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Over the past four years the United States has accumulated a troubling amount of debt. The federal 

government now owes more than our annual GDP.  
While the 100-percent of GDP mile market is predominantly symbolic, it also serves as an alarm bell for 

the unsustainable trajectory of government borrowing. If Congress and the President can allow federal 
borrowing to exceed the entire national product, can anything stop them from growing the debt to, say, 
150 percent of GDP? 

There are three reasons to take this question seriously. The first is the economic consequences of an 
endless growth in federal debt. History is full of evidence that a nation cannot indebt itself forever, 
regardless of how big or small it is.  

Not even the United States has an endless line of credit to draw on. With two credit downgrades during 
the Obama administration, we can already see the end of the credit line on the horizon.  

As we reach that point, interest rates will go up sharply. This rise is caused by a rise in lenders’ risk as 
credit markets increasingly doubt our ability to honor our debt. We would already have seen this happen 
as a result of the two downgrades, but the Federal Reserve has accommodated for these downgrades by 
printing even more money.  

Money supply is a short-term fix for a long-term problem. Eventually, excessive money supply erodes 
the value of a currency to a point where it becomes difficult for a government to issue treasury bonds in 
its own currency. Given how generously the Federal Reserve has used the monetary instrument to fund 
the federal debt, the combination of endless debt growth and quantitative easing is putting the dollar itself 
in jeopardy. 

The second reason to take seriously the consequences of growing debt has to do with our constitutional 
government and independence as a nation. Nations that borrow irresponsibly eventually end up handing 
over their national sovereignty to international lenders. This has happened in recent years in Europe, and 
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not only in Greece. As Italy, the third largest economy in the euro zone, has come very close to the end of 
its credit line, international lenders including the IMF have dictated the temporary termination of elected 
government. Italy is now run by administrators appointed by the nation’s international creditors. They 
control both the legislative and the executive branch of the Italian government. 

A similar situation seems unthinkable in the United States. However, it is worth remembering that only 
a few years ago it seemed unthinkable that Congress would not only refuse to pass a budget for three 
years, but also would let the federal debt exceed 100 percent of GDP. While the loss of our constitutional 
right to govern ourselves is in no way jeopardized today, it is important to remember how easily the 
unthinkable becomes reality. 

The third reason for taking the debt crisis seriously is moral. Policies that let the federal government run 
a trillion-dollar deficit each year are founded in a sinister moral attitude. Those in Congress and in the 
White House who defend debt-driving policies of the current magnitude have, by the virtue of their 
actions, elevated government spending above its very harmful consequences.  

In the eyes of the Senate majority and President Obama, who stubbornly block sound fiscal measures, 
federal spending has become so important that they are willing to: 

 
 Jeopardize our prosperity; 
 Risk the soundness of our currency; 
 Open for international creditors to dictate U.S. policy; and 
 Ask coming generations to pay for our work-free, government-provided entitlements. 

 
The moral message embedded in these consequences is as simple as it is brutal: government spending is 

more important than the freedom and self-determination of every American.  
It is here that the price for the reckless, debt-accumulating policies is exposed in full. It is also here, at 

the moral level, we formulate the foundations of alternative policies. 
As a starting point, we acknowledge that government has a role to play, but that it is confined to its 

constitutional role in protecting our life, liberty and property. This is, in a matter of speaking, a moral 
confinement that at the same time honors the founding document of our republic and recognizes the 
outstanding moral principle that all men are created equal and have an equal right to pursue happiness to 
the best of their desires and abilities.  

Based on this moral foundation we can formulate a framework for the policies that will reverse 
America’s course on the size of government – and the size of government debt. But before we do that we 
must also recognize the economic realities within which our alternative policies are put to work. 

There are two important economic facts to recognize: 
 
1. The superiority of the free-market economy. In order to reduce and eventually eliminate the federal 

deficit, America needs a strongly growing economy. That will produce jobs and give people back 
the financial independence that comes with earning a paycheck. More growth also produces tax 
revenues for those government programs that are indeed essential. But growth can never come about 
so long as Congress and the President persist in maintaining, even growing big, non-essential 
spending. A free-market economy is superior to any government-run economy in producing 
prosperity; a free-market economy is unmatched in providing individuals with opportunities to 
pursue happiness and self-determination. Therefore, we need policies that promote entrepreneurship 
and innovation over dependency on government and stifling bureaucracy. 

2. The complexity of big government. As much as we know that a free-market economy is better than 
an economy with a welfare state, we also have to recognize that people adjust their behavior to the 
presence of a big government in their lives. This adjustment takes many different forms, from 
accommodating business decisions to high taxes, to reducing workforce participation because there 
are entitlement programs available. Because of the invasive nature of big government into the free-
market economy, it is not possible to remove that big government overnight. Big government was 
not built in a day and it cannot be reformed away in a day. 

 
The first fact tells us where we need to go. Our government is far too big for the economic health of our 

country. In order to secure our freedom and prosperity for the future, Congress must concentrate 
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government on its essential role and thus pull government out of other areas. Such downsizing of 
government is a necessary condition for the liberation of the free-market economy. 

This means that we need reforms that reduce the size of government, but it also means that such 
reductions must not be of a temporary nature. Austerity-driven spending cuts of the kind we can witness 
in Europe, may reduce the immediate size of the government budget, but they do not reform away the 
structural variables that drive government spending. 

It is only through reforms that put government spending on a lasting, lower trajectory that we can 
achieve a permanent reduction in its size and presence in the economy. 

The second fact indicates that we must allow some time for such reforms to take effect. It is of 
paramount importance for the success of reforms to shrink government that the private sector has enough 
time to grow and replace government. If reforms are rushed ahead of the growth of the private sector, then 
the elimination government programs will lead to financial hardship for many who have become 
dependent on government-provided entitlements. 

It is an entirely moral question whether or not those who depend on government should pay a price for 
their dependency, when government does not have enough money to pay for its entitlement programs. 
The answer is not universal, but depends instead on what part of government programs we are discussing. 
In terms of programs that are entirely non-essential, it is unproblematic to immediately terminate those 
programs and let the dependents seek private solutions. Examples of such programs are subsidies to 
private businesses, tax breaks used by wealthy citizens, and health and retirement benefits to government 
employees that exceed what an employee in a corresponding private-sector job can get.  

The moral answer is different for programs that are in the grey-zone between essential and non-
essential programs. There are many examples of entitlement programs aimed at providing poverty relief 
where government has a role to play but where the private sector is given far too small a role to play. 
These are programs that are aimed at people who would not be able to provide for themselves if they 
immediately lost access to those entitlements. 

Because government has to a large degree marginalized private provision of poverty relief, government 
has a responsibility not to inflict immediate financial hardship on those who have become dependent on 
government-provided programs. This is the unequivocal moral premise for any reforms to government 
spending programs aimed at the poor and needy.  

When such programs – commonly referred to as “welfare” – work as intended they provide relief to 
those who have nowhere else to go. The problem comes about when government has to rely perpetually 
on credit to honor its spending promises. At that point, government is jeopardizing its commitment to the 
poor and needy, whose access to relief government has basically monopolized.  

The challenge, therefore, is for government to pursue three goals simultaneously: 
 

 To promote economic growth, entrepreneurship and prosperity by strengthening our free-
market economy; 

 To reform government spending programs in order to reduce and eventually eliminate the 
budget deficit; and 

 To pursue both more free-market reforms and spending reforms without inflicting immediate 
financial hardship on those who depend on government-provided poverty relief. 

 
This paper addresses the spending reform challenge under the “financial hardship” condition. 
 
 
Safety-Net Programs: An Overview 
 
 
There is no doubt that Congress must comprehensively reform federal spending. Furthermore, there is 

no doubt that such reforms must be long-term in nature, moral in character and fiscally sustainable in 
practice. While such reforms are, relatively speaking, easy to do in non-essential programs, there will be 
challenges related to reforms of essential or semi-essential programs. The most obvious challenge is 
between the moral condition of “financial hardship” and the goal of securing fiscal sustainability in the 
participation of the federal government.  
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It is entirely possible to solve this conflict. This paper outlines a policy strategy for that solution and 
applies it to some of the politically most sensitive spending programs: safety-net entitlements for the poor 
and needy.  

This application serves two purposes. First, it shows that the current, federally dominated structure for 
providing for the poor and needy is not the only credible one. It is crucial for the future that the private 
sector is given back its role in this area as well as many others where government has more or less 
become a monopoly. This restoration of private-sector provision of safety nets cannot happen unless 
Congress strikes a prudent balance between the moral goal of protecting the poor and needy from 
immediate financial hardship and the fiscal goal of sustainable funding for safety-net programs.  

The second purpose is to show that the pursuit of fiscal sustainability is actually compatible with the 
“financial hardship” goal. The importance of this purpose cannot be understated. Conventional wisdom in 
public policy dictates that as soon as the federal government reduces its grip on caring for the poor, those 
cared for will suffer. By the same token, conventional wisdom also states that any pursuit of fiscal 
sustainability inevitably will harm the poor.  

These two “legs” of conventional wisdom help explain why government spending on entitlements has 
increased steadily over at least the past half-century. It is therefore important that we concentrate the 
following analysis on programs where this wisdom has most strongly come to guide legislation. 

A good example of this type of programs is found under the umbrella name of “Federal Aid to States”. 
Sending more than $500 billion per year to the states, these programs have not only unhealthily cemented 
the notion of government compassion, but also come to represent a major problem in the federal budget. 
Most importantly, some of the programs included under this umbrella are designed to provide a safety net 
for the poor and needy. 

In 2011 Federal Aid to States (FAS) topped $563 billion, up from $552 billion in 2009. Safety-net 
programs accounted for $382 billion in 2009. Medicaid accounted for 73 percent of those funds, with the 
remaining $104 billion going to, primarily: 

 
Low-Rent Housing Assistance  $30.7 billion 
Temporary Assistance to Needy Families $19.9 billion 
Title 1 Education $18.1 billion 
Child Nutrition Programs $16.3 billion 
Special Aid to Women, Infants and Children $6.5 billion 
 
States add varying amounts of money, with their mandatory contributions varying from program to 

program and from state to state. 
These are the programs that Congress needs to protect with a forward-looking reform, aimed to secure 

their fiscal sustainability. While each program requires a reform model tailored toward its specific 
purpose, there is a basic common structure to all safety-net program reforms. This common structure, in 
turn, is what will guarantee the fiscal sustainability of each program.  

The pursuit of fiscal sustainability is guided by two overarching reform goals: 
 

 To reduce the budget deficit and eventually eliminate it; and 
 To protect the poor and needy from immediate financial hardship. 

 
Both goals are equally important. No measure to reduce the deficit is acceptable if it inflicts immediate 

fiscal hardship on those who depend on the program. By the same token, no measure to protect the poor 
and needy from immediate fiscal hardship can impede or prevent a reduction and eventual elimination of 
the federal budget deficit.  

Superficially, these two goals seem incompatible, even contradictory. Conventional wisdom suggests 
that the only way you can reduce the deficit is by cutting spending on programs for the poor and needy. 
Similarly, there is a widely accepted notion that in order to spend on safety-net programs you have to run 
a deficit, at least in tough economic times.  

Both these notions are false. We can make the safety-net programs fiscally sustainable and achieve both 
overarching reform goals at the same time.  

Using the Temporary Assistance to Needy Families program as an example, the following sections 
develop a multi-step reform plan applicable to all safety-net programs. Before we get there, though, we 



 

5 

 

need to analyze two alternative ways to close a budget deficit and supposedly guarantee funding for the 
safety-net programs.  
 

 
Why Not Raise Taxes? 
 
 
Advocates of higher taxes make one valid point: in recessions, safety-net programs cost more and tax 

revenues decline. As a result, spending on the safety net will by necessity add to the federal budget 
deficit, and, the argument goes, the only way to avoid adding to the deficit is to raise taxes.  

The current recession offers an interesting opportunity to put numbers on this suggested need for higher 
taxes. To keep states from going into massive deficits, the federal government effectively bailed them out 
through the American Recovery and Reinvestment Act, a.k.a., the Stimulus Bill. When states accepted 
ARRA funds they allowed the share of their total spending that is paid for with federal money to increase, 
in some cases significantly. The inflow of ARRA funds started in 2009 and ended during 2011.  

If the states had not accepted any stimulus money, they would have spent $235 billion less in 2010 than 
they actually did, and an estimated $179 billion less in 2011. If we imagine away the ARRA funds, these 
amounts represent an accumulated gaping hole in state budgets, a hole that states could have filled with 
higher taxes.  

A small experiment shows why tax hikes would not have been a viable option. Suppose that states had 
spent the same amount of money in 2010 as they actually did, but that instead of relying on the large 
infusion of stimulus money they had raised taxes on their own residents. (We are using 2010 as opposed 
to 2011 for this experiment because there is more detailed data available for 2010.) 

Under these assumptions, states would on average have had to increase their tax revenues by 26.2 
percent. In some states this would have required almost catastrophic tax increases. In Alaska, the state 
legislature would have had to increase its in-state tax revenues by 91 percent. This would have required 
drastically higher taxes, possibly the introduction of a state income tax, all under the unrealistic 
assumption that an effort to double in-state tax revenues would not have any adverse effects on the state 
economy. 

South Carolina would have to increase its in-state tax revenues by 73 percent, and Wyoming by 49 
percent. 

Let us illustrate this point in a different way. Suppose that the states tried to replace the stimulus funds 
with higher personal income taxes. In five states with a flat income tax the effects would have been quite 
dramatic: 

 
Table 2: 
 
Indiana:  from today’s  3.4 percent  to 5.2 percent; 
Massachusetts:  from  5.3 percent  to 6.5 percent; 
Michigan:  from  4.4 percent  to 10.3 percent; 
Pennsylvania:  from  3.1 percent  to 6.1 percent; 
Utah:  from  5.0 percent  to 8.3 percent. 
Source: Tax Foundation and Internal Revenue Service. 
 
It is important to note, again, that these rates are calculated under entirely static assumptions. It is well 

known that higher taxes reduce economic activity and therefore erode the very base for the higher tax. As 
a result, tax increases rarely yield the extra revenues that legislators expect when they raise the taxes.  

For a closer look at the effects, let us use Wyoming as an example, a state with no income tax. Based on 
IRS data, in 2010 Wyomingites earned an estimated $12 billion in personal, individual taxable income. 
According to our calculations above, the state would have needed $1 billion to replace the stimulus 
money. That would work out to an eight-percent tax on taxable income.  

A dynamic analysis of the Wyoming economy shows that an eight-percent income tax would have led to 
significant losses of private-sector jobs. Compared to a scenario without this tax, Wyoming would have 
lost 14-15,000 private-sector jobs per year – in a state with a total of 220,000 private jobs. This would 
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obviously depress private-sector activity and as a result shrink the very base for the income tax. The loss 
of tax base would in turn have forced state and local governments to cut 4,500-5,000 jobs.  

Another way of looking at the effects of higher taxes is to think of the taxes we pay as a price tag on 
government services. When government raises taxes in the scenario we are discussing here, it does so in 
order to avoid having to cut government spending. In other words, government is delivering the same 
product as before, only at a higher price. We pay more into government but school classes do not get 
smaller, the lines at DMV do not get shorter and it takes just as long as before to get a building permit 
processed.  

In the Wyoming scenario, government actually provides a deteriorated product, as it lays off workers 
while charging higher taxes for its services. This is like an auto maker who charges model year 2013 
prices while trying to sell us new cars made in 2011. 

Higher prices for the same or lesser services from government means the private sector is drained of 
resources that could otherwise have been used to improve businesses and create more jobs. Because the 
higher taxes depress private sector activity, more people will also demand the services of the safety-net 
programs that taxpayers pay for. Government, in turn, has no extra money to pay for that increased 
demand, except by raising taxes again – which has predictably negative effects on the economy. 

Any attempt at guaranteeing funding for safety-net programs by means of higher taxes is like a cat 
trying to catch its own tail. Every time it thinks it leaps to catch it, it pulls the tail out of its own grip. 

 
 
Why Not Austerity? 
 
 
There are voices in the American public policy debate that propose austerity as a means to reduce and 

eventually eliminate the federal budget deficit. These voices suggest that across-the-board spending cuts 
can reduce the size of the federal budget enough to balance the budget and thus secure sustainable 
funding for safety-net programs.  

We have ample evidence to show that austerity-driven spending cuts are no better for the economy, or 
the government budget, than tax increases. The Greek experience since 2009 is a case in point. Much like 
the United States, Greece is suffering from a chronic budget deficit caused by years of entitlement 
overspending. The deficits are not related to a banking crisis; the problems in the Greek banking industry 
are related to investments that financial institutions have made in Greek treasury bonds. These problems 
have been exacerbated by write-downs of government debt that the European Union, the European 
Central Bank and the International Monetary Fund have forced Greek banks into accepting.  

The Greek government itself has in effect admitted that overspending is the root cause of its budget 
problems. Since 2009 Greece has suffered through several rounds of increasingly harsh spending cuts 
combined with higher taxes. This combination, also known as "austerity", has only aggravated an already 
bad economic situation.  

Austerity never works. To see why, let us do an experiment based on the stabilization program that the 
EU and the ECB imposed on Greece in 2011.1 This program contained a number of spending cuts. Two of 
the most direct measures in terms of spending cuts were:   

 
 Laying off 15,000 government workers in one year, a part of a plan to lay off ten times as 

many by 2015; and 
 Cutting two percent from the budget for the national Social Insurance Foundation (IKA).

2
 

 
One of the cuts that has hit IKA programs, a 22-percent reduction in unemployment benefits, lends itself 

well to an analysis of the effects of austerity.3 
Let us start with the 15,000-worker layoffs. Regardless of how necessary it is to cut government 

spending, there are inescapable effects of spending cuts that are sometimes ignored in the debate over 
austerity. While big spending cuts are necessary in principle, in practice they can defeat their own purpose 
– in this case a reduction in government payroll cost. 

When 15,000 workers are removed from government payrolls, there is an immediate reduction in 
government spending and a corresponding reduction in the budget deficit. To make this example 
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meaningful, let us assume that each Greek government worker makes 24,000 euros per year.4 This means 
that government now has reduced its spending by 360 million euros. 

That, however, is an illusionary spending cut. It is safe to assume that at least in the short term, all of the 
laid-off government workers will be on tax-paid unemployment benefits; according to Eurostat, 
unemployment in Greece has shot up from 7.7 percent in 2008 to 17.7 percent in 2011.5 (Youth 
unemployment is a devastating 44 percent.)  

Currently, the unemployment benefits system in Greece does not compensate by percentage of earnings, 
as in most other welfare states. Instead, the compensation is a fixed monthly amount. Before the austerity 
package was imposed, the benefit was 454 euros per month; since March of 2012 it has been reduced to 
360 euros per month. 

Each of the 15,000 newly unemployed government workers receives 4,320 euros per year. This adds up 
to 64.8 million euros per year in new unemployment benefit costs to government, which we now subtract 
from the initial 360 million euros we saved by laying off these workers. We now have a net spending cut 
of 295.2 million. 

It is worth noting that the benefits that unemployed people receive is dangerously close to the Greek 
official poverty level.6 This means that government could end up having to increase its spending on other 
safety-net programs in addition to unemployment benefits. However, for simplicity we assume that their 
unemployment compensation is enough to keep them just above the poverty level. 

Next, consider the fact that the laid-off government workers have to reduce their private spending. The 
people who previously were paid 360 million euros, in total, now have to cut their consumption by 295.2 
million euros. This reduction has consequences. Established GDP data says that consumers in countries 
like Greece spend approximately 70 percent of their money on food, shelter, clothing and daily travels.7 If 
the laid-off government workers lived paycheck to paycheck, and if we make appropriate adjustments for 
Greek income tax rates and the 70-percent rule of thumb for basic consumption outlays, we conclude that 
each laid off government worker will reduce his consumption by 10,380 euros per year. The total 
reduction for our 15,000 workers is 155.7 million euros. 

This reduction will directly affect retail and basic consumer-services businesses (such as home repair 
businesses, hair dressers and taxi cab companies). Again using ILO data, we can estimate the average 
earnings in the affected segment of the labor market to 18,000 euros per year. If we divide the lost 
spending by this amount, we end up with sales losses for retail and basic services businesses that amount 
to 8,650 workers. If they are as unsuccessful in finding new jobs as the laid-off government workers, the 
cost of unemployment compensation rises one more time. The total cost for feeding those who have been 
laid off as a result of the initial government spending cut is now 102.2 million euros. 

In other words, what started out as an original reduction in government spending of 360 million euros is 
now down to 257.8 million euros. 

If we implement a similar spending cut in a country where unemployment compensation is a percentage 
of the laid-off person's earnings, the net cut is even smaller. If the Greek unemployment insurance fund 
had compensated at 60 percent of earnings, the net savings from the initial cut would be 140 million euros 
(all other things equal), or 39 cents of each euro of spending cut. If, in addition, there would be other 
social protection programs in place to mitigate the income loss for the laid-off government workers, the 
net savings amount would shrink even further. 

It is worth noticing that this example does not include the tax revenue losses caused by reduced personal 
income and consumption expenditures. If we factor in all relevant variables, the net effect on the budget 
deficit from the initial spending cut is likely going to be negligible.  

The lesson to be learned from this is not that we should not shrink government. On the contrary -
 government is the root cause of Greece's problems: the political robber barons who take people's money 
under the guise of the welfare state are the ones who have sunken half of Europe into a dungeon of 
stagnation, proliferating poverty and perennial unemployment. 

No, the lesson to be learned here is that austerity spending cuts, driven by panic over an unsustainable 
budget deficit, are the wrong way to reduce government.  

There is a better way forward, a way that involves simultaneously and coherently pursuing the two 
major policy goals: 

 
 To reduce the budget deficit and eventually eliminate it; and 
 To protect the poor and needy from immediate financial hardship. 
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The Crucial Need for Reform 
 
 
The federal budget problem was not created overnight. Its origins are decades-old, but the problem has 

been exacerbated over time by politicians who have been all too eager to promise spending they could not 
pay for. Democrats and Republicans all share the responsibility for today’s problems. Generations of 
lawmakers have come to Capitol Hill, taken for granted that dinner was free, cleaned the plates, pots and 
pie forms, raided the fridge and put the china and the kitchen table up as collateral for dessert.  

We are left with the bill – we, the generation now raising our families, building our careers and taking 
responsibility for running this country. We did not choose to run up this deficit. We did not choose to 
inherit it. But we are left with the bill, and we can choose to do something about it. 

It will require hard work, sacrifice, selflessness and some good, old American fortitude.  
The sacrifice is first and foremost political. There is no more time for shortsighted, career-saving 

maneuvers on Capitol Hill, or in the White House. This is the time when our elected officials will have to 
be ready to risk their political careers to save the country’s fiscal future.  

It is incumbent upon us to show selflessness. We, the generation now in the middle of our lives, halfway 
between college and retirement, are the generation that was born into a lifelong burden of government 
debt. We are paying the taxes to fund the welfare state, but we also know that without proper reforms to 
government, we will be left with the entire bill and an empty fridge. 

While recognizing that others piled up today’s debt, we won’t waste time blaming them for it. Our focus 
is on taking responsibility for our children. We will pursue reforms to government spending that can 
secure a better, more prosperous America for the future. In the bargain, we will have to sacrifice some of 
our own prosperity to pay for the overspending of the past, and to shield our children from an even 
heavier burden in the future. And we can do it better than anywhere else in the world. 

After all, this is America. 
The following four steps outline a path to reform of safety-net programs, using TANF as an example. 

These steps are designed to secure the fiscal sustainability of the government-provided safety net, while 
also facilitating the work to reduce and eventually eliminate the federal budget deficit.  

 
 
Step One: Tax-Based Appropriations 
 
 
A major problem with the deficit crisis is that government spends money it does not have. That is 

possible only so long as creditors have confidence in the ability of the federal government to pay back its 
loans. But as recent downgrades of our credit status have shown, even a big nation like the United States, 
with its world-renowned currency, will eventually run out of credit.  

When we get there, the consequences for government spending will be very serious. Our lenders, not we 
the people or our elected officials, will have the last word on what we spend money on – and we don’t 
spend on.  

This situation has come about because our legislators have the bad habit of deciding to spend money 
without having a dedicated revenue source to pay for that spending. This is how the federal budget deficit 
came about in the first place, but the same problem exists at the state level. Despite the fact that most state 
legislators are forced by law to balance their budgets every year, lawmakers in our state capitols have 
followed the example of their peers in Washington, DC and created spending program after spending 
program without first making sure that they will always have enough money to pay for those programs.  

So long as it was possible to compensate for excessive spending promises with higher taxes, this 
irresponsible habit did not seem to have any lasting negative effects. But as we saw earlier, it is no longer 
an option to raise taxes on the American people. As a direct consequence, we now have deficit problems 
in government budgets all over the country. 

In order to save crucial government spending programs, such as the safety nets for the poor and needy, it 
is time for our elected officials to fundamentally rethink the way they appropriate money. It is time to 
abandon traditional entitlement-based appropriations and instead shift to tax-based appropriations: 
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a) Entitlement appropriations. This is the traditional “spend first, then find the money” strategy for 

spending money that still dominate our government budgets. Lawmakers set up a spending 
program that promises money – entitlements – to a select group of citizens. They then appropriate 
money based on how many people they expect to benefit and the kind of services or cash 
compensation they want to provide.  

b) Tax-base appropriations. In contrast to entitlement appropriations, this strategy confines 
appropriations to the revenues from a dedicated revenue source. Once a spending program is 
designed, its growth over time is determined by what taxpayers can afford. If tax revenues go up 
significantly because the economy is doing well, then our legislators have more money available 
for the program. If on the other hand times are tough and taxpayers are squeezed by 
unemployment and lower earnings, government will have to do with less money.  

 
There is a structural problem in entitlement appropriations. When legislators appropriate money based 

on entitlements that they hand out to people, they effectively make an open-ended commitment to spend 
their taxpayers’ money. This does not automatically lead to over-spending, but the complete absence of 
any firm caps on what government can and cannot spend money on has led to more deficits than surpluses 
in both the federal and state budgets.   

Notably, the entitlement appropriations strategy has not remained without challenge. With the 1996 
welfare reform Congress made an attempt to actually close the open end on its spending promises. The 
reform introduced a lifetime welfare cap for every citizen. Together with caps on what welfare programs 
could and could not provide, Congress effectively created an aggregate spending cap.  

Unfortunately, welfare reform has remained an exception. The norm for government appropriations is 
still based on the enrollment strategy. Furthermore, the regulations that define welfare come with so many 
exceptions and diluting features that the spending cap has had very little practical meaning (CFR 264.10).  

It is not possible to reduce and eventually eliminate the budget deficit with entitlement-based 
appropriations. By contrast, tax-based appropriations put caps on spending in compliance with what 
taxpayers can afford. 

Tax-based appropriations work well in general. However, they do come with three consequences, two 
positive and one that requires further reform work. The positive consequence is that the programs that are 
subject to tax-based appropriations will never add to the budget deficit. As a result, they are shielded from 
panic-driven spending cuts. The poor and needy who depend on the safety-net program can rest assure 
that government will always have money to honor its promises to them. 

The second positive consequence is that Congress can concentrate its appropriations to one variable: the 
total cost of the program. By tying appropriations to a fixed tax base Congress can guarantee that 
program-specific spending will not exceed the funds it has available.  

The third consequence, the one that requires more work, has to do with changes in tax revenues over a 
business cycle. We will return to this consequence at the end of this section. 

A tax-based appropriations strategy is a necessary step toward securing the fiscal sustainability of 
safety-net programs. But more steps are required. 

 
 
Step Two: More Freedom to States 
 
 
For the foreseeable future, the prime fiscal assignment of Congress is going to be to reduce and 

eventually eliminate the federal budget deficit. In order to do so, Congress needs all the help it can get. 
When it comes to reforming safety-net programs, this help is well within reach: states co-fund these 
programs and can assume more responsibilities than they have today. 

By giving states more legislative, operative and financial jurisdiction over safety-net programs, 
Congress can concentrate more of its time, effort and legislative energy on solving its deficit crisis. This 
does not mean that the federal government will abandon safety-net programs, on the contrary. With a new 
and clearer division of responsibilities between states and the federal government, Congress can:  

 
 Allow itself to concentrate on its budget problems; 
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 Give states latitude to tailor key parts of safety-net programs to their individual needs and 
preferences; and 

 Open for jurisdictional competition, leading to more efficient policies without violating the 
no-harm condition. 

 
The separation of responsibilities is articulated in the answers to two questions: 
 

 The principled question, under Congressional jurisdiction: “What is the goal of this program?” 
 The policy question, under states’ jurisdiction: “How can we achieve the goal of this program?” 

 
As an example of what it means to separate these questions, consider the regulations that currently 

define the Temporary Assistance to Needy Families (TANF) program. These regulations are spelled out 
in CFR Part 260.30, which explains how Congress defines the goal of the program. This goal is divided 
into four separate purposes, the first of which says:  

 
The TANF program has the following four purposes:  
(a) Provide assistance to needy families so that children may be cared for in their own homes or in 

the homes of relatives; 
 

This first purpose does the precise opposite of what a prudent safety-net reform should do: instead of 
separating the principled question from the policy question, it bundles them together in one sentence. The 
answers the principled question, while the second part relates to the policy question about how the 
operating agency at the state level shall achieve the stipulated purpose.  

A re-wording of this purpose in recognition of the jurisdictional separation between Congress and the 
states could read as follows: 

 
The first purpose of the TANF program is to provide assistance to needy families; 
The states shall determine how the purpose of the program shall be accomplished. 

 
A similar distinction can be made in the second purpose of the TANF program, which reads as follows: 

 
(b) End the dependence of needy parents on government benefits by promoting job preparation, 

work, and marriage; 
 
This purpose effectively mandates a welfare-to-work methodology in TANF. There is little research that 

disputes the overall virtues of welfare-to-work as such, but there is also some criticism suggesting that the 
welfare-to-work (or “workfare”) part of welfare reform has become a poverty trap. The reason is in part 
that government has not provided welfare recipients with the right incentives to improve their personal 
finances once they are out on the job market.  

By encouraging policy innovation and jurisdictional competition among states, Congress can give states 
incentives to design better paths out of dependence on government benefits. Thus, applying the same 
jurisdictional distinction as above: 

 
The second purpose of the TANF program is to provide assistance to needy families; 
The states shall determine how the purpose of the program shall be accomplished. 

 
The current TANF regulations also includes the following two purposes, which shed more light on why 

it is reasonable to split the principled question from the policy question: 
 

(c) Prevent and reduce the incidence of out-of-wedlock pregnancies and establish annual numerical 
goals for preventing and reducing the incidence of these pregnancies; and 

(d) Encourage the formation and maintenance of two-parent families. 
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Research generally says that a reduction of out-of-wedlock pregnancies is helpful in reducing or 
preventing poverty. However, it is also well known that a one-size-fits-all approach to the “how to” 
question puts unnecessary bureaucracy in the way of innovation. 

It is understandably tempting for Congress to want to enter the policy side, but it is also important to 
keep in mind that new solutions to policy problems come from both policy innovation and research. 
When states have more latitude they create a new market for creative policy solutions.  

 
 
Step Three: Sustainable Funding 
 
 
Once we establish the tax-base appropriations principle and separate federal and state responsibilities 

we can take the step toward fiscal sustainability. We are now ready to dedicate a tax base in order to 
secure with sustainable funding for the program.  

The dedication of a tax base involves addressing the third consequence we identified in Step One, 
namely that tax revenues fall during a recession when demand for a government-provided safety net is at 
its highest.  

We start with identifying a specific tax for the funding of our program example, TANF. This tax could 
be the personal federal income tax, though only a fraction of it would be needed to fund the federal share 
of TANF. In 2009 U.S. taxpayers owed $968 billion in total personal federal income tax liability. That 
same year the federal government sent $18 billion to the states for TANF, which represents 1.86 percent 
of the total personal income tax liability. A tax-base dedication would thus lock in 1.86 percent of total 
federal personal income tax revenues (assuming that revenues and liability are always equal) for the 
funding of TANF.8 

Here, though, we run into the problem with the third consequence of tax-based appropriations. Suppose 
that in 2010 demand for TANF funds increases because more people are unemployed or cannot find their 
first job after school. (No corresponding numbers are available yet for 2010.) Assuming a five-percent 
increase in TANF enrollment, we would have to increase federal TANF spending by $900 million to 
$18.9 billion. At the same time, suppose federal income tax revenues go down by as much, for the same 
reasons as there is a rise in TANF demand. This reduces the 1.86-percent dedicated share to $17.1 billion.  

We now have a funding gap of $1.8 billion, a fiscal microcosm of the very budget situation we are 
trying to shield the safety-net programs from. The solution to this problem lies in a dedicated rainy-day 
fund, but with a design that is somewhat different than the kind of rainy-day funds that states normally 
have. 

A recent report by the Tax Foundation points to some problems associated with rainy-day funds. The 
report explains:9 

 
Most states have created budget stabilization, or “rainy day,” funds to draw upon when economic 
conditions create a severe or sudden drop in tax revenues. However, these cash reserves were for 
the most part inadequate in coping with the recent economic downturn. For all intents and purposes, 
only Alaska and Texas have sizable rainy day fund amounts remaining, although many states have 
begun to rebuild their balances. 

 
While useful in a recession, the rainy-day fund also causes problems. In order to build up and maintain 

a rainy day fund, government will effectively have to charge more in taxes than it uses for current 
spending. It needs to have us pay, say, $103 in taxes for every $100 it spends, where the extra $3 go into a 
rainy-day fund account.  

During a recession government uses the rainy-day fund, only to resume over-taxation when times get 
better again. However, the reason why this over-taxation happens is not the existence of a rainy-day fund 
per se. It has more to do with the nature of government spending: as explained earlier, when our elected 
officials appropriate funds for government spending they use, almost without exception, the entitlement 
strategy. Funds are appropriated not based on what taxpayers can afford, but based on the size and growth 
of the constituency that legislators want to give an entitlement to. As is indicated by the fiscal problems in 
most states, this means that current spending almost always exceeds current revenues.  
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As a direct result of their own proneness toward excessive spending, states have to resort to over-
taxation to feed their rainy-day funds. 

As the Tax Foundation explains, these funds are statutorily or even constitutionally mandated: 
 

Generally, U.S. states are required by their constitutions or by statute to contribute to their rainy day 
funds according to a formula or rule up to a preset limit or cap. At a minimum, most are required to 
deposit some portion of year-end surpluses into their rainy day funds during good years. … The 
size of rainy day funds is typically benchmarked against annual appropriations or general revenues. 

 
The Foundation also cites research that shows that the maintenance of a typical state rainy-day fund 

requires 2.8 percent extra tax revenues. In other words, taxpayers part with $102.80 to get $100 worth of 
services back from government.  

In a state like Ohio, this means an extra $660 million per year out of taxpayers’ pockets. Nationwide, a 
2.8-percent rainy-day fund “surcharge” on general government spending amounts to $19.7 billion, which 
equals 142,000 jobs every year. 

There is no doubt that rainy-day funds can be useful, but in order to serve their purpose they cannot add 
a burden to what taxpayers are already carrying. The higher taxes go, the more likely a recession becomes 
and thereby the need for withdrawals from the rainy-day fund.  

For this reason, it is important that a reform to secure the fiscal sustainability of safety-net programs 
includes a rainy-day fund that fits within what taxpayers can afford.  

At this point, the policy freedom of the states will come into play. By pursuing innovative policy 
solutions the states find new ways to deliver safety-net programs such as TANF without violating the 
principled goals stipulated by Congress. The cost savings they accrue can then be used as a funding 
mechanism for a rainy-day fund strictly dedicated to the safety net.  

It is important, though, that a reform secures the right incentives for states to innovate toward more 
efficiency. Therefore, states are the primary beneficiaries of their own reforms, despite the fact that the 
safety-net programs are co-funded by the federal government: 

 
a) States must initially deposit all of their efficiency gains from program reforms into a rainy-day fund 

dedicated to the safety-net programs; 
b) The deposit requirement applies to both the state share and the federal share of program funding; 
c) When the deposits into the rainy-day fund equal 15 percent of the average program costs for the 

past three fiscal years, the state can dispose of 50 percent of all program efficiency gains as it sees 
fit; 

d) The remaining 50 percent of the program efficiency gains is returned to taxpayers. 
 

Since taxpayers are also voters, it is important that they are given an incentive to support policy reform, 
not just initially but over time. At the end of the day, they are the ones who bankroll the spending 
program, and therefore they should have a stake in any gains from successful program reform.  

To see what this means, let us use TANF in California as an example. Suppose in 2000 the state had 
started reforming its TANF program under the liberty given in this reform proposal. Suppose also that 
each year the state secured a three-percent cost reduction: 

 
 By 2005 the state would have had a rainy-day fund equivalent to 15 percent of the average 

total TANF spending for the past three years; 
 In 2006 the state would have been able to refund $182 million to its taxpayers and still 

comply with the 15-percent rainy-day fund requirement;  
 In 2010 the same refund would have been $737 million. 

 
These numbers should be considered as an experiment more than a realistic example of actual gains. It 

is not reasonable to expect three-percent cost efficiency gains each year in perpetuity. However, even if 
efficiency gains drop to one percent per year once the rainy-day fund is built, the refund in 2010 would 
still be $213 million. 

 



 

13 

 

 
Step Four: Establishing Eligibility Criteria 
 
 
It is crucial that a forward-looking reform of safety-net programs can make eligibility criteria work with 

appropriations in recognition of the jurisdictional division between states and the federal government. 
Assuming, again, that the tax base dedication takes place at the individual program level, a tie between 

a fixed percent of personal income tax revenues and the total spending on that program is a necessary part 
of securing the fiscal sustainability of that program. However, it is not a sufficient part. We also need to 
secure eligibility criteria that work in accordance with the dedicated tax base. 

Part Two of the fiscal sustainability step defines an eligibility framework for the program. The design 
of this framework follows the same dichotomy as was used to separate the principled and the policy 
questions of “what” TANF is and “how” to achieve the goals of the program. Applied to eligibility, this 
dichotomy looks as follows: 

 
 Federal responsibility: Define the group of “needy families” so that the group is 

distinguishable by the same criteria over time;  
 State responsibility: Define what type of aid eligible citizens can or cannot receive under the 

program. 
 
A good example of how to define “needy families” is to use the federal poverty limit. This is already 

being done, and it works well as a basic, common-sense definition of the eligible population. At the same 
time, the federal government stipulates that one of the goals with the program is to “end the dependence 
of needy families on government benefits”, a goal that seems more ambitious than the definition of the 
eligible population. If we define as eligible anyone who is poor, then how can we also expect the program 
to provide only temporary benefits? Should not anyone who is poor be permanently eligible for TANF? 

The answer to this question begins in the separation of principles from policy. By concentrating its 
responsibility to the principled part of the program, Congress can articulate the foundations upon which 
assistance to needy families is provided. In the case of eligibility, the principled intention behind the 
program is embedded in the program purpose, where Congress states that assistance is supposed to be of a 
temporary nature.  

When Congress designed TANF to be a temporary relief program, it expressed a principled value 
position regarding government’s role in society. That role is one of traditional social compassion and 
stands in clear contrast to the value position that motivates redistributive welfare states. The social 
compassion model, which historically has defined the role of government in the United States, is much 
more promising from a fiscal sustainability viewpoint than the European-style welfare states that actively 
and permanently redistribute income and wealth between private citizens.  

By relying on the social compassion model, Congress can extend its responsibility for the principles of 
the program to the eligibility of those who benefit from it. It is a cornerstone of social compassion that 
government provides a safety net to those who suffer from poverty and financial hardship. Another 
cornerstone is that government provides a way out of dependency; if the majority of beneficiaries would 
remain permanently dependent, the program would take the form of an active income redistribution 
program.  

As an expression of its commitment to social compassion rather than welfare-state redistribution, 
Congress has equipped the TANF program with a cap on the total lifetime eligibility of an individual. 
This cap, which again is principled in nature and not an expression of policy, is formulated in Section 
264.1 of the CFR: 

 
(a)(1) Subject to the exceptions in this section, no State may use any of its Federal TANF funds to 
provide assistance (as defined in § 260.31 of this chapter) to a family that includes an adult head-of-
household or a spouse of the head-of-household who has received Federal assistance for a total of 
five years (i.e., 60 cumulative months, whether or not consecutive).  
(2) The provision in paragraph (a)(1) of this section also applies to a family that includes a pregnant 
minor head-of-household, minor parent head-of-household, or spouse of such a head-of-household 
who has received Federal assistance for a total of five years.  
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This lifetime benefits cap comes with a long list of exceptions, one of which allows states to continue 

benefits for an individual provided those benefits are not paid for with federal funds.  
Among the exceptions to terminating a person’s benefits is the welfare-to-work (W-t-W) opportunity:  

 
(3) Notwithstanding the provisions of paragraphs (a)(1) and (a)(2) of this section, a State may 
provide assistance under WtW, pursuant to section 403(a)(5) of the Act, to a family that is 
ineligible for TANF solely because it has reached the five-year time limit. 
 

As mentioned earlier in this report, welfare to work is a matter of policy, not principle. It therefore falls 
under the state jurisdiction: while the lifetime cap itself is a matter of program principle, the methods for 
implementing that cap is a matter of program policy. 

To further illustrate the need for a separation of principles and policy, consider the following list of 
exceptions from the 60-month cap in CRR 264.1: 

 
(b)(1) States must not count toward the five-year limit: 
(i) Any month of receipt of assistance by an individual who is not the head-of-household or married 
to the head-of-household; 
(ii) Any month of receipt of assistance by an adult while living in Indian country (as defined in 
section 1151 of title 18, United States Code) or a Native Alaskan Village where at least 50 percent 
of the adults were not employed; and 
(iii) Any month for which an individual receives only noncash assistance provided under WtW, 
pursuant to section 403(a)(5) of the Act. 
 

With these exceptions Congress micromanages the policy side of TANF, both territorially and in terms 
of what cash and in-kind services the program shall deliver. Such micromanagement stifles innovation at 
the state level and contributes to a level of legislative complexity that benefits no one and makes it harder 
for states to comply with the principled purpose of the law. 

When Congress can strike a prudent balance between federal and state jurisdictions, i.e., between 
principles and policy, it will incentivize evolution in policy solutions and methods for delivering services 
and benefits through government programs. To further secure such evolution and to further secure the 
fiscal sustainability of important programs, Congress should put in place a proper incentives structure to 
encourage active participation of all parties involved. 

 
 
Conclusion 
 
 
We have to take our debt seriously. The economic consequences of not doing so are very serious, as we 

can see in Europe. It is difficult to gauge exactly how far away from the European situation we actually 
are, but with two credit downgrades during Obama’s first term we cannot afford to wait any longer with 
deficit-reducing policy measures.  

We cannot tax ourselves out of the deficit. It has been tried before, with ample evidence showing what 
happens then. Panic-driven spending cuts are also out of the question, as the effects of those can be as 
harmful over time as higher taxes.  

A third policy option, increased money supply, can at best provide a short-term fix. But short-term 
solutions do not work on long-term problems. The price tag on a growing money supply can also be 
significant, especially in the form of high inflation. 

The only way out of our debt situation that will help economic growth while protecting the poor and 
needy from immediate financial hardship, is a thoughtfully executed block-grant reform. With distinct 
separation of responsibilities between the federal government and the states, a block-grant reform is a way 
to rein in the federal debt while securing the fiscal sustainability of entitlement programs.  
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Endnotes: 
 

                                                      
1 http://www.ekathimerini.com/4dcgi/_w_articles_wsite1_1_09/02/2012_426880  

2
 http://ika.gr/. The IKA provides cash benefits such as pensions or income replacement due to unemployment or 

sickness. It also covers in-kind services such as health care, dental care and even "spa therapies" and "therapeutic 
tourism". In other words, it provides most of what you will find on a welfare statist's wish list. 
3 These are technically administrated by another government entity - the eligibility requirements fall under the IKA's 
jurisdiction. Firing 150,000 government workers means doing away with more than a third of government 
employees (not counting the approximately 650,000 who work for government-owned enterprises) 
4 http://laborsta.ilo.org/ This is a tad on the low end, somewhat biased toward employees in the health care sector 
and other typical government service jobs rather than administration. However, in order to fire such large amounts 
of employees, the Greek government will inevitably have to cut in to the large cadres of lower-paid employees that 
are currently on taxpayers' payroll.   
5 http://epp.eurostat.ec.europa.eu/portal/page/portal/employment_unemployment_lfs/data/database  
6 http://www.cretegazette.com/2007-11/greece-poverty.php  
7 http://epp.eurostat.ec.europa.eu/portal/page/portal/statistics/themes, http://oecd.org/ or 

http://www.un.org/en/databases/  
8 This tax-base dedication can work for all spending programs where the federal government sends funds to states. 

Using again 2009 numbers, the sum total of all Federal Aid to States was $552 billion, or 57 percent of the total 
federal personal income tax liability. In theory, Congress could therefore dedicate 57 cents of every dollar in 
personal income tax revenues to the FAS programs. Thereby, Congress could secure the spending on these programs 
and at the same time prevent the same programs from adding to the federal budget deficit. However, this assumes 
that Congress finds all FAS programs equally worthy of keeping, either in their current form or altogether. 
9 http://taxfoundation.org/article/trend-8-insufficient-rainy-day-funds  

http://www.ekathimerini.com/4dcgi/_w_articles_wsite1_1_09/02/2012_426880
http://ika.gr/
http://laborsta.ilo.org/
http://epp.eurostat.ec.europa.eu/portal/page/portal/employment_unemployment_lfs/data/database
http://www.cretegazette.com/2007-11/greece-poverty.php
http://epp.eurostat.ec.europa.eu/portal/page/portal/statistics/themes
http://oecd.org/
http://www.un.org/en/databases/
http://taxfoundation.org/article/trend-8-insufficient-rainy-day-funds

