
i-'iscnl policr), ill the hc~l~i tzce . .  . Earlier this 
month, I'resiclent Clinton signed into law two 
hills that collectively airn to bal~ul~ce the fecleral 
huclget ancl slash the puhlic's tax obligations by 
the year 2002. This legislation caps a long 
march toivarcl fiscal ecl~~ilibrium that began- 
depending on one's partisa~lship-solnetime in 
the 1980s. 

Many people oppose large huclget deficits he- 
cause they 1,elieve that fiscal imbalances soak up 
savings from a lilnitecl nation~ll pool-savings 
that would othel~vise be clirectecl toivarcl private 
capital formation. Ileficits have also heen un- 
popular because they represent a federal gov- 
ernment \\;hose operations have espanclecl over 
t i~ne  yet gone u~~checltecl by any fiscal disci- 
pline. NO\T that the cleficit is poisecl to elisappear 
in a fen, years. at least some perennial buclget 
critics map be zble to sleep more sounclly. 0th- 
ers! however, are having had clreams over the 
buclget cleal, and economists are prominent 
among the insomniacs. 

WIost economists have long believeel that na- 
tional tax ancl spending policies affect the econ- 
omy in tivo clistinct w\i:tys: by affecting the over- 
all level of economic activity, 2nd by affecting 
the allocation of resources at any given level of 
activity. While tnost texthooks still claim that 
major changes it1 the governtner~t's fiscal posi- 
tion czul have stim~~lative or contractionary ef- 
fects on the level of eco~lomic activity, econo- 
lnists are Ixcoming increasingly skeptical about 
their signifi~ullce uncler ordinary circumstances. 
More and more, the profession is coming to IIe- 
lieve that the most important I~clclgetarp effects 
stem fronl the alloc;~tive impact of fiscal policy. 

Indiviclual policies create incentives and 
penalties for engaging in particular l<incls of ac- 
tivities. Activities that are heavily tasecl are dis- 
coulxged. wjhile those that are subsidized be- 
come more attractive. Fecleral spencling or 
creclit programs also channel more resources in 
specific clirections. Economists refer to these 
many ancl variecl effects on resource uti1iz:ltion 
as allocative effects. Governments can incluce 
allocative effects through regulation, without 
taxing or spending per se. The fecleral budget 

can be in balance at either higll or low levels of 
activity. lnea~li~lg that the size of the deficit says 
little about the size of government ancl its over- 
all allocati\.e impact. 

Any set of fiscal policies gives rise to aggre- 
gate revenue ancl spencling streams, with the clif- 
ference inclicating n-hether the governlnellt rr7ust 
borron- or retire outstanding clebt. These streams 
include pure transfer programs (like Social Secu- 
rity) as tijell as direct purchases of goods and 
services. Deficits require the government to fi- 
nance its current activities hy drawing on the 
savings of others (through deht issuance)-sav- 
ings that would have bee11 channelecl else- 
\vllere, liltely adcling to private capital forllx~tion. 

Fiscal policy changes enacted in 1990 and 
1993 laic1 the fountlation for a balanced buclget. 
Incleed, the tas receipts being generateel by O L I ~  

currently booming economy have already clriv- 
en deficits as a share of GDIJ below 1 percent. 
Consecluently, the 1997 budget plan recluirecl 
less "heavy lifting" t11a1-1 many realize. The 
macroeconomic effects of this huclget plan are 
not vely significant. The allocative effects are an 
entirely different matter. 

The buclget legislation contains hundrecls of 
pages, setting forth a host of com11le.u tax crecl- 
its. decl~~ctions: and rate changes, along xi~ith 
spe~lcling caps on a variety of fecleral programs. 
Each of these changes will affect the public's 
17ehavior ancl leacl to a seepence of other conse- 
cluences. To name just one, college tuition crecl- 
its \\.ill liltely encourage more spencling on 
higl-~er eclucation, perhaps IIoosting tuition for 
all students. They may also reduce the number 
of people interestecl in pursuing skilled tracles. 
The legislation's allocative effects will spreact 
sloivly ancl \vill play out in complex ways that 
are now only dimly unclerstoocl. 

Clearly. the new l~uclget package is not a 
step in the clirection of t:lx simplification for in- 
divicl~~nls or corpomtions. Nor  does it tackle 
the impending Social Security or Meclicare 
shortfalls in any substantive way. I-Iere. reforln 
ivill still have to \\lait for the political sc:iles to 
come into balance. 
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