schedule slippages, or contribute  little to mission- related outcomes.”41 
Other types of federal investment are similarly wasteful, such as capital 
spending by the Army Corps of Engineers and Federal Transit Admin-
istration.42

More importantly, only a tiny share of federal borrowing and 
spending is for capital investment purposes. Within the $4.6 trillion fed-
eral bud get in 2020, just 3  percent  will be spent on nondefense “major 
physical capital investments.”43 Thus,  today’s huge federal deficits are not 
being caused by investment spending but by consumption spending on 
benefit and subsidy programs.

CONCLUSIONS

Rising federal debt undermines economic growth and stability, and it 
imposes an unfair burden on taxpayers in the  future. Policymakers used 
to understand the harms of debt better than they do  today. Thomas Jef-
ferson was right that “the multiplication of public offices, increase of 
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expense beyond income, growth and entailment of a public debt, are 
indications soliciting the employment of the pruning- knife.”44

Congress should take a pruning knife to the bud get and identify 
programs in  every department to terminate.45 One  factor that makes 
spending cuts a pressing issue is that even CBO’s scary outlook of rising 
debt shown in Figure 2.1 may be optimistic. Amer i ca may face unfore-
seen military challenges or endure another deep recession in coming 
years, which would make deficits worse than projected. Also, interest 
rates and other economic variables may not be as favorable as expected. 
The best way to prepare for the nation’s uncertain  future is to cut 
spending, end deficits, and begin paying down the debt before the next 
crisis hits.

To that end, we should consider structural changes to encourage 
policymakers to be more fiscally responsible. One option is adding a 
balanced bud get amendment to the Constitution. In 1798 Thomas Jef-
ferson wrote, “I wish it  were pos si ble to obtain a single amendment to 
our constitution . . .  I mean an additional article taking from the federal 
government the power of borrowing.”46

However,  there may be better methods of restraining spending than 
a balanced bud get amendment, as other essays in this book consider. 
One  simple alternative would be to cap the annual percentage growth in 
total federal outlays.47 Congress directly controls spending, not deficits, 
so spending is the best target for a bud get limit. Perhaps a combination 
of structural reforms would be the best solution for the fiscal mess in 
Washington.

Channeling Thomas Jefferson, Franklin Roo se velt said in a 1932 
radio address, “Let us have the courage to stop borrowing to meet con-
tinuing deficits. Stop the deficits. . . .  Any government, like any  family, 
can for a year spend a  little more than it earns. But you and I know 
that a continuation of that habit means the poor house.”48 Unfortunately, 
when he was elected president  later that year, Roo se velt put Jefferson 
aside, and imposed the pro- spending and high- debt policies of Alexan-
der Hamilton, which still bedevil the American economy  today.





Over the past half  century virtually  every developed country has expe-
rienced a growth in debt in excess of its growth in income.1 The upward 
trend in debt in the long term reflects a per sis tent bias  toward deficit 
spending, with the growth in spending outpacing the growth in rev-
enue. The fiscal rules and institutions, both formal and informal, which 
historically constrained debt, have proved to be in effec tive in many 
countries.

What has emerged is a new era of fiscal rules.2 The origin of  these 
fiscal rules can be traced to sharp recessions experienced in Switzerland 
and Sweden in the late 1980s and early 1990s.3 The fiscal stress expe-
rienced in  these countries led them to begin experimenting with new 
fiscal rules, often referred to as debt brakes. in Switzerland, a debt brake 
was first enacted at the cantonal level and then at the federal level. By the 
early 2000s, the debt brakes enacted in Switzerland and Sweden  were 
effectively constraining deficits and debt, and this led to the enactment 
of new fiscal rules at both the national and the supranational level in 
Eu rope.

The effectiveness of the new fiscal rules in constraining debt varied 
considerably, especially during the financial crisis that began in 2008.4 
 These rules did not prevent heavi ly indebted countries, such as Italy, from 
continuing to pursue unsustainable fiscal policies. Critics questioned 
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 whether the new rules  were a credible commitment to fiscal stabiliza-
tion in Eu rope, and the default on debt, or threatened default, in several 
countries reinforced this view.

But the critics  were too pessimistic regarding the effectiveness of 
the new fiscal rules in constraining debt. Some countries, such as Ger-
many, modified their rules to make them more effective constraints on 
deficits and debt. Some countries, such as Sweden, introduced new fiscal 
institutions, such as fiscal responsibility councils, to provide more trans-
parency and accountability in the bud get pro cess. What emerged was a 
second generation of fiscal rules that has proved to be more effective in 
addressing the debt crisis.5

Economists have learned a  great deal from the experience with this 
second generation of fiscal rules, and at least on some issues,  there is a 
growing consensus among economists. The debt crisis cannot be ex-
plained as the outcome of optimal fiscal policies in orthodox public fi-
nance theory.6 In orthodox public finance, debt is incurred to stabilize 
spending over the business cycle, ensuring tax smoothing rather than 
the volatility in taxes that would be required if governments are not 
able to borrow. What ever the relevance of orthodox theories in explain-
ing fiscal policy in the short run, they have  little explanatory power in 
understanding the last half  century of debt accumulation. Eusepi and 
Wagner maintain that understanding the deficit bias in a demo cratic so-
ciety requires piercing the veil of public debt in orthodox public finance 
theory, to reveal its transactional nature.7 When monopolistic ele ments 
enter the polity, the preferences of elected officials in deciding to issue 
debt may differ from the preferences of their constituents. In a society 
characterized by po liti cal capitalism, economic and po liti cal elites may 
influence debt decisions to maximize their welfare at the expense of 
taxpayers.

Economists interested in the debt crisis have increasingly turned to po-
liti cal economy theories. Po liti cal economy models are based on the short-
sightedness effect on elected officials in the decision to issue debt. From this 
perspective the debt crisis is a public- sector failure, the failure to constrain 
fiscal policy in demo cratic socie ties.  These studies find evidence that a 
number of po liti cal variables contribute to the shortsightedness effect 
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and deficit bias, including an aging population, po liti cal polarization, 
and electoral uncertainty.8

Po liti cal economy models are also used to explore the role of fiscal 
rules in demo cratic socie ties.9 The leviathan model is based on time in-
consistency in government preferences. It predicts that a current govern-
ment wants to be fiscally irresponsible, but it wants  future governments 
to be fiscally responsible. Current governments thus have an incentive to 
enact fiscal rules that are easily circumvented in the short run, but that 
are binding on  future governments, restricting their ability to issue debt.

Other studies relax the assumptions of the leviathan model to ex-
plore the role of citizens in enacting fiscal rules to constrain fiscal policy. 
For example, the median voter model is used to capture the influence 
of citizens as well as elected officials and special interests in the design 
and enforcement of fiscal rules. The dynamics of this decision pro cess 
are observed in the enactment of debt brakes in Eu rope. Debt brakes 
are an institutional innovation that can increase the ability of citizens to 
constrain the issuance of debt. But, in a monopolistic state, elected of-
ficials designing fiscal rules  will be influenced by special interests as well 
as their own interests. Thus the effectiveness of debt brakes  will depend 
upon  these diff er ent transactions, which change dynamically over time.

The effectiveness of the second generation of fiscal rules differs con-
siderably in diff er ent Eu ro pean countries.10  There is a growing diver-
gence between Eu ro pean countries that have successfully enacted debt 
brakes and highly indebted countries where debt brakes have had  little 
impact in the long run. Highly indebted countries, such as Italy, con-
tinue to pursue unsustainable fiscal policies despite sanctions from the 
Eu ro pean Union for violating fiscal rules. Recent stress tests suggest that 
Italy has  little if any fiscal room to respond to financial crises and other 
economic shocks.

Analy sis of the success and failure of the second generation of fiscal 
rules has focused both on the design of the rules and on the po liti cal 
institutions within which the rules are enacted.11  There is now a grow-
ing consensus regarding the design of effective fiscal rules. The second 
generation of fiscal rules is a hybrid, linking the instruments of fiscal 
policy to fiscal targets. For example, linking expenditure rules to debt 
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targets is considered essential for fiscal sustainability in the long term. 
Tolerance levels are set for deficits and debt that can trigger more strin-
gent spending constraints in the short term. The deficit and debt brakes 
provide guardrails to keep fiscal policy from  going off track. This hybrid 
approach incorporates other fiscal rules that can resolve the trade- off 
between commitment and flexibility, rules such as emergency funds, 
escape clauses, and capital investment funds. With  these fiscal rules in 
place, countries can not only achieve debt targets in the long run but 
also pursue fiscal stabilization policies in response to financial crises and 
other economic shocks in the near term.

Economists have turned to po liti cal economy models to explore 
the role of institutions in determining the effectiveness of fiscal rules.12 
 There is less consensus on  these issues, with some economists question-
ing  whether the new rules are a credible commitment to fiscal sustain-
ability. Critics point to the absence of supporting institutions, including 
a functioning capital market, a functioning interjurisdictional competi-
tion with tax and spending autonomy, and the absence of insolvency 
laws and no- bailout rules.

On the other hand, economists have identified some po liti cal in-
stitutions that can positively impact the effectiveness of fiscal rules. In 
Sweden, effective fiscal rules are implemented in a bud get pro cess pro-
viding transparency and accountability. New bud get institutions, such 
as fiscal responsibility councils, have proved to be effective in providing 
both transparency and accountability in the bud get pro cess.

In Switzerland, strong institutions of federalism and direct de-
mocracy empower citizens at both the subnational and the national 
level. Swiss cantons have tax and spending autonomy and interjuris-
dictional competition. The initiative and referendum give Swiss citi-
zens a voice in fiscal policy that is often missing in other countries that 
lack  these institutions. Swiss economists maintain that the support for 
 these rules within the polity has been decisive for the success of the 
debt brake. The Swiss debt brake was enacted through a referendum 
with an overwhelming majority vote. The Swiss debt brakes are also 
supported by other institutions, such as a strict no- bailout rule. Over 
time, the success of the Swiss debt brake has contributed to what 
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the economist Charles Blankart refers to as “dynamically developing 
credence capital.”13

Which brings us to the debt crisis in the United States. The United 
States has virtually abandoned fiscal stabilization and has emerged as 
one of the most heavi ly indebted nations in the world. Over the past 
half  century, the federal government has continuously incurred deficits, 
accumulating a debt that now totals more than $21 trillion. Addressing 
this massive public- sector failure  will require fundamental reform of our 
fiscal rules and policies. It  will take de cades for the federal government 
to balance the bud get and restore a sustainable fiscal policy.14

Stress tests reveal that the greatest threat to fiscal and financial mar-
ket stability is not weakness in the balance sheets of private financial 
institutions, but rather in the growing debt burden and balance sheet of 
the federal government.15 Fiscal stress tests have been conducted by the 
Federal Reserve and by the International Monetary Fund (IMF). The 
Federal Reserve study, using simulation analy sis of fiscal policy, reveals 
that in a major recession the federal government could experience even 
greater fiscal instability than it did during the recent financial crisis. 
The IMF study estimates that in a major recession the federal govern-
ment’s net asset position could deteriorate by 26  percent of gross domes-
tic product.

In our research, John Merrifield and I simulate second- generation 
fiscal rules to estimate their potential impact on deficits and debt in the 
United States over the next two de cades.16 Our simulation analy sis with 
 these rules in place estimates the impact of a minor recession on revenue 
and spending. This stress test reveals that the United States has the space 
to pursue fiscal stabilization in response to a minor recession and still 
reduce debt to a sustainable level. However, this would require stringent 
spending constraints and significant savings earmarked for debt reduc-
tion. The United States now has  little fiscal space to respond to a major 
recession.

Every one agrees that the bud get pro cess in the United States is 
broken. The 1974 Congressional Bud get Act requires Congress to agree 
on a bud get resolution as the framework for tax and expenditure bills. 
As amended, the act requires Congress to set a revenue floor and an 
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expenditure ceiling. The spending caps are enforced through sequestra-
tion. If Congress and the president  can’t agree on a bud get consistent 
with  these rules, sequestration requires across- the- board cuts in spend-
ing. The act also requires Congress to determine debt levels as part of 
the bud get resolution, in conformity to debt limits.

For a number of years Congress has failed to agree on a bud get 
resolution, and it has found many ways to circumvent the constraints 
imposed by  these fiscal rules. Congress suspends the spending caps and 
then sets higher spending limits to sanction increased spending. Con-
gress also routinely suspends the debt ceiling and increases the ceiling 
to sanction more debt. The outcome in recent years is unconstrained 
growth in spending accompanied by trillion- dollar deficits. Debt is pro-
jected to increase to unsustainable levels in coming de cades.

In the 2019 session of Congress, elected officials congratulated them-
selves on restoring “regular order.” All 12 appropriations bills advanced 
in both the House and the Senate, and most of the spending bills passed 
on the floor in each chamber. Congress avoided relying on a continuing 
resolution that allows them to postpone controversial spending deci-
sions. When Congress relies on a continuing resolution, spending bills 
are often passed in an ad hoc manner; an omnibus spending bill is then 
passed late in the year without much input from Congress as a  whole.

But Congress has passed  these appropriations bills without agreeing 
on a bud get resolution.  Every appropriations bill calls for a significant 
increase in spending, and Congress continues to suspend the spending 
caps to allow increased spending. It is easy to reach bipartisan agreement 
on a bud get when  there is no bud get constraint.

Elected officials know that the bud get pro cess is broken. In 2018 the 
House appointed a Joint Select Committee on Bud get Pro cess Reform. 
Yet that committee failed to agree on proposed bud get pro cess reforms 
and made no recommendations to Congress in its final report in No-
vember 2018.

Congress would do well to revisit the 2016 recommendations for 
bud get pro cess reform by the House Bud get Committee, chaired by 
Republican Tom Price. The recommendations of the Price committee 
 were very clearly focused on solving the debt crisis in the long run. In 
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addition to strengthening existing fiscal rules, the committee recom-
mended consideration of new fiscal rules that have proved to be success-
ful in addressing the debt crisis at both the state and the national level. In 
par tic u lar, the committee noted the success of new fiscal rules  adopted 
in the Eu ro pean Union. In  those countries a debt target is set at a sus-
tainable level. An expenditure limit is then imposed to achieve that debt 
target within a medium- term time frame. Annual bud gets are adjusted 
according to the expenditures limit and the debt target. Guardrails are 
imposed in the form of deficit and debt brakes; when deficits or debt ap-
proach tolerance levels a more stringent spending limit is imposed.

The Price committee noted the success of Eu ro pean countries, such 
as Switzerland, that have imposed the new fiscal rules for several de-
cades.  These countries reduced debt levels significantly. This has given 
them more flexibility to pursue a discretionary fiscal policy in response 
to recessions and financial crises. The Swiss rules require a cyclically 
balanced bud get with deficits in periods of recession offset by surplus 
revenue in periods of expansion. An emergency fund allows them to 
exceed the spending limit in response to unforeseen events. The com-
mittee noted that over this time period the United States has incurred 
higher levels of debt, which  will make it more difficult to impose  these 
fiscal rules. The committee concluded that failure to address the debt 
crisis with current fiscal rules underscores the need for the United States 
to consider new fiscal rules that have proved to be successful in other 
countries.

The United States is clearly  behind the learning curve compared to 
other countries that have enacted the second generation of fiscal rules. 
Thus we are left with several unresolved questions, and the fiscal  future 
of the United States is uncertain:

•  Will the United States, like heavi ly indebted Eu ro pean coun-
tries, continue to pursue unsustainable fiscal policies alongside 
retardation and stagnation in economic growth?

• If the United States now has  limited fiscal space to respond to 
economic shocks,  will the next recession result in even greater 
economic instability than that during the recent financial crisis?
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• If current fiscal rules have failed to curtail spending, what 
reforms and policies are required to solve the debt crisis?

• Should the United States enact its own debt brake to address the 
crisis?

• What reforms in financial markets are required to put effective 
fiscal rules in place?

• Do we need supporting institutions in the form of insolvency 
laws and no- bailout rules?

• Could bud get pro cess reforms provide better transparency and 
accountability in fiscal decisions?

• Should the United States introduce new bud get institutions, 
such as a fiscal responsibility council?

• What po liti cal reforms are required for effective fiscal rules?
• Do we need stronger fiscal federalism with interjurisdictional 

competition and tax and spending autonomy?
• Do we need to strengthen institutions of direct democracy, 

relying more on initiatives and referendums in tax and spending 
decisions?

• If Congress fails to enact more effective fiscal rules, should citi-
zens do so through an Article V constitutional convention?

• Would such a convention energize public support for effective 
fiscal rules in this country, as it did in Switzerland?

A colloquium of scholars provides new perspectives on the U.S. debt 
crisis in this volume. The chapters have a common theme: the failure of 
elected officials in Washington to address the debt crisis. The authors ex-
plore the questions I have raised, and while they may not have resolved 
 these issues, their essays should stimulate a vigorous discussion and debate 
regarding the nation’s debt crisis.



Preceding chapters explained the need for federal bud get discipline, out-
lined how fiscal rules might help achieve it, and analyzed the po liti cal 
dynamics  behind the dire federal debt outlook.

To recap, the federal bud get deficit is projected to rise to above 
5   percent of gross domestic product (GDP) by 2022, even with be-
nign economic forecasts.1 Federal debt held by the public is already at 
its highest level (at 78   percent of GDP) since just  after World War II. 
Congressional Bud get Office (CBO) projections show rapid federal debt 
increases as a share of GDP over the coming de cades, primarily due 
to rising entitlement expenditure as the population ages.2 Economists 
agree that fiscal consolidation— including reform of  these programs or 
tax increases— will be necessary to stabilize or lower the debt- to- GDP 
ratio.3

Can we learn anything from other countries about how fiscal rules 
could help get the debt- to- GDP ratio back on a downward path?

Ninety- six countries have utilized fiscal rules, defined as “a long- 
lasting constraint on fiscal policy through numerical limits on bud getary 
aggregates” at some point in the past three de cades.4 Countries have 
experimented with spending, revenue, deficit, and debt targets and ceil-
ings; with varying degrees of stringency; with diff er ent escape clauses; 
with rules applying to  either bud get plans or hard outcomes; and with 
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exemptions for vari ous types of spending and revenue. Reaching gen-
eralized conclusions about  whether rules per se are effective, or which 
par tic u lar aspects of rules are successful, is therefore difficult.5

Individual country case studies are more instructive. This chapter 
therefore analyzes the experiences of Chile, Switzerland, the United 
Kingdom, and Sweden with formal fiscal rules. All have sought to lower 
debt- to- GDP levels or reduce bud get deficits in the past two de cades.

None experienced challenges completely analogous to the United 
States  today. Switzerland implemented a constitutional debt brake  after 
a period of rapidly increasing debt, but with accumulated debt levels 
much lower than the United States currently  faces. The United King-
dom and Sweden  adopted fiscal rules to reduce swollen bud get defi-
cits following banking crises that saw the need for significant near- term 
deficit reduction and a desire to then lock-in achievements from  these 
efforts, whereas the United States is still  running large structural defi-
cits in benign conditions. More importantly, long- term imbalance in 
the United States is driven by spiraling costs of entitlement programs 
brought about by population aging. This unpre ce dented challenge is 
faced by most western economies and throws up diff er ent economic and 
po liti cal difficulties than reducing debt- to- GDP ratios in the aftermath 
of one- off crises.

Nevertheless, the experience of  these countries can provide gen-
eral lessons for effective fiscal rule design given the current U.S. debt 
 outlook.

CHILE

Economists have written glowingly about Chile’s fiscal rule, which 
appeared to reduce debt levels while allowing flexibility during down-
turns.6

In 2000, the Chilean government voluntarily  adopted a structural 
balanced bud get rule. This aimed to achieve a cyclically adjusted bud-
get surplus of 1  percent of GDP each year. This target was lowered to 
0.5  percent in 2007 and straight structural balance in 2009,  after gross 
debt was virtually eliminated.7
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In Chile, a committee of economic experts estimates potential GDP 
each year. A separate committee assesses copper prices relative to their 
trends, which strongly affect the public finances.  These analyses are 
combined to estimate annual government revenues  were the economy 
at full potential. This determines the maximum spending level allowed 
in bud get plans for the year ahead. In other words, planned spending is 
capped at an estimate of cyclically adjusted tax revenues.

Unlike a strict balanced bud get rule, the bud get balance fluctuates 
over the economic cycle with revenues acting as an automatic stabilizer. 
Debt acts as a shock absorber to economic fluctuations. The govern-
ment runs a deficit when revenues are below potential and a surplus if 
the economy is regarded as “overheating” with unsustainable growth. 
Provided economic potential is accurately estimated, this ensures the 
bud get balances over the business cycle. Economic growth means the 
debt- to- GDP ratio gradually falls in the medium term.

Accurate estimates of the country’s economic potential are cru-
cial to the rule working. Chile’s in de pen dent committees help mitigate 
against politicization and overoptimistic estimates of economic potential 
to justify higher spending. But the Chilean fiscal rule applies no sanc-
tions or  future adjustment to spending plans if within a year structural 
balance is breached.8

The Chilean fiscal rule was initially  adopted voluntarily, before be-
ing formalized into law in 2006. How has it performed? Between 2000 
and 2007, the International Monetary Fund (IMF) estimates Chile ran 
an average bud get surplus of 2.8  percent of GDP, with an average struc-
tural balance of 0.6  percent of GDP.9 General government gross debt fell 
from 13  percent of GDP in 2000 to 4  percent of GDP in 2007, and net 
debt swung from 3  percent to minus 13  percent of GDP. Chile’s sover-
eign debt rating improved. Even the announcement of the rule in 2000 
improved Chile’s creditworthiness.10 Importantly, public spending fluc-
tuated much less than in previous de cades, and GDP volatility declined 
substantially.11

The framework’s virtues  really became apparent before the financial 
crisis. Then- president Michelle Bachelet was  under pressure to increase 
government spending given sustained strong GDP growth and a high 
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world price of copper. Yet the government resisted, with the in de pen dent 
committees judging most of the strong bud get per for mance as cyclical.12 
In 2007, Chile ran a bud get surplus as large as 7.9  percent of GDP.

This conservatism proved prescient. By 2009 the bud get had swung 
to a 4.2  percent deficit as the global recession hit. General government 
debt increased again, but Chile had been so prudent prior to the crash 
that even  today gross and net government debt stand at 24  percent and 
1  percent of GDP respectively.13

The limits of the framework have been exposed in the postcrisis 
period, however. From 2009 through 2011, the rule was temporarily 
abandoned, as the government cited extraordinary circumstances fol-
lowing the global recession.14 No sanctions or commitments to a  future 
tightening of policy  were made, and the country ran structural deficits 
during this time, as shown in Figure 4.1.

Having returned to structural balance in 2012, the period since has 
seen sustained failure to meet the rule too, in part  because “potential 
GDP” is difficult to calculate. Chile raised its corporate income tax rate 

Figure 4.1
Chile general government fiscal balance

Source: International Monetary Fund, World Economic Outlook, April 2018.
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from 17 to 20   percent  under President Sebastián Piñera in 2011, and 
further to 27   percent  under President Bachelet, with the intention of 
raising revenues for education and social spending.15 But during this pe-
riod of higher taxes and steep spending increases (overall spending has 
increased by 1.9 percentage points of GDP since 2011), annual real GDP 
growth underwhelmed expectations. Gross government debt therefore 
nearly doubled between 2013 and 2018, and net debt drifted back into 
positive territory, despite the pickup in the global economy.

Potential GDP is inherently difficult to assess, particularly when ma-
jor supply- side policy change occurs. Calculating “potential revenues” 
requires accurate assessment of (a) the health of the economy in real 
time, (b) the “output gap”— that is, how far the economy is away from 
its potential, and (c) how moving to potential affects revenues. All are 
uncertain and difficult to calculate.

Faced with slower- than- expected growth, President Piñera down-
graded the rule’s stringency to a 1  percent of GDP structural deficit target 
by 2014. President Bachelet then diluted it further, targeting a structural 
deficit trajectory (aiming for it to fall by 0.25  percent of GDP per year). 
Despite a recent pickup in Chile’s growth rate, which has reduced the 
overall deficit, the IMF believes the country  will still run a structural 
deficit of 2.4  percent of GDP in 2018. Fi nally, in 2017, Standard & Poor’s 
downgraded Chile’s credit rating.16

The new government  under President Sebastián Piñera has now 
pledged to return to structural balance over a six-  to eight- year period.17 
But breaches and continual adjustments to the framework have under-
mined its credibility.18 Chilean economic commentators and analysts 
have called for the Fiscal Council, which has overseen the in de pen dent 
committees since 2013, to be granted more binding powers.

Chile’s experience thus highlights strengths and weaknesses of 
structural rules based upon potential tax revenues. When potential GDP 
is estimated accurately, a structural balance rule delivers countercyclical 
policy and a falling debt- to- GDP ratio. (The basic correlation between 
Chile’s bud get surplus and real GDP growth since 2000 is 0.67, see Fig-
ure 4.2.) But potential GDP is difficult to estimate. Overoptimism can 
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lead to unforeseen borrowing which, absent correction, raises debt- to- 
GDP levels.

Chile’s rule proved effective in the build-up to the crisis. But it has 
proved less enduring since. Absent a constitutional underpinning, po-
liti cal  will is required to ensure rules are not abandoned or diluted, and 
in the postcrisis period, Chile’s framework has been relaxed. This may 
have been initially  because the structural balance rule only allowed rev-
enues, and not spending, to fluctuate with the business cycle. When cri-
ses hit, as  after 2009, social protection spending tends to rise. But  under 
Chile’s rule other spending must be cut to allow for this. This absence of 
spending- side automatic stabilizers may have contributed to the po liti cal 
willingness to temporarily abandon the rule, ultimately undermining its 
credibility.

In Chile’s case, with low debt levels, allowing bygones to be by-
gones and temporarily abandoning the rule might not have major con-
sequences, but such  mistakes could be problematic for a country such as 
the United States with already high levels of debt.

Figure 4.2
Chile’s countercyclical fiscal policy

Source: International Monetary Fund, World Economic Outlook, April 2018.
Note: GDP = gross domestic product.
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THE SWISS DEBT BRAKE

Proponents of fiscal rules often hold up Switzerland as an exemplar. 
Through the 1990s the Swiss national government ran sustained bud get 
deficits, with gross government debt increasing from 34  percent of GDP 
in 1990 to 55  percent of GDP in 2000, and net debt rise from 13  percent 
of GDP to 34  percent.19 Widespread concern saw the Swiss debt brake 
approved in a referendum by 85  percent of voters in 2001, applying in 
the country’s constitution from 2003 onward.20

The debt brake requires structural balanced bud gets annually. An-
nual federal spending is capped at an estimate of tax revenues multiplied 
by a business cycle adjustment  factor (trend real GDP growth divided by 
expected GDP growth for the year).21 This means spending levels stay 
relatively in de pen dent of the near- term state of the economy and are 
stabilized around a smoothed revenue trend.

This rule should be countercyclical by construction. When real 
GDP growth is expected to be below trend growth, the spending cap 
exceeds revenues. When real GDP growth for the year is expected to 
be above trend growth, the spending cap falls below revenues. Over 
the long run, the overall bud get should balance, and hence the debt- to- 
GDP ratio should fall with economic growth. This sounds similar to the 
Chilean rule. But the Swiss fiscal framework differs in key re spects.

First, the Swiss Federal Department of Finance uses backward- 
looking trends in real GDP growth in calculating planned spending 
caps. Spending caps are therefore much more formulaic and predicated 
on hard data and near- term forecasts, rather speculative estimates of 
economic potential. This eliminates ambiguity and potential sources of 
bias (though not entirely; the Swiss government admits  there has been 
a bias error  toward surpluses in application so far). By incorporating 
backward- looking data, the Swiss rule ensures balance is achieved in 
the long run, although it is pos si ble the rule could result in near- term 
structural imbalance if the potential growth rate  were to change from 
its historic trend.

Second, certain expenditures highly sensitive to the health of the 
economy, such as unemployment insurance, are excluded from the rule 
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and spending cap altogether, as are social security expenditures (though 
the latter is bound by its own spending targets).22 Automatic stabilizers 
therefore operate for both spending and revenue.

Third, the Swiss framework incorporates mechanisms to deal with 
outcomes differing from planned structural balance. Deviations in  actual 
outcomes from plans are chalked up as debits or credits in a “compen-
sating account,” which must be adjusted for in  future bud geting. Once 
debits exceed 6   percent of government spending, the excess must be 
eliminated in the next three bud get cycles through cutting spending. 
Whereas in Chile  there are no consequences for deviations from fore-
casts, in Switzerland deviations are factored into  future policy to ensure 
the bud get  really does balance over time.

Fi nally,  there is an escape clause for exceptional circumstances if a 
qualified majority in both  houses of the Swiss parliament approves the 
exceptional spending. Yet even  these emergency mea sures are “debited” 
to a special “amortization account” and must be compensated for within 
six years of the exceptional spending.

This rule practically guarantees a decline in the debt- to- GDP ra-
tio over time,  unless social security spending— which sits outside of it 
with its own rules— were to be increased significantly. In Switzerland’s 
case, the rule also helps tame government size. Since some tax rates are 
constitutionally restricted, with change requiring approval of a majority 
of voters in a majority of cantons, structural balance is largely achieved 
through controlling expenditure.

How has the debt brake performed since 2003? Switzerland has run 
an average overall surplus of 0.2   percent per year since then. This is 
practically identical to the IMF’s estimate of the average structural bal-
ance, showing that a balanced bud get has broadly been achieved, with 
a slight surplus bias. As a result,  after peaking in 2004, government net 
debt- to- GDP has more than halved (see Figure 4.3).23 During this pe-
riod, Swiss fiscal policy has been moderately countercyclical (with a cor-
relation of 0.2).

The Swiss debt brake has largely worked as intended. Its constitutional 
backing, underpinned by the demo cratic mandate, gives the rule more 
authority and permanence than rules passed through ordinary legislation. 
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It is  simple, transparent, and formulaic, adjusting over time to deviations 
from plans, making it robust to unforeseen events. It cannot be manipu-
lated by continued overoptimistic assumptions about trend growth.

Yet as with all fiscal rules, it is difficult to answer  whether it is the 
rule that is most impor tant, or the supporting institutions and public 
support which generated it in the first place. Switzerland relies heavi ly 
on voter initiatives and referenda in fiscal decisions, has a strongly de-
centralized federalized system, and employs effective fiscal rules at the 
cantonal level. It is worth noting too that the country has a strong and 
open financial system, providing clear signals for when deficits and debt 
are not sustainable.

The rule may yet be tested if Switzerland experiences a major crisis. 
In the longer term, the exclusion of social security from the scope of the 
rules is likely to put upward pressure on government debt, as it would in 
most western countries facing aging populations, absent continuation of 
separate rules to rein in that spending growth, or constitutional changes 
to tax rate limits.

Figure 4.3
Switzerland government net debt: percentage of GDP

Source: International Monetary Fund, World Economic Outlook, April 2018.
Note: GDP = gross domestic product.
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Critics regularly contend that the rule is too restrictive, not allowing 
enough countercyclical discretion to deal with crises and limiting the 
scope for productive public investment. But the example of the United 
Kingdom’s experience with rules that exclude investment expenditure 
and the frequency of tinkering with fiscal rules in Chile, the United 
Kingdom, and Sweden, suggest that  there might be some meaningful 
trade- off in sticking to transparent and  simple frameworks at the ex-
pense of limiting flexibility.

THE UNITED KINGDOM’S EVER- CHANGING FISCAL RULES

The phrase “rules are made to be broken” could describe the UK’s fiscal 
experience over the past two de cades.

Between 1998 and 2007, the  Labour government operated by a 
“golden rule” that only allowed borrowing for investment over the 
economic cycle. This was supplemented with a “sustainable invest-
ment rule” that said the net debt- to- GDP ratio should be kept below 
40  percent.24 By 2007  these rules had been completely discredited. The 
Financial Times wrote of its annual survey of economists: “Almost none 
use the chancellor’s fiscal rules any more as an indication of the health of 
the public finances.”25

The government used creative accounting to meet the golden rule. 
Consumption expenditure was redefined as investment spending. The 
government’s growth forecasts, which underpinned the fiscal rules, 
proved continually overoptimistic about tax revenues. The methodol-
ogy used to calculate cumulative bud get surpluses for noninvestment 
spending was changed, and, according to the Institute for Fiscal Studies, 
“the estimated start date for the economic cycle was moved by two years 
at precisely the point at which, without this change, the government 
looked on course to break rather than meet the golden rule.”26

The financial crisis led to a complete abandonment of this framework, 
as debt- to- GDP soared when the recession hit. Reassessments from the 
IMF found potential GDP had previously been grossly overestimated. 
The UK is now believed to have entered the crisis  running a 5.2  percent 
of GDP structural deficit in 2007.27 Adding to that a discretionary 
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stimulus package caused the UK’s structural deficit to soar to near 
9  percent of GDP in 2009. Net debt  rose from 37 to 68  percent of GDP 
between 2007 and 2010.

The incoming Conservative government recognized the unsustain-
ability of this fiscal stance. It  adopted two new rules in June 2010 as part 
of a fiscal mandate to reduce the deficit slowly over the five- year par-
liamentary term and to get the debt- to- GDP ratio back to falling by its 
end.  These had no  legal standing, but it was thought not meeting them 
would result in large po liti cal costs given the salience of the government 
finances in public debate.

The first rule said the government would eliminate the structural 
deficit, excluding investment spending, “within five years.” The second, 
a firmer rule, pledged that the net debt- to- GDP ratio would be falling 
by 2015. The government planned a deficit reduction package of tax 
increases and spending restraint to hit  these targets given growth and 
revenue forecasts. They created an in de pen dent Office for Bud get Re-
sponsibility to oversee forecasting and assessments of compliance with 
the rules.28

 These rules, ultimately,  were abandoned. In 2011, the Office for 
Bud get Responsibility revised down its estimate of the economy’s po-
tential capacity, revising up its estimate of the level of the structural 
deficit. The government did not adjust its tax or spending plans, push-
ing back the timeline for achieving structural balance. In the end, the 
structural deficit was only halved over the period it was supposed to be 
eliminated (see Figure 4.4).29

The net debt rule was also abandoned when it became clear it would 
bind. Though the net debt- to- GDP did begin falling from the end of 
the parliamentary term, the headline figure gave a false impression of 
long- term fiscal sustainability as the government improved the debt po-
sition through one- off asset sales.

Though the rules  were abandoned, they  were not completely use-
less. They kept focus on the need for deficit reduction. The primary 
reason for failure to meet targets was due to unexpectedly weak produc-
tivity growth and hence tax revenue shortfalls. This led borrowing to 
be significantly higher than planned. But despite huge po liti cal pressure 
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Figure 4.4
UK government debt- to- GDP levels

Source: International Monetary Fund, World Economic Outlook, April 2018.
Note: GDP = gross domestic product.

to jettison fiscal consolidation and spend more, the government actually 
delivered marginally lower nominal spending at the end of the Parlia-
ment than originally planned (£757.1 billion in 2014–2015, compared 
with plans for £757.5 billion).30

The main prob lem with the plan itself was a decision to ring- fence 
large areas from restraint, including health care and the state pension 
(where spending was increased).31 This not only meant major cuts had 
to be made in unprotected departments, but some of the longer- term li-
abilities associated with an aging population  were worsened.32

A new framework was  adopted in 2015 to finish the job of near- term 
fiscal repair. The aim was to close the remainder of the bud get deficit and 
deliver an overall surplus by 2020. From  there, a legally binding surplus 
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rule was planned, mandating an overall bud get surplus  every year, except 
when the economy encountered a negative shock (defined as when an-
nual real GDP growth fell, or was forecast to fall, below 1  percent). The 
government argued that sustained overall surpluses  were necessary to get 
the debt- to- GDP ratio down to historic levels over the long term, giving 
the headwinds of an aging population and likelihood of recessions.

This proposed rule was criticized by economists for being si mul-
ta neously both too stringent and too lenient. It could have resulted in 
large within- year spending cuts if growth forecasts proved overoptimis-
tic, making it very procyclical at times, and it would have required tar-
geting a large surplus to account for forecasting uncertainties. Yet when 
growth fell below the 1  percent threshold, the rule gave the government 
carte blanche to deviate from the target and decide when to return to it.

Again, this framework was abandoned before it ever bound.  After 
the Brexit vote, the government pushed back the date for targeting a 
surplus, and it now promises one by the mid-2020s. The electorate ap-
pears fatigued by years of “deficit reduction,” and demands for increased 
spending proliferate despite the tax burden rising to its highest level in 
49  years.33 The debt- to- GDP ratio is expected to fall only modestly 
over the coming half- decade (see Figure 4.4), assuming benign condi-
tions. But with the headwinds of an aging population to come, British 
government debt levels are still highly elevated relative to historic norms 
and projected to rise substantially on unchanged policies in  future.34

The UK’s experience with fiscal rules is therefore an unhappy one. 
Absent constitutional constraints or in de pen dent assessment, politicians 
used creative accounting and overoptimistic forecasts to circumvent 
rules. Annual deficit targets proved difficult to plan for or hit given fluc-
tuations of revenues, and structural consolidation plans  were thrown off 
course by changing estimates of the productive potential of the econ-
omy. The UK government has continually promised  future restraint 
through tough rules but then ignored failures to hit deadlines.

One po liti cal economy lesson appears to be that fiscal repair should 
be undertaken while  there is po liti cal and electoral buy-in. Promises 
to be responsible sometime in the  future are virtually certain to be 
abandoned as circumstances change and po liti cal  will subsides. In the 
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UK,  there  were no consequences for failing to hit targets. This is in 
stark contrast to Switzerland where spending caps are largely based on 
past data or near- term forecasts, and where deviations from targets are 
worked into  future bud gets.

SWEDEN

Sweden reduced an extraordinarily high bud get deficit in the 1990s and set 
a fiscal stance to ensure its debt- to- GDP ratio fell over the longer term, al-
beit from a lower debt- to- GDP level than faced by the United States  today.

In the early 1990s, Sweden faced a severe banking crisis, which saw 
banks recapitalized, the unemployment rate increase from 2 to 11  percent, 
and three consecutive years of falling GDP.35 The bud get deficit soared, 
as Figure 4.5 shows, to just  under 11  percent of GDP by 1993.36

A po liti cal consensus developed that the deficits  were unsustainable, 
and substantial fiscal consolidation was required. Halting debt accumula-
tion became a priority in 1993 for the Liberal- Conservative government 
and then the Social Demo crats in 1994. Two deficit reduction attempts 
 were made in 1992 and 1993, with more significant efforts delivered 
between 1995 and 1997. The aim of the 1995 program was to stabilize 
the debt- to- GDP ratio by 1996 and balance the overall bud get two years 
 later. Both  were achieved, with a 0.8  percent of GDP surplus by 1998.37

It is beyond this chapter to detail the deficit reduction program. 
Economists have debated why the bud get deficit fell so rapidly, with 
some crediting other  factors, including an accommodative monetary 
policy stance, strong international economic growth, supply- side re-
forms of the tax system, competition policy, and public ser vices reform.

But the crisis did create a climate conducive to developing a fis-
cal framework for Sweden’s subsequent smooth downward path of debt 
as a proportion of GDP. This began with the National Medium- Term 
Bud getary Framework enacted in 1997–2000, and then formalized into 
fiscal rules.

 Today, Sweden’s fiscal framework is somewhat complex. But its out-
comes stand out among advanced western economies. Between 1998 
and 2018, Sweden averaged a general government surplus of 0.6  percent 
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of GDP per year. Gross debt has fallen from 66  percent to 38  percent of 
GDP, and net debt from 51  percent to just 7  percent (see Figure 4.6).38 
The country was  running bud get surpluses prior to the financial crisis, 
meaning that even the 2008 crash resulted in very modest deficits.

The current framework has built up in piecemeal fashion.39 The 
main component is a “surplus target.”  Until recently, the central govern-
ment was committed to  running an average bud get surplus of 1  percent 
of GDP across the economic cycle (since relaxed to 0.33   percent of 
GDP).40 As the UK example showed, though, any rule that relies on 
estimates of the highly uncertain economic cycle is open to circumven-
tion by politicians. The framework guards against this by using two 
indicators to assess  whether the target is likely to be met.

First, each year a forecast of the structural bud get balance is calcu-
lated and compared to the surplus target.41 If the government believes 
it  will not hit its structural surplus target annually, it must explain the 
deviation and outline how it intends to return to target, with plans in-
corporated into the next bud get.42  There are no sanctions or automatic 
adjustments if the target is forecast to be missed. In fact, in theory  there 
is maximum flexibility for discretionary deviations in any year. The 
hope though is that clear and transparent analy sis of the public finance 

Figure 4.5
Sweden bud get balance, 1980–2023

Source: International Monetary Fund, World Economic Outlook, April 2018.
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position  will cause politicians to pay a po liti cal cost for not being able to 
justify  these deviations.

This evaluation is also supplemented with a backward- looking cal-
culation of the bud get balance across the previous eight years, used as 
a proxy for  whether the rule is being delivered across the cycle. Again, 
any systematic deviations from the rule are highlighted, with sugges-
tions for spending or tax decisions to adjust accordingly.

Absent systematic  mistakes over assessments, this surplus rule en-
sures the debt- to- GDP ratio falls over time. The level of the surplus tar-
get is reviewed  every eight years too, allowing governments to reassess 
what is needed to ensure sustainable debt- to- GDP ratios given changes 
to demographics and the outlook for the federal finances.

To hit this surplus target, Sweden operates a rolling “expenditure 
ceiling” covering all central government and old- age spending except 
for debt interest payments. This ceiling applies to spending in each 
of the next three years, protecting against governments permanently 

Figure 4.6
Swedish general government gross and net debt, 1993–2018  
(outturns and projections)

Source: International Monetary Fund, World Economic Outlook, April 2018.
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increasing spending  after temporarily strong tax revenues. Flexibility 
for unforeseen events is granted through a “bud get margin” of up to 
3   percent of forecast spending for three years ahead.43 But combined 
with the surplus target, the ceiling effectively caps total tax revenues and 
prevents situations where taxes must be increased to account for insuf-
ficient control of expenditure.

A Fiscal Policy Council staffed overwhelmingly by academic econ-
omists was created in 2007 to oversee and assess  whether the surplus rule 
and expenditure ceiling are being met, to evaluate economic forecasts, 
to assess the justification for deviations from targets, and to set out what 
return to target is appropriate.

A “debt anchor”  will be added in 2019, with a benchmark target 
for gross debt of 35  percent of GDP. If  actual debt deviates more than 
5 percentage points over this benchmark, the government must write to 
Parliament outlining how it  will deal with it. If this is due to the surplus 
target not being hit, then the surplus target should be revised up in the 
next period.44

Overall, the framework appears to have been effective. Sweden has 
almost eradicated its net debt (Figure 4.6). It is in a strong fiscal position 
given  future demographic challenges. The real question is  whether  these 
outcomes are due to rule design and implementation, or to the po liti cal 
consensus for fiscal conservatism born out of the 1990s crisis.

Some anecdotal evidence suggests the latter is impor tant. In 2013 
and 2014, opposition parties began undermining informal bud getary 
procedures. By 2015, the Social Demo cratic government was calling for 
a relaxation of the surplus target. Finance minister Magdalena Anders-
son explained that it “was never meant to last forever.”45 The surplus 
target was reduced to 0.33   percent of GDP, a reasonable move given 
low debt levels, but still showing the framework’s malleability. Absent 
a constitutional underpinning, one could imagine  future governments 
deciding to dilute the target further.

Sweden’s overall target is more constrictive than the rules in Swit-
zerland or Chile, but it allows far greater discretion and flexibility year- 
to- year in practice. This has advantages. It means, for example, that 
fiscal policy can be adjusted for unforeseen events. But it also makes a 
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consensus  behind meeting the rules incredibly impor tant, and the recent 
changes suggests the rule is less secure than the one in Switzerland.

As the UK example shows, too, the technocratic Fiscal Policy Coun-
cil is impor tant to underpin the integrity of the framework, given the 
difficulty of estimating the business cycle and hence structural deficits. 
Sweden has appeared to be lucky so far in its outcomes, but the Chilean 
experience shows estimated structural balance is difficult to track accu-
rately, making it hard to assess  whether a surplus is consistent with the 
target within- year.

LESSONS FOR DEVISING A U.S. FISCAL RULE

The experiences of Chile, Sweden, Switzerland, and the UK provide 
some in ter est ing lessons for fiscal rule design for the United States  today.

1. Po liti cal  will is needed to achieve fiscal discipline and sustain 
rules. The examples of Chile and the UK show that govern-
ments often abandon or circumvent rules when they bind, par-
ticularly absent constitutional underpinning. Well- designed 
rules, with public buy-in, can improve the functioning of a dis-
ciplined fiscal policy, providing cover for politicians to make 
tough bud get decisions and resist pressure to increase spending 
substantially in cyclical upturns. But the desire for fiscal disci-
pline is a prerequisite.

2. Rules must have provisions to deal with recessions or slower 
than expected growth. Inflexible rules, such as strict deficit tar-
gets or balanced bud get rules, tend to be abandoned, revised, or 
suspended in difficult circumstances. If constraints are too tight, 
rules  will not prove po liti cally durable. What one needs is a rule 
by which the overall bud get balance can fluctuate with the busi-
ness cycle, but which balances bud gets or runs surpluses over the 
long run and has pathways or institutions which help balance to 
return  after temporary deviations from the rule.

3. The ultimate aim of a fiscal rule should be to keep the debt- to- 
GDP ratio at sustainable levels in the long term. Given that one 
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cannot directly target or control a debt- to- GDP level, interme-
diate targets and controls on spending, revenues, and ultimately 
bud get balances are necessary over long periods to keep debt at 
sustainable levels.

4. A falling debt- to- GDP ratio is all but guaranteed by some 
form of structural balance rule. Provided that the nature of 
the business cycle is accurately estimated, structural balance 
can be achieved by capping annual spending  either to a cycli-
cally adjusted trend in revenues or to an estimate of revenues if 
the economy was operating at full potential, as in Switzerland 
and Chile respectively. The former ensures the effects of bal-
anced bud gets are delivered in the long term but may be less 
countercyclical in any given year, whereas the latter’s effective-
ness is determined by how accurate estimates of the productive 
potential of the economy are. To guard against overoptimistic 
prospects for the economy, the country can  either set up fiscal 
councils or in de pen dent committees to undertake or evaluate 
forecasts and economic potential on behalf of the government 
or try to assess trend growth and revenues using historic data 
and shorter- term forecasts.

5. Fiscal rules should be neutral between revenues and spending 
and should work to affect the bud get balance, not the size of 
government. Expenditure caps or ceilings, as seen in Switzer-
land and Sweden, have seemed most effective in delivering the 
structural balance that restrains the growth of debt. But that 
does not mean that governments should be restricted in what 
tax rates they can set over time by the fiscal rule itself. To com-
mand consensus, a fiscal rule must be neutral between tax rev-
enues and spending. To prevent governments from  running up 
irresponsible spending increases before demanding major tax 
hikes, the Chilean and Swiss fiscal rules in effect force the gov-
ernment to first raise structural tax revenues to facilitate higher 
expenditure ceilings.

6. A spending cap should be as broad as pos si ble to minimize 
creative accounting and ensure debt sustainability. Rules that 
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exclude certain forms of expenditure, such as investment spend-
ing, have been prone to gaming by politicians. With the major 
driver of  future imbalance being rising demands on entitlement 
spending, it makes sense to include old- age related expendi-
ture within a rule, such that politicians are forced to consider 
reforms to  these programs as their fiscal consequences begin to 
bite. The strongest argument for exclusion from spending caps 
are the cyclical components of social expenditure, which tend to 
rise during recessions. Absent flexibility with  these, downturns 
force governments to cut noncyclical expenditure to cover this 
extra social expenditure. The Chilean example suggests that 
this rebalancing leads to po liti cal pressure to abandon the rule.

7. Any rule should not allow bygones to be bygones. Deviations 
in outcomes relative to the rule should not be ignored, but 
instead incorporated into  future bud geting plans. The absence 
of consequences for missed targets creates an unhealthy po liti-
cal dynamic, incentivizing  either continual overoptimism or 
leading to rules that fail to deliver fiscal sustainability. This is a 
par tic u lar concern for the U.S. federal government, where debt 
levels are already very high by historic standards.

8. Other restraints may be necessary to prevent current politicians 
worsening long- term bud get outcomes. Structural balanced 
bud get rules do not restrict politicians  today from worsening 
the long- term fiscal imbalance by making entitlements more 
generous for  future generations. This is a concern if the po liti cal 
consensus around fiscal discipline is expected to change. There-
fore, restrictions that prevent new entitlement promises in  future 
years would be beneficial. Some countries, such as Switzerland, 
exclude social security spending from their primary fiscal rule 
and subject it to its own rules. In the absence of this approach, 
rules could be designed requiring  future entitlement promises 
to be worked into bud get provisions  today through compensat-
ing tax or spending adjustments.

9.  There should be a clear but  limited escape clause for genuine 
emergency situations. Other wise  there is a risk that the legislation 
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 will be abandoned entirely when difficult circumstances arise. 
Some economists have proposed, for example, the relaxation 
of fiscal rules when the central bank’s interest rate target hits 
the nominal bound of zero (when, they claim, the effectiveness 
of monetary policy is more questionable). But it is better that 
temporary suspensions require a high- threshold vote, and the 
framework should ensure a well- acknowledged pathway back to 
achieving structural balance.

10. The best way to obtain credibility for a fiscal rule is to get to the 
stage where it legally binds. As the UK example shows, preach-
ing fiscal discipline like St. Augustine— “Lord give me fiscal dis-
cipline, but not yet!”—is not credible. Pushing further into the 
 future the targets for achieving balance is especially dangerous 
given the risk of a changed po liti cal consensus and new eco-
nomic downturns. In the United States, an initial discretionary 
program to reduce the structural deficit  will be necessary before 
any structural balance can be delivered. The evidence from 
other countries suggests that this should be delivered relatively 
swiftly when the po liti cal  will arises.





The United States is on a fiscal collision course. Projected spending, def-
icit, and debt levels are highly unsustainable and growing automatically 
due to statutory rules and structural demographic and programmatic 
 factors. Absent presidential and congressional leadership through the 
regular bud get pro cess, fiscal restraints are necessary to invoke reforms 
to out- of- control federal spending and borrowing and avert a severe 
fiscal crisis in the United States. Existing U.S. institutions and bud get 
procedures are inadequate for addressing current and  future fiscal pres-
sures. Switzerland and Sweden offer the United States valuable insights 
for what makes for a successful fiscal framework, including a stable po-
liti cal commitment to fiscal sustainability.

THE U.S. FISCAL OUTLOOK

The fiscal and economic projections by the Congressional Bud get Office 
(CBO), published in its 2018 Bud get and Economic Outlook, paint a clear 
picture.1 Spending and debt are growing at an unsustainable pace, greatly 
increasing the risks of a sudden fiscal crisis during which investors could 
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demand much higher interest rates to continue lending to the U.S. 
government.

The CBO proj ects that outlays  will grow in nominal dollar terms 
from $4.1 trillion in 2018 to more than $7 trillion in 2028. Moreover, 
spending growth is projected to outpace economic growth, as outlays 
are expected to grow by 3 percentage points from 20.6  percent of gross 
domestic product (GDP) in 2018 to 23.6  percent of GDP in 2028.

Meanwhile, tax revenues are projected to grow by approximately 
2 percentage points, from 16.6  percent of GDP in 2018 to 18.5  percent 
of GDP in 2028.  These projections assume that Congress  will allow the 
2018 tax cuts to expire on schedule. This is a highly unlikely propo-
sition, as  doing so would mean the imposition of significantly higher 
taxes on the  middle class; a po liti cally unpop u lar move regardless of 
which party has control of the government.

The outlook beyond 10 years is even more dismal (Figure 5.1) and 
demonstrates a highly unsustainable and worsening fiscal position for 

Figure 5.1
U.S. public debt, 1900–2049

Source: Congressional Bud get Office, “The 2019 Long- Term Bud get Outlook,” CBO Report, 
June 25, 2019, https:// www . cbo . gov / publication / 55331.
Note: GDP = gross domestic product.
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the United States over a 30-year horizon.2 CBO proj ects that federal 
spending during the de cade from 2029 to 2038  will be about 25  percent 
of GDP with federal revenues 6 percentage points below that level at 
about 19  percent.

By that time, publicly held debt borrowed in credit markets would 
far exceed the U.S. GDP, by more than  triple the U.S. average historical 
level of debt over the past 50 years.

The primary  drivers of growing spending as a share of GDP are 
well- known among  those who study the U.S. federal bud get. The aging 
of the U.S. population owing to rising life expectancies and the retire-
ment of the baby boom generation is putting a growing strain on se nior 
health care and retirement programs. Social Security and Medicare, as 
well as Medicaid spending on nursing care, are the key programmatic 
 drivers of rising spending and debt.

In numbers, Medicare, Medicaid, health care subsidies, and Social 
Security make up more than half of the annual federal bud get, and when 
combined with projected interest on the debt, they are responsible for 
85  percent of the projected growth in spending over the next 10 years.3 
Given current projections, major entitlement programs— Medicare, 
Medicaid, health care subsidies, and Social Security, plus interest— will 
consume all projected tax revenues by 2041 (Figure 5.2).4

Rising interest rates and a larger overall debt accumulation  will sharply 
increase the interest cost of the national debt.5 Net interest is projected to 
more than double, growing by 2 percentage points of GDP, from 1.6  percent 
of GDP in 2018 to 3.6  percent in the de cade from 2029 to 2038.6

In recent years, legislators have also taken actions that further weaken 
the U.S fiscal position by circumventing bud get limits to appropriate 
additional funds to federal government agencies without making provi-
sions for paying for the resulting increase in spending and by reducing 
tax revenues without corresponding spending reductions.

INSTITUTIONAL FAILURE

The Congressional Bud get and Impoundment Control Act of 1974, also 
referred to as the Bud get Act, governs the U.S. federal bud get pro cess.7 
The purpose of the bud get pro cess is to provide the framework for 
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the regular and orderly debate of fiscal issues to guide legislative ac-
tion. A properly functioning bud get pro cess should encourage debate on 
fiscal issues, set in motion negotiations over the trade- offs and con-
siderations involved in congressional spending and taxing, and lead to 
bud getary decisions.

The Bud get Act lays out a clear timeline for this pro cess: By the first 
Monday in February of each year, the president is to submit a bud get 
to Congress. By February 15, the CBO issues its Bud get and Economic 
Outlook report for the upcoming de cade. Congressional bud get com-
mittees use the CBO report as a starting point for crafting the House 
and Senate bud get resolutions. The House and Senate debate  these 
resolutions  until mid- April when Congress is to complete consideration 
of the bud get.

Figure 5.2
Mandatory spending as a share of GDP and tax revenue

Source: Congressional Bud get Office, Bud get and Economic Data, https:// www . cbo . gov / about 
/ products / budget - economic - data#1.
Note: GDP = gross domestic product.
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By law, the resulting concurrent bud get resolution must pass both 
chambers of Congress before lawmakers may appropriate moneys for 
federal agencies, programs, and grants. The bud get is impor tant to this 
pro cess  because it sets the top- line spending figures for the upcoming 
fiscal year.  Under regular order, the House is expected to have com-
pleted all floor action on appropriations bills by June  30. That leaves 
three months for the Senate to complete action and to reconcile the bills 
for the president to sign before the beginning of the fiscal year.

The bud get resolution also triggers another critical bud get tool: rec-
onciliation.8 The purpose of reconciliation is to expedite consideration 
of bud get legislation that changes revenues or direct (mandatory) spend-
ing, such that  those changes bring government finances in line with the 
levels prescribed in the congressional bud get resolution. While recon-
ciliation is typically seen as a deficit- reduction tool, especially at times 
of high and rising deficits, the pro cess itself establishes no such require-
ment. Most often, reconciliation is not used as intended, but as a means 
for the majority party in control of both chambers of Congress to pursue 
partisan priorities. Examples include passage of the Affordable Care Act 
and the Tax Cuts and Jobs Act. Reconciliation also facilitates increases 
in the debt limit, including in the absence of deficit- reducing provisions.

To trigger reconciliation, Congress must include reconciliation in-
structions in the concurrent bud get resolution and establish revenue and 
outlay baselines for a minimum of five years.

The reconciliation pro cess enables Congress to fast- track mandatory 
spending and tax reform in the Senate, limiting debate and lowering the 
necessary vote threshold to a  simple majority, instead of requiring 60 
votes as is typical in the Senate to overcome a filibuster.9

Typically, the bud get resolution covers a period of 10 years (11 in-
cluding the current fiscal year). However, Congress is  free to establish 
any bud get win dow it chooses, as long as it covers at least five years.10

Legislators mostly followed the federal bud get pro cess for more than 
two de cades, immediately following enactment of the Bud get Act. For 
the most recent 21 fiscal years, from 1999 through 2019, however, the pro-
cess has broken down as legislators have neglected to follow the pro cess 
and compromise has become a seemingly lost art. Congress completed a 
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bud get resolution in only 10 years and pursued reconciliation instructions 
in only 8 years. Of  these reconciliation bills, seven  were enacted into law.11

While legislators are required to pass annual appropriations, the size 
and scope of the federal bud get subject to such appropriations covers 
only about one- third of annual federal spending. Mandatory spending, 
or programs on “autopi lot,” make up more than two- thirds of annual 
federal spending, and they are the primary driver of growing deficits 
and debt. Bud get reconciliation is one of the few effective legislative 
tools that allow for necessary spending adjustments in mandatory spend-
ing (though Social Security is exempt).

The reconciliation pro cess requires active engagement by Congress. If 
Congress fails to make use of reconciliation, lawmakers face no immedi-
ate consequences as debt and spending continue spiraling out of control. 
The most recent instances of reconciliation used the pro cess contrary to 
its intended goal of aligning current programs with the goals set out in 
the bud get resolution. Instead, Demo crats used the pro cess in 2009 to pass 
the Affordable Care Act, adding a new entitlement to the already strained 
U.S. bud get; and Republicans used it in 2017 to pass the Tax Cuts and 
Jobs Act, including a $1.5 trillion reduction in the revenue baseline.

At the same time that legislators have made less use of the congres-
sional bud get pro cess, or used it primarily for pursuing narrow policy 
priorities, spending and debt have grown further out of control. This 
has led to vari ous attempts at imposing fiscal restraints, including deficit 
targets and stopgaps to new spending.

INADEQUATE FISCAL RULES

As of 2019, three primary fiscal restraints governed the U.S. federal bud-
get pro cess. They are the Bud get Control Act, pay- as- you-go rules, and 
the debt limit. Despite their promising names, they have largely proved 
inadequate.

THE BUD GET CONTROL ACT

The Bud get Control Act (BCA) passed Congress in August 2011,  after 
nearly eight months of negotiations with the Obama administration. 
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In January  2011, then– Treasury Secretary Timothy Geithner warned 
Congress that, sometime between late March and mid- May, the federal 
government would exceed its  legal borrowing limit of $14.3 trillion.12 
Several months  after the debt limit came into effect, an agreement was 
forged, and the BCA authorized a $2.1 trillion increase in the debt 
limit.

The BCA, in an effort to achieve enough savings to offset the 
$2.1 trillion increase in the debt limit, established discretionary spend-
ing limits for fiscal year 2012 through fiscal year 2021. The BCA fur-
ther established defense and nondefense category caps within the overall 
funding levels. The BCA provided for the enforcement of  these statu-
tory caps by triggering an automatic sequester, with the sequestration of 
resources carried out by the Office of Management and Bud get if Con-
gress appropriated funds in excess of the caps.

However, the BCA spared some of the largest programs within 
the federal government’s mandatory bud get. The BCA specifically ex-
cluded Social Security, Medicaid, the  Children’s Health Insurance Pro-
gram (CHIP), Temporary Assistance for Needy Families (TANF), and 
the Supplemental Nutrition Assistance Program (SNAP) from cuts. It 
also limits cuts to Medicare to 2  percent, in accordance with baseline 
projections, meaning  after accounting for assumed spending growth in 
Medicare.13

While the caps limit overall discretionary funding, the BCA does 
allow for certain upward adjustments to be made for purposes such as 
Overseas Contingency Operations (OCO) funding, as well as disaster 
and emergency designated funding and program integrity initiatives.14

Congress has several times circumvented most of the components 
of fiscal restraint the BCA sought to impose (Figure  5.3). It de cided 
that it was unable to adhere to the original restrictions on discretionary 
spending imposed by the BCA on defense spending without undermin-
ing U.S. military readiness. The resulting po liti cal dynamic gave big 
spenders leverage by holding adjustments to the defense caps hostage to 
funding increases for domestic spending. As a result, Congress delayed 
and partially canceled sequestration in 2013, and it revised the bud get 
caps for each year afterward.15
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In addition to revising the spending caps themselves, Congress has 
also abused vari ous emergency spending provisions by treating them 
as loopholes for other spending. Since the beginning of the 115th Con-
gress, domestic spending classified as an emergency exploded from 
5  percent of total domestic discretionary spending in 2016 to 22  percent 
in 2018.

Appropriations designated as an emergency by Congress are exempt 
both from the discretionary spending limits and from the pay- as- you-go 
law that requires all new mandatory spending to be offset by other man-
datory spending cuts or revenue increases. Emergency spending is sup-
posed to be reserved for spending on wars, disasters, and other events 
that are sudden, unexpected, urgent, and temporary. Congress regularly 
ignores  these limitations, without facing any  legal consequences.

Since 2013, Congress has authorized $255 billion in emergency 
spending on domestic programs including disaster relief, domestic 
spending for the Global War on Terror, and program integrity mea sures, 

Figure 5.3
Bud get authority increases since 2014

Source: Congressional Bud get Office, “CBO Estimate for Senate Amendment 1930, the 
 Bipartisan Bud get Act of 2018,” February 8, 2018, https:// www . cbo . gov / publication / 53556.
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along with $481 billion in emergency funding above the spending limits 
for national defense (see Figure 5.4).16

Spending limits are critical fiscal tools to encourage bud getary dis-
cipline. Spending limits can encourage Congress to prioritize among 
competing programs, facilitating greater transparency and encouraging 
legislators to more carefully examine and debate the trade- offs involved 
in federal spending decisions.

Yet statutory spending limits alone are not sufficient. Legislators 
must also have the  will to abide by them, and constituents must hold 
them to their commitments.

PAY AS YOU GO (PAYGO)

While discretionary spending is controlled by the Bud get Control Act 
of  2011 and the 302(a) allocations17 (shares of authorized spending) 

Figure 5.4
Uncontrolled spending surges

Source: Heritage Foundation calculations based on data from Office of Management and 
Bud get.
Notes: OCO = Overseas Contingency Operations. Spending increases relative to original Bud-
get Control Act levels, in billions.
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provided in the congressional bud get resolution, PAYGO controls changes 
in mandatory spending and revenues. Increases in discretionary spending 
are exempt from PAYGO.

The Statutory Pay- As- You- Go Act of 2010 requires that all legisla-
tion enacted during a session of Congress affecting mandatory spending 
or revenues must not increase the deficit over the 5-  and 10- year bud get 
win dow when considered cumulatively.18  There is also a Senate PAYGO 
rule that prohibits the consideration of any direct (mandatory) spending 
and revenue legislation that would increase the deficit over a 10- year 
bud get win dow.19 Legislation that would increase direct spending or re-
duce revenues must also include equivalent amounts of direct spending 
cuts, revenue increases, or a combination of the two, to be considered 
deficit neutral.

The Senate Bud get Committee can enforce the Senate PAYGO rule 
via a point of order. Any senator may raise the point of order to prevent 
the consideration of legislation that would increase deficits via changes 
to mandatory spending or revenues.

The statutory Pay- As- You- Go Act implements an automatic seques-
tration whenever Congress enacts legislation that increases the deficit 
via direct spending increases or revenue reductions, on net, during a 
session of Congress.

The Office of Management and Bud get (OMB) keeps two cumula-
tive scorecards, counting the cumulative bud getary effects of all PAYGO 
legislation, averaged over rolling 5- year and 10- year periods starting 
with the bud get year. The OMB uses  these scorecards to determine 
 whether a sequestration is necessary. If Congress ends its session with 
a net PAYGO deficit on the 5- year or 10- year scorecard for that year, 
the statutory PAYGO Act requires the president to issue a sequestration 
order, meaning the cancellation of bud getary resources for certain non-
exempt direct spending programs, as defined in law.

Similar to sequestration triggered by the BCA, a major shortcom-
ing of the statutory PAYGO rule is that it applies sequestration to a very 
 limited subset of mandatory spending programs. Many of the largest 
and fastest- growing programs are completely or partially exempt. Sec-
tions  255 and 256 of the Balanced Bud get and Emergency Deficit 
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Control Act exempt Social Security, Medicaid, and food stamps (SNAP), 
among a host of other programs. Special rules apply to Medicare, limit-
ing sequestration to no more than 4  percent of bud getary resources in 
any given year.20

As federal health care spending and Social Security are projected to 
drive more than half of the expected growth in spending over the next 
de cade, current sequestration exemptions are woefully misguided. The 
threat of sequestration can spur debate over how to make deliberate re-
forms and cuts, to substitute for indiscriminate reductions (“sequestration”) 
required by law. This allows Congress to replace arbitrary sequestration 
cuts with sensible, targeted reforms that secure benefits for vulnerable 
beneficiaries and reduce economic distortions driven by current program 
design. Without the threat of sequestration, the status quo  favors inac-
tion and automatic spending increases. Sequestration can turn that status 
quo upside down.

Another shortcoming is that the pay- as- you-go princi ple does not 
apply to mandatory spending increases or tax reductions that occur 
 under current law. Increases in mandatory spending due to existing stat-
utes and tax changes codified in law do not trigger PAYGO provisions 
and do not require offsets.

Last, Congress also routinely evades the existing pay- as- you-go re-
quirements by including language in legislation excluding the costs from 
the PAYGO scorecard.21 Statutory and rules- based fiscal restraints ulti-
mately rely on po liti cal commitment to be effective.

THE DEBT LIMIT

The debt limit is a legislative fiscal restraint that imposes a limit on 
federal borrowing. It limits the amount of money or the dates during 
which the U.S. Trea sury is authorized to borrow to finance federal defi-
cit spending. At the debt limit, the Trea sury could find itself unable to 
meet all federal payment obligations on time. Absent specific guidance 
by Congress, the Trea sury Department and the president are confronted 
with a difficult decision: prioritize spending in accordance with the 
national interest (making judgments that  will be closely scrutinized in 
courts and by the public) or delay payments across the board, paying bills 
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in the order in which they come due when sufficient revenues are avail-
able, regardless of the nature of  those bills. Current law does not dictate 
how the executive branch is to conduct its operations when confronted 
with a payment resource shortfall at the debt limit, when the issuance 
of Trea sury securities financing deficit spending must cease. Alas such a 
situation has never occurred and is shrouded in uncertainty.

Several analysts and pundits argue that the debt limit is an archaic 
construct that serves no useful purpose.22 They argue that  because Con-
gress authorizes all spending, it does not make sense to have a separate 
limit on borrowing that goes into effect  after spending has already been 
obligated.

Ideally, congressional decisions to spend and borrow would align. 
However,  there are at least three reasons why the debt limit serves a 
useful purpose: (a) the programs driving the majority of the growth in 
federal spending  were authorized de cades ago and are allowed to grow 
on autopi lot with few congressional action- forcing deadlines to change 
 those programs’ trajectories; (b) the public does not understand that it 
is the most popu lar entitlement programs that are driving the growth 
in spending and the debt, and the debt limit debate can help elevate 
public understanding while at the same time providing po liti cal cover 
for lawmakers who seek to reduce spending on  those programs; and (c) 
lawmakers control only some of the  factors that drive the growth in 
the debt, and economic downturns or unanticipated increases in interest 
costs may mean that previously authorized spending should be reconsid-
ered in light of  factors outside Congress’s control.

The debt limit provides an urgent and impor tant deadline, enforced 
by pos si ble painful fiscal mea sures, to motivate Congress to take action. 
At the same time, the debt limit provides the po liti cal cover necessary to 
make unpop u lar, but necessary, legislative decisions.

 After all, it was a debt limit negotiation that motivated the Bud get 
Control Act of 2011. Leveraging the debt limit to impose fiscal restraint 
requires a willingness by Congress to use this power ful tool.

Since passage of the BCA, Congress has failed to put a current- 
dollar limit on the debt, opting instead to repeatedly suspend the debt 
limit. A debt- limit suspension technically renders the debt- limit statute 
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inoperative. It allows unlimited borrowing by the Trea sury through a 
certain date.

Debt- limit suspensions are a con ve nient way for Congress to mask 
the consequences of its action. Taxpayers  will not know  until  after the 
debt- limit suspension ends and Trea sury has exhausted its extraordi-
nary mea sures how much the debt increased as a result of Congress’s 
 earlier vote.

When the debt- limit suspension ends, the debt limit is automatically 
increased to reflect the amount of borrowing that occurred since the last 
debt limit came into effect. In many ways, a debt- limit suspension is like 
giving the Trea sury a credit card with no limit, or a blank check to be 
cashed against younger and  future generations, valid  until a certain date.23

Lawmakers often argue that suspensions allow them to schedule a 
more opportune legislative moment at which to enact spending control. 
Recent history, though, shows that Congress does not, in fact, enact 
spending control following suspensions of the debt limit. Instead sus-
pensions are po liti cally easier to pass than debt limit increases and act 
similarly to a temporary debt limit repeal without incurring the cor-
responding po liti cal costs.

The debt limit itself is not sufficient to control the growth in the 
debt. Congress must act on its commitment to limit debt by controlling 
its key driver: out- of- control spending.

EFFECTIVE FISCAL RESTRAINTS: AN INTERNATIONAL PERSPECTIVE

Other countries face demographic and po liti cal challenges similar to the 
United States, and yet some of them have mustered a multiparty po liti-
cal commitment to fiscal sustainability and  adopted better pro cesses of 
addressing fiscal pressures than  others. The United States can learn valu-
able lessons from considering two countries that have  adopted successful 
fiscal restraints: Switzerland and Sweden.

SWITZERLAND

Following a large accumulation of deficits and debt in the 1990s, Swit-
zerland  adopted a constitutional balanced bud get amendment based on a 
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business cycle model in the early 2000s. This so- called Swiss debt brake 
was first applied to the Swiss bud get in 2003.24

The debt brake enjoys overwhelming support among the Swiss pop-
ulation. The constitutional amendment was passed by popu lar referen-
dum with 85  percent support. The Swiss public is broadly aware of and 
supportive of fiscal rules, a feature that rests in large part on the simplic-
ity and transparency of the Swiss debt brake.

Each year, the Federal Finance Administration calculates a spending 
ceiling based on projected revenue and a GDP adjustment  factor. Taxa-
tion is  limited by the Swiss Constitution, and Swiss residents pay their 
taxes directly, rather than by automatic withholding, such that the Swiss 
are keenly aware of how much they are being taxed.

The GDP adjustment  factor is based on the difference between real 
and potential GDP. Real GDP is an inflation- adjusted mea sure of the 
value of all goods and ser vices produced by an economy in a year. Po-
tential GDP is a theoretical construct that produces a projection of what 
real GPD would be if the economy was operating at full employment, 
usually defined as the lowest level of unemployment the economy can 
sustain without inflation accelerating.

The adjustment  factor allows for spending to be higher than revenues 
during an economic downturn and reduces spending to below projected 
revenues during an economic boom. This allows the Swiss government 
flexibility to respond to macroeconomic shocks while building fiscal 
space during good times and maintaining overall bud get balance.

The system uses a notional compensation account to track deficits. 
Net deficits accumulated over the course of a business cycle require a 
reduction in the spending cap during economic boom times to pay for 
previous borrowing.

If a surplus develops over a business cycle, this surplus  will reduce 
the Swiss debt. As Switzerland has seen strong surpluses in recent years, 
the Swiss national debt has been reduced rapidly.

Swiss legislators also retain flexibility to allow for emergency spend-
ing above the spending ceiling, with the approval of an absolute majority 
in both chambers of the Swiss parliament. Emergency spending too is 
tracked in a notional amortization account. Similar to the compensation 
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account, the Swiss debt brake imposes rules to ensure any emergency 
appropriations are paid back, rather than adding to the long- term debt.

Certain spending accounts with dedicated revenues (i.e., trust 
funds), such as unemployment insurance and social security, are exempt 
from the debt brake as spending on  these programs is already  limited by 
other means. Government health care spending is primarily provided 
for at the cantonal level with  little expenditure by the Swiss central 
 government.

According to interviews conducted by myself with representatives 
of the Swiss Federal Finance Administration in March of 2018, the debt 
brake is enforced by po liti cal consensus. More than a rule on paper, 
the debt brake codifies a popu lar, bipartisan commitment to fiscal pru-
dence.25 Swiss legislators abide by the fiscal rules in place, with support 
from the Swiss population who show a high level of support for the debt 
brake.

Larger- than- projected revenues in recent years have rapidly reduced 
the Swiss national debt, leading to the establishment of a review com-
mittee considering how to respond to the huge success in Swiss fiscal 
consolidation.26 The group of experts recommended tax reductions, in-
terpreting consistent bud get surpluses as a sign that tax revenue is higher 
than necessary.

SWEDEN

Similar to Switzerland, Sweden imposed a new fiscal rules framework 
in the 1990s to address rising deficits and debt in central government 
finances. The Swedish fiscal framework consists of a surplus target, a 
spending limit, and a debt anchor.

The Swedish Parliament establishes its own surplus target, to be re-
viewed in  every second electoral term. The Swedish Parliament also 
establishes a spending limit, for the following three years, intended to 
achieve the surplus target.

A debt anchor was introduced recently as a supplementary goal, 
without being an operational target. If the Swedish debt differs from the 
debt anchor by more or less than 5  percent of GDP, it triggers a report-
ing requirement.
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Sweden also established a special Fiscal Policy Council, an outside 
body tasked with reporting on how well the Swedish government is 
complying with its fiscal rules.

According to interviews I conducted with representatives of the 
Swedish National Institute of Economic Research in April  2018, the 
Swedish fiscal framework is aided by less than full indexation of social 
benefit programs and notional accounts for the Swedish pension system 
with built-in triggers that reduce the generosity of pension indexation 
and rates of return to contributions to secure fiscal solvency. Sweden 
does not provide open- ended entitlement programs that grow automati-
cally, regardless of available revenues.

The Swedish welfare state is structured to target  those who require 
assistance while keeping disincentives to work at a minimum. Sweden 
has maintained a relatively constant ratio of social spending to GDP de-
spite the country’s more extensive commitment to governmental social 
welfare policy.27

Last, relatively high overall tax burdens have allowed Sweden to 
maintain fiscal balance despite large public spending commitments.

THE UNITED STATES LACKS A COMPREHENSIVE FISCAL FRAMEWORK

The U.S. fiscal framework suffers from several shortcomings compared 
to its Swiss and Swedish partners.

The United States has no constitutional amendment to guide leg-
islative fiscal decisions. The Constitution puts Congress firmly at the 
center of spending, taxing, and borrowing decisions, but the founding 
document is  silent concerning fiscal sustainability or bud get balance.

 There are no comprehensive fiscal targets to guide the U.S. bud get 
pro cess in statute. While the congressional bud get pro cess dictates that 
Congress is to set spending and revenue targets in the annual bud get 
resolution, Congress rarely agrees on a bud get resolution, and yet federal 
spending continues. Legislators may appropriate monies, and Trea sury 
 will pay out to cover entitlement program commitments, even in the 
absence of a bud get resolution.
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One primary cause for the institutional and procedural failure of the 
U.S. bud get pro cess to secure fiscal sustainability is the lack of a shared 
fiscal goal and the resulting absence of a corresponding po liti cal com-
mitment. Other driving  causes are deep po liti cal divides and a willing-
ness by both parties to hijack the bud get pro cess to try to force their 
 will. As government grows in size and scope, such divides grow deeper 
and become more prevalent.

Unlike Switzerland and Sweden, following the emergence of a sig-
nificant fiscal gap in central government finances,  there has been no 
serious attempt in the United States to adopt a comprehensive fiscal 
framework on the basis of targets enforced by spending limits, or to peg 
federal spending to some mea sure of GDP that corresponds with the 
economic cycle.

A few attempts have been made to implement a more comprehen-
sive fiscal framework, though most of  these  were partisan plans with 
 little support from legislators from  either party, and none of them gar-
nered sufficient support for passage.

THE PENNY PLAN

Rep. Mark Sanford (R- SC) and Sen. Mike Enzi (R- WY) introduced 
the Penny Plan, which would implement an aggregate spending cap and 
“cut a single penny from  every dollar the federal government spends,” in 
accordance with the plan’s name.28

This plan would have imposed a spending cap or limit for total 
noninterest outlays minus 1   percent in year one. For each of the sub-
sequent five years, outlays would be capped at the previous year’s level 
(not including net interest payments) minus 1  percent. Beginning  after 
five years and for all subsequent years, total spending would be capped 
at 18  percent of GDP, in line with the historical revenue average. Au-
tomatic spending cuts or sequestration would enforce the spending cap 
in the absence of more deliberate congressional reforms to achieve the 
spending target.

Unlike the current form of sequestration applied to the Bud get 
Control Act spending caps, the Penny Plan would not exempt any of 
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the programs listed  under the Balanced Bud get and Emergency Deficit 
Control Act of 1985, except payments for net interest. The Penny Plan 
was primarily successful as a po liti cal document with  little legislative ac-
tion  toward its implementation.

THE MAXIMIZING AMER I CA’S PROSPERITY ACT

The Maximizing Amer i ca’s Prosperity Act, introduced by Rep. Kevin 
Brady (R- TX) would cap federal noninterest spending as a percent-
age of full- employment GDP, or potential GDP, for cyclical adjustment. 
Lawmakers would be able to spend more during periods when the econ-
omy is weak, and deficits incurred to smooth out business cycles would 
need to be offset with surplus revenues when the economy is at full 
employment.29

Sequestration would be  limited in size and scope, affecting only  those 
programs not exempt from sequestration  under the Balanced Bud get and 
Emergency Deficit Control Act of 1985. One theory holds that, as discre-
tionary programs financing domestic and defense priorities get squeezed, 
this  will bring about the po liti cal consensus to address the key  drivers 
of spending growth: health care and Social Security. The Maximizing 
Amer i ca’s Prosperity Act garnered  little po liti cal support in Congress.

THE BUSINESS CYCLE BALANCED BUD GET AMENDMENT

This smart balanced bud get amendment introduced by Rep. Justin Amash 
(R- MI) would cap federal noninterest spending at the average annual 
revenue collected over the three prior years, adjusted for inflation and pop-
ulation.30 Congress would need to pass implementing legislation to carry 
out the necessary spending changes to achieve the savings determined 
by the outlay cap. The bill’s authors would rely on public humiliation 
for breaching the caps to motivate spending reforms. This approach also 
garnered  little support in Congress.

CUT, CAP, AND BALANCE

The Cut, Cap, and Balance Act would have placed statutory caps on fed-
eral spending and required the passage of a balanced bud get amendment 
to the U.S. Constitution before increasing the nation’s debt ceiling.31 
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The act would have imposed separate limits on discretionary spending 
and mandatory spending with exemptions for Social Security, Medicare, 
veterans programs, and interest spending. In each subsequent year, the 
act would have placed a spending ceiling on all noninterest outlays at a 
declining percentage of GDP  until spending as a percentage of GDP was 
no higher than 19.9, over a period of 10 years. Automatic spending cuts 
or sequestration would have secured compliance with this spending cap, 
exempting payments for military personnel and health care, Medicare, 
military retirement, Social Security, veterans, and net interest. Cut, 
Cap, and Balance was part of the discussions during the 2011 debt limit 
impasse. President Barak Obama and then- Speaker of the House John 
Boehner ultimately settled on the Bud get Control Act of 2011 instead.

To the extent that the United States has an effective bud get pro cess 
on paper, this pro cess has been rarely if ever followed as intended over at 
least the past two de cades. U.S. spending and borrowing operates largely 
on an ad- hoc basis.

Spending on social welfare and other mandatory programs is driven 
by programmatic criteria, irrespective of tax revenues, with irregular 
review by legislators. More than two- thirds of federal spending in the 
United States effectively operates on autopi lot.

Discretionary spending requiring annual appropriations, mean-
while, has failed to abide by statutory fiscal commitments, most recently 
the Bud get Control Act of 2011. In addition to po liti cal deals to revise 
previously established spending limits without adequate fiscal offsets, 
U.S. legislators have resorted to abusing bud getary exemptions intended 
for emergency needs to finance ongoing operations, in an attempt to 
further evade fiscal restraints.

Unlike in Switzerland, where emergency spending is tracked in a 
notional account and lawmakers are required to offset such spending 
in  future years, emergency spending is exempt from fiscal rules in the 
United States with no provision to ensure  future repayment.

The U.S. bud get pro cess is highly convoluted and complex. Federal 
legislative staff, and even legislators who are not in key positions on bud-
get committees—as well as the public— lack a solid understanding of 
how the pro cess works. A lack of transparency and simplicity facilitate 
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an irresponsible spending pro cess as constituents have difficulty assign-
ing blame for fiscal failures and holding legislators accountable.

 TOWARD EFFECTIVE FISCAL RESTRAINTS FOR THE UNITED STATES

The United States  will soon reach a tipping point as unsustainable fiscal 
projections concerning deficits and debt could bring about a crisis. Now 
is the time for U.S. legislators to adopt a more sustainable fiscal frame-
work to ensure a strong economy for the  future. Such a framework, ac-
cording to lessons from Switzerland and Sweden, should be structured 
so it would do the following:

• Rest on a popu lar base of support: Constituents are the ultimate 
arbiters of po liti cal success. In both Switzerland and Sweden, the 
population is highly aware and highly supportive of government 
policy to achieve overall bud get balance. A lasting framework 
for fiscal sustainability  will only work with popu lar awareness of 
the prob lem and support for restraining government bud gets.

• Reflect a bipartisan po liti cal commitment: A lasting po liti cal 
commitment must reflect bipartisan recognition that fiscal sus-
tainability is an impor tant and timeless goal. Legislators of all 
parties must be committed to protecting younger and  future 
generations from undue debt burdens.

• Be transparent: In order for legislators to follow the bud get pro-
cess and for constituents to be able to hold them accountable, 
a sustainable fiscal framework should be transparent. It should 
account for all spending and taxes, and the public should be 
able to access regular reports on the fiscal state of the nation. 
Moreover, a nonpartisan fiscal entity, such as the CBO, should 
provide regular, public updates on how well legislators are abid-
ing by the fiscal framework.

• Establish and maintain fiscal targets: A sustainable fiscal frame-
work should establish and maintain short- term, medium- term, 
and long- term fiscal targets. Targets for spending and revenues 
should drive a gradual decline from  today’s historically high 
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levels of public debt to a level that reflects the U.S. historical debt 
burden and ensures a fiscally sustainable path. Lawmakers should 
regularly review fiscal targets and enforce them via bud get pro-
cess tools, including reconciliation and mandated savings.32

• Adjust with the business cycle: A sustainable fiscal framework 
should be responsive to economic fluctuations and resulting 
needs and pressures. During periods of economic weakness, 
a sustainable fiscal framework should allow for flexibility to 
respond to shocks with automatic stabilization policies. Dur-
ing periods of economic strength, the framework must exert 
sufficient discipline to allow the economy to flourish without 
excessive fiscal stimulus and to accumulate fiscal space for when 
economic crisis strikes next.

• Provide for emergencies: When natu ral disaster strikes or when a 
national security threat arises, legislators must be able to respond 
to unforeseen, sudden, and immediate needs. A sustainable fiscal 
framework should account for disaster assistance that is expected 
to occur on a regular basis in a designated disaster- related account, 
with specific guidance regarding the circumstances during which 
such funds become available. While hurricanes, floods, and wild-
fires are natu ral disasters, they occur with relatively predictable 
frequency in the United States and can thus be bud geted for. For 
large- scale, unforeseen disasters and threats, a sustainable fiscal 
framework should impose a sufficiently high voting threshold 
for emergency spending to require broad, bipartisan support and 
should account for such spending in a notional account that 
would be required to be made  whole over a business cycle, to 
allow for the immediate expense without permanently burden-
ing the fiscal account.

PROSPECTS FOR A SUSTAINABLE FISCAL FRAMEWORK  

IN THE UNITED STATES

Recent actions by the U.S. Congress and the administration paint a 
grim picture for the prospects of a sustainable fiscal framework in the 
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United States. Po liti cal tensions are high, and legislators of both parties 
have resorted to making unfunded and unsustainable promises to their 
respective constituents concerning the preservation of current spending 
policies for popu lar entitlements, immediate tax relief, and the establish-
ment of new entitlements such as paid  family leave and Medicare for all.

As was the case in Switzerland and Sweden, prior to the adoption 
of their respective sustainable fiscal frameworks, it may take a crisis to 
awaken the U.S. constituency and their legislators to the highly unsus-
tainable fiscal trajectory that characterizes current U.S. bud get policy 
and to motivate necessary reforms. It remains to be seen whether the 
COVID-19 pandemic will elicit this response. The most recent fiscal 
restraint enacted by legislators in the United States came on the heels of 
the 2008 global financial crisis that led to a po liti cal movement in the 
United States, the Tea Party, which demanded better bud get policy. The 
Bud get Control Act of 2011 proved to be an inadequate fiscal framework 
for a more sustainable bud get policy in the United States, and its suc-
cess was short- lived and  limited in scope. Legislators should learn valu-
able lessons from Switzerland and Sweden and adopt a sustainable fiscal 
framework that rests on popu lar support, reflects a bipartisan commit-
ment, is transparent, is based on fiscal targets that adjust with the busi-
ness cycle, and allows for a responsible emergency response.



The demise of the Bretton Woods system1 in 1973 inaugurated two 
de cades of high inflation and rising public debts. As theory linked ex-
pansionary policy biases to policymakers’ distorted incentives  under dis-
cretion,2 interest in rules- based policymaking grew. Even though theory 
framed the debate in terms of rules versus discretion, it was clear that in 
practice, a regime predicated on mechanical policy adjustments dictated 
by a rule would be as suboptimal as unconstrained discretion.3 Thus, 
the concrete prob lem under lying the design of rules- based policy frame-
works never was to find the optimal state- contingent rule, but to devise 
practical mechanisms containing the dark side of discretion— such as a 
neglect for long- term outcomes— while preserving the bright side of it— 
that is, the ability to quickly respond to unforeseen developments.

In the monetary realm, failures to stick to quantitative limits on the 
growth of monetary aggregates in the 1980s favored the spread of infla-
tion targeting.  Under inflation targeting, po liti cally in de pen dent central 
banks are primarily mandated to achieve price stability expressed as a 
numerical goal for the rate of inflation. While policy instruments are 
not subject to any binding rule, the goal of achieving the inflation target 
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over the medium term shapes current policy decisions. Since the early 
1990s, successful inflation targeting regimes have proliferated, keeping 
inflation expectations anchored around the target and providing ample 
room for active stabilization policy in the short term.

Rules- based fiscal frameworks came  later,4 and often  after the for-
mal adoption of inflation targeting.5 Historically confined to subna-
tional governments,6 fiscal rules only became the norm at the central 
level among the first group of Eu ro pean countries committed to adopt 
the euro in the 1990s. Beyond Western Eu rope, rules- based fiscal policy 
became increasingly popu lar  after the beginning of the 21st  century as 
more countries felt the need to reduce their public debt.7

In their most advanced form, fiscal frameworks combine numerical 
rules affecting key fiscal indictors with transparency requirements, strict 
bud getary procedures, and more recently, in de pen dent fiscal councils 
monitoring adherence to the numerical rules and assisting in their imple-
mentation. By setting quantitative limits on aggregate indicators such as 
government debt, the bud get deficit, and public expenditure growth, fis-
cal rules aim to make deviations from  these limits sufficiently costly to 
deter excesses. Costs include both formal sanctions and reputation losses 
associated with the breach of public commitments. Effective fiscal rules 
guide discretion in the short term and make  future fiscal trajectories more 
predictable. Hence, successful fiscal rules create policy space in the short 
run  because better anchored expectations reduce the risk of financial 
market stress whenever significant public- sector borrowing is required.

The potential role of in de pen dent fiscal councils to constrain fiscal 
discretion, often alongside fiscal rules, has been acknowledged more re-
cently.8 The appetite for such institutions quickly grew  after the global 
financial crisis (GFC) of 2008–2009.9 Whereas existing institutions op-
erate primarily as watchdogs alerting stakeholders in the bud get pro cess, 
proposals to give them teeth have received new attention, notably in the 
form of a right to set binding deficit limits for the government10 or to 
use specific fiscal levers to preserve public debt sustainability and pro-
mote fiscal stabilization.11

Our sense of the vast empirical lit er a ture on the determinants of 
monetary and fiscal policies is that explicit institutional constraints on 
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discretion have on average contributed to improve policy outcomes. 
Central bank in de pen dence— and inflation targeting in particular—is 
widely credited for maintaining low and stable inflation in advanced 
as well as developing economies.12 Although  great caution remains in 
causally linking the adoption of fiscal rules to lower public deficits and 
less procyclical bud gets,13 the positive association between adequately 
constrained fiscal discretion and improved fiscal per for mance is strong.14

Despite this apparent success, rules- based fiscal policy has been 
harshly criticized to the point of facing an existential crisis.  After the 
GFC, fiscal rules have been successively deemed too rigid to support the 
recovery and too lax to encourage the subsequent consolidation. More 
broadly, formal compliance with numerical limits has been consistently 
low, raising questions about the overall usefulness of rules- based frame-
works.15

Although threats to rules- based fiscal policy can take vari ous forms, 
they largely reflect the common presumption that fiscal rules, like traf-
fic laws and speed limits, must be enforced. With enforceability seen as 
critical, efforts to make rules more flexible (i.e., contingent on a broader 
set of circumstances) result in more complex, less transparent setups. Es-
cape clauses must be well defined; technical refinements must be codi-
fied in detail; and the related enforcement loopholes must be closed. Of 
the three basic properties of good fiscal rules— simplicity, flexibility, and 
enforceability— only two can be si mul ta neously achieved. In the end, 
complex and opaque rules stop being a reliable compass for policymak-
ers, and the temptation to abandon them looms large.

As del e ga tion of fiscal levers to in de pen dent institutions is likely to 
remain off the  table in the foreseeable  future, effectively constraining 
fiscal discretion requires more effective rules- based frameworks.16 In a 
recent note, International Monetary Fund (IMF) staff see the scope for 
better combining simplicity, flexibility, and enforceability.17 They suggest 
comprehensive reforms that (a) guarantee the internal consistency of fis-
cal frameworks, (b) exploit simpler ways to make rules more contingent 
(e.g., a greater reliance on medium- term expenditure ceilings), and (c) 
promote mechanisms raising the reputational costs of noncompliance. 
 These proposals, however, amount to tweaking existing par ameters, an 
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exercise which, considering recent history, might fall short of mitigating 
the risk of a return to pure fiscal discretion.

 Going beyond parametric adjustments, we propose a less constrained 
paradigm to guide the design and implementation of fiscal rules. Specif-
ically, we argue that the enforceability of numerical limits should not be 
a binding constraint. This allows for rules that boil down to quantitative 
benchmarks whose impact on policy be hav ior rests solely on tangible 
reputational costs. In a sense, we suggest being open to so- called Taylor 
rules in the fiscal realm.18 To enhance the reputational effects of such 
fiscal Taylor rules (FTR),19 in de pen dent fiscal councils would have to be 
ruthless and vocal watchdogs debunking “fiscal alchemy,” clearing the 
public debate of partisan smokescreens, and fostering popu lar support 
for sound fiscal policies.

It is worth clarifying two points upfront. First, the FTR idea is not 
new.20 However, the originality of our proposal is to place the FTR at 
the center of a rules- based fiscal framework, without formal enforce-
ment procedure (nor other traditional fiscal rules), and operating in 
symbiosis with in de pen dent fiscal institutions focused on amplifying 
the reputational effects of the rule. Second, our proposal is not pre-
mised on the claim that enforcement per se is useless and  ought to be 
abandoned. Beyond the credibility of sanctions (or lack thereof ),  there 
is arguably a signal embedded in the activation of an enforcement pro-
cedure. A country willing to risk even elusive sanctions might reveal 
an intrinsically weaker commitment to fiscal soundness compared to a 
country unwilling to take such risk. If so, market participants would 
take note, and risk premiums would adjust accordingly. As such, en-
forcement procedures could promote market discipline even if  actual 
sanctions are a low- probability event. That interpretation is consistent 
with the higher sovereign spreads resulting from entering the Exces-
sive Deficit Procedure  under the Eu ro pean Union (EU) Stability and 
Growth Pact.21

In the end, our qualm with the central role of enforcement in the 
current paradigm is that it can produce rules sufficiently opaque and in-
tractable to threaten rules- based policy itself. Thus, the key differences 
between the current paradigm and our proposal consist in (a) breaking any 
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mechanical link between the breach of a numerical limit and the threat 
of sanctions emanating from opaque procedures and arcane numerology 
and (b) actively amplifying reputational effects of rules through in de pen-
dent watchdogs. Our point is not that an FTR- based framework is always 
and everywhere preferable, but that it can offer a  viable option for coun-
tries where the traditional speed- limit view of rules has failed or does not 
seem po liti cally palatable. Our proposal and the under lying analy sis are 
in the spirit of Bénassy- Quéré and  others, who call for “a combination of 
streamlined rules, stronger institutions, and market- based incentives, with 
the aim of strengthening national responsibility.”22

The rest of this chapter first elaborates on the trilemma that makes 
legally enforceable rules  either too rigid or too complicated (“Design-
ing Fiscal Rules: Mission Impossible?”). We then discuss the extent to 
which such a restricted paradigm can threaten rules- based fiscal policy 
itself (“Threats to Rules- Based Fiscal Policy”). Then, in the section 
“Rules- Based Fiscal Policy without Formal Enforcement,” we illustrate 
the properties and potential benefits of  simple fiscal Taylor rules.

DESIGNING FISCAL RULES: MISSION IMPOSSIBLE?

This section shows that the enforceability requirement at the core of 
the paradigm under lying the design of fiscal rules has made them ever 
more contingent (flexible) in the hope to improve formal compliance. 
The resulting loss of simplicity illustrates a trilemma between the three 
essential properties of good- practice fiscal rules: simplicity, flexibility, 
and enforceability.

ENFORCEMENT, COMPLIANCE, AND EFFECTIVENESS

Fiscal policy rules are generally nested in  legal instruments, such as in-
ternational treaties, constitutions, and fiscal responsibility laws. The 
dominant view is that the numerical constraints at the core of the rule 
should effectively bind.23 This requires enforcement, that is, “the act of 
compelling observance of or compliance with a law, rule, or obligation.”24

As illustrated in the appendix, the basic logic of the argument fits a 
bare- bones political- economy model of excessive deficits and fiscal rules. 
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In the classic Alesina and Tabellini two- period “partisan” model of optimal 
fiscal policy, a deficit bias emerges  because citizens and politicians have 
diff er ent motivations.25 Politicians care about reelection, which is intrin-
sically uncertain. Electoral uncertainty inflates the incumbent’s discount 
rate (or makes him or her myopic), encouraging excessive expenditure 
compared to the case of certain reelection. As this extra spending is fi-
nanced with new debt, it comes at the cost of lower  future spending, 
which is socially undesirable.

Subjecting a myopic politician to a fiscal rule can then be socially 
beneficial. For instance, Beetsma and Debrun model the existence of 
a fiscal rule as a utility loss incurred when public debt d exceeds some 
socially optimal level d* as follows −ψ(d − d*). The total utility loss is 
proportional to the size of the fiscal excess and to a pa ram e ter ψ captur-
ing the strength of the enforcement procedure (i.e., the marginal disutil-
ity of excessive public debt).26 As formally illustrated in the appendix, 
 there is an optimal value of ψ such that the elected politician  will choose 
the socially optimal level of debt in period 1. Intuitively, the optimal 
enforcement pa ram e ter grows with politicians’ incentives to accumulate 
excessive public debt, which depends on reelection prospects and on the 
(marginal) social value of  future public spending.

However, this result is straightforward only  because enforcement 
per se comes as a  free lunch (i.e., it can deliver the first best policy by 
blindly cutting expenditure to address a debt bias). Experience points to 
a more realistic scenario where the rule is imperfect so that enforcing it 
fully would have negative side effects.27 In this case, strictly sticking to 
the rule is costly, making it socially optimal to tolerate some deviation 
of d from d*. De facto, the desirable enforcement pa ram e ter ψ  will be 
smaller than the ψ* characterized  under the assumption of no enforce-
ment cost.

This  simple example illustrates the difference between the enforce-
ment of (and correspondingly, the formal compliance to) a fiscal rule and 
its effectiveness in fostering outcomes that dominate equilibrium poli-
cies  under unconstrained discretion. It also suggests that a fiscal rule 
meant to be strictly enforced (or fully complied with) must not have 
any undesirable side effect. In practice, however, fiscal rules are neither 
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fully state- contingent nor adjusted for pos si ble collateral damage as-
sociated with forced policy change, and the economy is arguably better 
off with imperfect enforcement and compliance. By the same token, 
attempts to make the rule more contingent (i.e., less costly when en-
forced) would call for stricter enforcement. Beetsma and Debrun show 
this in a model where enforcement has adverse composition effects 
on public spending, and the same conclusion is implicit to Equation 
(6.A.8) in the appendix.28

The positive link between the flexibility of the rule (or its degree 
of contingency) and the desirable strictness of enforcement helps ra-
tionalize common arguments in existing analyses of fiscal rules. First, 
extreme enforcement options— such as the fines envisaged for EU 
member states in breach of the Stability and Growth Pact (SGP)— 
carry  little credibility  because they are suboptimal in most states of 
the world. Second, low levels of compliance with numerical rules29 
(see Figure 6.1) can be consistent with empirical evidence showing a 
broadly positive association between rules- based fiscal policy and fiscal 
per for mance.30 Third, the flexibility- enforcement nexus echoes recent 
attempts in the EU to tighten the enforcement of rules loaded with a 
growing number of contingencies, augmenting the overall complexity 
of the fiscal framework. This suggests a trilemma that we now elaborate 
upon.

THE TRILEMMA AND AN EVOLUTIONARY TALE OF FISCAL RULES

Since the seminal insights of Kopits and Symansky, it is generally ac-
cepted that fiscal rules should ensure a credible commitment to the 
long- term sustainability of public finances without prejudice to other 
key policy objectives.31 With this in mind, Kopits and Symansky argue 
that a good rule, on top of being discipline- inducing and enforceable as 
defined  earlier, should be flexible (i.e., contingent enough not to conflict 
too often with other policy objectives) and  simple. Simplicity is a key 
virtue  because to foster policymakers’ credibility, rules must shape ex-
pectations about  future fiscal trends. As such, the rules should be clear to 
policymakers themselves and easy to communicate to markets and the 
public.



94 A FISCAL CLIFF

However, of  these three desirable properties, only two can be si mul-
ta neously fulfilled.  Simple and enforceable rules (such as a constitutional 
balanced- budget requirement) are often bound to conflict with eco-
nomic logic; hence they are inflexible.  Simple and flexible rules cannot be 
subject to strict enforcement  because, as discussed previously, flexibility 
itself can only stem from a tolerance for sensible (and potentially sizable) 
deviations from numerical limits. Fi nally, flexible and enforceable rules 
are complicated  because many contingencies need to be spelled out, and 
the enforcement loopholes associated with exceptions, technical refine-
ments, and escape clauses need to be closed. The resulting trilemma is de-
scribed in Figure 6.2.

The trilemma suggests an evolutionary tale of fiscal rule design in 
history. Enforceable and  simple rules have been common at the subna-
tional level, where rules historically emerged. Classic examples are the 

Figure 6.1
Compliance rates with fiscal rules by type and country group

Source: International Monetary Fund (IMF) Fiscal Monitor (April 2014).
Note: Bars show the frequency of country- year characterized by compliance with fiscal rules 
in a panel of IMF member countries by type of fiscal rule.
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constitutional amendments banning deficits in most U.S. states since the 
mid-19th  century. Of course, while debt- fearing voters might consider 
such rules desirable, the lack of flexibility in the short term inevitably 
challenges strict enforcement. Tolerance for off- budget operations and 
allowing rules to bind only ex ante are just two common ways to allow 
for weaker enforcement while remaining formally compliant.

In the early 1990s, central governments started to show interest in 
rules- based fiscal policy, and greater complexity was allowed. Caps on 
public debts and deficits  were combined with medium- term balanced 
bud get requirements to leave room for short- term fiscal stabilization be-
low the deficit ceiling. The original EU SGP  adopted in Dublin in 1997 
reflected  these conscious efforts to enforce discipline without prejudice 
to using the bud get as a macroeconomic shock absorber. However, by 
2003, it had become clear that this arrangement had not been enforced 
as envisaged and was still perceived as inflexible.32 This paved the way 

Figure 6.2
Designing fiscal rules (Stability and Growth Pact [SGP] 1.0): a trilemma

Source: Authors’ application of trilemma (https:// www . investopedia . com / terms / t / trilemma 
. asp) to the Stability and Growth Pact (SGP).
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for the SGP relaxation in 2005.33 The result was a more complex frame-
work.

 Today, the SGP, revamped once again in the aftermath of the GFC, 
features limits on the level and the first difference of practically  every 
macro- relevant bud get aggregate: debt, bud get balance, structural bal-
ance, and expenditure growth.34 Although formally strengthened, en-
forcement has remained challenging. Voluminous official documents are 
required to clarify how compliance with myriad potentially inconsistent 
caps and benchmarks can be assessed. On top of that, euro area member 
states must now be equipped with their own national fiscal rules that 
explic itly account for the cycle and must incorporate automatic adjust-
ment mechanisms in case of deviations.

The journey of EU countries in the meanders of the trilemma 
shows how well- intended attempts to make enforceable fiscal rules 
more state- contingent lead to an increasingly opaque system as each 
wave of tensions in the system triggers amendments, refinements, ex-
ceptions, and codified interpretations. This pro cess of sedimentation 
through partial reforms reflects the natu ral reluctance to overhaul a 
supposedly permanent system too often, the same dynamic that drives 
the ever- increasing complexity of tax codes. In fact, the fiscal alchemy 
famously decried by Leeper now appears to have metastasized from the 
exercise of discretion itself to the rules supposed to constrain it.35 This 
is an impasse.

Interpreting history aside, the trilemma can also help us think about 
the  future of rules- based fiscal policy. First, frustration about the inabil-
ity to get the rules right and to enforce them motivates many specific 
arguments against rules- based fiscal policies. We discuss  these threats 
in the next section. Second, accepting that only two of three desirable 
properties of a good fiscal rule can be si mul ta neously achieved should 
encourage us to explore the possibility of relaxing the enforceability 
constraint and to discuss the scope for  simple and flexible fiscal rules. 
What would they look like and how could they shape the conduct of 
fiscal policy? The last section of this paper lifts the veil on what remains 
uncharted territory in the realm of fiscal rules.
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THREATS TO RULES- BASED FISCAL POLICY

This section shows that the limitations associated with enforceability ex-
pose rules- based fiscal policy to a broad range of threats. First, attempts 
to get the rules “right” put a premium on finding the adequate calibra-
tion of the numerical constraints.  After the GFC, uncertainty about the 
steady state of the economy (notably in terms of potential growth and 
natu ral interest rate) has made it potentially easy to build a plausible 
economic case against any given fiscal rule. Beyond technical issues, 
enforcement is ultimately about the possibility of forcibly constraining 
elected policymakers. This brings politics, public perceptions, and com-
patibility with the country’s broader institutional setup into the picture. 
Such considerations can motivate arguments questioning the demo cratic 
legitimacy of rules- based fiscal policy.

GETTING THE RULE RIGHT

 Because interest rates and nominal GDP growth are key  drivers of 
public debt dynamics, uncertainty about their steady- state levels in-
vites criticisms about the calibration of fiscal rules expected to deliver 
public debt sustainability.36 The arguments mainly revolve around the 
per sis tently low borrowing costs experienced by many advanced econ-
omies post- GFC and the risks related to permanently lower nominal 
growth.

Lower borrowing costs. In many countries, unconventional monetary 
policies have been testing the lower bound of nominal interest rates. 
For governments still considered to be issuing safe securities, this means 
historically low borrowing costs and the possibility of keeping the dy-
namics of the public debt- to- GDP ratio  under control without  running 
significant primary surpluses, if at all. Expectations of per sis tently low 
interest rates could have lasting implications for the relevance of specific 
fiscal rules and for their resilience in the face of monetary policy nor-
malization. In this context, recalling the basic  drivers of debt dynamics 
is impor tant.

In a deterministic setting, two basic relationships determine debt 
dynamics and the related assessments of debt sustainability (omitting 



98 A FISCAL CLIFF

time subscripts for con ve nience). The first is the period public- debt- 
accumulation equation:

Δd = γ d − p, (6.1)

where Δ is the discrete first- time- difference operator, d is the debt- to- GDP 
ratio, p is the primary balance (also in percentage of GDP), and γ captures 

the growth- adjusted interest rate paid on public debt γ = r −θ
1+θ

⎛
⎝⎜

⎞
⎠⎟

, with 

r the (nominal or real) interest rate and θ the (nominal or real) GDP 
growth. The second key relationship describes the endogenous (slug-
gish) response of fiscal policy to public debt developments:

p = λ p−1 + κ + ρ d, (6.2)

where λ captures the well- documented per sis tence in fiscal balances, κ 
is a constant, and ρ is the policy response (in terms of a change in the 
primary balance) to variations in the public debt. Two key indicators 
 matter when assessing  whether public debt is sustainable in the long 
term. The first is the requirement for stable debt dynamics:37

ρ > γ  *(1 − λ), (6.3)

where a * superscript denotes steady- state values. Equation (6.3) states 
that public debt  will revert to a finite steady- state level d * if the strength 
of the primary balance’s stabilizing response to variations in the debt ra-
tio more than offsets the automatic debt buildup associated with interest 
payments. (Note that this is the relevant condition regardless of the sign 
of γ *.) The second indicator is the steady state debt level implied by fiscal 
be hav ior as described in (6.2). It is given by:38

d* = −κ
ρ − γ * 1− λ( ) .     (6.4)

A priori, the long- term debt level should not  matter if it corresponds to 
a dynamically stable equilibrium— that is, if (6.3) is fulfilled. In practice, 
however, the level at which debt ultimately stabilizes  matters if the 
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primary balance is bounded upward. This assumption is at the core of 
the notion of “debt limit.”

Ostry and  others and Ghosh and  others rationalize the existence 
of a primary balance upper bound by invoking “fiscal fatigue,” that is, 
a  limited ability to achieve and sustain high primary surpluses.39 They 
provide empirical estimates of Equation (6.2), showing that the marginal 
response to debt is nonlinear and weakens as debt reaches very high 
levels— often well above 150  percent of GDP for advanced economies. 
Bi uses calibrated general equilibrium models to show that the combina-
tion of Laffer- curve effects on tax revenues and incompressible floors to 
public expenditures determines debt limits beyond which default is un-
avoidable.40 Her simulations also point to high debt limits in advanced 
economies.

Formally, if Equation (6.2) is now written as p = min λ p−1 +κ + ρd, p( ),   
there are two relevant long- term equilibria for the debt level: d*, as de-
scribed in (6.4), which prevails as long as the corresponding primary 

balance fulfills the condition p* ≤ p , and a higher debt level d** = p
γ *

. 

Assuming dynamic efficiency in the long run (γ * > 0), this is an unstable 
equilibrium ( because ρ = 0). Hence d** is literally the edge of a cliff be-
yond which the government loses control of debt dynamics.

We see two ways in which rules- based fiscal policy could be threat-
ened by the current low– interest rate environment. The first is that low 
interest rates can undermine fiscal “prudence”—or encourage profli-
gacy. Mauro and  others propose mea sur ing fiscal prudence by ρ, the 
endogenous response of fiscal policy to public debt.41 The higher ρ, the 
more prudent the fiscal policy and vice versa. Using an estimated variant 
of (6.2), Debrun and Kinda find evidence that the bud getary “footprint” 
of public debt (i.e., the interest bill)  matters for fiscal be hav ior.42 Specifi-
cally, taking the public debt level and other standard determinants of the 
primary bud get balance as given, the response to public debt is weaker 
when the interest rate is low than when it is high. If the low– interest rate 
environment is perceived as temporary, pressures to deviate from normal- 
time fiscal be hav ior would be short- lived, and they would not put into 
question the degree of fiscal prudence (and the corresponding long- term 
debt level) embedded in any given fiscal rule.
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However, the damage to existing fiscal rules could be real if lower 
interest rates  were a permanent development— that is, if r* had fallen as 
well.43 To see this, we can use the fiscal be hav ior specification estimated 
by Debrun and Kinda:44

p = λp−1 + κ + ρd + χrd, (6.5)

where rd is the interest bill and χ > 0 (the sensitivity of fiscal policy to the 
latter), instead of (6.2). The corresponding long- term debt level is

d* = κ
γ * 1− λ( )− ρ + χr *( ) .   (6.6)

Clearly, a change in the estimated r* would affect the implicit public debt 
target d*, potentially conflicting with the debt norm prescribed by a fiscal 
rule. A priori, the marginal effect of a change in r* on d* is ambiguous:

∂d*

∂r *
=

−κ 1− λ
1+ g*

− χ
⎛
⎝⎜

⎞
⎠⎟

γ * 1− λ( )− ρ + χr *( )( )2
.  (6.7)

(recall that κ < 0 for d* to be positive).
For lower interest rates to translate into a higher long- term debt 

level, the marginal impact of the interest burden on fiscal prudence 
should be large enough ( χ high enough), fiscal policy should be suf-
ficiently per sis tent (λ high enough) or the fall in r* should mirror a 
decline in θ *, leaving γ * broadly unchanged.45 Econometric estimates 
suggest that a rise in r* would, all  else equal, leave d* unchanged.46 That 
said, perceptions that permanently lower borrowing costs take place in 
the context of a secular- stagnation scenario— bringing a downward ad-
justment in θ * as well— would suffice to raise the long- run debt anchor 
implicit to fiscal policy be hav ior, potentially putting into question fixed 
prescriptions incorporated in rules.

A second channel through which low borrowing costs could test the 
resilience of fiscal rules pertains to the rules’ basic design. In many cases, 
and certainly in all euro area countries, the emphasis on capping the 
overall bud get deficit— cyclically adjusted or not— could create stress 
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when interest rates normalize. A budget- balance rule (BBR) is a special 
case of (6.5) where λ = 0, κ = −b , the overall deficit cap ( b > 0 ), ρ = 0, 
and χ = (1 + θ *)−1. The corresponding long- term debt level is

dBBR* =
b 1+θ *( )

θ *
 .   (6.8)

 Under a BBR, savings on interest payments can be spent, whereas the 
costs of rising interest rates must be offset by tax increases or primary 
expenditure cuts. To the extent that (some of ) the fiscal space created by 
a temporarily lower interest bill is used to finance structural increases in 
primary outlays, the fiscal rule is bound to come  under pressure as soon 
as interest rate normalization occurs. The intensity of  these pressures 
 will depend on the  actual maturity structure of existing obligations and 
on the speed at which the yield curve moves up.

Lower nominal growth. Intimately related to the threat described pre-
viously is the prospect of entering a period combining per sis tently low 
nominal growth and interest rates, or “secular stagnation.”47 The basic 
tenet of the secular stagnation story is that too much savings chases too 
 little investment. With interest rates at their effective lower bound, the 
likely policy advice to exit this trap is for governments to use fiscal mea-
sures to invest in public infrastructures. If this strategy for escaping secular 
stagnation prevails, fiscal rules constraining public borrowing regardless 
of the quality of spending may quickly be seen as a counterproductive.48

In de pen dent of the adequate policy response to an episode of pro-
tracted slow nominal growth, structural  factors— including shrinking 
and aging populations— dampening potential growth can have a dra-
matic impact on the long- run properties of certain fiscal rules. For 
instance, Equation (6.8) shows that the Maastricht deficit ceiling of 
b = 0.03  requires long- term nominal growth of 5  percent per annum 
(θ * = 0.05) to be consistent with the convergence of public debt to a 
maximum of 60   percent of GDP (dBBR* = 0.6) . With real growth and 
inflation struggling to reach 2   percent in many advanced economies, 
the arithmetic is brutal:  either the debt ceiling is too low, or the deficit 
cap is too lax.  Either way, the two rules look increasingly inconsistent, 
weakening the foundation of rules- based fiscal frameworks.
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Changing views about optimal fiscal policy. Aside from changes in the 
long- term technical properties of fiscal indicators  under a given fiscal 
rule, the calibration and even the existence of a rule can be put into 
question if views about optimal fiscal policy change. As indicated  earlier, 
the rise of rules- based fiscal policy in the 1990s reflected evidence that 
unconstrained discretion could lead to excessive deficits and ever- rising 
debts. Political- economy models of fiscal policy provided formal sup-
port to the idea that discretionary policies  were plagued by a bias  toward 
deficits  because of short- sighted, opportunistic, and vote- maximizing 
politicians.

However, the first two threats discussed previously (i.e., lower 
borrowing costs and lower nominal growth)— that point to  limited 
monetary policy space and expanded need for macroeconomic policy 
support— have started to push the pendulum back in  favor of greater 
fiscal discretion.49 The GFC and its aftermath have strengthened a pre-
existing tendency to view discretionary fiscal policy  under a more posi-
tive light. The development of New Keynesian and dynamic stochastic 
general equilibrium models in the 1990s and 2000s brought back to the 
fore the stabilizing role that discretionary fiscal policy can play.50 Be-
yond smoothing the business cycle, fiscal policy is now also seen as a tool 
to correct external imbalances, as countries with large current account 
surpluses are explic itly advised to pursue more expansionary policies.

It is hard to say how far the pendulum  will swing back  toward dis-
cretionary fiscal actions, but the raison d’être for rules- based fiscal policy 
could be  under threat.51 Indeed, as fiscal policy is expected, more than in 
the past, to achieve multiple objectives (internal and external balance on 
top of equity and efficiency), tensions between the prescription of fiscal 
rules and the perceived need for greater discretion are likely to increase. 
An expanded role for fiscal policy also complicates the formulation of 
sufficiently  simple fiscal rules.

POLITICS, PERCEPTIONS, AND INSTITUTIONS

Adopting a rules- based fiscal framework and enforcing it in a consistent 
manner remain po liti cal decisions that depend on enabling  factors being 
in place. Public support and an institutional ecosystem conducive to the 
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enforcement of rules strike us as particularly impor tant. Public support 
is likely to be high if the rationale for constraining elected policymakers’ 
discretion is well understood and broadly shared. At the same time, and 
perhaps paradoxically, the public is more likely to back fiscal rules if  there 
is a certain level of trust in governments’ ability to define such rules 
appropriately and to ultimately stick to them.

Although  these dimensions do not easily lend themselves to a rigor-
ous analy sis, we see risks that the publicly perceived rationale for fiscal 
rules may fade away. Also, we fear that laudable efforts, notably in the 
EU, to promote common standards for rules- based frameworks aligned 
on international good practice  will meet the harsh real ity of certain 
institutional environments not conducive to the enforcement of fiscal 
rules.

Perceived rationale for fiscal rules and public support. While shifts in the 
economic paradigm in  favor of greater discretion might escape the pub-
lic, broader perceptions that rules are introduced to perpetuate “auster-
ity” can undermine the popu lar support required for their legitimacy 
and longevity.  These perceptions reflect the fact that many fiscal rules 
and frameworks have been debated and introduced in response to debt 
overhang and fiscal stress—or at least the risk of it— and the correspond-
ing need to credibly commit to lower debts and deficits. The risk that 
trust in government is low or falling when such reforms have to be made 
may further undermines support for rules- based fiscal policy.52

To gauge the relevance of the argument, we look at trust in govern-
ment as mea sured by the Eurobarometer around 11 recent episodes of fis-
cal rule adoption at the national level in the EU between 1999 and 2017 
(Figure 6.3). For each episode, the bars show the difference between the 
average level of trust mea sured during the three years before (gray) and 
the three years  after (black) the adoption of the rule, and the level of 
trust mea sured the year of its introduction.

Rules  were  adopted  under severe fiscal stress in only two cases: 
Greece (2010) and Spain (2011). In both countries, trust in government 
was falling rapidly during the entire seven- year period. In three other 
episodes, trust was relatively low at the time of adoption but rebounded 
thereafter. Fi nally, among the six episodes where trust at the time of 
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adoption was greater or equal to the average of the preceding three 
years, trust continued to grow in two cases (Finland, 2003, and Croatia, 
2012, albeit marginally).

Overall,  there is scant evidence that moving to rules- based fiscal 
policy was systematically done in a challenging context where low trust 
and an impending fiscal crisis would undermine broad- based popu lar 

Figure 6.3
Trust in government before and  after the adoption of national fiscal rules

Sources: International Monetary Fund Fiscal Rules Dataset, Eurobarometer, and author’s 
calculations.
Note: Trust is the percentage of positive answers to the question: “Do you tend to trust or 
not to trust the government?”
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support from the start. That said, support for the many rules  adopted 
during or in the aftermath of the GFC remains vulnerable to the fading 
memory of the fiscal stress of that time. Lessons learned  under stress may 
not always endure when normalcy returns,53 so that even the proponents 
of fiscal rules may eventually discount their long- run benefits and con-
clude that they are obsolete or irrelevant.54

Institutional ecosystem: Not always enforcement friendly. Beyond a strong 
rationale for fiscal rules and some trust in a government’s ability to de-
sign and operate them, some have argued that deeper country- specific 
 factors determine the extent to which a society values compliance with 
rules— and correspondingly accepts enforcement as needed.  These at-
titudes are partially reflected in the nature of government institutions 
and the quality of governance, which should ultimately affect the level 
of public trust in the governance system. Figure 6.4 offers another cut 

Figure 6.4
Trust in the national government across Eu ro pean Union member states 
(2001–2017)

Source: Eurobarometer.
Notes: Trust is the percentage of positive answers to the question: “Do you tend to trust or 
not to trust the government?” Countries included are Belgium, Denmark, Ireland, Greece, 
Spain, France, Italy, Luxembourg, The Netherlands, Austria, Portugal, Findland, Sweden, 
and the UK. Nordics = Denmark, Finland, and Sweden; Southerners = Greece, Italy, Portugal, 
and Spain.
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at the Eurobarometer’s mea sure of trust in national governments. Most 
striking is the cross- country difference in the overall level of trust be-
tween two groups of EU member states which we could a priori think 
of as having diff er ent attitudes with re spect to rules- based fiscal policy, 
namely the Southern Eu ro pean members (Greece, Italy, Portugal, and 
Spain) and the Nordic members (Denmark, Finland, and Sweden).

While trust of government in the Nordic members has remained rel-
atively high and quite stable since 2000, it collapsed among the Southern 
members, particularly  after the GFC. Movements in unemployment and 
other crisis- related economic pain clearly explain time variations in this 
gap.55 However, the possibility that certain cultural features translate 
into sound institutions and strong public trust is worth exploring. Trust 
in the demo cratic system, in the integrity and effectiveness of elected 
politicians and of civil servants, and in the rule of law arguably increase 
the chances of survival of an effective rules- based fiscal framework.

Purely for the sake of illustration, Figure  6.5 displays the uncon-
ditional correlation between a broad mea sure of fiscal performance— 
the average overall bud get balance over 2000–2010— and a mea sur able 
cultural dimension that may shape attitudes vis- à- vis fiscal soundness as 
embedded in fiscal rules.56 This dimension— which Hofstede, Hofstede, 
and  Minkov label “masculinity”— assigns country scores reflecting the 
extent to which  people value assertiveness and individual competition as 
opposed to cooperation and consensus building.57 In the context of this 
paper, one interpretation is that a low masculinity score is likely to be 
associated with socie ties showing greater re spect for institutions aimed 
at fostering cooperation and consensus around certain policy objectives. 
And this is exactly what a fiscal rule is supposed to achieve: coordinate 
 people’s expectations about  future policy paths anchored in clear and 
broadly shared goals.

Looking at a broader sample of 25 advanced economies (among 
which 18 are EU members), we observe a clear negative correlation 
(−0.49) between the bud get balance and the “masculinity” score. The 
slope of the  simple bivariate regression line is significantly diff er ent from 
zero at the 1  percent level. What is also striking is that the two subgroups 
exhibiting contrasting levels of trust in their national governments in 
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Figure 6.4 (the Southerners and Nordics) have very diff er ent positions 
in the scatter plot. This is particularly evident in the case of the Nordics.58 
This line of reasoning suggests that a rules- based fiscal framework 
aimed to anchoring expectations of responsible fiscal policies may have 
a greater chance to emerge and survive in countries with public trust in 
governments and in rules.

WRAPPING UP: ENFORCEABILITY AND THREATS TO FISCAL RULES

Enforceable fiscal policy rules are vulnerable to a range of potentially 
existential threats. First, when their authors try to make them eco nom-
ically sensible, they  will end up being to some degree more complex 
and opaque, obfuscating policy guidance and communication. Second, 

Figure 6.5
Culture and fiscal be hav ior (in percentage of GDP, 2000–2010)

Sources: Eurobarometer, https:// www . eui . eu / Research / Library / ResearchGuides / Economics 
/ Statistics / DataPortal / Eurobarometer; IMF World Economic Outlook; and authors’ calculations.
Notes: GDP = gross domestic product. Balance = −0.06 (***), Masc + 1.05, R2 = 0.24. Coun-
tries included are Belgium, Denmark, Ireland, Greece, Spain, France, Italy, Luxembourg, The 
Netherlands, Austria, Portugal, Findland, Sweden, and the UK. Nordics (▲) = Denmark, Fin-
land, and Sweden; Southerners () = Greece, Italy, Portugal, and Spain.



108 A FISCAL CLIFF

uncertainty around the steady state (and especially potential growth and 
the natu ral rate of interest) complicates the calibration of sensible bind-
ing rules, raising the risk of enforcing undesirable policy adjustments 
or being too lenient with policy  mistakes. As such, they are exposed to 
widespread criticisms on technical as well as po liti cal grounds. Third, 
the possibility of forcing elected policymakers to take certain actions puts 
a premium on a strong and well- understood rationale for the rule as well 
as a broad public support for the framework (i.e., owner ship).

If, for all  these reasons, the voting public ultimately fails to fully 
grasp the benefits of fiscal rules, deviations from numerical caps  will 
also carry  little or no reputational or po liti cal costs for governments. 
Hence, when public support is low, simply abandoning the rule may not 
appear to be a costly proposition for a government unconcerned with 
macroeco nom ically sound policies.59 As suggested previously, large and 
per sis tent cross- country divergences in average levels of trust in govern-
ment institutions may suggest varying degrees of support for enforceable 
fiscal rules. Moreover, as fiscal rules tend to be  adopted at or around 
times of fiscal duress, the return to normalcy might further erode the 
perceived rationale for keeping a rules- based fiscal framework.

To be fair, enforceability also comes with specific advantages to 
be weighed against the practical relevance of the previously discussed 
threats. In par tic u lar, the impact of an enforcement procedure exceeds 
the expected value of sanctions punishing violations of the rule. The 
mere activation of such a procedure could indeed trigger reputational 
effects. Even if sanctions lack credibility, the apparent readiness of a 
country to be caught reneging on its own public promises might signal 
an intrinsically weaker commitment to debt sustainability compared 
to a country actively avoiding being considered a violator. An enforce-
ment procedure could thus be a useful device to coordinate market 
expectations, causing risk premiums to react accordingly. The higher 
sovereign spreads associated with the activation of Excessive Deficit 
Procedures  under the EU Stability and Growth Pact are consistent 
with that role.60

In the end, it is only if attempts at enforcement carry sufficiently 
serious risks of abandoning rules- based fiscal policy (or if they severely 
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undermine rule implementation) that consideration should be given to 
nonenforceable fiscal rules or benchmarks. In the monetary realm, a 
“rule” that is si mul ta neously  simple, flexible, but not enforceable is a 
Taylor rule. The next section illustrates how a rules- based fiscal frame-
work centered on a fiscal Taylor rule could work.

RULES- BASED FISCAL POLICY WITHOUT FORMAL ENFORCEMENT

This section expands the universe of pos si ble rules- based fiscal frame-
works to include  those that do not rely on an enforceable numerical 
rule. We elaborate on the potential role for Taylor- type indicative rules 
to formally guide discretion in the short run and promote long- run debt 
sustainability. In a sense, we won der  whether a good compass might not 
be more useful than a heavy, unusable stick.  After illustrating the basic 
features of such a rule, we discuss how an effective fiscal framework 
could leverage nonbinding benchmarks to improve the conduct of fiscal 
policy.

THE FISCAL TAYLOR RULE

The idea of using a  simple formula to benchmark fiscal policy is not new. 
It directly emulates the use of Taylor rules in monetary policy discus-
sions.61 Taylor himself proposed such a fiscal rule for the United States 
based on a  simple empirical model of the fiscal balance.62 The rapidly 
growing use of dynamic stochastic general equilibrium models allowed 
characterizing similar policy rules with desirable welfare effects.63 Other 
studies built on Taylor’s original proposal to devise sensible benchmarks 
against which to assess the fiscal stance.64  Here, we only illustrate how a 
 simple formula with well- defined properties can indeed provide relevant 
benchmarks to assess fiscal policy; we do not look for a desirable— and 
even less an optimal— calibration.

 Under the original fiscal Taylor rule, the nominal bud get balance is 
such that a given structural surplus is maintained over the cycle, while 
the nominal balance benchmark fully accommodates the estimated 
effect of automatic stabilizers. In short, the rule makes the standard dis-
tinction between the cyclical and structural components of the bud get 
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deficit. That way, fiscal policy is anchored (public debt converges to 
some number deemed desirable), it provides support to aggregate de-
mand when activity is below potential, and it cools down expenditure 
growth when the economy is above potential. Taylor’s empirical esti-
mates suggest that such a rule provides a good fit for the U.S. federal fis-
cal balance over the long term; his sample spans 1960–1999. He proposes 
a  simple FTR that can be written as follows:

bt = 0.5yt, (6.9)

where yt symbolizes the output gap.
The normative value of (6.9) is even more controversial than its ana-

logue in the monetary Taylor rule  because the fiscal policy mandate ex-
tends well beyond macroeconomic stabilization  under the constraint of 
debt sustainability.65 Debt sustainability remains a constraint regardless of 
policymakers’ goals, and short- term output stabilization is usually seen as 
desirable. And since the idea is to devise a sensible benchmark for good 
be hav ior, not a binding constraint subject to enforcement, one can be 
more relaxed about getting close to a characterization of the optimal fiscal 
stance.

For the sake of illustration, a more general FTR could be param-
etrized along the lines of (6.10), which we simulate for the United States 
and France:

bt = bt + βyt ,  (6.10)

where β is the deficit allowance for cyclical stabilization and 

bt =
−θt*

1+θt*
dFTR*  is a “long- term” objective defined as the nominal bal-

ance ensuring a convergence of the public debt- to- GDP ratio to a given 
number dFTR*  if the output gap was always zero. Thus, bt  ensures that 
fiscal policy is anchored in the specific sense that public trajectories tend 
to converge to some desirable public debt level. For our illustrative sim-
ulations, we simply assume that θt*  is the 10- year moving average of 
nominal GDP growth.
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The FTR described in (6.9) is simulated in Figure 6.6 over the pe-
riod 1990–2017, assuming a desired convergence to a public debt target of 
60  percent of GDP ( bt = 0.6 ) and two alternative responses to the output 
gap: β = 0.5 and β = 1. The reference value for the long- term public debt 
target is a rather common benchmark in assessments of long- term adjust-
ment needs.66 Lower numbers could be envisaged in accordance with 
precautionary motives, such as the need to create buffers to accommo-
date uninsurable fiscal risk.67 For fiscal stabilization, β = 0.5 is a reason-
able proxy for the effect of automatic stabilizers,68 while β = 1 presupposes 
some systematically stabilizing response of discretionary fiscal policy.

Except for the two under lying objectives (debt and output stabili-
zation),  every dimension of this highly stylized calibration exercise is 
debatable. Using the output gap and potential growth, which are unob-
servable, makes the analy sis vulnerable to possibly sizable revisions in po-
tential output.69 And  little guidance exists on acceptable long- run public 
debt levels, or on the adequate degree of fiscal stabilization. Again, we 
do not try to define an optimal FTR, we illustrate how  simple bench-
marks explic itly incorporating desirable properties of fiscal policy suffice 
to support a meaningful narrative on the adequacy of the fiscal stance.

Several in ter est ing lessons emerge from the simulations. First, while 
the U.S. bud get balance oscillates around the benchmarks, France con-
sistently underperforms, with deficits exceeding the benchmark  every 
single year following the adoption of the Maastricht Treaty. Second, 
while France’s per for mance initially remained close to the benchmark 
assuming a strongly stabilizing response, a per for mance gap opened 
abruptly  after 1998, the year euro area candidates had to pass the Maas-
tricht admission test to the currency  union. That gap only started to 
close during the post-2009 adjustment. This suggests that when the 
Maastricht criteria  were generally considered as binding, fiscal policy 
was broadly in line with the FTR benchmark, but that public finances 
never made up for the lack of improvement during 1999–2001. Third, in 
both countries, the FTR benchmarks fail to account for the exceptional 
fiscal stimulus and revenue losses associated with the  Great Recession. 
Remarkably, however,  there is a strong convergence  toward the bench-
marks  after 2010 and in the medium- term forecast, suggesting that, as 
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Figure 6.6
France and the United States:  actual fiscal balance versus FTR- based 
benchmark

Source: Authors’ calculations.
Note: FTR = fiscal Taylor rule.
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output gaps close, deficits are moving back to levels consistent with the 
long- term debt objective.

As always, any formula- based benchmark is subject to limitations 
calling for judgment when interpreting deviations. For instance, assess-
ments are sensitive to the data vintage. Figure 6.6 plots series reflecting 
the most recent data and, as such, they incorporate information on the 
output gap and the bud get balance that was not available at the time pol-
icymakers planned and executed the bud get or at the time fiscal per for-
mance against the rule could plausibly be assessed. To better gauge the 
relevance of the FTR benchmark, it is useful to look at how fiscal policy 
fared using the data that was available at the time an official assessment 
might have been carried out. In Figure 6.7, we use the data vintage of 
year t + 1 (the earliest estimates pos si ble during the year) to compare the 
benchmark to the  actual balance estimated for t. As we use data from the 
Stability and Convergence Programs submitted to the Eu ro pean Com-
mission, the results concern France only.70

Figure 6.7
France: FTR- based benchmarks against  actual in “real time”

Sources: Author’s calculations and Stability and Convergence Programs.
Note: FTR = fiscal Taylor rule.
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Real- time benchmarks are generally closer to the estimated balance 
than when using the latest available data, particularly between 2004–2008. 
That period exhibits large differences between real- time output gaps— 
thought to be negative except in 2007–2008— and postcrisis estimates— 
which often exhibit positive numbers.71 Symmetrically, real- time postcrisis 
estimated output gaps  were much more negative than the most recent fig-
ures, resulting in larger and more protracted benchmark deficits.

Such differences illustrate the already difficult trade- off between 
maintaining sufficiently  simple formulations of the FTR benchmark and 
the flexibility required in selecting the most relevant  factors shaping sound 
fiscal policies. Still, the FTR could be a novel and constructive part of the 
communication strategy of a fiscal framework—an issue we turn to next.

FTR BENCHMARKS AND RULES- BASED FISCAL POLICY

The basic simulations discussed previously suggest that FTR bench-
marks can identify episodes where fiscal policy is adequate and  those 
where it is problematic. If defining  simple and meaningful benchmarks 
is pos si ble, the framework through which  these could influence the con-
duct of fiscal policy is yet to be defined. In the absence of enforcement, 
 there is no formal commitment device such as the threat of sanctions. 
Thus, the costs of deviating from an FTR are strictly reputational; any 
FTR- based framework should exhibit specific arrangements aimed at 
amplifying the reputational effects of the rule.

The recent emergence of in de pen dent fiscal councils (IFCs) sug-
gests a promising ave nue to ensure that significant reputational effects 
are associated with a nonenforceable rule. In most countries, and cer-
tainly in EU member states, IFCs are mandated (and in many cases well 
equipped) to make thorough economic assessments of fiscal policy.72 By 
influencing the public debate and clarifying the meaning of traditional 
signals about fiscal policy—through official bud get documents and state-
ments, as well as parliamentary debates— IFCs inform all interested par-
ties in the bud get pro cess, from parliaments to markets and the voting 
public. In  doing so, IFCs can trigger meaningful discussions on the broad 
adequacy of the fiscal stance, and  there is suggestive evidence that stron-
ger fiscal per for mance has followed.73
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Assessing fiscal policy informed by a  simple and transparent FTR 
with well- defined properties would thus be a natu ral function of IFCs. 
A home- grown IFC mindful of the local po liti cal landscape should be 
able to raise alarm bells about unwarranted deviations from an FTR and 
usefully inform voters, market participants, and veto players in the bud-
get pro cess. Exposing unhealthy trends in public finances should trigger 
pressures— from members of parliament to civil society and sovereign 
markets—to correct them.

The approach is relevant in the Eu ro pean context. Heterogeneous 
po liti cal traditions and fiscal cultures are a clear threat to the Maastricht 
construct of supranational fiscal rules, making the enforcement of  these 
rules complex and uneven across countries. Before some seize that op-
portunity to bury—de facto if not de jure— rules- based fiscal policy, 
the potential merits of an FTR- based framework are clear, and the idea 
has made its way in the debate on EU fiscal governance reforms. For in-
stance, Carnot proposes an FTR- styled benchmark as a complement to 
existing rules at the EU level.74 One might even argue that the Medium- 
Term Objectives embedded in the SGP are a form of FTR, although 
their role is currently blurred by enforcement- related complexities.75 As 
greater reliance on national fiscal frameworks is a pillar of the last wave 
of fiscal governance reforms in the EU,76 member states that find it in 
their best interest should be able to consider an FTR- based framework 
provided that it complies with the fundamental properties desired at the 
EU level (i.e., fiscal stabilization in line with automatic stabilizers and 
convergence of the debt- to- GDP ratio to 60  percent of GDP).

Who should define and periodically review the FTR? While the 
objectives of fiscal policy result from a po liti cal choice, the technical 
work of defining a benchmark consistent with  these objectives belongs 
to an IFC. In the EU context, the Eu ro pean Fiscal Board—or a beefed-
up variant of it— could be involved in the design of country- specific 
benchmarks consistent with the Maastricht prescriptions. Countries and 
their national IFCs should then be left with the task of operating na-
tional fiscal frameworks in line with the broad patterns of fiscal be hav ior 
embedded in the FTR. The specific procedures and means used by the 
IFC to adequately amplify the reputational effects of a well- defined FTR 
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depend on the country’s po liti cal environment. It seems clear, however, 
that such an IFC should be aligned with leading international practice.77

CONCLUDING REMARKS

Rules- based fiscal policy is facing existential threats. We connect  these 
threats to the dominant view of fiscal rules as enforceable speed limits. We 
show that to be socially desirable, enforceability requires rather sophisti-
cated rules that should ideally mimic optimal fiscal policy. Other wise, 
weak enforcement (and correspondingly low formal compliance) is 
preferable, and at the limit  simple rules should not be enforced at all. In 
practice, the focus on enforceable rules appears to have resulted in in-
tractable complexity, to the point of putting rules- based fiscal policy at 
risk. The evolution of the EU fiscal framework illustrates this outcome 
and the related risk of de- anchoring fiscal expectations.

Acknowledging that strict enforcement is not a precondition for the 
effectiveness of a fiscal rule, we suggest that  simple, flexible but nonen-
forceable rules could be potentially useful anchors for fiscal frameworks. 
Such numerical benchmarks à la Taylor (against which fiscal per for-
mance can easily be assessed) can only affect policymakers’ incentives 
through reputational effects. In de pen dent fiscal councils could play a 
key role in amplifying  these effects. Specifically, unwarranted devia-
tions from the benchmarks—if of course the latter are well- defined and 
receive broad popu lar support— should prompt the fiscal council to raise 
alarm, encouraging reactions from parliament, the voting public, and 
market participants that improve fiscal be hav ior.

 Because enforcement procedures per se can also generate reputa-
tional effects, the adoption of a rules- based fiscal framework anchored in 
nonenforceable rules and benchmarks should result from a cost– benefit 
analy sis. The perceived threats associated with enforcement (and the re-
lated risk of abandoning any constraint on discretion) must be weighed 
against the reputational effects achieved through the activation of en-
forcement procedures. Overall, a fiscal Taylor rule with strong in de pen-
dent oversight provides a potentially fruitful ave nue to increase the set of 
effective rules- based frameworks.
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APPENDIX: COSTLY ENFORCEMENT AND  

COMPLIANCE— A  SIMPLE ILLUSTRATION

To illustrate the basic logic of our argument in the main text, take the bare- bones 
two- period “partisan” model of optimal fiscal policy, indexed by Equations (6.A.1) 
and (6.A.2).78 Citizens value the production of public goods as follows:

W = u(g1) + u(g2), with u′ > 0 and u″ < 0, (6.A.1)

whereas elected officials choose the path of public goods production to maximize 
their own utility, defined as:

U = u(g1) + π u(g2). (6.A.2)

For simplicity, both the rate of interest and the subjective discount rate are equal to 
0. The difference between citizens and elected officials is that the latter value their 
time in office and only extract utility from public goods when they are in charge. 
Equation (6.A.2) reflects the assumption that elections taking place at the end of 
period 1 have an uncertain outcome, with π capturing the incumbent’s probabil-
ity of reelection. The production of public goods is subject to obvious resource 
constraints and public debt (d) can only tilt the intertemporal profile of public 
consumption:

g1 = τ o + d, (6.A.3.a)

g2 = τ o − d, (6.A.3.b)

where τ o is a given resource endowment of the government  every period.
The social optimum (planner solution, denoted by a star superscript) and the 

po liti cal equilibrium (denoted by a two- star superscript) have the usual features:

g1* = g2
*  and d* = 0 ; (6.A.4.a)

g1** > g2
** and d** > 0. (6.A.4.b)

In words, the risk of losing an election makes elected officials myopic, leading them 
to produce more public goods in period 1 than in period 2 and to accumulate pub-
lic debt in the pro cess.
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Now assume a balanced- budget requirement framed in a credible  legal instru-
ment that triggers adequate costs for the elected official in case he or she borrows 
d > d *. A policymaker subject to a fiscal rule defined in this way thus maximizes:

V = u(g1) + πu(g2) − ψ(d − d *), (6.A.5)

where ψ symbolizes the marginal cost of an excessive deficit. That pa ram e ter en-
compasses the utility loss incurred when the rule is breached as well as the strength 
of the enforcement procedure. Assuming for the sake of the argument that the 
population— say through a referendum— can directly choose the (socially) optimal 
enforcement term, it  will opt for the following:79

ψ * = (1 − π )u′ (g2) > 0. (6.A.6)

Hence, the fiscal rule characterized by a debt ceiling d * and an enforcement proce-
dure delivering a marginal cost of deviation ψ * can eliminate the debt bias  because 
it encourages the provision of  future public goods. Clearly, enforcement is instru-
mental for the effectiveness of the rule.

Now, if enforcing the rule is costly— for example,  because spending cuts un-
dermine the quality of fiscal policy— the period 1 resource constraint becomes as 
follows:80

g1 = T(τ o, ψ) + d, with Tψ < 0; Tψψ < 0, and T(τ o, 0) = τ o. (6.A.7)

Enforcing the fiscal rule would now entail a negative “income effect” denting the 
gains from improved intertemporal substitution. Thus, citizens would find it opti-
mal to trade off some suboptimal intertemporal substitution (i.e., a deficit) against 
lower enforcement costs, resulting in a weaker enforcement of the rule.

Formally, this means that the resource constraints now imply 
∂ g2

∂ψ
= Tψ −

∂ g1
∂ψ

.  

The first- order condition for optimal enforcement of the rule when enforcement is 

costly (denoted by **) then becomes

∂W
∂ψ

= π − 1( ) ′u g2( ) +ψ **( ) ∂ g1
∂ψ

+ ′u g2( )Tψ = 0.    (6.A.8)

Since u′(g2)Tψ < 0 and 
∂ g1
∂ψ

< 0 , then the solution of (6.A.8) must satisfy ψ ** < ψ *  

by a sufficient margin. (Note that ψ ** = ψ * yields (π − 1)u′(g2) + ψ ** = 0.) The result 
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is an upward tilt in the time path of available resources for public good production. 
Weak enforcement results from the fact that pursuing a balanced bud get as pre-
scribed by the rule would not be socially optimal  because the induced income loss 
of strict enforcement would more than offset the benefit from achieving an optimal 
intertemporal distribution of public consumption.





Everyone wants a fiscal policy that is sustainable, but just what does sustain-
ability  really mean? This chapter considers three diff er ent perspectives— 
sustainability as solvency, sustainability as constraints on the growth of 
liabilities, and functional sustainability. Each of  these perspectives is use-
ful in formulating rules for sustainable fiscal policy.

SUSTAINABILITY AS SOLVENCY

The first and simplest perspective makes sustainability a synonym for 
solvency—or strictly speaking, equitable solvency, which means the ability 
to meet financial obligations in full and on time. Individuals and private 
firms can easily become insolvent in this sense. If so, they may face  legal 
sanctions or be forced into bankruptcy. Governments too can become 
insolvent if they fail to pursue responsible fiscal policy.

The adherents of modern monetary theory often emphasize the 
proposition that sovereign governments that follow certain rules are im-
mune from equitable insolvency. As L. Randall Wray puts it, perpetual 
government sector deficits of any size are sustainable “in the sense that a 
sovereign government can continue to make all payments as they come 
due— including interest payments—no  matter how big  those payments 
become.”1

CHAPTER SEVEN

RULES FOR SUSTAINABLE FISCAL 
POLICY: THREE PERSPECTIVES

ED DOLAN
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To qualify, governments must adhere to what we might call the 
golden rule of solvency, namely, that all liabilities must be denominated 
in a currency that the government itself issues. If so, the government can 
meet any obligation, such as a maturing bond or an invoice for goods or 
ser vices, by issuing monetary liabilities through the banking system or 
in the form of paper currency.

In contrast, countries that use a currency that they do not issue must 
have an external source for the currency that they  will need to meet 
their obligations. Examples include members of the euro area and coun-
tries like Ec ua dor, which uses the U.S. dollar. Governments that issue 
their own currencies for domestic use but borrow in foreign currencies 
are a mixed case; they must have an external source to cover foreign- 
currency obligations, but they can meet their domestic obligations with-
out limit. It is also impor tant to note that the golden rule protects only 
a country’s currency- issuing central government. It does not guarantee 
the solvency of local or regional units of government that issue liabilities 
denominated in the national currency.

Furthermore, the golden rule itself is subject to some impor tant ca-
veats. One is that even governments that issue their own currencies need 
to avoid self- imposed constraints on their solvency. For example, the 
U.S. government operates  under a nominal debt ceiling. According to 
the U.S. Trea sury, “Failing to increase the debt limit would have cata-
strophic economic consequences. It would cause the government to de-
fault on its  legal obligations.”2 The debt ceiling is a “soft” constraint on 
solvency, since it can be, and regularly is, raised or suspended to ensure 
continuous ser vice of the national debt. In the EU, not only euro area 
members but also countries like Sweden or Poland that have retained 
their own currencies are subject to similar soft debt ceilings.

Fi nally, although the golden rule protects a government against eq-
uitable insolvency, it does not protect it against other  hazards of bad 
fiscal policy. Solvent governments can maintain an inappropriate degree 
of bud getary austerity, leading to inadequate aggregate demand, high 
unemployment, and slow growth. They can, instead, pursue inappropri-
ately expansionary fiscal policy when their economies have reached the 
full- employment level of output, resulting in excessive inflation. They 
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can pursue stop-go policies that alternate between  these extremes, exac-
erbating rather than moderating the business cycle.

Fi nally, in extreme cases, sovereign governments that issue their own 
currency can fall victim to hyperinflation. Inflation, even hyperinflation, 
need not result in technical insolvency. It is always pos si ble to honor all 
past nominal liabilities, no  matter how large, by issuing currency or bank 
balances with a sufficiently large number of zeros. However, eventually 
 people become unwilling to make new offers of goods or ser vices in ex-
change for promises of any number of billions or octillions of nominal 
currency units. At that point, the game is over, and  either the govern-
ment falls or it relinquishes its unlimited power to issue currency in  favor 
of some arrangement such as a dollarization or a currency board.

In short, maintaining equitable solvency is only the starting point 
for a discussion of fiscal sustainability, not the  whole story.

SUSTAINABILITY AS CONSTRAINED GROWTH OF LIABILITIES

According to a second perspective, a fiscal policy is sustainable if it ap-
propriately constrains the growth of government liabilities as a share 
of gross domestic product (GDP). Just what the appropriate constraint 
should be is open to debate.  Those whose only concern is maintaining 
equitable solvency might set the ceiling for liabilities at a substantial mul-
tiple of GDP.  Others would like to see a ceiling well below 100  percent 
of GDP, on the grounds that high liability ratios are associated with high 
interest rates, slow growth, or excessive inflation. The question of the 
optimal level of liabilities is beyond the scope of this chapter, which  will 
focus on the more general question of the conditions  under which the 
liability ratio  will not increase without limit.

For purposes of this section, it is con ve nient to treat the entire cen-
tral government of a country as a single unit. For the United States, 
that means consolidating the balance sheets of the Department of the 
Trea sury and the Federal Reserve System (the Fed), along with other ac-
counting entities such as government trust funds that hold government 
liabilities as assets. All liabilities of one government entity that are held 
as assets by another entity are netted out. What remains are government 
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liabilities held by members of the public, that is, by  house holds; financial 
and nonfinancial firms; and foreign, private, and government entities.

Liabilities of the consolidated government sector can be further di-
vided into monetary and nonmonetary liabilities. In the United States, 
monetary liabilities include Federal Reserve notes, commercial bank re-
serve deposits at the Fed, and Trea sury coin, which together are known 
as the monetary base. Nonmonetary liabilities include Trea sury bills and 
notes, collectively known as government debt.

Over time, total liabilities outstanding change as a result of govern-
ment expenditures and tax receipts. Expenditures,  whether for purchasing 
goods and ser vices, making interest payments, or making transfer pay-
ments, have the immediate impact of increasing monetary liabilities as 
payments by check or electronic transfer are cleared through the banking 
system. Tax payments by  house holds and firms reduce outstanding mon-
etary liabilities as they are deposited in the Trea sury’s account at the Fed.

Si mul ta neously with spending and taxation, or subsequently, the 
government may engage in further financial operations that affect the 
composition of its liabilities to public. For example, when the Trea sury 
sells new securities at auction, the government’s nonmonetary liabili-
ties increase, and its monetary liabilities decrease by an equal amount. 
Similarly, nonmonetary liabilities increase and monetary liabilities de-
crease when the central bank sells securities from its own portfolio of 
previously issued Trea sury securities (open market sales). Redemption of 
maturing securities by the Trea sury and open market purchases by the 
Fed decrease the government’s outstanding nonmonetary liabilities and 
increase monetary liabilities.

When the government uses taxation to offset the monetary impact 
of its expenditures, it is popularly said to be “financing its spending with 
taxes.” When it sells securities for the same purpose, it is said to be “fi-
nancing spending by borrowing.” When it does neither, it is said to be 
“monetizing the deficit” or “financing spending by issuing money” or 
simply by “printing money.”

Since our topic is the long- run sustainability of fiscal policy, this 
section  will pay less attention to short- term changes in the values of 
the bud get balance and government liabilities and more attention to 
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their long- term relationships to GDP. Accordingly, we  will focus on the 
“structural” or “cyclical adjusted” values of variables. Structural values 
are defined as  those that would prevail when the economy is operat-
ing at “full employment,” or more properly, at “potential GDP.” Dur-
ing downturns, GDP falls below its potential level, unemployment rises, 
spending on unemployment insurance and poverty programs rises, tax 
revenues fall, and the deficit increases. In boom times, unemployment 
temporarily falls below the level consistent with potential GDP, outlays 
fall, revenue rises, and the bud get balance moves  toward surplus.

With  these points of terminology out of the way, we are ready to 
explore the  simple mathe matics related to the ratio of liabilities to GDP. 
Over any period, the change in total liabilities is equal to the bud get bal-
ance with the sign reversed— increasing when  there is a deficit and de-
creasing when  there is a surplus. For any given values of GDP growth and 
the initial level of liabilities,  there is some “steady- state structural balance” 
that  will hold the ratio of liabilities to GDP constant, on average, over 
the business cycle. The steady- state structural balance, stated as a percent-
age of GDP, is equal to the negative of the liability ratio times the rate of 
growth of GDP.

SBAL* = −G(LBR), (7.1)

where SBAL* is the equilibrium structural balance expressed as a per-
centage of potential GDP; LBR is the ratio of total government liabili-
ties (monetary and nonmonetary) to potential GDP; and G is the rate of 
growth of potential GDP.

For example, suppose GDP is initially $10 trillion, the growth rate 
is 4  percent, and total liabilities are initially $5 trillion, or 50  percent of 
GDP. A $200 billion deficit, or 2  percent of GDP, would then be just 
enough to hold the liability ratio at 50  percent.

Instead, solving Equation (7.1) for the liability ratio, we can define 
a steady- state liability ratio, LBR*, for any fixed values of the structural 
balance and the growth rate:

LBR* = −SBAL/G. (7.2)
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Using the numbers from our previous example, the liability ratio re-
mains constant at 50  percent of GDP when the growth rate is 4  percent 
and the structural balance is in deficit by 2  percent.

If  there is a permanent change in the structural balance, the liability 
ratio  will increase or decrease over time  until it reaches its new equilib-
rium value. For example, beginning from our previous numbers, sup-
pose that the structural deficit increases to 3  percent of GDP in 2010 and 
stays  there. If the value of GDP at the beginning of 2010 is, say, $10 trillion, 
then over the course of the first year, it  will increase to $10.4 trillion 
while liabilities increase by $300 billion to $5.3 trillion. That  will raise 
the liability ratio to about 51  percent of GDP. The liability ratio  will 
continue to increase each year  after that, gradually approaching a new 
equilibrium level of 75  percent of GDP. In graphical form, the pro cess 
would look like Figure 7.1.

The same math applies if the structural bud get is permanently in sur-
plus. For example, a change in the bud get balance from a 2  percent defi-
cit to a 2  percent surplus would gradually decrease the liability ratio over 
time. Following the practice of countries like Norway that have chronic 
bud get surpluses, the annual surpluses would be invested in a sovereign 
wealth fund. By Equation (7.2), the steady- state value of the sovereign 
wealth fund would be 50  percent of GDP (LBR* = −50  percent).

 These conclusions suggest two pos si ble rules for fiscal sustainability: 
One would be to select a desired target value for the liability ratio and 
hold the structural bud get balance equal to the corresponding steady- 
state bud get balance as given by Equation (7.1). The alternative would 
be to select a desired value for the bud get balance, allowing the liability 
ratio to rise or fall over time to its steady state value.

Mathematically speaking, any level for the structural deficit is sus-
tainable so long as it is held constant as a share of GDP— even if growth 
is sluggish and the deficit is chronically large. For example, a deficit 
of 5   percent of GDP and nominal GDP growth of 2   percent would 
produce a steady- state liability ratio of 250  percent of GDP  Those are 
roughly the numbers for Japan in recent years.

However, although mathematically valid,  there is a major practical 
difficulty with a fiscal policy rule that tries to hold the overall bud get 
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balance constant. To understand why, we need to make a distinction 
between two types of government expenditures: interest expenditures, that 
is, the net interest paid or received by the consolidated government, and 
program expenditures, which includes all other outlays.

Program expenditures,  whether for civilian or military purposes 
and  whether for transfer payments or purchase of goods and ser vices, 
are the part of the bud get that produces the public benefits that motivate 
po liti cal decisionmakers. Interest expenditures produce no comparable 
po liti cal payoff.

With this distinction in mind, let’s revisit the pro cess of adjustment 
to a new equilibrium liability ratio following an increase in the deficit. 
As before, we assume GDP growth of 4  percent and an initial liability 
ratio of 50  percent. This time we  will be more specific about the bud get. 
We assume that tax revenue is 18  percent of GDP and total expenditures 
are initially 20  percent of GDP. We assume an interest rate of 4  percent, 
so that interest expense is initially 2  percent of GDP. Program expen-
ditures are initially 18  percent of GDP. They increase to 19  percent in 

Figure 7.1
Evolution of liability ratio following a change in the structural balance

Source: Author’s calculations.
Note: GDP = gross domestic product; LBR = steady- state liability ratio; SBAL = structural bal-
ance expressed as a percentage of potential GDP. Assumptions: G = 0. 5, Initial LBR = 0.5, 
Initial SBAL = −0.02, and SBAL  after 2010 = −0.03.
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2010, bringing total expenditures to 21  percent of GDP.  Under  these as-
sumptions, what  will happen over time to expenditures and taxes if the 
deficit is held steady at its new level of 3  percent?

The answer is that something has to give. As soon as the deficit in-
creases, total liabilities and interest expenses begin to rise. If taxes are 
held at 18   percent of GDP and the overall deficit is held at 3   percent, 
then program expenditures  will be squeezed. As Figure 7.2 shows, by 
the time the liability ratio rises to its new equilibrium, program expen-
ditures  will be right back where they started.

Po liti cally speaking, it would be much more desirable to be able to 
maintain both a constant level of program expenditures and a constant 
level of taxes. To do that, the fiscal policy rule would need to target 
not the overall structural balance, but the “primary structural balance,” 
meaning taxes minus program expenditures, or equivalently, the overall 
structural balance minus interest expenditures. But such a rule raises a 
new question: Can we be sure that the liability ratio  will have a finite 
steady- state value for any given primary structural balance, or is it pos-
si ble that the liability ratio might increase (or decrease) without limit?

Figure 7.2
Evolution of expenditures following permanent change in structural deficit 
from 2% to 3% of GDP

Source: Author’s calculations.
Note: GDP = gross domestic product.
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The answer, it turns out, depends on the relationship between the 
rate of growth of GDP and the interest rate. To see why, we can rewrite 
Equation (7.1), replacing the overall structural balance with the primary 
structural balance (PSB) minus interest expense, and writing interest 
expense as the interest rate R times the liability ratio LBR. That gives us

PSB − R(LBR) = −G(LBR). (7.3)

Let PSB* be the steady- state value of the primary structural deficit, that 
is, the level of the primary structural deficit that  will hold the liability 
ratio constant over time. For a given value of the liability ratio, the 
steady- state value can be written as

PSB* = (R − G)LBR. (7.4)

The interest rate and the growth rate can be expressed in  either real or 
nominal terms, so long as both are done the same way. The examples 
that follow  will use nominal values.

The first  thing we see from Equation (7.4) is that when the interest 
rate is higher than the growth rate, PSB* has a positive value, that is, 
a primary structural surplus is required to keep the liability ratio from 
increasing over time. In contrast, if the growth rate is greater than the 
interest rate, the liability ratio can be held constant even when  there is a 
primary structural deficit.

A second impor tant implication of Equation (7.4) is that an increase 
in the liability ratio raises the steady- state primary structural balance 
when the interest rate is greater than the growth rate, whereas an in-
crease in the liability ratio lowers the steady- state primary balance when 
the growth rate is greater than the interest rate. That relationship has 
impor tant implications for the stability of the liability ratio, as the fol-
lowing numerical examples make clear.

For example, suppose that the initial liability ratio is 0.5, the growth 
rate is 0.04, and the interest rate is 0.02. The steady- state primary struc-
tural balance  will then be −0.01. Interest expenditures  will also be 
1  percent of GDP, so overall bud get balance  will be −0.02.
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Suppose, now, that due to an increase in program spending, the pri-
mary balance falls a  little farther into deficit, say, to −0.015. As a result, 
the liability ratio  will begin to increase. In accordance with Equation 
(7.4), the greater liability ratio  will begin to decrease the steady- state 
value of the primary deficit, PSB*. Eventually, when the PSB* reaches 
0.015, the liability ratio  will stabilize at a new equilibrium value of 0.75, 
as shown by the top curve in Figure 7.3.

If, instead, the primary structural balance moved  toward surplus from 
its initial steady state value, say from −0.01 to −0.005, the liability ratio 
would begin to decrease. As it did so, PSB* would also increase  until it 
reaches −0.005. At that point, the liability ratio reached a new equilibrium 
value of −0.25 (net assets), as shown by the lower curve in Figure 7.3.

Figure 7.3
Evolution of liability ratio following a change in primary structural balance

Source: Author’s calculations.
Note: GDP = gross domestic product; PSB = primary structural balance; G = high growth; 
R = low interest rate; Assumptions: R = 0.02 and G = 0.04.
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To generalize, as long as the rate of growth of GDP is greater than 
the interest rate on government liabilities, the liability ratio  will ad-
just to a new, finite equilibrium value following any change in taxes 
or program expenditures that increase or decrease the primary struc-
tural balance as long as the balance remains at its new value relative 
to GDP.

In contrast, if the interest rate is greater than the rate of growth, 
then a departure from the steady- state primary structural balance  will 
have quite a diff er ent effect. To illustrate this possibility, suppose that the 
initial liability ratio is 0.5 as before, but the growth rate is 0.02, and the 
interest rate is 0.04. In this case, holding the liability ratio steady  will 
require a primary structural surplus of 1  percent of GDP.

Suppose now that a tax cut or increase in program expenditures 
moves the primary structural balance  toward deficit, say from its initial 
value of 0.01 to 0. As a result, the liability ratio  will begin to increase, 
and as it does so, PSB*  will also increase. As time goes by, rather than 
converging, the gap between  actual value and the steady state value of 
the primary structural deficit increases. The wider the gap, the more 
rapid the increase in the liability ratio. As shown by the upper curve 
in Figure 7.4, liabilities  will grow without limit  unless  there is a new 
change in policy that  will raise taxes or cut program spending.

Similarly, when the interest rate is greater than the growth rate, a 
policy change that raises taxes or cuts program spending  will cause a 
decrease in the liability ratio. Liabilities  will eventually fall to zero,  after 
which, assuming  there are no further policy changes, the ongoing bud-
get surplus can be invested in a sovereign wealth fund that increases in 
value at an ever- increasing rate.

It appears, then, that the much- feared scenario in which taxes are 
so low or spending so high that government liabilities increase without 
limit is a real possibility only when the interest rate on government lia-
bilities is greater than the rate of growth of GDP, when both par ameters 
are averaged over the business cycle. If the growth rate is higher than the 
interest rate, any fixed target for the primary structural balance,  whether 
surplus or deficit,  will be sufficient to prevent unlimited increase or de-
crease in the liability ratio.
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On the other hand, if the long- term value of the interest rate ex-
ceeds that of the growth rate, a primary structural balance target be-
comes more problematic. Yes,  there  will always be some value of the 
primary structural balance that is just right to keep the liability ratio at 
its current value, but the stability of the deficit ratio in that case would 
be less like that of a  table and more like that of a unicycle. Any deviation 
from the initial conditions,  unless corrected, would send the liability ra-
tio  toward unlimited increase or decrease. True,  unless the disturbance 
 were very large, the initial rate of change of the liability ratio would be 
small, but it would not be self- correcting.

Which case, then, is more likely? Figure 7.5 shows the relationship 
between interest rates and growth rates for the United States from 1970 

Figure 7.4
Evolution of liability ratio following a change in primary structural balance

Source: Author’s calculations.
Note: GDP = gross domestic product; PSB = primary structural balance, G = low growth, 
R = high interest rate; Assumptions: R = 0.04 and G = 0.02.
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to 2017. The growth rate is the rate of increase in nominal GDP. The 
interest rate shown is federal interest expenses divided by debt held by 
the public plus the monetary base—an approximation of the variable R 
in our model.3 The dotted lines show annual data, while the solid lines 
show moving averages over an eight- year period, which is the average 
peak- to- peak duration of business cycles over this time span.

Over the entire period from 1970 to 2017, the average nominal in-
terest rate on federal liabilities was 4.7  percent and the average growth 
rate of nominal GDP was 6.7  percent. During the 1970s, rapid inflation 
raised the rate of growth of nominal GDP and also, with a lag, raised 
nominal interest rates. Inflation rates fell during the 1980s, but interest 
expenses did not fall as rapidly as inflation, partly  because fear that infla-
tion might return kept rates high on newly issued securities and partly 
 because of the need to continue paying high interest rates on fixed- rate 

Figure 7.5
Interest rates vs. growth rates (nominal), 1970–2017

Source: Author’s calculations.
Note: Dotted lines = annual data; solid lines = 8- year moving average; R = interest rate; 
G = growth rate.
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securities issued during the high inflation years. As a result,  there was 
a period in the 1990s when interest expenses per dollar of liabilities 
exceeded the rate of nominal GDP growth by a small amount. In the 
2000s, investor expectations adjusted to continued low inflation. As they 
did so, interest rates fell, and interest expenses again dropped below the 
rate of nominal GDP growth.

On the  whole, then, experience with growth and interest rates over 
the past half  century has been consistent with scenarios in which a fixed 
target for the primary structural deficit would result in a finite steady- 
state value for the liability ratio. Looking forward, informed by his-
torical values, we might reasonably assume a long- term nominal GDP 
growth rate of 4  percent (2  percent real plus 2  percent inflation) and an 
average nominal interest expenses on total liabilities of 1.5  percent. If so, 
then a primary structural deficit of 2.5   percent of GDP, equivalent to 
an overall structural deficit of 4  percent of GDP, would be sufficient to 
stabilize the liability ratio at 100  percent of GDP, including net debt of 
80  percent of GDP and a monetary base of 20  percent of GDP.

 Those figures are not greatly diff er ent from projections for 2019, as of 
this writing, but they give  little margin for error. In par tic u lar, they do 
allow for the possibility that maintaining a liability ratio of 100  percent in 
the long run might put upward pressure on interest rates or slow the rate 
of growth. If so, the liability ratio might begin to grow unsustainably.

A more cautious approach, then, might reasonably set a tighter tar-
get for the primary structural balance than expected for fiscal year 2020, 
and aim for a steady- state liability ratio of well  under 100   percent of 
GDP. If that  were done soon, while interest rates and growth rates re-
main close to  those recently observed, then the steady- state level of debt 
could be brought down by a primary structural balance target that was 
still in deficit, but not by so much as it is at pre sent. An even more cau-
tious approach that wanted to guard against the possibility of near- term 
rise in interest rates relative to the growth rate could aim for a structural 
surplus. Ultimately, the choice among  these alternatives would depend 
not only on static forecasts of interest rates and growth, but also on esti-
mates of the degree to which an elevated liability ratio has the potential 
to affect both variables.
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FUNCTIONAL SUSTAINABILITY

That brings us to our third perspective on sustainability, that of “func-
tional sustainability.” A country’s fiscal policy can be said to be func-
tionally sustainable if it imposes a set of rules and decisionmaking 
procedures that adjust fiscal par ameters over time to serve some rational 
public purpose.

Unfortunately, the United States does not have a fiscal policy that is 
functionally sustainable in this sense.  Little has changed in the de cades 
since Herbert Stein, Chairman of the Council of Economic Advisers 
 under Presidents Nixon and Ford, wrote that

we have no long- run bud get policy—no policy for the size of defi-
cits and for the rate of growth of the public debt over a period of 
years. Annually we make decisions about the size of the deficit that 
are entirely inconsistent with our professed long- run goals, with the 
explanation or hope that something  will happen or be done before the 
long- run arises, but not yet.4

In his article, Stein goes on to argue for rules and procedures that 
would ensure that annual decisions regarding taxes and spending are con-
strained by explicit, long- term fiscal policy goals.  Little pro gress  toward 
that ideal has been made since he wrote. On the contrary, the traditional 
pro cess of orderly bud geting and appropriation has broken down and 
been replaced by ad hoc mea sures such as continuing resolutions, seques-
trations, and debt ceiling suspensions. This section  will not attempt to 
establish a full set of sustainable fiscal rules, but rather  will propose some 
metarules with which any more specific rules should be consistent.

METARULE NO. 1

Metarule no. 1 is that fiscal rules should be at least cyclically neutral and 
permit countercyclical mea sures depending upon po liti cal maturity and 
cross- party consensus.

This proposition is universally accepted in the serious lit er a ture on 
fiscal policy rules. It would hardly be worth mentioning  were it not for 
the perennial po liti cal popularity, in the United States at least, of rules 
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calling for annual balance of the federal bud get. Over the past 80 years, 
such rules have been proposed again and again as constitutional amend-
ments.  These balanced bud get amendments, some of which have come 
frighteningly close to passage, would be profoundly procyclical, since 
they would require tax increases or spending cuts during downturns and 
would allow spending increases or tax cuts or both when the economy 
was at or above full employment.

In contrast, a cyclically neutral rule, such as a fixed target for the 
primary structural balance, would take full advantage of automatic sta-
bilizers to moderate the business cycle. As explained in the previous 
section, the specific target could be chosen to maintain a desired ratio of 
total government liabilities to GDP or to ensure that the liability ratio 
would converge  toward the desired level over time.

In theory, a rule that mandated a target value for the primary struc-
tural deficit on average over the business cycle, but that allowed tempo-
rary countercyclical tax and spending mea sures on a discretionary basis, 
would be even better. However, practical considerations might make such 
a rule unfeasible. For one  thing, it is pos si ble that lags and forecasting er-
rors might be such that attempts to pursue discretionary fiscal stimulus or 
restraint would turn out to be counterproductive.  There could also be po-
liti cal difficulties. The procedures and institutions necessary to implement 
a rule allowing for active countercyclical policies would be considerably 
more complicated than  those for a cyclically neutral rule. That complexity 
could make it easier for the party in power to game the rule for short- term 
po liti cal advantage and harder to penalize attempts to do so.

Accordingly, countries like the United States that lack sufficient po-
liti cal maturity and cross- party consensus might do best to stick with a 
 simple, cyclically neutral rule. At most, such a rule could include nar-
rowly defined exceptions, for example, an allowance for added fiscal 
stimulus during periods in which interest rates fell to the zero bound, 
rendering monetary stimulus in effec tive.

METARULE NO. 2

Metarule no. 2 is that microeconomic aspects of fiscal policy should be 
subordinate to macroeconomic fiscal policy rules.
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As specified by Metarule no. 1, a functionally sustainable fiscal rule 
should hold bud get balances to a path that is at least cyclically neutral and 
consistent with a sustainable steady- state liability ratio.  Doing so should 
serve the macroeconomic purposes of promoting stability and growth. 
However, such a rule should not constrain microeconomic details of fis-
cal policy such as the structure of taxes and the composition of spending.

Even with a sustainable fiscal rule in place, tax reform would remain 
an impor tant issue. However, specific initiatives, for example, reduction 
in distortionary payroll or corporate income taxes, should be proposed 
in a form that is revenue neutral over the business cycle. They should 
be offset by increases in taxes thought to be less distortionary, say, con-
sumption or carbon taxes, or by spending decreases. Similarly, spending 
increases— even putatively growth enhancing ones such as infrastruc-
ture spending— should be accompanied by cuts in other spending pro-
grams or appropriate tax increases.

Some would object that this metarule could hamper the introduc-
tion of appropriate countercyclical stimulus, such as a cut in personal tax 
rates, during a deep slump. That is true, just as it would also discourage 
reckless procyclical tax cuts or spending increases during good times 
when GDP at or above the potential level temporarily pushes the an-
nual bud get  toward surplus. Even so, this objection misses the point. If 
we suppose that the country’s po liti cal system is sufficiently mature and 
disciplined, then room for countercyclical fiscal stimulus or constraint 
could be built into the basic fiscal rule itself. If not, as is arguably the 
case in the United States  today, then it would be better to forego the 
benefits of active countercyclical policy than to give  free rein to the op-
portunistic impulses of what ever party happens momentarily to control 
of the levers of public finance.

METARULE NO. 3

Metarule no. 3 says that a functionally sustainable fiscal rule should tar-
get sustainable paths for deficits and liability ratios, but it should not at-
tempt to constrain the overall fiscal size of government.

This metarule would disallow mea sures such as a 2011 version of a 
balanced bud get amendment that would have placed a ceiling on federal 
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expenditures of 18  percent of GDP.5 Instead, it would require neutral-
ity as to  whether a given target, such as a 1  percent primary structural 
surplus, is, say, achieved with expenditures of 18   percent of GDP and 
taxes of 19  percent, or expenditures of 38  percent of GDP and taxes of 
39  percent.

This rule is open to the objection that a smaller size of government 
could enhance economic growth and is therefore an appropriate part of 
a rule for fiscal policy. Without getting into the complex debate over the 
empirical validity of the relationship between growth and size of gov-
ernment, let us stipulate for the sake of discussion that it is true. Even so, 
 there are at least three arguments for why a rule for fiscal sustainability 
should not attempt to constrain the size of government.

The first argument is that maximizing the growth of GDP is not the 
only objective of economic policy. The size of government that maxi-
mizes the growth rate is not necessarily the same as that which maxi-
mizes other aspects of freedom and prosperity. On the contrary, my own 
research indicates that the size of government is negatively correlated 
with broad mea sures of prosperity such as the Social Pro gress Index or 
the Legatum Prosperity Index or vari ous sets of their subcomponents.6 
Size of government, defined narrowly, is also negatively related to popu-
lar indexes of freedom, such as the Fraser Institute’s Economic Freedom of 
the World7 and the Cato Institute’s  Human Freedom Index.8 Instead, qual-
ity of government, as mea sured by indicators of rule of law, protection 
of property rights, government integrity, and so on is more impor tant 
for freedom and prosperity than the size of government.  These are ro-
bust results that hold across subsamples of governments rich and poor, 
with a variety of diff er ent mea sures of size, freedom, and prosperity, and 
with a variety of diff er ent controls and statistical specifications.

The second argument for maintaining flexibility with regard to the 
size of government is that spending and taxes of a certain minimum size 
may be necessary for maintaining the po liti cal sustainability of a mar-
ket economy, even if that is, arguably, greater than the size that maxi-
mizes growth. In a long essay on what he calls the “ free market welfare 
state,” the Niskanen Center’s Sam Hammond calls attention to Joseph 
Schumpeter’s belief that capitalism would become the ultimate victim 
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of its own success, inspiring reactionary and populist movements against 
its destructive side that would inadvertently strangle any potential for 
 future creativity. Hammond argues that “the countries that have eluded 
Schumpeter’s dreary prediction have done so by combining  free markets 
with robust systems of universal social insurance.”9

The third argument for fiscal rules that do not constrain the size of 
government does not depend on  whether the first two are true or false, 
but only on  whether substantial po liti cal factions believe one or the 
other of them is. The most successful attempts to establish rules for fiscal 
sustainability, such as  those in Sweden or Chile, have worked as well as 
they have  because they have commanded broad support across po liti-
cal parties and co ali tions. Without such support, no rule can survive a 
change of government.  There is a much greater likelihood of finding 
cross- party po liti cal support for rules that say, “avoid insolvency,” or 
“ don’t allow limitless growth of liabilities,” or “moderate the business 
cycle,  don’t exacerbate it,” than to seek broad support for a quantitative 
cap on the size of government.

In short, even if the growth- maximizing size of government is very 
small (itself a debatable proposition), growth is not every thing. Maxi-
mum growth is not necessarily consistent with maximum freedom, and 
any rule for long- term fiscal sustainability needs to be able to survive 
regular changes in government.

COMBINING THE PERSPECTIVES

This chapter began with the assertion that a sustainable fiscal policy is 
one that sets rules for government expenditures, taxes, deficits, and debt 
that allow an economy to meet current needs without compromising 
the ability of  future generations to do likewise. It then introduced three 
perspectives on this broad concept of fiscal sustainability.

The first perspective frames sustainability as a  matter of maintain-
ing equitable solvency— the ability to pay all financial obligations in full 
and on time. A country that issues its own currency, never contracts 
debts in any other currency, and does not subject itself to extraneous 
self- imposed limits can unconditionally maintain equitable solvency. 
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However, following such a rule does not protect a country from pol-
icy  mistakes that cause harms that fall short of outright insolvency— 
austerity, high unemployment, slow growth, cycles of booms and busts, 
inflation, or even hyperinflation.

The second perspective frames sustainability as a  matter of avoiding 
the unconstrained growth of liabilities. The mathematical conditions for 
avoiding unconstrained growth of liabilities are fairly straightforward. 
The section shows that a rule that sets an appropriate target value for 
the primary structural balance of the government bud get is sufficient to 
avoid the unconstrained growth of liabilities.

The third perspective frames sustainability in terms of rules for fiscal 
policy that serve a rational public purpose by establishing macroeco-
nomic conditions conducive to the flourishing of freedom and prosper-
ity. It notes that to be successful, fiscal rules must be sustainable, not just 
in terms of accounting or debt dynamics, but also po liti cally sustainable 
 under a demo cratic government.

Economics is not the only discipline that is concerned with sus-
tainability. Environmentalists, for example, often invoke the so- called 
Brundtland definition, according to which environmentally sustainable 
development is development that meets the needs of the pre sent without 
compromising the ability of  future generations to meet their own needs. 
Similarly, we could define sustainable fiscal policy as a set of rules for 
taxes, expenditures, bud get balances, and liabilities that allows the pre-
sent generation to meet its economic needs without compromising the 
ability of  future generations to do the same. Working within the three 
complementary perspectives discussed in this chapter, it should be pos si-
ble to devise specific rules to ensure real fiscal sustainability.
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THE PURPOSE OF FISCAL RULES

Fiscal rules are not simply for accounting, nor only to meet bud get tar-
gets. They should facilitate responsible governing. That includes avoid-
ing the overuse of “common- pool resources,”1 such as the wallets of 
American taxpayers.

Unfortunately, that ideal bears  little resemblance to the irrespon-
sible “governing” practiced lately. Congress repeatedly chooses the 
short- term path of least re sis tance while pushing challenging trade- 
offs into the  future. Amer i ca’s debt  didn’t appear suddenly. It grew, 
month by month and year by year, one crisis or failure of leader-
ship at a time.2 The longer Congress waits to address imbalances, the 
harder it becomes.3 Catching up on deferred maintenance while keep-
ing up with day- to- day  matters is difficult. Eventually it  will become 
insurmountable.

The past cannot be undone, but we can recover. Better fiscal rules 
can facilitate real governance and the practice of politics. In other 
words, public agents— primarily members of Congress— would collec-
tively make choices and set priorities  under constraints from enforce-
able fiscal goals. Reaching consensus on fiscal goals, constraints, and 
enforcement among  those who  will be bound by them is,  needless to 
say, a challenge.

CHAPTER EIGHT

EFFECTIVE FISCAL RULES 
BUILD ON CONSENSUS

KURT COUCHMAN
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Setting and enforcing targets has other benefits, such as reducing 
the prospect of a fiscal crisis. Maintaining lenders’ faith in the credit of 
the American sovereign is crucial to the stability of and support for our 
system of government. Retaining the ability to borrow during emer-
gencies requires prudence during times of plenty.

Fiscal responsibility gives policymakers and the public ongoing rea-
sons to search for and eliminate waste. Waste, fraud, and abuse squander 
taxpayer resources, invite corruption, and undermine the public’s trust 
in our institutions.

The objective of fiscal rules is sound governance. The character of 
 those rules  matters im mensely.

PRINCI PLES FOR EFFECTIVE FISCAL RULES

Sound governance does not belong to any par tic u lar po liti cal party or 
po liti cal philosophy. It is the institutionalization of the classical virtues 
of prudence, justice, courage, and temperance. Prudence to maintain 
the polity for the long term with a margin for the unexpected. Justice 
for  future generations not to be robbed by their elders. Courage to resist 
demands of power ful interests against the unor ga nized public. And tem-
perance to accept limits on what government can reasonably take from 
the  people or achieve on their behalf.

Both Republicans and Demo crats can  either display civic virtue or 
practice vice. The rules that structure their incentives tip the balance 
one way or the other, depending on external circumstances as well as 
individual knowledge and characters.

The best rules guide interest into socially productive functions. Al-
bert Hirschman’s doux commerce thesis— that market systems make serv-
ing our fellow man through mutual exchange more appealing than 
plundering him— has parallels in the public sphere.4 Self- interest is 
hardly the exclusive motivation of policymakers, but it  matters.

Ideally then, effective fiscal rules would encourage informed trade- 
offs between priorities. They would promote learning and knowledge 
so legislators have sound reasons for their preferences and the ability to 
explain them to the  people they represent.
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CONSTITUTIONS PROMULGATE PRINCI PLES

Constitutional fiscal rules have been sought without success since the 
beginning of the republic. Observing ruinous debt in Eu rope, Thomas 
Jefferson wished it  were pos si ble to amend the Constitution “taking 
from the federal government the power of borrowing.”5 Nonetheless, he 
and all other responsible statesmen have recognized the need to borrow 
for emergencies, especially war.

Popu lar support is high for amending the Constitution to end 
chronic borrowing through balanced bud gets. A 2011 poll found that 
74  percent of respondents favored “a constitutional amendment to re-
quire a balanced federal bud get.”6 The  people know that Congress 
cannot control itself without external discipline. When crafting a bal-
anced bud get amendment (BBA), however, several considerations are 
crucial.

First, constitutional provisions are princi ples. They are not legisla-
tion. They are not self- enforcing. They are not detailed. They do not 
usually specify who is to do what, when, or how.

Constitutional provisions are broad statements of consensus. Put-
ting them into practice depends on the normal legislative pro cess and 
what can be enacted and sustained. Generality fosters consensus at the 
constitutional stage. The American system requires two- thirds of both 
 houses of Congress and three- fourths of state legislatures to ratify a new 
constitutional amendment, but no president or governor.

Second, the pro cess for approving constitutional amendments needs 
to be kept in mind.  Under rules of the Senate7 and the House of Rep-
resentatives,8 the Committee on the Judiciary of each body has juris-
diction over all proposed amendments to the Constitution, no  matter 
the subject. Jurisdiction over “implementing legislation” for an enacted 
constitutional amendment, however, varies by subject  matter. For a 
BBA, the Bud get Committees would take the lead.

Third, the specific language of BBA proposals has prevented prior 
passage. General support for binding fiscal rules exists in the public and 
perhaps even among members of Congress. As always, the devil is in the 
details, and some versions are positively possessed.
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 These three ele ments— politics, pro cess, and policy— determine 
prospects. Views on implementing legislation options and policies to 
reach balance  factor in as well. The remainder of this chapter  will be 
divided between a specific discussion of constitutional fiscal rules and a 
more general discussion of statutory implementing legislation. Statutes’ 
general treatment is partly due to space and partly  because some details 
are still being developed. This chapter’s legislative appendix details sev-
eral options.

MOST BBAs HAVE MANY PROB LEMS

The “traditional” BBA approach is represented by H.J. Res. 22 
(116th Congress),9 introduced by Rep. Steve Chabot (R- OH). If it could 
succeed, this chapter would not be needed.

Amending the Constitution  isn’t easy. It requires two- thirds support 
in both  houses: 67 votes in the Senate and 290 in the House, assuming 
no vacancies or absences.

In April  2018, an  earlier version failed in the House, 233 to 184 
(55.9  percent) with six Republicans opposed and only seven Demo crats 
supporting.10 In November 2011, it failed 261 to 165 (61.3  percent) with 
four Republicans opposed and 25 Demo crats supporting.11 In Decem-
ber  2011, 67 senators voted for one of two BBAs, 47 to 5312 for the 
“conservative” version and 21 to 7913 for the “center- left” version. One 
Republican backed both.

The balance requirement is the most basic ele ment. Nearly all BBAs, 
including H.J. Res. 22, would require annual balance. That’s a  mistake.14

U.S. revenue policies in a dynamic economy yield a volatile revenue 
stream. Binding revenue and spending tightly together each year would 
force considerable policy instability into both sides. Planning beyond 
the short term would challenge both recipients of federal funding and 
 those who pay for it, as well as Congress. This instability would intro-
duce policy- based risk premiums into planning, reducing investment 
and undermining prosperity.

Federal policies naturally include what Keynesian economists call 
“automatic stabilizers.” Recessions depress revenue and boost spending. 
The result is (greater) deficits.
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During recessions, revenue falls below trend growth largely  because 
business profits decline and lower employment reduces personal income 
and payroll taxes. On the spending side, increased joblessness boosts de-
mand for safety net programs like health, nutrition, and income support 
programs such as Medicaid, the Supplemental Nutrition Access Pro-
gram, and unemployment compensation.

Annual balance, strictly enforced, would interfere with  these auto-
matic adjustments.  Whether or not  these countercyclical policies stabilize 
the economy in the Keynesian sense, their fiscal impacts are clear. This 
creates formidable po liti cal and policy headwinds for annual balance.

It gets worse.  These proposals define balance between receipts and 
outlays. Outlays occur when federal agencies pay out to individuals and 
contractors. Congress does not directly control outlays. Congress con-
trols bud get authority, which is the authority for agencies to spend. Bud-
get authority is like the agencies getting a paycheck. Outlays are when 
agencies cut checks for goods and ser vices, so outlay timing is irregular.

Further,  these BBAs confuse broad constitutional language with 
specific statutory drafting. For example, they invoke the “fiscal year.” 
Such a definition belongs in implementing legislation.  Simple “year” is 
appropriate for the Constitution.

Many BBAs would change the balance of powers between Congress 
and the president. They would require the president to submit an an-
nual bud get proposal that balances and meets other stipulations.  Under the 
Constitution, the president’s main budget- related jobs are to sign (or veto) 
appropriations legislation and to take care that the laws are faithfully exe-
cuted. Statute already requires the president to submit a bud get proposal,15 
and that’s where it belongs, not in the Constitution. Giving the president 
an explicit budget- related function in the Constitution could be the unin-
tended foundation for further confusion about presidential powers.

The next ele ment is the “safety valve,” which allows exceptions to 
the balance rule. H.J. Res. 22 has three. First, three- fifths of the  whole 
number ( every current member,  whether voting or not) of each  house 
could deficit spend for any reason. Second, a majority of the  whole 
number of each  house could do so during a military conflict. Third, a 
declaration of war would automatically suspend balance.
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A safety valve is vital. Emergencies happen, and without a usable 
exception from balance, the po liti cal  will to sustain balance would 
crumble. But do diff er ent circumstances require diff er ent thresholds, 
and what is appropriate for thresholds?

Emergencies take many forms. The po liti cal question is  whether the 
emergency justifies an exemption from balance. The threshold should be 
uniform. Looking to history, Congress has overwhelmingly supported 
the vast majority of emergency circumstances. And if a supposed emer-
gency or the proposed response to it  can’t get broad support, that’s a sign 
that something about it is ill- advised.

The appropriate threshold is a compromise among competing 
 factors. It must be low enough to be useful for emergencies and to pre-
vent a small, cohesive group from leveraging it for something  else. It 
must be high enough to discourage frivolous use and to preserve the 
norm of balance. Three- fifths— the effective threshold for Senate 
 approval—is clearly too low to serve as an effective check. This topic is 
discussed further in the sections that follow.

The initial transition to balance is the last vital ele ment of a BBA. 
The federal deficit is nearly $1 trillion per year and rising.16 Congress 
needs a realistic period to make the substantial changes to reach balance.

It  isn’t easy, and it would take time. The fiscal year 2019 bud get 
resolution from the House Bud get Committee included assumptions 
to balance within 10 years, but no one expected them to be enacted. 
It assumed $8.1 trillion in deficit reduction over the 10- year win dow, 
yet only $302 billion would have been cut with the fast- track deficit- 
reduction “reconciliation” pro cess.17 Even that 3.7   percent of the total 
would require the House and the Senate to agree on a bud get resolution, 
for both to approve reconciliation legislation, and for the president to 
sign it. None of  these steps occurred for FY 19.

Republican bud get resolutions do not generally include revenue in-
creases for deficit reduction, except through economic growth. Demo-
crats  will make more revenue the price of support for a bud get deal. The 
challenge is finding the least anti- growth policies to satisfy that demand.

Even putting all spending and revenue options on the  table  doesn’t 
mean that rapid balance is po liti cally  viable. Most policy changes must 
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be phased in. Proposals that would require balance in two, three, or 
even five years (as in H.J. Res. 22)  after ratification are not realistic. 
 These are the most universal prob lems. Many  others exist.

Some BBAs demand supermajorities for raising the debt limit— 
another statutory construct that  doesn’t belong in the Constitution. In 
addition, the Constitution grants Congress the power to borrow,18 so the 
debt limit may already be excessive del e ga tion. Further, a well- crafted 
BBA and implementing legislation would control the debt, making a 
debt limit redundant at best. Fi nally, constitutional provisions should be 
princi ples that are kept as  simple as pos si ble.

Many Republicans would limit spending as a percentage of gross 
domestic product (GDP) or establish supermajorities to increase reve-
nues. Demo crats oppose both, and their support is needed to establish 
and sustain fiscal rules.

A constitutional rule must accommodate a range of policy options 
and governance visions. Other wise  there is no consensus, and no BBA 
is pos si ble. The size, scope, and content of government must remain the 
domain of normal politics within the constitutional framework, even 
with a requirement for balance.

Some would exclude certain programs from balance. Certainly, 
some programs should be insulated from enforcement  under implement-
ing legislation, but all must be included for balance to be meaningful.

Most BBAs have serious po liti cal and policy shortcomings. Two 
have a chance.

CRAFTING A BASIC, PRINCIPLES- BASED BBA

Constitutional language should be  simple, establish broad princi ples, 
and leave the details to legislation. Bud get pro cess is complicated, but at 
the constitutional level, only three ele ments are needed: (a) the balance 
requirement, (b) an exception, and (c) a transition to balance.

THE RULE FOR BALANCE

In theory, a BBA could be as  simple as “The bud get  shall be balanced,” 
and statute could do the rest. In practice, slightly more specificity makes 
sense. The most recent BBA I wrote for a House member begins, 
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“Expenditures and receipts  shall be balanced, which may occur over more 
than one year to accommodate economic conditions.”19

Another version I previously wrote for another House member is 
more precise: “Total expenditures for a year  shall not exceed the average 
annual revenue collected in the three prior years, adjusted in proportion 
to changes in population and inflation.”20

If the Constitution must detail the mechanics of balance, the latter 
is an excellent choice. It would make spending and revenue policies 
far more stable and predictable than annual balance. It would estab-
lish a countercyclical bud get rule to accommodate adjustments during 
 recessions.

Yet balance need not be precisely defined in the Constitution. A 
general princi ple is enough to create the expectation of balance and the 
flexibility to adapt to business cycles. On language, “expenditures” and 
“receipts” are the general terms that already appear in the Constitution.21

EMERGENCY SPENDING

A fiscal rule’s survival depends on a careful exception. Emergencies hap-
pen, and sometimes strict balance  doesn’t make sense. The statutory 
challenge is to offset the emergency over a reasonable period thereafter. 
Other wise it could become an often- used loophole.

Many BBAs would set aside balance more easily for military con-
tingencies than for other emergencies. Sometimes extra funds would be 
 limited to the conflict. Sometimes the contingency would suspend bal-
ance for every thing, which could subtly encourage wars to escape fiscal 
discipline.

Deviating from balance should happen  under a single, uniform 
threshold. Some emergencies are more impor tant than  others, and  those 
are most likely to have broad support.  Simple language minimizes games 
and creative definitions.

The appropriate threshold requires careful weighing. Following Bu-
chanan and Tullock, po liti cal externalities— like excessive debt— must 
be balanced with workable transaction costs, such as providing appro-
priately for emergencies.22
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The traditional BBA threshold of three- fifths is too low.  Under cur-
rent practice, the Senate effectively requires three- fifths to pass ordinary 
legislation. Following ratification of a BBA, it might  matter more, but 
perhaps not.

Higher levels are pos si ble, such as the two that already appear in the 
Constitution: three- fourths and two- thirds.

Three- fourths would tend to reserve emergency spending for real 
emergencies. It’s also low enough to impede the organ ization of enough 
members—109 members is one-fourth of the House— for them to have 
leverage over the mea sure, especially in the face of an emergency.

Three- fourths would, however, affect the dynamics of the presiden-
tial veto.23  After congressional majorities pass legislation, the president 
may veto if he disapproves. Congress must then attempt to override the 
veto with a two- thirds vote in both  houses. Creating a three- fourths 
standard for emergency spending would establish a novel relationship 
with the veto- override threshold.

A lower threshold of two- thirds would also bring discipline, espe-
cially combined with public expectations and implementing legislation. 
Organ izing small groups to hold it hostage would be even more difficult 
while also ensuring broad bipartisan consensus. It preserves the normal 
veto pro cess. Fi nally, it is already by far the most common constitutional 
supermajority.

A two- thirds supermajority for exceptions to balance has strong 
constitutional and economic foundations. In U.S. history, major emer-
gency situations have generally obtained at least two- thirds support in 
both Houses. When they  haven’t, some responses  were intentionally 
drafted to pass more narrowly, such as the 2009 stimulus bill.  Others 
may not have been worth  doing in any case. Unfortunately, a more 
complete discussion of marginal cases belongs in another venue.

TRANSITION TO BALANCE

The last crucial ele ment is moving from the profligate status quo to ini-
tial balance. The BBA paradox is that public demand and congressional 
interest are highest when a po liti cally  viable path to balance is hardest 
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to imagine. When deficits are lower and less threatening, binding fiscal 
rules seem less necessary.

A well- crafted BBA must accept and accommodate this real ity. 
Despite the short- term incentives created by frequent elections to the 
House of Representatives, members are capable of thinking longer term 
and sometimes do so.

Even if a BBA with a short transition  were somehow ratified, it 
would  either create unnecessary adjustment pain or encourage Con-
gress to reach excessively for the emergency spending valve.  Either 
outcome—or both— would corrode public support and congressional 
norms to faithfully practice fiscal responsibility.

Reaching balance would occur over the period specified in the BBA 
plus the time it takes for three- fourths of state legislatures to ratify it. 
Ratification would likely take one to four years, in accordance with prior 
constitutional amendments.24 If the amendment allowed a 10- year tran-
sition, Congress would prob ably have 11 to 14  years to reach balance 
 after sending a BBA to the states.

It’s a long time, but not that much longer than the assumptions em-
bedded in bud get proposals. The FY 19 bud get resolution from House 
Bud get Committee Republicans assumes balance in nine years. Compa-
rable bud get resolutions would normally have the support of a majority 
of the House. As a Republican vision document, however, it attracts no 
Demo crats’ votes and includes more spending cut assumptions than are 
likely to be pos si ble.

Enacted reforms to reach balance would therefore take at least a de-
cade. Working out  these bipartisan deals  will be difficult. They can only 
be done with enough time and with rules that do not presuppose policy 
outcomes other than ending chronic deficits.

However, the time to reach balance cannot be too  great, or it 
 will seem like more empty promises. The momentum from enact-
ing a BBA must immediately transfer to implementing legislation and 
policy reforms. Even a quickly  adopted comprehensive deal would 
take most of a de cade to fully phase in. A 10- year transition following 
a few years for ratification seems to be about as fast as can realistically 
be expected.
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A PRINCIPLES- BASED BBA CAN SUCCEED

The last BBA proposal I wrote for a member of Congress25 meets  these 
criteria and has had more than 60 bipartisan cosponsors:

Section 1. Expenditures and receipts  shall be balanced, which may oc-
cur over more than one year to accommodate economic conditions. 
Expenditures  shall include all expenditures of the United States ex-
cept  those for payment of debt, and receipts  shall include all receipts of 
the United States except  those derived from borrowing.

Section 2. For emergency situations two- thirds of the House of 
Representatives and the Senate may for  limited times authorize ex-
penditures exceeding  those pursuant to rules established  under sec-
tion 1. Debts incurred from such expenditures  shall be paid as soon as 
practicable.

Section 3. Congress  shall have power to enforce this article by 
appropriate legislation, which  shall allow not more than ten years  after 
ratification to comply with section 1.

In summary, constitutional language differs from statutory lan-
guage. It establishes princi ples, which are given life by implementing 
legislation. If the aforementioned proposal approaches the ideal BBA 
language, the statutes defining, tracking, and enforcing  these princi ples 
are at least as impor tant.

That ongoing proj ect  will comprise the rest of the chapter. Deeper 
discussion of BBA design and implementing legislation  will, I hope, 
eventually receive book- length treatment.

STATUTES IMPLEMENT PRINCI PLES BY NAVIGATING  

EFFECTIVENESS AND SUSTAINABILITY

Statutes turn constitutional princi ples into governing instructions. They 
define terms, establish procedures, create accountability, and other wise 
guide executive and legislative pro cesses. They give the public— and 
sometimes the courts— the details needed to judge  whether the princi-
ples are being faithfully followed.

Defining balance and keeping track is the first objective. Enforcing 
it and encouraging politicians to comply is the greater challenge. Many 
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of  these options can be enacted without a balanced bud get amendment 
in place, although the public consensus for balance  wouldn’t be as strong, 
and supermajorities for emergency spending that  were established by 
mere legislation would not be enforceable.

SETTING FISCAL GOALS

Fortunately, Switzerland provides a model for defining and tracking bal-
ance. Article 126 of the Swiss Constitution provides the princi ple,26 and 
implementing legislation is codified in the Federal Law for the Confed-
eration’s Bud get. Upon my request in 2016, the Law Library of Congress 
produced a report explaining and translating  these provisions.27

The Swiss generally require balance over the business cycle. A “com-
pensation account” tracks adherence to an annual spending cap. The 
revenue- based cap accommodates the business cycle to be mildly coun-
tercyclical. A post- fiscal- year review determines  whether spending has 
exceeded the limit, and if so, the subsequent spending cap must compensate.

Emergency spending is tracked with an “amortization account.” 
This is available only if the necessary spending exceeds a certain amount, 
thus encouraging the government to seek offsets for relatively small 
unanticipated needs. Crucially for continued consensus, the rule leaves 
choices about the mix of spending reductions and revenue enhance-
ments to the regular po liti cal pro cess. Emergency spending above a 
nominal amount must be repaid within three or six years, depending 
on the size, and this win dow can be extended in the case of ongoing or 
recurring needs.

The United States cannot immediately adopt a business- cycle- 
balanced- budget rule, of course, without a specified statutory transi-
tion. It would be pos si ble to allow spending to exceed a revenue- based 
spending cap by gradually declining amounts each year  until balance is 
reached. Congress would have full flexibility to choose fewer ser vices 
and less revenue or more ser vices and greater revenue. As an aside, a 
benefit of keeping specifics in statute is that they can be more easily al-
tered as circumstances change.

Another approach could also reach the same goal. Suppose that 
spending  doesn’t grow faster than GDP, and spending growth slows if 
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the debt burden increases. Both parts are needed  because a spending rule 
may not reach balance if it is disconnected from revenue. A debt brake 
eventually ensures that the gap between spending and revenue closes, 
the bud get balances, and Congress lives within its means.

Simply limiting federal spending growth to GDP growth would be-
gin to stabilize the bud get, mostly by making spending binges less fre-
quent. To curb debt growth, the spending growth rate could be reduced 
a small amount— a fraction of a percentage point— each year that the 
debt grew as a percentage of GDP.

An additional rule should address long- term, unfunded liabilities, 
which annual cash- flow accounting does not. Promised pension and 
health care spending without commensurate funding has become a seri-
ous challenge in both the public sector and some parts of the private sec-
tor. We are finding that  today is yesterday’s distant  future, and the past’s 
easy promises are coming due.

One such option would state that the fiscal gap cannot expand, or 
perhaps must be reduced over time by at least a specified rate. The fiscal 
gap is the difference between projected spending and projected revenue, 
all discounted to current dollars.

Adapting the Swiss framework to American laws and institutions 
is not technically complicated (see the specific proposed legislation in 
the appendix). The challenge is enforcement. Switzerland lacks specific 
enforcement provisions, yet it has faithfully maintained fiscal discipline, 
even during the 2008 financial crisis and its aftermath. Yet the po liti cal 
system, culture, and geopo liti cal position of Switzerland differ substan-
tially from the United States.

Consider the po liti cal dynamics of rule compliance in the presence 
or absence of explicit enforcement mechanisms. As mentioned previ-
ously, fiscal rules are meant to constrain po liti cal externalities that well- 
organized factions would impose on the body politic and taxpayers.

In the classic prob lem of concentrated beneficiaries imposing small, 
diffuse costs on the many, the many are unjustly burdened, but the im-
position  isn’t enough to motivate most to take po liti cal action. The rela-
tively few beneficiaries each get big benefits, so the benefits of po liti cal 
participation outweigh the costs.
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Dividing legislative power between a differently constituted House 
and Senate has often checked majoritarian impulses. It has been less 
effective checking concentrated beneficiaries. Proliferating special pro-
grams and exemptions in spending accounts, revenue policies, and regu-
latory structures bear witness to the ability of special interests to prevail 
over regular taxpayers.

Fiscal rules make it harder for Congress to play Santa Claus. Defi-
cits are nearly $1 trillion and rising. With outlays of nearly $4.5 trillion in 
FY 2019, 22  percent of federal spending is  going on the credit card.28 
 There’s  little discipline. Politicians  don’t have a ready excuse for not 
 doing what a power ful interest wants. A balance rule changes  those 
dynamics.

CAVEATS ON AUTOMATIC BUD GET ENFORCEMENT

Enforcement mechanisms should ensure that missing the agreed- upon 
targets has consequences. Yet  there are grounds for caution.

First, politicians may rely on the rules too much. The path of least 
re sis tance is often to avoid action. If the rules address a prob lem tolerably 
well, politicians are less likely to seek better ways of reaching fiscal goals. 
They may prefer to focus on other  things when they and the public 
think fiscal discipline is being addressed. Of course, the perfect  can’t be 
the  enemy of the good, and “mostly responsible” is better than not at all, 
so rules- based discipline may still be reasonable.

Second, the rules get blamed for constituent impacts. Following the 
Bud get Control Act of 2011, many politicians  didn’t believe—or claimed 
not to believe— that the sequester cuts and subsequent caps would hap-
pen. The caps became a lightning rod for criticism, even though majori-
ties of the House and Senate voted for them.

 These two risks are connected. Po liti cal durability requires main-
taining consensus that the approach taken was a reasonable outcome. 
When rules operate mechanically and few politicians have a stake in 
defending outcomes, the public dialogue shifts to the rules. This can 
unravel the consensus that established the rules in the first place.

It is pos si ble, at least sometimes, that following the rules without 
explicit enforcement mechanisms may be more po liti cally effective and 
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durable. In Switzerland, each bud get and its associated policy choices 
require the legislature’s consent. The shared experience of affirming the 
package provides credibility and staying power that automatic enforce-
ment may not.

ENFORCEMENT OF BUD GET GOALS

With that significant caveat, automatic enforcement is prob ably needed 
in the United States. The bud get should involve all spending— direct and 
discretionary, domestic and foreign, “on- budget” and “off- budget”— 
and all revenue policies. Enforcement must touch each category.

Enforcement has multiple purposes. Some aspects would automati-
cally enact fiscal consolidation.  Others would encourage policymakers 
to act. Some would do both.

DISCRETIONARY ENFORCEMENT

Annual appropriations— “discretionary spending”— include programs 
generally considered to be core government activities: defense, foreign 
affairs, homeland security, the courts, and so on. It includes some federal 
components of transportation, housing, education, health care, veteran 
programs, agriculture, and  others.

 These accounts  were the main target of the Balanced Bud get and 
Emergency Deficit Control Act of 1985 and the Bud get Control Act 
of 2011 (BCA). Both imposed caps on separate “security” and “non- 
security” discretionary categories, enforced by across- the- board seques-
tration of “nonexempt” spending if total spending would other wise 
breach the caps.  Under the BCA, sequestration happened only in 2013. 
Since then, Congress has been  free to reallocate funding  under the caps.

Discretionary spending is a small and declining fraction of total 
spending, but it is po liti cally sensitive. Much direct spending is made 
up of transfer payments to individuals, but recipients of direct spending 
are relatively poorly or ga nized po liti cally. Recipients of discretionary 
spending, however, are highly or ga nized and po liti cally active. Tightly 
constraining  these accounts has not been durable.

Lesser limits may be pos si ble within a comprehensive framework. The 
defense and nondefense discretionary caps could return at the current, 
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most recently enacted levels, if spending exceeds one or more targets 
described previously. No nominal cuts would be needed. Congress could 
prioritize within the limits. Related options include (a) “breaking the 
firewall” between defense and nondefense, so trade- offs can take place 
across all appropriated programs, and (b) allowing discretionary increases 
if properly offset.29

Another discretionary option is to automatically continue current 
funding if Congress fails to pass appropriations legislation. An automatic 
continuing resolution would prevent an impasse from causing a shut-
down. This need not involve periodic cuts, as often proposed, but could 
simply freeze current funding. As I explain elsewhere,30 this would nar-
row the decision set and reduce the scope of conflict. New spending 
deals would have to improve on the status quo, as judged by congres-
sional majorities, instead of merely being better than a shutdown, which 
is an outcome no one  really wants.

The incentive to appropriate would remain. Changing priorities re-
quire funds to be reallocated. Moreover, an automatic continuing reso-
lution that freezes spending would require new appropriations to adjust 
for population growth and inflation, at least. Combined with tempered 
views on the scope of the pos si ble, the appropriations pro cess would 
likely run smoother.

Enforcement could also distinguish between authorized and unau-
thorized appropriations. Some $318 billion of 2018 discretionary spend-
ing, almost entirely in nondefense accounts, does not have an active 
authorization of appropriations from the committees of jurisdiction.31 
In the State and Foreign Operations Appropriations Act accounts, for 
example, about 98  percent of spending lacks a current authorization.32 
A 1 to 2   percent increase to authorized programs  under an automatic 
continuing resolution could let them keep up with inflation while en-
couraging authorizing committees to update and reauthorize other pro-
grams.

Discretionary spending is not driving our deficit and debt trajec-
tory. It is, however, what Congress spends the most time considering. 
Automatic enforcement must address other bud get  factors, but it cannot 
ignore Congress’s primary focus.
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DIRECT SPENDING ENFORCEMENT

Direct spending programs  don’t require recurring congressional autho-
rization to spend funds. They are the primary fiscal challenge, making 
up 70  percent of spending and growing faster than the economy. That 
cannot be sustained in defi nitely.  These programs include Social Secu-
rity, Medicare, Medicaid, many veterans’ benefits, federal civilian and 
military retirement, Supplemental Security Income, agriculture pro-
grams, food stamps, and  others.

Many recipients depend on them due to old age, illness, or other 
challenges they cannot easily address, if at all.  Others have employment- 
based eligibility, like pensions and veterans’ benefits. The financial security 
of individual Americans is at stake, so reforms must be done carefully. 
Nonetheless, options for automatic enforcement while protecting the 
vulnerable are available.

Some programs have been subject to automatic enforcement  under 
statutes that apply across- the- board cuts to “nonexempt” programs. 
This approach is relatively easy to negotiate and draft. If implemented, it 
would reduce expenditures and perhaps nudge Congress to grapple with 
fiscal imbalances to avoid  these specific mechanisms.

In practice, however, such across- the- board cuts are po liti cally un-
sustainable. Programs are diverse, but one rule for all makes organ izing 
their beneficiaries relatively easy. This approach also avoids the vital 
question of protecting the most vulnerable or providing adequate time 
for  those who can adjust their expectations to do so.

The key is to identify par ameters that can be adjusted incrementally, 
repeatedly, and perhaps with some delay.  Those who are least able to adapt 
should be affected least. Even  those who can adjust  will often need time.

For example, Social Security (Old Age and Survivors Insurance) is 
the largest federal program at nearly $900 billion in FY 19.33 Focusing 
on old age benefits, at least five incremental, repeatable options exist for 
targeted benefit reductions and two for revenue increases. The size of 
each option and  whether to include it is a po liti cal question more than it 
is a technical  matter.

On the spending side, the normal retirement age (currently increasing 
from age 65 to 67 by two months per birth year) could be increased further, 
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as could the early retirement age, currently 62 years. A worker becomes a 
“fully insured individual”  after 40 quarters (10 years) of qualifying work, 
and benefits are based on 35 years of work history. One or both could be 
extended. Fi nally, the “bend points” for calculating initial benefits could 
be reduced or the thresholds at which each applies could be changed, thus 
preserving full benefits for lower lifetime earners while reducing them for 
higher earners who generally have other retirement income.

On revenue, the Social Security payroll tax rate or the contribution 
base could increase. Many other options exist to save and strengthen So-
cial Security.34 Automatic bud get enforcement, however,  favors changes 
that can occur incrementally, repeatedly, and possibly with timing lags.

A similar approach could be taken for many other programs. Not 
 every pos si ble tweak should necessarily be included, but this approach 
is a credible alternative to clunky, po liti cally unsustainable, across- the- 
board cuts to direct spending programs.

REVENUE ENFORCEMENT

Revenue options must also be considered, even for  those disinclined to 
shift more resources from the private to the public sector. The United 
States has a spending prob lem that tax hikes alone cannot solve. Some 
revenue increases may be po liti cally necessary, however.

Both Republicans and Demo crats need to support a durable deal for 
fiscal consolidation. Both sides  will have to accept tough choices to pre-
vent fiscal calamity, and all need to be able to claim “wins.”

In addition, government already burdens the productive sector with 
borrowing. Debt finance is a hidden cost with pernicious effects. Re-
ducing borrowing by necessary spending reductions and relatively small 
revenue increases is still a large net reduction in government burden.

As with spending, revenue- focused enforcement can happen incre-
mentally and repeatedly. The precise composition should give strong 
weight to the least harmful ways of revenue raising. In the language of 
economics, the ideal options would impose the least deadweight loss, 
that is, they would minimize the excess burden of taxation.35 By this 
standard, income taxes— corporate and individual— are less attractive. 
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More attractive may be tax expenditures relative to a consumption base, 
rather than the Haig- Simons comprehensive income base, which char-
acterizes deductions for cost recovery, savings, and investment similar to 
corporate welfare and social engineering provisions.36

PO LITI CAL ENFORCEMENT

Po liti cal enforcement mechanisms may also be useful. Identifying  those 
that are both effective and appropriate is challenging, however.

“No bud get, no pay” has been a popu lar idea. Yet passing a bud-
get resolution— which has  limited policy effects—is only one aspect of 
Congress’s job. Why should that determine when and  whether they get 
paid? It puts more pressure on members who need their salary compared 
to their wealthy colleagues.  Doing a bud get resolution  doesn’t mean that 
it’s a good one. Far from clearly helping, “no bud get, no pay” may also 
lead to accusations that members selfishly supported the bud get resolu-
tion to get paid, not  because it was any good.

Other po liti cal enforcement options have similar dynamics. That 
 doesn’t necessarily disqualify them, but more consideration of the  future 
po liti cal and policy impacts is needed to decide if, on balance, each ad-
vances the public good.

A few po liti cal enforcement options stand out. First, if Congress 
meets responsible fiscal targets, they  shouldn’t have to vote on increas-
ing the debt limit. It could be automatically suspended  until a target is 
breached,  after which “extraordinary mea sures” would give Congress 
several months to get back on track or face that vote.

Another option is a fast- track pro cess that would become available 
several times per year for popu lar, major deficit reduction legislation. 
An implementation of this concept that I’ve developed would apply to 
legislation scored as reducing the 10- year deficit by 5  percent. Among 
such bills, the bill with the most cosponsors would be voted on first. The 
second and third would be  those with the most cosponsors that had not 
cosponsored a bill considered this way  earlier in the year.

It would be like reconciliation but could include any combination of 
spending cuts, revenue increases, and regulatory reforms. It would bypass 



166 A FISCAL CLIFF

the committees of jurisdiction, injecting competition into the system and 
encouraging authorizing committees to manage programs  under their 
responsibility. If this pro cess is only available when deficits are projected 
 every year for the next de cade, it would help normalize deficit reduction 
 until balance is in sight. Fi nally, it would encourage diverse co ali tions to 
come up with feasible approaches to fiscal responsibility.

Like every one  else, politicians follow incentives. Effective bud get 
enforcement must reflect their diverse motivations for spending, rev-
enue, and po liti cal dynamics. A constitutional rule strengthens pub-
lic accountability, but it is insufficient without careful implementing 
legislation.

CONCLUSION

A well- crafted balanced bud get amendment37 to the Constitution can 
succeed po liti cally and as policy. Its congressional passage and ratifica-
tion in state legislatures would establish a national consensus that get-
ting to balance in a reasonable period is the appropriate fiscal goal. It 
would also create an enforceable supermajority standard for emergency 
spending.

The definition of “emergency spending” and much more would be-
long in implementing legislation. Such a statute is not a single rule, but a 
bundle of mutually reinforcing rules that set expectations and encourage 
legislators to follow them.

Further reforms may be useful or even needed for the statutory bud-
get pro cess, for the rules of the House and the Senate, for the rules of 
the Senate and House Republican and Demo cratic conference rules, and 
perhaps for campaign and electoral rules.38

No single rule can adequately address Amer i ca’s fiscal management 
or other governance challenges.  Every new rule or rule change affects a 
complex structure of rewards and punishments for policymakers, their 
staff, advocacy organ izations, administration officials, state and local of-
ficials, the American public, and even officials of other countries. At-
tempting to understand and coordinate them all may be beyond the 
scope of any mind.



 Effective Fiscal Rules Build on Consensus 167

We cannot hope for a silver bullet. Neither can we hope to fix every-
thing all at once. We can, however, focus on a  limited set of rule changes 
with the best prospects for improving our governance as it exists, not as 
we wish it  were. As we observe and learn, as spectators or participants, 
other opportunities or  mistakes to correct  will come into focus.

No system of government has ever been perfect. With humility, 
hard work, and perseverance, however, we can make it work better than 
it has before.

APPENDIX

HIGHLIGHTS OF GENUINE REFORMS EARN AMERICANS’ TRUST AGAIN 

ACT LEGISLATIVE PROPOSAL†

I. Spending cap is prior year’s cap, increased by average GDP growth over 
last five years. [Sec. 101(a)]

Spending cap (bud get authority: BA) = Spending(T − 1) * (1 + AVG% 
ΔGDP{T − 6:T − 1})

Example: FY 19 BA = FY2018 Spending ($4.108) * (1 + AVG %ΔGDP 
[2013 − 2018] [.0401]) = $4.272 in T [= current year]

II.  If debt burden grew, spending growth incrementally reduced by 0.1 per-
centage point (PP). [Sec. 101(a)(2)]

If debt- to- GDP ratio increased during fiscal year 2, then FY cap is 
0.1 PP less than other wise.

Example 1: FY 17 debt- to- GDP > FY 16 debt- to- GDP, FY 19 
BA = $4.108 * (1 + 0.0401 − 0.001) = $4.269.

Example 2: If FY 18 debt- to- GDP > FY 17 debt- to- GDP, FY 
20 BA = FY 19 BA * (1 + AVG%ΔGDP − [2 * 0.001]) = $4.269  T * 
(1 + 0.0416 − 0.002) = $4.438

III.  Emergency spending must be offset  later but effects excluded from above 
[Sec. 102].

IV.  If  actual spending “breached” cap, then [Title II, Subtitle A] automatic 
adjustments.

1. Discretionary: frozen at current year levels (year following breach year) 
for next bud get year [Sec. 202]

2. Direct/mandatory spending: vari ous incremental adjustments, some delayed 
[Sec. 203]



168 A FISCAL CLIFF

3. Revenue policies: vari ous incremental adjustments, generally for next 
tax year [Sec. 204]

V. If deficits projected for next 10 years, then expedited consideration of 
major deficit reduction [Title II, Subtitle B]

VI. If Congress fails to appropriate or enact a continuing resolution, then 
automatic continuing resolutions fund programs [Title II, Subtitle C]

1. Two  percent inflation adjustment for authorized programs like defense, 
intelligence.

2. Two- year limit on Army appropriations required by U.S. Constitu-
tion Art. I, Sec. 8, cl. 12.

VII. Incentives and opportunities to enact reforms

1. Require president’s bud get to propose deficit reduction options [Sec. 403].
2. Suspend debt ceiling  until and  unless total spending cap breached [Sec. 404].

VIII. Vote on a Balanced Bud get Amendment [Title V]

†Most ele ments can be enacted in de pen dently or with other bud get reforms.

LEGISLATIVE PROPOSAL OF GENUINE REFORMS EARN 
AMERICANS’ TRUST AGAIN ACT

[Author’s note: Portions of this appendix are derived from existing statutes or from legisla-
tive proposals drafted with the assistance of the House Office of the Legislative Counsel. I am 
not an attorney and make no repre sen ta tion that the proposal is optimally drafted. Consulta-
tion with qualified  legal counsel on any provision of interest is recommended.

Ele ments of this proposal have varying degrees of in de pen dence. Some could be  adopted 
in isolation.  Others could be combined with aspects of existing law. Each component may 
be considered a module for accomplishing a par tic u lar objective and may be substitutable 
with other approaches to the same goal.]

SEC 1. SHORT TITLE: This Act may be cited as the “Genuine Reforms 
Earn Americans’ Trust ( GREAT) Again Act of 2019.”

SEC.  2. DEFINITIONS. Unless other wise specified, the definitions of terms 
 shall be consistent with  those in section 3 of the Congressional Bud get and Im-
poundment Control Act of 1974 (2 U.S.C. 622) and section 250 of the Balanced 
Bud get and Emergency Deficit Control Act of 1985 (2 U.S.C. 900).
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TITLE I— SETTING OBJECTIVES FOR A SUSTAINABLE 
FEDERAL BUDGET

SEC. 101. SETTING AN ANNUAL SPENDING TARGET
(a) ESTABLISHMENT OF A SPENDING CEILING.— The ceiling for the estimated 

authorized total bud get authority for the fiscal year beginning on October 1 
 shall equal the total bud get authority for the prior fiscal year increased by 
the spending growth  factor. The calculation of the total bud get author-
ity for the prior fiscal year  shall exclude adjustments  under paragraph (b)
(1), paragraph (b)(3), and section 102. [Note: To minimize potential for gaming, 
emergency spending should not affect the baseline in  either direction, although it should 
be incorporated into the debt burden reduction  factor (below).]
(1) SPENDING GROWTH  FACTOR.— The spending growth  factor for a fiscal 

year equals—
(A) The average of the growth in gross domestic product (GDP) over 

the five fiscal years immediately prior to the bud get year
(B) Less the cumulative debt burden  factor.

(2) DEBT BURDEN  FACTOR.— The debt burden  factor specified in paragraph 
(1)(ii)  shall begin at zero (0) and  shall:
(A) Increase by one- tenth of one percentage point, cumulatively, 

[Note: increasing this pa ram e ter would slow spending growth more quickly 
and reach balance sooner; decreasing it would slow spending growth more 
slowly and reach balance  later.] for each fiscal year during which 
the debt held by the public increased as a percentage of gross 
domestic product between the beginning and the end of the 
second prior fiscal year; and

(B) Decrease by one- tenth of one percentage point, cumulatively but 
not below zero, for each fiscal year during which the debt held 
by the public decreased as a percentage of gross domestic product 
between the beginning and the end of the second prior fiscal year.

(3) The House of Representatives, the Senate, and the President  shall 
adhere to the spending ceiling when considering legislation and 
executive proposals with fiscal implications.

(b) INCREASING THE SPENDING CEILING.— When adopting a bud get resolu-
tion, supplemental appropriations, and other amendments to the bud get 
resolution, Congress may increase the ceiling to reflect—
(1) An emergency, as defined in section 250(c)(20) of the Balanced Bud-

get and Emergency Deficit Control Act of 1985 (2 U.S.C. 900(c)(20));
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(2) Revisions in GDP estimates; or
(3) Timing shifts of expenditures or revenues due.

An increase in the ceiling  shall not be permitted  unless the additional amount 
equals or exceeds 0.5  percent of the initial ceiling announced  under paragraph (c)(1).

(c) CALCULATION.— The Congressional Bud get Office (CBO) and the Office 
of Management and Bud get (OMB)  shall provide in de pen dent estimates 
of the spending ceiling for the upcoming fiscal year to the Committees 
on the Bud get.
(1) CBO  shall submit such estimate in the report required by sec-

tion 202(e) of the Congressional Bud get Act of 1974.
(2) OMB  shall submit such estimate with the submission of the presi-

dent’s bud get proposal  under section 1105 of Title 31, United States 
Code.

(3) The chairs of the Bud get Committees  shall jointly announce the ini-
tial spending ceiling for the upcoming fiscal year within seven (7) 
calendar days of the  later of the CBO and OMB estimates.
(A) The chairs of the Bud get Committees  shall adopt the lower esti-

mate of the CBO and OMB estimates for the initial spending ceil-
ing,  unless both  houses of Congress approve the other estimate.

(B) If only one estimate from CBO or OMB for the initial spending 
ceiling is available by the third Monday in February, the chairs 
of the Bud get Committees  shall announce it as the initial spend-
ing ceiling.

(C) If neither CBO nor OMB has provided an estimated ceiling by 
the third Monday in February, the chairs of the Bud get Com-
mittee  shall announce a provisional initial spending ceiling 
within seven (7) days of that date, which in no case  shall exceed 
the most recent CBO estimate of the current law baseline of 
bud get authority for the fiscal year.

(4) CBO and OMB  shall provide updated estimates by the end of each 
month to the Bud get Committees. The chairs of the Bud get Com-
mittee  shall jointly announce each revised spending ceiling within 
seven (7) calendar days of receiving the first revised estimate from 
CBO or OMB, based on the lower estimate,  unless both  houses of 
Congress have approved the other estimate, or the sole estimate, 
as applicable, or if no revised estimate is available, maintaining the 
most recently announced estimate.
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SEC. 102. EMERGENCY SPENDING ACCOUNT  
ESTABLISHED.

(a) establishment of emergency spending account.—Spending for 
an emergency  under section 101(b)(1)  shall be charged against an emer-
gency spending account that is separate from the spending ceiling. When 
OMB finds that the spending ceiling exceeds  actual authorized spending 
in a fiscal year, the difference  shall be credited to the emergency spend-
ing account. The term emergency  shall be defined as in section 250(c)(20) 
of the Balanced Bud get and Emergency Deficit Control Act of 1985 (2 
U.S.C. 900(c)(20)).

(b) shortfalls of the emergency spending account.—A shortfall 
of the emergency spending account in the prior fiscal year  will be offset 
within the next six fiscal years by equal proportionate reductions to the 
spending ceiling in section 101. This provision  shall not be construed as 
precluding more rapid reductions in the shortfall.
(1) The period  under the prior sentence starts again if the shortfall of the 

emergency spending account increases by more than 0.5  percent of 
the spending ceiling.

(2) In the case of an ongoing emergency, Congress may extend this 
period by statute.

SEC. 103. REPORTS.  CBO  shall include in the report required to be provided 
in section 202(e) of the Congressional Bud get Act of 1974 (2 U.S.C. 602(e))—

(a) Such information as is necessary and proper to determine compliance 
with the provisions of this title.

(b) Estimates of the fiscal gap of the United States Government.
(1) The fiscal gap  shall equal the difference between

(A) The net pre sent value of  future spending by the United States 
government, including to pay interest and princi ple on out-
standing debt and

(B) The net pre sent value of all  future revenue of the federal gov-
ernment.

(2) The applicable range  shall be the infinite horizon.
(3) Estimates incorporating projections of current policy and of current 

law  shall be provided.
(4) To the extent practicable, contingent liabilities of federal insurance, 

loan, loan guarantee, and similar programs  shall be provided using 
both Federal Credit Reform Act of 1990 and fair- value accounting 
methodologies.
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Discussion of the fiscal gap  shall include but not be  limited to its growth through 
legislative, demographic, and other  factors, and an overview of options to reduce 
it. [Note: It may be premature to include the fiscal gap in bud get enforcement  until policy-
makers understand what it mea sures and why it  matters.]

TITLE II— ENSURING PRUDENTIAL FISCAL MANAGEMENT

SUBTITLE A— AUTOMATIC DEFICIT REDUCTION

SEC. 201. DEFINITION OF BUDGET BREACH. Not  later than 90 days 
following the conclusion of a fiscal year, OMB  shall re- estimate the final spend-
ing ceiling for the recently concluded fiscal year using updated GDP estimates 
and any adjustments  under section 101(b). [Note: Trea sury produces a Monthly Trea-
sury Statement eight business days  after the end of a reporting month. Aggregates for a full 
prior fiscal year would be available by mid- October. GDP “advance” estimates come out 
a month  after the end of a quarter, “2nd” within two months, and “final” within three 
months. When a bud get resolution is produced, only 3 of 20 quarters are uncertain. When 
a fiscal year ends, however, only 1 quarter in 20 is uncertain. When sequestration hap-
pens (in January), final data is available for all quarters. https:// www . bea . gov / newsreleases 
/ national / gdp / gdpnewsrelease . htm . ] OMB  shall determine  whether and to what ex-
tent the bud get authority for a fiscal year has exceeded the ceiling established in 
section 101 of this Act.

(a) If the  actual bud get authority provided for a fiscal year exceeded the ceil-
ing established  under section 101, OMB  shall undertake the adjustments 
in sections 202, 203, and 204.

(b) If the  actual bud get authority provided for a fiscal year did not exceed 
the ceiling established  under section 101, OMB  shall not make the adjust-
ments in sections 202, 203, and 204, and the difference  shall be credited 
to the emergency spending account.

SEC. 202. FREEZE OF DISCRETIONARY SPENDING AMOUNTS. 
 Upon a finding described in subsection 201(a), OMB  shall announce discretionary 
spending caps for the following fiscal year consistent with the Balanced Bud get 
and Emergency Deficit Control Act of 1985 (2 U.S.C. 900 et. seq.). Such caps  shall 
equal the rate of bud get authority for the revised security category and the revised 
nonsecurity category, respectively, existing at the time that such a finding is an-
nounced. If total bud get authority for  either category or both exceeds the limit(s) 
in a year for which discretionary caps are in place, the excess  shall be subject to a 
sequester order  under the Balanced Bud get and Emergency Deficit Control Act 
of 1985.
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SEC.  203. ADJUSTMENTS TO DIRECT SPENDING PROGRAMS. 
[Note:  These options merely illustrate an “incremental enforcement” approach. This is not 
necessarily a recommendation for the precise amendments mentioned. Incremental reforms that 
can build on each other should be developed by committees of jurisdiction  under the guidance 
and direction of congressional leadership.] Upon a finding described in subsection 201(a), 
the Director of the Office of Management and Bud get  shall order the following 
actions:

(a) Chained CPI.— Notwithstanding any other provision of law, any infla-
tion adjustment announced within the year  shall be calculated using the 
Chained Consumer Price Index for All Urban Consumers.

(b) Old Age, Survivors, and Disability Insurance.—
(1) Bend point reduction.— For persons who become eligible for Old 

Age benefits  after thirty- six (36) months or thereafter, reduce the 
primary insurance amount (42 U.S.C. 415(a)(1)(A) attributable to 
the top (initially 15   percent) bracket by two (2) percentage points. 
When such percentage equals zero (0), subsequent reductions  shall 
be applied to the next bracket (initially 38  percent).

(2) Bend point freeze.— For persons who become eligible for Old Age 
benefits in thirty- six (36) months or thereafter, the inflation adjust-
ments to the brackets for primary insurance amounts (42 U.S.C. 415) 
 shall be suspended.

(3) Eligibility age increase.— Increase by one (1) month per birth year 
for three birth year cohorts the normal and early retirement ages (42 
U.S.C. 416(l)) for persons who become eligible for Old Age benefits 
in thirty- six (36) months and thereafter.

(4) Lengthen term to be fully insured individual.— Increase the 
period (42 U.S.C. 414(a)(2)) by one- quarter of a year, for persons 
eligible for Old Age benefits not  earlier than thirty- six (36) months 
and thereafter.

(5) Lengthen period for calculating primary insurance amount.— 
Increase the initial 35- year period (42 U.S.C. 415(b)) by three (3) 
months for persons eligible for Old Age benefits not  earlier than 
thirty- six (36) months and thereafter.

(c) Medicare.—
(1) Means- testing in Part B.—

(A) Increase the reduction in premium subsidy based on 
income.— Increase the applicable percentage in subclause 
1395r(i)(3)(C)(i)(III) of this law by two (2) percentage points for 
persons becoming eligible for Part B benefits beginning thirty- 
six (36) months and thereafter following the finding of a bud get 
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breach. Requirements for Part B premiums to equal one- half 
or fifty  percent of the actuarial rate of such coverage  shall be 
calculated without regard to the effects of this provision.

(B) Suspension of inflation adjustment.— No inflation adjust-
ment for amounts related to Medicare Part B premiums  shall be 
provided  under 42 U.S.C. 1395r(i)(5)  shall be made in the year 
following a bud get breach. Requirements for Part B premiums 
to equal one- half or fifty  percent of the actuarial rate of such 
coverage  shall be calculated without regard to the effects of this 
provision.

(2) Means- testing in Part D.— Adjustments specified in paragraph (a) 
 shall apply to Part D premium calculations at 42 U.S.C. 1395w-113(a)(7).

(3) Eligibility age increase.— Increase the age- based eligibility for 
Medicare (initially age 65) for persons who become eligible for ben-
efits in the third year or thereafter by two (2) months per birth year 
for three birth year cohorts. (42 U.S.C. 1395c)

(d) Medicaid.—
(1) Reduction in FMAP.— Reduce by one (1) percentage point the Fed-

eral medical assistance percentage for each State, territory, or other 
entity below what such entity would other wise be eligible  under 42 
U.S.C. 1396d(b).

(e) Et cetera.—[Note: Many, perhaps most, direct spending programs have one or 
more ele ments that are conducive to incremental, repeated adjustments.  Whether to 
include them in enforcement, of what magnitude, and with what delay, is primarily 
a po liti cal question.]

SEC.  204. ADJUSTMENTS TO REVENUE PROVISIONS. Upon each 
finding described in subsection 201(a), the Secretary of the Trea sury  shall take the 
following cumulative actions, which  shall be effective for the tax year beginning 
not  earlier than thirty (30) days prior. Except for subsection (a), each adjustment 
 shall be in addition to any prior adjustments  under such subsection. [Note: Some 
may prefer fiscal consolidation to occur entirely on the spending side. As a practical po liti cal 
 matter, however, revenue increases  will occur. The objective becomes minimizing damage 
(dead weight losses) to voluntary society.]

(a) FICA payroll taxes.—
(1) Increase by 0.05  percentage points the 6.2   percent Old Age, Sur-

vivors and Disability Insurance (OASDI) tax on employees in 26 
U.S.C. 3101(a).

(2) Increase by 0.05 percentage points the 1.45  percent Hospital Insur-
ance tax on employees in 26 U.S.C. 3101(b)(1).
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(3) Increase by 0.05 percentage points the 6.2   percent OASDI tax on 
employers (26 U.S.C. 3111(a)).

(4) Increase by 0.05 percentage points the 1.45  percent Hospital Insur-
ance tax on employers (26 U.S.C. 3111(b)).

(5) Increase by 0.10 percentage points the 12.4   percent OASDI tax on 
self- employed persons (26 U.S.C. 1401(a)) and increase by 0.10 per-
centage points the 2.9   percent Hospital Insurance tax on self- 
employed persons (26 U.S.C. 1401(b)).

(6) Increase by an additional five (5)  percent the applicable dollar thresh-
old for income subject to the OASDI tax (26 U.S.C. 3121(x)), not to 
exceed 90  percent of covered income.

(b) Subsidies for health insurance.— Increase by 0.25 percentage points 
each initial and final premium percentage in the  table  under 26 U.S.C. 
36B(b)(3)(A)(i).

(c) Excise taxes on alcohol.— Increase by five (5)  percent each rate of tax-
ation on alcohol (26 U.S.C. Ch. 51), not to exceed $16.00 per proof gallon.

(d) Excise taxes on tobacco.— Increase by five (5)  percent each rate of tax-
ation on tobacco products (26 U.S.C. ), not to exceed $20.00 per pound 
of dry weight.

(e) Excise tax on fuel for Inland Waterways Trust Fund.— Increase by 
one (1) cent per gallon the Inland Waterways Trust Fund financing rate 
(26 U.S.C. 4042(b)(2)(A)).

(f ) Private activity bonds.— Increase by five (5)  percent the interest on 
State and local bonds included in gross income (26 U.S.C. 103).

SEC. 205. ANNUAL PROPOSAL ON CODIFYING ADJUSTMENTS. 
 Not  later than 30 days following a finding in section 201(a), the President  shall 
recommend to Congress’ consideration a proposal to update the statutes to incor-
porate all policy changes enacted pursuant to this title.

SUBTITLE B— EXPEDITED DEFICIT REDUCTION 
PROCEDURES

SEC. 201. This subtitle may be cited as the “Expedited Deficit Reduction 
Procedures Act of 2019.”

SEC.  210. PROCEDURE IN THE HOUSE OF REPRESENTATIVES 
TO REDUCE DEFICITS.

(a) APPLICABILITY OF EXPEDITED PROCESS.— The procedures set forth in this 
Act are available in any calendar year in which the report required to 
be published  under section 202(e) of the Congressional Bud get Act of 
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1974 (2 U.S.C. 602(e)) by the Congressional Bud get Office published dur-
ing that calendar year proj ects a deficit for each of the ten (10) fiscal years 
following the fiscal year in which it is published.

(b) DETERMINATION OF ELIGIBLE BILL.— On the date that is 15 calendar days 
before the end of the committee review period, the chair of the Com-
mittee on the Bud get of the House of Representatives  shall publish in the 
Congressional Rec ord the bill number, estimate of net deficit reduction, 
and cosponsors of the eligible bill, noting with appropriate typographical 
devices the cosponsors, if any, who have cosponsored another mea sure 
previously considered  under this Act in that calendar year.

(c) DEFINITIONS.— As used in this Act—
(1) the term “eligible bill” means a bill with the appropriate title, with the 

greatest number of eligible cosponsors, and that meets or exceeds the 
deficit reduction threshold, but if more than one other wise eligible  
bill has an equal number of eligible cosponsors, then the chair of the 
Committee on the Bud get of the House of Representatives  shall 
enter into the Congressional Rec ord the bill that was introduced first;

(2) the term “appropriate title” means a bill titled “An Act to provide for 
deficit reduction  under the Expedited Deficit Reduction Procedures 
Act of 2019”;

(3) the term “eligible cosponsors” means Members of the House of Rep-
resentatives cosponsoring a bill  under this Act in any calendar year 
who have not cosponsored such a bill that has already been consid-
ered in the House  under this Act in that calendar year;

(4) the term “deficit reduction threshold” means not less than 5  percent 
of the total deficit projected in the CBO baseline bud get projections 
for the 10 fiscal years following the one in which the report referred 
to in subsection (a) is published;

(5) the term “deficit” means, notwithstanding section 3(6) of the Congres-
sional Bud get Act of 1974 (2 U.S.C. 622(6)), with re spect to a fiscal year, 
the amount by which total outlays, both on bud get and off- budget, 
exceed all receipts both on bud get and off- budget during that year;

(6) the term “committee review period” means the period that begins 
when a bill is referred to a committee of jurisdiction and ends on the 
applicable discharge date; and

(7) the term “discharge date” means the legislative day of May 1, July 1, 
or September 15 of each calendar year, or, if such date is not a legisla-
tive day, the first legislative day  after any such date.

(d) LEGISLATIVE PROCEDURE.—
(1) IN GENERAL.— Before the applicable discharge date, each committee of 

the House of Representatives to which an eligible bill is referred  shall 
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report that bill,  either favorably, unfavorably, or without recommenda-
tion, and without any substantive revision. Nothing in this Act  shall be 
construed as preventing any committee from reporting or  either  house 
of Congress from considering one or more bills containing technical cor-
rections or substantive amendments to eligible bills as defined by this Act.

(2) FAILURE TO REPORT.— If any committee fails to report a bill referred 
to in paragraph (1) prior to the discharge date, that committee  shall 
be immediately discharged from further consideration of that bill.

(e) EXPEDITED CONSIDERATION IN THE HOUSE OF REPRESENTATIVES.—
(1) IN GENERAL.— Not  later than five legislative days  after an eligible bill 

is reported or the committees of referral have been discharged from 
further consideration thereof, it  shall be in order to move to proceed 
to consider the bill in the House. Such a motion  shall be in order only 
at a time designated by the Speaker in the legislative schedule within 
two legislative days  after the day on which the proponent announces 
an intention to the House to offer the motion. Such a motion  shall 
not be in order  after the House has disposed of a motion to proceed 
with re spect to that bill. The previous question  shall be considered as 
ordered on the motion to its adoption without intervening motion.

(2) CONSIDERATION.— Except as provided in paragraph (3), if the motion 
to proceed is agreed to, the House  shall immediately proceed to con-
sider the bill referred to in paragraph (1) in the House without interven-
ing motion. Such bill  shall be considered as read. Except as provided in 
paragraph (3), all points of order against such bill and against its con-
sideration are waived. The previous question  shall be considered as 
ordered on such bill to its passage without intervening motion except 
two (2) hours of debate equally divided and controlled by the propo-
nent and an opponent and one motion to limit debate on the bill.

(3) PUBLICATION.— As soon as practicable  after an eligible bill is reported or 
discharged from any committee of jurisdiction, the chair of the Com-
mittee on Rules  shall place the bill on the website of the committee.

(4) EXTRANEOUS  MATTER.— When the House is considering a bill pursu-
ant to paragraph (2), if a point of order is made by any Member against 
any change made by a committee to the introduced bill other than 
a technical or conforming amendment and the point of order is sus-
tained by the Chair, that  matter  shall be deemed stricken from the bill.

SEC. 211. EXPEDITED PROCEDURES IN THE SENATE.
(a) COMMITTEE CONSIDERATION.— In the Senate, upon receipt of a bill passed in 

the House of Representatives pursuant to this Act, it  shall be jointly referred 
to the committee or committees of jurisdiction, which  shall report the bill 
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without any revision and with a favorable recommendation, an unfavorable 
recommendation, or without recommendation, not  later than 5 legislative days 
 after receipt in the Senate. If any committee fails to report the bill within that 
period, that committee  shall be automatically discharged from consider-
ation of the bill, and the bill  shall be placed on the appropriate calendar.

(b) MOTION TO PROCEED.— Notwithstanding Rule XXII of the Standing 
Rules of the Senate, it is in order, not  later than 2 days of session  after the 
date on which a bill  under paragraph (1) is reported or discharged from all 
committees to which it was referred, for the majority leader of the Senate 
or the majority leader’s designee to move to proceed to the consideration 
of the bill. It  shall also be in order for any Member of the Senate to move 
to proceed to the consideration of such bill at any time  after the conclu-
sion of such 2- day period. A motion to proceed is in order even though 
a previous motion to the same effect has been disagreed to. All points of 
order against the motion to proceed to the bill are waived. The motion to 
proceed is not debatable. The motion is not subject to a motion to post-
pone. If a motion to proceed to the consideration of the bill is agreed to, 
the bill  shall remain the unfinished business  until disposed of.

(c) CONSIDERATION.— All points of order against the bill and against consid-
eration of the bill are waived. Consideration of the bill and of all debatable 
motions and appeals in connection therewith  shall not exceed a total of 30 
hours which  shall be divided equally between the Majority and Minority 
Leaders or their designees. A motion further to limit debate on the bill is in 
order,  shall require an affirmative vote of three- fifths of the Members duly 
chosen and sworn, and is not debatable. Any debatable motion or appeal 
is debatable for not to exceed 1 hour, to be divided equally between  those 
favoring and  those opposing the motion or appeal. All time used for con-
sideration of the bill, including time used for quorum calls and voting,  shall 
be counted against the total 30 hours of consideration.

(d) VOTE ON PASSAGE.— If the Senate has voted to proceed to the bill, the vote 
on passage of the bill  shall occur immediately following the conclusion of 
the debate on the bill, and a single quorum call at the conclusion of the 
debate if requested.

(e) RULINGS OF THE CHAIR ON PROCEDURE.— Appeals from the decisions of 
the Chair relating to the application of the rules of the Senate to the pro-
cedure relating to the bill  shall be de cided without debate.

SEC. 212. EFFECTIVE DATE.
This Act  shall take effect immediately upon the publication of the next report 

required to be published  under section 202(e) of the Congressional Bud get Act of 
1974 (2 U.S.C. 602(e)).



 Effective Fiscal Rules Build on Consensus 179

SUBTITLE C— ENDING GOVERNMENT SHUTDOWNS

SEC. 221. AUTOMATIC CONTINUING APPROPRIATIONS
(a) IN GENERAL.— Chapter 13 of title 31, United States Code, is amended by 

inserting  after section 1310 the following new section:

“SEC. 1311. CONTINUING APPROPRIATIONS.
“(a)(1)  If any appropriations mea sure for a fiscal year is not enacted before the 

beginning of such fiscal year or a joint resolution making continuing 
appropriations is not in effect,  there are appropriated such sums as may 
be necessary to continue any program, proj ect, or activity for which 
funds  were provided in the preceding fiscal year—
“(A)  in the corresponding appropriations Act for such preceding fiscal 

year; or
“(B)  if the corresponding appropriations bill for such preceding fiscal 

year did not become law, then in a joint resolution making con-
tinuing appropriations for such preceding fiscal year.

“(2) (A)  Appropriations and funds made available, and authority granted, for 
a program, proj ect, or activity for any fiscal year pursuant to this 
section  shall be at a rate of operations not in excess of the lower of—
“(i) the rate of operations provided for in the regular appropria-

tions Act providing for such program, proj ect, or activity 
for the preceding fiscal year;

“(ii) in the absence of such an Act, the rate of operations pro-
vided for such program, proj ect, or activity pursuant to a 
joint resolution making continuing appropriations for such 
preceding fiscal year; or

“(iii) the annualized rate of operations provided for in the most 
recently enacted joint resolution making continuing appro-
priations for part of that fiscal year or any funding levels estab-
lished  under the provisions of this Act.

“(B)  If this section is in effect at the end of a fiscal year, funding levels 
 shall continue as provided in this section for the next fiscal year, 
except that such levels  shall increase by two (2)  percent for programs 
with a program- specific, current authorization of appropriations. 
This provision  shall not be construed to preclude the sequestration 
of bud getary authority exceeding any caps established  under the 
Balanced Bud get and Emergency Deficit Control Act of 1985.

“(3)  Appropriations and funds made available, and authority granted, for 
any fiscal year pursuant to this section for a program, proj ect, or activ-
ity  shall be available for the period beginning with the first day of a 
lapse in appropriations and ending with the date on which the applicable 
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regular appropriations bill for such fiscal year becomes law ( whether 
or not such law provides for such program, proj ect, or activity) or 
a continuing resolution making appropriations becomes law, as the 
case may be.

“(4)  Pursuant to Article I, Section 8, clause 12 of the Constitution, appro-
priations for the Army  shall not exceed two years from the enactment 
of the most recent appropriations Act or continuing resolution enacted 
into law providing appropriations for the Army.

“(b) An appropriation or funds made available, or authority granted, for a 
program, proj ect, or activity for any fiscal year pursuant to this section 
 shall be subject to the terms and conditions imposed with re spect to 
the appropriation made or funds made available for the preceding fiscal 
year, or authority granted for such program, proj ect, or activity  under 
current law.

“(c) Expenditures made for a program, proj ect, or activity for any fiscal year 
pursuant to this section  shall be charged to the applicable appropria-
tion, fund, or authorization whenever a regular appropriations bill or 
a joint resolution making continuing appropriations  until the end of 
a fiscal year providing for such program, proj ect, or activity for such 
period becomes law.

“(d) This section  shall not apply to a program, proj ect, or activity during a 
fiscal year if any other provision of law (other than an authorization of 
appropriations)—

“(1) makes an appropriation, makes funds available, or grants authority for 
such program, proj ect, or activity to continue for such period; or

“(2) specifically provides that no appropriation  shall be made, no funds  shall 
be made available, or no authority  shall be granted for such program, 
proj ect, or activity to continue for such period.”

(b) CLERICAL AMENDMENT.— The  table of sections of chapter  13 of title 31, 
United States Code, is amended by inserting  after the item relating to sec-
tion 1310 the following new item:

“1311. Continuing appropriations.”

TITLE III— ADDITIONAL PROVISIONS

SEC. 301. CBO AND JCT ESTIMATES TO INCLUDE DEBT SERVIC-
ING COSTS.

(a) In General.— The Congressional Bud get and Impoundment Con-
trol Act of 1974 (2 U.S.C. 621 et seq.) is amended by inserting  after sec-
tion 402 the following:
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“ESTIMATES TO INCLUDE DEBT SERVICING COSTS

“Sec. 403. Any estimate prepared by the Congressional Bud get Office  under sec-
tion 402, and any estimate prepared by the Joint Committee on Taxation,  shall 
include, to the extent practicable, the costs (if any) of servicing the public debt.”

(b) Clerical Amendment.— The  table of contents of such Act is amended 
by inserting  after the item relating to section 402 the following:
“403. Estimates to include debt servicing costs.”

TITLE IV— AMENDMENTS TO PRESIDENT’S BUDGET 
PROPOSAL AND DEBT CEILING

SEC. 401. REPEAL OF REDUNDANT SENSE OF CONGRESS. Section 1103 
of Title 31, United States Code, is repealed.

SEC. 402. PRESIDENT’S BUD GET PROPOSAL TO RE SPECT SPENDING 
CEILING. Subsection 1105(a) of Title 31, United States Code, is amended by inserting 
before the period of the first sentence “consistent with the requirements of the Genuine 
Reforms Earn Americans’ Trust Again Act of 2019.”

SEC.  403. PRESIDENT’S BUD GET PROPOSAL TO INCLUDE OP-
TIONS TO REDUCE DEFICITS. Subsection (c) of section 1105 of Title 31, 
United States Code, is amended to read:

“(c)(1) Deficit—
“(A)  The President  shall recommend in the bud get appropriate action 

to meet an estimated deficiency when the estimated receipts for 
the fiscal year for which the bud get is submitted ( under laws in 
effect when the bud get is submitted) and the estimated amounts 
in the Trea sury at the end of the current fiscal year available for 
expenditure in the fiscal year for which the bud get is submitted, 
are less than the estimated expenditures for that year.

“(B)  If estimated expenditures are projected to exceed estimated 
receipts during the bud get year for which the bud get is submit-
ted and each of the subsequent nine (9) fiscal years, the President 
 shall recommend legislative options to eliminate not less than 
150% of the estimated excess of expenditures over receipts in the 
ninth year following the bud get year. Such options  shall begin to 
reduce the excess during intervening years as soon as practicable.

“(2)  Surplus— The President  shall make recommendations required by the public 
interest when the estimated receipts and estimated amounts in the Trea-
sury are more than the estimated expenditures.”
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SEC. 404.  MODIFICATION OF DEBT CEILING.
(a) The debt ceiling established by 31 U.S.C. 3101  shall be suspended except 

in the case of subsection (b).
(b) Upon the date that is 30 days following a finding described in subsection 

201(a), the suspension of the debt ceiling in paragraph (a)  will terminate. 
The limitation in effect  under section 3101(b) of title 31, United States 
Code,  shall be increased to the extent that—
(1) the face amount of obligations issued  under chapter 31 of such title 

and the face amount of obligations whose principal and interest are 
guaranteed by the United States Government (except guaranteed 
obligations held by the Secretary of the Trea sury) outstanding on 
such date, exceeds

(2) the face amount of such obligations outstanding on the date of a sus-
pension  under subsection (a) or (c).

(c) Suspension of the debt ceiling may resume  after a subsequent finding 
 under subsection 201(b) that no breach of bud get authority occurred for 
the preceding year.

TITLE V— VOTE ON THE BALANCED BUDGET AMENDMENT

SEC.  501. VOTE ON THE BALANCED BUDGET AMENDMENT. 
[Note: adapted from Title II of the Bud get Control Act of 2011.]

 After [date] and not  later than [date] the House of Representatives and Senate, re-
spectively,  shall vote on passage of a joint resolution, the title of which is as follows: 
“Joint Resolution Proposing a Balanced Bud get Amendment to the Constitution 
of the United States.” To the extent practicable, preference  shall be given to a joint 
resolution with at least one sponsor or cosponsor from each major party caucus or 
to a joint resolution that differs substantially from proposals already considered by 
Congress, or to a joint resolution with both attributes.

SEC. 502. CONSIDERATION BY THE OTHER HOUSE.
(a) House Consideration.—

(1) Referral.— If the House receives a joint resolution described in sec-
tion  501 from the Senate, such joint resolution  shall be referred to 
the Committee on the Judiciary. If the committee fails to report the 
joint resolution within five legislative days, it  shall be in order to move 
that the House discharge the committee from further consideration 
of the joint resolution. Such a motion  shall not be in order  after the 
House has disposed of a motion to discharge the joint resolution. The 
previous question  shall be considered as ordered on the motion to 
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its adoption without intervening motion except 20 minutes of debate 
equally divided and controlled by the proponent and an opponent. If 
such a motion is  adopted, the House  shall proceed immediately to con-
sider the joint resolution in accordance with paragraph (3). A motion to 
reconsider the vote by which the motion is disposed of  shall not be in 
order.

(2) Proceeding to consideration.—  After the joint resolution has been 
referred to the appropriate calendar or the committee has been dis-
charged (other than by motion) from its consideration, it  shall be 
in order to move to proceed to consider the joint resolution in the 
House. Such a motion  shall not be in order  after the House has dis-
posed of a motion to proceed with re spect to the joint resolution. 
The previous question  shall be considered as ordered on the motion 
to its adoption without intervening motion. A motion to reconsider 
the vote by which the motion is disposed of  shall not be in order.

(3) Consideration.— The joint resolution  shall be considered as read. 
All points of order against the joint resolution and against its con-
sideration are waived. The previous question  shall be considered as 
ordered on the joint resolution to its passage without intervening 
motion except two hours of debate equally divided and controlled 
by the proponent and an opponent and one motion to limit debate 
on the joint resolution. A motion to reconsider the vote on passage of 
the joint resolution  shall not be in order.

(b) Senate Consideration.— 
(1) If the Senate receives a joint resolution described in section 501 from 

the House of Representatives, such joint resolution  shall be referred 
to the appropriate committee of the Senate. If such committee has 
not reported the joint resolution at the close of the fifth session day 
 after its receipt by the Senate, such committee  shall be automatically 
discharged from further consideration of the joint resolution and it 
 shall be placed on the appropriate calendar.

(2) Consideration of the joint resolution and on all debatable motions 
and appeals in connection therewith,  shall be  limited to not more 
than 20 hours, which  shall be divided equally between the majority 
and minority leaders or their designees. A motion further to limit 
debate is in order and not debatable. An amendment to, or a motion 
to postpone, or a motion to proceed to the consideration of other 
business, or a motion to recommit the joint resolution is not in order. 
Any debatable motion or appeal is debatable for not to exceed 1 hour, 
to be divided equally between  those favoring and  those opposing 
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the motion or appeal. All time used for consideration of the joint 
resolution, including time used for quorum calls and voting,  shall be 
counted against the total 20 hours of consideration.

(3) If the Senate has voted to proceed to a joint resolution, the vote on 
passage of the joint resolution  shall be taken on or before the close of 
the seventh session day  after such joint resolution has been reported 
or discharged or immediately following the conclusion of consider-
ation of the joint resolution, and a single quorum call at the conclusion 
of the debate if requested in accordance with the rules of the Senate.

TITLE VI— GENERAL PROVISIONS

SEC. 601. RULE OF CONSTRUCTION. This Act is enacted in part pursuant 
to the rulemaking power of each  house of Congress.  Either  house, with or with-
out the consent of the other,  shall retain the power to amend or repeal provisions 
governing the Rules of its Proceedings. Nothing in this Act  shall be construed to 
supersede the proper powers of any officer or body of the United States Govern-
ment  under the Constitution.

SEC.  602. SEVERABILITY. If any provision of this Act or an amendment 
made by this Act, or the application of a provision or amendment to any person 
or circumstance, is held to be invalid for any reason in any court of competent 
jurisdiction, the remainder of this Act and amendments made by this Act, and the 
application of the provisions and amendment to any other person or circumstance, 
 shall not be affected.



According to the Compact for Amer i ca Debt Default Clock, we are only 
minutes from midnight— that ominous hour when the federal govern-
ment  will face an impending sequence of fiscal crisis, insolvency, and ulti-
mately default. This chapter explores the 12  factors related to the Trea sury 
securities market that are looming over the federal government and ex-
amines pos si ble solutions to move it away from the brink of fiscal disaster.

The federal government’s gross debt, which includes both debt held by 
the public and debt held by federal government trust funds, now exceeds 
$22 trillion.1 The Congressional Bud get Office (CBO) proj ects this debt 
 will grow to almost $34 trillion in fiscal year 2028.2 The CBO also proj-
ects that gross interest costs in the same year  will exceed $1.1 trillion.3 
What’s more, then- CBO Director Keith Hall testified in an April 2018 
hearing before the Senate Bud get Committee that:

The likelihood of a fiscal crisis in the United States [given the pro-
jected debt held by the public] would increase.  There would be a 
greater risk that investors would become unwilling to finance the 
government’s borrowing  unless they  were compensated with very 
high interest rates; if that happened, interest rates on federal debt 
would rise suddenly and sharply.4

CHAPTER NINE

MINUTES FROM MIDNIGHT: 
GROWING PRESSURE ON THE 

TREA SURY MARKET COULD LEAD 
TO DEFAULT

BAKER SPRING
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Hall is correct that the projected debt  will be the single most 
impor tant  factor leading to intense pressure on the Trea sury securi-
ties market in a way that could lead to a fiscal crisis. If anything, Hall 
underestimates the risk both  because his observation focuses on only 
the portion of the federal debt held by the public, as opposed to the 
larger gross debt, and  because it is likely that a fiscal crisis, should it 
occur,  will be followed rapidly by federal government insolvency and 
ultimately default. For the purposes of this chapter, default is defined 
as the failure by the federal government to make timely payment on a 
debt obligation.

Beyond the projected growth in the federal debt, myriad  factors 
contribute to the growing pressure on the Trea sury securities market. 
Chief among them is the concomitant growth in gross federal interest 
costs. The Debt Default Clock initiative of the Compact for Amer i ca 
Educational Foundation asserts that 12  factors are the most impor tant.5 
It is the objective of the initiative to bring to the attention of the federal 
government’s fiscal policymakers the dangers of the growing pressure 
on the Trea sury securities market and the likelihood it  will lead to a se-
quence of fiscal crisis, insolvency, and default by the federal government 
if it remains on its current fiscal path. In essence, the Debt Default Clock 
is a flexible instrument for predicting both the time and the circum-
stances of the sequence of federal fiscal crisis, insolvency, and default. It 
is anchored in the observation made by Keith Hall described  earlier that 
at some point investors  will be unwilling to finance the federal debt any 
further. The clock depicts  these emerging Trea sury market conditions 
in minutes away from midnight, where midnight is the initiation of the 
sequence of federal fiscal crisis, insolvency, and default.

This is not to say that the Debt Default Clock implies that the se-
quence is inevitable. It  will happen only if the federal government re-
mains on its projected fiscal path. A review committee updates the clock 
periodically to account for  either positive or negative developments re-
garding the health of the Trea sury securities market. Avoiding a crisis 
starts with the federal government’s adoption of a combination of sub-
stantive fiscal policy and bud get pro cess changes that specifically serve to 
lessen the growing pressure on the Trea sury securities market.
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GROWING PRESSURE ON THE TREA SURY SECURITIES MARKET

As a result of a June 26, 2018, forum in Washington, DC, involving a 
group of experts from both the investment and the fiscal policy commu-
nities, the Debt Default Clock now points to 12 impor tant  factors that 
contribute to growing pressure on the Trea sury securities market. They 
are as follows:

1.  There is too much debt. This is most basic  factor driving pres-
sure on the Trea sury securities market.  Under the Debt Default 
Clock set at the time of the review committee’s fall 2018 update, 
the debt held by the public is forecast to grow to over 96  percent 
of gross domestic product (GDP) in the final year of the bud get 
period (2028), and the gross debt  will also peak in 2028 at over 
113  percent of GDP.6

2.  There is no dollar- denominated debt ceiling in place. Currently,  there 
is no dollar- denominated debt ceiling in place  because the debt 
ceiling law has been suspended.7 This maneuver imposes psy-
chological pressure on the Trea sury securities market  because 
it codifies the assumptions by federal fiscal policymakers that 
 there is no practical limit on the level of federal debt, and that it 
can be financed by the market essentially in defi nitely.

3. Gross federal interest costs  will eat up too much revenue.  Under cur-
rent projections, gross federal interest costs exceeded 15  percent 
of federal revenues in 2018.8 Further, they  will remain above 
this threshold thereafter. Investors  will at some point find it dis-
turbing that the federal government is being forced to allocate 
such a large share of its income to paying interest on its debt.

4. The federal government could enter an interest- cost death spiral. Bank-
ers  will tell you that they  will discontinue lending money to 
a debtor when large amounts of the money the debtor would 
other wise obtain by taking on new debt is  going to pay inter-
est on the existing debt. In the same way,  factor 4 is a strong 
indicator of the lack of fiscal health by the federal government. 
Investors  will not fail to account for this lack of fiscal health in 
the Trea sury securities market  because it signifies the extent to 
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which the Trea sury is increasing its debt to cover the growing 
interest costs on the preexisting debt. On this basis, gross inter-
est costs are projected to consume over 90   percent of money 
raised by the issuance of new debt in 2027.9

5.  There is too much spending. According to historical data regarding 
revenues (more about revenues  later), it is reasonable to expect 
that the federal government could balance its bud get if outlays 
 were held to 17.5  percent of GDP. The prob lem is that in none 
of the years from 2000 to 2017 have outlays been at or below 
17.5  percent of GDP.10 This prob lem is projected to get worse. 
Projections are that federal outlays  will be at 23.6   percent of 
GDP in 2028, which is the final year of the applicable 10- year 
bud get period.11 Investors already recognize that excessive fed-
eral spending is more the source of the growing fiscal prob lem 
than are insufficient revenues.

6. In relative terms, federal government resources available to finance the 
debt  will shrink. On a consistent basis, the federal government has 
used its own trust fund balances to help finance the debt. The 
largest of  these are the Medicare and Social Security trust funds. 
Demographic projections  will cause  these two fund balances to 
decline in the  future. This means the trust funds  will have less 
money to make available for financing the debt, and a greater 
share of this financing  will depend on the debt held by the pub-
lic. The Debt Default Clock proj ects that the debt held by the 
public  will exceed 80  percent of the gross debt in 2025.12

7. Foreign- held debt may make the Trea sury vulnerable to manipulation. 
This  factor assesses the exposure of the Trea sury to manipula-
tion of its position as a debtor by foreign entities for po liti cal 
reasons. Such manipulations could be intended to increase the 
risk of default, particularly following a successful attempt to 
remove the U.S. dollar as the world reserve currency. Such 
a manipulation is all but certain to spook private investors in 
the Trea sury securities market. This  factor is calculated on the 
basis of the share of the debt held by the public that is in for-
eign hands. The Debt Default Clock shows that foreign- held 
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debt  will exceed 50  percent of the debt held by the public in 
2021.13

8. The current structure of the debt, from the Trea sury’s perspective, may be 
financially imprudent. Currently, the combination of debt instru-
ments in Trea sury inflation- protected securities (TIPS), Trea-
sury Floating Rate Bills, and other debt instruments that mature 
in five years or less is a bit higher than 67  percent of the debt held 
by the public.14 The Trea sury’s financial position is put at risk by 
inflation in the  future  because the principal of TIPS is automati-
cally adjusted with inflation. Trea sury’s financial position is put 
at risk by higher interest rates  because the floating rate and early- 
maturing securities  will incur higher interest costs and require 
refinancing at higher rates. Accordingly, the proportion of the 
debt in  these three categories of securities is too high.

9. Federal revenues could fall too low. Obviously,  factor 9 is the flip 
side of  factor 5 on outlays. The circumstance for revenues, how-
ever, differs from that of outlays. Federal revenues in 2017  were 
at 17.3  percent of GDP.15 As a practical  matter, this is below the 
level necessary to achieve a balanced bud get. On the one hand, 
the level for achieving a balanced bud get, based on outlays, is 
17.5  percent of GDP. Revenues  will recover to 17.5  percent of 
GDP in the not too distant  future and exceed 18  percent before 
the end of the applicable bud get period.16 This projection reflects 
the enactment of The Tax Cut and Jobs Act of 2017 (Public Law 
115-97).

10. Real economic growth may be too slow to contribute to improving the 
fiscal position of the federal government. While not sufficient to sta-
bilize the fiscal position of the federal government, robust eco-
nomic growth is an essential part of the solution to the fiscal 
prob lem. The reason is that a larger economy, all other  things 
being equal,  will generate more revenue for the government 
and reduce the demand for some portions of government spend-
ing. At a minimum, 3   percent annual real rate of growth in 
terms of GDP is necessary to reach a balanced bud get.  Earlier, 
government projections  were that the real annual rate of growth 
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would be 3.3   percent in 2018.17  These projections turned out 
to be overly optimistic by a small increment. The Debt Default 
Clock Review Committee  will take this into account when it 
conducts its upcoming review.

11. Congress has set a bad pre ce dent regarding federal default by permitting the 
Trea sury to pursue “extraordinary mea sures” in the course of past bud get 
impasses. In the past, the Trea sury has resorted to  these “extraor-
dinary mea sures” to delay for uncertain  limited times the point 
at which it reaches the debt ceiling and risks defaulting on a por-
tion of its debt obligations during times of bud get impasses.18 
This was the case for much of 2019. Generally speaking,  these 
mea sures involve suspending the issuances of securities by the 
Trea sury to certain entities, such as state and local governments, 
Civil Ser vice Retirement and Disability Fund, Postal Ser vice 
Retiree Health Benefits Fund, Federal Employees Retirement 
System, and Exchange Stabilization Fund. In general terms, the 
Trea sury acknowledges  these entities are “made  whole” follow-
ing the bud get impasses. Typically, this involves making inter-
est payments on the securities that other wise would have been 
issued. The Debt Default Clock defines default as a failure by the 
Trea sury to make a timely payment on a debt obligation. Thus, 
the admission that the entities involved have to be made  whole is 
also an admission of a failure to make timely payments— default 
according to the standards set by the Debt Default Clock.

12. Congress needs to scale back programmatic “mandatory spending” and 
eventually phase it out. Mandatory programmatic spending, which 
sets aside net interest payments, does not require the annual 
appropriation of money by Congress. Effectively,  these spending 
programs are on autopi lot. According to a CBO report, pro-
grammatic mandatory spending was more than $2.5 trillion in 
2017.19 The CBO projected this spending to grow to more than 
$4.5 trillion in 2028.20

Applying  these  factors, the Debt Default Clock Review Committee 
determined in the fall of 2018 that the clock’s minute hand rested at four 
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minutes from the midnight hour that initiates the sequence of federal 
fiscal crisis, insolvency, and default. More specifically, the committee 
has assessed that where  things currently stand,  factors 1, 2, 5, 8, 10, 11, 
and 12 buy no minutes away from midnight.  Factors 3, 4, 6, and 7 buy 
one minute each away from midnight. The review committee retains 
the discretion to discount up to two of the  factors in the course of any 
review. For example, in May 2018, the Committee chose to discount 
 factor 9 on revenues  because this  factor was projected to move in a posi-
tive direction over the course of the bud get period. The Committee’s 
assessment is based on its fundamental belief that the sequence of fiscal 
crisis, insolvency, and default  will stem from a breakdown in the Trea-
sury securities market.

BUYING TIME

Following the logic  behind the  factors under lying the Debt Default 
Clock, federal fiscal policymakers can start now to relieve the growing 
pressure on the Trea sury securities market. In general, this means taking 
the specific steps necessary to move the clock’s minute hand away from 
midnight.

SOLUTION 1: PUT THE FEDERAL BUD GET ON THE PATH TO BALANCE

Relieving the growing pressure on the Trea sury securities market starts 
with the core component of a responsible fiscal policy, which is to put 
the federal government on the path to balancing the bud get before the 
10- year bud get period ends. Continual deficits and ever- growing debt 
impose a heavy burden on the Trea sury to attract investment dollars to 
finance this debt. If the federal government stays on the currently pro-
jected path regarding the debt, it is inevitable that it  will find it difficult 
to attract  these dollars. More specifically, the goals for the  factors cover-
ing outlays and revenues relative to GDP set the terms for bringing the 
federal bud get into balance. The twin goals of  these two  factors are to 
elevate federal revenues to 17.5  percent of GDP and bring spending to 
the same 17.5  percent of GDP. Fortunately, revenues are projected to ex-
ceed this level well before the end of the bud get period. This projection 
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comes  after accounting for the tax reform law enacted in 2017.21 This is 
why the review committee has exercised its discretion to discount the 
revenue  factor at this time.

Spending, on the other hand, has been well above the 17.5  percent 
level for a long time and is projected to outstrip overall economic 
growth in the years to come. By any objective standard, the bulk of the 
federal government’s deficit prob lem rests on the spending side of the 
ledger. If the federal government is able to constrain projected outlays 
to 17.5  percent of GDP by the end of the bud get period, it  will buy one 
minute away from midnight. If it achieves an  actual level of outlays that 
is at or below 17.5   percent of GDP, that action  will buy two minutes 
from midnight. By meeting the applicable goals for outlays and revenues, 
the federal government  will also advance its position with regard to the 
size of the debt held by the public and the gross debt as a share of GDP. 
The benchmarks of the Debt Default Clock are debt held by the public 
below 70   percent of GDP and gross debt below 100   percent of GDP. 
 These  factors currently buy zero minutes from midnight. Prospectively, 
if both the debt held by the public is forecasted to fall below 70  percent 
of GDP and the gross debt is forecasted to fall below 100  percent of GDP 
during the bud get period,  these changes  will then buy one minute from 
midnight. If both actually fall below the applicable thresholds, it  will 
then buy two minutes from midnight. By definition, it  will reduce the 
financing burden facing the Trea sury  under current projections. This 
cannot but help stabilize the Trea sury securities market.

SOLUTION 2: ARREST THE FEDERAL GOVERNMENT’S GROWING 

INTEREST COSTS

As alarming as the continuing deficits are, the federal government’s spi-
raling interest costs are even worse. Two remedies are found in relation 
to the two  factors covering the projected growth in gross interest costs. 
The first of  these  factors accounts for the fact that it is simply inadequate 
to assert that the government can carry its interest costs on the basis of 
 those costs as a share of GDP. The government does not and should not 
count the entire national economy as the resource it can draw on to ac-
commodate its interest costs. The much more relevant mea sure of the 
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government’s capacity to carry interest costs is its level of revenue. Ac-
cordingly, the relevant  factor establishes the goal of reducing gross inter-
est costs to 15  percent of federal revenues. That  factor currently buys one 
minute from midnight on the Debt Default Clock  because it is below 
the 15  percent threshold now and  will exceed the threshold only  later. 
“ Later,” however, currently means “ later this year.” At that point, the 
 factor is likely to buy zero minutes from midnight  because the threshold 
 will be exceeded. If, by contrast,  there is a change in fiscal policy that 
results in a projection that assesses that gross interest costs  will stay be-
low 15  percent of federal revenues during the bud get period, this  factor 
 will buy two minutes from midnight.

The second of the two relevant  factors uses a diff er ent mea sure for 
determining the federal government’s capacity to carry interest costs: 
the ratio of interest costs to the amount of money brought in by the issu-
ance of new debt. This is the appropriate way to determine  whether the 
federal government is entering into an interest- cost death spiral  because 
too large a share of the money raised by issuance of new debt is being 
allocated, at least by implication, to covering the interest on the preex-
isting debt. The Debt Default Clock establishes the goal of keeping gross 
interest costs  under 70   percent of the money raised through the issu-
ance of new debt. The current estimate is that the level of gross interest 
costs  will exceed 70  percent of the money brought in by the issuance 
of new debt (in net terms) in 2023. Thus, the relevant  factor now buys 
one minute from midnight. On the other hand, this  factor  will buy two 
minutes from midnight if the federal government is able to proj ect that 
it  will stay  under the threshold during the bud get period. In terms of 
both  these  factors related to gross interest costs, investors in the Trea sury 
securities market cannot but help notice the spiraling interest costs and 
become uncomfortable with them. By the same token, meeting the two 
goals established by both  these  factors cannot but help reassure  those in-
vesting in Trea sury securities in terms of keeping their investments safe.

SOLUTION 3: RESTRUCTURE THE FEDERAL DEBT

A less apparent prob lem to policymakers is that the debt is currently 
structured in a way that provides insufficient protection against both 
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rising inflation and interest rates. In short, too much of the debt is in 
TIPS, Trea sury Floating Rate Bills, and other securities that mature 
in five years or less. The  factor related to the structure of the debt also 
points to the solution to this prob lem. The Trea sury should move to 
restructure the debt by auctioning more long- term securities and scaling 
back on TIPS, Floating Rate Trea sury Bills, and securities that mature 
quickly, at least in relative terms. Ideally, this change  will take place 
ahead of the anticipated increases in inflation and interest rates. Specifi-
cally, the goal should be for the Trea sury to scale back the combined 
total of TIPS, Floating Rate Trea sury Bills, and other securities that 
mature in less than five years to less than 50  percent of all the debt held 
by the public. Regarding the Debt Default Clock, the relevant  factor 
currently buys no minutes away from midnight. If in the  future the 
holdings of TIPS, Floating Rate Trea sury Bills, and near- term matur-
ing debt come down, this  factor  will buy one minute from midnight for 
 every five- point reduction in the percentage of the total debt held by the 
public represented by  these categories of securities.

SOLUTION 4: GUARD AGAINST FOREIGN MANIPULATION  

OF THE TREA SURY SECURITIES MARKET

The goal following from the  factor related to foreign- held debt is to 
limit such debt to 50  percent or less of the debt held by the public. As 
noted  earlier, the Debt Clock shows that foreign- held debt  will exceed 
50  percent of the debt held by the public in 2021. This is the point at 
which this  factor  will buy zero minutes from midnight.  Until then, it 
buys one minute from midnight. If  things improve such that the foreign- 
held debt falls to less than 50  percent of the debt held by the public and 
projections show it  will remain below this threshold for the bud get pe-
riod, this  factor  will buy two minutes from midnight.

SOLUTION 5: SUSTAIN REAL ECONOMIC GROWTH AT 3  PERCENT 

ANNUALLY OR HIGHER

It is axiomatic that financing the currently projected federal debt  will 
at some point become impossible if  there is a stagnating economy. The 
goal  here is to get real economic growth to at least 3  percent annually. If 
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the real annual growth rate reaches 3  percent in a single year, it  will buy 
one minute away from midnight. When coupled with the same average 
annualized rate of growth forecast for the entire 10- year bud get period, 
it  will buy two minutes away from midnight. The Debt Default Clock 
Review Committee  will determine  whether current and projected real 
annual growth rates warrant any minutes away from midnight in its next 
review.

SOLUTION 6: RESTORE THE DEBT CEILING LAW, AND PROHIBIT THE 

TREA SURY FROM ENGAGING IN “EXTRAORDINARY MEA SURES”

The goal in the Debt Clock’s  factor 2 is to restore a dollar- denominated 
debt ceiling in law and keep the  actual debt below that level during the 
bud get period. This  factor currently buys zero minutes from midnight 
 because the debt ceiling law is currently suspended. In the  future, it  will 
buy one minute from midnight if a dollar- denominated debt ceiling is 
reestablished by law. It  will buy two minutes away from midnight if the 
dollar- denominated debt ceiling is reestablished and is accompanied by 
a bud get projection that shows that the debt  will stay below this ceiling 
in the course of the 10- year bud get period.

Regarding the second of the two relevant  factors, Congress should 
enact a law that prohibits the Trea sury from resorting to the use of “ex-
traordinary mea sures” in the  future. Specifically, if  either  house of Con-
gress has passed such a bill during the then- current Congress at the time 
of a review committee assessment, it  will buy one minute away from 
midnight. If such a law is fully enacted and remains on the books at the 
time of the applicable review by the review committee, it  will buy two 
minutes away from midnight. At this point, this  factor buys no minutes 
away from midnight.

SOLUTION 7: UNIFY THE PROGRAMMATIC BUD GET ACCOUNTS

The Debt Default Clock’s criteria call for curtailing, and eventually 
eliminating, programmatic mandatory spending. Contributing to ex-
cessive federal spending is the fact that large portions of that spend-
ing are procedurally separated from other accounts; therefore, all federal 
programmatic spending accounts need to be brought  under the same 
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stringent standard for control. This means transferring all mandatory 
spending accounts back to the annual appropriations pro cess and re-
viewing such spending on an annual basis. Congress, by starting to take 
such steps now, should be able to reduce this category of spending dra-
matically. In fact, it should phase it out altogether. If Congress returns 
enough of this autopi lot spending to the appropriated category so that 
by the end of the 10- year bud get period the mandatory category is less 
in dollar terms than what it was in 2017, it  will buy one minute away 
from midnight on the Debt Default Clock. If the mandatory category is 
projected to be phased out altogether by the end of the bud get period, 
it  will buy two minutes away from midnight. This  factor currently buys 
no minutes away from midnight.

THE COMPACT FOR AMER I CA PROPOSES FUNDAMENTAL  

BUD GET PRO CESS REFORM

The solutions detailed previously  will not be easy; indeed, recent history 
teaches us that  under the current bud get pro cess, taking  these steps is es-
sentially a po liti cal impossibility. The bud get pro cess must be reformed 
in a way that is intended to make taking the steps outlined previously 
po liti cally pos si ble. This means fundamental reform, which requires 
amending the Constitution. Essentially, an amendment needs to facili-
tate limitations on the size of the federal debt in a way that does not itself 
lead to default. Further,  there needs to be a  viable vehicle for advancing 
such an amendment. Both the substantive amendment and the vehicle 
for advancing it have been created by the Compact for Amer i ca.22

THE COMPACT FOR AMER I CA PROPOSES A  VIABLE VEHICLE

The Compact for Amer i ca vehicle for advancing a bud get pro cess reform 
amendment to the Constitution uses an alternative means for amending 
the Constitution that fully organizes the states in the pro cess. Or ga nized 
as we propose, the states can hold an Article V convention for amending 
the Constitution that  will not spiral out of control and that  will be ef-
fectively bound to serve only one purpose.
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At the outset, the Compact for Amer i ca recognized that Congress 
 will not and, po liti cally speaking, cannot propose an effective bud get 
pro cess reform amendment. The primary reason for this impasse is that 
Article V requires a two- thirds majority in both  houses of Congress 
to propose amendments. The votes for this are simply not  there. This 
was demonstrated again in early 2018, when a balanced bud get amend-
ment acquired majority support in the House of Representatives, but 
not the two- thirds required.23 The reason Congress, po liti cally speak-
ing, cannot muster the votes needed for an amendment requiring fun-
damental bud get pro cess reform— one that staves off default—is that 
such an amendment  will at some point in the not- too- distant  future 
require Congress to admit that it has made spending commitments to 
the American  people it cannot keep. Breaking  these promises is tanta-
mount to po liti cal suicide. The prob lem is that keeping them, of course, 
is tantamount to financial suicide. In short, the American  people cannot 
rely on Congress to take the lead in this area.

This is why the Compact for Amer i ca is using the alternative means 
for amendment provided in the Constitution when Congress is  either 
unable or unwilling to propose what must be done: The states, rather 
than Congress, both propose and ratify the necessary amendment. To 
date, the states have never used this option, primarily  because of the 
legitimate concern that such an amendment pro cess could become  either 
a “runaway” or “do nothing” effort if not properly or ga nized. Thus 
organ izing and unifying the states in such an effort has been the goal of 
the Compact for America approach.

The Compact for Amer i ca approach resolves  these concerns and im-
proves the chance of success by organ izing the participating states into a 
Compact by having each state enact a substantively identical law to join 
the Compact. Five states are already members.24 The Compact serves to 
demonstrate that the states are taking a responsible approach to amend-
ing the Constitution by making public the text of the amendment up 
front and locking down the rules of procedure at the amendment con-
vention. The Compact makes for a safe, effective, and timely procedure 
for achieving fundamental bud get pro cess reform and staving off federal 
default.
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The text of the proposed amendment is as follows:

ARTICLE __

Section 1. Total outlays of the government of the United States  shall 
not exceed total receipts of the government of the United States at 
any point in time  unless the excess of outlays over receipts is financed 
exclusively by debt issued in strict conformity with this article.

Section  2. Outstanding debt  shall not exceed authorized debt, 
which initially  shall be an amount equal to 105   percent of the out-
standing debt on the effective date of this article. Authorized debt 
 shall not be increased above its aforesaid initial amount  unless such 
increase is first approved by the legislatures of the several states as pro-
vided in Section 3.

Section 3. From time to time, Congress may increase authorized 
debt to an amount in excess of its initial amount set by Section 2 
only if it first publicly refers to the legislatures of the several states 
an unconditional, single subject mea sure proposing the amount of 
such increase, in such form as provided by law, and the mea sure is 
thereafter publicly and unconditionally approved by a  simple major-
ity of the legislatures of the several states, in such form as provided 
respectively by state law; provided that no inducement requiring an 
expenditure or tax levy  shall be demanded, offered, or accepted as 
a quid pro quo for such approval. If such approval is not obtained 
within sixty (60) calendar days  after referral then the mea sure  shall 
be deemed disapproved and the authorized debt  shall thereby remain 
unchanged.

Section 4. Whenever the outstanding debt exceeds 98  percent of 
the debt limit set by Section 2, the President  shall enforce said limit 
by publicly designating specific expenditures for impoundment in an 
amount sufficient to ensure outstanding debt  shall not exceed the au-
thorized debt. Said impoundment  shall become effective thirty (30) 
days thereafter,  unless Congress first designates an alternate impound-
ment of the same or greater amount by concurrent resolution, which 
 shall become immediately effective. The failure of the President to 
designate or enforce the required impoundment is an impeachable 
misdemeanor. Any purported issuance or incurrence of any debt in 
excess of the debt limit set by Section 2 is void.

Section 5. No bill that provides for a new or increased general 
revenue tax  shall become law  unless approved by a two- thirds roll 
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call vote of the  whole number of each House of Congress. However, 
this requirement  shall not apply to any bill that provides for a new end 
user sales tax that would completely replace  every existing income tax 
levied by the government of the United States; or for the reduction or 
elimination of an exemption, deduction, or credit allowed  under an 
existing general revenue tax.

Section 6. For purposes of this article, “debt” means any obli-
gation backed by the full faith and credit of the government of the 
United States; “outstanding debt” means all debt held in any account 
and by any entity at a given point in time; “authorized debt” means 
the maximum total amount of debt that may be lawfully issued and 
outstanding at any single point in time  under this article; “total out-
lays of the government of the United States” means all expenditures of 
the government of the United States from any source; “total receipts 
of the government of the United States” means all tax receipts and 
other income of the government of the United States, excluding pro-
ceeds from its issuance or incurrence of debt or any type of liability; 
“impoundment” means a proposal not to spend all or part of a sum of 
money appropriated by Congress; and “general revenue tax” means 
any income tax, sales tax, or value- added tax levied by the govern-
ment of the United States excluding imposts and duties.

Section 7. This article is immediately operative upon ratification, 
self- enforcing, and Congress may enact conforming legislation to fa-
cilitate enforcement.

FOCUS ON RESTRAINING DEBT GROWTH

The Compact for Amer i ca’s balanced bud get amendment focuses on re-
straining the growth in debt as the means for arriving at a balanced 
bud get prior to a fiscal crisis and default by the federal government. The 
proposed amendment serves to limit the ability of the federal govern-
ment to exercise an unlimited borrowing power while not denying it 
altogether. It does not require the federal government to balance the 
bud get immediately or even to balance the bud get  every year, barring 
certain exceptions. Rather, it caps the debt at 105  percent of the level 
that exists on the date of ratification and requires the federal govern-
ment to obtain the approval of the states to raise this cap in the  future.

This is not only a  viable approach, it  will also serve to reassure in-
vestors in Trea sury securities. First, it puts the federal government on 
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a glide path to balance following its ratification. Second, the amend-
ment is carefully structured not to generate a fiscal crisis through its 
own requirements. The statutory debt ceiling is currently  under sus-
pension, which sends a signal to the Trea sury securities market that the 
federal government believes  there is no such  thing as excessive debt. The 
amendment recognizes that in historical terms the federal government 
got on the wrong path regarding fiscal responsibility when it sharply 
curtailed presidential impoundment authority through the enactment 
of The Congressional Bud get and Impoundment Control Act of 1974.25 
This virtual prohibition on impoundment has caused the debt ceiling 
itself to increase the risk of default. A prominent example of this is the 
confrontation between President Barack Obama and Congress in 2011 
over the  matter of raising the debt ceiling.26 The Compact for Amer i ca’s 
amendment avoids this prob lem by giving the president the authority to 
impound spending to the degree necessary to avoid breaching the debt 
ceiling absent an approval by the states to raise it. Thus, investors in 
Trea sury securities can rest assured that the government  will not default 
 under the debt ceiling established by amendment.

Some may argue that the instrument already in statutory law called 
sequestration exists as a means to avoid the prob lem of default  under the 
debt ceiling. Sequestration imposes across- the- board spending reduc-
tions at calculated percentages in broad categories of accounts. The cen-
tral prob lem with sequestration is that it is too blunt an instrument. All 
spending subject to sequestration is treated equally by it  because all the 
applicable accounts are reduced by the same  percent. Clearly, not all such 
spending is of equal value. Using a more discriminating mechanism, 
namely expanded presidential impoundment authority, is the better ap-
proach. On the other hand, large swaths of the federal bud get, mainly 
the entitlement programs, are not subject to sequestration at all. This has 
adverse effect of forcing a choice of imposing unacceptable reductions in 
the accounts subject to sequestration to control overall spending in order 
to achieve a balanced bud get or failing to achieve a balanced bud get. 
Impoundment, a much more precise instrument, permits the president 
to focus on narrow accounts that represent less worthy spending and to 
apply unequal levels of reductions. Further, the Compact for Amer i ca’s 
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amendment leaves no programmatic spending outside the coverage of its 
impoundment power.

BUD GET UNIFICATION

Over the last several de cades, the federal bud get has been balkanized. 
Some accounts, such as Social Security, have been put off- budget en-
tirely.27 Other spending programs, such as Medicare, have been put on 
autopi lot by exempting them from the annual appropriations pro cess. 
Still  others— “emergency” spending, for example— have been exempted 
from sequestration. The result has been that decreasing portions of the 
federal bud get have been subject to annual review and the application 
of spending restraint. In real ity, this balkanization has been an abuse by 
Congress of the appropriations power granted to it by Article I of the 
Constitution. That power was granted with the intention of restraining 
spending, not expanding it. It is not lost on investors that the federal 
government cannot adopt policies consistent with fiscal responsibility 
when large swaths of the bud get are not subject to the instruments of 
fiscal discipline.

The Compact’s balanced bud get amendment restores a unified fed-
eral bud get by defining outlays that are subject to the fiscal restraints 
provided by the amendment, including the application of impound-
ment, as coming from any source. Accordingly, no accounts are left off 
the  table in terms of their eligibility for making contributions  toward 
advancing the federal bud get  toward balance. This  will send a power ful 
message to the investment community that the federal government has 
put itself back in the position of achieving a balanced bud get by making 
such a pro cess mathematically plausible.

TAX FAIRNESS

The Compact for Amer i ca’s balanced bud get amendment  will establish 
procedures for the enactment of tax laws that serve to make raising 
revenue the primary purpose of the tax system. The Compact’s bal-
anced bud get amendment includes a provision that requires a two- thirds 
vote in both  houses of Congress to enact bills that enact a new or in-
creased general revenue tax. However, it also maintains a  simple majority 
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requirement in both  houses for bills that replace the existing income 
taxes with an end- user sales tax, or that serve to eliminate existing exemp-
tions, deductions, and credits, and raise revenues through new or addi-
tional tariffs or fees.

A purpose of this provision is to focus the federal government’s tax 
system more on raising revenue and less on providing special advan-
tages to select purposes. It  will serve to raise revenues in two ways: (a) it 
 will reduce the loss of revenue brought about by specialized exemptions, 
deductions, and credits in the current system; and (b) it  will generate 
greater economic growth, and therefore higher revenues, by strengthen-
ing the supply side of the economy relative the demand side.

Ultimately, this portion of the amendment is designed to reinforce 
investor confidence in the Trea sury securities market by raising reve-
nue without dampening economic growth. The amendment improves 
the likelihood of shifting the federal tax system away from taxes on in-
come and production and  toward taxes on consumption, which should 
spur greater economic growth. Accordingly, it  will make a significant con-
tribution  toward avoiding the cycle of fiscal crisis, insolvency, and default 
growing out of the loss of investor confidence in Trea sury securities.

CONCLUSION: FOUR MINUTES TO MIDNIGHT

The makers of federal fiscal policy must recognize that the Trea sury 
securities market is just that— a market. Financing the federal debt nec-
essarily involves attracting capital from investors. When the federal gov-
ernment fails to attract the necessary capital, it  will be forced to operate 
the government on a cash- flow basis thereafter to avoid default. The fact 
is that investor tolerance for a fiscal policy that incurs ever- growing def-
icits, debt, and interest costs is not unlimited. The current fiscal trajec-
tory for the federal government, if it continues,  will necessarily exhaust 
investor patience and break the Trea sury securities market. When and 
 under what circumstances this  will occur are the questions that the Debt 
Default Clock is designed to answer. The clock is an invaluable tool for 
educating fiscal policymakers on how to avoid breaking the market and 
how much time they have to take the necessary steps.
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It is also essential to observe, however, that the Trea sury securities mar-
ket operates in a po liti cal environment. Politicians can, and from time to 
time do, make po liti cal calculations that run contrary to market require-
ments. Accordingly, some in the policy community may be tempted to 
stiff the investors in Trea sury securities by refusing to make payments 
as promised. That is, they may actively pursue default, perceiving it be 
the least harmful option for the federal government. Such a perception 
represents a false hope. The immediate relief achieved through default 
 will be followed in short order by a lack of access to capital; this also 
forces the government back to  running on a cash- flow basis. By way of 
foreign examples, the governments of Greece and Argentina have made 
this unwise choice in recent years. Closer to home, the government of 
Puerto Rico has gone down this path. Much to their dismay,  these gov-
ernments have found attempts to  battle the forces of the sovereign debt 
markets a fool’s errand. Clearly the U.S. government should not follow 
their examples.

The minute hand of Debt Default Clock currently stands at four 
minutes to midnight. This means the federal government may have  little 
time to get off the fiscal path it is currently on. On the other hand, 
default is not yet inevitable. What the U.S. government needs to do 
now is take the steps necessary to move the clock’s minute hand in 
a counter clockwise direction. If it takes  these steps on a gradual but 
comprehensive and sustained basis, it  will avoid default. History dem-
onstrates, however, that the federal government is unlikely to take  these 
steps absent outside assistance. This is why the states need to step in to 
force the fundamental changes in the federal government’s bud get pro-
cess by proposing and ratifying the balanced bud get amendment now 
being advanced by the Compact for Amer i ca.





Perhaps the most enduring legacy of the Reagan administration has 
been the growth- promoting impact of reducing tax burdens on U.S. 
citizens. The tax cuts enacted during the Reagan years set the stage for 
two de cades of rapid economic growth.

During the late 1980s and 1990s the lower tax burdens  were part 
of the so- called “ Great Moderation” in monetary and fiscal policy, not 
in the sense that formal rules governed  these policies, but rather in the 
convergence of monetary and fiscal policies  toward benchmarks con-
sistent with rules that  were articulated thereafter. John Taylor1 docu-
mented the convergence of monetary policy  toward the benchmarks 
of a Taylor rule in  these years.2 We documented the convergence of 
fiscal policies  toward the benchmarks set in fiscal rules.3 The formal 
fiscal rules enacted in the 1980s and 1990s mandated that the federal 
government bring expenditures in line with revenues and balance the 
bud get.  There is continuing controversy regarding the effectiveness of 
 these fiscal rules. Nonetheless, as the economy grew in the 1990s, ex-
penditures converged with revenues, and the government balanced the 
federal bud get.

CHAPTER TEN
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The Reagan legacy of reducing tax burdens on U.S. citizens contin-
ued with the tax cuts enacted during the Bush administration, and over 
the past two years, the Trump administration. However, in contrast to 
the Reagan tax cuts,  these tax cuts have been accompanied by retarda-
tion in economic growth. The average annual rate of economic growth 
over the past two de cades is approximately 1  percent below the long run 
average annual rate of growth of 3  percent in the United States.  There 
has been some recovery of the growth rate during the Trump admin-
istration, but long- term forecasts proj ect a return to the lower growth 
rates experienced over the past two de cades.

 There is growing evidence that retardation in economic growth is 
linked to the abandonment of the rules- based monetary and fiscal poli-
cies pursued during the  Great Moderation. In the two papers cited just 
previously, John Taylor documents how the shift  toward discretionary 
monetary policies contributed to economic instability over the past two 
de cades,4 and we document how circumvention of fiscal rules resulted 
in unpre ce dented increases in deficits and unsustainable growth in debt.

 There is perhaps no more controversial issue in this lit er a ture than the 
impact of tax cuts on economic growth. The Tax Cut and Jobs Act of 2017 
was the largest tax cut since the Reagan tax cuts enacted in the 1980s. The 
Trump administration has proposed a new round of tax cuts, including 
reductions in payroll taxes. The Trump administration maintains that tax 
cuts enacted over the past two years  will stimulate significantly higher rates 
of economic growth. Indeed, tax cuts are the centerpiece of a wide range 
of reforms enacted by the administration to promote economic growth.5

The Office of Management and Bud get (OMB) published the presi-
dent’s fiscal year 2019 bud get, projecting a 3   percent growth rate and 
claiming that debt as a share of gross domestic product (GDP)  will de-
cline over the next de cade.6 This forecast of a 3  percent growth rate is at 
odds with most public and private forecasts of economic growth.

The Congressional Bud get Office (CBO) (2018, 2019)7 estimates 
that the tax cuts  will stimulate economic growth in the short term, but 
in the long term, growth  will fall back to the lower rates experienced 
over the past two de cades. The CBO estimates a growth rate less than 
2  percent over the next three de cades.8
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The CBO (2019) proj ects that  under current law the debt held by 
the public  will roughly double to about 150  percent of GDP in 2049.9 
This is a significant increase in the debt burden compared to  earlier 
CBO forecasts. Most of the increased debt burden is due to the recent 
legislation enacted by Congress, including the Tax Cuts and Jobs Act, 
and spending increases in the Bipartisan Bud get Act of 2018.  Because 
large parts of this legislation would expire  under current law, the in-
creased debt burden projected by the CBO occurs primarily over the 
next de cade. If current policies are extended beyond the next de cade 
rather than expiring, the CBO proj ects that the debt burden  will be 
significantly worse.

The CBO (2019) concludes that  under current law the debt to GDP 
ratio  will increase at an unsustainable rate and that higher debt to GDP ratios 
 will result in retardation and stagnation in economic growth.10  Because 
of this increased debt burden, the United States is increasingly vulner-
able to recessions and other economic shocks that could trigger a debt 
crisis.

In this controversy  there is a growing consensus that  these fiscal 
policies are not sustainable in the long run, and that fiscal reforms must 
be enacted to address the debt crisis.  There is also growing agreement 
that current fiscal rules have proved to be in effec tive, and that new rules 
are needed to solve the debt crisis.

In this study we explore the controversy regarding fiscal rules, fiscal 
policy, and debt. The study begins with a discussion of the search for a 
fiscal Taylor rule (FTR), which prescribes the fiscal stance as a function 
of past government debt, past output gap, and the past structural pri-
mary balance.11 It then explores second generation fiscal rules designed 
for U.S. fiscal institutions. Dynamic simulation of the second generation 
fiscal rules reveals how difficult it  will be for the United States to solve 
the debt crisis in coming de cades even with new fiscal rules in place. 
Solving the debt crisis  will in fact require some fundamental reforms 
in fiscal policy. Since tax policy is at the center of this controversy, the 
dynamic simulation model is used to estimate the impact of alternative 
tax policies with new fiscal rules in place.
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IN SEARCH OF A FISCAL TAYLOR RULE

In his analy sis of the  Great Moderation, John Taylor poses a counterfac-
tual hypothesis.12 What if the rules- based approach to monetary policy 
that emerged in the late 1980s and 1990s had continued over the past 
two de cades? He and his coauthors simulate the impact of a Taylor rule 
on monetary policy. They conclude that a rules- based monetary policy 
could have avoided the destabilizing effects of the discretionary mone-
tary policies pursued in this period. Taylor and  others argue that we can 
no longer rely on the Federal Reserve to pursue discretionary monetary 
policies that approximate a rules- based policy and that formal monetary 
rules, such as the Taylor rule, should guide it instead.13

Taylor also advocates a rules- based approach to fiscal policy.14 The 
fiscal Taylor rule is a rule providing benchmarks to guide discretionary 
fiscal policy. The objective of the FTR is to promote economic stability 
over the business cycle while maintaining debt sustainability in the 
long run.15

The FTR requires that a structural surplus is maintained over the 
business cycle. Application of the FTR means that fiscal policy is an-
chored in the sense that debt converges to a sustainable level in the long 
run. The nominal bud get balance allows automatic stabilizers to support 
aggregate demand when  actual output is below potential output, and for 
reductions in expenditures when  actual output exceeds potential output. 
Taylor maintains that this FTR provides a good fit for the fiscal balance 
in the United States in the long run. He fits the FTR to U.S. fiscal data 
for 1960 to 1999.

A number of studies have built upon the original Taylor design for 
an FTR.16 Debrun and Jonung recently generalized the Taylor FTR in a 
model that they also fit to U.S. data.17 Their model provides benchmarks 
for the nominal bud get balance to provide for economic stabilization 
over the business cycle and convergence of the debt- to- GDP ratio to a 
given target. They assume the 60  percent target for the debt- to- GDP ra-
tio  adopted by the Eu ro pean Union and the Organisation for Economic 
Co- operation and Development (OECD). They fit the model to U.S. 
fiscal data for the period 1990 to 2017.
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Debrun and Jonung find that in the United States the  actual bud get 
balance in the 1990s exceeded the benchmark bud get balance.18 In other 
words, the fiscal policies pursued during the  Great Moderation  were ac-
tually more prudent than  those consistent with their FTR benchmarks. 
However, over the past two de cades the  actual bud get balance was sig-
nificantly below that consistent with the benchmarks. This suggests that 
over the past two de cades fiscal policy no longer approximates the rules- 
based fiscal policy pursued during the  Great Moderation.

Debrun and Jonung are somewhat sanguine regarding the pros-
pects for a rules- based approach to fiscal policy in the United States.19 
They argue that while the  actual bud get balance has been below the 
benchmark bud get balance over the past two de cades,  there is evi-
dence of convergence  toward the benchmark  after the financial crisis. 
They conclude that as the output gap closes, deficits  will move back 
to levels consistent with long- term debt objectives. They seem to sug-
gest that we should expect a return to a rules- based fiscal policy simi-
lar to that pursued during the  Great Moderation. The authors are also 
supportive of discretionary fiscal policy to stabilize the economy over 
the business cycle. The benchmarks in their FTR model provide for 
discretionary fiscal policy as well as automatic stabilizers. Taylor and 
other monetary economists are more skeptical of the effectiveness of 
discretionary fiscal policy in stabilizing the economy over the busi-
ness cycle.

As Debrun and Jonung note, the simulations of FTRs that they and 
Taylor conducted are sensitive to data vintage. They have both chosen 
time periods that include the fiscal policies pursued during the  Great 
Moderation. Their 2018 simulations end in 2017, prior to the impact of 
fiscal policies pursued by the Trump administration.20 As the bud get bal-
ance returns to trillion- dollar deficits we must question their sanguine 
view of the prospects for U.S fiscal policy. The long- term forecasts of 
the CBO reveal that at least  under current law the United States  will 
incur greater deficits that  will further deviate from benchmark bud get 
balances in their FTR. The debt- to- GDP level is projected to increase 
well above current levels and diverge even further from the 60  percent 
target considered the sustainable level in their analy sis. In short, the 
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United States does not appear to be returning to the rules- based fiscal 
policies pursued during the  Great Moderation.21

We agree with Taylor that over the past two de cades the United States 
has abandoned the rules- based fiscal policies pursued during the  Great 
Moderation. If elected officials had continued to pursue  those more prudent 
fiscal policies, the country could have avoided a debt crisis. But hoping that 
elected officials  will again be guided by an FTR to stabilize the economy 
over the business cycle and reduce the debt- to- GDP ratio to a sustainable 
level is wishful thinking.  Because the United States has abandoned a rules- 
based fiscal policy, it  will be even more difficult to solve the debt crisis. We 
maintain that the United States must now enact the more stringent fiscal 
rules that have proved to be effective in addressing the debt crisis in Swit-
zerland, Sweden, and other OECD countries. This second generation of 
fiscal rules for the United States is explored in the following section.

SECOND- GENERATION FISCAL RULES FOR THE UNITED STATES

THE SIMULATION MODEL

 There has been a dramatic increase in the number of countries enact-
ing a new type of fiscal rules. In 1990, only a handful of countries had 
enacted  these new fiscal rules; by 2015, 92 countries had them in place.22

 There is an extensive lit er a ture on the design of optimal fiscal rules.23 
A fundamental trade- off is between commitment and flexibility in rule 
design. Rules may commit elected officials to follow a constrained fiscal 
policy to achieve a specific target, such as a spending limit or revenue limit 
designed to achieve a desired debt or deficit target. But the more stringent 
the rule, the less flexibility elected officials have in responding to economic 
shocks from recessions or emergencies.24 The next generation of fiscal rules 
that we propose, the Merrifield- Poulson (MP) rules, incorporate features 
that are viewed as optimal from the standpoint of fiscal rules design.25

The theoretical and empirical lit er a ture on second- generation fiscal 
rules supports a hybrid approach to rule design. In a hybrid approach 
a threshold is set for target levels of debt- to- GDP and deficit- to- GDP 
ratios that trigger fiscal policy responses. The optimal target thresholds 
must be tight enough to achieve a sustainable fiscal policy, but not so 
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tight that policymakers cannot respond to economic shocks. This hybrid 
approach can resolve the trade- off between commitment and flexibility 
in fiscal rule design.

Our proposed rules introduce flexibility in a number of ways. For 
example, if the policy instrument is an expenditure limit, elected offi-
cials have discretion in determining how stringently to apply the limit. 
In the long term a spending limit is gradually increased to meet the 
increased demand for government ser vices, such as pension and health 
benefits for an aging population. Elected officials can set a spending limit 
multiplier at unity in the medium term, and then adjust the multiplier 
upward in the long term.

Flexibility is also introduced in the form of debt and deficit brakes. 
Debt and deficit brakes are designed to give elected officials flexibility in 
constraining fiscal policy in the medium term. When debt and deficits 
reach threshold levels, this triggers debt and deficit brakes that impose 
a more stringent spending limit. The debt and deficit brakes provide 
flexibility to elected officials in the form of multipliers. A multiplier set 
at unity would apply a debt brake or deficit brake gradually at threshold 
levels. A multiplier greater than unity would apply the debt brake and 
deficit brake more stringently above the threshold levels.

Our proposed deficit/debt brake is complemented by other fiscal 
rules. An emergency fund provides for stabilization over the business cy-
cle and for other emergencies such as natu ral disasters and military con-
flict.26 The MP rules allow for deficits in the emergency fund in periods 
of financial crisis and recession.27 The MP rule addresses countercyclical 
government ser vices demand growth with a higher spending cap equal 
to half the amount of revenue declines. However, like the Swiss debt 
brake,  these deficits in the emergency fund must be offset by surpluses 
in the primary bud get in the near term. As in the Swiss case, deficits in 
the emergency fund must be balanced by surpluses within a fixed time 
frame. The emergency fund is similar to the notional account used in 
Switzerland to achieve bud get balance in the near term. The rules con-
straining the emergency fund could be suspended in the case of a war.28

Some countries have enacted fiscal rules with a “golden rule” which 
exempts government capital expenditures from the spending limits.29 



212 A FISCAL CLIFF

We propose a version of the golden rule that would retain the integrity 
of the fiscal rule. Investment spending spurs economic growth, so some 
countries exempt it from spending caps and also allow debt financing. 
But even with a clear formal definition of investment, an exemption 
creates a loophole we want to avoid. So, the MP rule creates regular 
saving to fund investment beyond what the ex ante fiscal limits allow.

The capital investment fund proposed in the MP rule is patterned 
 after the Swiss model.30 The capital investment fund is designed to fund 
infrastructure investments. In periods when economic growth is above 
the long- term average rate of economic growth, a portion of revenue is 
set aside in the capital investment fund. In periods of slower economic 
growth, money is transferred from the capital fund to help finance in-
frastructure investments. This method of allocating the capital funds in 
accordance with the rate of economic growth assures a steady growth in 
infrastructure investment in the long run.

Implementing the MP rule  will require a number of reforms in fis-
cal policy. Since taxes are at the center of the debate, we focus on the 
impact of the new rules with diff er ent tax policies. Specifically, we com-
bine the fiscal rules with a 1  percent tax cut and a 1  percent tax increase.

Our deficit/debt brake is designed for the unique institutions in the 
U.S. economy. The proposed fiscal rules are simulated for the United 
States over the forecast period 2019–2042, according to par ameters 
unique to the U.S. economy over this time period.

It is impor tant to contrast the proposed MP fiscal rules with other 
fiscal rules proposed for the United States. We propose a combination of 
interrelated fiscal rules designed to achieve multiple targets, including a 
deficit- to- GDP ratio and a debt- to- GDP ratio. The long- term goal is a 
sustainable debt- to- GDP ratio. Once a sustainable debt level is reached, 
the proposed rules approximate a cyclically balanced bud get, with sur-
pluses in periods of economic expansion offsetting deficits in periods of 
economic contraction.

The concept of debt sustainability is controversial, and for that rea-
son we use diff er ent mea sures of sustainability.31 The most commonly 
used mea sure is the fiscal gap, that is, stabilizing the debt- to- GDP ra-
tio at current levels. For highly indebted countries such as the United 
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States, with total debt in excess of national income, this is a low bar 
to reach. Debt levels in excess of national income are not considered 
sustainable in the long run. At a minimum, highly indebted countries 
should attempt to reduce debt levels to at least equal national income. 
The consensus estimate of sustainable debt, the mea sures  adopted by the 
Eu ro pean Union and the OECD, is a debt- to- GDP ratio of 60  percent. 
For the United States and other highly indebted countries, achieving 
this sustainable debt level  will be a high bar indeed.

If the debt- to- GDP ratio is falling, then eventually the country  will 
close the fiscal gap and achieve a sustainable fiscal policy. How rapidly 
the country achieves  these goals is impor tant, so we analyze the trajec-
tory of debt over the forecast period.

 Because a structural deficit has emerged, the fiscal rules must con-
strain all expenditures. In the medium term, bud gets must conform to 
the targets imposed by the new fiscal rules, and bud get pro cesses must 
be adapted to this rules- based approach to fiscal policy.

The flaw in current U.S. fiscal policy is the failure to set long- term 
goals and to incorporate  those goals into the bud get pro cess. Some have 
argued that it is unrealistic to set long- term goals and impose fiscal 
rules to achieve them. They argue that Congress already strug gles with 
short- term bud gets, and that Congress is not able to hold to long- term 
goals. But this is an argument for continuing a bud get pro cess relying 
on discretionary fiscal policies that created the debt crisis. Continuing 
to muddle along with current discretionary fiscal policies is no longer a 
 viable option in the long run.

Critics  will argue that such a complex set of rules  will be difficult to 
enact and to implement. We simulate the proposed fiscal rules to show 
how they can be implemented to achieve the multiple targets. We main-
tain that a combination of fiscal rules is a prerequisite for fiscal stabiliza-
tion in the United States over the long term.

DYNAMIC SIMULATION OF THE MODEL

We use dynamic simulation analy sis to mea sure the impact of the proposed 
rules combined with tax reforms on the bud get and on the U.S. economy 
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over the forecast period 2019–2042.32 The simulation results provide in-
sight into the role that fiscal rules can play in achieving debt sustainability. 
Details of the dynamic simulation model are provided in the appendix.33

Our GDP, personal income, population, inflation, and fiscal data are 
from standard sources, including the CBO, OMB, Department of Com-
merce, and Department of  Labor. The National Bureau of Economic Re-
search (NBER) produced our income elasticity of federal revenue data. 
Lacking an official source for “emergency spending,” and faced with the 
inability to cobble together reliably complete annual emergency spending 
estimates from separate sources, we estimated emergency spending data as 
the Troubled Asset Relief Program revenue- adjusted difference between 
the planned deficit, or surplus, and the typically much larger change in the 
national debt. Simulation results and sensitivity analy sis of the major par-
ameters on the model are available at the website vetfiscalrules . net.

The following discussion summarizes the results of the simulation 
analy sis. The simulation analy sis focuses on three specifications of the 
MP rule. The first specification, which simulates applying the MP rule 
without additional tax policy changes, assumes the tax policies currently 
incorporated in the CBO Long Term Bud get Outlook.34 The second speci-
fication assumes that the MP rule is combined with a 1  percent tax cut. 
The third specification assumes that the MP rule is combined with a 
1  percent tax increase.

THE DEBT- TO- GDP RATIO

In Figure 10.1, the debt- to- GDP ratio is simulated over the forecast pe-
riod.  Because the MP rule simulation is based on CBO data for revenue 
and expenditures, it captures the impact of recent tax cuts; however, the 
simulation assumes no further tax cuts.

In the MP simulation with other wise status quo tax rates, total debt 
increases continuously throughout the forecast period, reaching $57 tril-
lion by the end of the period. The debt- to- GDP ratio increases to a peak 
of 129  percent in 2028, and then decreases to 110  percent by the end of 
the period.

In the simulation with the MP rule and a 1   percent tax cut, debt 
increases to a peak of $39 trillion in 2038, and then falls to $38 trillion 
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at the end of the period. The debt- to- GDP ratio increases to a peak of 
117  percent in 2024, and then falls to 69  percent at the end of the period.

In the simulation with the MP rule and a 1  percent tax increase, 
total debt increases very rapidly throughout the forecast period, reaching 
$77 trillion at the end of the period. The debt to GDP ratio increases 
throughout the forecast period, reaching 159  percent by the end of the 
period.

THE DEFICIT- TO- GDP RATIO

In Figure 10.2, the deficit- to- GDP ratio is simulated over the forecast 
period. In the simulation with the MP rule, deficits increase in the first 
few years and then decrease over the remaining years of the forecast 
period. The deficit- to- GDP ratio increases to a peak of 7.4  percent in 
2022, and then falls to 1.9  percent at the end of the period.

In the simulation with the MP rule and a 1  percent tax cut, deficits 
increase in the first few years and then decrease. The government is able 
to balance the bud get in 2038 and then generate surplus revenue in the 
remaining years of the forecast period. In the final year the government 
generates a surplus equal to 1  percent of GDP.

Figure 10.1
Debt- to- GDP ratio scenarios

Source: Authors’ simulation model.
Note: GDP = gross domestic product; MP = Merrifield- Poulson rule.
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In the simulation with the MP rule and a 1   percent tax increase, 
deficits increase throughout the forecast period. The deficit- to- GDP ra-
tio fluctuates at around 7  percent.

THE GENERAL FUND SPENDING- TO- GDP RATIO

In Figure 10.3, the general fund spending- to- GDP ratio is simulated over 
the forecast period. In the simulation with the MP rule and no tax rate 
changes, general fund spending as a share of GDP falls throughout the 
forecast period, from 11  percent in the initial year to 4  percent in the 
final year.

With the MP rule and a 1  percent tax cut, general fund spending as 
a share of GDP falls a  little more rapidly throughout the forecast period, 
also reaching 4  percent in the final year.

With the MP rule and a 1  percent tax increase, general fund spend-
ing as a share of GDP falls less rapidly throughout the forecast period, 
reaching 5  percent in the final year.

THE TOTAL SPENDING- TO- GDP RATIO

In Figure  10.4, the total spending- to- GDP ratio is simulated over the 
forecast period. In the simulation with the MP rule and no other change, 

Figure 10.2
Deficit- to- GDP ratio scenarios

Source: Authors’ simulation model.
Note: GDP = gross domestic product; MP = Merrifield- Poulson rule.
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Figure 10.3
General fund spending- to- GDP ratio scenarios

Source: Authors’ simulation model.
Note: GDP = gross domestic product; MP = Merrifield- Poulson rule.

Figure 10.4
Total spending- to- GDP ratio scenarios

Source: Authors’ simulation model.
Note: GDP = gross domestic product; MP = Merrifield- Poulson rule.
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total spending as a share of GDP increases to a peak of 24   percent in 
2022 and then decreases over the forecast period to 22   percent in the 
final year.

With the MP rule and a 1  percent tax cut, total spending as a share 
of GDP decreases throughout the forecast period, reaching 19  percent in 
the final year.

With the MP rule and a 1  percent tax increase, total spending as a 
share of GDP fluctuates about 25 percent.

THE GENERAL FUND REVENUE- TO- GDP RATIO

In Figures 10.5, 10.6, and 10.7, the general fund revenue- to- GDP ratio is 
simulated over the forecast period. In the simulation with the MP rule 
alone, general fund revenue as a share of GDP increases throughout the 
period, reaching 14  percent in the final year.

With the MP rule and a 1  percent tax cut, general fund revenue as a 
share of GDP also increases to 14 percent in the final year.

With the MP rule and a 1  percent tax increase, general fund revenue 
as a share of GDP increases to 13 percent in the final year.

Figure 10.5
General fund revenue- to- GDP ratio with MP

Source: Authors’ simulation model.
Note: GDP = gross domestic product; MP = Merrifield- Poulson rule.
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Figure 10.6
General fund revenue/GDP ratio with MP + 1% tax cut

Source: Authors’ simulation model.
Note: GDP = gross domestic product; MP = Merrifield- Poulson rule.

Figure 10.7
General fund revenue- to- GDP ratio with MP + 1% tax increase

Source: Authors’ simulation model.
Note: GDP = gross domestic product; MP = Merrifield- Poulson rule.
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INTEREST EXPENDITURE- TO- GENERAL FUND REVENUE RATIO

In Figure 10.8, interest expenditure as a share of the general fund rev-
enue is simulated over the forecast period. In the simulation with the 
MP rule alone, interest expenditure as a share of general fund revenue 
increases to a peak of 37  percent in 2023, and it decreases to 32  percent 
at the end of the forecast period.

With the MP rule and a 1  percent tax cut, interest expenditure as a 
share of general fund revenue increases to a peak of 37  percent in 2023, 
and it decreases to 20  percent at the end of the period.

With the MP rule and a 1  percent tax increase, interest expenditure 
as a share of general fund revenue increases rapidly throughout the fore-
cast period, reaching 48  percent in the final year.

THE REVISED GDP- TO- ACTUAL GDP RATIO

In Figure 10.9, the revised GDP to  actual GDP ratio is simulated over 
the forecast period. In this context, the term “revised GDP” refers to 
estimated GDP in the simulation analy sis, and the term “ actual GDP” 
refers to GDP projected in the CBO Long- Term Bud get Outlook.

Figure 10.8
Interest- to- general fund revenue ratio scenarios

Source: Authors’ simulation model.
Note: MP = Merrifield- Poulson rule.
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In the simulation with the MP rule alone, revised GDP relative to 
 actual GDP remains roughly constant over the forecast period. With the 
MP rule and a 1   percent tax cut, revised GDP relative to  actual GDP 
increases throughout the period, reaching 108  percent at the end of the 
period. With the MP rule and a 1   percent tax increase, revised GDP 
relative to  actual GDP falls throughout the forecast period, reaching 
94  percent in the final year.

ANALY SIS OF FISCAL RULES, TAX REFORM, AND DEBT SUSTAINABILITY

The dynamic simulation analy sis reveals that combining the MP fiscal 
rules with a tax cut is a superior strategy in achieving debt sustainability. 
The impact of expenditure caps and tax cuts on economic growth is 
crucial in understanding how  these policies reduce debt.

The combination of expenditure caps and tax cuts significantly in-
creases economic growth compared to the other simulations. The dy-
namic simulation analy sis captures the positive impact of reductions in 
the marginal tax rate on economic growth. The dynamic simulation 
model assumes a relationship between tax cuts and economic growth 

Figure 10.9
Revised GDP- to- actual GDP ratio scenarios

Source: Authors’ simulation model.
Note: GDP = gross domestic product; MP = Merrifield- Poulson rule.
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that is based on research by NBER.36 The NBER estimates that histori-
cally, GDP increased by 1.21  percent per 1  percent decrease in the tax 
burden. This estimate is consistent with our estimate of the historical 
relationship between growth rates and changes in income tax rates at the 
state level.37

Thus, much of the higher growth rate simulated with the MP rule 
and a 1  percent tax cut is based on this historical relationship.  Because 
the simulation is based on dynamic analy sis rather than static analy-
sis, the simulations capture the positive impact of tax cuts on economic 
growth. The forecast period provides sufficient time for the simulation 
analy sis to capture the full positive impact of  these cuts. The increased 
revenue that accompanies the growth offsets the static revenue loss due 
to lower marginal tax rates.

It is impor tant to emphasize how expenditure caps are combined 
with tax cuts to constrain government spending in the simulation 
analy sis. The expenditure limits imposed by the fiscal rules directly 
constrain general fund expenditures. The rules limit the amount of debt 
that can be issued to fund total expenditures. When total debt exceeds 
the debt tolerance level, a debt brake is applied. Since total debt exceeds 
the debt tolerance level throughout the forecast period, the debt brake 
impacts total spending each year. Thus, other expenditures, including 
Social Security and Medicare spending, are indirectly constrained by the 
debt brake.

The dynamic simulation analy sis also captures the positive impact 
on economic growth of changes in government expenditures.38 The dy-
namic simulation model assumes an opportunity cost rate of 6  percent 
when resources are shifted from the private to the public sector, a rate 
based on historical evidence over the past half  century. Thus  every dol-
lar that remains in the private sector boosts economic growth.

The combination of fiscal rules and a 1  percent tax cut results in fewer 
resources shifted from the private to the public sector compared to the 
alternative simulations.  There is a modest reduction in the share of general 
fund spending in GDP with the tax cut. However,  there is a significantly 
lower ratio of total spending in GDP with the tax cut. With the fiscal rules 
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and a 1   percent tax cut, total spending as a share of GDP is reduced to 
17  percent, well below the share of total spending in GDP in recent years.

The simulation analy sis prob ably underestimates the positive im-
pact of this combination of expenditure caps and tax cuts on economic 
growth  because of changes in the composition of spending over the fore-
cast period. The assumption is that the 6  percent opportunity cost in shift-
ing resources from the private to the public sector applies to all federal 
spending. The growth in other expenditures increases income transfers, 
such as spending for the entitlement programs Social Security and Medi-
care, which have a negative impact on economic growth.  Because the 
combination of fiscal rules and a 1  percent tax cut constrains other expen-
ditures more effectively,  these policies limit income transfers.

The simulation analy sis does capture the negative impact of inter-
est expenditures on economic growth. Interest payments increase with 
higher levels of debt over the forecast period. The combination of ex-
penditure caps and tax cuts reduces total debt and interest payments on 
the debt compared to the other simulations.

One could argue that using a portion of the debt to finance capi-
tal investment expenditures could have a positive impact on economic 
growth, as with the so- called golden rule. But using debt to finance 
increases in other expenditures, and especially transfer payments, has a 
significant negative impact on growth. The simulation analy sis reveals 
that without the proposed fiscal rules, by the end of the forecast period 
the government is borrowing to finance interest payments on the debt. 
If debt is used to finance interest payments on the debt in the private 
sector, it is called a Ponzi scheme.

CONCLUSION: HOW WE LEARNED TO STOP  

WORRYING AND LOVE DEBT

The combination of expenditure caps and tax cuts reduces the debt- to- 
GDP ratio significantly compared to the CBO forecast for debt  under 
current law. The dynamic simulation analy sis lends support to the Trump 
administration argument for tax cuts to promote economic growth, and 
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a growth strategy based on tax cuts can also be consistent with a sustain-
able debt level in the long run. However, tax cuts must be combined 
with stringent fiscal rules to constrain spending, and the government 
must generate hundreds of billions of dollars in savings earmarked for 
debt reduction each year over the next three de cades. Generating that 
savings would require fundamental reform in all expenditure programs, 
including the major  drivers of debt: entitlement programs. Savings must 
also be generated through federal asset sales and privatization.

In short, solving the debt crisis  will require considerable downsiz-
ing of the federal government. Neither the president nor Congress are 
discussing the reforms in fiscal rules and fiscal policies needed to solve 
the debt crisis. Indeed, it appears that citizens as well as elected officials 
have become complacent about the debt. A recent Wall Street Journal 
article concludes that “repeated false alarms about debt- related crises in 
advanced countries such as Japan, the U.S., and the UK have left many 
investors and analysts increasingly skeptical of the idea that burgeoning 
sovereign- debt piles in  those nations pose a major threat to markets.”39 
President Trump is skeptical of  those who predict a debt crisis; he is 
quoted as saying about the day of debt reckoning, “yeah, but I  won’t be 
 here.” Trump defends his sanguine attitude  toward debt by arguing that 
if you grow the economy you  don’t have a debt prob lem.40

This sanguine attitude can be attributed to Keynesian views that 
continue to dominate discussion about public debt. For example, Paul 
Krugman argues for complacency  toward public debt. He criticized 
President Barack Obama for not pursuing more fiscal stimulus during 
the financial crisis, despite trillion- dollar deficits and a doubling of the 
national debt.41

Krugman and other Keynesians argue that the United States is ex-
periencing secular stagnation, an idea that can be traced back to John 
Maynard Keynes and his disciples during the  Great Depression. Keynes-
ians maintain that fiscal stimulus is now needed to restore long- term 
economic growth. Krugman argues that  because of secular stagnation 
 there is “even less reason than before to obsess over government debt:” 
He suggests that “Debt is way- way down on the list of  things to worry 
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about, absolutely trivial compared with, say, crumbling infrastructure, 
which should be fixed without worrying about paying as you go.”42

Keynesians argue that  because the economy is experiencing secular 
stagnation, expansionary fiscal policies are needed to boost the rate of 
economic growth.43 Recently, Krugman and other Keynesians defended 
elected officials who advocate higher taxes on the wealthy to finance 
this expanded role for government in the economy.44

Our simulation analy sis turns this Keynesian argument on its head. 
To boost economic growth the government should combine fiscal rules 
to constrain government spending with tax cuts. With  these policies in 
place, the government could reduce debt to sustainable levels over the 
next three de cades. The Keynesian policy prescription to increase gov-
ernment spending and increase taxes would have a negative impact on 
economic growth and exacerbate the debt crisis.

The major flaw in the Keynesian view is to focus on the impact of 
fiscal policy in the near term and defer consideration of the impact of fiscal 
policy in the long term. As the simulation analy sis reveals, the negative 
impact of increased government spending and higher taxes on economic 
growth in the near term is quite  limited. It is only  after the first few 
years of the forecast period that  these policies have a major impact on the 
rate of economic growth.

Conversely, the positive impact of reduced government spending 
and lower taxes on economic growth in the near term is quite modest. 
But  after the first few years of the forecast period, the economic growth 
rate with  these policies in place accelerates.

The short- term bias in the Keynesian view is evident in the simula-
tion of government revenue and spending with  these alternative fiscal pol-
icies. The tax increase generates higher revenues over the first few years of 
the forecast period; the static revenue gains from higher taxes offsets the 
negative effects of the higher taxes on economic growth and revenue. It 
is only in the last de cades of the forecast period that higher taxes are ac-
companied by significantly lower economic growth and revenue growth.

In the simulation analy sis  there is not a  great divergence in total 
spending over the first de cade of the forecast period with the diff er ent 
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policies in place. However,  after the first de cade  there is greater di-
vergence; the total spending- to- GDP ratio with the tax increase rises, 
while that with the tax cut falls.

 These biases in Keynesian fiscal policies are then reflected in the 
trend of deficits and debt over the forecast period. With the tax increase, 
deficits as a share of GDP fluctuate around current levels over the first 
de cade. It is only in the last de cades of the period that higher taxes are 
accompanied by a discontinuous rise in deficits and debt as a share of 
GDP. With the tax cut, in the long term the bud get is balanced, and 
debt is reduced to a sustainable level.45

It is not surprising that Keynesians want us to focus on the impact 
of fiscal policy in the near term and defer considerations of debt to the 
long term. But if Keynesians are truly interested in boosting economic 
growth, they would not advocate increased taxes and more deficit- 
financed government spending. Retardation in economic growth is due 
not to secular stagnation as the Keynesians argue, but rather to uncon-
strained growth in deficit financed government spending and the accu-
mulation of an unsustainable debt burden.

To test the vulnerability of the economy to economic shocks, we 
estimated the impact of a mild recession.46 Assuming that our proposed 
fiscal rules are in place, the government could use nondiscretionary fis-
cal policy, that is, automatic stabilizers, to respond to recessions, and still 
close the fiscal gap by the end of the forecast period. Using nondiscre-
tionary fiscal policy to respond to recessions is the fiscal policy Milton 
Friedman advocated a half  century ago.47

Our research reveals that the United States is now extremely vul-
nerable to major economic shocks, such as a financial crisis. Even with 
our proposed fiscal rules in place, the federal government does not 
have the space to use fiscal stimulus the way that President Obama 
did during the last financial crisis. Pursuing such Keynesian policies 
now would make it impossible to close the fiscal gap and would expose 
the economy to the kind of debt spiral that Paul Krugman and other 
Keynesians dismiss.

The dynamic simulation analy sis reveals that we are not doomed to 
retardation in economic growth. We can restore long- term economic 
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growth and reduce debt to sustainable levels by constraining the growth 
in federal spending. The combination of expenditure caps and tax cuts is 
the optimum policy to achieve  these objectives.

The United States cannot muddle along with current fiscal policies 
and postpone addressing the debt crisis in defi nitely.48 The economy is 
now vulnerable to recessions and economic crises, and the  people of the 
United States  can’t assume that economic growth  will make the debt 
crisis go away. President Trump and Congress  will prob ably have to ad-
dress the debt crisis sooner than they think.

APPENDIX: THE DYNAMIC SIMULATION MODEL

This appendix summarizes the main components of the dynamic simulation model 
(more detailed equations are available at the website vetfiscalrules . net).

The central ele ment of the MP rule is an ex ante cap on discretionary spend-
ing growth. The two best approximations of a general basis for increased demand 
for discretionary federal spending are personal income growth and population 
plus inflation. Since our studies of state fiscal stress indicated that personal income 
growth is too volatile a basis for capping spending growth, the MP rule caps spend-
ing growth at a multiple of the sum of population growth and inflation.

A discretionary spending limit (DSP) rises, annually, at a multiple of population 
growth plus inflation (AFAF)  unless the proximity of the deficit or debt to the MP 
rule’s designated deficit and debt threshold levels triggers braking. Countercyclical 
supplementary spending occurs when revenue declines from one year to the next.

DSPt = IF

1+ (1− DEBTBADJt – DEFBADJt ) × AFAFt( )( ) > 1,

(DSPt−1 − CCYCSPt−1) × 1+ (1− DEBTBADJt − DEFBADJt ) × AFAFt( )( )( )
+ CCYCSPt, DSPt−1

⎛

⎝

⎜
⎜
⎜

⎞

⎠

⎟
⎟
⎟

 (10.A.1)
Where:

DSP = simulation- revised discretionary spending
AFAF =  allowed fiscal adjustment  factor, ((population + inflation) × MULT).
CCYCSP = countercyclical general fund spending
DEBTBADJ = debt brake- based adjustment of AFAF

DEBTBADJt = IF

DEBTGDPt –1 < (0.8 × DEBTTOL),0,

(DEBTGDPt−1 ÷ DEBTTOL) × DEBTGDPt−1 − (DEBTTOL × 0.8)( )( )
× DEBTBRATE

⎛

⎝

⎜
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⎞

⎠

⎟
⎟⎟
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Where:
DEBTGDP = national debt divided by GDP
 DEBTTOL = “tolerance” level for debt/GDP ratio
 DEBTBRATE = DEBTBADJ adjustment factor/rate

DEFBADJt = IF

DEFGDPt –1 < (0.8 × DEFTOL),0,

(DEFGDPt−1/DEFTOL) × DEFGDPt −1− (DEFTOL × 0.8)( )( )
× DEFBRATE)

⎛

⎝

⎜
⎜⎜

⎞

⎠

⎟
⎟⎟

 Where:
DEFBADJ = deficit brake- based adjustment of FAF
DEFGDP = deficit divided by GDP
DEFTOL = “tolerance” level for deficit/GDP ratio
DEFBRATE = DEFBADJ adjustment factor/rate

The 0.8 in some of  these equations is  there to initiate braking, gradually, as the 
debt or deficit approaches the threshold levels (80   percent × .60 = .48 for debt); 
(80   percent × .03 = .024 for the deficit). The not- shown other part of the IF in 
Equation (10.A.1) bars spending reduction so that zero is the lowest pos si ble growth 
rate; a constraint not pre sent in each simulation. The braking criteria— capping 
spending growth below AFAF— are the debt and deficit mea sures that arise from 
comparing all revenue to all spending, including interest payments, entitlements, 
emergency fund and capital fund deposits, and countercyclical spending.

RTOTSPt =  DSPt + SSSPt + MEDSPAt + RINTt + KDEPt + NEDEPt (10.A.2)

Where:
RTOTSP = simulation- revised total spending
INT = simulation- revised interest on the national debt
SSSP = Social Security spending
MEDSPA = Medicare Part A spending
KDEP = deposit into investment fund

NEDEP = IF

EDEPRt × DSPt )+ EBALt −1 –  EMERGt( ) > ECAPt,

ECAPt – EBALt + EMERGt − EINTt, (EDEPRt × DSPt )
+ EINTt

⎛

⎝

⎜
⎜⎜

⎞

⎠

⎟
⎟⎟

EDEPR = cap on emergency fund deposit rate
 EDEPR =  emergency fund deposit rate ( percent of general fund spending)
EMERG = emergency fund spending
ECAP = emergency fund account balance cap
EINT = interest paid to/by emergency fund
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RGDPt =  ((RGDPt − 1 + GDPAt − GDPAt-1) × (RMTR × (FEDTBURDt − 1 
 − FEDTBURDt − 2))) + (OCR × (RREVt − 1 − TOTSPt − 1)) (10.A.3)

Where:
RGDP = Simulation- revised GDP
GDPA =  Actual GDP
RMTR = Growth Acceleration Coefficient for Federal Tax Burden
FEDTBURD = federal tax burden, mea sured as revenue/GDP.
 OCR =  growth opportunity cost rate for diversion of resources from private- 

sector to public- sector use.
RREV = RGFREVt + RSSMEDREVt

RGFREV = Simulation- revised General Fund Revenue
 RSSMEDREV = Simulation- revised Medicare Part A Revenue





Policymakers  will not solve Amer i ca’s fiscal crisis without meaningful 
structural reforms that address the major contributors to the federal gov-
ernment’s unsustainable spending. Reining in excessive spending and 
fixing entitlement programs are essential to getting the country’s fiscal 
 house in order. However, policy reforms in other areas could generate 
revenue to help pay down the debt without raising taxes. One example 
is the sale of mineral assets beneath U.S.- owned lands and  waters.

Increasing production on federal lands and in Amer i ca’s territorial 
 waters on the Outer Continental Shelf would raise revenues from bonus 
bids for new leases, royalties, and rents. Most of the natu ral resource 
value on federal lands and  waters consists of coal, oil, natu ral gas, and 
natu ral gas liquids. The money collected from onshore and offshore 
mineral leasing is already one of the largest sources of nontax revenue 
for the federal government. According to the Government Account-
ability Office, the federal government has collected royalties from leas-
ing the rights to extract more than 70 diff er ent minerals.1 Renewable 
energy proj ects on federal lands also generate revenue for the Trea sury. 
The royalties collected from mineral production on federal land and 
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offshore are split among the general Trea sury, state governments, and 
other federal programs like the Reclamation Fund and the Land and 
 Water Conservation Fund.2

With plentiful reserves of coal, natu ral gas, uranium, and oil, the 
United States is literally the land of opportunity. Amer i ca has an abun-
dance of natu ral resources, including sufficient energy reserves to provide 
Americans with affordable, reliable energy for several centuries. Pundits 
and energy experts sometimes call Amer i ca “the Saudi Arabia of coal.”

In effect the United States is also the Saudi Arabia of oil and the 
Rus sia of natu ral gas. For more than a de cade, the United States has 
been the world’s largest natu ral gas producer. Last year, energy compa-
nies operating in Amer i ca produced more natu ral gas than did the entire 
 Middle East.3 In a few short years, the United States  will likely become 
the world’s largest exporter of liquefied natu ral gas.

And, according to a report from the federal government’s Energy 
Information Administration in September 2018, U.S. crude oil produc-
tion surpassed that of Saudi Arabia and Rus sia.4  Human ingenuity, tech-
nological innovation, and the power of the  free market have proved the 
predictors of imminent resource exhaustion to be dead wrong.

The energy boom has produced astounding economic benefits 
and put money back into the wallets of American families.5 It has cre-
ated more opportunities for  people directly associated with extrac-
tion, including data scientists, engineers, and geologists. Moreover, it 
has provided more employment opportunities for local businesses near 
extraction sites, such as hardware stores,  hotels, laundromats, and res-
taurants. Even for businesses not directly or indirectly associated with 
energy production, cheaper energy has lowered the cost of  doing busi-
ness. Nearly  every business in the United States uses energy as an input 
cost for its product, even if it is as  simple as paying the electricity bill or 
filling up a vehicle with gasoline or diesel to transport goods. Cheaper 
energy means companies across the country incur lower operational 
costs and therefore have more resources to invest in  labor and capital. 
Chemical companies are investing heavi ly in the United States, citing 
the affordable and abundant natu ral gas as their motivation. The Ameri-
can Chemistry Council reports that, as of September 2018, the industry 
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is cumulatively investing over $200 billion on 333 proj ects in the United 
States.6

The story of Amer i ca’s energy re nais sance is even more amazing 
given that federal energy policy actively hindered it as it was taking 
place. U.S. energy companies and energy consumers are fortunate that 
much of the shale oil and shale gas deposits in the United States lie be-
neath state and privately owned lands. Federally owned lands are also 
full of energy potential, but a bureaucratic regulatory regime has mis-
managed land use for de cades.

Not only has this regulatory regime led to lost economic opportunity, 
but federal and state governments are missing a significant revenue gen-
erator as well. Providing access for exploration and creating an efficient 
regulatory pro cess that allows energy proj ects to move forward in a timely 
manner  will increase revenue through more royalties, leases, and rent; and 
it  will create jobs and help lower energy prices. More economic activity in 
 these areas— for instance, through higher demand for  hotel space, restau-
rants, or trips to Walmart— will generate additional revenues.

The goal for policymakers for energy production on federal lands 
and  waters should not be maximizing revenue but instead creating a 
framework that relies on price signals. The ever- changing dynamics of 
energy markets and energy prices make it difficult to know just how 
much money the Trea sury could collect from mineral extraction on 
federal lands and  waters. Nevertheless, estimating the amount of natu-
ral resources that lie beneath federal soil and off Amer i ca’s coasts and 
examining trends in production  will pre sent a better picture. Know-
ing  these resources exist is only a small part of the story. Overcoming 
policy, regulatory, and economic obstacles is the bigger  battle. Winning 
in the court of public opinion  will also be critical. Ultimately, creating 
a framework that minimizes the federal government’s role in energy 
production  will help the federal government generate the most revenue.

AN ESTIMATE OF RESOURCES AND HISTORICAL TRENDS

The federal estate is massive, consisting of some 635–640 million acres 
and hundreds of millions of subsurface and offshore mineral rights. 
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Within the Department of the Interior (DOI), the Bureau of Land Man-
agement manages about 700 million subsurface acres located primarily 
in 12 western states.7 Offshore, the U.S. Outer Continental Shelf (OCS) 
is 2.3 billion acres.8

Onshore and offshore,  these areas are incredibly resource rich. The 
DOI’s Bureau of Ocean Energy Management estimates OCS resources 
to include 89.82 billion barrels of oil and 327.42 trillion cubic feet of 
natu ral gas.9 And according to the Institute for Energy Research high-
lights, other federal assets beneath the ground include 10.4 billion barrels 
of oil and 8.6 trillion cubic feet of natu ral gas in the Arctic National 
Wildlife Refuge; 896 million barrels of oil and 53 trillion cubic feet of 
natu ral gas in the National Petroleum Reserve–Alaska; 982 billion bar-
rels of oil shale in the Green River Formation in Colorado, Utah, and 
Wyoming; and 957 billion short tons of coal in the lower 48 states.10 As 
indicated in Figure 11.1, most resources on federal lands are in the west-
ern United States.

A 2012 study from the Congressional Bud get Office (CBO) esti-
mates that immediately opening federal areas to oil and gas leasing could 
generate $150 billion in government proceeds over a 10- year period.11 
Other economic analyses look at the dynamic effects of increased energy 
production for coal, oil, and natu ral gas on federal lands, which would 
add revenues from royalties, bonus bids, and rents, as well as higher tax 
revenues from increased economic activity. A study commissioned by 
the Institute for Energy Research in 2015 proj ects that the federal gov-
ernment would collect $3.9 trillion in proceeds over a 37- year period.12 
A 2017 study by the Committee to Unleash Prosperity proj ects $3 tril-
lion in government revenues over the next 25 years.13

Of course  these estimates should be taken with a grain of salt. Es-
timating the amount of money the federal government would generate 
from maximizing energy extraction on federal lands is tricky business. 
Royalties make up a large percentage of the revenue collected by the fed-
eral government. In fiscal year (FY) 2016, royalties made up 86  percent 
of the revenue collected from energy production on federal land. Over 
half of the total revenue came from crude oil royalties alone.  Because 
the royalty revenue changes depending on the amount of the resource 
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Figure 11.1
Public lands, onshore federal and Indian minerals in lands of the  
United States (responsibilities of Bureau of Land Management [BLM], 
lower 48 states)

Source: Institute for Energy Research, “Federal Assets above and below Ground,” Janu-
ary 17, 2013.
Notes: Of the approximately 700 million acres of federal mineral estate, about 166 million 
acres have been withdrawn from mineral entry, leasing, and sale, except for valid existing 
rights. Salable minerals such as sand and gravel basically are the responsibility of each fed-
eral surface management agency. The map depicts only Indian reservations at least 23,000 
acres in size, not all Indian trust lands.
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produced and the value of the resource, the money collected by federal 
and state governments can change rapidly and unpredictably.

For instance, the revenues generated from coal, oil, natu ral gas, and 
hydrocarbon gas liquids and renewables was nearly $6 billion in FY 16.14 
When oil prices  were higher, in FY 13, the federal government collected 
more than $14 billion. One could look at price projections and resource 
production 10, 20, or 50 years into the  future. But given the unpredict-
ability of the supply and demand of energy, the fast- changing nature 
of technological innovation, and the uncertainty of global economic 
growth, any results would be exceedingly unreliable.

Examining energy production trends over the past de cade provides 
a snapshot of where we are  today and, if the status quo remains the 
same, where we could be headed in the near  future. Several trends in 
the production of coal, oil, and natu ral gas on federal lands are worth 
noting. Production of coal decreased by a  little over 161 million tons, for 
a decrease of 33.1  percent since 2008. A slight uptick occurred in 2017 
as U.S. coal exports made up for the decline in domestic coal consump-
tion.15 Production of natu ral gas (mea sured in thousands of cubic feet, 
or Mcf ) decreased by about 2 billion Mcf, for a decrease of 31.6  percent. 
However, production of oil on federal lands increased by 261 million 
barrels, for a robust increase of 47.4  percent. Although the Trump ad-
ministration has made more areas available for oil production, much of 
the increase over the past few years has been a response to changes in 
price, not policy.16

Since 2008, revenue from extracting natu ral resources from federal 
lands has declined steadily (See Figure  11.2). Revenue from coal de-
creased by almost $584 million, or 51.1  percent. Revenue from natu ral 
gas liquids decreased by about $320 million, or 58.4  percent. Despite in-
creases in production, low oil prices caused revenues to decline in recent 
years before climbing back to 2008 levels in 2018. And revenue from gas 
on federal lands dropped by about $1.5 billion, or 27.3 percent.

Price alone does not dictate energy production on federal lands. A 
number of policy- based and regulatory obstacles prevent energy producers 
from leveraging Amer i ca’s energy abundance.  These obstacles include the 



Figure 11.2
Revenues for energy sources

Source: U.S. Department of Interior, “Natu ral Resources Revenue Data,” www . revenuedata 
. doi . gov / explore / #federal - revenue.
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laws that guide offshore drilling, which ignore market realities; federal 
micromanagement and inflexibility; treating energy as if it is a public 
good; a federal bureaucracy that adds costs and delays; and the difficulty 
of predicting the  future of energy markets. I examine each of  these in 
the following sections.

LAWS GUIDING OFFSHORE DRILLING IGNORE MARKET REALITIES

Extracting energy in U.S. territorial  waters is a multistep, multiyear pro-
cess. In 1953, Congress passed the Submerged Lands Act (SLA), granting 
states the rights to certain natu ral resources— including oil, gas, miner-
als, and seafood, as well as other marine and plant life— for three nauti-
cal miles off the coast.17 For historical reasons, Texas and the west coast 
of Florida have owner ship rights extending nine nautical miles.18 Title 
II of the SLA not only grants the states the title to the resources but also 
authorizes the states to manage and develop them. Also passed in 1953, 
the Outer Continental Shelf Lands Act (OCSLA) (Title III) established 
federal government jurisdiction over minerals and resource development 
beyond the limit of state jurisdiction. The OCSLA authorizes the DOI 
to offer leases for energy development through a competitive auction 
pro cess, taking into account environmental concerns, state and local in-
put, and other “national needs.”19 DOI implements a five- year leasing 
plan which stipulates which areas are open to resource development. The 
pro cess is comprehensive and includes multiple public comment periods; 
merely drafting and finalzing the plan is a two-  or three- year pro cess. 
Passed in 2006, the Gulf of Mexico Energy Security Act (GOMESA) 
allocates a portion of the offshore royalty revenues collected to coastal 
restoration and protection and stipulates that Louisiana, Texas, Alabama, 
and Mississippi receive 37.5   percent of all qualified offshore revenues. 
The GOMESA also prohibits oil and gas leasing within 125 miles of 
the Florida coastline in the Eastern Planning Area and a section of the 
Central Planning Area  until 2022.  Because the development of the five- 
year program is comprehensive and includes multiple public comment 
periods, merely drafting and finalizing the plan takes two to three years. 
For instance, the most recent finalized offshore leasing program  under 
the Obama administration for 2017–2022 began with a Request for  
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Information in June 2014; former Interior Secretary Sally Jewell approved 
the program in January 2017.20 Mineral and natu ral resource extraction is 
a time- consuming and capital- intensive operation. A com pany must win 
the lease sale or acquire the mineral rights, obtain the permits, conduct 
seismic surveys, build the necessary infrastructure, and drill and case the 
well. The entire pro cess can take multiple years, and the oil and gas in-
dustry makes investments considering multiple time horizons. The cur-
rent five- year planning pro cess is not set up to match the way commercial 
energy investments should be (let alone are) determined.

The federal government’s current policy disregards how markets 
function; it takes a static approach to dynamic energy markets.  These 
markets are exceedingly complex, and prices play a critical role by ef-
ficiently allocating resources to their highest- valued use. Investment de-
cisions change as prices change. Oil prices can fluctuate significantly 
from one month to the next, and still more over a five- year win dow. For 
example,  after adjusting for inflation:

• In 2007–2008, the price of oil increased from $66 per barrel to 
$94 per barrel.

• In 2008–2009, the price dropped to $56 dollars per barrel, then 
increased to $74 per barrel in 2009–2010.

• In 2011–2013, the price  rose above $94 per barrel.
• In 2014–2015, the price decreased from $87 per barrel to $44 

per barrel.
• By 2016, significant increases in supply and less- than- projected 

demand pushed the price down to $38 per barrel.21

Energy companies need to plan for both the near and the long term. 
They should be allowed to respond more efficiently to price fluctuations 
rather than waiting on a lengthy planning pro cess and specific lease- sale 
schedule. The federal government should conduct lease sales if com-
mercial interest exists and the sales do not jeopardize national security.

Productively, the Trump administration is acting to open areas pre-
viously off- limits to oil and gas exploration, which could generate sig-
nificant revenues for the Trea sury. In January 2018, the Department of 
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Interior issued its draft National Outer Continental Shelf Oil and Gas 
Leasing Program for 2019–2024.22

The proposal lists 47 potential lease sales off the coasts of Alaska and 
in the Pacific, the Atlantic, and the Gulf of Mexico. It would make more 
than 90  percent of the total federal acreage available for exploration and 
development.23 As Katherine MacGregor, principal deputy assistant sec-
retary for Land and Minerals Management, said at the time, “This pro-
posed plan shows our commitment to a vibrant offshore energy economy 
that supports the thousands of men and  women working in the offshore 
energy industry, from supply vessels to rig crews.”24 While not all areas 
 will be in the final plan, opening new areas to offshore development 
 will result in more energy, more jobs, and consequently more revenues 
for the federal government.

COLORADO ILLUSTRATES FEDERAL MICROMANAGEMENT  

AND INFLEXIBILITY

On land, federal owner ship and control result in the same static ap-
proach to dynamic energy markets that occur offshore. A recent oil and 
natu ral gas discovery in Colorado illustrates the inflexibility and other 
prob lems due to federal management.

In June 2015, the U.S. Geological Survey (USGS) discovered that 
Colorado has 40 times more technically recoverable natu ral gas resources 
than previously estimated. The discovery makes Colorado’s Mancos 
Shale in the Piceance Basin the second- largest known shale reserve in 
the country ( after Pennsylvania), assessed by the USGS with more than 
66 trillion cubic feet of gas, 74 million barrels of shale oil, and 45 mil-
lion barrels of natu ral gas liquids.25 Previously, the USGS had estimated 
that the area held only 1.6 trillion cubic feet of technically recoverable 
natu ral gas and provided no estimates for oil.26 Yet  these vast resources 
are not reflected in recent federal land- management plans for the region, 
which could be in effect for over a de cade.

Though the economic potential for Colorado’s natu ral resources 
is  great, federal bureaucracy stifles development by drastically curtail-
ing where and how companies can access oil and gas resources in the 
Colorado Mancos Shale region. Much of the Mancos Shale falls  under 
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lands managed by the U.S. Forest Ser vice (FS,  under the Department of 
Agriculture), which collaborates with the Bureau of Land Management 
(BLM,  under the DOI) to manage oil and gas resources. The FS de-
fines the lands available and the conditions for oil and gas development 
(among other uses) in management plans. The BLM then conducts and 
administers leases. Such plans generally govern resource management 
for 15 to 20 years.

In December 2015, the FS finalized its resource management plan 
for new leases in the White River National Forest, one of several in 
the Mancos Shale region. The plan significantly restricts the land that 
is available for resource development. Of the 2.3 million acres, the FS 
makes only 194,100 acres accessible for oil and gas extraction.27 This 
acreage is half the amount that was available  under the previous plan, fi-
nalized in 1993, and just over 8  percent of the total available acreage. On 
the basis of this plan, the BLM published a final environmental impact 
statement in August 2016, canceling 25 of the 65 already- existing leases 
on that land; the remaining leases  will be modified to meet the FS’s re-
quirements for new leases.28

In the December  2015 plan, Forest Man ag er Scott Fitzwilliams 
wrote, “If new information or technological advances show the need 
to revisit this decision, I have the authority to do so. But at this time, 
I have de cided to take a more conservation- minded approach to  future 
gas leasing in the White River National Forest.”29 Since then, the USGS 
has announced its discovery of 40 times more technically recoverable 
natu ral gas than previously estimated. Taking that second look is exactly 
what some members of Congress are asking the BLM to do for existing 
leases  there.30 The same should be done elsewhere.  There are 69 trillion 
cubic feet of proved natu ral gas reserves on federal (onshore) lands and 
5.3 billion barrels of proved oil reserves on federal (onshore) lands.31 Yet 
the Obama administration restricted access to  these resources both di-
rectly (as in the case of the White River National Forest) and indirectly 
(via lease auction, moratoriums, and permit delays).32

 Because land owned by the federal government is abundant and di-
verse, grazers, farmers, tourists, hunters, and other individuals and groups 
have an interest in how federal agencies manage the White River National 
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Forest and other federal lands like it. For that reason, Congress passed 
multiple land- use laws to guide federal agencies. The Multiple Use and 
Sustained Yield Act, the National Forest Management Act for the FS, and 
the Federal Land Policy and Management Act (FLPMA) for BLM are 
some of the principal guides for agencies on multiple land use. In practice, 
however, po liti cal agendas and bureaucratic priorities often cast interested 
parties to the side, limiting (in some instances prohibiting) certain eco-
nomic activity, such as energy development.

For example, the par ameters established in the FLPMA for multiuse 
land, sustained yield, and environmental protection guide the BLM’s 
approach to land management.33 Though  these par ameters may sound 
accommodating to all interested parties, each entails value choices that 
communities might prioritize and define differently than the federal 
government. The federal government is not in a good position to dis-
cern how  these par ameters  ought to be applied on the ground and in a 
variety of communities. Nor should that be its role.

The Colorado example is just one of many that illustrate the federal 
government’s ill- fitting management. The FS’s White River resource 
management plan is a static approach to an other wise dynamic environ-
ment and industry, as the USGS discovery months  later showed. It offers 
a misguided notion of environmental stewardship, presuming that no 
management is good management and “keeping it in the ground” is the 
best way to protect the environment. Rather than accommodating mul-
tiple uses, the primary vision guiding the decision— what Fitzwilliams 
and the FS called “environmentally preferable”— was one allowing “no 
new leasing.”34 Management alternatives seem to have been mea sured 
according to how closely they aligned with this standard of “no use” 
rather than a standard of multiuse.

Hardly an isolated prob lem, this par tic u lar debate over multiuse land 
in this area of Colorado has been brewing at least since 2010 when the 
FS first began publicly reviewing the White Forest management plan.35 
A particularly controversial area is the Thompson Divide, where vari ous 
groups have protested against further oil and gas leasing, though wells 
have been operating  there since 1947.36 Executive director of the Thomp-
son Divide Co ali tion, Zane Kessler, says that “this is about local control 
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and a community’s desire to determine its own  future” rather than out-
right opposition to the oil and gas industry.37 But federal management of 
the land neither meaningfully fosters local and state control nor encour-
ages more creative solutions at the local level between apparently compet-
ing uses for the land. Instead, Sen. Michael Bennet (D- CO) has taken up 
the issue by introducing the Thompson Divide Withdrawal and Protec-
tion Act to prohibit oil and gas resource development.

Similar debates have surfaced around other issues too, such as the 
Department of the Interior’s regulatory scheme for habitat for the greater 
sage grouse. In this instance, the DOI did not seek meaningful or timely 
participation from local commissioners in nearby Garfield County, de-
spite the extensive local efforts to restore habitat and grouse populations 
while also accommodating multiuse purposes.38 Apparently, though, 
national environmental groups that agreed with the DOI’s approach did 
receive greater access to federal decisionmakers.

 These examples illustrate the larger systemic prob lem of federal land 
management and multiuse land strategy. Local land- use issues, and un-
doubtedly highly contentious ones, should not need to wait for the U.S. 
Congress or a federal agency to weigh multiple choices. Federalizing 
land management instantly politicizes decisions on a national level. Col-
orado has 9 representatives and senators, and yet 526 other members of 
Congress and the Department of the Interior have a say in how federal 
land is used  there. Unsurprisingly, larger po liti cal  battles muddy local is-
sues and concerns. Too often, Congress forces decisions through “must 
pass” legislation, such as omnibus spending bills, rather than considering 
land- use issues on their own merits.39 And the president can unilaterally 
designate land as a national monument without input from Congress or 
states, adding more land- use restrictions in the pro cess.40

This Washington- centric approach to management stifles creative, 
collaborative solutions to competing interests that could be resolved 
at local, state, or regional levels without the baggage of national po-
liti cal  battles and federal regulatory pro cesses. While states and local 
communities may not always make perfect decisions, the best envi-
ronmental policies are site- specific and situation- specific and emanate 
from liberty.41
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THE PROB LEM WITH TREATING ENERGY AS IF IT IS A PUBLIC GOOD

Oil and gas production are booming in some regions of the United States, 
while the rate of production in  others has slowed or even decreased. The 
divergent trajectories in production primarily boil down to one word: 
owner ship. Much of the growth is occurring on private and state- owned 
lands. Despite the abundance of oil and gas beneath federal lands and off 
Amer i ca’s coasts, oil and gas output on federally owned lands has been 
mostly stagnant or declining. Companies operating in the United States 
have been the world’s largest producers of oil and natu ral gas for six years; 
as a result, the nation is reaping the tremendous economic benefits that 
such large- scale production generates. This success emerged organically 
from innovation in the private marketplace to unlock energy resources 
formerly thought inaccessible rather than from any specific government 
policy to promote  these technologies and pro cesses.

The OCSLA, Congress’s declaration of policy, states that the Outer 
Continental Shelf is a “vital national resource reserve held by the Federal 
Government for the public, which should be made available for expedi-
tious and orderly development, subject to environmental safeguards, in 
a manner which is consistent with the maintenance of competition and 
other national needs.”42 The phrase “held by the Federal Government 
for the public” is the crux of the  matter: The federal government should 
not hold mineral rights for the public.

The establishment of national needs, national interest, or public in-
terest determinations is broadly problematic for energy development and 
proj ects. Decisions that should be left to the private sector and guided 
by price signals are instead left to the federal government. For instance, 
national and public interest determinations have been manipulated into 
pretexts to obstruct energy development and energy infrastructure.43

Unlike air or national security, minerals are not a public good. 
Public goods are nonrival and nonexcludable. A nonrival good can be 
consumed by an additional consumer at extremely low rates of mar-
ginal cost. Nonexcludable goods are goods that  people cannot be easily 
prevented from consuming. The energy that  people use to light their 
schools, heat their homes, and move their vehicles is rival and excludable. 
For example, Katie cannot have access to gasoline  unless she pays for it. 
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Moreover, when Katie purchases a gallon of gas, that gallon cannot be 
si mul ta neously consumed by another consumer. Natu ral resources like 
oil and natu ral gas are privately produced and privately consumed.44 Just 
as the federal government does not make public or national interest de-
terminations for the clothes its citizens purchase, neither should it do so 
for the energy they produce and consume.

Another serious prob lem with public interest and national interest 
determinations is that they concentrate decisions in the hands of govern-
ment officials and regulators. No concrete definitions exist for national 
or public interest determinations, so  these determinations are inherently 
subjective. As free- market environmentalist Jane S. Shaw writes in dis-
cussing public choice theory, “Although  people acting in the po liti cal 
marketplace have some concern for  others, their main motive,  whether 
they are voters, politicians, lobbyists, or bureaucrats, is self- interest.”45 In 
other words, government officials are  people, too.

For example, the Natu ral Gas Act empowers the federal government 
to reject the export or import of natu ral gas to or from non– free trade 
agreement countries if that import or export is not “consistent with the 
public interest.”46 However, the law never specifies what criteria should 
be considered when addressing the public interest. The U.S. Depart-
ment of State contends with similar opaqueness for the national interest 
determination when deciding on cross- border pipelines. Moreover, the 
OCSLA gives no outline or detail for what the DOI should consider as 
“national needs.”

The vagueness of  these considerations allows government officials to 
make decisions that properly belong to companies in the private sector. 
Rather than meeting objective criteria,  these determinations empower 
regulators to arbitrarily make determinations for the rest of the nation. 
Government officials  will not always make determinations on  whether 
to develop resources in accordance with the public interest or even ob-
jective, transparent science; instead, they may base them on their own 
subjective values.

The Obama administration’s revised 2017–2022 leasing plan is 
evidence of such subjectivity. Private actors incentivized by the profit 
motive  will know much better than regulators in Washington where, 
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when, and why drilling should take place. That does not preclude the 
need for an environmental review and permitting pro cess, or consider-
ation of national security impacts, but the permitting pro cess should not 
be embedded in a five- year planning pro cess that outlines where com-
panies may produce energy in accord with a subjective, extremely vague 
public interest determination.47

A FEDERAL BUREAUCRACY THAT ADDS COSTS AND DELAYS

The fundamental issue is that federal owner ship and control of miner-
als offshore (and onshore) has taken decision rights away from states. 
Both eco nom ically and environmentally, states have proved they can 
manage energy development prudently. For example, where states have 
authority over applications for permits to drill and conduct environ-
mental reviews, oil and gas production has soared.48 Energy companies 
have capitalized on the wealth of resources on private-  and state- owned 
lands.49 Most shale oil and shale gas— from which much of the domestic 
production is coming—is not  under federal control, and the energy in-
dustry and consumers alike have benefited as a result.50

However, federal regulations and federal landownership have ren-
dered vast quantities of recoverable oil and natu ral gas onshore and off-
shore  either inaccessible or more costly to extract.51 Permitting energy 
extraction on federally owned land  will result in more oil and gas extrac-
tion and create jobs in areas that may not other wise see such economic 
growth. On average, the federal pro cessing of an application for a per-
mit to drill (APD) in FY 16 was 257 days, while state pro cessing is 
typically 30 days or less.52 The statute actually requires the Bureau of 
Land Management to pro cess APDs in 30 days, but that requirement 
has been routinely ignored, and the pro cess bogs down with regula-
tory red tape.

In response to President Trump’s Executive Order 13783, Promot-
ing Energy In de pen dence and Economic Growth, the Department of 
the Interior published a report that analyzes the regulations that burden 
domestic energy.53 DOI Secretarial Order no. 3354 calls for solutions 
to streamline the pro cess for onshore and offshore permitting. Former 
DOI secretary Ryan Zinke said in July 2017, “Oil and gas production on 
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federal lands is an impor tant source of revenue and job growth in rural 
Amer i ca, but it is hard to envision increased investment on federal lands 
when a federal permit can take the better part of a year or more in some 
cases. This is why I’m directing the BLM to conduct quarterly lease sales 
and address  these permitting issues. We are also looking at opportunities 
to bring support to our front line offices who are facing the brunt of this 
workload.”54

In January 2017, the BLM had more than 2,800 APDs pending. The 
DOI’s commitment to streamlining the pro cess and permitting new 
proj ects while maintaining strong environmental protections  will pro-
duce more oil and gas on federal lands. A better pro cess  will incentivize 
more companies to take interest in energy production on federal lands, 
which  will likely result in higher bonus bids and more royalty revenues 
coming into federal coffers.

THE DIFFICULTY OF PREDICTING THE  FUTURE OF ENERGY MARKETS

Trying to predict the  future value of minerals beneath federal lands and 
in the Outer Continental Shelf is a fool’s errand. Prices and policies 
change. What could be a valuable untapped resource  today may be rela-
tively worthless 30 years from now. Or the resource could be even more 
valuable. Coal is a good example. With more than 480 billion short 
tons of coal recoverable with  today’s technology, the United States can 
provide electricity for more than 500 years at current consumption rates. 
How much of that coal  will eventually be consumed is anyone’s guess. 
Cheap natu ral gas and cheaper, subsidized renewables are replacing coal 
as an electricity- generating source. Environmental and climate regula-
tions have forced several coal- fired power plants into early retirement. 
However, as  we’ve seen in the energy sector throughout history, prices 
change, businesses innovate, and technology improves.

New, cleaner- burning coal- fired power plants and innovative smaller 
coal plants could compete with other energy sources in the  future. Coal 
exports have grown and could continue to do so as both developed and 
developing countries around the world are continuing to consume coal 
and planning to use much more in the  future. State and local opposition 
to new coal export terminals could thwart some of that growth. So, in the 
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short term, we  don’t know what’s  going to happen. Policymakers should 
not implement policy based on what well- experienced lobbyists and so- 
called experts predict. That’s how we end up with market- distorting 
energy policies that hurt Americans—as energy consumers and as tax-
payers. Many of the harmful energy policies we have  today  were built on 
predictions about  running out of oil or some new technology that would 
emerge with help from the American taxpayer. We have energy conser-
vation mandates on cars and appliances. We mandate blending corn into 
our fuel supply even though it is costly and has unintended consequences 
for the environment and food prices. We’ve spent billions of dollars try-
ing to push uneco nom ical technologies into the market.

The economic pain cuts deeper than just wasted taxpayer money 
 because government interventions distort  free enterprise, create govern-
ment dependence, and allow Washington to direct the flow of private- 
sector investments. The number of investment opportunities is broad and 
expansive, but the available capital is  limited. Of course investors must 
choose among the diff er ent proj ects, but government favoritism diverts 
 limited capital. It dictates who should receive the capital by extending the 
confidence of the government through a subsidy to a po liti cally favored 
technology or com pany. For instance, private investors sank $1.1 billion 
into Solyndra, a solar energy start-up. Much of the private financing came 
 after the Department of Energy announced that Solyndra was one of 16 
companies eligible for a loan guarantee in 2007. That $1.1 billion could 
have been invested elsewhere in the economy. Solyndra’s well- known 
bankruptcy indicates that it certainly should have been.55

Conventional resources such as coal, oil, and natu ral gas currently 
provide about 80  percent of Amer i ca’s energy needs and 80  percent of 
the world’s energy needs. That could change as nuclear and renewables 
outcompete  these fuels, or conventional resources could continue to 
supply around 75  percent of our energy for the next half  century. Price 
signals should determine what sources provide  house holds and busi-
nesses with the most dependable energy at the most competitive price.

Prices,  after all, communicate information to energy producers and 
to energy users. Higher prices for oil incentivize companies to extract and 
supply more. They also incentivize entrepreneurs to invest in innovative 
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alternatives to oil,  whether batteries, natu ral gas vehicles, or biofuels. 
 Drivers  will examine their consumption options as well,  whether car-
pooling, finding alternative modes of transportation, or, over time, pur-
chasing a more fuel- efficient vehicle. The role of policymakers should be 
to open access to  these resources, eliminate regulations that are devoid 
of any meaningful benefit, and establish a permitting pro cess that allows 
energy producers to respond to the price signals in the marketplace.

SOLUTIONS

Simply having a fire sale of the minerals on federal estates is unrealistic 
and unlikely to produce the desired outcome of generating substantial 
revenues.  Doing so could significantly reduce the price of the minerals 
or, conversely, might not produce much interest at all. Some areas might 
generate significant value, for example, any of the federal holdings in the 
Permian Basin in western Texas and southeastern New Mexico.  Others 
might generate  little or no interest, as with the DOI’s offshore lease sale 
in the Gulf of Mexico. In March 2018, the DOI offered up the largest 
offshore lease sale in history with discounted royalties to attract bidders. 
Though the auction produced $124.76 million in winning bids, com-
panies bid on only 1  percent of the acreage, far less than what the DOI 
had envisioned.56 An outright fire sale of minerals would generate less 
interest if a minimum bid was set. Removing the minimum bid and al-
lowing companies to buy the minerals outright would do  little in terms 
of generating serious revenues. It would be a one- time, underpriced in-
jection into the Trea sury.

Instead, Congress and the executive branch should take a number of 
actions to maximize the potential value of energy resources on federal 
lands and  waters. Several impor tant steps are involved.

COLLECT BETTER ESTIMATES OF RESOURCE POTENTIAL  

ON FEDERAL LANDS AND  WATERS

One way to boost interest in mineral production is with up- to- date 
information on the resource potential beneath federal soil and U.S. territo-
rial  waters. Many resource estimates are long out of date. More accurate 
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information  will better inform companies as to  whether it makes sense 
to drill exploratory wells and commit  labor and capital to certain geo-
graphic areas.

Myron Ebell, a director at the Competitive Enterprise Institute, tes-
tified before the House Natu ral Resources Committee and underscored 
the need to have accurate estimates of resource potential:

Much of the data comes from geologic studies that are one, two, or 
even three de cades old, and the assessment is thus based on outdated 
technology and scientific understanding that has been superseded by 
subsequent research. A comprehensive survey based on current geo-
logical knowledge and using up- to- date techniques, including seismic 
testing, is long overdue.

When similar geological surveys have been proposed in the past, 
they have never gotten started in the face of objections that they  will 
cost too much and take too long. Undoubtedly, the same objections 
 will be raised again in an effort to remove this provision from the bill. 
In my view, the objections of time and money are real, but are far 
outweighed by the value of having much better information about the 
extent and location of Amer i ca’s offshore energy resources. Incom-
plete and inadequate knowledge of federally- controlled resources is 
not of course restricted to offshore resource[s] and regularly contrib-
utes to poor management decisions by the federal land agencies on a 
wide variety of issues.57

As with energy production on private and state- owned lands, 
knowledge of resource estimates can change quickly. Many of the past 
and even current estimates likely underestimate Amer i ca’s energy wealth 
 because they fail to keep up with technological advancements that have 
led to the discovery of new resources. In fact, innovative companies 
have squashed exaggerated claims of looming resource exhaustion.

Allen Gilmer, cofounder and executive chair of Drillinginfo (an oil 
and gas analytics firm now called Enverus), recently called the Permian 
Basin “a permanent resource.” Gilmer remarked, “The research  we’ve 
done indicates that we have at least half a trillion barrels in the Perm-
ian at reasonable economics, and it could be as high as 2 trillion barrels. 
That is, as a practical  matter, an infinite amount of resource.”58 The 
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Bureau of Land Management’s September 2018 Permian Basin oil and 
gas lease auction in New Mexico fetched nearly $1 billion in bonus bids, 
and unexplored parcels of land went for more than $95,000 an acre.59 
This sale set a rec ord for BLM in part  because the resource quantities 
that exist in the Permian Basin are known. Better access to information 
and a streamlined environmental review and permitting pro cess that 
empowers industry to respond more efficiently to market signals could 
yield similar benefits elsewhere onshore and offshore.

EMPOWER STATE GOVERNMENTS, AND CREATE EFFICIENT  

REGULATORY PRO CESSES

Proposed legislation, the Federal Lands Freedom Act, would give states 
the authority to administer leasing, permitting, and regulatory pro-
grams for development of all energy resources on federal lands. (The 
bill excludes Indian lands, national parks, and congressionally desig-
nated wilderness areas.) States are already well- positioned to help transi-
tion to better management of  these resources.  Under the Federal Lands 
Freedom Act, states would be able to develop a regulatory program for 
energy development on federal lands and submit the program to the 
departments of the Interior, Energy, and Agriculture. This provision 
would replace redundant federal requirements, such as the National En-
vironmental Policy Act.

State control, local governance, and private- sector participation 
would result in more accountable, effective management. While the fed-
eral government can simply shift the costs of mismanagement to federal 
taxpayers, states have power ful incentives to better manage resources on 
federal lands. State governments can be more accountable to the  people 
who  will directly benefit from wise management decisions, especially as 
they pertain to natu ral resource management.

Much of the shale oil and shale gas deposits in the United States lie 
beneath state and privately owned lands, and an impor tant reason for the 
rapid increase in production has been an efficient permitting pro cess in 
 those settings. Ohio requires that permits be pro cessed within 21 days 
and expedited permits within 7 days. Other states have similarly short 
time frames: Texas’s average is 4 days (and for expedited permits, 2 days). 
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Even in California, a permit must be pro cessed within 10 days; if it is 
not, it is automatically approved.

According to a 2015 Property and Environment Research Council 
report, “On average, states generate more revenue per dollar spent than 
the federal government on a variety of land management activities, in-
cluding timber, grazing, minerals, and recreation.”60

Moreover, incentives to invest in and steward the environment are 
stronger when  people have direct owner ship and responsibility.61 BLM 
and FS lands lost $4.38 per acre from 2009–2013, while trust lands in 
four western states earned $34.60 per acre. Simply in terms of recreation, 
states do a better job of making a return on their investment. Idaho and 
Montana averaged $6.86 per dollar spent on recreation on state trust 
lands; in contrast, the BLM earned $0.20 and the FS $0.28 per dollar 
spent, resulting in a net loss.62

Transferring decision rights to states and the private sector could 
make the energy industry more responsive to price changes. According 
to a working paper from Utah State University economists:

Even though 99% of federal drilling permits are eventually approved, 
bureaucratic delay imposes costs through delay and dampening. Drill-
ing response is slower, and thus wells on federal lands do not respond to 
high oil and gas prices as quickly as private lands.  These delays also lead 
to lower overall price responses— fewer overall wells drilled in response 
to price increases. Our findings indicate that the potential for improv-
ing the responsiveness of federal lands to price signals could be achieved 
through a reduction in delay in the BLM permitting pro cess.63

While the study examines federal lands, similar logic could apply to 
federal  waters as well. Remedying this situation could compensate states 
appropriately through expanded royalty revenue collection. With the 
exception of Alaska, states receive 50  percent of the revenues generated 
by onshore oil and natu ral gas production on federal lands.64 Congress 
should apply this allocation offshore as well, including current opera-
tions in the Gulf of Mexico. If Congress successfully transfers the per-
mitting and environmental review to the states, the states should receive 
an even larger share of the royalty revenue collected.
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Drilling off states’ coasts and allowing them a larger share of the 
royalty revenue would encourage more state involvement in drilling de-
cisions. Offshore drilling would also promote state and local govern-
ment participation in allocating funds, helping close deficits, enabling 
coastal restoration and conservation, and providing funds for schools.

Congress should eliminate the five- year plans and authorize the 
DOI to conduct lease sales if interest for development exists. Lease sales 
should be offered in consultation with the affected states and would 
need to meet any Department of Defense requirements. Such a reform 
would allow the safe development of energy off Amer i ca’s coasts while 
empowering state stakeholders. Removing the lengthy and unnecessary 
planning pro cess would create a system that is more responsive to price 
changes and flexible to the needs and interests of states.

 After eliminating the five- year planning pro cess, Congress should 
overhaul the offshore leasing pro cess by amending the OCSLA and SLA 
and transferring the environmental review and permitting pro cess to the 
states. The state regulatory program would replace federal requirements 
(e.g., from the Clean Air Act and the National Environmental Policy 
Act). To support their reviews, state regulators could request technical 
or safety expertise from the Bureau of Ocean Energy Management and 
the Bureau of Safety and Environmental Enforcement and use previous 
DOI environmental assessments as a framework. In addition, state regu-
lators could work in conjunction with the Environmental Protection 
Agency and the U.S. Coast Guard to assess environmental impact and 
maritime safety and security.

OPEN ENERGY AUCTIONS TO ALL PARTIES

Currently, only energy companies can bid on lease auctions, and the 
federal government requires leaseholders to demonstrate intent to de-
velop the resources. Restricting who bids and requiring the winner to 
develop the parcels eliminates competition and fails to assess the relative 
value of the land. Conservationists, recreationists, alternative energy 
companies, ranchers, or environmentalists may value the land more for 
their intended use than do oil and gas developers. As economist Michael 
Giberson and research fellow Shawn Regan write in their public comment 
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on federal oil and gas royalties, “No method reliably integrates the va-
riety of diverse, predominantly subjective, and sometimes conflicting 
values into a single, uncontroversial auction reserve price.”65 Opening 
the leasing pro cess to all interested parties would not only create more 
competition but also potentially more cooperation. An environmental 
organ ization could partner with a grazer to bid on a block of land. An 
energy com pany could coordinate with conservationist groups to use 
the land in ways that ensure both parties benefit. Natu ral resource ex-
traction would likely still occur, but oil and gas production would occur 
 because the energy companies value the land and resources more than 
other contending interests do. As values change (e.g., if oil prices rise), 
buyout programs and lease re- offerings would ensure that competing 
interests remain involved in current and  future land- use decisions. One 
challenge would be establishing a mechanism to compensate taxpayers 
for lost royalty revenues; one solution would be for the BLM to assess 
grazing, recreation, or other land- use fees. Giberson and Regan write:

In a number of cases private conservation groups have negotiated 
with parties over specific grazing rights or oil and gas leases on federal 
lands in an effort to protect environmental values. As long ago as 1992 
the Conservation Fund purchased grazing rights in the Glen Canyon 
National Recreation Area in southern Utah. By 2003, at least a half- 
dozen conservation and sportsmen organ izations had grazing permit 
buyout programs. In 2012 the Trust for Public Land, a conservation 
group, worked with a variety of other groups and donors to purchase 
and retire oil and gas leases representing 58,000 acres in Wyoming’s 
Hoback Basin from Plains Exploration and Production Co.66

ANOTHER SOURCE OF FEDERAL REVENUE:  

THE STRATEGIC PETROLEUM RESERVE

 After the Arab oil embargo and the formation of the Organ ization of 
the Petroleum Exporting Countries (OPEC) in the 1970s, the United 
States and countries around the world felt a need to hold more oil in-
ventories for emergency purposes. The United States joined the Inter-
national Energy Agency in 1974 to coordinate a multilateral response 
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to oil supply shocks. As part of that commitment, Congress created the 
Strategic Petroleum Reserve (SPR) the following year. The SPR holds 
nearly 700 million barrels of crude oil that serve as an emergency stock-
pile in case of supply shocks that cause price spikes. The intent was to 
mitigate U.S. economic vulnerability from supply disruptions, not to be 
a national defense stockpile. However, the SPR has not been used as an 
effective response to oil price spikes.

The Energy Policy and Conservation Act of 1975 (EPCA), the SPR’s 
enabling legislation, constrains the president’s authority to release the 
reserves; the prob lem, however, is that the limitations and conditions 
for SPR drawdowns are not credible justifications for the reserve’s ex-
istence. Furthermore, the executive branch can interpret the conditions 
vaguely, making an SPR release more about domestic party politics than 
policy. For instance, even if drawing down SPR reserves has  little mar-
ket effect, it may help a president po liti cally by creating the perception 
that the administration is “ doing something” about a crisis.

The EPCA requires a presidential finding that a “severe energy sup-
ply interruption” exists, and the following conditions must be met:

• “An emergency situation exists and  there is a significant reduc-
tion in supply which is of significant scope and duration;

• “A severe increase in the price of petroleum products has resulted 
from such emergency situation; and

• “Such price increase is likely to cause a major adverse impact on 
the national economy.”67

Supply disruptions are not reason enough for government stockpil-
ing; they can be addressed through market forces with an abundance of 
private inventory, not government- controlled resources. Even so, the 
empirical benefits associated with the government’s use of reserves dur-
ing an alleged emergency are dubious and difficult to accurately assess. 
Isolating the release’s effect on the global oil market is difficult given all 
the other variables involved.

Some studies have found that SPR releases could lower oil prices as 
much as 32  percent; however,  those studies estimate price impacts from 
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optimal SPR management, not  actual effects of SPR releases on global 
oil prices or SPR releases in practice.68 Obtaining the optimal price ef-
fect would be difficult, argue economists Timothy Considine and Kevin 
Dowd,  because “a more fundamental prob lem arises from vesting a po-
liti cal entity with the inherently complex task of allocating oil across 
time and space— a task that is prob ably best left to market forces.”69

Considine estimates that a drawdown during a supply shock would 
have much less impact, lowering prices only 3.5   percent.70 This is in 
large part  because other countries or private companies holding inven-
tories could increase their own reserves and also  because the amount 
released is marginal compared to the global supply and demand for oil.

University of California, Berkeley economist Reid Stevens drew 
similar conclusions on SPR’s futility using econometric modeling to 
show that SPR releases have no impact on lowering prices. Stevens mea-
sured oil price effects of SPR purchases and withdrawals, testing effects 
of anticipated and unanticipated purchases of oil for the SPR and sales 
to the market. Reid found that no  matter the certainty, SPR sales did 
not lower oil prices; however, unanticipated purchases to build up SPR 
inventory increased oil prices 1.5  percent.71

The historical use of reserves in times of unanticipated supply shocks 
proves this to be true. During the Gulf War, Iraq’s invasion of Kuwait 
took 6.5  percent of the world’s oil supply offline, causing prices to jump 
from $15 per barrel in July of 1990 to $30 in October. As Considine and 
Dowd outline[s], the lost supply was offset by increases from OPEC, not 
drawdowns from SPR. President George H. W. Bush did not release 
reserves from the SPR  until the United States’ strike on Iraq in Janu-
ary 1991. The price dropped more than $10 per barrel before any SPR 
crude reached the market.72

While some analysts attribute drops in prices to public announce-
ments signaling that more supplies  will reach the market, this was not 
likely the case during the Gulf War. The Congressional Research Ser-
vice reports that the decreasing crude price was due to other  factors:

Oil analysts attributed the price drop to optimistic reports about the 
allied forces’ crippling Iraqi air power and the diminished likelihood, 
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despite the outbreak of war, of further jeopardy to world oil supply. 
 There appeared to be no need for the IEA plan and the SPR draw-
down to help  settle markets, and  there was some criticism of it. DOE 
offered more than 30 million barrels of SPR oil for bid, but only ac-
cepted bids on 17.3 million barrels.73

One prob lem for optimal SPR use is the federal government’s in-
ability to predict  future events and consequently having a slow or late 
response. If concerns exist, for instance, that conflict overseas  will ex-
acerbate supply disruption, the government may hold onto the reserves. 
If the conflict does not worsen, The Department of Energy (DOE) 
may not sell SPR reserves quickly enough to mitigate the supply 
shock. President George W. Bush ordered a quick SPR release during 
Hurricane Katrina, but the release was in effec tive in mitigating price 
shocks  because the refineries and pipelines also closed as a result of the 
hurricane.

In other instances, the emergency situations in which the executive 
branch released oil from the SPR have been questionable and controver-
sial. In 2000, in the midst of an election year, the Clinton administration 
used the SPR for personal po liti cal gain. As gas and home heating oil 
prices  rose, Vice President Al Gore,  running for president at the time, 
urged President Bill Clinton to draw down reserves to lower prices.74 
Clinton’s own Trea sury secretary, Lawrence Summers, criticized the re-
lease, saying the SPR should not be used to manipulate market prices 
and using SPR to do so would “set a dangerous pre ce dent.”75

President Barack Obama’s coordinated release with the International 
Energy Agency (IEA) in 2011 is another instance when releasing reserves 
from the SPR did not pass rational or economic muster set by the condi-
tions for drawdowns. Libyan production— which supplies only 2  percent 
of the world’s oil— had been offline for almost three months when the 
administration released reserves from the SPR. Oil prices  were high at 
the time for reasons that had nothing to do with Libya. Market forces 
 were responding to other  factors, in par tic u lar, steadily rising global de-
mand, especially from China and India, for the better part of a year. No 
emergency situation existed, no supply shock occurred, and therefore 
 there was no need for an SPR drawdown.
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The in effec tive and po liti cal manner with which the executive 
branch has used the SPR should be reason enough for Congress to liq-
uidate the asset. Policymakers should also reconsider why the United 
States has international commitments to hold reserves given the ability 
of the private sector to respond to price spikes and the diversity of global 
energy markets.

Amer i ca has access to oil for commercial use and national security, 
through both domestic production and acquisitions abroad. Even if the 
oil market becomes fractured in the event of a security crisis or a major 
war, both the global market of suppliers and the channels to distribute 
oil are highly diversified. Oil reaches its final destination with  great flu-
idity. And if the market becomes segmented  because one or more chan-
nel is disrupted, the United States  will still be in a position to import oil. 
The route by which that oil reaches its final destination may not be the 
most efficient if multiple shipping lanes or pipelines are unavailable, but 
sources much greater and more sustainable than the SPR  will still get 
the oil to U.S. ports.

Liquidation of the SPR would follow the same procedure as other 
federal sales do now. The DOE issues a Notice of Sale outlining the 
conditions for the sale, including the quantity available for sale, delivery 
modes, minimum quantity to be purchased, the federal government’s 
crude oil base reference price and delivery price indexing pro cess, de-
livery periods, letter- of- credit requirements, and the means of ensur-
ing compliance with existing statutory requirements for selling and 
transporting petroleum products.76 DOE establishes a sale price based 
on the sale of similar crudes in the region; offers have to be at or above 
95   percent of the sales price estimate.77 DOE then takes the highest- 
priced offers  until the entire amount offered is sold. The  actual payment 
to the government is made on an index- price basis.

For example, in a test sale in March 2014, DOE offered 5 million 
barrels and received 37 bids from 12 companies.78 DOE’s report to Con-
gress notes:

 Under the SPR Standard Sales Provisions (SSPs), SPR oil is sold on 
an indexed price basis to minimize oil markets risks. A base reference 
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price of $101.4020 was established by the Government using the av-
erage five- day price of Southern Green Canyon (SGC) crude traded 
prior to the Notice of Sale. The differential between the Offeror’s 
bid price and the Government’s base reference price was then used to 
adjust the buyer’s price at the time of delivery. The buyer’s final price 
was computed by applying this differential to the average five day 
traded SGC price surrounding the buyer’s delivery date.79

Receipts upward of $468.5 million  were deposited into the Trea sury 
with the delivery price of $93.75 per barrel, and DOE completed the 
delivery over a 47- day period.80

Congress should authorize DOE to auction 10  percent of the coun-
try’s previous month’s total crude production. Basing the sales on the 
previous month’s U.S. production would allow Congress to drain the 
SPR over a two-  to three- year time frame and do so without disrupting 
markets.81 Congress should then decommission the salt caverns currently 
used to store the SPR or sell them to the private sector if a commercial 
interest exists to use the caverns for private inventory.

Congress should explic itly stipulate that all revenues collected from 
SPR sales go exclusively  toward deficit reduction, without reciprocat-
ing increased spending. Congress has proposed using temporary SPR 
sales to pay for increases in other areas, such as funding for the Highway 
Trust Fund. The recognition that DOE should eliminate the reserve is 
not an invitation to find ways to spend the revenue.

The U.S. government should also remove itself from any commit-
ment with the IEA to hold reserves, implement demand constraints, 
coordinate response mea sures, reduce dependence on foreign oil, and 
transition to alternative sources of energy. The United States could sim-
ply withdraw from the agreement, or it could end its participation in 
the International Energy Program altogether.82 Getting rid of the SPR 
would allow markets to respond to price increases more efficiently than 
the government can. Government- controlled reserves only distort the 
actions of the private sector. Private inventories, which may be even 
higher in the absence of a government- owned stockpile, or which may 
not respond to a price shock in anticipation of a government release of 
SPR, would act more efficiently.
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CONCLUSION

Simply put, the federal government owns too much land and mineral 
wealth. Americans would benefit tremendously from greater access to 
the energy resources on federal lands through lower prices, a healthier 
economy, and tax revenues to pay down the national debt. In addition, 
our Strategic Petroleum Reserve should be sold, as it has  little economic 
or national security value. The goal of selling  these resources should not 
be to maximize revenue for the federal government but to empower 
markets to work efficiently.  These policies are best for Americans as en-
ergy consumers. Higher proceeds coming into the federal government 
 will be a welcome bonus.



Most long- term projections indicate a large increase in the size of federal 
government spending. For example, in 2018, the Congressional Bud get 
Office projected that federal spending as a share of gross domestic prod-
uct (GDP)  will rise from 20.6  percent in 2018 to 26.9  percent by 2040.1 
This is greatly concerning to many  people who worry that the increased 
role of government in the economy— and the consequent reduction of 
the private sector— inevitably comes with diminished work and invest-
ment incentives, reduced productivity,  limited economic growth, and 
lessened opportunities for individuals to improve their lives.

Over half of the projected increase in federal spending is due to 
increased spending on Social Security and Medicare.2 Thus, any discus-
sion of limiting federal spending should address  these two programs. 
This chapter examines two aspects of the projected increases in Social 
Security and Medicare. One is purely demographic. The baby boom 
generation has begun to retire and  will do so in increasing numbers 
over the next two decades— thereby driving up spending. The other is 
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the generosity of the benefits paid by the two programs. If benefits are 
expanding, that also adds to the growth in spending.

The two aspects have diff er ent implications for efforts to limit spend-
ing. If all of the increase  were due to growth in the se nior population, set-
ting limits on spending would be more difficult  because that would require 
reducing benefits. However, if a good deal of the increase in spending  were 
due to benefit increases, limiting spending could be accomplished by slow-
ing the growth in benefits or capping benefits at current levels. As described 
 later, both aspects contribute to the growth in spending, so  there is room 
for limiting this growth without actually cutting benefits. Indeed, capping 
real spending per beneficiary at 2017 levels has substantial effects on the 
expected path of  future spending. Instead of rising to about 12  percent of 
GDP, it rises to about 9  percent and falls thereafter to a share no larger than 
 today’s. However, the methods used to limit spending growth are impor-
tant. For example, using price controls on ser vices and mandating limits on 
types of coverage would likely generate shortages, nonprice rationing, and 
po liti cal infighting over what is covered and who is served.  These methods 
of limiting spending growth are highly undesirable.

The rest of this chapter is or ga nized as follows. First, I provide more 
background and details on the expected spending growth of  these pro-
grams and on the magnitude of the issue. Second, I describe how spend-
ing and spending growth on Social Security and Medicare can be broken 
into components.  These components are the number of se niors— the 
primary beneficiaries of the spending—as a share of the population, 
spending per se nior, and GDP per capita. Spending per se nior is denoted 
as absolute generosity and spending per se nior relative to GDP per capita is 
denoted as relative generosity. The latter indicates benefits per se nior relative 
to per capita national income.

Third, I pre sent the data on the forecasted time path of  these com-
ponents. Se niors’ share of the population  will grow by about one- third 
by 2040. Additionally, real Social Security and Medicare benefits per 
se nior are forecast to grow as well. However, real GDP per capita is 
expected to grow a  little faster than real Social Security benefits per se-
nior, but slower than real per- senior Medicare benefits. Fourth, I show 
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the results of exercises that simulate capping real Social Security and 
Medicare benefits per se nior. Growth in simulated spending still rises for 
some period  because of the growth in the se nior population— though 
by much less than current projections— and spending as a share of GDP 
eventually declines. Fi nally, I discuss issues regarding limiting spending 
on  these programs, as well as the pitfalls of price controls and mandated 
limits on coverage, and then I offer a conclusion.

BACKGROUND

To illustrate the issues addressed in this chapter, Figure 12.1 shows past 
and forecasted spending on Social Security and Medicare, as percentages 
of GDP, from 1970 to 2090.3 Social Security spending, though it  rose 
and fell somewhat erratically  until the mid-2000s, has risen substantially 
over the past 10 years and is forecasted to continue to do so  until about 

Figure 12.1
Social Security and Medicare spending as a percentage of GDP

Source: Social Security and Medicare Boards of Trustees, “Status of the Social Security and 
Medicare Programs: A Summary of the 2018 Annual Reports,” 2018, p. 4.
Note: DI = Disability Insurance; GDP = gross domestic product; HI = Hospital Insurance; 
OASI = Old Age Survivors Insurance; SMI = Supplemental Medical Insurance.
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2040. Medicare spending has been on a sharp, upward trajectory since 
its inception, and this trajectory is predicted to continue to 2040.

In fiscal years 2017–2040, total Social Security and Medicare spend-
ing is expected to rise by roughly 3.5   percent of GDP— from about 
8.5  percent to around 12  percent. In raw terms, nominal GDP is pre-
dicted to increase by 173  percent between 2017 and 2040. Over the same 
period, the forecasted growth in nominal Social Security spending is 
237  percent and for Medicare it is 338  percent.4

The increase in spending of 3.5  percent of GDP for  these two pro-
grams is quite large.  Table 12.1 helps put this in perspective. The  table 
displays several other categories of federal spending as shares of GDP 
for FY 17.5 During that year, federal spending on national defense was 
3.1   percent of GDP. Spending on nondefense discretionary programs 
was 3.2  percent of GDP. The increases in Social Security and Medicare 
just noted are equivalent to adding another Department of Defense or 
doubling nondefense discretionary expenditures, plus more. Moreover, 
as shown in  Table 12.1, the other major categories of spending fall well 
short of the 3.5  percent increase for Social Security and Medicare.

The magnitude of the issue is clear. Before considering pos si ble so-
lutions, it is useful to diagnosis sources of the prob lem. In par tic u lar, 
how much of the predicted increase in Social Security and Medicare 
spending is simply due to the aging of the population and how much is 
due to the generosity of the programs?

 Table 12.1

Some federal spending categories as a percentage of GDP, fiscal year 2017

Defense
Nondefense 
discretionary Medicaid

Other 
means- 
tested

Other 
mandatory

Net 
interest Total

3.1 .3.2 . 2.0 .1.7 . 2.0 .1.4 . 20.8

Source: Office of Management and Bud get, “Historical  Tables,” https:// www . whitehouse 
. gov / omb / historical - tables / .
Note: GDP = gross domestic product.
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COMPONENTS OF SPENDING GROWTH

Breaking down into component parts the changes in Social Security and 
Medicare spending as a share of GDP is a straightforward  matter.  These 
parts are the growth in the se nior citizen population share, the growth 
in spending per se nior, and the growth in GDP. Equation (12.1) does so 
formally for Social Security:

SS/GDP =  [(pop 65+) / (total pop)] * [(SS/pop 65+)] / 
[GDP / (total pop)], (12.1)

where SS = Social Security spending; pop 65+ = the population of  people 
age 65 and older; and total pop = total national population.

The first term in square brackets is the share of the nation’s population 
that is age 65 and older, that is, “se niors.” The next term in square brackets 
is Social Security spending per se nior. The final square- bracketed term 
is GDP per capita. The generosity of Social Security can be thought of in 
two ways. One is the second term: Social Security spending per se nior. 
This translates approximately to Social Security benefits per beneficiary, 
though not exactly.6 A second mea sure is spending per beneficiary rela-
tive to GDP per capita. This method mea sures per se nior benefits relative 
to per person national income. In Equation (12.1), this is the second and 
third terms combined. The first mea sure is absolute generosity; the second 
mea sure is relative generosity.

Changes in SS/GDP can be written as in Equation (12.2):

%∆(SS/GDP) =  %∆(se nior pop share) + %∆(benefits per se nior)  
− %∆(GDP per capita), (12.2)

where %∆ denotes  percent change.
Thus, the  percent change in Social Security spending as a share of 

GDP is the  percent change in the se nior share of the population plus the 
 percent change in absolute generosity less the  percent change in GDP 
per capita. Alternatively, the  percent change in SS/GDP can be broken 
down into just two components: the  percent change in the se nior share 
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of the population plus the  percent change in relative generosity. This is 
pos si ble  because the change in relative generosity is the final two terms 
of Equation (12.2). Medicare spending and its growth can be broken 
down in an analogous way.

MORE SE NIORS OR MORE PER SE NIOR?

Equation (12.2) makes clear that increases in spending as a share of GDP 
may arise simply  because of the aging of the baby boom generation. Fig-
ure 12.2 illustrates the past and forecasted share of the U.S. population 
age 65 and older.7 From the mid-1980s to the mid-2000s, this share was 
fairly stable at just over 12  percent. It then began to grow, and by 2017 it 
was over 15  percent. It is expected to continue to grow and then stabilize 
at just  under 21  percent by the late 2030s. Thus a  great deal of growth 
in the population age 65 and older is yet to come. Accordingly, at least 
some part of the growth in Social Security and Medicare results from 
the  simple demographic fact of the aging baby boom.

Now consider the relative generosity of Social Security and Medi-
care, that is, the benefit per se nior relative to GDP per capita: compute 
real Social Security spending per se nior and real Medicare spending per 

Figure 12.2
Share of population age 65 and older, 1970–2050

Source: Social Security Administration, “2018 OASDI Trustees Report,” Social Security Area 
Population,  Table V.A3, Intermediate Years, 2018.
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se nior, then divide each by real GDP per capita.8  These computations 
are made using the GDP price deflator.9 For values beyond 2017, the 
computations rely on the Social Security Administration’s spending, 
GDP, and GDP deflator intermediate forecasts. Figure 12.3 depicts the 
findings. Social Security benefits are the solid black line, and Medicare 
is in dashed gray.

The relative generosity of Social Security benefits was high and ris-
ing in the 1970s and much of the 1980s, then settled into a fairly stable 
value of just over 30  percent of GDP per capita. That number  rose  after 
the  Great Recession, largely  because of slow growth in GDP per capita 
at the time. It is forecasted to fall somewhat from the 2017 value of 
32  percent and stabilize at around 29  percent of GDP per capita.10 Thus, 
relative generosity of Social Security is clearly falling slightly. However, 
as  Table 12.2 shows, absolute generosity is forecast to rise.

Figure 12.3
Relative generosity: Social Security per se nior and Medicare per se nior 
as percentage of GDP per capita

Source: Author’s calculations.
Note: GDP = gross domestic product; MC = Medicare; SS = Social Security.
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 Table 12.2

Absolute generosity: Social Security and Medicare spending per se nior, 
2017 and 2040

2017 ( actual) 2040 (estimated) % change

Social Security spending 
per se nior

$18,715 $24,267 29.66%

Medicare spending per 
se nior

$13,940 $23,443 68.18%

GDP per capita $58,544 84,094 41.39%

Se nior (age 65+) 
population share

15.36% 20.69% 34.70%

Sources: Social Security Administration, “2018 OASDI Trustees Report,” Table VI.G10, 
2018; Boards of Trustees, Federal Hospital Insurance and Federal Supplemental Medi-
cal Insurance Trust Funds, “2018 Annual Report,” 2018.
Note: GDP = gross domestic product.

The situation regarding Medicare is diff er ent. From 1970, the pro-
gram’s relative generosity  rose substantially from 7.33   percent of per 
capita GDP to about 24  percent just before the  Great Recession. In the 
years following the  Great Recession,  these values  were elevated due to 
slow GDP growth. In 2017, relative generosity had returned to its prere-
cession level of about 24  percent. It is predicted to rise to 28.32  percent 
by 2040 and stabilize at that level. Thus, increased relative generosity 
 matters a good deal in the expected growth of Medicare spending as a 
share of GDP.

Regarding absolute generosity, forecasts indicate large increases 
for both programs.  Table 12.2 displays a summary, with real spending 
per se nior in 2017 and estimated real spending in 2040. Although So-
cial Security relative generosity is expected to fall slightly before stabi-
lizing, absolute generosity is expected to rise. As shown in the first row 
of  Table 12.2, spending per se nior  will rise from $18,715 to $24,257, 
an increase of nearly 30   percent. The second row shows that Medi-
care absolute generosity is expected to rise from $13,940 per se nior 
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to $23,443, a 68  percent increase. GDP per capita, shown in the third 
row, is predicted to rise faster than Social Security spending per se nior 
but slower than Medicare spending per se nior. This is consistent with 
the  earlier discussion regarding the relative generosity of the programs.

To illustrate each of the components of spending changes, the fourth 
row of  Table 12.2 adds the values for the share of se niors in the population. 
This share is expected to rise by 35  percent. To summarize, spending on 
both Social Security and Medicare is driven to some extent by the growth 
of the population over age 65. For Social Security, higher levels of  future 
spending also are driven by increasing spending per se nior. Though Social 
Security spending per se nior is growing, it is growing somewhat slower 
than the growth of GDP per capita thus reducing its share of GDP. For 
Medicare, spending per se nior is expected to rise and to rise faster than 
GDP per capita, thus adding to its increase as a share of GDP.

SIMULATIONS: WHAT HAPPENS WITH CAPS ON RELATIVE AND  

ABSOLUTE GENEROSITY?

This section considers two exercises related to limiting spending on So-
cial Security and Medicare. In par tic u lar, one simulates the outcome of 
capping the relative generosity of the programs at their 2017 levels and 
the other simulates the outcome of capping absolute generosity. Note 
that neither involves spending cuts to the beneficiary population. Cap-
ping relative generosity implies that per- senior spending relative to GDP 
per capita remains the same. In fact, this exercise entails increases in 
spending per se nior as it  will grow at the same pace as GDP per capita.11 
Capping absolute generosity implies no cuts below (or increases above) 
the 2017 levels of real spending per se nior.

First consider capping relative generosity. For Social Security, this 
has  little effect.  Under the status quo, relative generosity falls slightly 
from now into the  future. For this reason, I have not included Social 
Security in this simulation.

Figure 12.4 shows the simulation for Medicare, with spending per 
se nior fixed at 23.81  percent of GDP per capita— its 2017 value. The solid 
line in Figure 12.4 shows the forecasted values of Medicare spending as a 
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share of GDP, and the dashed line shows the simulated shares. Simulated 
values begin to diverge from the forecast in a few years.  These values 
stabilize at around 4.9  percent of GDP, which is about one percentage 
point below the forecast values.

Next consider capping absolute generosity. Figure  12.5 shows the 
simulations for both Social Security and Medicare, with spending per 
se nior capped, in real terms, at their 2017 levels. For Social Security this 
is $18,715 per se nior, and for Medicare it is $13,940 per se nior. As in Fig-
ure 12.4, the simulations show the resulting spending as shares of GDP.

In this scenario, substantial effects emerge. Simulated Social Secu-
rity spending peaks at just over 5  percent of GDP and then falls below 
5  percent. This result is in contrast to the Social Security Administration 
forecast of spending rising to and stabilizing at 6  percent of GDP. Simu-
lated Medicare spending grows but peaks at 3.9  percent of GDP, then 
begins to fall. The forecast, in contrast, has Medicare spending growing 
to almost 6  percent of GDP and remaining at that level.

Figure 12.4
Simulation of Medicare spending as share of GDP: relative generosity 
capped at 2017 level

Source: Author’s calculations.
Note: GDP = gross domestic product; MC = Medicare; SIM = simulated.
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Figure 12.5
Simulation of Social Security and Medicare spending as shares of GDP: 
absolute generosity capped at 2017 levels

Source: Author’s calculations.
Note: GDP = gross domestic product; MC = Medicare; SIM = simulated; SS = Social Security.

Figure 12.6
Forecasted and simulated total spending, Social Security and Medicare, 
as share of GDP: simulated spending with capped absolute generosity 
at 2017

Source: Author’s calculations.
Note: GDP = gross domestic product; MC = Medicare; SIM = simulated; SS = Social Security.
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Figure 12.6 illustrates the total effect of simulated spending relative 
to forecasted spending, plotting the total of Social Security and Medi-
care spending as a share of GDP. The solid black line shows the forecast, 
and the dashed gray line gives the simulated values with capped real ab-
solute generosity. The differences are rather striking. The forecast is for 
spending to rise fairly rapidly above the current 8.5   percent to nearly 
12  percent of GDP, then to stabilize  there. For the simulation, spending 
rises somewhat to over 9  percent of GDP, then begins to steadily decline. 
By 2040, the simulated value is 8.2  percent. This is lower than current 
spending and well below the 2040 forecasted spending of 11.9  percent.

COMMENTS ON IMPLEMENTATION

Implementing any major program of spending limitations is always dif-
ficult, particularly with strong interest groups involved. This is certainly 
the case with Social Security and Medicare. I do not offer specifics in 
this re spect. Rather, the following comments address some of the issues 
that have been raised regarding Social Security and Medicare spending 
and pitfalls to be avoided. Regarding pitfalls, it is particularly impor-
tant to avoid, as much as pos si ble, the po liti cal determination of specific 
program benefits and nonprice rationing, both of which lead inevitably 
to conflict and discord.

With re spect to Social Security, a number of ideas have been put forth 
to limit spending. One is raising the retirement age. A gradual increase in 
the age of full retirement to 67 is already in place. Obviously this reduces 
somewhat the share of the el derly population that receive funds. Any ad-
ditional increase in the retirement age would have the most effect on  those 
younger than the baby boom generation, and it is the baby boom that 
 causes much of the spending surge. So I do not consider this point further.

Another idea for limiting Social Security spending is to change the 
benefit formula to make it even less favorable to high- income individuals. 
This is implicit means testing of benefits, and it moves Social Security 
more  toward being a safety net program. Limiting the benefits of high- 
income individuals naturally reduces the generosity for that group. If the 
limitations are substantial enough, then average generosity is effectively 
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capped. Although total spending per se nior may be capped in this way, 
spending increases for some individuals and falls for  others.

Turning to Medicare, raising the age of eligibility has not yet been 
considered. One reason is that it makes early retirement infeasible. Early 
retirement is straightforward with re spect to Social Security.  People can 
support themselves with their own retirement funds  until they reach So-
cial Security eligibility age. For health insurance,  there are scant insur-
ance options, aside from Medicare, once one retires and exits employer 
coverage. Thus, raising Medicare’s age of eligibility would force many 
 people to retire  later than desired.

With re spect to limiting Medicare spending growth,  there are 
impor tant pitfalls to avoid. One is limiting payments to providers. Pay-
ments to providers should be at market- determined rates. Any attempt 
to pay less  causes shortages of the supply of medical ser vices and non-
price rationing. Both are to be avoided. Shortages are frustrating for 
program recipients and also lead to nonprice rationing. With insufficient 
supply to satisfy demand, the short supply is allocated on a nonprice ba-
sis. This often means that  those who have the best connections or po liti-
cal influence are the ones who obtain the ser vice. This is not a desirable 
way to allocate goods.

Another undesirable way to limit spending growth is to cap the 
availability of vari ous ser vices and procedures. Procedure quotas may 
also lead to guidelines regarding who qualifies for the  limited number 
of procedures. This too creates nonprice rationing and invites po liti-
cal influence.  People with po liti cal clout  will have the loudest voices 
regarding what ser vices are covered and who obtains them.  Those with-
out such clout  will lose out and receive insufficient care. This method 
encourages unproductive rent seeking.

Moving Medicare to a premium support program alleviates  these 
prob lems. Se niors would receive a voucher to purchase a health insurance 
plan of their choice. If the plan costs more than the support amount, 
individuals could add their own funds to purchase the plan. Spend-
ing growth could be  limited simply by limiting the growth in the dollar 
amount that individuals receive. This method avoids the negative conse-
quences of limiting provider reimbursement rates or limiting procedures. 
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Reimbursements to providers would be at market rates, so no shortages 
or nonprice rationing would result. Individuals could choose plan cov-
erage on their own without government mandates. They could econo-
mize on the coverages that are least valuable to them.  There would be 
no unsavory po liti cal determination of what is covered. And a premium 
support program saves on the wasteful costs of rent seeking and elimi-
nates the social discord from po liti cal infighting.

CONCLUSION

With forecasts indicating that Social Security and Medicare  will take 
another 3.5  percent of GDP, many analysts are concerned. As noted pre-
viously, this is the spending equivalent of adding another Department 
of Defense to the bud get, plus a  little more. A good deal of this increase 
is clearly due to the rising population of se niors who are becoming eli-
gible for  these programs. However, a good deal also is due to forecasted 
rising real benefits per se nior. The latter provides an opportunity for 
limiting the growth of spending without cutting benefits. Simulations 
indicate that limiting benefits to their real, 2017, per- senior value can 
have substantial effects. Instead of rising to 12  percent of GDP and stabi-
lizing  there, spending would rise to only 9  percent of GDP and then fall. 
However, efforts to limit spending should avoid price controls, nonprice 
rationing, and po liti cally determined coverages. Adopting a premium 
support program for Medicare, with a cap on spending, is a good solution.



Over the past 30 years the number of declared disasters and emergen-
cies and the amount of money spent in response have been on the rise. 
While disaster relief was once used as a legitimate response to natu ral 
disasters and other emergencies, it has turned into a way for Congress 
to evade spending caps and increase spending. Adding to that prob lem, 
almost none of this new spending is being paid for but instead adds to 
the federal deficit.

The federal disaster and emergency pro cess is broken, leaving the 
government unprepared when unforeseen events strike and costing tax-
payers tens of billions of dollars in deficit spending. Congress must take 
steps to reform disaster and emergency spending so that it not only can 
function more effectively but also do so without exacerbating federal 
bud get shortfalls.

THE ORIGIN OF DISASTER AND EMERGENCY SPENDING

The Robert T. Stafford Emergency Relief and Disaster Assistance Act of 
1988 gave the president the authority to issue disaster declarations for a 
variety of events.  These can range from widespread national disasters to 
smaller localized events.1
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Typically disaster spending is provided in one of three ways. The first 
is through annual appropriations. Most disaster declarations are funded 
through the Federal Emergency Management Agency’s (FEMA) Disaster 
Relief Fund (DRF).  These funds are unique in that they are classified as 
“no- year” money, meaning they do not expire and can be carried over 
from year to year. The DRF is intended to be used for noncatastrophic 
disasters, meaning costs do not exceed $500 million per occurrence.2

DRF funds can be distributed from three categories of disaster aid: 
individual assistance, public assistance, and  hazard mitigation. Decisions 
on how to distribute the funds are left up to FEMA officials onsite. 
FEMA and the president also have the authority to issue a disaster dec-
laration for Fire Management Assistance Grants and to make funding 
available for that purpose.3 In fiscal year (FY) 2018, the DRF received a 
regular appropriation of $535 million.4

The second type of disaster spending is a product of the Bud get 
Control Act of 2011 (BCA). While the BCA created caps on discretion-
ary spending for 2012–2021, it created categorical adjustments that could 
be made each year to increase spending. One of  those adjustments is 
for additional disaster relief spending. Money designated for a disaster 
spending cap adjustment can be used for purposes that would be carried 
out pursuant to the Stafford Act. To determine the amount of the annual 
cap adjustment, the Office of Management and Bud get (OMB) calcu-
lates the average level of disaster funding over the previous 10 years.5 In 
FY 18, disaster adjustment totaled $7.4 billion.6

Third, Congress has the ability to provide additional funding 
through an emergency supplemental appropriation. Whereas the DRF 
is used for noncatastrophic disasters, supplemental appropriations are in-
tended to be used for events that breach the $500 million per incident 
threshold.

Unlike the first and second types of disaster funding, which must 
adhere to the provisions of the Stafford Act, emergency designated 
spending can be authorized for much broader uses. In addition to disas-
ter response, Congress and the president can request emergency funding 
for any need determined to be too urgent to be postponed  until the next 
regular enactment of appropriations.7 In recent years, emergency funds 
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have been used to respond to hurricanes, increase security on Amer i ca’s 
southwest border, and address the Ebola virus outbreak of 2014.8

 These emergency funds are added to any other previously provided 
appropriations; and they are not subject to the BCA caps or the Statu-
tory Pay- As- You- Go  Act of 2010 (PAYGO). PAYGO requires that any law 
changing taxes, fees, or mandatory spending must not increase projected 
deficits over 5-  and 10- year periods; it is enforced through automatic man-
datory cuts known as sequestration.9  There is virtually no limit to how 
much money Congress can appropriate  under an emergency designation.10 
In FY 18, Congress enacted $125.6 billion in emergency spending, mainly 
in response to three major hurricanes that impacted the southeastern 
United States and Puerto Rico as well as a small portion to fight wildfires 
on federal lands. However, much of the hurricane funding went to pro-
grams that are not equipped to, and do not provide, disaster aid.

DISASTER AND EMERGENCY SPENDING GROWS STEADILY

Since the passage of the Stafford Act in 1988, the number of annual 
disaster declarations has risen steadily. In 1988 FEMA reported only 16 
declared disasters.11 Over the eight- year term of President Ronald Rea-
gan  there  were an average of 28 disaster declarations per year.12  Under 
Presidents George W. Bush and Barack Obama the average number of 
annual disaster declarations  rose to 130 per year.13 In calendar year 2017 
 there  were 137 declared disasters,14 and through September of 2018  there 
had been 110.15

The scale of  those declarations has also been on the rise. In FY 
89, supplemental emergency appropriations totaled $1.2 billion, or about 
one- half of 1  percent of the entire federal bud get.16 Throughout the 
1990s, supplemental appropriations continued to rise, with the discre-
tionary portion totaling more than $129 billion over the de cade. Ap-
proximately $76 billion of that total went  toward the Gulf War, while 
the remaining $53 billion was used for nondefense purposes.17 The trend 
has continued over the past 20 years, with $497 billion in nondefense 
supplemental appropriations and nearly $2 trillion for fighting the global 
war on terrorism.18
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Though the levels of spending are smaller, a similar pattern has devel-
oped in supplemental disaster appropriations to the DRF. In 2000–2011, 
additional appropriations to the DRF averaged $1.8 billion annually.19 
Since the passage of the BCA, that average has risen to $6.7 billion 
per year, an increase of 272  percent.20

While the rapid growth of emergency appropriations is concern-
ing, another trend is equally troublesome. During the 1990s Congress 
paid for 40  percent of total supplemental spending by rescinding unspent 
funding from programs and agencies across the federal government.21 
Since 2000, efforts to pay for emergency appropriations have been almost 
non ex is tent, with the exception of FY 06 when approximately one- 
third of emergency appropriations  were offset through rescissions.22

In 2017, President Trump put forth a $44 billion emergency request 
in response to several hurricanes. The request included $59 billion in 
offsets that would have more than paid for the entire package, but Con-
gress ignored the request.23

If all of the money being authorized for disaster and emergency 
spending was being used for life- saving efforts and immediate response 
and recovery needs, then one could argue that the designation is justi-
fied. Unfortunately, numerous examples from past events make clear 
that a large amount of the funding designated for disasters and emergen-
cies is not meeting  those criteria. Moreover, Congress should find ways 
to pay for the new spending, regardless of its designation or use.

Out of $125 billion in FY 18 emergency funding, most of which 
was appropriated in direct response to three hurricanes, the DRF re-
ceived less than $50 billion. The Department of Housing and Urban 
Development’s Community Development Block Grant (CDBG) fund 
received over $35 billion24 (about 10 times its regular appropriation); 
the long- troubled National Flood Insurance Program (NFIP) received 
a taxpayer- funded bailout of $16 billion;25 and the Small Business Ad-
ministration’s disaster loan program received $1.8 billion in emergency 
disaster relief funding.26

The disaster loan program is a government subsidy for private busi-
nesses. The program has a history of poor management and falls outside 
the proper scope of the federal government. Giving it the authority to 
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provide grants to whomever it sees fit is an improper use of emergency 
funding and fails to prioritize aid to  those who need it most.

The inclusion of emergency funding for the CDBG is inappropriate. 
It gives broad grant authority to the Department of Housing and Ur-
ban Development to determine who is most deserving of the billions of 
dollars in federal aid. The program is not well- targeted to low- income 
communities and is not transparent, making it difficult to assess  whether 
it is meeting its stated goals.

The Army Corps of Engineers received more than $15 billion in 
emergency funding in response to 2017 storms.27 This amount is in con-
trast to its annual appropriation of less than $7 billion in 2018.28 The 
influx of Army Corps of Engineers funding is less a response to natu ral 
disasters and more an effect of the congressional earmark moratorium 
that has been in place for the past eight years. Lawmakers are upset with 
the lack of pro gress on  water infrastructure proj ects since the morato-
rium went into effect. Emergency funding provides a way to get around 
the earmark ban and send federal taxpayer dollars for infrastructure 
proj ects to lawmakers’ districts.29

Recent natu ral disasters are not the only examples of the abuse of 
the emergency spending designation. Of the $50 billion in emergency 
Hurricane Sandy relief, $16 billion went to Housing and Urban Devel-
opment’s CDBG fund. It received $4.5 billion more in emergency fund-
ing than FEMA’s DRF.30

In response to hurricanes Katrina, Rita, and Wilma in 2005, Con-
gress provided nearly $95 billion in emergency appropriations as well as a 
$17 billion bailout to the NFIP. About half of that money went to FEMA’s 
response efforts, and 92  percent was spent within two years of the storms.31

However,  there was also much waste and abuse. The Louisiana Road 
Home program received a $1 billion CDBG program grant. A Govern-
ment Accountability Office report issued a year  after the storms esti-
mated that between $600 million and $1.4 billion in emergency funding 
was paid improperly or to fraudulent individuals. In one case, $20,000 
was paid to an inmate who listed a post office box as his damaged prop-
erty.32 In 2013, an inspector general’s report found that $700 million of 
the money could not be accounted for.33
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TENSIONS WITH THE BUD GET CONTROL ACT

Perhaps the biggest reason for the recent rise in disaster and emergency 
spending is the enactment of the BCA. Among other provisions, the 
act implemented discretionary spending caps for 2012–2021. And al-
though the act was intended to reduce spending, it also allowed for 
certain annual adjustments to be made. The categories eligible for ad-
justment include disasters, emergencies, Overseas Contingency Opera-
tions (OCO, formerly designated as emergency spending), and program 
integrity initiatives.

In addition to amending the caps to increase spending, Congress 
has also exploited  these cap adjustments to circumvent the limits. 
Since the enactment of the BCA, the average annual amount of sup-
plemental disaster funding has more than qua dru pled. Supplemental 
emergency funding has been on an upswing as well. In the five years 
prior to the enactment of the BCA, emergency funding averaged 
$22.5 billion per year. In 2012–2018, that annual average increased to 
$29 billion.

Fi nally,  there’s the issue of OCO funding. This category of un-
capped funding was originally used to respond to the 9/11 attacks. It 
was intended to serve as temporary funding to fight the spread of terror-
ism.34 Instead it has become a slush fund that allows Congress to evade 
the BCA caps and increase spending.

In FY 18 Congress appropriated $65.2 billion for OCO for national 
defense and an additional $12 billion for state and foreign operations. 
Seventeen years  after 9/11, instead of serving to fight terrorism, this 
money is increasingly  going  toward propping up the base Department 
of Defense and State Department bud gets. The Pentagon has already put 
forth plans to transfer as much as $49 billion in OCO funding to its base 
bud get in FY 20.

The BCA caps created an uncomfortable situation for lawmakers. 
They forced Congress to prioritize spending which,  under normal cir-
cumstances, would mean that to increase spending in one area, such as 
defense, another area has to be cut. But that constraint creates tension for 
lawmakers who want to neither raise taxes nor cut spending. Emergency 
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spending and other cap adjustments provide a way out. They allow Con-
gress to increase spending without worrying about offsetting it through 
cuts to other programs or new taxes.

RECOMMENDATIONS TO REFORM DISASTER  

AND EMERGENCY SPENDING

In an effort to make the disaster and emergency spending more effective 
and more fiscally responsible, Congress should pursue a series of reforms.

CODIFY THE DEFINITION OF DISASTER AND EMERGENCY  

SPENDING AND ENFORCE IT

One of the prob lems with the emergency designation is the lack of a 
clear definition of “emergency” in the law. Congress and the president 
are left with considerable latitude about what qualifies as an emergency. 
As described previously, emergency spending has grown and lawmakers 
have been able to evade spending restraints.

To add accountability and transparency to emergency spending, 
Congress should by statute define what qualifies as an emergency. To 
ensure that Congress cannot simply waive the statute as is done with 
some bud get enforcement rules, this one should be enforced through a 
point of order that requires a two- thirds majority vote to waive.

In 1991 the OMB issued guidance on emergency spending that in-
cluded a definition. The definition stated that to qualify as emergency 
spending, a provision must meet five criteria:

1. Necessary (essential or vital, not merely useful or beneficial)
2. Sudden (coming into being quickly, not building up over time)
3. Urgent (requiring immediate action)
4. Unforeseen
5. Not permanent35

Formalizing this definition would help ensure that emergency fund-
ing is being used for legitimate purposes. The end result could mean not 
only better responses but also more cost- effective methods.
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LIMIT THE TIME FRAME FOR SPENDING EMERGENCY  

DESIGNATED FUNDS

Currently, disaster and emergency funds are appropriated as no- year 
money, meaning the money is “available for obligation for an indefi-
nite period.”36 For example, of the $50 billion in emergency appropria-
tions approved by Congress  after Hurricane Sandy, only $17 billion 
was  allocated to “meet immediate and critical needs.”37 The remaining 
$33 million was for long- term recovery efforts and infrastructure im-
provements to help prevent damage in  future disasters.38

An emergency is defined as an event that requires immediate action. 
Six years  after Hurricane Sandy, some of the emergency funding has still 
not been spent. Moving forward, Congress should adopt time limits and 
other more specific limitations for how the funds can be used. If money 
is left unspent, it should be automatically rescinded and returned to the 
Trea sury.  These mea sures would ensure that the funds are  going  toward 
true emergencies.

BUD GET FOR RECURRING DISASTERS WITHIN FEMA’S BASE BUD GET

When tested according to the five criteria laid out in the OMB guid-
ance, FEMA’s DRF budget- cap adjustment would not meet the stan-
dard to qualify as disaster funding. Over the past five years the fund 
has, on average, received $6.7 billion in additional funding through 
the disaster designation, money which is not subject to the BCA caps. 
Before enactment of the BCA, the five- year average was $1.6 billion 
per year.

The disaster- cap adjustment has become a means for Congress to 
evade the BCA spending caps and supplement FEMA’s base bud get. 
While  Mother Nature is inherently unpredictable, history shows that 
some flooding, severe weather, and wildfires, among other disasters,  will 
occur each year in the United States. The consistency with which Con-
gress provides additional disaster funding  every year proves this true. 
And  because of the sharp increase in disaster declarations over the past 
30 years, the DRF’s base bud get of $535 million is no longer sufficient 
to  handle even a low- end storm season.39
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Congress should stop providing a budget- cap adjustment for disaster- 
designated spending and bud get for recurring expenses within regular 
agency bud gets.

CLARIFY AND LIMIT THE SITUATIONS IN WHICH  

FEMA CAN ISSUE DECLARATIONS

The growth in the DRF is largely due to the spike in the number of 
federal disaster declarations; and the growth in declarations is a direct 
result of changes in policy and regulation  under the Stafford Act. The 
act increased the share of disaster- response costs covered by the federal 
government. In the event of a disaster, states normally have to pay for 
the costs of responding. But if the president declares a major disaster 
worthy of federal assistance, then the federal government covers at least 
75  percent of response costs. The result has been that states now request 
federal help whenever they can  because of the significant federal dol-
lars that come with a disaster declaration. This creates a vicious cycle as 
states respond to increased federalization of disasters by preparing less 
than they should: states are less prepared for disasters, they request more 
federal help, and the downward cycle is perpetuated.

To mitigate this prob lem, the Department of Homeland Security 
should reduce the number of disasters to which FEMA responds, leaving 
many smaller disasters fully in the hands of states and local governments.

REDUCE THE FEDERAL SHARE FOR DISASTER  

DECLARATIONS TO 25  PERCENT

The Stafford Act made it much easier for states to request disaster assis-
tance, leading to the spike in the number of declarations and the amount 
of money spent. The act requires that damages top $1.50 per capita for 
states to receive aid. In 16 states that amounts to less than $5 million.40 
Setting the bar to acquire federal assistance so low puts FEMA in high 
demand. And that leaves FEMA’s bud get and readiness spent when truly 
catastrophic disasters strike.

Congress should reduce the federal share of disaster costs so that 
only truly large disasters receive a 75  percent federal cost share. For most 
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medium- severity disasters, FEMA should cover closer to 25  percent of 
disaster costs. By limiting disaster declarations and limiting cost sharing, 
FEMA  will be able to put more money aside for catastrophic disasters, 
which is when federal disaster funding is most needed.

Such reform is better for disaster response: more prepared and in-
vested state and local governments  will improve overall disaster pre-
paredness and response. And it is more fair: taxpayers in states that do 
not have many disasters, or that do a better job preparing for disasters, 
currently subsidize high- risk and low- preparedness states through the 
current federal model.

END THE RELIANCE ON OVERSEAS CONTINGENCY OPERATIONS 

FUNDING TO PAY FOR BASE DEFENSE REQUIREMENTS

As with disaster and emergency spending, OCO funds are a category 
of spending that was explic itly exempted from BCA caps. Since 2001, 
an estimated $1.8 trillion has been appropriated to the Department of 
Defense, State Department, and U.S. Agency for International Develop-
ment for activities and operations in response to the 9/11 attacks and the 
continuing war on terrorism.41  There is no statutory limit to the amount 
of OCO funds that can be appropriated in a given year.

Unfortunately, rather than fulfilling their intended purpose, more 
and more OCO funds are being used to prop up the base bud gets of all 
three agencies. Since 2014, the Pentagon has been shifting funding from 
base accounts into the OCO account. This provides a mechanism to in-
crease base defense spending without violating the BCA caps.42

Congress and the president should work together to phase out the 
use of OCO funding entirely. Instead, they should fully fund national 
defense through the base bud get at the level needed to protect the nation 
from increasing threats across the globe and save additional spending for 
true emergencies and unforeseen threats.

PHASE OUT THE NATIONAL FLOOD INSURANCE PROGRAM

The NFIP was established in 1968 to provide flood insurance for at- 
risk properties and to mitigate flood risks through land- use regulation.43 
Congress noted at the time that ad hoc disaster relief was placing “an 
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increasing burden on the nation’s resources,” which could be alleviated 
by insurance coverage.44

Some 5 million properties are currently insured  under the program. 
Property  owners are eligible if their community adopts and enforces 
floodplain- management regulations that meet or exceed federal stan-
dards.45 FEMA has  little discretion in issuing policies regardless of the 
degree of flood risk or repetitive claims.46 Unsustainably low premi-
ums have crowded out the private insurance market and have led to 
the NFIP being perpetually in debt. In 2018, the program’s most recent 
bailout totaled $16 billion.47

Congress should release aggregated claims data necessary for private 
insurers to price private insurance and eliminate the subsidies and other 
giveaways that secure the government’s flood insurance mono poly.

CONCLUSION

Disaster and emergency spending and response in their current form are 
broken. Too much of the funding is  going  toward purposes that do not 
represent true emergencies, and too  little of the spending is being offset. 
Taxpayers are left holding the bag to pay for events that do not impact 
many of them.

Congress must take steps to ensure that disaster and emergency 
funding targets the direct response and recovery needs of impacted indi-
viduals and communities. The country as a  whole must do a better job 
of preparing for the unforeseen before it happens instead of relying on 
government bailouts afterward. By putting reforms in place now, Con-
gress can ensure a better and more cost- effective response next time a 
disaster strikes.





Budgeting— that is, establishing spending priorities and identifying the 
revenue to pay for this spending—is a fundamental act of governing. 
Congress has a responsibility to the American  people to exercise its con-
stitutionally granted power of the purse with prudence and deliberation. 
Congress is failing the American  people in this duty by delegating vast 
authority to the executive branch and neglecting to engage in the bud-
geting pro cess actively and with discipline.

This chapter offers ways for Congress to reengage in the federal bud get 
process—to review federal spending, prioritize among federal programs 
and activities, and improve fiscal sustainability  today and in the  future. 
It suggests reforms to the bud get pro cess to strengthen the congressional 
exercise of the power of the purse, improve incentives to follow the bud get 
pro cess, and enhance accountability and transparency in federal bud geting.

THE ROLE OF THE BUD GET PRO CESS

The U.S. Constitution specifies in Article I, Section 9, clause 7, that “no 
Money  shall be drawn from the Trea sury, but in Consequence of Ap-
propriations made by Law; and a regular Statement and Account of the 
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Receipts and Expenditures of all public Money  shall be published from 
time to time.”1

Congress  adopted the Bud get and Accounting Act of 1921 and the 
Congressional Bud get and Impoundment Control Act of 1974 (1974 Bud-
get Act) to establish the framework for an orderly bud get pro cess and the 
regular and deliberate debate of fiscal issues.2 The 1974 Bud get Act estab-
lishes a timeline to guide completion of the congressional bud get pro cess, 
including specific deadlines for the enactment of all appropriations bills 
before October 1 of each fiscal year. The purpose  behind the bud get pro-
cess is to ensure that Congress evaluates national priorities carefully, es-
tablishes appropriate spending levels and sources of revenue, and performs 
critical oversight over how the executive branch is spending taxpayer dol-
lars, in accordance with statutory intent.

Congress routinely ignores the law and neglects to pass a bud get 
resolution and appropriations bills in an orderly and timely fashion. In 
the most recent 21 fiscal years, from 1999 through 2019, Congress com-
pleted a bud get resolution in only 10 years, or 48  percent of the time. 
The bud get resolution included reconciliation instructions in only 8 of 
 those years, or 38  percent of the time. Of the associated reconciliation 
bills, 7  were enacted into law.3

A better functioning bud get pro cess is needed to reestablish fiscal 
control and to increase public transparency and accountability.

BUD GET ACCOUNTING REFORMS

IMPLEMENT FAIR- VALUE ESTIMATES TO MEA SURE THE  

COST OF FEDERAL CREDIT PROGRAMS

Government estimates understate the cost of federal credit programs 
 because they fail to account for market risk. To provide more accurate 
bud getary information, Congress should adopt fair- value estimates for 
the cost of federal credit programs. The cost of most federal activities is 
recorded in the bud get on a cash basis, in accordance with recommenda-
tions made by the 1967 Bud get Concepts Commission.4 However, the 
lifetime costs of federal credit programs, including both direct loans and 



 Improving Transparency and Accountability 289

loan guarantees, are recorded up front on an accrual basis, pursuant to 
the requirements of the Federal Credit Reform Act of 1990 (FCRA).5

 Under the FCRA, the estimated net subsidy cost of a direct loan or a 
loan guarantee is recorded at the time of loan origination in accordance 
with the pre sent value of all  future financial flows from the transaction. 
Pre sent value calculations use discount rates to assign a value in  today’s 
terms to a receipt or payment that is scheduled to occur in a  future 
year.6

The FCRA requires that the government use Trea sury interest rates 
when discounting the value of  future financial flows. The U.S. govern-
ment pays low interest rates on the money it borrows  because investors 
view  these debt obligations as effectively  free of default risk. However, 
a risk- free interest rate is the wrong one to use when discounting the 
financial flows of federal credit programs.7

When the federal government makes loans or loan guarantees, such 
as to homeowners and students, it is taking on the risk associated with 
broad macroeconomic shifts that might affect the ability of borrowers to 
meet their payment obligations. For example, a prolonged recession and 
high unemployment would raise the number of loans in default. This 
risk— called market risk—is not included in the rates the federal govern-
ment pays when it borrows in public markets.

Fair- value estimates, an alternative to FCRA estimates, incorporate 
market risk by using market interest rates to discount the cash flows of 
federal credit programs. The Congressional Bud get Office (CBO) deter-
mined that fair- value estimates provide a more comprehensive mea sure 
than FCRA estimates of the cost of federal credit programs.8

The estimated overall bud getary impact of federal credit programs 
varies between savings and costs  under  these two procedures.  Under 
FCRA procedures, the CBO estimates that $1.5 trillion in new loans 
and loan guarantees issued by the federal government in 2019 would 
generate bud getary savings of $37.4 billion over their lifetime— 
thereby reducing the deficit.  Under fair- value procedures, the CBO 
estimates that  those loans and guarantees would have a lifetime cost of 
$37.9 billion— thereby adding to the deficit.9
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To implement fair- value estimates for federal credit programs, the 
FCRA should be amended to require that market interest rates be used 
to estimate the net subsidy cost of  those programs. Adopting fair- value 
estimates for federal credit programs would provide more accurate in-
formation to Congress and the public on the true cost to taxpayers of 
federal credit programs.

ADD DEBT SER VICE IN COST ESTIMATES OF PROPOSED LEGISLATION

Congress should have information on the full cost or savings of proposed 
legislation at the time of its consideration. With ongoing deficits, high 
levels of debt, and rising interest rates, debt ser vice spending is becom-
ing more impor tant to the federal bud get outlook. However, the debt 
ser vice effects of proposed legislation are not currently reflected in the 
methodology for producing cost estimates. As a result, Congress is gener-
ally not informed of the total cost or savings of legislation at the time of 
its consideration. Estimates of proposed legislation should therefore in-
clude debt ser vice costs. Debt ser vice can have a significant effect on the 
deficit impact of legislation, particularly in the case of major legislation. 
For example, in its April 2018 baseline report, the CBO estimated that 
the combined effect of new laws enacted since June 2017, such as the Tax 
Cuts and Jobs Act, the Bipartisan Bud get Act of 2018, and the Consoli-
dated Appropriations Act in 2018,  will increase the deficit over 10 years 
by $2.7 trillion, including $515 billion in debt ser vice spending.10

Adding debt ser vice to cost estimates for proposed legislation whose 
fiscal impact is currently mea sured relative to the current- law baseline 
would be straightforward.11 However,  doing this for individual appro-
priations mea sures is less straightforward. The debt ser vice effects of 
proposed individual appropriations bills could be mea sured relative to 
the most recently enacted appropriations bill with an adjustment for 
inflation or, in the case of an omnibus appropriations bill, relative to 
the CBO baseline projection of discretionary spending for the appli-
cable year.

Including the costs of debt ser vice in cost estimates would better 
inform Congress and the public of the total fiscal impact of proposed 
legislation at the time of its consideration. Therefore, debt ser vice cost 
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estimates should be added to proposed legislation to better characterize 
the full bud getary cost or savings of proposed legislation.

INTEGRATE RECURRING PROGRAMS INTO BASELINE BUD GET

Congress should end the longstanding bud get gimmick of scoring sav-
ings for short- term extensions of certain revenue- generating programs 
that Congress has no intention of ending.  Under current procedures, 
certain programs that generate revenue (such as customs user fees) are 
assumed to fall out of the current law baseline when their authorization 
expires. Congress, which generally has no intention of allowing such 
programs to expire, has a history of enacting short- term extensions of 
 these programs to generate the appearance of mandatory spending sav-
ings relative to the baseline.  These scored savings are generally used to 
offset the cost of new mandatory spending over the 10- year bud get win-
dow. But  because Congress has no intention of allowing such programs 
to expire, their short- term extensions fail to produce  actual mandatory 
spending savings.

Thus,  after a  limited number of short- term extensions (say two or 
three), the baseline should be changed to assume that such programs 
continue permanently. Once added to the baseline, the enactment of 
 future extensions of such programs would no longer generate spending 
savings. This proposal would increase accountability by ending a long-
standing bud get gimmick.

DEFINE AND NARROW WHAT COUNTS AS MANDATORY SPENDING

Congress should initiate a bud get concepts review to properly assess what 
should count as mandatory spending and establish a  legal definition that 
is sufficiently narrow. For de cades, spending on mandatory programs 
has been growing more rapidly than spending on programs and agencies 
funded by annually appropriated discretionary spending. Appropriations 
committees must allocate funding for discretionary programs subject to 
an overall cap on discretionary spending. In recent years, most discre-
tionary funding has been  limited by caps that  were originally specified 
in the Bud get Control Act of 2011 and  were modified by subsequent 
legislation.12
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As a result, most individual discretionary programs must compete 
with each other for funding. In contrast, most mandatory spending pro-
grams do not have to compete for funding. They are not generally sub-
ject to spending caps. Instead, mandatory spending is largely determined 
by eligibility criteria and funding formulas, some of which  were enacted 
several de cades ago.

This special treatment is encouraging Congress and vari ous admin-
istrations to designate more and more funding as mandatory, including 
grant programs that  until recently  were subject to annual appropriations. 
Circumventing bud get caps in this way is an abuse of fiscal responsi-
bility. Moreover, the CBO current- law baseline, in accordance with 
statutory requirements, generally assumes that most mandatory spend-
ing programs continue  after their authorizations lapse, further shielding 
spending from scrutiny.

Congress should explic itly define and narrow the designation for 
mandatory spending programs.  Unless a program meets the narrow def-
inition, it should be categorized as a discretionary spending program. 
This proposal could increase fiscal discipline by taking programs off 
autopi lot and making them compete for annually appropriated discre-
tionary funding. Increased competition for funding should help priori-
tize funding among programs. Lower priority or less effective programs 
would more likely be curtailed.

CODIFY THE DEFINITION OF DISASTER AND EMERGENCY SPENDING

Lawmakers have shown a greater tendency in recent years to abuse disas-
ter and emergency spending designations to circumvent fiscal restraints 
like the Bud get Control Act spending caps. Emergency and disaster 
spending is intended to be used to respond to major, unpredictable, sud-
den, and urgent crisis situations that call for a national response. In total, 
Congress drove up deficit spending by an additional trillion dollars over 
the past five years by declaring spending to be for emergency purposes.13

One driving force  behind this abuse of the emergency designation 
is the lack of a clear definition of what is allowable. Congress and the 
president are left with too much latitude regarding what qualifies as an 
emergency.14
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To enhance accountability and transparency in emergency spend-
ing, Congress should define by statute what qualifies as an emergency. 
To ensure that Congress cannot simply waive the statute, as happens 
with many bud get enforcement rules by a simple- majority vote, the 
statute should be enforced through a point of order that requires a two- 
thirds majority vote to waive it.

In 1991, the Office of Management and Bud get (OMB) issued guid-
ance on emergency spending that included one pos si ble definition. The 
definition stated that to qualify as emergency spending, a provision must 
meet five criteria: an expenditure that is necessary (essential, not merely 
useful), sudden (arising quickly, not building up over time), urgent 
(requiring immediate action), unforeseen, and temporary in nature.15 
Codifying this definition would help ensure that emergency funding is 
used for legitimate purposes. Disaster responses should be appropriate, 
targeted, and cost- effective.

ADOPT A TRANSPARENT SPENDING BASELINE

Congress should adopt a transparent spending baseline to clearly distin-
guish a spending increase from a spending cut or a freeze. The government 
has a responsibility to pre sent its bud get to the  people in an intelligible 
manner that enables average Americans to easily determine  whether their 
representatives are increasing, decreasing, or keeping spending flat.

One reason  people have lost trust in their elected representatives 
is that they play so- called baseline games.  These games obscure fiscal 
developments and have earned the federal government a dubious reputa-
tion: only in Washington can limiting the growth in spending be called 
a spending cut.16

To restore public trust in federal accounting, federal bud get reports 
should clearly identify all the sources of change in outlays between one 
year and the next. A fully transparent baseline would begin with the 
current fiscal year’s spending levels and clearly indicate all sources of 
increases or decreases, be they adjustments for inflation, population, 
or current law. Proposed legislative changes should then be estimated 
against this new baseline. This change would allow the press, interested 
citizens, and in de pen dent watchdogs to assess the consequences of fiscal 
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action and inaction, equipping the public with relevant, straightforward 
information to hold their representatives accountable.

MEA SURES TO STRENGTHEN ENFORCEMENT

SUNSET UNAUTHORIZED PROGRAMS

To increase the transparency and oversight of federal programs and ac-
tivities, Congress should sunset programs that have not been authorized. 
Historically, Congress has passed enabling legislation— known as au-
thorizations of appropriations—to authorize the appropriation of funds 
(generally discretionary funding) to carry out a program or function. 
The appropriations committees rarely provided funding for unauthor-
ized programs or functions. In recent years, however, appropriations for 
programs that  were never explic itly authorized, or whose authorizations 
have expired, have become more common. Senate rules explic itly pro-
hibit unauthorized appropriations, but the point of order against them is 
usually waived by a simple- majority vote. In fiscal year 2018, the CBO 
identified 1,035 authorizations that expired before the beginning of the 
fiscal year. The CBO estimates that $318 billion was appropriated for 
 those agencies, programs, or functions that year.17

Unauthorized appropriations lack transparency and oversight. Fund-
ing programs and activities that are not regularly evaluated through the 
authorization pro cess allows them to grow unchecked  whether or not they 
are serving a legitimate purpose or accomplishing their goals effectively.

Congress should put unauthorized appropriations on a gradual sunset 
path, beginning with a 5  percent spending reduction the first year, grow-
ing to a 10  percent reduction the second year, and ending all funding if 
Congress fails to reauthorize the program for a third year. This proposal 
would encourage a review of the large array of unauthorized programs 
that continue to receive annual appropriations. And it would likely lead 
to a reduction in spending on programs that are wasteful or redundant.

PLACE A TIME LIMIT ON EMERGENCY DESIGNATED FUNDING

Currently, disaster and emergency funds are appropriated as “no- year” 
money, meaning that the money is “available for obligation for an 
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 indefinite period.”18 However, for emergency spending to respond effec-
tively to sudden, urgent, and temporary needs, it must provide an immedi-
ate and direct response to crisis situations. Once the crisis has abated, money 
designated for immediate emergency response should be withdrawn.

Allowing agencies to spend emergency money over an indefinite 
period of time encourages abuse. Emergency appropriations that provide 
for multiyear or no- year funding can result in large unobligated bal-
ances that persist for years. This creates opportunity for such funds to be 
used for purposes beyond their original intent and  causes spending to be 
higher than would other wise be the case.

REQUIRE PASSAGE OF BUD GET RESOLUTION  

BEFORE SPENDING OR TAX BILLS

This proposal would require that each chamber of Congress pass the 
bud get resolution— establishing its blueprint for fiscal policy— before it 
considers individual spending and tax bills. Section 303 of the 1974 Bud-
get Act already generally prohibits House or Senate floor consideration 
of spending or tax legislation  until a chamber has approved the bud get 
resolution.19 The rationale is that the bud get resolution is intended to 
establish broad fiscal policy and that without it, Congress has no context 
to guide individual spending and tax bills. However, Section 303 con-
tains major exceptions to this general prohibition, and it is one of the 
few bud get rules that the Senate can waive with a simple- majority vote. 
 These features greatly weaken the provision.

Some attempts have been made to strengthen the injunction. For 
example, in 2011, Sens. Ben Cardin (D- MD) and Kelly Ayotte (R- NH) 
cosponsored an amendment that would make it out of order in the House 
or Senate to consider any legislation  after April 15  unless Congress had 
 adopted the concurrent resolution on the bud get for the forthcoming fis-
cal year.20 Unfortunately, no action was taken on the mea sure.

This proposal would strengthen Section 303 of the Bud get Act to 
more significantly restrict floor action on spending and tax legislation 
 until a bud get resolution is  adopted. And, compared with the current 
bud get pro cess, it would provide both the House and the Senate with 
more incentive to pass a bud get resolution.
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A related, less targeted proposal is the No Bud get, No Pay Act, in-
troduced by Sen. Mike Braun (R- IN), which would discontinue pay-
ing lawmakers’ salaries  after October  1 if they failed to pass a bud get 
resolution and spending bills by that deadline. The last time lawmak-
ers passed all 12 spending bills on time was in 1996. This proposal is 
promising  because it would give lawmakers a greater stake in complet-
ing a successful bud get pro cess cycle. The legislation would take effect 
 after February 21, 2021, in compliance with the 27th Amendment to the 
Constitution, which limits Congress from changing compensation dur-
ing a current session of Congress.21

TRANSPARENT, ACCOUNTABLE BUD GETING

Bud geting is a fundamental act of governing. Congress must reengage 
in the federal bud get pro cess to regularly review federal spending, pri-
oritize among federal programs and activities, and ensure fiscal sustain-
ability  today and into the  future. Congress must also ensure that the 
federal bud get is presented to the public in a way that is transparent and 
intelligible to enable constituents, journalists, and outside watchdogs to 
hold legislators accountable for fiscal action and inaction. Bud get pro cess 
reforms should focus on ways to strengthen the congressional exercise of 
the power of the purse, improve incentives to follow the bud get pro cess, 
and enhance accountability and transparency in federal bud geting.



Reform of the federal bud get pro cess is a perennial topic of interest to 
analysts and policymakers. This interest is driven by a consensus that 
the current bud get pro cess performs poorly in terms of its economic 
objectives of stability, efficiency, and equity. Specifically,  under the cur-
rent pro cess, policymakers have chosen an unsustainable debt trajectory 
that threatens both long- term stability and the ability of government 
to adopt short- term stabilization initiatives. In addition, policymakers 
often adopt legislation that is suboptimal in terms of both efficiency and 
equity. To determine how the bud get pro cess might contribute to  those 
poor policy choices, it is necessary to identify the function of bud geting, 
the essential information needs of  those carry ing out this activity (user 
needs), and the per for mance of the current pro cess in meeting  those 
needs.

The practice of bud geting is a natu ral response to universal scarcity: 
the condition that beneficial uses to which available resources may be 
allocated vastly exceed the available  limited supply of resources. This 
limit applies to governments as strongly as it does to individuals and 
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private institutions.  Every unit of resources that government uses must 
be given up by someone. For all, scarcity implies the necessity of choice 
and a potential gain from systematically choosing an allocative path for 
resources that maximizes benefits from  those resources. This is the es-
sence of bud geting.

Recognizing that the function of bud geting is constrained optimiza-
tion also reveals its essential information requirements: bud get makers must 
know the resource constraint (how much is available), the opportunity cost 
(value of scarce resources consumed) for each considered alternative use, 
and the expected social benefit from each. Although this observation may 
seem utterly unexceptional and commonplace, the current federal bud get 
pro cess fails to provide this requisite information in salient form to elected 
policymakers. Just as oddly, proposals to provide this information in re-
cent years have aimed almost exclusively at improving the mea sure ment 
of benefits, as though the requirements for a well- defined constraint and 
relevant cost mea sures had already been addressed fully. This chapter aims 
to rebalance reform efforts  toward adding a salient resource constraint and 
improving cost mea sure ment by demonstrating their absence from and in-
adequacy in the current federal bud get pro cess. It also suggests how  those 
essential features might be added to the existing pro cess.

NO CONSTRAINT

Advancing the claim that the current federal bud get pro cess lacks an 
effective bud get constraint risks  running afoul of the admonition to 
“avoid statements with which no one would disagree.” Nonetheless, the 
failure of most bud get reform proposals to include this feature implies 
 either that such a constraint already exists or— more baffling— that it is 
unneeded.

One bit of evidence on this issue is the Congressional Bud get Of-
fice’s (CBO) annual long- term (30- year) projection of bud get revenues, 
outlays, deficits, and debt, which assumes the indefinite continuation of 
current law and bud get policy. The projections indicate that  under  those 
assumptions, debt grows as a share of GDP without identifiable limit. 
Figure 15.1 renders the 2018 projection.
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Figure 15.1
Federal debt, spending, and revenues

Source: Congressional Bud get Office, “The 2018 Long- Term Bud get Outlook,” June 2018, 
https:// www . cbo . gov / publication / 53919.
Note: GDP = gross domestic product. The extended baseline generally reflects current law, 
following CBO’s 10- year baseline bud get projections through 2028 and then extending 
most of the concepts under lying  those baseline projections for the rest of the long- term 
projection period.
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It was not always so. As indicated in Figure 15.2, for many de cades 
the balanced bud get norm was a dominant feature of federal bud get pol-
icy. Deficits  were permitted, but only during wars and other extraordi-
nary emergencies. Once the crisis had passed, deficits  were replaced by 
surpluses and the debt was paid down. Since the early 1970s, however, 
federal debt has been on a long- term upward trend. Debt has become 
the favored means of financing increases in government spending and 
reductions in taxes in good times and bad.

The balanced bud get norm imposed a constraining fiscal discipline 
on the federal bud get pro cess by limiting spending to amounts that con-
stituents  were willing to pay in taxes. Both intellectual and po liti cal 
 factors played a role in the abandonment of that constraint.

The Keynesian Revolution in fiscal policy— embraced by the U.S. 
government during the presidencies of John F. Kennedy, Lyndon John-
son, and Richard Nixon— added a new, major function to bud geting by 
sovereign governments, namely to “balance the economy” at high rates 
of employment and economic growth. Thus, spending and the size of the 
deficit  were to be determined primarily by policymakers’ assessment of 

Figure 15.2
Federal debt held by the public

Source: Congressional Bud get Office, “The 2018 Long- Term Bud get Outlook,” June 2018, 
https:// www . cbo . gov / publication / 53919.
Note: GDP = gross domestic product.
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the needs of the economy for fiscal stimulus to maintain high employ-
ment and growth. The elevated importance of this function relegated 
balancing the bud get and restricting spending to amounts collected in 
taxes to secondary status at best.

An impor tant contribution to the ascent of Keynesian macroeco-
nomic policy was economist Abba Lerner’s 1943 essay “Functional Fi-
nance and the Federal Debt.”1 Lerner proposed that lawmakers pursue 
the goal of macroeconomic stabilization through highly active bud get 
policies; specifically, he recommended that aggregate demand should be 
managed by frequent changes in federal spending and taxes to maintain 
high employment and price stability. One implication of the proposed 
policy was that deficits and debt would be determined by prevailing eco-
nomic conditions rather than considerations of long- term fiscal balance. 
To the extent that the ratio of debt to national income required stabiliza-
tion, this could be accomplished by central bank control of the interest 
rate relative to the rate of growth of the economy: an interest rate lower 
than the rate of economic growth would reduce the ratio.2 Further, to al-
lay the concerns of traditional, conventional analysts, Lerner emphasized 
an essential difference between sovereign governments and other institu-
tions: in a fiat money system, government debt is usually denominated in 
the currency of the issuer, so the government can never be forced into an 
involuntary default on its debt, which it can always redeem with newly 
created money. Thus, government debt does not pose a threat to govern-
ment’s solvency in the way that private debt can threaten private issuers. 
Government is not subject to a conventional bud get constraint.

Lerner’s vision of functional finance and its implications for sus-
tainable fiscal policies is now regarded as an artifact of a highly simpli-
fied model, unsuited to the politics of demo cratic decisionmaking.3 It 
ignores the long lags that hamper effective fiscal management of the 
economy and the harm to economic and po liti cal stability from a policy 
of repaying debt with an inflationary issue of newly created money. Le-
rner’s postulated escape from a long- term debt constraint likely leads to 
a catastrophic loss of living standards and shock to social stability.4

Nonetheless, the ghost of “functional finance” continues to haunt the 
fiscal and bud get policy pro cess, and it provides a basis of the so- called 
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Modern Monetary Theory. Policy choice continues to honor the the-
sis that the principal function of federal bud geting is to maintain the 
economy at full employment and promote economic growth. With rare 
exceptions, the economy is seen as per sis tently falling short or in danger 
of  doing so. And the po liti cal imperative is to attend to the current need 
rather than to a distant  future prob lem with federal debt, con ve niently 
denominated in the currency of the realm.

A strategic po liti cal decision also played an impor tant role in the 
abandonment of the balanced bud get norm. In 1976, Jude Wanniski pub-
lished “Taxes and a Two- Santa Theory” in the National Observer.5 Wanni-
ski described the Demo crats as the spending- Santa party and argued that, 
to survive as a competitive po liti cal entity, the Republicans would have 
to return to their 1920s Harding- Coolidge Era role as the tax reduction– 
Santa. Wanniski’s argument— that the Republicans had become the 
po liti cally untenable dispensers of pain in raising taxes to pay for  free 
spending enacted by the Democrats— resonated among Republicans and 
sharply reduced the influence of GOP fiscal conservatives. This reasoning 
appears to have swept away the last effective voice for a balanced bud get 
norm. Deficits and debt now command bipartisan support as the preferred 
means of financing an increasing flow of gifts to constituents from the 
cornucopia of the federal coffers. However, as Eugene Steuerle has noted, 
the downside is that  these benefits are loans to be repaid, not gifts.6

The current federal bud get pro cess lacks an effective bud get con-
straint. A bud get pro cess without a constraint is not a bud get pro cess 
 because scarcity is no longer an issue. Without scarcity, cost becomes 
meaningless  because nothing has to be sacrificed to obtain desired ben-
efits. Choice is necessary only  because of the scarcity of legislative time, 
and it concerns only the sequencing of the provision of benefits. But, in 
time, constituents can have it all.

THE WIDE WORLD OF CASH- BASIS BUD GETARY ACCOUNTING

Seemingly  every government has a set of procedures that it describes as 
a bud get pro cess. In the United States that pro cess consists largely of a 
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system inherited from historical practice, overlaid with modest changes 
in form and content.7

The core of that pro cess is cash- basis accounting, initially  adopted 
in the earliest days of the republic, when the role of government was 
much smaller and simpler than  today. This accounting method mea sures 
inflows and outflows of cash to and from the government when  those 
flows occur. It recognizes changes in one asset, cash, and one liability, 
Trea sury debt held by and owed to nonfederal entities. All other assets 
and liabilities are excluded from the accounting. The accounting period 
is one fiscal year, supplemented with  future year projections of annual 
cash flows.

The summary of the annual bud get aggregate flows  under this ac-
counting consist of tax revenues collected by the government, outlays dis-
bursed,8 and the deficit or surplus, which is revenues less outlays. That 
deficit also articulates the change in net position for a balance sheet consist-
ing of holdings of cash assets and Trea sury debt liabilities held by  owners 
that are not part of the federal government. Cost estimates for proposed 
legislative changes in federal spending or taxes consist of the net effect of 
 those changes on federal revenues, outlays, and the deficit by fiscal year.

Even though the bud get aggregates are not subject to procedural 
constraint— other than majority agreement— policymakers exhibit a 
pronounced preference for lower costs and deficits, all  else equal. As is 
well known, cash accounting systems are well suited to strategic man-
agement of reported costs, and especially to deferring cost recognition 
to  future fiscal years. For example, asset sales conducted concurrently 
with increases in spending can offset the net effect of increases in outlays 
and the deficit.9 Shifting payments from the last day of a fiscal year to 
the first day of the next effectively lowers the deficit of the current year. 
Collecting fees or taxes for benefits to be delivered  later can mask the re-
ported cost of spending increases in the year the collections are received.

Widespread use of such bud get maneuvers to “manage” the salient 
costs of legislation means that the current federal bud get pro cess often 
lacks meaningful and relevant estimates of the opportunity cost of enacted 
policies.
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ILLUSTRATIVE CASES OF “MANAGED” BUD GET COST

 Here I offer three cases of strategically mis- measured bud get costs whose 
accounting remedies are well defined: a more comprehensive mea sure-
ment focus (what is mea sured); basis of accounting (when mea sured); 
and consistent application of the current, functionally derived “match-
ing princi ple” for bud getary accounting.

FEDERAL ASSUMPTION OF THE DISTRICT OF COLUMBIA’S  

DEFINED BENEFIT PENSION PLANS

Although this bailout example is about 20 years old, it provides a likely 
irresistible pre ce dent for the many states and large cities with deeply 
underfunded defined benefit plans. It is also a case where the true, fiscal 
cost of a policy action is not apparent on inspection of the legislation.

In the late 1990s, the government of the District of Columbia (DC) 
was  under  great financial stress, such that the prospect of default of its 
public debt was a significant risk. DC’s financial condition was inex-
tricably related to past federal policies affecting the local government, 
especially before home rule. This linkage was a major  factor creating a 
sense of implied responsibility by the federal government for DC’s dire 
condition. An obvious point of fiscal stress was the significantly under-
funded pension plans for police, firefighters, and teachers; the plans held 
assets of $3.2 billion against about $9 billion in earned retirement ben-
efits, leaving a shortfall of $5.8 billion.

The most transparent option for federal assistance would have been 
for the federal government to provide a grant of $5.8 billion to the pen-
sion plan. However, cash payment of that amount would have had a 
cash- basis bud get cost estimate of $5.8 billion. Sponsors  were interested 
in framing legislation to provide the same assistance but at a much lower 
reported bud get cost.

In the Federal Assumption of DC Pension Plans (Title XI, Balanced 
Bud get Act of 1997, P.L. 105-33), Congress found such an approach. 
 Under that act, the federal government assumed responsibility for pay-
ing all pension benefits earned to date. No further benefits could be 
earned in the transferred plans.
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The 10- year CBO cost estimate for this legislation reported zero net 
effect on mandatory spending for the first 8 years of federal payments, 
fiscal years 1998–2005,  because new pension outlays  were expected to 
be offset by the proceeds from annual sales of the $3.2 billion marketable 
securities acquired by the federal government. The pension portfolio of 
assets was projected to be fully liquidated  after eight years. The absence of 
a further offset to pension benefit payments resulted in a projected total 
of $1 billion in federal outlays for fiscal years 2006 and 2007 combined.

The legislation was also credited with savings of $50 million per year 
in discretionary spending for seven years in payments the federal govern-
ment was to pay to the pension plans  under previous law. Thus, the total  
 10- year outlay and deficit cost of the assumption of the underfunded 
plans was $1 billion for years 9 and 10, less $350 million in discretionary 
savings, rather than the $5.8 billion federal loss from accepting $9 billion 
in pension liabilities in exchange for $3.2 billion in assets.

Note that the  actual subsequent timing of security sales by the Trea-
sury would be of no consequence. A cost estimate is not a law, but rather 
a projection of intent conveyed to bud get analysts by policy officials. 
Further, for subsequent bud gets, outlays for the assumed DC pension 
plans  were included in the current law baseline and no longer salient to 
 future bud get allocative decisions.

COMMUNITY LIVING ASSISTANCE SER VICES AND SUPPORTS ACT

Title VIII of the Affordable Care Act of 2010 established the Commu-
nity Living Assistance Ser vices and Supports Act— the so- called CLASS 
Act.10 It created a home care health insurance program, including a cru-
cial requirement that the secretary of Health and  Human Ser vices de-
velop and adopt a premium and benefit structure that would produce 
revenues sufficient to cover claims. Further, if such a benefit- premium 
structure could not be identified, the secretary was prohibited from 
initiating the program. Subsequently, in October  2011, owing to the 
anticipated effects of adverse se lection, the secretary, Kathleen Sebel-
ius, announced that she was unable to offer assurances that the program 
could be structured to be entirely self- supporting. Accordingly, the ef-
fort to establish the program was abandoned.
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In preparing a cost estimate for the legislation, however, the CBO 
assumed that actuarial premiums and benefits could be developed and 
successfully administered. It therefore prepared projections of equal 
value cash inflows from premium collections, beginning with the as-
sumed initiation of the program and deferred outflows for claims pay-
ments spread over three de cades.

Eligibility for benefits  under the insurance required five- year vest-
ing, employment for three of  those years, and payment of premiums 
through payroll deduction. Accordingly, the 10- year cost estimate pro-
jected net collections from the CLASS Act of $72 billion.11 It thus pro-
vided a salient but fundamentally false indication that the legislation 
would produce a new and usable inflow of resources to the government.

This cost estimate also flies in the face of the clear legislative logic 
that the bud getary resource cost of this program was expected to be 
zero:  either premium collections would fully offset the cost of projected 
claims or the program would not be  adopted. It reflects a commitment 
by bud get staff to a historical method of bud getary accounting that ig-
nores the princi ple that the bud get should recognize the full cost or 
gain, if any, at the time the decisions is made to incur costs. That ac-
counting princi ple derives from the purpose of public bud geting, which 
is to allocate scarce resources across alternative beneficial uses to obtain 
maximum social benefits.

Within a year of enactment of the legislation, policymakers learned 
that the projected $72 billion in gains was illusory and not to be col-
lected. But cost estimates are salient and used in decisions at the point of 
enactment, not when  actual costs and collections are known.

MANDATORY SPENDING

About 70  percent of federal spending is mandatory, meaning that it is 
not subject to annual control through the appropriations pro cess. In-
stead, this spending is controlled by provisions in authorization laws that 
specify eligibility and benefits. Social Security and Medicare account 
for the largest share of this spending, most of which provides benefits to 
 people who for reasons of age, disability, disease, unemployment, or lack 
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of marketable skills are unable to provide for themselves or their fami-
lies. Funding for the largest of  these programs comes from taxes levied 
on  those who are working. Payment of taxes creates an expectation— 
encouraged by po liti cal authorities— that benefits  will be available to 
 those paying taxes when or if they themselves become eligible. This ex-
pectation promotes a willingness to pay and a planned reliance on  future 
benefits by the current generation of workers.

Cash- basis accounting for  these transfer programs defers recognition 
of cost  until benefits are paid to beneficiaries. That is, to a time when 
it would be socially and po liti cally unthinkable to withhold payments 
to  those in a condition of need. Deferral of cost recognition for benefits 
being earned in expectation  today also suggests that the government on 
behalf of taxpayers may be facing a  future, but not a pre sent, financing 
shortfall. The absence of a salient, current- period cost of accumulating 
benefits increases the difficulty of managing  those costs— until they are 
paid and it is too late to withhold payment. Mandatory spending  under 
current law is projected to rise relative to national income without iden-
tifiable limit.

Cash- basis accounting renders the costs of mandatory spending vir-
tually unmanageable. Accelerating the bud getary recognition of manda-
tory costs from the time when cash is paid to beneficiaries to the time 
when it is earned is feasible, but that would require replacing the current 
cash- basis system with an accrual system.12 Accruals are presently used 
in the bud get to recognize the current- period cost of such activities as 
the payment of interest on the public debt, federal direct loans and loan 
guarantees, and lease purchases of assets. Extending accruals to manda-
tory spending is likely a necessary condition for including the cost of this 
use of scarce bud getary resources in bud get decisions.

In light of the absence of both a resource constraint and relevant 
mea sures of the opportunity cost of considered alternatives, the unre-
solved issue is not why the bud get pro cess performs badly, but rather 
how policymakers manage to credibly describe this activity as the so-
cially impor tant function of bud geting. A related question is  whether 
the public should allow them to do so.
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REMEDY: ADDING A CONSTRAINT

Proposals to add the requisite information are already at hand. Many 
forms of a constraint could be integrated into the existing pro cess, includ-
ing annual balance rules, intermediate and long- term debt targets, and 
fiscal gap rules. Each has advantages and disadvantages, but if enforced, 
they could improve bud get outcomes compared with current policy. The 
existential question for demo cratic governments, however, is  whether 
elected authorities can enact and enforce limitations on themselves.

An annual balanced bud get rule and its close relative, the Tax and 
Expenditure Limitation, are frequently proposed as  simple, widely un-
derstood means of forcing federal bud get makers to limit resource use. 
However,  these proposals have also been dismissed as unworkable at the 
national level  because of the implied restriction on the ability of fis-
cal policy to stabilize the economy. In fact, an annual rule is more re-
strictive than necessary, as demonstrated by the success of the balanced 
bud get norm,  under which deficits  were permitted during defense or 
economic emergencies, with debt pay- down in the postcrisis period.

One means of reconciling annual restrictive rules with active macro-
stabilization is to require funding of bud get contingency or “rainy day” 
funds. A key to successful use of this practice is for the government to 
estimate the annual long- term expected amount of fiscal stimulus needed 
and to reserve  those sums, without requiring a po liti cally unsustainable 
bud get surplus. One applicable pre ce dent for achieving this objective is 
the current accounting for interest on the public debt, which is recognized 
in bud get outlays when earned rather than when paid. Payments to the 
interest payable account, which is treated as nonbud getary, are reported in 
bud get outlays and the deficit when dollars are transferred to the interest 
payable fund, rather than when payment is made  later to the government’s 
creditors. Similarly, stimulus spending could be scored as outlays in good 
times prior to  actual spending during economic downturns.

To increase the probability for success in reserving resources in good 
times, the pro cess could be governed by a rule as automatic as spending 
now is for mandatory programs: no congressional action would be re-
quired for the annual transfer of funds to the rainy day reserve account or 
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for the disbursement of stimulus. Rather, spending from the fund would 
be triggered by an index, such as the unemployment rate or a specified 
period of weak growth in real GDP. Outlays could be earmarked in ad-
vance, for example, for grants to state and local governments, which are 
usually forced to reduce spending during national recessions.

A related constraining rule would aim at stabilizing the federal debt 
as a share of GDP. Several studies have recommended this approach to 
adding a resource constraint to the bud get pro cess. One is the 2018 pro-
posal from the Committee for a Responsible Federal Bud get (CRFB).  
The basic idea is that by limiting debt as a share of GDP, increases in 
outstanding debt would be permitted, but only consistent with higher 
income and growth in demand for low- risk Trea sury debt. A limit on 
the growth of debt would constrain the growth in spending by requir-
ing an increase in taxes if spending  rose by more than the permitted 
growth in debt.13

Debt limits are usually expressed in terms of a long- term target with 
an intermediate target path to the long- term level. The dual challenge 
of this approach is the desire to permit some short- term bud get flex-
ibility to deal with unexpected fiscal events while maintaining a strong 
commitment to the long- term target. The CRFB proposal attempts to 
deal with this tension by making the congressional bud get resolution 
a law, which would require a presidential signature and, presumably, 
prior po liti cal commitment from both the executive and the legislative 
branches of government.  Either automatic execution or an unwavering 
commitment to fiscal discipline and restraint by policymakers is likely to 
be required if fiscal policies are to be constrained.

A third approach would establish a fixed target value for the long- 
term— say, 25- year— fiscal gap, which mea sures the pre sent value of the 
difference between projected annual revenues and outlays as a share of 
GDP. This approach could have the advantage of promoting simultane-
ous enactment of offsets to short- term departures from long- term debt 
targets. If, for example, the pre sent value of the shortfall over 25 years is 
currently 2  percent of GDP, Congress and the president might be able to 
agree to adopt policies, to be phased in over 25 years, that would reduce 
the gap to a lower level, perhaps zero. In subsequent years, the gap would 
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be reestimated, and the time path of the policy adjusted to maintain the 
target value. The gain from the use of the fiscal gap mea sure is that policies 
to raise taxes and reduce spending would become effective in the  future 
when they would have been anticipated and prepared for by taxpayers and 
beneficiaries. The risk is that when the time arrives for  those mea sures 
to take effect, elected officials would yield to po liti cal pressure to repeal 
them. One means that might make reversing course more difficult would 
be to require that policies to reduce the gap in the  future would have to 
begin their phase-in at some minimal level immediately on enactment.

REMEDY: RECOGNIZING THE TOTAL RESOURCE COST OF A BUD GET 

DECISION WHEN THE DECISION IS MADE TO INCUR THAT COST

This remedy is not original to this chapter. It has been hiding in plain 
sight in  every president’s bud get proposal for more than two de cades. 
The following is an oft- repeated princi ple, sometimes referred to as the 
“matching princi ple for public bud getary accounting,” accompanied by 
an explanation of its critical importance to effective bud get choice and 
decisions:

The bud get needs to mea sure costs accurately so that decision makers 
can compare the cost of a program with its benefits, the cost of one 
program with another, and the cost of one method of reaching a spec-
ified goal with another.  These costs need to be fully included in the 
bud get up front, when the spending decision is made, so that execu-
tive and congressional decision makers have the information and the 
incentive to take the total costs into account when setting priorities.14

The only modification that needs to be made to current practice is 
to increase the comprehensiveness of the cost mea sure beyond net cash 
outflow in the year the cash is expected to be paid out by the govern-
ment. Broadening the focus to include the total value of inflows and 
outflows that are attributed to a decision  will help limit the scope of 
legislation in the strategic- design phase and improve the relevance and 
contents of cost estimates.



The golden rule of public finance (GRPF) holds that if governments bor-
row, they should do so primarily for productive, not consumptive pur-
poses. A princi ple of fiscal prudence, the GRPF condones net borrowing 
by sovereigns, over the course of a cycle, only to create capital goods that 
yield a return and foster private- sector productivity, not to fund ordinary 
expenses or redistributive transfers that undermine prosperity, curb tax rev-
enues, and jeopardize debt servicing. Public debt is justifiable, ser viceable, 
and sustainable if it is issued mainly to fund durable, income- producing 
assets, not if its proceeds fund ephemeral or wasteful consumption; it is 
warranted only to the extent it helps create wealth over  future de cades, not to 
the extent it redistributes or destroys wealth in the pre sent.1

As a fiscal norm, the GRPF has faded over the past  century or so, 
in both theory and practice. As an informal institution, it still has its de-
fenders, but its defense remains a minority view in public finance schol-
arship.2 A norm of fiscal prudence has given way to a passive resignation 
to the “inevitability” of fiscal profligacy. Once a key aspect of 19th- 
century Victorian- Gladstonian princi ples of public finance,3 the GRPF 
was abandoned piecemeal beginning in the 1930s, amid the financial 
turmoil and fiscal profligacy of the  Great Depression, and thereafter, amid 
the vast public financing requirements of World War II. As a reputable 
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rule, the GRPF faded further in the de cades  after the last vestiges of the 
international gold standard  were jettisoned in the early 1970s. In recent 
de cades only a handful of sovereigns (including Germany and the UK) 
clung to some form of GRPF; but they abandoned the rule when they 
succumbed to the avalanche of public debt and monetization that ac-
companied and followed the 2008–2010 financial crisis and global re-
cession.4 Debt finance is barely mentioned in  today’s top- selling public 
finance textbook, and the GRPF is ignored entirely.5 Faint calls for a 
diluted GRPF now come only from  those who fear that “austerity” bud-
gets and the successive diminution of “fiscal space” globally  will deter 
public investment and prevent a full resort to deficit spending in  future 
recessions.

The erosion of long- held golden norms in fiscal and monetary af-
fairs alike is neither random nor inexplicable; it reflects a deeper erosion 
in the golden rule of morality, which holds that as individuals we should 
treat  others as we wish  others to treat us in turn. This reciprocal ethical 
norm undergirds fair dealing, nondiscrimination, and the equal protec-
tion of the law; its erosion, in contrast, permits unequal, unjust treat-
ment, which typically becomes codified in law, politics, policymaking, 
and public finance.

FOUNDATIONS OF THE GRPF

Two justifications are typically offered for the GRPF, the first primarily 
economic, the second moral. The economic justification for a golden rule 
in public finance echoes the corporate finance princi ple that debt is more 
likely to be fully ser viced (via payments of principal and interest) if its 
proceeds are deployed to create the  future income streams upon which 
debt ser vice crucially depends. Loan proceeds should finance capital as-
sets that yield a return (or make the economy more productive than it 
might other wise be), not consumable goods or ser vices that yield  little 
or nothing. Even in  house hold finance, debts incurred to buy homes, 
autos, appliances, diplomas, and vacations are not ser viceable without 
an adequate income earned from productive activity. Nothing inherent 
in public finance exempts governments from the need to abide by  these 
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princi ples; and failing to abide by them, nothing prevents governments 
from suffering fiscal, monetary, and economic failure.

The second justification for a golden rule in public finance is mainly 
moral and holds that it is only fair that citizens pay for what they get and 
use; current generations should not have to shoulder (by taxes) the entire 
cost of durable public goods created  today, which  will benefit  future 
generations; the latter should pay most of  today’s cost via  future taxes, to 
help ser vice previously incurred public debt.6 Nor should  future genera-
tions be burdened by public debts conveyed to them by ancestors, un-
accompanied by productive and remunerative assets that help ser vice the 
debt.7 This justice- oriented benefits princi ple is as applicable to debt- 
financed public spending as it is to tax- financed outlays. Its counterpart, 
which has become dominant in recent de cades, is the ability- to- pay 
princi ple, which severs the link between cost (payment) and benefit (use) 
and requires, in essentially socialist terms, that the state secure funds 
“from each according to his ability” and transfer them “to each accord-
ing to his need.”8 This is most clearly seen when  future generations are 
burdened with current welfare spending on the assumption that  because 
they  will prob ably be wealthier, they  will better be able to pay for it.

The GRPF has rarely been codified in law, nor has it been strictly 
stipulated as doctrine in the constitution of any nation.9 Some govern-
ments in recent de cades have  adopted deficit limits, debt caps, and spend-
ing “brakes,” both constitutionally and statutorily. But during recessions 
and financial crises  these  legal bound aries have been readily breached, 
without much official concern to effect a remedy.10 The best example is 
the Eu ro pean Union’s Stability and Growth Pact, in place since 1998.11 
The pact has never embodied a GRPF, however. Yet for at least a  century 
prior to the 1930s, before the spread of Keynesian notions, the GRPF was 
a widely recognized and broadly practiced informal fiscal norm.12

Although the GRPF has been abandoned, no widely accepted alter-
native fiscal norm has replaced it. More than a half  century ago, James 
Buchanan discerned and critiqued what he called “fiscal nihilism”— the 
rejection of any and all fiscal rules per se.13 In the past de cade, Keynes-
ian premises and princi ples, widely discredited in the 1970s, have seen 
a revival. In place of a fading GRPF, a nearly opposite norm presumes 
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that federal spending for consumption is acceptable— indeed indispens-
able, reflecting the per sis tent Keynesian fear of inadequate aggregate 
demand— and that this spending should be financed not by higher taxes 
(which might reduce aggregate demand) but by the issuance of vast new 
sums of public debt, even if the debt is not likely to be fully ser viced.14 
An alternative approach, using the doctrine of “Ricardian equivalence,” 
denies any material difference between tax and debt finance, and it there-
fore sees no prob lem with borrowing to consume.15 As for unsustainable 
public debt and default risk, some argue that public bondholders’ astute 
and heightened expectation of default provides ethical cover for sover-
eigns to default deliberately.16 This idea could become the new norm in 
 future de cades: publicly consume by borrowing, then default on princi ple. 
A recent work, reversing causality, insists that defaults on public debt can 
rectify an alleged harm inflicted by private creditors. This presumes that 
public over- indebtedness is due not to predatory borrowing by a profli-
gate state, but to predatory lending by bondholders who could have lent 
elsewhere but chose to lend to a state.17

EROSION OF THE GRPF

Meta phor ically, the GRPF might be pictured as a “fin ger in the dike” 
which necessarily fails to stop a flood of fiscal profligacy that originates 
in unrestrained demo cratic choice. If the prob lem is po liti cal, not eco-
nomic, an eroded GRPF is the effect, not the failed preventive, of public 
debt deluges.

Over the past  century, four fiscal phenomena detrimental to the 
GRPF and to economic prosperity have become the norm in the United 
States and in other major economies. First, public spending has in-
creased both in real terms and relative to GDP. Second, the composition of 
public outlays has shifted from traditional capital spending (infrastructure) 
to spending on consumption (intangibles, including income transfers, 
health care, higher education, and vari ous “social insurance” schemes).
Third, to fund increasing public consumption, governments have come 
to rely more on debt finance (and unfunded “entitlement” promises) and 
less on tax finance; in the latter case, some states have become reliant 
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on a narrow subset of (richer) taxpayers, versus less- taxed or untaxed 
citizens. Fi nally, public obligations have increased not only in absolute 
terms but relative to GDP (i.e., public leverage has increased).

Focusing on the United States,  Tables 16.1, 16.2, and 16.3 illustrate 
material shifts in the pattern of U.S. public finance in recent de cades. 
Federal outlays averaged 17  percent of GDP over the past  century com-
pared with just 3  percent over the prior  century, and they have averaged 
20  percent of GDP during the past 50 years compared with 14  percent 
during the prior 50 years ( Table 16.1). Deficit spending outside of war-
time was rare in the  century prior to 1918, but the bud get differential 
has averaged −3  percent of GDP since then; the differential has averaged 
−5  percent of GDP over the past de cade, causing a rise in federal debt as 
a share of GDP to an average of 100  percent over the past de cade com-
pared with 62  percent over the prior de cade ( Table 16.1). During  these 
two de cades the spending share of GDP has risen, while the revenue 
share has declined.

As for the composition of federal spending, U.S. public investment has 
diminished over the past half  century relative to increases in social spend-
ing and transfers. U.S. bud get analysts con ve niently distinguish spending 

 Table 16.1

U.S. federal revenues, spending, and debt, 1819–2018

Average share of GDP

Years Revenues Spending Differential Debt

Prior 100 years 1819–1918 2% 3% 0% 9%

Past 100 years 1919–2018 14% 17% −3% 55%

Prior 50 years 1919–1968 11% 14% −3% 50%

Past 50 years 1969–2018 17% 20% −3% 59%

Prior 10 years 1999–2008 17% 19% −1% 62%

Past 10 years 2009–2018 16% 21% −5% 100%

Source: U.S. Office of Management and Bud get, “Historical  Tables,”  Table 1.1., https:// 
www . whitehouse . gov / omb / historical - tables / .
Note: GDP = gross domestic product.
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on physical resources versus  human resources, each of which excludes de-
fense spending.18 Spending on physical resources has decreased relative to all 
federal outlays, from 8.3  percent in 1962 to just 3.3  percent in 2018, while 
outlays on  human resources have increased from 29.6  percent of the total 
in 1962 to 72.8  percent in 2018 ( Table 16.2). To accommodate this shift, 
military expenditures have declined from 49.0  percent of the bud get in 
1962 to just 15.4  percent in 2018. Interest expense now comprises a bud-
get share (7.4  percent) more than double the share devoted to investment 
(3.3  percent) and more than it did in 1962 (6.4  percent), albeit less than it 
did in 1990 (14.7  percent) due not to less debt but to lower interest rates.19

Real growth in U.S. federal spending on “major public physical cap-
ital, research and development, and education and training,” including 
defense outlays ( Table 16.2), has decelerated from 2.5  percent per annum 
between 1962 and 1990 to just 1.0  percent per annum between 1990 and 
2018.20 As a portion of all spending, such outlays have declined steadily 
from 32.3  percent in 1962 to 18.2  percent in 1990 and 12  percent in 2018. 
Growth in nondefense investment spending has decelerated more, from 

 Table 16.2

U.S. federal spending by type, 1962–2018

National 
defense

 Human 
resources

Physical 
resources Net interest Other

Year Share of total federal spending

1962 49.0% 29.6% 8.3% 6.4% 6.7%

1990 23.9% 49.4% 10.1% 14.7% 1.9%

2018 15.4% 72.8% 3.3% 7.4% 1.1%

Year Share of nominal GDP

1962 8.9% 5.4% 1.5% 1.2% 1.2%

1990 5.1% 10.5% 2.1% 3.1% 0.4%

2018 3.2% 14.7% 1.0% 1.5% 0.4%

Source: U.S. Office of Management and Bud get, “Historical  Tables,”  Tables 3.1. and 9.1, 
https:// www . whitehouse . gov / omb / historical - tables / .
Note: GDP = gross domestic product.
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3.7  percent per annum (1962–1990) to just 1.8  percent per annum (1990–
2018), and now comprises just 7.3  percent of all federal spending, down 
steadily from 9.0  percent in 1962 and 7.7  percent in 1990. Nondefense 
federal investment spending has never been a large share of total out-
put, but it is now just 1.5  percent of GDP, having averaged 3.0  percent 
of GDP from 1962 to 1990 and 1.8  percent of GDP from 1991 to 2017. 
In contrast, gross private domestic investment has averaged 18  percent 
of GDP since 1962 (in a range of 13–21   percent),21 and its growth has 
not decelerated: in real terms it has been steady, at 4  percent per annum 
from 1962 to 1990 as well as from 1990 to 2018. Whereas the private sector 
invested $3.4 trillion in 2017, the federal government invested less than a 
tenth of that ($278 billion), albeit supplemented by another $364 billion 
spent by state and local governments.22

Even if all public investment was value- adding and helped boost 
the productivity of the private- sector economy, it has undeniably di-
minished in recent de cades, due not to stricter commitments to bud get 
balance or fiscal austerity but to ideological- political commitments to 
more consumption- oriented social spending and transfers. The shift in 
spending priorities may partly explain the deceleration in private- sector 
productivity growth since the 1970s. Real output per hour worked in 
the U.S. business sector grew by a compounded rate of just 1.9  percent 
per annum between 1970 and 2018, a pronounced deceleration from the 
growth of 3.3  percent per annum registered between 1947 and 1970.23 
The shifting composition of public outlays from investment to con-
sumption may explain a large part of the productivity decline, and fed-
eral spending can explain even more of the decline to the extent that 
public capital spending itself has been wasteful.

Even if the GRPF had been strictly followed in recent de cades, 
with the result that far less public debt was incurred (being ineligible to 
fund social- consumptive outlays), it might not have helped the economy 
maintain or increase its previously high- productivity growth. Although 
the GRPF can preclude public borrowing to fund consumption, it can-
not preclude a material and sustained shift from productive (investment) 
spending to consumptive (transfer) spending. Nor can the GRPF en-
sure that public investment  will be productive, or more so than private 
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investment. The GRPF might preserve productivity gains  because, to 
the extent it requires consumption spending to be tax- financed, it might 
encourage taxpayer re sis tance to such spending; but likewise, ideological 
and electoral support for social spending can motivate politicians to fund 
it by less- painful, less- visible ways, such as debt finance.

Having documented empirically the material shift in U.S. fed-
eral spending volumes and patterns over the past  century, it’s helpful 
also to consider concomitant changes in money, public debt, and out-
put.  Table  16.3 reveals that while federal debt and the money supply 
have grown more quickly over the past half  century (1969–2018) com-
pared with the prior half  century (1919–1968), real output has grown 
less quickly. Faster rates of debt and money creation  haven’t translated 
into faster economic growth rates. Real output growth has slowed fur-
ther over the past de cade (2009–2018) compared with the previous one 
(1999–2008), as debt growth has accelerated from 6.7  percent per annum 
to 7.2  percent per annum.

SHOEHORNING EVER MORE SPENDING INTO THE GRPF

An erosion of the integrity of the GRPF is also vis i ble  today as a result 
of attempts to rationalize all types of government spending. Historically, 
besides tangible public capital (infrastructure),  there has always been semi- 
intangible public capital (ser vices), including national defense, the courts, 
and law enforcement. Government at its best provides justice, and the 
constitutionally  limited, fiscally responsible state does that job best. “So-
cial justice” acolytes, in contrast, command sovereigns to flout princi ples 
of plain justice by redistributing income and wealth.  Those hoping to 
preserve and extend the size and scope of government may acknowledge 
the validity of the GRPF but nevertheless applaud its abandonment. 
To the extent that careful studies have revealed redistributive “social 
spending” schemes to be detrimental to productivity and living stan-
dards,24 a temptation has emerged to reclassify public consumption as 
“public investment.” Politicians in recent de cades have pledged more 
public spending not only for traditional, tangible infrastructure (roads, 
bridges, tunnels, ports, power grids) but also for “investment” in “our 
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 Table 16.3

U.S. federal debt, money supply, and output, 1919–2018

Compounded annual growth rates

Years Debt Money IPI GDP

Prior 50 years 1919–1968 5.5% 4.8% 4.2% 3.8%

Past 50 years 1969–2018 8.6% 8.5% 2.1% 2.8%

Prior 10 years 1999–2008 6.7% 11.9% 0.4% 2.6%

Past 10 years 2009–2018 7.2% 7.7% 1.7% 1.9%

Sources: Historical Statistics of the United States, U.S. Department of Commerce, 
Federal Reserve; Federal Reserve Bank of St. Louis, Monetary Base (total), FRED Eco-
nomic Data, https:// fred . stlouisfed . org / series / BOGMBASEW; Federal Reserve Bank of 
St. Louis, Industrial Protection Index, FRED Economic Data, https:// fred . stlouisfed . org 
/ series / INDPRO; Federal Reserve Bank of St. Louis, Real Gross Domestic Product, FRED 
Economic Data, https:// fred . stlouisfed . org / series / GDPCA (since 1929); Louis Johnston and 
Samuel H. Williamson, “What Was the U.S. GDP Then?,” MeasuringWorth . com, https:// 
www . measuringworth . com / datasets / usgdp / # (pre-1929); U.S. Department of Commerce, 
“Historical Statistics of the United States, Colonial Times to 1970: Bicentenial Edition,” U.S. 
Census Bureau, 1975, https:// www . census . gov / library / publications / 1975 / compendia / hist  
_ stats _ colonial - 1970 . html.
Note: Money = monetary base; IPI = industrial production index; GDP = real gross domestic 
product.

 children,” in education, health care, retirement security, the ecosystem, 
and myriad other purposes, not all productive. Such a reclassification pos-
sibly appeals to traditional proponents of investment, but it works to pre-
serve and expand public consumption at the expense of investment. The 
GRPF becomes a dead letter regardless of  whether it is rejected fallaciously as 
a barbaric relic of a bygone era of fiscal rectitude, or  whether it is endorsed 
erroneously on the dubious grounds that most public outlays are now akin 
to capital outlays that can be predominantly and safely debt financed.

Politicians are not alone in rebranding consumption as investment. 
In public economics, all types of public outlays have been classified 
as “capital investment,” including outlays on public schools (to create 
 human capital); social insurance (to create safety nets); food stamps or 
unemployment benefits (to provide countercyclical mea sures mitigat-
ing recessions); the prevention of climate change (to preserve natu ral 
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resources); bailouts of “systemically impor tant” banks and firms (to 
prevent financial- economic meltdowns); and sports, recreation, enter-
tainment, and the arts (to provide emotional fuel and local pride). Even 
spending on war, an obvious act of destruction, might be called an in-
vestment if it preserves a nation’s autonomy, liberty, or security (the 
preconditions of prosperity). Such spending also entails operational ex-
penses, which some might say deserve to be capitalized. If so, nearly 
all public spending can be considered capital spending and legitimately 
debt financed. The real danger now is not so much that an objective 
rule like the GRPF is breached, but that classifications of public spend-
ing become so subjective that most outlays and debts can be designated 
GRPF- compliant.

Weak- form defenses of the GRPF  today aim less at ensuring that 
public debt is used only to fund public capital investment and more at 
ensuring that at least some material bud get allocation remains for such in-
vestment, especially when a large and growing portion of public outlays 
becomes consumptive and crowds out both public and private invest-
ment. The worry was heightened as fiscal- austerity plans proliferated 
post-2008. Forced to choose, politicians more willingly curtailed capital  
outlays than transfer outlays; the choice was seen as less risky elec-
torally. If public economists now admit any vestigial value in a GRPF, it  
is only the GRPF’s capacity to ensure that public investment survives fiscal 
stringency. A GRPF can now “safeguard” public investment, which 
presumably helps in recovery from recession, embodies “growth- friendly 
properties,” and provides “intergenerational equity.” According to an In-
ternational Monetary Fund report:

Golden rules impose a ceiling on the overall deficit net of capital ex-
penditure (also called current balance). With a zero ceiling, borrow-
ing is permitted to finance investment only; current spending must 
be covered by revenues. Golden rules are designed to promote and 
protect capital expenditure, which is seen as more pro- growth and 
po liti cally easier to cut than other types of spending.  These rules are 
also more consistent with intergenerational equity than other bud get 
balance rules, since they shift the burden of financing public invest-
ment proj ects from current to  future generations, which  will be the 
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main beneficiaries of such proj ects. The growth- friendly properties of 
golden rules should not be overstated.25

Similarly, Achim Truger worries that Eu ro pean sovereigns suffer-
ing wide bud get deficits  will face “fiscal constraints” that might “drive 
member states into austerity” and make  things worse.26 However, he 
notes:

The golden rule of public investment . . .  is widely accepted in tradi-
tional public finance and would allow financing net public investment 
by government deficits thus promoting intergenerational fairness as 
well as economic growth. A pragmatic version focusing on net public 
investment as defined in the national accounts minus military expen-
ditures plus investment grants for the private sector could quickly be 
implemented. Net public investment should be deducted from the rel-
evant deficit mea sures of the Stability and Growth Pact and the fiscal 
compact. Over time it could be technically and statistically refined 
and potentially include other— more intangible— types of investment 
like education expenditures. . . .  The golden rule would have to be 
complemented by expansionary fiscal policy to provide the urgently 
needed boost to the Eu ro pean economy in the short term.27

As discussed, much analy sis of the GRPF  today presumes that pub-
lic capital investment is  either productive, in the sense of being self- 
sustaining (through fees), value- adding, or helpful (even necessary) to 
enhancing private- sector productivity. But the presumption is question-
able when a capital proj ect is defended primarily as a job creator (not 
necessarily a wealth creator, given featherbedding and other corruption) 
or as a spending multiplier. The premise is also questionable to the extent 
that public capital analy sis excludes or underestimates opportunity costs, 
or the foregone (private) use of resources deployed publicly. Analy sis 
is partial, as it calculates only the potential return on investment of a 
public outlay or the productivity of existing public capital; to be truly 
convincing, analy sis must prove that a public outlay or asset is more pro-
ductive, over the long run, than the private alternative (if one exists and 
is genuinely demanded). Even when some public infrastructure proves 
to be valuable, in isolation it does not prove that the private sector could 
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not be its superior, more profitable builder and operator. Private op-
tions are crowded out if infrastructure is deemed an inevitable mono-
poly, and therefore necessarily a government undertaking.28 Not only 
might public infrastructure be productively inferior to similar- purpose 
private versions, but badly built, underbuilt, or undermaintained (yet 
monopolized) public assets can impede private- sector economic growth 
and productivity. Even public schools may prove so inferior to private 
alternatives that they generate not positive but negative externalities, as 
when they waste or destroy potential  human capital.

Even if it is valid to assume that public infrastructure is as productive 
(or more so) than similar- purpose private infrastructure, two potential 
prob lems remain: an insufficient amount of it may be built, and large 
public debts nonetheless may be incurred to fund not investment but 
consumption.29 Even productive public capital may be deficient in ag-
gregate and in its power to ser vice public debt.

THE GOLD STANDARD IN MONEY

The GRPF is but one of a few crucially impor tant public finance rules 
that have been abandoned over the past  century. Monetary rules have 
been similarly abandoned, most notably the international classical gold 
standard, which was first diluted a  century ago, then jettisoned partially 
in the 1930s and entirely in 1971. The twin abandonment of fiscal and 
monetary rules in the past  century was no coincidence. State control of 
money via central banking facilitates deficit spending, provides a ready 
demand for new public debt through debt monetization, artificially low-
ers borrowing costs, and helps impose implicit inflationary debt defaults. 
Nor is it coincidental that debt finance has so materially substituted for 
tax finance in the past  century, unlike the prior one.

 Table  16.4 makes clear that U.S. federal deficit spending and debt 
buildups have become the norm since the gold- based dollar was jetti-
soned in 1971 and have grown much larger relative to the economy’s pro-
ductive prowess in  those years. U.S. spending was more restrained, and 
fiscal discipline was superior,  under the previous two (gold- based) mon-
etary regimes. Since 1971, federal spending has averaged 20.0   percent 
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of GDP, and deficit spending has occurred 94   percent of the time, 
causing gross federal debt to average 60.1  percent of GDP. During the 
hybrid (part- gold- based) monetary system of 1914–1970, spending aver-
aged only 13.3   percent of GDP, while deficit spending occurred just 
64  percent of the time, and debt averaged 45.7  percent of GDP.  Under 
the classical gold standard (1870–1913), public spending averaged only 
2.5  percent of GDP, and deficit spending occurred only 28  percent of 
the time, with debt averaging a mere 11.9  percent of GDP.

The  U.S. Federal Reserve  wasn’t fully established  until 1914 and 
thus  didn’t exist (and  wasn’t needed)  under the automaticity of the classi-
cal gold standard regime of 1870–1913. In this period  there was minimal 
federal spending and a negligible resort to federal borrowing; from start 
to finish, thanks to bud get surpluses, the gross federal debt was cut in 
half. Just as  there was no need for central banking in this period  because 
public spending was restrained and largely tax- financed,  there was also 
no need for a byzantine system of fiscal rules,  because the fiscal norm 
was bud get balance and the GRPF.

 Table 16.4

U.S. spending, bud get gap, and debt  under three monetary regimes, 
1870–2018

Monetary regime/
years Spending

Surplus– 
deficit

Gross  
debt

% of time with 
deficit spending

Classical gold  
standard/1870–1913

2.5% 0.3% 11.9% 28%

Hybrid gold- fiat  
system/1914–1970

13.3% −2.6% 45.7% 64%

Inconvertible fiat  
system/1971–2018

20.0% −3.0% 60.1% 94%

Source: U.S. Office of Management and Bud get, “Historical Statistics of the U.S.”:  Table 1.1, 
https:// www . whitehouse . gov / omb / historical - tables / ; Trea suryDirect, “Monthly Statement 
of the Public Debt (MSPD) and Downloadable Files,” https:// www . treasurydirect . gov 
/ govt / reports / pd / mspd / mspd . htm (Gross debt); Federal Reserve Bank of St. Louis, “Gross 
Federal Dept,”, FRED Economic Data, https:// fred . stlouisfed . org / series / FYGFD (Gross debt 
series since 1939).
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Public finance and central banking now work in tandem— thus po-
liti cally and unscrupulously. Most major central banks now wield near- 
complete discretion to conduct monetary policy in any manner they 
choose, without any material accountability. In recent years  they’ve elected 
to monetize vast new sums of public debt at artificially low interest rates; 
in so  doing, they have abandoned even the pretense of “in de pen dence,” 
which seemed so crucial to securing their credibility in the 1990s.

Closely related to the erosion of fiscal and monetary rules and disci-
pline over the past  century, the United States has been transformed po-
liti cally, from a constitutionally  limited liberal republic into a relatively 
unconstrained illiberal democracy. Chronic deficit spending is inevitable 
whenever politicians win and keep office by satisfying popu lar preferences; 
power ful, free- riding majorities expect their public benefits (via spending) 
to exceed their public burdens (via taxes)— a profligate fiscal combination 
that politicians can deliver only when  free of fiscal or monetary rules.

The current search (by some) for fixed fiscal rules amid widespread 
fiscal profligacy is not unlike the search (by  others) for fixed monetary 
rules amid arbitrary central bank policymaking.30 In each case the search 
is understandable and commendable, at least to  those who prize princi ple 
and fiscal or monetary integrity. But such searches  will prove futile to the 
extent that politicians and policymakers prefer and enjoy constitution- free 
discretion, seconded by an apathetic and nescient demo cratic citizenry. 
Once politicians removed the golden monetary handcuffs from central 
bankers in 1971, they removed as well the incentive for  those bankers (and 
finance ministers) to care much about bud getary balance or fiscal recti-
tude. We now live in a time of near- unlimited policy discretion in fiscal 
and monetary affairs alike. In each realm demo cratic rulers now reign— 
without rules. That is precisely the form of arbitrary governance that con-
stitutional liberals of yore fought so hard to resist and restrain.

THE GOLDEN RULE IN MORALITY

The erosion of golden norms in both fiscal and monetary  matters plausibly 
reflects a deeper erosion in the golden rule of morality, which holds that 
ethics should be sufficiently objective and consistent as to be universally 
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applicable and practicable; if so, one should treat  others as one wishes to 
be treated by them in turn. This norm of reciprocal re spect undergirds 
fair dealing interpersonally, nondiscrimination socially, and equal treat-
ment before the law and po liti cally.

Like the erosion of fiscal and monetary rules, the golden rule in eth-
ics also has eroded in recent de cades. Ethical norms influence social,  legal, 
po liti cal, and ultimately fiscal and monetary norms. If one erodes, so does 
the other, through a long chain of causation. Without the golden rule in 
ethics,  people feel justified in treating  others unequally and disrespectfully, 
not as ends in themselves but as means to their own exploitative ends. A 
world bereft of the golden rule is one of  people seeking de pen dency and a 
 free  ride. Codified in policy, it’s a world of graduated tax rates that punish 
the rich for the unearned benefit of the nonrich; it’s a world of financial 
repression that artificially reduces the cost of public debt at the expense of 
holders; it’s a world of bailouts for financial miscreants, a world of corrupt 
rent- sellers, and a world of fiscally irresponsible officials deploying schemes 
to promote consumption, spread de pen dency, and bequeath both inferior- 
quality public assets and excessive debts to voiceless  future generations.

The GRPF in fiscal affairs and the gold standard in monetary affairs 
have not been lost to the world  because they  were inefficient or imprac-
tical; if ever- rising living standards are preferred, few public institutions 
better help achieve such standards than sound money and sound finance. 
History is illustrative. The Industrial Revolution and Financial Revolu-
tion, which fueled and fostered economic prosperity beginning in the 
18th  century,  were made pos si ble by credible, rational, and sustainable 
systems of sound money and sound finance, especially as practiced in the 
UK and the United States.

The GRPF and the gold standard have been lost to the con temporary 
world not for technical or economic reasons, but for moral,  legal, and 
po liti cal reasons:  these golden rules  were fundamentally incompatible 
with the vast and rapid expansion in the size, scope, power, and cost of 
government over the past  century, and incompatible also with the con-
comitant shift to more subjective, less rule- bound, and more discrimi-
natory norms of public spending and finance. In money, discretion has 
displaced rules of any kind; in fiscal affairs the ability- to- pay princi ple of 
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taxation has displaced the benefits princi ple, while transfer spending on 
the needs of consumption has displaced outlays on the needs of produc-
tion. An erosion of the golden rule of morality has bred discriminatory 
public governance, necessitating substantially less- sound and less- stable 
systems of both public money and public debt.

The erosion of sound public finance and public money reflects a 
diminution in the justice- oriented benefits princi ple, which links the 
value one receives from public goods and ser vices to the price (in taxes 
or fees) one pays for them. This link is severed by the increasingly domi-
nant ability- to- pay princi ple, which embodies the socialist adage that 
contributions— whether in taxes paid or loans made— must come “from 
each according to his ability,” with proceeds sent “to each according to 
his need.” Wealth is forcibly transferred from producers to consumers, 
with deleterious effects on saving, investment, productivity, and living 
standards. More confiscatory taxes impose injustices and degrade incen-
tives to produce; if instead public debt is incurred to facilitate transfers, 
its full servicing is ultimately jeopardized by a successively less- dynamic 
( because capital- starved) economy.

PROSPECTS FOR A REVIVAL

A feasible restoration of rational norms in fiscal- monetary affairs re-
quires a new appreciation of the benefits of the golden rule in ethics, 
and beyond that, a recognition that moral rectitude requires the re spect 
and protection of equal individual rights for all before the law. Without 
credible and lasting po liti cal constitutionalism,  there cannot be cred-
ible and lasting fiscal or monetary constitutionalism. Po liti cally, a golden 
rule manifests in what James Buchanan and Roger Congleton call a 
“nondiscriminatory democracy,” which is roughly equivalent to a con-
stitutionally  limited liberal republic.31 They revive and defend a “gen-
erality” standard whereby constitutions and statutes bar sovereigns from 
enacting or imposing on the citizenry anything other than general rules 
applied to (and abided by) all equally.32

In the nondiscriminatory, constitutional society, public benefits 
and burdens must match, as far as pos si ble, a policy that prohibits the 
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exploitation of some by  others; no individual or group is forced to suf-
fer net burdens so that  others may enjoy net benefits. This princi ple is 
embodied in the U.S. Constitution, not only in its Bill of Rights (bar-
ring invasions of the liberties of all citizens, equally), but in its “general 
welfare” clause (preamble), its tax uniformity requirement (Article I, Sec-
tion  8), its “equal protection” clause ( Fourteenth Amendment), and its 
“guarantee” of a “republican form of government” (Article IV, Section 4). 
 These provisions implicitly preclude not only a welfare state but uncon-
strained majoritarianism and the type of public governance that serves 
not the general welfare but specific (individual or subgroup) welfares at 
the expense of other welfares. The result of such disparate treatment, in 
modern parlance, is rent- selling, rent- seeking, pressure- group warfare, 
special- interest legislation, intergenerational inequity, unsound money, 
unsound finance, and unpayable debts.

Fiscal rules like the GRPF are not likely to be  adopted— and if 
 adopted, not faithfully executed—if the majority in a democracy re-
jects the golden rule; prefers  free rides; and po liti cally envies, exploits, 
or dispossesses economic minorities (including  those with high income 
and large wealth).33 Nor does that context permit strict monetary rules. 
Populist politicians  will always eschew any rules that are unsupported 
electorally; but even tenured, elite academic economists  today largely 
oppose fiscal and monetary rules that might constrain public debts and 
monetization, as they have so well in the past.34

A citizenry that  favors a government of  great size, scope, and power 
necessarily also  favors a government of  great cost—to frugality, liberty, 
and prosperity. If that citizenry also wishes to shirk personal responsi-
bility for the high cost of government, it  will oppose institutions and 
rules that tie rulers’ hands. Ultimately, qua subjects, citizens  will come 
to  favor rulers without rules— that is, rulers substantially  free of consti-
tutional, fiscal, and monetary restraints,  because  free also of moral re-
straints.

A revival of the GRPF, like that of the gold standard, does not face 
insurmountable technical barriers; it is pos si ble if a majority of citizens 
 favors constitutionally  limited government. This becomes more likely if 
they reject the dominant ability- to- pay princi ple in  favor of the benefits 
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princi ple, by which users pay. It also becomes more likely if they adopt 
the golden rule of morality in place of exploitation, parasitism, and free- 
loading. Fiscal- monetary rules derive from broader constitutional norms 
which derive in turn from deeper moral and rights- based norms and 
codes. No fiscal or monetary rule— even if logically argued, empiri-
cally grounded, and prudently executed— can long survive the pressure 
exerted routinely by an insatiable, resource- hungry sovereign  eager to 
please dependent subjects.



All but one American state has some constitutional requirement for a 
balanced bud get, but few of them operate this way. In 1979, the federal 
government also enacted a public law that required a balanced bud get by 
1982, known as the Byrd- Grassley Amendment.1 This law has not been 
repealed, but neither have bud gets become balanced.  These observations 
point  toward a dichotomy within the theory of demo cratic bud geting, 
which Vincent Ostrom2 set forth in describing what he regarded as the 
intellectual crisis in American public administration. One side of this di-
chotomy treats bud geting as an administrative  matter of pursuing rules 
for rational action. The other side recognizes that demo cratic bud geting 
has a po liti cal character that cannot be reduced wholly to self- enforcing 
rules. While personal bud geting is a  simple  matter of individual rationality, 
demo cratic bud geting is not reasonably reducible to individual rationality. 
To the contrary, demo cratic bud geting entails interaction among myriad 
individual rationalities. At this point, demo cratic bud geting butts against 
Carl Schmitt’s recognition of the autonomy of the po liti cal within society.3

When treated as a technical or administrative  matter, no difference 
exists between individual and po liti cal bud geting. In both settings, bud-
geting entails projections of anticipated revenues and planned outlays. 

CHAPTER SEVENTEEN

ADMINISTRATION VS. POLITICS 
IN THEORIES OF DEMO CRATIC 

BUD GETING
RICHARD E. WAGNER
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 Those anticipations and plans are invariably subject to uncertainty in 
vari ous forms.  Actual revenues might fall short of anticipated revenues 
for any number of reasons: a vendor might have become insolvent and 
so withholds payment, or an accident might have destroyed inventory, 
thereby increasing outlays beyond what had been anticipated. Devia-
tions between anticipations and plans can thus result for both individu-
als and po liti cal entities. Such imbalance, however, does not deny the 
proposition that operating with a balanced bud get is a relatively  simple 
 matter, administratively speaking. It means only that balance cannot be 
achieved at  every instance in a temporal sequence of activity.

Deficits  will be incurred in some periods, whereas surpluses  will 
be incurred in  others. Over a sequence of periods, however, deficits 
and surpluses  will offset one another;  there  will be no tendency  toward 
 either surplus or deficit. Any enterprise  will be hit by exogenous shocks 
to its anticipations and plans, but the aggregate impact of  those shocks 
 will typically be roughly zero. In modern demo cratic politics, however, 
bud get deficits seem to have systemic character, which in turn suggests 
that bud geting is not reducible to public administration  because the au-
tonomy of the po liti cal  will be unavoidably pre sent.4

RATIONALITY AND IDEOLOGY IN DEMO CRATIC BUD GETING

Adam Smith famously opined, “What is prudence in the conduct of 
 every private  family can scarce be folly in that of a  great kingdom.”5 
Just as prudent conduct for a  family called for modest surpluses during 
good times, reserving deficits for bad times, so would prudent conduct 
by a king follow the same princi ple of sound finance. We should note 
that in Smith’s time, government was controlled by a monarch, whose 
 house hold (court) is indeed a kind of  family; thus both regular families 
and  those of monarchs can be theorized about with regard to the choices 
they make. Both families and monarchs are thus subject to the princi ples 
of rational action, as Smith well knew.

John Maynard Keynes’s 1936 publication of The General Theory of 
Employment, Interest, and Money turned the world of economic theory 
upside down by making spending, not thrift, the road to prosperity. 
The eminent historian of economic thought Mark Blaug summarized 
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Keynes’s overwhelming impact on economic theory by noting: “Never 
before had the economics profession been won over so rapidly and 
so massively to a new economic theory, and nor has it since. Within 
the space of about a de cade, 1936–46, the vast majority of economists 
throughout the Western world  were converted to the Keynesian way of 
thinking.”6 The Keynesian theory claimed that aggregate misery, not 
prosperity, would result if all entities in society followed the classical 
princi ple of sound finance. Within the Keynesian framework, where 
aggregate income was identical to aggregate expenditure, an increase 
in saving by private citizens would cause depression  unless government 
increased its spending to offset the increase in private saving.

This Keynesian theory of fiscal policy faltered in several re spects. 
The simplest re spect was recognition that an increase in saving by some 
 people generally entailed an increase in spending by other  people. It was 
rare that increased saving would find  people burying cash in their back-
yards. Far more common would be an increase in deposit balances in 
financial institutions, and  those increased balances typically would lead 
to increased lending for commercial purposes. Therefore, the increase 
in private saving does not typically lower aggregate spending  because 
it finances an increase in commercial spending on business enterprises.

The Keynesian theory of fiscal policy misdirected the attention 
of economists by treating as a general case what was at most a special 
case. Classical economic theory explained how  free markets generally 
operated to maintain full employment, giving par tic u lar emphasis to 
explaining how deviations from full employment would set corrective 
forces in motion. A system of  free markets could not sustain a general 
depression, but a system of governmentally controlled markets could.

The Keynesian theory of fiscal policy started from a condition of gen-
eral depression and asked  whether government spending might aid es-
cape from that depression. In other words, the Keynesian theory was a 
special theory that pertained to socie ties already in depression; it was not 
a general theory of economic activity that explained how socie ties could 
get into depression. To be sure, Keynes titled his book a general, not a 
special, theory, which was surely unfortunate for advancing the cause of 
economic understanding even though that title prob ably contributed to 
the book’s success.
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The general case of economic understanding remains encapsu-
lated by the classical theory of sound finance where governments are 
the same types of economizing entities as are families and individu-
als. Before Keynes, American bud getary practice generally reflected the 
classical princi ples of sound finance.  Until the 1930s, the federal govern-
ment normally ran modest surpluses to reduce the debt that had been 
accumulated during periods of war and depression. What Buchanan and 
Wagner called the “old- time fiscal religion” died slowly between the 
1930s and 1960s, but it did die.7 We still hear calls for restoring the old- 
time fiscal religion, but the clamor for restoration is now relatively quiet. 
Public opinion in the United States seems much like that in the Eu ro-
pean Union: deficits are fine so long as they are kept within manageable 
limits. Many U.S. states, moreover, exceed the EU limits, as do many of 
the EU member nations.

As a formal  matter, a monarch and a consumer face the same set-
ting for bud getary choice. It is, however, diff er ent for a demo cratic form 
of government. Demo cratic bud geting is not reasonably understood by 
the same princi ples that pertain to individual bud geting,  either by pri-
vate citizens or by monarchs. Demo cratic bud geting entails interaction 
among a collection of individuals, and interaction among the members 
of a group pre sents new analytical phenomena that are not pre sent for in-
dividual choice, as Munger and Munger explain in their lucid examina-
tion of group interaction.8 Two pertinent phenomena explain a collective 
pro cess of interaction that is irrelevant for individual choices. The first 
concerns the set of rules through which a group moves from individual 
desires to some group outcome. Diff er ent rules  will typically generate 
diff er ent outcomes within the same set of  people, recognition of which 
lends heightened significance to the pro cesses through which bud getary 
rules are selected. The second phenomenon is the ideological beliefs 
and presuppositions  people hold.  These  don’t  matter for market choices 
 because  people pay for their choices in any case. They do  matter for col-
lective interaction  because  people  don’t pay for their “choices”; indeed, as 
individuals, they  don’t make choices at all. As Vilfredo Pareto explained 
in distinguishing between logical and nonlogical action, collective action 
in large part resides within the domain of sentiment and public opinion.9
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A  century ago, government was small, with spending being about 
10  percent of total output. Furthermore, federal regulation had a narrow 
range, so commercial interaction was governed largely by private law. 
 These days, public law is ubiquitous in the governance of commercial 
interaction. What is treated as public opinion would seem to take on 
even greater significance as a source of po liti cal power than it had a 
 century ago, when such theorists as Friedrich Wieser and Bertrand de 
Jouvenel characterized public opinion as the source of po liti cal power.10

Public opinion, it should be noted, is not reasonably assimilable to 
the notion of preferences in economic theory. Economists seem to treat 
preferences as private  matters.11 This treatment follows from the model 
of general equilibrium, which enables the reduction of a society of 
inter acting individuals to a representative agent who acts but does not 
interact with other  people. Hence, preferences are data, often genet-
ically formed data, though the Becker- Stigler formulation also provides 
room for preferences to be learned through practice.12 The key point 
about preferences, in any case, is their private character: they are a prop-
erty of an individual, and any change they undergo is through indi-
vidual action; that change is then appraised as a private  matter by  those 
 individuals.

Public opinion has  little to do with the preferences with which 
economists commonly work. Public opinion resembles the Keynesian 
beauty contest, in which  people are not trying to predict who  will win 
the contest but are trying to guess how other voters  will vote. This set-
ting gives public opinion a fickle quality compared with the relatively 
hard- wired aspect that preferences have in economic theory. To be sure, 
some Italian theorists from almost a  century ago, such as Gaetano Mosca 
and Vilfredo Pareto, recognized this quality of public opinion in their 
theories about po liti cal competition.13 For them— and in contrast to 
the public choice tradition of po liti cal competition initiated by Duncan 
Black and Anthony Downs,14 wherein candidates sought to locate their 
platforms relative to relatively hard- wired voter preferences— Mosca 
and Pareto treated candidates as trying to frame images of themselves 
that resonated with the sentiments of voters.15 Electoral competition was 
a competition among the images that candidates  were able to create and 
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was not an effort to locate some center of mass within some map of 
given preferences.

To describe politicians as marketers of self- image is not to deny 
the possibility of developing plausible theories about demo cratic bud-
geting.16 To the contrary, it is merely to note that ideological formu-
lations must play a large role in any such theory. It is also to note the 
infirmities of modeling demo cratic bud geting as rational choice  because 
 doing that creates a universalist concept of a rational chooser, meaning 
that bud getary outcomes can be reasonably explained as the optimizing 
choice of some representative individual within the polity.

Within the alternative— group interaction setting of demo cratic 
budgeting— are significant differences in what participants regard as de-
sirable outcomes, and with bud geting pro cesses entailing a good deal of 
thrust and parry as participants compete to obtain more of what they 
desire in a context where  there is  little by way of a common or universal 
desire. Sure, one can say that prosperity or well- being are universal de-
sires. But they are formalistic vacuities that lack explicit substantive con-
tent. To replace  those platitudes with substance, it is necessary to move 
to the level of individual details through which such universal concepts 
as prosperity or well- being are constituted. When this is done, it be-
comes readily apparent that all policy and bud getary actions influence 
the pattern of prices within society, with changes in  those prices chang-
ing the pattern of incomes within society. It’s no won der that Webber 
and Wildavsky or ga nized their history of bud geting in the West around 
the theme of bud geting as entailing conflict among  people over how 
they  were to live together in relatively close geo graph i cal confinement.17

BUD GETING: PERSONAL VS. DEMO CRATIC

As we have already noted, a monarch was a person, though clearly he 
was a “Big Player” and not an ordinary player along the lines that Roger 
Koppl sets forth: While a Big Player  faces wider options than an ordi-
nary player, it is reasonable to characterize all players as choosing among 
the options they confront.18 For Adam Smith, monarchy was the gov-
erning norm, and it was reasonable for  people in such positions as his 
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to seek to civilize the monarch by offering instruction regarding the 
affairs of state. Smith wrote at a time when governance was based largely 
on status relationships and not the contractual relationships that would 
come into the foreground during the following  century, as Henry Maine 
explained in his oft- cited remark that progressive socie ties during the 
mid-19th  century  were characterized by movement from status- based to 
contract- based relationships.19

During the feudal period, a landowner could not subdivide his land 
but had to leave it intact to his eldest son  under primogeniture. Simi-
larly, a married  woman could not own property  under coverture  because 
owner ship was vested in the husband by virtue of his status. During the 
liberal period of the 19th  century,  these relationships of status morphed 
into contractual relationships, where patterns of landownership and par-
ticipation in commerce by  women  were governed by contract, not by 
status.

Thus to instruct a monarch in Smith’s time was not the same  thing as 
instructing a demo cratic parliament. It is a categorical  mistake to think 
that meaningful instruction is the same  under both types of regimes. A 
monarch is a person, and  people have preferences and face choices. It is 
reasonable to think of someone like an Adam Smith explaining how a 
monarch who wanted to govern a prosperous nation would be cautioned 
to avoid profligacy in conducting his affairs of state. The monarch might 
listen, or he might not, but conducting the affairs of state would reside 
in his bailiwick all the same. To be sure, monarchs had to be concerned 
with their survival in a setting where other  people would like to pos-
sess the throne.20 Hence, monarchs faced prob lems of organ izing their 
courts that bear a  family resemblance to the prob lems business  owners 
face in organ izing their firms. Both can be usefully illuminated through 
models of rational action.

Each member of a parliament  will face choices, a continual parade 
of them.  Those members and their choices, however, cannot be reason-
ably reduced to a single, choosing entity. Sure, we often speak of par-
liaments making choices, but this is a linguistic con ve nience that often 
misleads thought rather than informing it. Democracy entails interaction 
among a variety of participants, and  there is no good reason for thinking 
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that  those who participate in governance operate with something ap-
proaching a consensus that would allow the analytical reduction of the 
parliament to a single person. A theorist can always posit the presence 
of consensus among the members of a group, but such consensus would 
be an analytical con ve nience, not a necessary fact of existence. Periods 
of near consensus might manifest from time to time, but the historical 
rec ord clearly shows that periods rife with antagonism can also manifest 
within the pro cess of demo cratic governance.

Without organ ization, the members of a parliamentary assembly are 
just a mob that is incapable of action, as Robert Michels sets forth in 
describing the oligarchic tendencies within parliamentary assemblies.21 
 There is almost no way that several hundred  people can have a serious 
discussion among themselves, with consensus arising  after discussion. To 
the contrary, parliamentary organ ization  will provide a subset of mem-
bers with the power to control the agenda of deliberation, illustrating 
the oligarchical character of large- scale parliamentary governance. Ber-
trand de Jouvenel elaborated on this phenomenon in explaining why it 
would be impossible for a well- meaning parliamentary chair to ensure 
 free and open discussion of all options,  because of the scarcity of time, 
both to allow every one to air their opinions and, more significantly, to 
ensure that all pre sen ta tions of opinions would have an audience.22

The case of the renowned Italian public finance theorist Antonio de 
Viti de Marco is instructive regarding the oligarchic tendencies within 
large- scale democracies.23 De Viti initiated what a half  century  later 
morphed into the theory of public choice when he set forth an explana-
tory approach to the theory of public finance.24 De Viti distinguished 
between two forms of demo cratic governance, which he described as 
cooperative and monopolistic. The cooperative form described a pattern 
of consensual governance where near- universal agreement existed on 
the activities that governments undertook and on the methods by which 
governments  were financed. The taxes  people paid  were reasonable fac-
similes of the prices they paid through market transactions. By contrast, 
the monopolistic form described a setting where parliamentary majorities 
dominated minorities, leading to a situation where parliamentary losers 
 were forced to support activities that parliamentary winners desired.
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While de Viti’s academic work as a professor of public finance at 
the University of Rome centered on this interest to construct theories 
about fiscal activity within demo cratic regimes, it is worth noting that 
he also served for nearly 20 years as a member of the Italian Parliament, 
elected from his home district near Lecce. Although de Viti’s theoretical 
work was necessarily abstract, he did not think that theoretical work was 
disconnected from his practical work as an Italian parliamentarian. The 
worlds of practice and theory are separate but related.

A theory of public finance for de Viti did not offer instruction for 
parliamentary practice, but rather uncovered some of the under lying and 
perhaps hidden logic that undergirds parliamentary practice. In this re-
spect, de Viti discerned two categories of parliamentary action. One 
category pertained to actions that provided universal benefit; the other 
category pertained to actions that provided benefit to subsets of  people, 
with  those benefits made pos si ble by impositions on  others. The univer-
sal activities corresponded to de Viti’s model of the cooperative state; the 
particularistic activities corresponded to de Viti’s model of the monopo-
listic state. In a compilation of essays written mostly during his parlia-
mentary years, he took a ground- level orientation  toward the operation 
of factional or monopolistic democracy by chronicling his 20 years of 
strug gle.25 Demo cratic bud geting was replete with winners and losers, 
and the task of ideology is twofold: to enable winners to feel good about 
their predations by enshrouding them in an ideology of public benefi-
cence, and to sooth the feelings of losers by conveying the image that 
their losses  were necessary to achieve a higher good.

De Viti was a con temporary of John Maynard Keynes. Keynes did 
not believe that the British government was truly demo cratic despite its 
nominally demo cratic form. Keynes’s biographer tells us that Keynes 
believed that the conduct of government in Britain was effectively in 
the hands of a few wise and well- meaning  people who operated through 
discussion and persuasion.26 This, incidentally, was Frank Knight’s vi-
sion of ideal democracy, and it mirrored de Viti’s concept of cooperative 
democracy.27 Yet de Viti with his parliamentary experience pre sents us 
with many instances of factional domination whereby winning co ali-
tions exploit the remainder of society.
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A SOCIETAL TOPOGRAPHY: ACTION LEVEL AND SYSTEMS LEVEL

Wagner,28 following Res nick,29 advances a biplanar societal architecture 
that distinguishes between an action level and a system level. The action 
level is the locus of all  human action. By contrast, the system level con-
tains both the results of actions and the ideological images that address 
menus of desired systemic properties. This distinction recalls the adage 
“Think globally and act locally.” Actually, the only option is local ac-
tion, for the global (system) level is not an object of direct action.

Observations pertaining to the global level emerge out of interac-
tions among participants at the local level. Res nick illustrates this point 
about distinct societal levels with a traffic jam.30 The individual cars that 
constitute the jam act and interact on the ground level where all action 
occurs. The traffic jam emerges out of interaction among  those cars, 
and it has properties that differ from  those of the cars that constitute the 
jam. Most significantly, time- lapse photography would show the traffic 
jam moving backward. Yet  every car in the jam moves forward, though 
slowly,  until it clears the jam. The jam has emergent qualities that are 
not carried by the individual cars but instead emerge through interac-
tion among the cars. It would be a categorical  mistake to describe a traf-
fic jam as a gigantic car that moves backward. Backward movement is 
not a property of the cars that constitute the jam. To the contrary, it is an 
emergent feature of certain patterns of interaction among them.

Wagner extends Res nick’s formulation to distinguish between a mi-
cro level where all actors act in economizing fashion and a macro level 
where no action can occur but has real existence all the same just as a 
traffic jam has real existence.31 Sure,  people continually speak of  doing 
something to change macro patterns or outcomes, just as they speak of 
 doing something to relieve traffic jams.

Both micro and macro levels of existence are real, but action can 
take place only on the action level. The macro level can be acted on only 
indirectly through changing patterns of action and interaction at the mi-
cro level. With the relationship between micro and macro levels being 
emergent and not direct, the standard theory of all kinds of economic 
policy, including bud geting, calls for rethinking and modification. All 
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action must be local in that it is attached to the ground somewhere, so 
to speak. Yet actions that set public policy are aimed at or addressed to 
some global or system quality. The system level encompasses many types 
of constructions, projections, anticipations, hopes, and ideologies. They 
are portraits of systemic possibilities, as  imagined in a theorist’s mind, 
but they are portraits however they are fashioned.

A politician might  favor an increased rate of economic growth. All 
the same, the mea sured rate of economic growth is not a direct object of 
choice. To the contrary, it is a result of interactions among numerous indi-
viduals within a society. It is plausible to claim that programs that increase 
the return to commercial and industrial investment  will increase the rate 
of economic growth. To say this, however, is not to say that the rate of 
growth is subject directly to choice. It is only to say that some objects at the 
micro level can be modified in a manner that might reasonably be thought 
to lead to an increase in mea sured economic growth. What is being mea-
sured are increases in the value of firms in response to programs that in-
creased the profitability of certain commercial and industrial enterprises.

Policy mea sures influence the returns to par tic u lar types of activities, 
with that pattern of influence aggregating to some increase in a mea sure 
of economic growth. That mea sured growth, however, is not an object 
of choice but is rather a consequence of ground- level changes in the 
costs and gains of diff er ent patterns of economic activity. An increased 
rate of growth is not something that can be accomplished through direct 
action. It can be accomplished only indirectly through local actions that 
end up having the projected effect.

All action is local, necessarily so. For instance, an appropriation for 
foreign aid that transfers $1 billion to relatively poor nations  will do so 
through some such device as buying combines from American manufac-
turers and perhaps transporting them overseas on ships made in Amer-
i ca. The macro- level outcome is and must be tied to some micro- level 
pattern of interaction that generates that macro- level pattern. This dis-
tinction between a micro level of action and a macro level of emergent 
interaction ramifies throughout the domain of po liti cal economy, public 
finance, and bud getary pro cesses. I  shall now illustrate this point with 
re spect to bud geting and bud getary pro cesses.
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RICARDIAN EQUIVALENCE AND BUD GET DEFICITS:  

SEPARATING TRUTH FROM ERROR

Any consideration of public debt must start with Ricardian equivalence, 
or the idea that debt- financed public spending cannot increase demand. 
Robert Barro reminds us that Keynesian expositions of fiscal policy ne-
glect or seek to deny this fact.32 Yet public debt is deferred taxation of 
an equivalent pre sent value to the tax that would have other wise been 
imposed. When this situation is viewed within the framework of ortho-
dox macro theory, fiscal policy vanishes as an instrument of economic 
policy,  because bud get deficits  can’t increase aggregate spending. All 
bud get deficits can do is induce  people to decrease private consumption 
to create a fund to finance the higher  future taxes. The debt- financed 
increase in public spending is offset by increased private saving. Aggre-
gate spending remains unchanged.

Barro’s framework reflects the logic of macroeconomics when the 
system is presumed to reflect rational action. Empirically, Ricardian 
equivalence has been found to tell only an incomplete story.33 Within 
orthodox macro theory, the incompleteness is thought to reflect incom-
plete rationality within the macro system, as conveyed by notions of 
debt illusion where  people are construed as treating the replacement of 
taxation with public debt as inducing them to think they are wealthier 
when they are not. This claim on behalf of debt illusion, moreover, 
resonates with the growing interest in behavioral economics in recent 
years with the challenges it offers to orthodox formulation of rational 
action.

Ignored in the controversy over deficit finance, Ricardian equiv-
alence, and rationality in economic action is recognition that the sys-
tem level is inert in that it is not and cannot be a locus of action. The 
system level cannot be acted on directly  because all action occurs on the 
action level. How actions on that level proj ect to the system level, more-
over, is a complex  matter that depends on patterns of interaction among 
entities throughout their action- level choices. Figure  17.1 illustrates the 
point.34  There, the system level is conveyed by the AS- AD (aggregate 
supply– aggregate demand) model. System observations are generated 
through interactions at the level of action. This level is described by a 
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combination of circles and triangles to denote that the action economy 
contains a combination of po liti cal and market entities.

Any so- called policy action must start somewhere on the action level. 
Eventually, that action  will proj ect onto the system level, but just how that 
projection occurs  will depend on the pattern of interaction among the en-
tities that interact on the action level.  There is no good reason to assume 
that all  those interactions are reducible to that of some representative agent 
or interaction. To the contrary, we may reasonably anticipate that  people 
 will differ in how they react. Suppose the policy action in question is a 
debt- financed increase in public spending. In standard macroeconomic 
theory, that increase in spending would be represented by an increase in 
aggregate demand. In contrast, the arithmetic of Ricardian equivalence 
would hold that aggregate demand was unchanged  because the increase in 
po liti cal demand was offset by a decrease in private demand.

Figure 17.1
Aggregate variables within an ecol ogy of plans

Source: Illustration by author.
Note: AS = aggregate supply; AD = aggregate demand.
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All such formulations treat as factual the ability of economic actors 
to affect systemic outcomes without constructing some pattern of ac-
tion and interaction that  will generate that outcome. Suppose, instead, 
that we try to do so. Older expositions of fiscal policy require some 
identifiable government agency to increase its spending on real activi-
ties, which occurs at one of the triangles in Figure  17.1. The means 
to do that, moreover, come from the Trea sury, which places an issue 
of bonds with some brokerage  house, represented by a circle in Fig-
ure 17.1. This operation  will proj ect as an increase in aggregate demand 
by the standard exposition of fiscal policy. What is especially notable, 
however, is that diff er ent points of injection for the increased spending 
 will create diff er ent patterns of gain within the economy, even if they 
all yield the same increase in aggregate demand. What happens then is a 
micro- theoretic, not macro- theoretic,  matter. Public debt may have no 
effect on net worth in the aggregate, and yet it can redistribute wealth 
within the society, depending both on the way spending is increased 
and on the way that  future taxes  will likely be imposed.

Con temporary references to quantitative easing change this analy sis 
not one bit. References to the system level miss the pro cess that gener-
ates the observations. Any increase in aggregate demand— should this 
be the outcome of the program—is causally a secondary outcome of the 
program. This recognition means that standard, system- theoretic de-
pictions of public policy constitute a form of shell game. A shell game 
operates by misdirecting the observer’s attention. Systems- oriented dis-
cussions of bud geting misdirect the spectator’s attention from what is 
 really happening, just as happens with a shell game.

The macro scheme of thought converts all individuals into aver-
ages with pro- rata shares of any claimed societal outcome, as illustrated 
by representative agent modeling. Hidden from view in this scheme of 
thought is the recognition that any policy action entails a choice be-
tween options,35 with  those options conferring diff er ent patterns of gain 
and loss within the population. One of the particularly notable illustra-
tions of the macroeconomic policy shell game is the common claim that 
internally held public debt is something we owe to ourselves. This claim 
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is a piece of ideology that erases any distinction between winners and 
losers from policy operations.

BUD GETING WITH THE STATE AS A FINANCIAL INTERMEDIARY

When it comes to demo cratic bud geting, we must acknowledge that the 
“state” does not pertain to an acting entity that trades on its own account. 
As previously described, it is a categorical  mistake to treat a demo cratic 
state as if it  were a monarchy. A monarch borrows on his or her own ac-
count. A demo cratic legislature does not. If a demo cratic state borrows, 
the legislators who authorized the borrowing do not become indebted. 
The legislature is but an intermediary that stands between  people who 
have programs for which they seek support and  people who have the 
means to support  those programs but who would often rather not provide 
such support. In other words, public debt can play out differently within 
demo cratic polities, depending on the par tic u lar institutional and con-
stitutional rules that govern the legislative establishment of public debt.

To illustrate this point about institutional and constitutional rules, 
imagine a town with 10,000 residents that finances its activities with an 
equal per capita charge imposed on every one. This is the simplest tax 
system imaginable: the annual bud get is divided equally among the resi-
dents. Let us assume that the charge is $1,000 annually, which yields an 
annual town bud get of $10 million. The bud get is distributed among a 
number of town activities, one of which provides for maintenance of an 
earthen dam that provides  water for drinking, irrigation, and recreation. 
One year, a rare earthquake created cracks in the dam that a team of 
engineers asserted would only worsen  until the dam burst.  Those en-
gineers estimated that construction of a replacement dam made of steel 
and concrete would require $50 million and could be completed in one 
year. The town council  faces the prob lem of how to finance the new 
dam, for which it has two options given its tradition of apportioning 
taxes equally among residents.

One option is to declare a one- time increase in the town’s bud get to 
$60 million to maintain existing ser vices while providing $50 million 
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for the dam. This year, each resident would receive a tax bill of $6,000, 
of which $5,000 was a one- time charge for the dam. In this manner, 
the dam would be financed with a balanced bud get that contained two 
ele ments: one ele ment was the annually recurring appropriation for 
$10 million; the other ele ment was the extraordinary appropriation for 
$50 million.

Although public debt would not be involved in financing the dam, 
many residents would likely borrow to finance some or all of their share 
of the appropriation for the dam. Private indebtedness would increase as 
some residents borrowed to finance their share of the special tax assess-
ment. To recognize that some residents would borrow to discharge their 
obligations also requires the presence of creditors who would effectively 
discharge the tax obligations for the borrowers in exchange for  future 
amortization payments from the borrowers. Financing the dam in this 
manner would increase private indebtedness within the town, but the 
town does not incur public debt.

To be sure, the town council could decide to issue debt in its name 
to finance the dam. The members of the town council, however, do not 
trade on their personal accounts. They do not become indebted, other 
than perhaps for their pro- rata share of the dam’s expense. The town 
council is merely a financial intermediary that oversees a network of 
borrowing and lending within the town, replacing the private financial 
transactions that would other wise have resulted.

At this point, the institutional arrangements governing the discharge 
of public debt become significant. In this re spect, we can use James Bu-
chanan’s distinction between explicit liability and contingent liability 
as alternative approaches to demo cratic indebtedness.36 Explicit liability 
describes an arrangement where public debt is treated as if it  were pri-
vate debt. With this arrangement, each individual is assigned a $5,000 
liability that is treated in the same manner as mortgage debt and other 
forms of consumer debt.37 That debt remains with the individual  until 
it is discharged or passes into the decedent’s estate upon death. With this 
arrangement, some individuals  will surely become insolvent or move away 
without settling their account. To the extent that happens, the town  will 
not collect enough revenue to pay creditors. With such pos si ble insolvency 
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being a feature of explicit liability, creditors  will require higher interest 
rates to cover the default risk they face.

Public debt, however, is issued  under contingent liability, which 
means that a person’s  future liabilities depend on vari ous circumstances 
that are in play in  future years, rather than being stipulated at the time the 
debt is incurred. With contingent liability, the town’s ability to pay credi-
tors does not depend on the solvency of residents in  future years. If some 
residents become insolvent, the town can impose higher taxes on other 
residents to maintain the payments originally promised to creditors.

With ordinary commercial transactions, the burden of default rests 
on lenders, which in turn makes lenders cautious in extending loans. 
With contingent liability, by contrast, one borrower’s insolvency is met 
by increasing the liability on other borrowers. With lenders thus facing 
a lower risk from borrower insolvency, public debt transactions under-
standably carry lower rates of interest than personal debt transactions.

This lower rate of interest, however, does not represent some form 
of general social gain. It is not that government is a lower- risk borrower, 
for to say that is to treat demo cratic legislatures as if they  were monarchs. 
To the contrary, the lower rate of interest charged on public loans re-
flects a lower risk to lenders, yes, but only  because the risk of personal 
default is shifted onto other taxpayers. Public debt operations redistrib-
ute risk but do not reduce it.

EXIT AND VOICE IN THE RESTRICTION OF FACTION

The Found ers of the American constitutional republic recognized that 
demo cratic arrangements bred factions wherein successful co ali tions 
could secure benefits for themselves through imposing costs on the re-
mainder of society. Within the preceding illustration of a small town 
deciding to build a new dam, suppose the town’s population was divided 
between  those who wanted to reinforce the earthen dam and  those who 
wanted to build the steel- and- concrete dam. Figure 17.2 illustrates the 
point, where d1 illustrates demand for the earthen dam and D2 illustrates 
demand for the concrete dam. Further suppose a small majority  favors 
the concrete dam.
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Two categories of institutional arrangement exist  under which a dam 
might be provided, and they can be designated as consensual and factional. 
 Under the consensual arrangement, every one would agree to provide 
the same type of dam.  Those who have relatively strong demands would 
make larger payments to finance the dam, as Figure 17.2 illustrates. As 
shown, every one agrees to provide the size of dam denoted as O, and 
with high- demanders paying tax prices of P2, while low- demanders pay 
P1.  Under the factional institutional arrangement, the majority of resi-
dents dominates the minority, meaning in this case that every one pays 
P* for the dam. The members of the winning co ali tion are paying P* for 
a ser vice they value at P2, while the members of the losing co ali tion are 
paying P* for what they value at only P1.

This divergence in values between members of the winning and los-
ing co ali tions illustrates a re distribution of cost when a po liti cal pro cess 
replaces market transactions. Yet this re distribution does not conclude the 
analy sis; it is only a point of departure. Beyond re distribution, the fac-
tional arrangements also create division among the population, whereas 
such division did not exist with the consensual arrangements. The price 

Figure 17.2
Consensual vs. factual democracy

Source: Illustration by author.
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P* in Figure 17.2 denotes the arrangement where the cost of any bud-
getary output is apportioned equally among the residents, whereas resi-
dents pay diff er ent prices according to the strength of their demands  under 
the consensual arrangements.

 Under the factional arrangements, no consensus is reached on the 
size of the dam. The members of the winning co ali tion prefer the larger 
dam denoted as O2 to the size of dam denoted by O. The re distribution 
of income created by the common price in the face of divergent de-
mands for the dam sets in motion an expansion in the size of the town’s 
bud get by an amount denoted by P* (O2 − O) in Figure 17.2. Factional 
institutional arrangements both redistribute income and expand the size 
of the bud get compared with consensual arrangements.

Bud get deficits emerge out of a fiscal pro cess that enables the mem-
bers of winning co ali tions to shift costs onto the remainder of society. 
Borrowing can increase support relative to what would happen if tax 
liabilities  were assigned at the time the proj ect was approved. What  will 
be the case if introduction of the option of public debt increases support 
for the dam? Obviously, more  people must regard public debt as benefi-
cial than regard it as harmful.

Replacement of a set of private loans with a public loan reduces the 
rate of interest charged for  those loans. On this account alone, public 
debt would seem to increase support for the proj ect. This lower interest 
rate is commonly interpreted as representing the position of government 
as a lower- cost borrower. Although accurate, this statement is also mis-
leading  because no identifiable entity becomes indebted with the public 
loan. The town does not become indebted; rather, it merely intermedi-
ates among the residents. However, that intermediation is not performed 
explic itly but is folded into the bud getary pro cess where any explicit 
assignment of liabilities is lost from view.

In an  earlier age when frugality was thought to be a quality of good 
government, we might well imagine some predilection against defi-
cit finance in normal times, as characterized the United States before 
the 1930s. Once public opinion changes in the direction of thinking 
that bud get deficits can also serve as a tool of economic management, 
a demo cratic polity takes on a diff er ent default setting with re spect to 
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presumptions about good bud geting. Previously, debt was regarded neg-
atively. Now it is regarded neutrally or even positively, increasing the 
willingness to engage in deficit finance.

Deficit finance lowers the perceived cost of government in two dis-
tinct ways. One way entails some lowering of tax burdens for some  people. 
When liabilities are not assigned personally, the perceived cost of collec-
tive activity falls for  those who possess relatively short time horizons, as 
well as for  those who are largely or wholly exempt from the tax base. 
 Under contingent liability, deficit finance enables  people with relatively 
short time horizons to reduce their anticipated tax burdens. In contrast, 
 under personal liability someone who leaves town or dies does not escape 
liability. The debt remains with the person despite moving elsewhere, and 
it transfers to the estate upon death. The analy sis of debt  under personal li-
ability works as if  people operated with infinite horizons, which means in 
turn that borrowing does not entail a perceived lower cost than taxation.

The second way that public debt increases support for government 
spending is by its ability to create an or ga nized interest group in support 
of higher spending. When government is financed  under a balanced 
bud get,  people must evaluate government programs in two capacities: as 
payers of tax and as beneficiaries of ser vices. With re spect to Figure 17.2, 
we can divide a population into three groups and designate them as pos-
itives, negatives, and neutrals. The neutrals would desire neither increase 
nor decrease in the size of the bud get. The negatives would like the size 
of the bud get to shrink, and the positives would desire an expansion in 
the size of the bud get.

If we suppose that neutrals abstain from voting,  whether a proj ect 
is undertaken with debt financing depends on the relative numbers of 
net taxpayers and net beneficiaries, with debt being pursued if net ben-
eficiaries outnumber net taxpayers. Left out of this numerical account 
is recognition of how public debt might transform neutrals or negatives 
into positives.

Public debt creates a subset of taxpayers who have a special interest 
in public spending  because public spending is the means by which they 
are compensated for their  earlier payment of taxes by buying debt issued 
by the town. Once we move into the world of factional politics, it is 
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useful to distinguish between willing debtors and forced debtors. Will-
ing debtors are  those who would have supported the expenditure pro-
gram  under taxation and supported it more strongly when it was financed 
by debt. Forced debtors would not have supported the program  under tax 
finance and are forced to bear a burden of debt repayment all the same.

Albert Hirschman distinguishes between exit and voice as ways of in-
fluencing the per for mance of organ izations.38 Hirschman treats  these meth-
ods as in de pen dent, meaning that each exerted in de pen dent influence over 
orga nizational per for mance.  There is surely merit in treating the two as 
interdependent, which would mean that the strength of voice would depend 
on the scope for exit. Voice is necessary to learn about the sources of orga-
nizational weakness. But exit is necessary if voice is to do its work  because 
voice without exit lacks muscle. All the same, Hirschman’s central interest 
was in getting economists to think more seriously about voice; it was not to 
sort through pos si ble forms of interaction between exit and voice.

It is worth noting that  hotels and shopping centers are commercial 
enterprises that provide both public and private goods as they are tradi-
tionally defined.39 For instance,  hotels provide public transportation, in 
the form of “subways” that run vertically, and they do so without direct 
charge.  Hotels likewise provide sanitation and security ser vices  free of 
direct charge. The cost of supplying  these publicly available ser vices is 
incorporated into the price of rooms.

Should a  hotel provide levels of such ser vices that do not mesh with 
the desires of clients,  those  hotels  will typically lose patronage,  either 
 because  hotel amenities are unsatisfactory or  because room prices are 
too high. The  owners of the  hotel have the managerial prob lem of pro-
viding bundles of ser vices that tenants desire in a cost- effective manner. 
Exit and voice work together in promoting this tendency.

The cost of exit generally varies directly with the size of po liti cal 
units, though that cost also depends on other considerations. For in-
stance, the cost of exit is surely lower for a tenant than for a homeowner 
 because the homeowner must incur the expenses associated with buying 
and selling real estate. For a renter of housing, however, exit is of similar 
costliness to a client in a  hotel. As the cost of exiting a jurisdiction in-
creases, residents may find that they have effectively posted a bond that 
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they must sacrifice if they exit. And as the cost of exit rises, the value 
of voice surely declines as well  because expressions of uneasiness or dis-
satisfaction become less significant.  Those at whom the voice is directed 
know that individuals  won’t escalate to exiting  unless the cost of staying 
exceeds the threshold created by the cost of exit.

What does the easiness or difficulty of exit have to do with public 
debt? When exit is relatively easy, demo cratic polities  will tend to oper-
ate consensually, as illustrated by Figure 17.2 when every one agrees on the 
public output. What leads to this mode of operation is the need for the sup-
porters of po liti cal programs to attract taxpayers to their jurisdictions. With 
exit, jurisdictions must attract residents who can locate in other jurisdic-
tions. The po liti cal pro cess is roughly constrained to operate consensually 
not so much out of intention as out of necessity when exit costs are low.

The cost of exit surely rises ceteris paribus as one moves up the scale of 
government from local to national. As exit becomes more costly, voice be-
comes increasingly a form of cheap, in effec tive talk. Where exit is easy, po-
liti cal exchanges are mostly dyadic relationships that capture mutual gains. 
When exit is costly, po liti cal exchanges still operate  because the world of 
demo cratic po liti cal economy is constructed through transactions. With 
costly exit, however,  those transactions take on triadic character.40

Triadic exchanges have both winners and losers in any transaction. 
Figure 17.2 illustrates this situation, which arises when some  people pre-
fer the earthen dam while  others prefer the concrete dam. The winners 
receive a net gain from the transaction; the losers lose by paying more 
in taxes than however much they value the proj ect. With re spect to the 
town and its dam, the winners are net beneficiaries while the losers are 
net taxpayers. For triadic transactions, the ability of the transactional 
web to incorporate  people who would veto the fiscal operation if they 
had the ability to do so provides the cost reductions for  those who sup-
port the proj ect in question.

SOME CLOSING REMARKS ON DEMO CRATIC BUD GETING

Ricardian equivalence holds that public debt is just deferred taxation, 
with the pre sent value of that deferred taxation being equivalent to the 
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current taxation that would other wise have been imposed. Public debt 
alters the timing of nominal tax payments, but that is all it does. Yet 
Ricardian equivalence is an incomplete and even misleading scheme 
of analy sis  because it reduces a society to a single individual, therefore 
avoiding all phenomena that stem from differences among  people.

Ricardian equivalence holds that for any set of debtors and creditors, 
the sum of what the debtors owe is equal to the sum of what the creditors 
are owed. Debtors and creditors occupy diff er ent sides of a transaction, 
and the opposition of interests is an integral feature of credit transactions. 
Public debt is therefore more than a deferment of taxation. It also un-
dermines the princi ples of contract that are the basis of trust in society.41

Ordinary debts follow the contractual logic of promise and com-
mitment.42 A borrower promises to repay a debt and the lender relies 
on that promise. Through such private law arrangements, trust builds 
through experience in socie ties governed by private law princi ples.

This situation can change when public law comes into play. Besides a 
public debt that exceeds $22 trillion, the U.S. federal government has an 
implicit debt in the form of unfunded liabilities that exceeds $100 trillion 
by some estimates. Suppose you put unfunded liabilities into the contrac-
tual language of promise and commitment. An unfunded liability means 
that the promises that have been made to beneficiaries exceed the commit-
ments that have been imposed upon taxpayers by something on the order 
of $100 trillion. This situation surely qualifies as a form of systemic lying.

Public debt corrupts the practice of contract to the extent that 
promises regarding the  future do not vest in the pre sent sponsors who 
make  those promises. With the monarchs of old, their promises to repay 
creditors in the  future vested with the monarchs. By contrast, no such 
vesting exists with demo cratic public debt, though it could if liability 
for  future payments  were assigned at the time the debt was created. 
To be sure, if politicians had to assign  those  future liabilities now, they 
would surely be less  eager to resort to public debt, which in turn would 
surely lower their desires to spend.





The real ity of the U.S. fiscal situation is apparent to even the untrained 
eye. The prob lem of per sis tent government debt plagues not only the 
federal government but all 50 state governments as well. Pointing this 
out is nothing new. What is new and perhaps noteworthy, however, is 
the juxtaposition of the public sector’s indebtedness with the private sec-
tor’s profitability. In a time where multiple private companies are now 
worth over $1 trillion and setting rec ord levels of profit, the U.S. public 
sector seems to be hemorrhaging money at a faster rate than ever before. 
This gap between public indebtedness and private profitability is per-
plexing and worth exploring further.

As Richard Wagner has observed on this subject: “While living 
within a bud get can be difficult, most  people manage to do it most of 
the time. Even elected legislators seem to do this with their personal 
accounts, as we rarely hear of them having per sis tent financial difficul-
ties.”1 As Wagner points out, the issue with per sis tent U.S. debts and 
deficits arises not  because the individual legislators are unable to bal-
ance a budget— they routinely do so in their own lives. He goes on to 
note that even groups of  people, such as clubs and churches, can operate 
within a balanced bud get, so the current fiscal prob lems of the United 
States cannot merely be the result of group decisions or group dynamics 
per se.
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Fi nally, this inability to balance the bud get cannot simply be the re-
sult of the sheer difficulty of the prob lem of using astronomical numbers 
in bud geting. If it  were, then we would expect errors to be unbiased, 
causing governments to run deficits in some years and surpluses in  others, 
with the errors canceling one another over a sufficiently long time. The 
fact that the real world is characterized by deficits  every year— and typi-
cally larger- than- predicted deficits— means that something inherent in 
the public system is biasing the fiscal outcome  toward deficits and not 
 doing so in the private sector.

To explore this issue, this chapter takes a unique approach to de-
scribing the creation and discharge of debt obligations by applying the 
insights of de Viti,2 Buchanan,3 Brennan and Buchanan,4 Wagner,5 and 
Eusepi and Wagner.6 In  doing so, it describes Congress as a polycentric 
order with somewhat catallactic properties.7 This catallaxy emerges as a 
result of the splitting of the fiscal decision.8

However, rather than viewing the fiscal decision as being split in 
two, this chapter builds on some of the author’s previous work, which 
describes a tripartite decision pro cess among appropriations committees, 
authorization committees, and revenue- generating committees.9 Where 
this system (or more accurately, one like it) was initially established to 
act as a constraint on the be hav ior of government,  today it results in 
per sis tent deficits. Understanding how this system works, how it was 
originally envisioned to work, and the breakdown of the “old- time fis-
cal religion” generates understanding of the structural and systematic 
 causes of the per sis tent debt crisis in the United States.10

The rest of the chapter  will be or ga nized as follows. The next sec-
tion describes a systems theory approach to understanding the split de-
cision among the three committees: appropriations, authorization, and 
revenue generation. The second section provides a brief history of the 
fiscal decision, tracing  today’s practices to the rise of Keynesianism 
and the rise of po liti cal polarization. The third section grounds this in 
 today’s discussion by showing how  these forces have morphed into a 
form of game whereby per sis tent deficits are created. The chapter ends 
with concluding remarks.
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A SYSTEMS THEORY APPROACH

Members of the U.S. Congress are tasked with making many decisions 
and casting many votes. For example, “if we suppose that each of the 
535 members of the U.S. Congress  were given equal speaking time on 
each of the 10,637 bills considered during the 113th Congress and that 
Congress spent 80 hours per week only discussing bills and nothing  else, 
each Congressman would receive about five seconds of speaking time 
per bill.”11 That circumstance would clearly be untenable.

Bertrand de Jouvenel describes the committee system as a practical 
means of resolving this prob lem by charging a specific subset of the full 
assembly with the tasks of the initial discussion of bills pertaining to 
specific topics—of hammering out the details, as it  were— and of pre-
senting the full legislative assembly with a more reasonable bill they can 
vote on.12 In a world where each committee is made up of an unbiased, 
representative sample of the full legislative assembly, the resulting po-
liti cal decision from the committee should be identical to the decision 
that would have been made by the full legislative assembly, but with the 
added benefit of requiring fewer members of Congress per bill.

Committees exist for other reasons. For example, the U.S. Con-
gress divides spending and revenue generation into three diff er ent types 
of bills: authorization bills, appropriations bills, and revenue- generating 
bills. Briefly, an authorization bill describes how much of something 
the federal government may ultimately purchase. An appropriations bill, 
by contrast, is what allows the president to actually take the money out 
of the U.S. Trea sury and spend it on what Congress has authorized the 
president to purchase. The third component of this pro cess is revenue 
generation, which is typically carried out through tax legislation.

The typology is not chronological; no reason exists for why any one 
of  these bills must come first, second, or last. What it means is that, at 
least in princi ple, Congress can authorize the purchase of something and 
refuse to appropriate any funding for it. In fact, that is partially what 
happened with the Affordable Care Act in 2010, which was passed into 
law but was subsequently defunded through the Republicans’ blocking 
the passage of appropriations bills that would have given the president 
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the ability to actually withdraw funds from the Trea sury to pay for the 
Affordable Care Act.

The purpose of this split is to enact a second and deeper layer of a 
system of checks and balances. In  doing so, Congress’s decision to spend 
money is (ideally) constrained not only by how much revenue is brought 
in each year, but also by Congress’s ability to decide that the goal of the 
policy is laudable and that it can be accomplished at a reasonable cost. 
We each make  these types of decisions in our own lives when deciding 
 whether to purchase something.

For example, in  going out to dinner, we are presented with a menu 
of options and their prices. We then select the option that best satisfies 
our appetite as well as  doing so at the least cost relative to our bud get 
constraints. A $65 steak dinner  will certainly satisfy most appetites, but 
so too might a $12 hamburger. In deciding between the two, we weigh 
the relative benefits of each against our bud get constraints and income 
earning potential. If we want to indulge our preferences for the steak 
dinner, we must  either make sacrifices elsewhere in our lives or increase 
our revenue generation lest we incur debts that we cannot pay.

The same cannot be said of governments. The difference is that in 
the private setting, our spending and revenue- generating decisions are 
all made by the same individual (in the case of buying and spending) and 
interdependently (in the sense that we cannot spend money we do not 
have or other wise expect to have in the  future), whereas in the po liti cal 
setting they are made by diff er ent individuals and in de pen dently.

Most scholars argue that although such decisions are made sepa-
rately, they are still interdependent. This notion is most commonly 
referred to as “Ricardian equivalence,” named  after the famous econo-
mist David Ricardo, who argued essentially that public deficits  today 
are eventually paid off  either through higher taxation or reduced  future 
spending.13 That would mean that the order of the decisions that Con-
gress makes  matters. For example, if a spending bill  were passed first, it 
would in effect tie the hands of the revenue- generating committees to 
pass a bill that would ensure that enough funds  were available to pay for 
the spending. Likewise, the passage of a revenue- generating bill would 
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restrict the total amount of Congress’s spending and essentially tie the 
hands of the spending committees.

In the real world, however, Ricardian equivalence  doesn’t exist in 
practice, which is why the order in which the bills are passed is irrelevant. 
This is not a skeptical or cynical view— currently no document, legis-
lative or other wise, says that a government must repay its debts. Fur-
ther, even if such a document  were to exist (such as a balanced bud get 
amendment to the Constitution), it is difficult to imagine how, exactly, 
a balanced bud get would result over any sort of time horizon. To under-
stand why, we need to understand government debts as a byproduct of 
a complex system.

A “system” in this context describes the relationship of the indi-
vidual parts and how they interact to form the  whole. For example, a 
car can be thought of as a system—it has four tires, an engine (which is 
itself a system), seats, and vari ous pieces of glass designed to shield the 
passengers from the outside while providing visibility. We can say with a 
fair amount of confidence that each of  these individual parts contributes 
 toward the overall goal of the system, which is to help convey  people 
from point A to point B safely and comfortably. If any one part  were 
to fail, the ability of the system as a  whole would be greatly reduced or 
even brought to a halt. If an individual tire  were to fail, the car would 
not be 75  percent capable of conveying  people between points; the part 
would need to be repaired or replaced such that the car could be restored 
to working order.

The same can be said of a legislative assembly. Congress and the 
decisions that Congress makes can be thought of as the  whole, and the 
individual members, committees, and subcommittees can be thought of 
as the parts. Although cars and Congress differ in many ways, one that is 
impor tant in this context lies in the recognition that the individual parts 
of a car are designed to work well together, whereas the individual parts 
of Congress are designed to conflict with one another. In other words, 
the system in place that governs the fiscal decisions is designed to pre-
vent spending, not to enable it. As Calvin Coo lidge is reported to have 
once said, “It is more impor tant to kill bad bills than to pass good ones.”
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The fiscal decision is designed, from a systems theory approach, to 
block as many bills as pos si ble through the systems of checks and bal-
ances and the splitting of fiscal decisionmaking. The intended result 
is that the relatively few bills that make it through this gamut can be 
viewed as good in the sense that many diff er ent minority co ali tions (in-
cluding a minority of one at the presidential level) each had at least some 
ability to stop the bills from having the effect of spending money and 
thus effecting change.

Splitting this decision among three separate committees, each of 
which must pass a bill, provides an additional benefit in that, at least in 
princi ple, the arrangement should make it difficult for any bill to run the 
entire gamut of the legislative pro cess. The under lying princi ple guiding 
the original writing of the Constitution was one of caution. It was not 
designed to empower good  people or to enable “good” to be done, but 
rather to provide numerous means through which a small number of 
politicians could prevent a bill from becoming law.

The Founders— although they did not use  these words— were 
clearly very much aware of the distinction between the productive state, 
the protective state, and the predatory state—as well as the dangers of 
the latter.14  Because of this recognition, a system of checks and balances 
was designed. Although it is most notably applied to our understanding 
of the three separate branches of government, the committee system and 
the splitting of the fiscal decision into three parts constitute yet another 
system of checks and balances.

We can readily understand this by putting ourselves in the shoes of 
a well- intentioned member of the U.S. House and understanding the 
pro cess this  imagined person would have to go through to pass a bill 
that would require some amount of spending. Let’s further suppose that 
what ever this bill would accomplish passes the standard efficiency re-
quirements, that is, that it would provide more dollars in benefits than 
it costs.  We’ll also assume that the government is operating with a com-
pletely balanced bud get and that any increase in spending must also be 
accompanied by  either an equal reduction in spending somewhere  else 
in the bud get or an increase in revenues equal to the increased amount 
of expenditures so as to maintain a balanced bud get.
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Any member is technically allowed to introduce any piece of leg-
islation on the floor; however, in practice, that person would have to 
become a member of the relevant committee (and likely subcommit-
tee) that has legislative jurisdiction over bills pertaining to the topic 
on which the member wishes to increase spending. For example, if the 
member wished to increase spending on agriculture, he or she would 
need to be on the Agriculture Committee and, depending on the specif-
ics of the bill, would also need to be on one of the six subcommittees 
within this committee.

Getting this assignment would give the member at least some abil-
ity to influence bills pertaining to agriculture, though still not much, 
as the committee currently has 46 members. As a result, this member 
would have to secure the support of at least 23 other committee mem-
bers before the bill could even be brought to the Speaker and majority 
leader for them to consider bringing the bill to the floor of the House 
for a vote.

If the Speaker and the majority leader agree to bring the bill to the 
floor, they then have the option of bringing the bill to the floor as  either 
closed or open. “Closed” in this context means that no amendments or 
debate  will be allowed, and that the bill goes straight to a yea or nay 
vote.15

“Open,” however, means that the bill can be debated on the floor 
and that amendments can be proposed in line with the rules determined 
by the Rules Committee. Although the specifics of the rules differ from 
one session of Congress to the next (and in some cases, the rules differ 
from bill to bill, as the Rules Committee can meet to amend the rules at 
any time), some general themes can readily be identified.

First, amendments to the bill must be germane, meaning that any 
amendment must be relevant to the subject  matter of the bill. If a non-
germane amendment is offered, any representative can raise a point of 
order to strike that amendment from consideration. Second, proponents 
and opponents of the bill are afforded an equal amount of speaking time 
on the floor, to be divided among as many individual members as the 
opponents and proponents deem fit, so long as the total amount of time 
devoted to each side is equal. Once debate has ended, a quorum call is 
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taken to ensure that a majority of the full House is pre sent. Assuming a 
quorum, a  simple yea or nay vote is then taken.

If the bill receives a majority of the votes on the House floor, it is 
then sent to the Senate for consideration. The rules of the Senate differ 
markedly from the rules of the House. First, the bill must be placed on 
the legislative calendar, which is determined jointly between the vice 
president and the president pro tempore of the Senate. In practice, how-
ever, the vice president delegates this power to the president pro tem. 
Thus, in effect, the president pro tem must agree to put the House bill 
on the Senate’s legislative calendar and then actually bring said bill to 
the floor for debate.

Once the House bill reaches the floor of the Senate, debate can be-
gin. Unlike the House, debate in the Senate is unlimited, and no rules 
ensure that proponents and opponents are afforded equal speaking time. 
The debate does not end  unless cloture is invoked. First, 16 senators 
must sign a cloture motion and pre sent it to the clerk of the Senate, 
who then reads it. Two voting days must then elapse (e.g., if the cloture 
motion is submitted on a Monday, the cloture vote would take place on 
Wednesday in the morning).

To actually invoke cloture requires three- fifths of the “duly chosen 
and sworn” senators’ votes of support. Assuming no vacancies among 
senators, that means that 60 senators must vote to invoke cloture. Once 
cloture is invoked, no new amendments may be offered to the bill, and 
the Senate has 30 hours of debate,  after which the bill  will be put to a 
vote, requiring a  simple majority to pass. Assuming that the bill passes 
the Senate, it then goes to the president for final consideration. Should 
the president agree that the bill is worthwhile and has merit, the presi-
dent can then sign the bill into law.16

Note how many steps must be taken to pass a  simple bill. Although 
the number is impressive in and of itself, we should then multiply it by 
at least two (and possibly three) since— with the goal being to have a 
balanced budget— our  imagined representative would have to shepherd 
this authorization bill through the gamut of the legislative pro cess and 
then shepherd an appropriations bill through that same gamut, which 
would allow the president to withdraw the money from the Trea sury 
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and actually spend it. Our representative would also potentially need to 
shepherd a revenue bill that would, if necessary, raise the amount of tax 
revenue necessary to finance the additional spending that has been both 
authorized and appropriated.

This pro cess is exceedingly difficult to accomplish. The difficulty 
was intentional. The intent is to provide as many opportunities as pos-
si ble to prevent a bill from passing and accomplishing its goals. Unfor-
tunately, the pro cess has been corrupted over the years, with corruption 
leading inexorably to the current fiscal crisis that the United States is 
experiencing.

A BRIEF HISTORY OF THE FISCAL DECISION

The U.S. legislative system worked remarkably well for many genera-
tions. As a result of this and what Buchanan and Wagner refer to as “that 
old- time fiscal religion,” the United States had a long history of  running 
balanced bud gets and even ran surpluses in some years.17 To understand 
 today’s fiscal real ity, we need to identify the changes in the legislative 
pro cess that led to the observed pattern of fiscal calamity that we see 
 today. Much began to change around the 1930s and 1940s as a result of 
two  factors: the rise of Keynesianism in the economics profession and 
the rise of po liti cal polarization, especially in the 1980s and 1990s.

THE RISE OF KEYNESIANISM

It is often said that the first law of economics is that scarcity exists, 
whereas the first law of politics is to ignore the first law of economics. 
Although pithy, this joke gets at the frustrations that many economists 
feel when talking with politicians, assuming that they even get an audi-
ence at all. Some exceptions do exist, however, perhaps the most notable 
being that of John Maynard Keynes.18

Keynes fundamentally transformed nearly the entire economics pro-
fession within just a few short years. That feat alone is noteworthy, but 
where he lives on perhaps most fully is in the way he fundamentally trans-
formed the economic role of the state.  After Keynes, the days where the 
state’s role was primarily that of a referee— tasked with making sure the 
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rules (laws)  were both fair and applied equally— were over. Instead, the 
state’s role was expanded to include not only that of referee, but also that 
of managing the state of the economy writ large through attempts at ag-
gregate demand management.

Keynes’s argument can be summarized fairly simply. Governments 
have both the ability and the duty to use policies (fiscal or monetary) to 
balance the economy without worrying about balancing their bud get. 
In times of economic hardship, governments have the responsibility to 
boost aggregate demand by  either increasing spending or reducing taxes. 
In  doing so, the government would run a deficit in the current period, 
which would add to the government’s debt.

Conversely, when the economy is booming (or in times of plenty), 
the government can and perhaps should act as a dampener by reducing 
spending or raising taxes, which would have them  running a surplus in 
the current period.  There is no need to worry, say Keynesians, about 
the federal bud get at any one time  because over the length of the entire 
business cycle (or a sufficient number of business cycles), the federal gov-
ernment’s bud get  will balance itself. Thus, and somewhat paradoxically, 
Keynes and his followers would likely oppose a constitutional amend-
ment requiring Congress to balance its bud get each and  every year, as 
it would effectively take away the ability of the government to engage 
in the deficit spending that is, in the Keynesian framework, necessary to 
 counter a recession, especially if that recession lasts several years. Two 
of Keynes’s fundamental assertions  were (a) spending and production 
are linked and (b) production and employment are linked, at least in the 
short run. Taken at face value,  these links seem at least somewhat plau-
sible: if consumers are spending more on goods and ser vices, then firms 
 will expand their output. Likewise, if firms are expanding their output, 
they  will need to hire more workers, at least in the short run.

From a policy standpoint that means the state can increase employ-
ment in the short run by increasing spending  today. What’s more, it is 
argued that this increased pressure to hire  will result in increased wages 
and salaries, which in turn  will fuel even more spending on the part of 
consumers. Consequently, Keynes argued that a multiplier effect would 
occur, whereby each dollar of government spending would increase the 
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total amount of spending by more than a dollar. Using that as an ana-
lytic framework for asking the question “Should the government spend 
money?” the answer is obvious: yes. In the United States, this gave Con-
gress and the president a very power ful justification for the increased 
spending observed from about 1940 onward.

THE RISE OF PO LITI CAL POLARIZATION

The second  factor that has contributed to the current fiscal shape of the 
United States lies in the rise of po liti cal polarization. Now factions have 
always been viewed as a danger in American po liti cal life, with Madison 
warning about them extensively in The Federalist Papers. Even George 
Washington warned against the rise of factions in his Farewell Address:

The alternate domination of one faction over another, sharpened by 
the spirit of revenge, natu ral to party dissension, which in diff er ent 
ages and countries has perpetrated the most horrid enormities, is it-
self a frightful despotism. But this leads at length to a more formal 
and permanent despotism. The disorders and miseries which result 
gradually incline the minds of men to seek security and repose in the 
absolute power of an individual; and sooner or  later the chief of some 
prevailing faction, more able or more fortunate than his competitors, 
turns this disposition to the purposes of his own elevation, on the 
ruins of public liberty.19

Washington’s warning was prescient. In  today’s po liti cal arena, the 
overwhelming majority of bills passed by Congress are strictly along 
party lines, a trend that has advanced greatly in recent years. In the early 
1970s, votes in Congress  were already largely along party lines, with 
such votes happening approximately 60  percent of the time.  Today this 
figure is closer to 90  percent in both the House and the Senate.20 As evi-
dence of the decline in even valuing bipartisanship, John McCain was 
recently referred to as “a traitor to the Conservative cause” for refusing 
to support a bill to repeal and replace the Affordable Care Act without a 
bipartisan conversation happening first.

Hebert and Wagner explain partisanship as a result of the increased 
role that po liti cal parties play in society.21 Where traditional models assume 
parties to be a sort of  simple intermediary that lubricates the po liti cal 
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pro cess by disseminating information from politicians to voters,22 they 
argue that po liti cal parties act as a peculiar sort of interest group in that 
they pre sent information in such a way as to construct images that res-
onate particularly well with a certain subset of the population.23 For 
example, when discussing subsidizing wind farms, some  people might 
consider the subsidies as filling a gap in research and development in an 
essential technology, whereas  others may consider them as a means of 
securing additional rents for certain well- connected members of soci-
ety.24 Despite what we may hope,  there  really is no way to definitively 
prove which vision is the correct one.

The difficulty in exactly characterizing po liti cal parties is readily 
apparent in the context of  today’s fiscal debate. Tax increases are sup-
ported by alleging that some group of citizens is paying less than their 
fair share of the cost of living in a civilized society, to borrow Oli-
ver Wendell Holmes’s phrase. Taxes are opposed by arguing that they 
would reduce economic growth. Other arguments exist, but  these two 
are prob ably the most impor tant.  These arguments are also completely 
orthogonal, meaning that in no way are they mutually exclusive— both 
could be true just as easily as both could be false. Each statement is pre-
sented not  because it is a rejoinder to the other, but  because it is well- 
known that each statement appeals especially well to an identifiable 
segment of the electorate.

The rise of po liti cal polarization has had serious and deleterious ef-
fects on the fiscal, po liti cal, and social health of the nation, with  every 
four to eight years comprising  either mostly increased spending on the 
war on poverty or mostly increased spending on what could broadly be 
defined as the war on terrorism. The result is a bloated public sector, 
which increases spending virtually  every year, without a commensurate 
increase in taxation to finance said expenditures.

One of the most damaging aspects of polarization within any repub-
lic comes from the parties’ alternating visions of what  ought to be done. 
George Washington again warns us, saying that the alternating domin-
ion of one faction over another makes “public administration the mirror 
of the ill- concerted and incongruous proj ects of faction, rather than the 
organ of consistent and  wholesome plans digested by common counsels 
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and modified by mutual interests.”25 In other words, each faction must 
simply wait  until they are the ones in power, at which point they can 
undo what the previous faction had done and replace it with their own 
vision, rather than taking a longer- term perspective.

This approach creates difficulties with the administration of vir-
tually  every aspect of government, as it becomes a game whereby the 
ruling faction simply does what it can do when they are able to do so. For 
example, vari ous provisions in the federal tax code subsidize tobacco 
cultivation, which encourages consumption through lower prices, 
whereas other provisions penalize the consumption of tobacco prod-
ucts, thereby discouraging their consumption. Overall the tax code has 
been used to accomplish myriad incongruent goals, not all related to 
raising revenues.26

BUD GET CHICANERY

Po liti cal polarization cannot explain recent transnational deficit phe-
nomena, however. Unfortunately, institutional considerations must ac-
count for the per sis tent deficits we see from governments around the 
world.27 Namely, a sort of fiscal commons exists, which can be used 
jointly by all, in much the same way a public meadow can graze the 
sheep of all the surrounding farmers. Common- pool resources have 
many potential management strategies.28 However, such strategies pre-
sume the existence of some sort of entity with some control over the 
 matter, as well as some interest in seeing that the common- pool resource 
is managed properly.

We see the management of common- pool bud get resources most 
readily in the case of private firms.  There, the choice to spend is explic-
itly linked to the liabilities that choice creates, even if it may not seem 
so. A firm’s bud get can be thought of as a common- pool resource, at 
least at the start of the fiscal year, with that bud get being parceled out to 
vari ous man ag ers in the form of bud get numbers such that some amount 
of petty cash is likely left over. This commons is replenished through 
commercial activity, that is, by producing a product or ser vice that is 
then sold to customers. In effect, garnering and maintaining customer 
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support replenish the fiscal commons in the private setting. Man ag ers 
who consistently go over bud get without that additional spending clearly 
generating sufficient additional revenues  will quickly find themselves 
unemployed, as their actions are tantamount to reducing the amount of 
resources that can be parceled out. In other words, they are causing the 
depletion of the firm’s common- pool resource. Likewise, even though 
a man ag er may wish to overstate the benefits or understate the costs of 
any proposed proj ect,  doing so  will not be tolerated for long, as such 
 mistakes are costly and easily attributable to a single source.

In the public setting, the commons refers to the funds available for 
Congress to spend. Unlike the private setting, where the commons is 
stocked and replenished through commercial activity, this commons is 
stocked and replenished by taxation.  Here, we can already see a po-
tentially dangerous prob lem: one way in which would-be elected of-
ficials compete for constituent support is through lowering taxes, which 
is tantamount to reducing the stock of the common- pool resource. 
Elected officials— through their appointment to vari ous appropriations 
committees— vie with one another for increased access to this common- 
pool resource. In  doing so, they often prepare cost– benefit analyses. 
Ideally, only bills whose reported benefits exceed their reported costs 
should ultimately be supported. However, projecting costs and benefits 
for bills is fraught with potentials for abuse.

As Block describes: “Advocates of new spending proj ects  will seek 
projections that  will portray them at the lowest pos si ble cost. On the 
flip side, tax- cut proponents look for projections that minimize revenue 
loss.”29 This practice  isn’t in and of itself dishonest— the committees and 
their members are merely choosing which study to cite in their reports 
and hearings, as well as carefully choosing witnesses. But selectively pre-
senting evidence advocates a position rather than taking a purely aca-
demic approach to the issue. Regardless, numbers are an integral part of 
the bud get pro cess. In par tic u lar, two numbers are especially impor tant.

The first number that must be established is a sort of base for com-
parison purposes. This number, appropriately called the “baseline,” is a 
projection of what  will happen if nothing changes in current law. The 
second number is an estimate of net revenue that would be generated 
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or costs that would be imposed if the proposed legislation  were to pass. 
This number is referred to as the “score.” Taken together,  these num-
bers provide the Senate with an estimation of where they are currently 
heading financially and how the proposed legislation  will affect that tra-
jectory. Both numbers are highly impor tant; however, the baseline is 
perhaps the more impor tant of the two, as a high baseline would reduce 
the apparent cost of any proposed legislation.

 These numbers became particularly impor tant  after the 1990 Bud get 
Enforcement Act. That act imposed two restrictions on Congress: First, 
Congress was not to adopt spending legislation that would cause annual 
appropriations on discretionary spending to exceed caps established in 
the bud get resolution. Second, all new tax legislation or changes to en-
titlement programs must be revenue neutral, meaning that decreases in 
revenue or increases in spending had to be offset by increases in revenue 
or decreases in spending elsewhere in the bud get.

In an ideal world, the economic assumptions and methodologies 
used to construct  these numbers would not  matter, but unfortunately, 
that is not the case: “In the imprecise world of bud getary mathe matics, 
even seemingly small changes in estimation methodologies and eco-
nomic or behavioral assumptions can lead to significantly diff er ent 
scores.”30 Legitimate differences of opinion  will always exist over which 
assumptions to make or which estimation methodologies to use, but it 
would be foolish not to acknowledge that assumptions and methodolo-
gies can also be chosen merely to suit a par tic u lar ideology or to advance 
a par tic u lar agenda.

In addition, the task of classifying an item as taxation or spending 
is not as straightforward as one would intuitively believe. Both Presi-
dents Ronald Reagan and Bill Clinton, for example, have argued that 
increases in Social Security benefit taxes should be scored as spending 
cuts rather than tax increases since the tax increases would effectively 
reduce the amount of benefit that the recipients actually received.

The timing that is associated with bud getary scoring  faces similar 
but separate prob lems.31 It is similar in the sense that it involves the 
manipulation of numbers, but it differs in that it does not rely on ma-
nipulating the numbers’ values, nor is it manipulating the categorization 
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of the numbers. Instead, timing can be gamed owing to the fact that 
bud gets are based on fiscal years beginning October  1, whereas many 
spending programs are based on calendar years. Thus the expense (or 
revenue) can be reported as occurring in diff er ent parts of the calen-
dar year, which correspond to diff er ent fiscal years. In the event that a 
spending program  will put an appropriations committee over its cap, 
the committee can simply report the spending as occurring in a diff er-
ent part of the calendar year and avoid being punished for exceeding its 
limit during the current fiscal year.

A second source of timing obfuscation can be found in inconsis-
tent uses of the bud get win dow. Bud gets are,  after all, tied to a specific 
amount of time.  Every  house hold has its own daily bud gets, but also 
weekly, monthly, yearly, and perhaps even lifetime bud gets. In setting 
their bud gets, they set aside a certain amount of money that can be spent 
over the course of a specified amount of time. So too must any commit-
tee or office that makes bud get projections and recommendations— they 
must put forth a plan that sets aside a certain amount of money that is 
available to be spent over a certain amount of time.

In the past, Congress used a short, one- year basis for bud geting pur-
poses. Although it provided Congress with the flexibility to amend the 
bud get resolution each year, it also meant that individual Congresses 
 were not making allowance for the long- run costs of any proposed leg-
islation, instead only making allowance for the current- year costs. This 
situation created prob lems in that the long- run costs would get out of 
hand through the  simple fact that few, if any, senators  were taking them 
into account.

A bud get resolution that takes into account long- run projections, 
however,  will necessarily be more speculative in nature than a short- 
term bud get, much as how an annual bud get at home is much less certain 
than a daily bud get. Long- term planning— while it gains the benefit of 
taking into account long- run costs— sacrifices the hindsight necessary 
to easily update figures as new information becomes available.

In 1990, Congress passed the Bud get Enforcement Act as a means 
of settling this debate by moving to a statutory five- year minimum 
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win dow for purposes of bud get resolutions. In 1997, Congress began re-
questing 10- year bud get information from the Congressional Bud get 
Office (CBO); the Office of Management and Bud get (OMB) followed 
suit, similarly supplying 10- year bud get information. The impor tant 
 thing  here is that the legislative and the executive branches both used 
the same bud get win dow, the same scoring practices, and so on, in their 
evaluations.  Doing so allows for a more fruitful comparison between the 
two branches’ bud get proposals.

The challenge, however, is that no formal rules govern the bud-
get win dow that must be used other than the five- year minimum. In 
2004, for example, the OMB began using a 10- year win dow in some in-
stances and a 5- year win dow in  others in the same bud get proposal. This 
method made meaningful comparisons and calculations difficult and re-
sulted in charges that the administration was using selective changes in 
the bud get win dow solely to advance the president’s legislative agenda.

A third source of timing difficulty comes from the use of vari ous 
accounting gimmicks.  These can range from the relatively  simple to 
the complex. An example of a  simple accounting gimmick comes from 
the inconsistent use of cash versus accrual accounting. Briefly, cash ac-
counting is a type of accounting practice that rec ords revenues in the 
period in which they are received and expenses in the period in which 
they are paid. It does not include revenues that are to be collected in 
the  future, nor does it include expenses that are to be paid in the  future 
in any way.

In contrast, accrual accounting rec ords incomes and expenses 
when the right to receive or obligation to pay them arises, regardless 
of  whether funds have been received or paid. In the private sector, the 
accrual method dominates  because of its forward- looking nature and is 
even required in accordance with generally accepted accounting princi-
ples established by the Financial Accounting Standards Board.

Congress, however, does not have such a requirement. In general, 
Congress uses the cash accounting method (though  there are exceptions), 
and OMB/CBO reports are likewise calculated using this method. This 
method affords legislators several tools of bud get chicanery.
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Perhaps the easiest one is to simply delay payments or receipts by one 
day and thus into the subsequent fiscal year.  People outside Congress may 
not notice such a trick, and it can easily be employed to move billions 
of dollars from one bud get year to another. Advance appropriations are 
similar to this practice: an appropriations bill can be passed in one fiscal 
year while the authorization bill (and thus the  actual spending) can be 
passed in the subsequent year, again shifting the spending away from one 
fiscal year and into another.  These bud get gimmicks are power ful, but 
they are  limited in that they can only move payments and receipts from 
one year to the next. To move bud get items over longer periods, more 
sophisticated and complex variations need to be employed.

The easiest way to move bud get items across longer periods is to phase 
in programs over time. In  doing so, legislators commit to spending over 
much longer periods than the year in which they are legislating while 
si mul ta neously tying the hands of  future Congresses ( unless the  future 
Congress acts to repeal said program). Alternatively, rather than paying 
the full cost up front to, say, construct a building, Congress can engage a 
private contractor to build the building, giving the contractor the title to 
the building at the end of construction and subsequently paying rent to 
occupy the space created. This contracting- out method can appear ad-
vantageous even if it ultimately costs significantly more than Congress’s 
simply building or buying the building itself. Again, using the cash ac-
counting method,  these tricks allow the current Congress to commit to 
spending programs while reporting only a fraction of that spending in the 
current year.  Under the accrual method, the full cost would be reported 
immediately regardless of when the money would actually be paid.

Another, slightly more complicated version of this tactic is to pass 
legislation with a fixed expiration date or sunset, even if the legislation is 
fully expected to extend beyond the sunset or perhaps even to be made 
permanent. This trick works  because of the methodology that the CBO 
uses when scoring any proposals. The CBO must, when scoring any 
proposals, consider them in light of existing law without taking into ac-
count  future statutory changes to the law. As a result, if a proposal that 
 will reduce revenue includes a sunset provision of three years, the CBO 
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 will score it as existing only for  those three years, and its score  will be 
improved.

The temporary research and development tax credit may be the 
most notorious offender of this sunsetting game.32 Despite widespread 
bipartisan support, a permanent tax credit for research and development 
has not been passed; instead, the temporary credit first passed in 1981 
has been extended several times such that it is now viewed as virtually a 
po liti cal given.

In summary, the cash accounting method, for all its merits, also 
provides government agencies with significant scope to engage in bud-
get gimmicks by slightly altering the timing of the spending or revenue 
collection.  Doing so can make it appear as though Congress as a  whole 
is saving significant money on a year- by- year basis while si mul ta neously 
increasing long- term spending obligations.

CONCLUSION

This chapter seriously calls into question the ability to properly con-
strain any legislative assembly from overspending. It is not meant to 
scare anyone or to imply that the situation is hopeless—as Wagner points 
out, “What cannot continue,  won’t continue,” and this situation clearly 
cannot continue in defi nitely.33 This circumstance leads us naturally to 
questions of prevention and of what  will happen if the deficit grows to a 
point that is untenable.

Much would have to change in the bud get pro cess if we are to pre-
vent fiscal disaster. Given the institutional setting of public debt, it is not 
at all clear how that would be done or if it is even pos si ble. The Found-
ers had a way of  doing this through a system of internal checks and bal-
ances. That system worked remarkably well for generations. However, 
in  those times, the connection between the general public and their 
elected officials was much tighter, if only  because the population was 
much smaller and the division of  labor much more  limited, fostering a 
greater common knowledge among the public in that every one had a 
better understanding of one another. It was also a time when, relatively 
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speaking, the federal government did not do a  whole lot. And so reason-
able  people could evaluate vari ous bills and proposals with much greater 
ease than they can  today.

Fi nally, that old- time fiscal religion has been broken. Gone are the 
days when governments  were viewed as merely referees within society, 
making sure that a person’s property and contracts  were respected. In-
stead, government has been transformed, rightly or wrongly, into an 
entity that is expected to provide goods and ser vices to its citizens, or 
at least some portion of its citizens. What this means for the  future of 
governments and their fiscal health remains to be seen.



For two centuries, the United States maintained arguably the strongest 
federalist system in the world, grounded in fiscal federalism. The term 
“fiscal federalism” is used in the broad sense of autonomous and in-
de pen dent branches of government, each responsible for fiscal policies 
within its own jurisdiction. The basis for this strong federalist system was 
of course the Constitution, with enumerated powers delegated to the 
federal government, and remaining powers vested in the states and the 
 people. The strength of this federalist system was decentralized structure, 
with fiscal autonomy and in de pen dence for subnational governments. 
Elected officials at all levels of government practiced the “old- time fiscal 
religion” of balanced bud gets.1

Fiscal federalism was based on a “no- bailout” princi ple. In the 1840s, 
a number of states went bankrupt, including Illinois, Michigan, Penn-
sylvania, and five  others. Despite entreaties from insolvent states, the 
federal government refused to bail them out.2 The no- bailout princi ple 
created the right incentives.  After 1840, state and local governments in-
corporated fiscal rules in their constitutions mandating a balanced bud-
get and limiting debt. Throughout the 19th  and early 20th centuries, 
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elected officials learned to live with the constraints imposed by balanced 
bud get rules and debt limits, and citizens gained confidence in the abil-
ity of state and local officials to pursue prudent fiscal policies. Banks and 
other creditors had an incentive to evaluate the creditworthiness of each 
jurisdiction in extending loans. Credit rating agencies had an incentive 
to practice due diligence in rating the bonds issued by each jurisdiction. 
With balanced bud get rules and debt limits in place, state bankruptcies 
 were few and far between; the last state to declare bankruptcy was Arkan-
sas during the 1930s.3

Before 1934, bankruptcy law applied only to private persons and com-
panies. The relevant federal law, Chapter  9 of the Federal Bankruptcy 
Code, did not apply to state or local governments. In 1934, Congress ex-
tended bankruptcy law to municipal debt, in response to appeals from 
municipal governments overwhelmed with bonded indebtedness. In 1936, 
the Supreme Court ruled that law unconstitutional in Ashton v. Cameron 
County  Water Improvement District. Also in 1936, Congress passed a new 
statute that the Supreme Court, in United States v. Bekins, ruled constitu-
tional. Since then, local jurisdictions can use bankruptcy law to negotiate 
with creditors to restructure their debts, and to renegotiate contractual 
obligations such as pay, retirement, pensions, and health benefits.

Federal bankruptcy law provided for an orderly settlement of mu-
nicipal debt, and insolvency laws provided for a renegotiation of debt 
without the government having to enter bankruptcy proceedings. As 
the creditworthiness of state and local government improved, fiscal fed-
eralism strengthened. Over time, with a “no- bailout” princi ple in place, 
and governed by bankruptcy laws, citizens gained more confidence that 
state and local governments would balance their bud gets and limit debt, 
a phenomenon that Blankart refers to as growing “credence capital.”4

Over the past half  century, however, we have witnessed an erosion 
of fiscal federalism and declining dynamic credence capital. Elected of-
ficials at all levels of government abandoned the norm of balanced bud-
gets. A fatal flaw was the rejection of the no- bailout princi ple; indeed, 
we have become a bailout society. Municipal governments and school 
districts are increasingly dependent on state transfers and subsidies; and 
states such as Connecticut and Illinois have come to rely on bailouts 
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from the federal government. With  these bailouts, state and local gov-
ernments can avoid bankruptcy. This fiscal de pen dency accelerated with 
the massive federal bailout of state and local governments during the 
recent financial crisis.5

Credit markets are now signaling to highly indebted state and local 
governments, and to the federal government, that current fiscal poli-
cies are unsustainable. As the debt crisis has intensified, citizens have 
lost confidence in the ability of elected officials to pursue prudent fiscal 
policies.

In contrast to the United States, some countries, such as Switzerland, 
have successfully addressed their debt crisis. Swiss courts have enforced 
the no- bailout princi ple, requiring fiscal autonomy and in de pen dence 
for municipal and cantonal governments. With strict bankruptcy laws in 
place, Swiss subnational and national governments enacted debt brakes, 
fiscal rules that mandate that governments balance bud gets and reduce 
debt to sustainable levels. As  these debt brakes strengthened fiscal fed-
eralism, Swiss citizens gained greater confidence in the ability of their 
elected officials to pursue prudent fiscal policies.6

In this chapter, we argue that the United States should follow the 
Swiss pre ce dent, restoring a strong fiscal federalist system, with fis-
cal autonomy for state and local governments. A no- bailout princi ple 
should be restored, such that state as well as local governments are sub-
ject to bankruptcy laws. Like their Swiss counter parts, state and lo-
cal governments would then have an incentive to enact effective fiscal 
rules, mandating a balanced bud get and reductions in unsustainable 
levels of debt.

Swiss- style fiscal rules are proposed for the federal government, as 
well as state and local governments. With  these fiscal rules in place, 
elected officials would have an incentive to address the debt crisis. With 
effective fiscal rules, and with the enforcement of a no- bailout princi-
ple, citizens would gain confidence in the ability of elected officials 
to pursue prudent fiscal policies. However,  after a half  century of de-
clining dynamic credence capital, enacting the institutional reforms re-
quired for effective fiscal rules in the United States  will be a formidable 
challenge.
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EROSION OF FISCAL FEDERALISM

ABANDONING THE OLD- TIME RELIGION OF BALANCED BUD GETS

The U.S. Constitution contains no provisions imposing limits on defi-
cits and debt. However, over the first two centuries of U.S. history, 
fiscal policies at all levels of government  were governed by what econo-
mists refer to as the old- time religion of balanced bud gets. In periods of 
military conflict, the federal government often could not increase taxes 
by a sufficient amount to cover expenses, and it resorted to borrowing. 
In peacetime, the government was expected to balance the bud get, and 
in some years to generate surplus revenue to pay down the debt. In the 
long term, federal debt declined both in nominal terms and as a share of 
gross domestic product (GDP).7

Adherence to balanced bud gets is evident in the early 20th  century. 
Federal spending and borrowing spiked during World War I, as it had 
during prior military conflicts. But during the 1920s, federal spending 
was reduced from $18 billion to $3 billion. As a share of GDP, fed-
eral spending fell below 5  percent, comparable with peacetime spend-
ing in the 19th   century. In the 1920s, the federal government earned 
surplus revenue used to pay down the federal debt, which was reduced 
from $25 billion to $17 billion. Federal debt as a share of GDP fell to 
about 16  percent, comparable with debt levels during peacetime in the 
19th  century.8

The tradition of balanced bud gets continued well into the post– 
World War II years. In some years, Cold War expenditures tipped the 
federal bud get into deficit, but in other years the federal government 
balanced the bud get, including a few years of surplus revenue. Federal 
debt as a share of GDP declined continuously  until the 1970s.9

Over the past half  century, the federal government abandoned its 
commitment to balanced bud gets. With the exception of a few years 
in the late 1990s, the federal government has incurred deficits and ac-
cumulated debt continuously. The Congressional Bud get Office (CBO) 
proj ects that  under current law, debt  will increase to equal the national 
income over the next de cade and  will continue to increase to unsustain-
able levels thereafter.10
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The past half  century has also witnessed an increase in debt in-
curred by state and local governments. Debt and unfunded liabilities in 
pension and health benefits for public employees impose heavy burdens 
on state and local taxpayers. In 2013, state and local governments owed 
$968 billion in unfunded pension benefits, $587 billion in unfunded 
health benefits, and $518 billion in outstanding debt.11 Despite the risk 
of insolvency, state and local government debt as a share of income is 
projected to continue to grow in the 21st  century.12 Some states, such as 
Colorado, have been more successful in enforcing balanced bud get rules 
and tax and spending limits.13 However, even  those states must now ad-
dress the unsustainable growth of unfunded liabilities in retiree pension 
and health benefits.

ABANDONING THE NO- BAILOUT PRINCI PLE

Many  factors led elected officials to abandon the old- time religion of 
balanced bud gets; however, rejection of the no- bailout princi ple was 
a fatal flaw. We can trace that rejection to the  Great Depression, when 
hundreds of municipalities defaulted on the debt they had incurred dur-
ing the more prosperous years in the 1920s. In some cases, municipali-
ties  were able to restructure debt and extend repayment periods, but in 
many cases the debt went unpaid.14

New Jersey and North Carolina responded to the municipal bankrupt-
cies of the 1930s by enacting municipal fiscal emergency laws;  these laws 
allow the state to intervene when municipal governments cannot meet 
their financial obligations.  These interventions include emergency financ-
ing, a control board with powers to review and veto local decisions, and 
adjustment in wages and benefits for employees. Although the laws differ 
from state to state, they generally allow the state to borrow on behalf of the 
municipality, essentially bailing it out of its financial difficulties.15

The fiscal stress experienced by municipal governments during the 
financial crisis that began in 2008 led a number of states to pass new 
fiscal emergency laws. Thirteen states have now passed laws that allow 
them to deal in general with municipal fiscal emergencies; three states 
have passed laws addressing specific municipal government emergencies.16
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Historically, U.S. states and local jurisdictions operated within a strong 
federalist system, with clear autonomy from the federal government. Over 
the past half  century, however, that fiscal autonomy has eroded signifi-
cantly. This erosion is reflected in the increased share of state and local ex-
penditures funded from federal government transfers. More importantly, 
the loss of autonomy is reflected in the increased regulation and control of 
state and local expenditures by the federal government.17

State and local governments are increasingly dependent on federal 
transfers, especially in funding entitlement programs. That dependence 
is most evident in the loss of state control over Medicaid. Many state 
governments accepted the Obama administration policy to expand en-
rollment in Medicaid, with the provision that the federal government 
would finance most of the increased cost. Federally mandated spending 
for welfare and Medicaid programs has thus left state governments with 
 little control over major parts of their bud gets.18

A discontinuous increase in federal government transfers and bail-
outs occurred during the recent financial crisis. The George W. Bush 
administration responded to the 2008 financial crisis by enacting the 
Emergency Economic Stabilization Act. That act was the basis for the 
Troubled Asset Relief Program (TARP) that authorized up to $700 billion 
in subsidies to bail out financial institutions.19

The Bush bailout of financial institutions was followed in 2009 
by a more ambitious bailout by the Obama administration, including 
the $830 billion American Recovery and Reinvestment Act (ARRA). 
The AARA subsidized a wide range of government programs at both 
the federal and the state level. It also targeted subsidies to two auto firms, 
Chrysler and General Motors. The government then forced financial 
institutions that had received TARP funding to purchase the stock of 
 those auto firms, in effect nationalizing the firms. Federal government 
mandates on the auto industry, and other industries, have continued 
 under the Trump administration.

Fiscal stimulus during the Obama administration was used to subsi-
dize state and local governments.20 That funding enabled state and local 
governments to address fiscal stress during the financial crisis, and in 
some cases to avoid bankruptcy.
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Much of that fiscal stimulus was off bud get. For example, the federal 
government subsidized debt issued by state governments as Build Amer i ca 
Bonds (BABs). States issuing  these bonds received a direct federal subsidy 
of 35  percent of their interest payment. State governments issued almost 
$250 billion in BABs in 2009 and 2010. That action allowed the total debt 
issued by state and local governments to grow during the financial crisis.21

But the federal bailout of state and local governments introduced 
moral  hazard, similar to that accompanying bailouts in the financial in-
dustry. Anticipating bailouts, municipal governments have less incentive 
to impose fiscal rules or to pursue prudent fiscal policies. When munici-
palities receive bailouts, credit rating agencies lump them together, rather 
than assessing the riskiness of each jurisdiction in issuing debt. The inef-
ficiency and misallocation of lending to municipal governments weaken 
the public finances of all jurisdictions participating in the bailout.

The bailout of state and local governments by the Obama administra-
tion during the  Great Recession created even greater dependence on the 
federal government. Without that federal bailout, many states would have 
been unable to meet their financial obligations. They are now more de-
pendent on federal government transfers than before the financial  crisis.22

Recent studies have attempted to estimate the cost of government 
bailouts during the financial crisis. The Congressional Bud get Office es-
timates that of the $700 billion authorized by the Emergency Economic 
Stabilization Act, $431 billion was actually spent in bailing out financial 
institutions.23  After repayment of  those loans, the CBO estimates the 
cost of TARP at $24 billion. Even this estimate does not fully reflect the 
cost of  these federal loans to private entities (see the discussion of feder-
ally subsidized lending by Marvin Phaup in Chapter 15 of this book). 
The CBO also estimated that the ARRA would increase deficits by 
$185 billion in 2009, $399 billion in 2010, and $134 billion in 2011, or 
$787 billion over the 2009–2011 period.24

The  actual deficits incurred by the Obama administration  were 
unpre ce dented. In his first year in office, deficits tripled from about 
$500 billion to almost $1.5 trillion. Deficits remained above $1 trillion 
a year while  those bailout programs  were in effect, and then decreased 
to about $500 billion when they ended. Much of the bailout money was 
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expended off bud get, and therefore was not subject to the scrutiny that 
accompanies the regular bud get pro cess.

The inefficiency and misallocation of resources resulting from gov-
ernment bailouts are difficult to mea sure.25 But the real cost of federal 
transfers and bailouts is the impact of  these policies on incentives in both 
the private and the public sector. The perception grows that the federal 
government cannot constrain debt, exposing the country to increasing 
risk of default. Credit markets punish this profligacy by charging higher 
interest rates, reflecting the risk of default in the United States compared 
with eurozone countries.26

State and local governments in the United States are more sensitive 
to the constraints imposed by credit markets compared with the federal 
government. Credit ratings on debt issued by state and local govern-
ments vary considerably, and the interest rates charged for debt issued 
by state and local governments vary as well. The financial crisis revealed 
wide disparities between jurisdictions pursuing prudent and profligate 
fiscal policies.27

AMER I CA’S FIRST FAILED STATE: ILLINOIS

Illinois is Amer i ca’s first failed state. The state has accumulated hun-
dreds of billions in debt and unfunded liabilities in public- sector pen-
sion and health care plans. The failure of Illinois to address this growing 
debt crisis is often attributed to a divided legislature and gridlock in 
the bud get pro cess. But a more fundamental flaw is the state’s rejection of 
no- bailout rules, and the growing dependence of both the state govern-
ment and local governments on federal transfers and bailouts. This flaw 
can be traced to federal bailouts received during the financial crisis.28

Illinois made extensive use of federally subsidized debt in the form 
of BABs.29 The direct impact of federal subsidies for bonds was a sharp 
increase in deficits in 2009 and 2010, boosting total bonds outstanding 
to $25 billion. This change was followed by a ratcheting up of deficits in 
subsequent years, reaching a peak of almost $15 billion in 2017. In 2018, 
it was estimated that Illinois would boost debt by $30 billion.30
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The state has also assumed liabilities incurred in Chicago and other 
highly indebted local jurisdictions. The accumulation of debt and un-
funded liabilities in pension and health plans in the city of Chicago and 
in school districts around the state exposed them to the risk of default 
and bankruptcy. The state of Illinois responded with large bailouts, 
which in turn further weakened the finances of the state government. 
The courts have exacerbated this prob lem, ruling that the Illinois Con-
stitution mandates state bailouts for public- sector pension and health 
benefits for public employees.

The subsidies received by the state and local governments in Illinois 
from the fiscal stimulus most likely enabled them to pay bills and avoid 
bankruptcy. But a credibility prob lem has emerged from the state of 
Illinois’s bailout of local jurisdictions. Illinois now has the worst credit 
rating in the municipal bond market. Moody’s Investors Ser vice pegs 
Illinois debt at Baa3, just one grade above junk status. Although Illinois 
debt trades like junk municipal debt, investors continue to purchase new 
debt issues. If the state is insolvent and  can’t meet its financial obliga-
tions, the expectation is that the federal government  will again bail out 
the state as it did during the financial crisis.31

Fiscal rules in Illinois have been in effec tive in constraining deficits 
and debt. Like 48 other states, Illinois has a balanced bud get provision 
in its state constitution. But in recent years, the state legislature failed 
to pass a budget— let alone a bud get that would balance revenues and 
expenditures.

In April 2018, a constitutional amendment to cap the rate of growth 
in spending at the rate of growth in the state economy was introduced in 
Illinois’s legislature.32 A majority of Illinois state legislators have yet to 
show support for such a fiscal rule. We question  whether any fiscal rules 
could be effective in constraining deficits and debt in a failed state such 
as Illinois. The expectation is that the state of Illinois  will continue to 
depend on federal bailouts, and local jurisdictions  will continue to rely 
on state bailouts.33

Although Illinois is the worst- rated state in the municipal bond 
market, other states are also incurring unsustainable debt and unfunded 
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liabilities in pension and health benefit programs for public employees.34 
Most ominous is legislation in California that would by law shift the 
liabilities of local governments and school districts to the state govern-
ment. As the bailout of state and local governments becomes more ubiq-
uitous, it  will further weaken fiscal federalism.35

CONNECTICUT IMPOSES A UNIQUE DEBT BRAKE

Connecticut lawmakers may have come up with a way to prevent the 
state from foun dering on the shores of bankruptcy. Connecticut has un-
funded liabilities in pension and health benefits for public employees 
estimated at $35 billion. With some of the most underfunded benefit 
programs in the country, municipal governments and school districts 
are dependent on state bailouts to remain afloat. When the state failed 
to agree on a bud get last year, state aid to municipal governments was 
frozen. Standard & Poor’s downgraded Connecticut’s general obligation 
bonds, citing the fact that the state is guarantor of the city of Hartford’s 
$540 million in debt. In response, the state appointed a commission 
to study the debt crisis and come up with recommendations for fiscal 
reform. The commission recommended fiscal discipline mea sures de-
signed to constrain debt and put fiscal policy on a sustainable path.36

This year, with the city of Hartford facing bankruptcy, state legis-
lators came up with a new bond issue that includes covenants imposing 
a debt brake. The state issued almost $500 million in general obligation 
bonds that  will provide funding for school construction proj ects as well 
as grants- in- aid to municipal governments and special districts. The 
covenants limit state borrowing to no more than $2 billion per year. 
Bond authorizations may not exceed 1.6 times general tax receipts. 
State spending is  limited to 98  percent to 100  percent of revenues and 
cannot grow faster than inflation. Excess reserves above the spending 
limit must be placed in a reserve fund. The state is prevented from 
changing the formula setting the state debt limit for five years. The 
state can exceed the debt limit only if the governor declares an emer-
gency, and three- fifths of both chambers of the state assembly vote to 
increase the cap.37
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The response to this new bond issue was quite remarkable. The state 
received  orders for three times the number of bonds issued. Oversub-
scription of the bonds allowed the state to negotiate lower interest rates, 
significantly reducing the debt ser vice costs. By incorporating a debt 
brake as a condition for issuing  these bonds, credit markets signaled that 
the state must begin to get its fiscal  house in order. Elected officials re-
sponded by agreeing on a state bud get that eliminated deficits and set 
aside more than $500 million in the reserve fund.38

By imposing a debt brake, Connecticut is following the pre ce dent 
for new fiscal rules enacted at both the subnational and the national 
level. What is unique in Connecticut is that the state incorporated the 
debt brake as a covenant in a bond issue, thus exposing the state to disci-
pline from the bond market. If Connecticut fails to enforce the debt and 
spending caps, we should expect bond rating agencies to again down-
grade general obligation bonds, which  will increase the cost of borrow-
ing by the state.

Connecticut may have avoided bankruptcy for now, but the real 
test  will come in the next recession. We should expect municipal gov-
ernments and school districts in Connecticut to again demand bailouts 
from the state, and we should expect the state to turn to the federal gov-
ernment for transfers and subsidies, as it did during the financial crisis. 
Although no state has gone bankrupt since the 1930s, it is difficult to see 
how heavi ly indebted states such as Connecticut can stay afloat without 
fundamental reforms in their fiscal policy.

By enacting their unique debt brake, Connecticut legislators are 
sending a clear message that the state can no longer afford to bail out 
municipal governments and school districts. For the debt brake to be 
successful, the state must begin to impose a no- bailout princi ple and 
require local jurisdictions to become financially autonomous and in de-
pen dent in the near term.

Other states and the federal government  will be watching the Con-
necticut debt brake closely. If this experiment with fiscal rules is success-
ful, we should expect a new wave of debt limits and tax and expenditure 
limits in the states similar to  those launched by the tax revolt in the 
1970s.
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EROSION IN DYNAMIC CREDENCE CAPITAL

A LOSS OF TRUST

The increased dependence of state and local governments on federal 
transfers and bailouts sends all the wrong signals. State and local gov-
ernments do not face a hard bud get constraint; indeed, they often have 
an incentive to increase spending in order to qualify for larger federal 
transfers. Higher levels of debt do not expose them to insolvency and 
bankruptcy  because they now rely on federal transfers and bailouts. State 
and local governments therefore have an incentive to circumvent bal-
anced bud get rules and other rules to constrain spending and debt, and 
they have  little incentive to enact more stringent fiscal rules.

Banks and creditors tend to lump state and local governments to-
gether regardless of creditworthiness,  because the risk of lending has 
shifted to taxpayers. For the same reason, credit rating agencies have  little 
incentive to practice due diligence in rating the debt issued by diff er ent 
jurisdictions.

Erosion in fiscal federalism has been accompanied by erosion in dy-
namic credence capital in the United States. Citizens have likewise lost 
trust in the ability of elected officials to pursue prudent fiscal policies.39 
The growing debt burden at the state and local level  will further un-
dermine efforts to address the debt crisis at the federal level. In a  future 
financial crisis or recession, the expectation is that insolvent state and lo-
cal governments  will again turn to the federal government for transfers 
and bailouts. In some states, such as Illinois and Connecticut, this  will 
simply ratchet up the level of debt in the long run.

THE GROWING RISK OF DEFAULT

As debt at all levels of government grows, citizens are exposed to in-
creasing risk of insolvency and default, and the outcome is unclear. The 
loss in dynamic credence capital in the United States is evident in the 
long- term trend in interest rates. In the late 1970s, the Federal Reserve 
launched monetary policies designed to stabilize growth in the money 
supply and rates of inflation. That reform yielded a sharp increase in 
the interest rate. With some lag, the rate of inflation began a downward 
trend, accompanied by a decline in long- term interest rates.
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Since the onset of the financial crisis, the Fed has pursued quantita-
tive easing to reduce long- term interest rates even further. However, a 
divergence in long- term interest rates has emerged between the United 
States and the eurozone countries. Before the financial crisis, the inter-
est rate on long- term bonds in the United States was below that in the 
eurozone countries. By 2017, the interest rate on long- term bonds in 
the United States exceeded that in all the eurozone countries with the 
exceptions of Portugal and Greece (see Figure 19.1).

For 2018, the Organisation for Economic Co- operation and Devel-
opment (OECD) proj ected that the interest rate on long- term U.S. bonds 

Figure 19.1
Long- term interest rates forecast, 2018

Source: Organisation for Economic Co-operation and Development, OECD Economic Out-
look: Statistics and Projections, “Long-term interest rates forecast,” 2018.
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would be 3.44  percent, a rate significantly above that for all the eurozone 
countries except Greece and Portugal (see Figure 19.1). The average in-
terest rate on long- term debt in the eurozone as a  whole was projected 
at about 2  percent, and the average rate excluding the southern eurozone 
countries was projected at about 1  percent. Thus the U.S. government 
pays a premium on long- term bonds between 1.5  percent and 2.5  percent 
compared with that paid by most eurozone countries.40

The conventional wisdom is that the differential in interest rates on 
long- term bonds between the United States and eurozone countries re-
flects differences in monetary policy.41 But as of this writing, the Fed has 
only begun a policy to boost long- term interest rates, and expectations 
of the Fed’s tightening have had, at most, a modest impact on long- term 
rates. Most Eu ro pean countries have been more successful in constrain-
ing and reducing debt compared with the United States. The higher- 
risk premium on U.S. long- term bonds compared with eurozone bonds 
prob ably reflects investors’ loss of confidence in the ability of elected 
officials in the United States to limit debt.

A number of studies estimate the effects of changes in government 
debt on interest rates. A study by Turner and Spinelli estimates that each 
percentage increase in government debt as a share of GDP raises the 
interest rate differential about five basis points.42 The impact of debt 
on interest rates depends on  whether it is financed domestically or ex-
ternally. In the United States, the share of debt financed externally has 
increased; as a result, the impact of higher debt on interest rates has also 
increased. This relationship holds even when taking into account the 
effects of quantitative easing on interest rates. Like the heavi ly indebted 
countries in Eu rope that are dependent on external finance, the United 
States has become more vulnerable to a financial crisis.43

RESTORING FISCAL FEDERALISM AND GROWING  

DYNAMIC CREDENCE CAPITAL

RESTORING THE NO- BAILOUT PRINCI PLE

It is unclear how to restore fiscal federalism and grow dynamic credence 
capital in the United States, which is far  behind the learning curve compared 
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with the eurozone countries in enacting fiscal rules to effectively con-
strain debt. The pre ce dent set in some OECD countries is to design and 
enact new fiscal rules to more effectively limit spending and debt. In the 
eurozone countries, critics questioned  whether  these new fiscal rules 
 were credible solutions to their debt crises. They pointed to design flaws 
in the early debt brakes enacted in Germany and other countries. More 
importantly, they questioned  whether  these fiscal rules could be effec-
tive without fundamental institutional reforms.44

Fundamental to the effectiveness of fiscal rules is a credible no- 
bailout rule:

The no- bailout princi ple in Switzerland has the character of what 
can be called a “dynamically developing credence capital good.” This 
means that the belief that the policy  will be followed grows through 
its application over time and debases itself when it is disregarded. Each 
application of the no- bailout rule strengthens the expectation that it 
 will continue to be applied in the  future, therefore it is impor tant that 
the no- bailout princi ple is continuously applied. Once a bailout takes 
place it takes time for the markets to believe that it  will not happen 
again and borrowing costs  will rise. The key to fiscal responsibil-
ity in Switzerland does not rest with balanced bud get rules as such, 
but with a credible no- bailout position. It is not pos si ble to substitute 
the no- bailout position by a better set of bud get constraints and fiscal 
rules such as the Fiscal Compact. Both are necessary. The prob lem 
the Eurozone  faces is that once expectations of “no- bailout” have dis-
appeared it is difficult to convince markets that the princi ple  will be 
followed again.45

Growing dynamic credence capital strengthens finances within a 
federalist system. The more prudent the fiscal policies pursued by a state 
or local government, the lower its borrowing costs. Profligate state and 
local governments, on the other hand, face higher borrowing costs, and 
in some cases insolvency and bankruptcy. Loanable funds tend to flow 
to the more prudent and creditworthy jurisdictions, promoting capital 
investment and economic growth. Investments in infrastructure in  these 
jurisdictions attract private investment. This interstate competition for 
investment and jobs is the basis for a strong federalist system.
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Countries such as Switzerland have been successful in using new 
fiscal rules to address their debt crisis  because they have enacted, and 
carried out, institutional reforms. In fact, when Switzerland began to 
design and enact more effective fiscal rules, it encountered a dilemma 
similar to that in the United States. Some Swiss cantons  were heavi ly in 
debt, and  were heavi ly reliant on the federal government for bailouts. 
When the Swiss imposed their debt brake, they also imposed constraints 
on the fiscal policies pursued by cantons. The more profligate cantons 
 were given a fixed number of years to put their fiscal  house in order. 
Over time,  those cantons eliminated deficits and reduced their depen-
dence on bailouts from the federal government. As a result of  these in-
stitutional reforms, Switzerland now has one of the strongest federalist 
systems in the world, with growing dynamic credence capital.46

SWISS- STYLE FISCAL RULES FOR THE UNITED STATES 47

In our research we explore  whether a Swiss- style debt brake tailored to 
U.S. circumstances is a credible solution to the U.S. debt crisis.48 Our 
proposed fiscal rule corrects some of the design flaws in the early debt 
brakes enacted in eurozone countries. The proposed rule incorporates 
an expenditure limit with multipliers to allow flexibility in responding 
to long- term demand for government ser vices. The rules provide for 
deficit and debt brake multipliers to provide flexibility in meeting fiscal 
targets.

An emergency fund and capital fund are incorporated in the rules to 
enable the government to promote economic stability without sacrific-
ing the commitment to reduce the debt burden below a tolerable level in 
the long term. Once that debt target has been met, the rules provide for 
a cyclically balanced bud get.

However, we agree with critics who argue that the effectiveness of 
the fiscal rules we propose would require fundamental reform in in-
stitutions, and that would be quite challenging in the United States. 
Historically, U.S. fiscal policies  were pursued within a strong federal-
ist system with substantial taxation and expenditure autonomy for state 
and local governments. However, the erosion of fiscal federalism— with 
the growing dependence of state and local governments on the federal 
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government— has contributed to the debt crisis. It is unclear how to re-
verse a half  century of declining dynamic credence capital in the United 
States.

U.S. capital markets are the most efficient in the world at assess-
ing the creditworthiness of borrowers. However, the massive bailouts 
of borrowers in both the private and the public sector since the finan-
cial crisis have introduced moral  hazard and undermined this capital 
market efficiency. When borrowers can count on government bailouts, 
credit markets have  little incentive to practice due diligence in assessing 
the creditworthiness of potential borrowers. A no- bailout princi ple may 
now be needed to restore capital market efficiency before any fiscal rules 
 will be effective. The rules must also restore the role for insolvency and 
bankruptcy laws.

A no- bailout princi ple would help restore fiscal autonomy and ac-
countability to state and local governments. Mandatory bankruptcy 
proceedings for insolvent states as well as local jurisdictions would again 
create incentives for effective fiscal rules and prudent fiscal policies. 
 Whether or not the judicial system could return to this  earlier interpre-
tation of constitutional law is an open question.

Restoring a strong federalist system may also require some het-
erodox fiscal reforms, and the debt crisis has spurred research into sev-
eral of such reforms. Restoring fiscal federalism may require shifting 
taxation and expenditure decisions back to state and local governments. 
The Reagan administration set a pre ce dent for policies of privatiza-
tion and devolution of federal programs to the states, with block grants 
replacing programmatic grants. With waivers from federal regulations, 
the states experimented with reforms in welfare, Medicaid, and a host 
of other federal programs. The Reagan administration was also the last 
to enact reforms that significantly reduced unfunded liabilities in Social 
Security.49

Western states such as Utah have challenged federal government 
control of mineral and energy resources on public lands, arguing that 
transfer of owner ship and control of public lands to the states would 
result in more efficient management of  these resources. We have called 
for a New Homestead Act to restore a strong federalist system that was 



390 A FISCAL CLIFF

the foundation for rapid economic growth in the 19th   century.50 We 
have also argued for a Fiscal Responsibility Council and a deficit/debt 
brake at the national level. Although Congress has considered new fis-
cal rules, including our proposed deficit/debt brake, it has yet to act on 
 these proposals.51

CONCLUSION

The loss in dynamic credence capital in the United States has magnified 
the difficulties in solving the debt crisis. The expectation is that in a fi-
nancial crisis the federal government  will again suspend any existing fis-
cal rules as it sees fit. The pre ce dent set during the recent financial crisis 
 favors the massive bailout of corporations and financial institutions, and 
we should expect the federal government to continue the bailout of state 
and local governments. Citizens’ loss of confidence in the ability of the 
federal government to constrain debt may now be the biggest hurdle in 
bringing debt to a sustainable level.

The heavy debt burden now imposed on U.S. citizens exposes the 
government to risk of default. Higher interest rates on U.S. debt reflect 
that growing risk and are increasing the debt burden. The ongoing U.S. 
loss of credence capital makes higher- than- expected interest rates likely. 
Higher interest rates  will make it much more difficult to reduce the U.S. 
debt burden to a sustainable level.

If the United States experiences a major recession accompanied by 
significant revenue shortfalls and deficit spending, it  will be very dif-
ficult for the country to achieve fiscal stabilization. A significant rise 
in deficits and debt accumulation would be accompanied by increases 
in interest rates far in excess of  those assumed in the CBO’s long- term 
forecasts. Indeed, it is conceivable that in a major recession the United 
States could experience an increase in interest rates comparable with 
that experienced by the major debtor countries in the eurozone region.

With an effective debt brake in place, the government would be 
better able to respond to a recession, military conflict, natu ral disaster, 
or other emergencies. Clearly, the fiscal rules now in place have proved 
to be in effec tive and are unlikely to be effective in  future years. But the 
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question is  whether new fiscal rules, such as  those enacted in Switzer-
land, can be effective in the United States.

We conclude that debt brakes proposed for the United States may 
not be feasible or credible without fundamental institutional reforms. 
Restoration of the no- bailout princi ple could reduce moral  hazard and 
create incentives for elected officials to enact effective fiscal rules. Res-
toration of a strong fiscal federalist system— with autonomous and in-
de pen dent state and local governments— could reverse the decline in 
dynamic credence capital. This assessment of the credibility of proposed 
fiscal rules to solve the debt crisis in the United States absent fundamen-
tal institutional reforms may be discouraging to citizens who support 
 these rules. But failure to enact  these institutional reforms would expose 
the country to even greater risks in coming years.





If we want  things to stay as they are, then  things  will have to change.

— Giuseppe Tomasi di Lampedusa, The Leopard

George  Will put it bluntly when he wrote, “Amer i ca is sleepwalking 
into the most predictable crisis in its history, the demographically driven 
crisis of the entitlement state struggling to provide health care for an 
aging population.”1 And the crisis is not confined to providing health 
care. It also includes the Social Security payments promised that aging 
population, which is growing faster than the population responsible for 
making  those payments. Although government Medicare and Social Se-
curity obligations are the biggest concerns, other government programs 
not confined to the aged, such as Medicaid, are also contributing to the 
prob lem. Avoiding the crisis  Will has warned us about requires looking 
at many federal spending programs both large and small.

Most  people are aware that fiscal responsibility is not the hallmark 
of the federal government. And a majority would surely agree that our 
economic  future, and that of coming generations, would be more secure 
if federal spending and the federal debt  were reduced. Indeed, for years 
we have heard from politicians, at least when  running for office, that the 
federal bud get needs to be brought into balance and the national debt 
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reduced.2 So the public knows what should be done, and most believe 
that balancing the federal bud get is impor tant.3 Yet it is difficult to con-
vince politicians that deficit spending is not a good idea.

In the over 60 years since 1957 when we had a small bud get surplus, 
the federal bud get has been in deficit  every year except five. Since the 
last surplus in 2001, the gross federal debt held by the public has more 
than doubled as a percentage of gross domestic product (GDP— see Fig-
ure 20.1), increasing from 31.4  percent in 2001 to 75.3  percent in 2017.4 
In some ways, this po liti cal indifference to voters is surprising. The 
growth in government spending is reducing the economic productivity 
needed to sustain itself and also to sustain the growth in our standard of 
living.

Fiscal changes could be made that would quickly and broadly im-
prove our economic well- being.  Those changes would require short- 
run economic and social adjustments that most would like  others to 
make but would prefer not to make themselves. But the alternative is to 
continue unsustainable levels of government spending that press down 
on current prosperity and  will eventually necessitate painful economic 

Figure 20.1
Federal debt held by the public as a percentage of GDP, 1790–2040

Source: Chris Edwards, “Federal Spending and Debt, 1790 to 2050,” Cato at Liberty (blog), 
Cato Institute, September 20, 2013.
Note: GDP = gross domestic product.
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and social adjustments that can be avoided at far less cost with sensible 
policy changes  today.

Public choice economics provides reasons for believing that poli-
ticians are ignoring obvious changes needed to put fiscal policy on a 
sustainable path; it also explains why the public is letting them get away 
with it. Broadly speaking, public choice analy sis suggests that po liti cal 
decisions tend to concentrate on the short- run benefits of government 
spending while ignoring its greater long- run costs.5 But I  shall argue 
that public choice provides reasons to have moderate hope that a fiscal 
crisis is not as predictable as George  Will indicates.

I begin by considering a brief history of federal government spending, 
which shows an impressive rec ord of fiscal responsibility and economic 
growth for the first 140 years of U.S. history. The next section considers 
skeptically the argument that with the right fiscal policies we can depend 
on economic growth to prevent a fiscal crisis without painful reductions 
in the growth of, much less cuts in, federal spending. I next examine the 
bias in  favor of expanding government spending well beyond productive 
limits and consider the importance of constitutional restrictions in mod-
erating that bias. Once a government program has been established, it is 
well- known that it is difficult to eliminate it, or even reduce it, even if 
it is obviously wasteful. I then point out that it is often the case that the 
more wasteful a government program is, the more difficult it is to reduce 
or eliminate. The penultimate section uses public choice arguments typi-
cally viewed as pessimistic regarding controlling government spending 
to contend that moderate hope for achieving this control is not entirely 
naive. The final section offers a concluding statement.

A HISTORY OF THE GROWTH IN FEDERAL GOVERNMENT SPENDING

Despite what many believe, the federal government has a long history 
of impressive fiscal responsibility. From 1790 through the 19th  century, 
peacetime federal spending was consistently less than 3  percent of GDP, 
with spending  little more than that in the 20th  century  until the 1930s, 
World War I excluded. Furthermore, during this period, the peacetime 
bud get was almost always in surplus.
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A few small peacetime bud get deficits did occur during reces-
sions, but that was  because of declines in revenue, not  because of in-
creased federal spending to stimulate the economy. Of course, large 
bud get deficits from increased spending occurred during wars, but the 
resulting debt was steadily reduced, sometimes almost entirely, after-
ward. Following the Civil War, for example, the federal bud get was 
in surplus or was balanced from 1866  until 1893. Starting out as a poor 
country, the United States had the dominant economy in the world by 
roughly 1900.

Critical to this fiscal responsibility was the prevailing po liti cal ideol-
ogy that the role of the federal government should be largely  limited to 
enforcing private property rights, protecting citizens against domestic 
predators and foreign invaders, and providing a few public goods un-
likely to be provided through markets. On the other side of this ideolog-
ical coin was a widespread understanding that some  things  were simply 
not the business of the federal government—as reflected in the Ninth 
and Tenth Amendments to the U.S. Constitution.

That understanding is illustrated by the vetoes of Demo cratic presi-
dent Grover Cleveland. For example, in his first presidential term, 
Cleveland vetoed a bill that called for spending $10,000 to provide seed 
grain to Texas farmers who  were experiencing a serious drought. He 
sent the bill back to Congress with the same message by which he ex-
plained many of his vetoes, that such spending was not permitted by the 
Constitution.6 It’s difficult to imagine a president routinely vetoing such 
bills  today, as Cleveland did, and being reelected, as Cleveland was.

This rec ord of fiscal restraint shows that the federal government can 
control peacetime spending at very low levels, run consistent bud get 
surpluses  after wars to pay down the debt, and do so while experiencing 
impressive long- term economic growth. Unfortunately, the prevailing 
ideology that made this rec ord pos si ble began eroding around the 1890s 
with the beginning of what is known as the Progressive Era and the 
growing belief that the wealth being created in the market economy 
could be increased and allocated more fairly by expanding the economic 
role of the federal government.7 And as the limited- government ideol-
ogy eroded, slowly at first, the ability of the Constitution to sustain that 
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ideology also seemingly eroded. As Henry Simons warned  after the ero-
sion had become noticeable:

Constitutional provisions are no stronger than the consensus that they 
articulate. At best, they can only check abuses of power  until moral 
pressure is mobilized, and their check must become in effec tive if often 
overtly used.8

As late as the early 1930s, however, peacetime federal spending re-
mained less than 5  percent of GDP. Public opinion still exerted strong 
restraint on government spending early in Franklin Roo se velt’s admin-
istration in the depths of the  Great Depression. Although FDR soon 
earned his reputation for greatly expanding federal spending, within 
one month of becoming president he signed the Economy Act of 1933, 
which dramatically reduced military pensions. This legislation has been 
described as “the most consequential in pension history.”9 Unfortu-
nately, it was also the last reduction in an entitlement spending program 
of any consequence. Before the end of Roo se velt’s first term, peacetime 
federal spending had reached 10  percent of GDP, and the Social Security 
Act was enacted, which was to become the largest government entitle-
ment program in U.S. history. It also coincided with the first U.S. fed-
eral spending increase during an economic downturn.

Federal spending as a percentage of GDP during World War II ex-
ceeded 40   percent, higher than the 24   percent reached during World 
War I or the 10  percent reached during the  Great Depression. (See Fig-
ure 20.2.) If one wanted to be optimistic about the possibility that gov-
ernment spending can be brought down, one could point to the fact that 
it was decreased dramatically  after World War II and since the mid-1950s 
has oscillated around 20  percent of GDP. This decrease was primarily 
the result of absolute reductions in federal spending; however,  after the 
late 1950s  until the early 1990s, spending increased significantly with 
only one bud get surplus during that time.10 Yet from the early 1990s 
 until the very early 2000s, federal spending declined noticeably  until it 
started back up in the early 2000s, with a sharp increase once the  Great 
Recession started in 2008. It has dropped since but is still higher than it 
was before the  Great Recession.
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One could argue that although federal spending has greatly increased 
since the mid-1950s, it  really  hasn’t increased much relative to the size 
of the economy, staying roughly around 20  percent of GDP. One might 
view this as evidence that we should be able to avoid the crisis George 
 Will has warned us about without slowing government growth. That 
is, what we need is not fiscal restraint, but government policies that in-
crease economic growth. Let’s consider that argument.

CAN WE DEPEND ON ECONOMIC GROWTH TO REDUCE  

THE THREAT OF CRISIS?

The most obvious prob lem with depending on economic growth to 
support growth in federal spending is that federal spending growth is 
about to escalate. The amount paid to beneficiaries of federal entitlement 
programs— such as Social Security, Medicare, Medicaid, and  others— has 
increased steadily since 1947, from a  little less than 4  percent of GDP to 
16  percent in 2015.11 The number of programs has increased, as has the av-
erage value of benefits received by beneficiaries and the percentage of the 

Figure 20.2
Federal spending as a percentage of GDP, 1790–2040

Source: Chris Edwards, “Federal Spending and Debt, 1790 to 2050,” Cato at Liberty (blog), 
Cato Institute, September 20, 2013.
Note: GDP = gross domestic product.
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population receiving  those benefits, including more nonpoor than poor. 
“In 2015, 62  percent of recipient  house holds, encompassing over 100 mil-
lion U.S. residents, had incomes that  were above the poverty line prior to 
the receipt of entitlements. Thirty- one  percent, nearly 60 million persons, 
 were in the upper half of the income distribution.”12

Two current demographic trends make it even more unlikely that 
a fiscal crisis can be avoided. First, baby boomers have already started 
to retire and are demanding their Social Security retirement pay-
ments and Medicare benefits, with many millions more right  behind 
them. Meeting their demands  will place unpre ce dented strain on the 
federal bud get. Second, the population of entitlement demanders is 
growing faster than the population of workers needed to pay for the 
entitlements. Without the pain from reducing the growth in federal 
spending, economic growth is highly unlikely to be enough to pre-
vent the far greater pain of George  Will’s predicted fiscal collapse. 
Unfortunately, accepting some short- term po liti cal pain requires the 
type of po liti cal foresight that  hasn’t been a notable feature of  today’s 
federal fiscal policy. If such foresight had guided po liti cal decisions 
since 1960, we  wouldn’t be in the sorry fiscal situation we currently 
find ourselves.

But  can’t we avoid painful cuts in federal spending with more ef-
fective policies to increase economic growth? The government could 
do many  things to increase economic growth, but most require undo-
ing  things that impede economic growth, such as excessive regulation 
and overly complicated taxation, which are beyond the concerns of this 
chapter. The pro- growth policy that is most likely to generate po liti cal 
enthusiasm is the recommendation to stimulate economic growth by 
increasing, not decreasing, government spending.

 Whether coincidental or not, in the 1960s, politicians became con-
vinced that higher rates of economic growth could be achieved with 
Keynesian fine- tuning. Buchanan and Wagner argued that Keynesian 
economics was accepted enthusiastically by politicians  because it was an 
excuse to do what they wanted to do— spend more than they raised in 
taxes.13 Yet their enthusiasm was  limited to the part about deficit spend-
ing when more economic growth was needed.
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Since politicians always think more economic growth is needed, 
they largely ignored Keynes’s recommendation for bud get surpluses dur-
ing periods of economic strength. Keynesian economists— anxious to 
remain po liti cally influential— quickly learned to downplay the fiscal 
austerity of spending reductions and bud get surpluses. For example, Paul 
Krugman claims that “all of the economic research that allegedly sup-
ported the austerity push has been discredited.”14 Krugman acknowl-
edges: “It’s true you  can’t continue to run big bud get deficits forever 
(although you can do it for a long time). . . .  At some point you do want 
to reverse stimulus. But you  don’t want to do it too soon.”15

Another prob lem with increasing growth in federal spending rela-
tive to GDP to increase economic growth is that it increases govern-
ment allocation of resources relative to market allocation. Such a shift in 
allocating resources is sure to further reduce their marginal productivity, 
thus slowing economic growth. The loss in the value of economic out-
put  will not be fully reflected in the official GDP, however.

As opposed to market output, the value of much government out-
put is mea sured by the amount spent to provide it instead of how much 
consumers are willing to pay for it. The rapid economic growth of the 
American economy during the 1800s— with low federal spending and 
no attempt to stimulate the economy with increased spending dur-
ing recessions (some quite serious, though none as long lasting as the 
 Great Depression)— suggests that achieving long- run economic growth 
 doesn’t require Keynesian fiscal policy. Indeed, economic growth is 
more likely to be hampered than helped by Keynesian policies  under 
the influence of po liti cal decisions. The only realistic hope for avoid-
ing a fiscal crisis is to start slowing down, or reversing, the growth in 
government spending.  Doing so  will both reduce  future government 
obligations and increase the economic growth needed to pay for them.

THE REASONS GOVERNMENT SPENDING INCREASES

Constitutions are impor tant  because they help protect the public against 
excessive taxing and government spending. One might ask why the public 
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needs this protection. If government growth harms the public, voters 
can vote the big spenders out of office and replace them with  those who 
 will tax and spend less. As we saw previously, however, a prevailing 
ideology in  favor of strong constitutional limits on what government 
can do often erodes over time as the ideology shifts to reflect a public 
desire for government to tax and spend more. Unfortunately,  unless it 
is strongly restrained by constitutional limits, the demo cratic po liti cal 
pro cess gives citizens a stronger voice when they want more government 
than when they want less, even when they would be better off with less. 
Consider some reasons for this bias in  favor of larger government.

Government spending is commonly concentrated on relatively small 
groups of  people or ga nized around narrow interests— such as  those in 
an industry, profession, or government agency— who benefit from the 
spending. Such groups are strongly motivated to exert po liti cal influence 
to maintain or expand the spending and can do so by virtue of being 
or ga nized. Since the cost of spending programs in taxes and reduced 
productivity is spread over the entire population, few are motivated to 
oppose them. When  people incur the cost to influence po liti cal deci-
sions, it is usually to support spending and regulations that benefit them, 
not to oppose  those that benefit  others. That’s why, when po liti cal scien-
tist James L. Payne watched 14 congressional hearings during the 1980s 
(when many  were hoping, or fearing, that the Reagan administration 
would make major cuts in federal spending) and recorded the number of 
witnesses who favored and opposed government spending programs, he 
found some striking numbers. Out of 1,060 witnesses, 1,014 supported 
the program being considered, 7 opposed it, and 39  were neutral.16

Of course, politicians are also influenced by large numbers of unor-
ga nized voters who can collectively send strong messages to their po-
liti cal representatives without having to travel to Washington or hire K 
Street lobbyists. Many believe, however, that when voting,  people are 
more concerned with the public interest than when making private, or 
market, decisions. For example, in response to James Buchanan’s being 
awarded the Nobel Prize in 1986, Steven Kelman wrote an article criti-
cizing the award and public choice in which he argued:



402 A FISCAL CLIFF

Government has become, for many, an appropriate forum to dis-
play their concerns for  others. Why? That po liti cal decisions involve 
the community as a whole— and often  future generations as well— 
encourages  people to think about  others when taking a stand. This 
is in contrast to personal decisions involving mainly oneself, which 
encourages  people to think of themselves.17

Kelman’s claim cannot be casually dismissed.  People are commonly 
more explic itly responsive to the situation of  others when voting than when 
making market purchases. But that  doesn’t mean we are more compassion-
ate when voting to help  others than when purchasing to help ourselves.

Consider an example. When making a choice for a product in the 
market, you get what you choose, and you get it only if you choose it— 
your choice is decisive. When making a choice for a candidate in the vot-
ing booth, your favored candidate may or may not be elected, but  there 
is only the tiniest probability that your vote  will be decisive. This differ-
ence in decisiveness explains why voters are commonly viewed as more 
morally motivated than are purchasers in the marketplace. How many 
 people who fi nally find the perfect garment for an upcoming school 
reunion at a bargain price would refuse to buy it  because they think 
the purchase might increase income in equality? Prob ably not many. But 
many  people are concerned about income in equality and vote for po-
liti cal candidates who promise to increase their taxes to reduce that in-
equality with an expensive government program to help the poor.18

Many view this difference as evidence that Kelman is right; that  people 
are more willing to sacrifice for  others when making po liti cal decisions 
than when making market decisions. But public choice assumes that  people 
are basically the same  whether making po liti cal or market decisions. It is 
the incentives that are diff er ent in the two settings, not the  people. Pur-
chasers have a strong incentive to consider the personal consequences of 
their purchases  because their “vote” is decisive, whereas voters have  little 
if any incentive to consider the personal consequences of their vote since it 
 isn’t decisive. Public choice economists view voters as voting expressively, 
not consequentially. The cost of passing up a bargain on the preferred gar-
ment to reduce income in equality may not be very high, but it is a lot 
higher than the cost of voting to pay more in taxes, even a lot more.
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Assume that the cost of not purchasing the preferred garment is 
$100 in relation to paying more and receiving less plea sure from the gar-
ment purchased. But that cost is 100  percent determined by the decision 
not to make the purchase. Assume the cost to individuals voting for a 
federal tax increase is $10,000 in pre sent value if the tax increase is passed. 
But their expected cost of voting to pay the additional tax equals $10,000 
times the probability that their vote is decisive, that is, determines that 
the tax  will be passed. Assuming their vote is for their representative 
in the U.S. House, then the probability of their vote’s being decisive 
is approximately 1 in 12.3 million.19 That means their expected cost of 
voting to pay $10,000 to reduce income in equality is $10,000 divided by 
12.3 million, or a  little less than one- tenth of a penny.20

Obviously, voting is an impor tant function in a demo cratic po liti-
cal pro cess. But it is also impor tant to recognize that although voting is 
essential to a properly functioning democracy, nothing is perfect. And 
understanding voting’s imperfections increases our ability to compen-
sate for them. For example, the work done by public choice economists 
explains why voting is incapable of protecting the public against gov-
ernment’s misuse of the power it needs to perform its essential functions. 
Among other  things, this work emphasizes the importance of po liti cal 
constitutions in disciplining government power. That importance was 
eloquently stated by James Madison when making the case for ratifying 
the U.S. Constitution in The Federalist Papers. In Federalist 51 Madison 
wrote: “If men  were angels, no government would be necessary. If an-
gels  were to govern men, neither external nor internal controls on gov-
ernment would be necessary. In framing a government which is to be 
administered by men over men, the  great difficulty lies in this: you must 
first enable the government to control the governed; and in the next 
place oblige it to control itself.”21

Consider an example of how the “generosity” of voters can result 
in their failure to control government spending. It costs each voter ef-
fectively nothing to vote for more spending to achieve noble objectives; 
however, it is expensive for them to follow up on their vote to see how 
effective the spending is in realizing  those objectives. The fact is, each 
voter has  little incentive to make such an effort since each realizes that it 
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 will be in effec tive  unless a lot of other voters make the same effort, and 
unneeded if they do.

But  there is an unfortunate exception. As opposed to  those who vote 
only with their ballots, or ga nized interest groups and their lobbyists can 
also “vote” with their po liti cal influence, which can have a significant effect 
on what legislation gets passed and how it is written as it travels though the 
complicated legislative pro cess. Furthermore, they can use  these influential 
“votes” constantly to affect how the costs and benefits of the legislation are 
distributed. And  because their “votes” are likely to be decisive, it would 
cost po liti cally influential groups a lot to use them primarily to achieve such 
noble objectives as helping the poor, providing health care for the sick, pro-
tecting American jobs, saving  family farms, or reducing global warming. 
Long  after noble- sounding legislation has been largely forgotten by  those 
who voted for it, or ga nized groups  will still be giving it close attention 
to keep it consistent with their private interests, even when that reduces 
its ability to promote the goals the voters thought they  were voting for.22

THE DIFFICULTY OF REDUCING GOVERNMENT SPENDING

We have been considering po liti cal incentives that motivate increases 
in government spending even when the social benefits are less than the 
social costs. This wasteful spending would be less of a prob lem if the 
waste was readily recognized and pressures  were activated to reduce or 
eliminate it. Wasteful government spending, however, commonly goes 
unnoticed by taxpayers, and politicians often have  little incentive to re-
duce waste even when aware of it.

Politicians commonly create wasteful outcomes with spending 
and regulations intentionally designed to benefit po liti cally influential 
groups.  These groups  will fight harder to protect the wasteful programs 
from which they benefit than they did to get them enacted in the first 
place, even when the benefits they receive had been largely competed 
away. Consequently, government has a difficult time providing lasting 
benefits to special- interest groups, which implies that the more wasteful 
government spending is, the more difficult it is to eliminate. Gordon 
Tullock referred to this as a “transitional gains trap.”23
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For example, since the 1930s, the federal government has provided 
farmers with subsidies and price supports for their crops. The initial 
effect was to increase the returns to the farmers of targeted crops. But 
soon competition for the land best suited for growing  those crops drove 
up the price  until the return on farming that land declined to the com-
petitive level. Farmers owning the land when the programs started ben-
efited from their land’s higher value. But that was not true for farmers 
who bought their land  after the government programs started.

A reasonable mea sure of the economic waste of the subsidy and price 
support programs is how much they increase the price of land. That in-
creased price reflects the diversion of investment into producing more of 
the subsidized crops when it would other wise have created more value 
in the production of unsubsidized products. So the more farm programs 
artificially increase the price of farmland, the more wasteful they are, 
but the more value farmers  will lose in their land if  those programs are 
eliminated. That loss of value would be viewed as horribly unfair, par-
ticularly for  those who bought their farmland  after the subsidy programs 
started  because they had paid for their government benefits in the higher 
price of the land they bought.

An observation by Adam Smith completes the explanation for why 
it is easier for politicians to resist creating wasteful programs than to 
eliminate them  after they have been created: “We suffer more . . .  when 
we fall from a better to a worse situation than we ever enjoy when we 
rise from a worse to a better.”24 In other words, the beneficiaries of an 
agricultural program may not be any better off  because of it, but they 
 will be very much worse off if the program is eliminated and  will re-
sist that elimination more strenuously than the efforts they made to get 
the program passed initially. Furthermore, expressive voters  will oppose 
what they see as the unfairness of eliminating the benefits from  those 
who have paid for them.

A lot of voter sympathy also exists for  those who are poor for reasons 
over which they have  little control. Few want to deny them enough 
government aid to have the basics. Unfortunately, many of the poor 
receiving public aid would improve their situations with their own pro-
ductive efforts if the aid would not discourage them from—or punish 
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them for— doing so. In such cases,  those who become dependent on 
welfare programs pay a price for their welfare benefits, and it is a very 
high price indeed. Thus they would be doubly victimized if  those pro-
grams  were suddenly eliminated or scaled back. Instead of this addi-
tional harm being recognized as a mea sure of the programs’ failure, it 
 will be viewed by many as evidence of their success at preventing the 
harm, even though the harm of the welfare trap would never have oc-
curred without them. But the harm is real and makes it po liti cally dif-
ficult to eliminate aid programs once they have been created.

The fact that it is difficult to scale back government spending pro-
grams when they do more harm than good is a power ful argument for 
making it more difficult to pass such programs in the first place. Of 
course, we have already passed a host of socially harmful programs that 
cannot be wished away. It would be nice, however, to believe that such 
spending could be reversed, and reversed widely and sufficiently enough 
to avoid the fiscal crisis George  Will predicted. Let me end with moder-
ate optimism that this is not a completely ludicrous hope.

WITHOUT HOPE  THERE IS NO ENTERPRISE

The hope may be naive that politicians  will exercise some fiscal respon-
sibility before it is too late to avoid a fiscal crisis, with widespread disap-
pointments and painful adjustments. The most effective  thing I can offer 
is the restoration of an ideological mistrust of centralized government 
in response to the increasingly irresponsible fiscal policies of the federal 
government.

Writing in the late 1850s, the French economist Frédéric Bastiat ar-
gued that the government (or the state) had become “the  great fictitious 
entity by which every one seeks to live at the expense of every one  else.”25 
Bastiat’s statement is an exaggeration  because the economy would col-
lapse before we reached such a state. But what is true is that the United 
States has gone far enough in Bastiat’s direction that an increasing num-
ber of  people are realizing that they are paying more for the benefits of 
 others than the value of the benefits they are receiving. Some of the re-
sentment  toward the po liti cal pro cess is surely coming from a growing 
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 realization that it has maneuvered us into a destructive prisoner’s 
dilemma in which each of us is better off grabbing all the government 
benefits we can, and all of us are worse off when every one is  doing so.

Government spending may be increasingly recognized as analogous 
to environmental pollution. Just as public attitudes shifted on environ-
mental pollution—as reflected by a widespread demand for government 
to restrict every one’s polluting activity—an ideological shift could gen-
erate a widespread demand for general reductions in government spend-
ing. The biggest prob lem with this hope takes us back to The Federalist 
Papers and Federalist 51. To reduce environmental pollution, government 
was called on to control  others, but reducing fiscal pollution requires the 
government to control itself.

As with most large- number prisoner’s dilemmas, individuals have 
no incentive to forsake their own government benefits since they have 
no reason to expect  others to follow. But as the fiscal pollution wors-
ens, a crisis point may be reached when po liti cal entrepreneurs find it 
reasonable to put forth a proposal for large numbers of groups to ac-
cept reductions in their own federal benefits with the understanding that 
their reductions  will be reciprocated by simultaneous reductions in the 
federal benefits  going to  others. Such reductions would be more easily 
done at a state level despite the serious limits imposed by the fact that 
much state funding is subsidized, or mandated, by the federal govern-
ment. But even with no state able to avoid federal fiscal pollution, some 
states are able to compete successfully for population and tax bases by 
keeping taxes and the cost of government ser vices relatively low. For ex-
ample, some states could form consortia to cooperate in reducing their 
own fiscal pollution.26 I am unwilling to bet that such a movement  will 
soon be successfully reducing absolute levels of government spending. But 
I  wouldn’t rule it out, especially if federal spending continues its upward 
trend relative to GDP. And if such a movement does appear, it could easily 
activate a lot of  people who are now moderately and quietly sympathetic 
to reducing the size and intrusiveness of the federal government.

Evidence suggests that  people have become less favorable to gov-
ernment growth and spending. Polling data since the 1950s show that 
a majority of Americans have consistently preferred that the national 
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government do less in general, with this majority trending upward 
from about 52  percent in 1958 to about 67  percent in 2010. When asked 
about individual programs, however, the majority favored maintaining 
or increasing them, but this majority trended downward from about 
67  percent in 1958 to about 53  percent in 2010.27 Public choice analy sis 
would predict this: the general size of government focuses attention on 
cost, and specific functions of government focus attention on benefits. 
This trend in  favor of a smaller government provides some hope that an 
ideological shift favoring reductions in federal spending is not absurd.

Even in Eu rope, where the public is more sympathetic to large cen-
tral government than in the United States, another study suggests that 
enough skepticism may exist  toward government to encourage ideologi-
cal re sis tance to expanding it. Alesina, Carloni, and Lecce looked at 19 
OECD countries that quickly reduced large bud get deficits by more than 
1.5  percent of GDP from 1975 to 2008.28 Instead of the common view 
that incumbent governments that reduce bud get deficits primarily with 
spending cuts are more likely to be punished at the polls than  those that 
reduce deficits primarily with tax increases, they found the opposite was 
true. When the next election came within two years of the deficit reduc-
tions, electoral defeat was more likely when deficit reduction was based 
on tax increases than on spending reduction. Furthermore, the deficit 
reductions  were more durable when achieved by spending reductions.

I am reluctant to sound optimistic about controlling, much less re-
ducing, the size of the federal government relative to GDP. Amer i ca’s 
experience since the 1930s  doesn’t suggest a return to a prevailing ideol-
ogy in  favor of reversing our continued dependence on federal spending. 
Yet this experience hardly supports the hope that expanding, or further 
centralizing, government spending and power is an effective way of ad-
dressing a wide range of social prob lems.

No one denies that some  people have been helped by anti- poverty 
programs, by mandating Social Security, and by increasing access to 
medical care. But in each of  these cases, and more, the costs have been 
far higher than necessary to provide help to  those who need it most. The 
de pen dency that has been created by numerous anti- poverty programs 



 Controlling Government Spending 409

has reduced the incentive for many to take the initiative to improve their 
lives and  those of their families by becoming more productive. Social 
Security has expanded over time to far more  people than would have 
become poor in their agedness without it. But by reducing the incen-
tive to save for retirement, it has reduced economic productivity and in-
creased the number who would be poor without it. The huge percentage 
of medical care that is paid for by third- party payments  because of Medi-
care, Medicaid, and the Affordable Care Act has distorted and greatly 
increased the social cost of health care by largely destroying the market 
incentives for cost- effective decisions by both consumers and suppliers.

It may now fairly be said, “The harsh real ity is that entitlement 
programs, originally established to ‘promote the general welfare,’ have 
become a clear and pre sent danger to the nation’s  future welfare”; and: 
“Public dissatisfaction with the entitlement state is mounting. The public 
is coming to realize that the utopian ideas of the Progressive era . . .  have 
not lived up to their promise. . . .  As entitlement costs continue to grow 
and their harmful consequences become more apparent, public pressure 
 will grow and  will ultimately force government to change policies.”29

Such a result would obviously mean a significant shift in the prevail-
ing ideology in  favor of at least significantly slowing down government 
spending relative to GDP, and possibly reversing that growth. But we 
must ask:  Will this shift be strong enough to overwhelm the reluctance 
most  people have to accept cuts in programs on which they have be-
come dependent? In considering this question, we need to recognize 
that expressive voting can be a two- edged sword when it comes to gov-
ernment spending.

As discussed  earlier, when voting in federal elections, the proba-
bility that an individual’s vote  will determine the election’s outcome 
is effectively zero. But it determines one  thing with a probability of 
100   percent: how voters feel about how they vote. If voters feel good 
about taking  others into consideration by voting for more government 
spending to help  others, the value of that good feeling  will overwhelm 
their minuscule expected personal financial cost of voting yes for more 
spending.
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But suppose that most voters felt that the most noble  thing the fed-
eral government can do is to reduce dependence on government by 
reducing spending and taxing and giving  people more freedom and in-
centive to improve their conditions by engaging in productive coopera-
tion with one another through markets. What if they also understood 
that when  people consider the cost of the products they are voting for 
with their dollars in the marketplace they are likewise taking  others into 
consideration? The market price they are paying for a product gives them 
the best information available on how much  others value another unit of 
that product. Since we buy another unit of a product only if we value it 
by more than its price, we refrain from buying another unit when  others 
value it by more than we value it.

Voters with this understanding  will get a sense of moral satisfaction 
from voting against government spending and regulation that exceed 
their cost of  doing so even if they incur a significant loss if enough other 
 people vote the same way. Such an ideological understanding coupled 
with expressive voting can overcome Tullock’s transitional gains trap 
by allowing the diffused public interest of voters to overpower their 
more narrowly focused financial interests as beneficiaries of government 
spending programs.30

CONCLUSION

Informed by the fiscal trends at the federal level, it is difficult to be hope-
ful that a crisis  will be avoided. The strength of the American economy 
is one reason for hope; however, that strength depends on reversing the 
fiscal trend since the 1930s. The concern is that the strength of the econ-
omy depends on a complicated system of institutional arrangements, in-
centives, and traditions that can continue to generate economic growth 
for many years  after the ele ments that make that growth pos si ble have 
started to erode slowly and without notice. As Rosenberg and Birdzell 
have so portentously pointed out:

Such a system could run down so slowly, in response to  causes sepa-
rated by so many years from their effect, that by the time its degenera-
tion became apparent, it might be irreversible. Indeed, social systems 
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can continue to expand long  after the events that made their collapse 
inevitable.31

Rosenberg and Birdzell pre sent this statement as “ground for cau-
tion,” not despair. I have attempted to pre sent an unvarnished view of 
the difficulty we face in avoiding the seemingly inevitable fiscal crisis, 
and the social and economic disruption it would cause. But I have tried 
to do so with the hope that the most predictable crisis in American his-
tory is not as predictable as George  Will believes it is. No doubt my cau-
tious optimism  will remind many of Samuel Johnson’s comment when 
describing his friend’s second marriage, “The triumph of hope over ex-
perience.”32 I prefer, however, to think of Alfred Marshall’s comment, 
“Without hope  there is no enterprise.”33 Few, if any, enterprises are 
worthier than protecting our liberty and prosperity against the crush-
ing conformity and uninformed control of an ever more centralized and 
intrusive government. 
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