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CUTS TO LOW-INCOME PROGRAMS MAY FAR EXCEED THE
CONTRIBUTION OF THESE PROGRAMS TO DEFICIT'S RETURN

By Isaac Shapiro and Robert Greenstein

Summary

There isadistinct possibility that efforts to reduce the deficit this year will take a large
and disproportionate bite out of programs that provide key supports and services to low-income
Americans. Thisanalysis explains that because substantial parts of the budget, including
revenues, are expected to be largely or entirely “off the table” when deficit reduction plans are
drawn up — and also because |ow-income programs tend to lack the political support of other
programs with more powerful constituencies— a very large share of the budget reductions
enacted this year may consist of cuts in programs for low-income families and individuals.
Indeed, when Congress completes work on the budget this year, it is possible that a majority of
the cuts will have been made in low- income programs.

Such anapproach would represent unbalanced priorities.

A heavy reliance on cuts to low-income programs would be out of line with the
very small role that such programs have played in the reemergence of deficits
(just six percent by one key measure), and with the modest contribution these
programs are expected to make to deficitsin the years ahead. A heavy reliance on
cuts in these programs aso would be out of line with the modest share of the
federal budget that such programs comprise.

Large cuts in programs for low-income Americans aso would be ill-advised,
given therise in poverty, the widening of the gap between rich and poor, and the
increase in the number of people lacking health insurance in recent years.
Sizeable reductions in programs for low-income families would exacerbate these
adverse trends.

Deficit reduction canbe accomplished — and has been in the past — without injuring the
most vulnerable Americans. The bipartisan deficit-reduction package in 1990, negotiated and
signed by a Republican President, and the deficit-reduction package enacted in 1993 stand out in
thisregard. Both of those measures included a combination of reductions in programs and tax
increases (the tax increases primarily affected high-income households), and did much to help
move the nation’ s fiscal position from one of large, structural deficits to the surpluses that

! Thanks to Ruth Carlitz, Joel Friedman, David Kamin, Richard Kogan, Sharon Parrott, and Dottie Rosenbaum of
the Center for their contributionsto thisanalysis.
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emerged in the late 1990s. Neither measure contained sizable reductions in programs for low
income families To the contrary, both achieved extensive deficit reduction while strengthening
programs that assist the working poor, such as the Earned Income Tax Credit.

Why LowIncome ProgramsM ay Be Sliced Deeply ThisYear

The factors indicating that budget cuts could fall heavily and disproportionately on the
backs of those most in need include the following.

There appears to be widespread support not to reduce Social Security (at least in the near
term), defense, or homeland security spending.? Indeed, the latter two areas may receive further
increases under the President’s budget. In addition, Congressional |eaders are expected to shy
away from adopting significant cuts in Medicare at the same time that they are considering
controversial changes in Social Security and with the Medicare drug benefit legidation about to
take effect. There also appears to be broad consensus on Capitol Hill that scheduled reductions
in Medicare payments to physicians need to be reversed; that reversal is likely to consume most
or al of any savings made elsewhere in Medicare costs.®

Tablel

Low-income Program Cuts Could Be Highly Disproportionate

L ow-income programs as a shar e of:

The change in the deficit since 2001 due to legidative changes 6%
A deficit-reduction plan evenly divided between spending and revenue* 10%
All program spending 20%
Programs “on the table”’ that might be cut** 4%
Potential cuts, given political redlities More than 50%

This scenario assumes half of deficit-reduction would consist of increased revenues and half of reduced spending. It also
assumes all programs would be cut by the same percentage.
**  Excludes defense, homeland security, Social Security, and Medicare

2 Some recent media stories have reported on potential “cuts” in defense programs that the Administration may
propose. Even if these“cuts” are offered, however, the Administration still is widely expected to propose an
increase in defense spending in 2006, even after taking inflation into account. The “cuts” that may be proposed are
apparently cuts from the Pentagon wish list, not from the budget baseline. Stated another way, any cutsin particular
components of the defense budget are expected to be more than offset by other defense funding increases. (The
forgoing applies to defense spending excluding spending in Irag, which the Administration is exp ected to leave out
of the budget it presents on February 7 and to handle through a supplemental budget request.)

3 An articlein CQToday January 18, 2005, page 16, that was based on an interview with new Senate Budget
Committee chairman Judd Gregg summarized the situation as follows: “...GOP budget writers are likely to largely
leave alone the Medicare health care program for the elderly, according to Gregg and senior congressional aidesin
both parties. Instead, they arelikely to tap the Medicaid health care program for the poor for savings.”



Finally, the Administration and the Congressional |eadership are determined not to raise
taxes. Thisis so even though in 2004, federal tax revenues fell to their lowest level, measured as
ashare of the economy, since 1959.

The net result is that only a minority of the budget is likely to be considered in deficit-
reduction effects this year. If revenues, Social Security, Medicare, defense, and homeland
security are taken off the table for deficit reduction purposes, low-income programs will make up
49 percent — or nearly half — of the part of the budget that remains “on the table” for potential
reductions. Thus, if all of the programs |eft on the table are cut by the same proportion, low-
income programs would bear nearly half of the cuts

By contrast, programs that provide services or benefits to lowincome families and
individuals make up 20 percent of all government expenditures. And increases in these
programs accounted for only six percent of the cost in 2005 of legidation enacted since January
2001, the period over which the budget has moved from sizeable surpluses to large deficits.

Moreover, low-income programs may be reduced more sharply, on average, than other
programs that are left “on the table.” L ow-income programs tend to have less powerful backers
than many other programs, such as farm programs or NASA, to name afew. Suppose, for
example, that Congressional bud get writers seek (as they may) to roll back the agriculture
subsidies included in the 2002 farm bill and require, through this year’s Congressional budget
resolution, that the House and Senate Agriculture Committees reduce entitlement programs
under their jurisdiction by a large amount. Those Committees could respond by shielding farm
subsidiesto a substantial degree and cutting the food stamp program significantly instead. The
food stamp program provides an average benefit of just 94 cents per person per meal (in 2004).

Media reports indicate that certain low-income programs are likely to be singled out for
significant cuts in the President’ s budget. The New York Times has reported that according to
Administration officials and Congressional aides, the President’s budget will include large cuts
in low-income housing programs.* That would not be surprising; the budget the Administration
submitted last year featured deep reductions in the nation’s principal low-income housing
assistance program— the Section 8 housing voucher program— with the cuts dated to reach 30
percent by 2009. News accountsalso suggest that the Administrationwill propose to squeeze the
Medicaid program and may propose to cap or scale back federal contributions for large parts of
that program, with the result that federal funding would not keep pace with health care costs.
Such a development likely would result in significant reductionsin health care coverage or
benefits for low-income families over time.

Congress, for its part, is likely to cut low-income programs significantly more than the
President proposes. Media reports indicate that the Administration will propose some scaling
back of agricultural subsidies; as noted, Congress could convert some of those reductions into
food stamp cuts. An examination of the House and Senate budget resolutions of the past couple
of years provides further indication that Congress may go beyond the White House in seeking

* Robert Pear, “Applying Breaks to Benefits Gets Wide G.O.P. Backing: Bush to Seek Firm and Enforceable
Curbs,” The New York Times, January 9, 2005, page 19.



cuts in low-income programs. Last year, the Senate passed a budget resolution that assumed cuts
in the Earned Income Tax Credit which the President had not proposed, while the budget
resolutions that the House passed in each of the past two years called for substantia entitlement
reductions, which appeared aimed in significant part at |ow-income programs the Administration
had not proposed cutting.®

Such an Approach Would be IlI-Advised

A deficit-reduction approach that heavily and disproportionately hits programs that
provide services and benefits to the neediest households would be ill-advised.

Increasesin low-income programs did not fuel the nation’sreturn to large
deficits. Low-income programs have grown since the time the nation had a
surplusin 2000. But this growth occurred in significant part in response to the
economic slump that increased the ranks of the poor, the unemployed, and the
uninsured. Moreover, the growth in these programs has been dwarfed by other
factors that have had muchlarger effects on the deficit. Information from the
Congressional Budget Office shows that changes in law enacted since January
2001 will increase the deficit by $539 billion in 2005. In the absence of such
legidation, the nation would have a surplus this year. Only six percent of this
fiscal deterioration reflectsthe cost of increases enacted in low-income programs.
Nearly half of the $539 billionin increased costs — or 45 percent of it — is
accounted for by new tax cuts® Increasesin spending for defense, homeland
security, and international affairs are responsible for another 37 percent of this
increase in costs.

Increasesin the costs of low-income programs will not contribute
substantially to the deficit problem in the decade ahead. In the absence of any
changesin current policies, the cost of |ow-income programs other than Medicaid
is expected to decline, as a share of the economy, in coming years. Even when
the expected increase in Medicaid costs and the rise in expenditures related to the
low- income provisions of the Medicare prescription drug bill are added in, the
total cost of low-income programs, measured as a share of the economy, will be
only dightly larger in 2015 than in 2005.

Benefits and services essential for needy householdsshould not be cut to pay
for generoustax breaksfor high-income households. The new tax cuts
enacted in 2001 and 2003 are adding $248 hillion to the deficit in fiscal year 2005
and will add $4.2 trillion in the succeeding ten years, if the tax cuts are made

® Seethefollowi ng Center on Budget and Policy Priorities' reports. David Kamin, Richard Kogan, and Joel
Friedman, “House Budget Committee Process Proposal Would Not Restrain Those Areas of the Budget That Have
Contributed Most to the Deficits,” March 18, 2004; Robert Greenstein and Richard K ogan, “Comparing the House
and Senate Budgets,” April 7, 2003; and Sharon Parrott and John Springer, “ The Human Costs of Cutsin Major

L ow-Income Programs Contained in the House Budget Resolution,” March 28, 2003.

® The cost of expansionsin refundable tax creditsisincluded in the six percent figure cited for expansions that were
enacted in low-income programs, not in the 45 percent figure for the tax cuts.



permanent.” Any effort to reduce the deficit over this period thus will largely be
an effort to offset the cost of a portion of the tax cuts. Cutting lowincome
programs is particularly inappropriate for such a purpose, given that the lion’s
share of the tax cuts are going to those on the top rungs of the economic ladder
and that relatively few tax-cut benefits are going to the low-income families that
would be asked to bear the brunt of the budget cuts. Moreover, those with the
lowest incomes are, by definition, those who can least afford to bear substantial
losses in income or vital services such as health care.

According to the Tax Policy Center of the Urban Institute and the Brookings
Institution, about five percent® of the new tax cuts enacted in 2001 and 2003 are
going to the bottom two- fifths of households, while 70 percent of the tax cuts are
going to the top fifth When the tax cuts are fully in effect, 26 percent of the cuts
will go to the top one percent of households. If benefits and services for low
income households are cut significantly, the combined effect of those budget cuts
and the tax cuts will almost certainly be to make low-income households
significantly worse off, pushing more families into poverty and many who already
are poor deeper into poverty.

Recent income, poverty, and health insurance trends suggest cutsin low
income programs would be ill-timed. In recent decades, income gainsamong
|ow-income househol ds have been paltry in comparison to the gainsamong very
high-income households. As aresult, the share of total income in the nation that
goes to the bottom two-fifths of households has fallen to one of its lowest levels
since the end of World War Il. In addition poverty rose for the third consecutive
year in 2003, and continued weakness in the labor market indicates poverty may
not have receded significantly since then Furthermore, those who are poor have
become poorer, on average. The latest figures show that poor households fell
further below the poverty line than at any previous point on record, with the
relevant data going back to 1979. Finaly, the number of Americans without
healthginsurance rose in 2003 to the highest level on record; these data go back to
1987.

The degree of income inequality, the extent of poverty, and the size of the
uninsured populationall are larger in the United States than in most other western,
industrialized natiors.

" These estimates include the costs of extending relief from the Alternative Minimum Tax, to the extent that such
relief is necessitated by thetax cuts. (It does not include the cost of AMT relief that would have been needed in the
absence of thetax cuts.) It also includes the associated increases in interest payments on the debt.

8 This calculation includes the effects of expansions in refundable tax credits, which we count as spending increases
elsewherein thisanalysis.

® The percentage of the population that lacked health insurance in 2003— 15.6 percent — was tied with the
percentage for 1996 as being the third highest percentage on record. The percentage of working-age adults who
lacked insurance was the highest on record in 2003. On the other hand, the percentage of children without insurance
has declined.



The imbalanced approach to deficit-reduction that now |looms as a distinct
possibility would exacerbate gaps between rich and poor already at or close to
record levels, deepen poverty, and increase the already-large number of
individuals who lack health care coverage.

These and other related issues are examined below.

Low-Income Programs and the Deficit
For the purposes of this analysis, low-income programs fall into three categories.

The first category consists of “means-tested entitlement programs.” Under these
programs, which include such programs as food stamps and Medicaid, all
households that meet the relevant eligibility criteria for a program can receive aid.
Eligibility is limited to households below certain income levels and oftenbel ow
certain asset limitsas well. Eligibility often isrestricted to households that also
meet certain other criteria, such as being elderly, having a disability, or being
employed.

The second category of means-tested programs consists of |ow-income
“discretionary” programs. These programs are funded through the appropriations
process on an annual basis, with the number of beneficiaries served, or the level
of services provided, being limited by the amount of funds made available.
“Low-income” discretionary programs generaly restrict eligibility to households
that fall below certain income levels and meet various other eligibility criteria.

The final category consists of two “refundable income tax credits,” the Earned
Income Tax Credit and the refundable portion of the Child Tax Credit. These
refundable tax credits are limited to low-income working families. If afamily’s
income is sufficiently low that the size of the tax credit for which it qualifies
exceeds the amount of income tax that the family otherwise owes, the family
receives the remainder of itstax credit in the form of a “refund” from the Internal
Revenue Service.

Low-income programs make up arelatively small portion of the budget — about one-
fifth in 2005.'° The majority of expenditures for low-income programs occur s through means-
tested entitlement programs; a significant minority occurs through discretionary programs; and
roughly one-tenth results from refundable tax credits.

10 More specifically, in 2005, | ow-income programs— including refundable tax credits— made up 18.9 percent of
all federal spending. If interest payments are excluded from the calculation, | ow-income programs made up 20.4
percent of federal spending.



Recent Trendsin Low-income Programs

Spending on low-income programs rose from fiscal year 2000 through fiscal year 2005,
but the increase was modest in comparison to other factors that influenced the swing in the
nation’s fiscal position from one of surpluses to one of deficits. This can be seen by examining
the cost of all legislation enacted since early 2001. Without this legidation, the nation would
currently be running a budget surplus. 1n 2005, data from the Congressional Budget Office
indicate that the combined costs of this legidation will be $539 hillion, substantially larger than
the expected deficit of about $400 hillion.

Increases in low-income programs will account for only six percent of the cost in
2005 of al legidation enacted since the start of 2001. These increases in low-
income programs result largely from tax-cut provisions that madethe child tax
credit partly refundable (so low-income families working full time for low wages
could benefit from it) and expanded the Earned Income Tax Credit for married
familiesto ease marriage penalties. The increases also reflect expansionsin
education programs for low-income students as part of the “N o Child Left
Behind” initiative.

Some 45 percent of the cost of |egislation enacted since the start of 2001 —
amounting to $244 billion in 2005 — consists of tax cuts.** The large majority of
these tax cuts are benefiting the 20 percent of tax filers with the highest incomes.
The cost of the tax cuts in 2005 will be nearly eight times the cost of the modest

Table2
Cost in 2005 of Legislation Enacted Since January 2001
Cost Asashareof the
(in billionsof  total cost of such
dollars) legislation

Tax Legidation $244 45%
Defense, Homeland Security, and International 199 37%
Non Low-Income Domestic Discretionary 26 5%
Non Low-Income Entitlement Legidation 38 %
Non L ow-income Programs 262 49%
Low Income Discretionary 14 3%
Low Income Entitlement Legidation 19 3%
L ow Income Programs 32 6%
All Legidlation $539 100%
Source: CBPP caculations from Congressional Budget Office data




increases in low-income programs.

Some 37 percent of the cost consists of increases in defense, homeland security,
and international affairs spending.

Another way of assessing recent trends that have influenced the deficit is to examine how
various categories of spending, as well as the level of revenues, have changed as a share of the
economy over the 2000-to-2005 period. This comparison, too, shows that while there has been
growth in the share of the economy devoted to lowincome programs, the size of thisincrease
palesin comparison both to the reduction in tax revenues and to increases in spending for other
typesof programs.

The cost of low-income programs will rise from 3.18 percent of the Gross
Domestic Product in 2000 to an estimated 3.80 percent in 2005, an increase of
0.62 percent of GDP. In addition to the modest program expansions discussed
above, this increase also reflects an increase in need due to the economic
downturnand increases in the cost of health care. Between 2000 and 2003 (the
latest year for which poverty data are available), the number of people living in
poverty rose 14 percent, causing the number of people eligible for these programs
to increase.

Federal revenues equaled 20.9 percent of the Gross Domestic Product in 2000, but
are expected to equal just 16.8 percent of GDP in 2005. This drop in revenues, of
about four percent of GDP, reflects the effects of the tax cuts, as well asthe
erosion in revenues caused in large part by the bursting of the stock market
bubble.

As Table 3 indicates, defense and other programs a'so grew much more rapidly as
a share of the economy than low-income programs did. For instance, while the
growth in the Medicaid program has received substantial attention, as a share of
the economy both the growth in defense spending and the growth in other non-
low- income programs are about three times the growth in low-income health
programs.

M This figure excludes the expansions in the refundable tax credits. 1t includes the costs of extending tax cuts that
existed prior to 2001 but were scheduled to expire, aswell asthe full costs of all adjustmentsto the Alternative
Minimum Tax.



Table3

Tax and Spending Changes as a Share of the Economy, From 2000 to 2005

Change asaShareof Share
GDP of Total Change
Revenues -4.04% 71%
Programs 2.49% 44%
Low-Income Health Programs 0.31% 5%
Other Low-Income Programs 0.31% 5%
Defense (Discretionary) 1.05% 18%
All Other Programs 0.87% 15%
| nterest* -0.84% -15%
Net Effect on the Deficit -5.69% 100%

*|nterest payments declined as a share of GDP, despite the increase in deficits, because of the drop in interest rates.
Source: CBPP calculations from Congressional Budget Office data.

Longer-term Trends

Not only has growth in low-income programs been relatively modest over the past few
years, but the cost of these programs (other than health insurance programs) is expected to
decline as a share of the economy in the years ahead. This anticipated downward trend is due
partly to the fact that the number of households with low incomes should decline as the economy
more fully recovers. Enrollment in programs such as food stamps rises during periods when
unemployment is elevated and declines when employment growth accelerates.

Adding hedth insurance programs into the equation changes this outcome only modestly.
Medicaid costs are expected to rise over time as a share of the economy, both because health care
costsin general are rising and because the aging of the population means that the number of
elderly individuals who live in nursing homes or otherwise need health care will increase.

Nonetheless, in the medium term, the rise in Medicaid expenditures and the increase in
expenditures that will result from the low-income provisions of the Medicare prescription drug
bill will largely be offset by the projected declinein expenditures for other low-income
programs. If no cuts are made in low-income programs, expenditures for low-income programs
in 2015 will equal 3.89 percent of the Gross Domestic Product, hardly larger than the expected
3.80 percent level in 2005. (This calculation is based on Congressional Budget Office
projections of spending levels under current law, as well as its economic forecast. The year 2015
is used because it is the last year for which detailed spending projections are now available.)

The appendix includes a full discussion of trends in Medicaid costs. The appendix shows
that the cost of Medicaid coverage is growing much more slowly than the cost of private sector
coverage and that Medicaid costs per person are substantially lower than those for private health
insurance. It also notes that states have instituted an unprecedented series of Medicaid budget




cuts and cost containment practices in recent years. Federal cutbacks to Medicaid would lead to
further reductions in Medicaid coverage, driving up the number of uninsured and leading,
potentialy, to atwo-tier health system in which Medicaid recipients receive less adequate care
than those covered through private plans.

After-tax Income, Poverty, and Health Insurance Trends

In assessing proposed cuts to low-income programs, it is worth reviewing the basic
indicators of need to which they respond. Here we examine recent trends in after-tax income,
poverty, and health care in the United States

Income and Tax Trends

The Congressional Budget Office provides the most comprehensive data available on
changes in income over time. These data have several advantages compared with the more
widely-cited Census data. The CBO data capture avariety of types of income important to low-
income households that the standard Census data do not include, such as the Earned Income Tax
Credit and food stamps. The CBO data also capture substantial amounts of income at the top of
the income scale that the Census data miss the Census data do not include capital gains income
or wage and salary incomes above $1 million Finally, the CBO data measure after-tax income,
which is a better yardstick of the amount of income that households have at their disposal than
the before-tax income measure that the Census data reflect.

The CBO data show that in recent decades, the gap between rich and poor in the United
States has widened markedly. (See Table 4.) Income gains have been spectacular among high-
income households but very modest among low-income households. (This pattern holds
throughout the income spectrum; middle-income households have gained more than low-income
households, high-income households have gained more than middle-income households, and the
highest-income households have gained the most by far.)

Between 1979 and 2001, the first and last yearsthat the CBO data cover:

The average after-tax income of the top one percent of households more than

doubled, rising from .
$294,300in 1979 to Change in Average'Aft.er-Tax'Inco.me: 1979-2001
$703,100 in 2001 This (after adjusting for inflation)
represents an increase of 160% 1 .
$408,800, or 139 g 190% ] =
percent. (CBO adjusted g ey
these figures for inflation & ao%-
and expressed them in T 60% 54.9%
2001 doIIars) S:L; 40:": ) 1nsve  168% 245%

1 M [ A1
By Contr&, the aver@e Bottom Second Middle Next Top Top 1%
afta._tax Income Of the Fifth Fifth Fifth Fifth Fifth

Source: Congressional Budget Office

poorest fifth of
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Table4

Average After-Tax Income by Income Group
(in 2001 dollars)
Per cent Change Dollar Change
Income Category 1979 2001 1979-2001 1979-2001

Lowest fifth $13,000 $14,100 8.5% $1,100
Second fifth $26,300 $30,200 14.8% $3,900
Middlefifth $37,400 $43,700 16.8% $6,300
Fourth fifth $49,000 $61,000 24.5% $12,000
Top fifth $86,300 $133,700 54.9% $47,400
Top 1 Percent $294,300 $703,100 138.9% $408,800
Source: Congressiona Budget Office, Effective Federal Tax Rates: 1979-2001, April 2004.

households rose only 9 percent, or $1,100, over the 1979-2001 period. The
average after-tax income of the second poorest fifth of households grew a little
faster, by 14.8 percent, but this still trandates into an average gain of well under
one percent per year.

In other words, in percentage terms, the after-tax income of the top one percent
rose more than 15 times as much as the income of the bottom fifth (139 percent
versus 9 percent). In dollar terms, the average income gain at the top — $408,800
— was nearly 400 times the average income gain at the bottom. Because incomes
grew fastest at the top, the share of thetotal after-tax income in the nation that
goes to the most-affluent people climbed significantly as well.

The same pattern holds for before-tax income. When data on before-tax income from a
recent National Bureau of Economic Research study'? that covers alonger period of time are
viewed in combination with the CBO data, it appears that the top one percent of households
received alarger share of the before-tax income in the nation in 2001 than at any time since
1936, except for the years from 1997 to 2000. In other words, except for the recent peak years of
the stock market, income was more concentrated at the top in 2001 than in the previous 65 years.

The nore current but less comprehensive data from the Census Bureau tell asimilar
story. The Census data indicate that in 2003, the share of before-tax income in the nation that
went to the bottom 40 percent of households was the lowest on record. These data go back to
1967. (When CBO data for 2003 become available, they may or may not show the same result
for 2003; the CBO measure for 2003 will show income to be more concentrated at the top thanin
most other years in recent decades, but it may show income to be somewhat less concentrated in
2003 than it was in 2000.) The Census data also indicate that incomes fell across the board from
2001 to 2003, but fell fastest among the bottom fifth of households.

12 Thomas Pikety and Emmanuel Saez, “Income Inequality in the United States, 1913-1998,” National Bureau of
Economic Research, September 2001. Tables have been updated through 2000 at
http://emlab.berkeley.edu/users/saez/
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Table5

Distribution in 2004 of Tax Cuts Enacted Since 2001
Per centage
Average Share of the Changein
Incomegroup Tax Cut Tax Cuts After-Tax
Income
Lowest 20 percent $27 0.4% 0.4%
Second 20 percent $317 4.4% 1.9%
Middle 20 percent $647 8.9% 2.3%
Fourth 20 percent $1,186 16.4% 2.6%
Top 20 percent $5,055 69.8% 4.1%
Top one percent $34,992 24.2% 5.3%
Above $1 million $123,592 15.3% 6.4%
Source: Urban-Brookings Tax Policy Center

It should be noted that because the CBO datathat are currently available go only through
2001, they include little of the effects of the recent tax cuts. The tax cuts have increased income
inequality further; they have boosted the after-tax incomes of high-income households — both in
absolute dollars and as a share of the after-tax income in the nation — much more than they have
increased the incomes of those in the middle or the bottomof the income scale. Data from the
Tax Policy Center show that:

The bottom fifth of “tax units,”*® or households, received an average tax cut of
$27in2004. Thisequaled 0.4 percent of their after-tax income.

The second poorest fifth of households received an average tax cut of $317,
representing an increase of 1.9 percent in their after-tax income.

In contrast, the top one percent of households received tax cuts averaging nearly
$35,000, or 5.3 percent of their after-tax income. And households with incomes
exceeding $1 million received tax cuts averaging astunning $123,600, a 6.4
percent increase in their after-tax income.

In short, both the income trends of recent decades and the tax cuts enacted since 2001
have decisively favored high-income households. Given this context, it would be ill-advised for
policymakers to adopt deficit-reduction measures that hit low-income households harder than
others and essentially used the proceeds to help finance the tax cuts. Unfortunately, this is what
Congress and the President may be poised to do.

13 nitsanalyses, the Tax Policy Center examines the effects of the tax cuts on different “tax units.” These “tax
units” include individuals and married couples who file income tax returns, as well as those who do not file
(primarily because their incomes are below the minimum threshold for filing). For shorthand, this report usesthe
term “households’ instead of “tax units.”
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Poverty

Recent poverty data provide further evidence that significant cuts to low-income
programs would be problematic. In 2003, the latest year for which data on poverty are available:

One of every eight people in the nation was poor, with poverty having risen for
three consecutive years. Altogether, there were 35.9 million people living below
the poverty linein 2003. A similar number of people were either hungry or
threatened by hunger — a group the government terms “food insecure” — at
some point during the year.**

Among those who were poor, the depth or severity of their poverty — that is, the
degree to which their incomes fell below the poverty line — was greater in 2002
(latest data available) than in any year on record, with these data going back to
1975.1° Stated simply, those who are poor have grown poorer, on average.

Children are especialy likely to live in poverty. Some 17.6 percent of children in
the United States were poor in 2003. (By way of comparison, 12.5 percent of the
overal U.S. population lived in poverty that year.)

There is little reason to believe these figures have improved significantly since 2003.
The employment rate was essentially the same in 2004 as in 2003; in both years, an average of
62.3 percent of adults were employed. In addition, wages at the bottom of the economic ladder
fel further behind inflation in 2004. And withthe expiration of the temporary federal
unemployment benefits program at the end of 2003, some 3.5 million American workers
exhausted their regular unemployment benefits in 2004 before finding employment, the largest
such number on record. Significant numbers of these individuals and their families have gone
without paychecks or unemployment benefits for extended periods of time and are likely to have
falen into poverty.

Health Insurance

The number of people who lack hedlth insurance coverage throughout the year has risen
steadily since 2000; it totaled 45 million in 2003. In percentage terms, 15.6 percent of

14 Arloc Sherman, “Hunger, Crowding and Other Hardships Are Widespread Among Familiesin Poverty,” Center
on Budget and Policy Priorities, December 20, 2004. Specifically, according to the government’ s definition, “food
insecurity” meansthat at “ some time during the year, these households were uncertain of having, or unable to
acquire, enough food for all their members because they had insufficient money or other resources.” Note that the
two populations discussed in the text are not identical; that is, a significant number of the individuals threatened by
hunger in 2003, according to government statistics, were not poor.

5 Thisfinding, which includes the effects of non-cash benefits and the Earned Income Tax Credit, is for 2002. It
means that the average amount (after adjusting for inflation) by which poor households fell below the poverty line
was larger in 2002 than in any year on record, back to 1975. The Census Bureau has not yet released such
information for 2003. Other data suggest that, if anything, the severity of poverty worsened again from 2002 to
2003.
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Americans — almost one in every six people — were uninsured in 2003. Although the economy
has been slowly recovering since 2001, health insurance coverage has deteriorated.

The principal reason for the decline in health insurance coverage has been the erosion of
employer-based insurance coverage, spurred by the escalation in the cost of health insurance and
duggish job growth over the past few years. The percentage of people with employer-based
health insurance dropped from 63.6 percent in 2000 to 60.4 percent in 2003. Thisisthe lowest
level of employment-based insurance coverage since 1993. Census data show that the recent
decline in employer-based health insurance has hit low-income households harder than high
income households.*®

In response to the loss of employer-based health insurance and the increase in the number
of low-income people, enrollment in Medicaid and the closely-related State Children’s Health
Insurance Program (SCHIP) rose in 2003. This development was particularly important for
children, for whom the growth in Medicaid and SCHIP coverage was sufficient to offset the loss
of private coverage. The percentage of children who lack health insurance stood at 11.4 percent
in 2003, not a significant change from its 2002 level.

For working-age adults (those aged 18 to 64), by contrast, a light growth in Medicaid
coverage was not sufficient to outweigh the larger loss of employer-based coverage. (In the
majority of states, Medicaid eligibility limits for parents are set well below the poverty line, and
low- income working-age adults without children generally cannot get any coverage through
Medicaid unless they have severe disabilities) The number of working-age adults lacking health
insurance coverage rose to 36.3 million — or 20.2 percent of such adults — in 2003. These are
the highest levels onrecord.

These developments are responsible for a portionof the recent increase in Medicaid
costs. Medicaid responds both to weak economic conditions and to the erosion of employer-
based coverage among the working poor. It has prevented even greater increases in the number
of people who are uninsured.

International Comparisons

The United States compares unfavorably with other western industrialized nations along
all three dimensions just discussed — income inequality, poverty, and health care coverage. The
relative weakness of U.S. government programs, as compared to counterpart programs in other
nations, is amajor factor behind these unfavorable comparisons.

The best source of information on income and poverty levels across nations comes from
the Luxembourg Income Study (L1S). The LIS is a cooperative research project designed to
facilitate comparisons of living standards across industrialized nations. It compiles and

18 From 2000 to 2003, the share of the poor covered through employer-sponsored health insurance plansfell by one-
seventh, while the share of households with incomes above four times the poverty line who are covered through
employer-sponsored plans declined by one-fortieth.
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standardizes data from the chief statistical agencies of governments around the world. Two
recent analyses by the director of this study have found:*’

Income inequality is greater in the United States than in any comparable nation
examined. An examinationof 30 primarily western industrialized nations found
income inequality to be wider in the United States than in all of these countries
except Russia and Mexico, neither of which isconsidered a *high-income” nation
as the United States is.

In a separate analysis examining poverty among 12 “high-income” nations in the
mid-1990s, the poverty rate was found to be higher in the United States then in
nine of the other 11 countries studied and to be nearly double the poverty rate in
thetypical (or median) country in the study.

These analyses also found that government policies in the United States do lessto reduce
child poverty or income inequality than the policies in amost al comparable countries.

The United States also stands out among high-income nations for the large number of
people who lack health insurance. In al other high-income countries, health insurance coverage
is universal.

What Deficit-Reduction Approach Will be Taken?

The information presented here provides some useful guidance regarding efforts to
reduce the deficit. This informationindicates that:

Increases in low-income programs have had little to do with the reemergence of
substantial deficits;

Efforts to restrain rates of growth in the one lowincome program that is expected
to grow significantly in coming years, Medicaid, would likely cause serious
problems unless they are part of a broader effort to restrain cost growth in the
U.S. hedlth care system as awhole. Holding Medicaid to a significantly lower
rate of cost growth year after year than the growth in health care costs generally
would require cutting increasingly large numbers of low-income children, parents,
seniors, and people with disabilities adrift and swelling the ranks of the uninsured,
and/or moving to atwo-tier health care system under which Medicaid enrollees
are denied certain important health care services and treatments that other
Americans receive. (Seethe appendix for a fuller discussion.)

7 Timothy Smeeding, “Public Policy, Economic Inequality, and Poverty: The United Statesin Comparative
Perspective,” draft revision of a paper presented at the ‘ Inequality and American Politics Conference,” held February
20, 2004 at Syracuse University; and Timothy Smeeding, “Children in America: A Comparative View of our
Nation’s Future,” PowerPoint presentation at a Congressional Seminar, December 9, 2004.
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Low-income households have not experienced nearly as much income growth as
other Americans in recent decades. Poverty remains a serious problem in the
United States. Some 45 million Americans lack health insurance.

These devel opments suggest that a deficit-reduction approach that takes large and
disproportionate slices out of benefits and services for needy households would be both
unwarranted and inequitable. Unfortunately, Congress and the President may be poised to take
such an approach this year, in large part because many other ways to reduce the deficit are not
likely to be considered.

The President and Congressional leaders have made clear they will not consider
revenue increases, even though revenues amounted to a smaller share of the U.S.
economy in 2004 than in any year since 1959 and recent tax cuts have been
heavily skewed to high-income households.

There is widespread agreement that in the near-term, Social Security, defense, and
homeland security spending will not be reduced. Reductions in interest payments
on the debt also cannot be mandated; in fact, as interest rates rise to more normal
levels, the government’s interest costs will increase. Finally, as discussed earlier,
significant reductions in Medicare seem unlikely this year, and increasesin
Medicare provider payments may offset any reductions that might be approved.

Altogether, this means that 58 percent of the budget is likely to be largely or
entirely “off the table” whenit comes to reducing the deficit.

In addition, programs that serve needy households tend to have less powerful
supporters than many of the other programs that remain “on the table,” and
consequently may be more likely to be reduced.

Low-income programs constitute almost half, or 49 percent, of the portion of the
budget likely to remain fully on the table.'® Thisfar exceeds their share of overall
government expenditures. Moreover, only six percent of the increase in the
deficit that has resulted from legidation enacted since 2001 has been caused by
increases in low-income programs.

Other developments also suggest that programs providing benefits or services to needy
families and individuals may be a prime target. These developments include an expected
Administration proposal to essentially freeze overall funding for domestic discretionary
programs (other than homeland security) for the next five years, without any adjustment for
inflation or population growth. The impact of these cuts would grow witheach passing year. In
2010, such a proposal would mean that discretionary programs would have to be cut by $46
billion below their current level, adjusted for inflation.

18 |f Medicareis also on the table, low-income programs would make up 37 percent of the programs that are
potentially subject to cuts.
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The budget that the Administration submitted last February provides a glimpse of what
cuts might be in store. Under last year’s budget, nearly every domestic discretionary budget
account in the entire budget (outside of homeland security) was slated for decreases below the
budget baseline (i.e., below the 2004 funding level, adjusted for inflation), starting in fiscal year
2006.

Moreover, last year’s budget proposed particularly steep reductions in the housing
voucher program, the nation’s principal housing assistance program for low-income families. By
2009, that program would have beencut $4.6 billion a year, or 30 percent. A cut of that depth
could mean that the number of lowincome families provided rental assistance through the
program would be cut by 600,000 (30 percent of the number currently assisted) or that rents for
the low-income families assisted by the programwould be raised an average of $2,000 per
family in 2009. (Thisisthe average rental increase that would be needed to generate $4.6 billion
in savings in 2009 if the number of households receiving assistance remained unchanged.)

The Administrationalso may propose to cap or scale back funding for at least some parts
of the Medicaid program, and there may be an effort in Congress to convert the Medicaid
programto ablock grant. Over time, such steps would mean that federal funding will not keep
pace with increases in health care costs, likely leading to large reductions over time in health
care coverage or benefits for low-income families and individuals. Congress also could seek to
cut low-income programs such as food stamps and the Earned Income Tax Credit through the
budget “reconciliation” process.

A Different Approach

A different and more balanced approach can and should be pursued. Such an approach
would begin by putting everything on the table; all aspects of the budget should be considered as
possible elements of a deficit-reduction package. This would include revenues. For example, it
would be sensible to consider repealing two significant tax cuts enacted in 2001 that have not
even started to take effect yet and that are dated to phase in starting in 2006. Virtualy all (97
percent) of the benefits of these tax cuts, which concern two little-known tax provisions known
as “Pease” and “PEP,” will go to households with incomes exceeding $200,000 ayear. Yet there
has been no discussion of canceling or deferring these tax cuts despite the fact that they will
worsen the deficit by more than $12 billion a year once they are fully implemented, and thus will
place added pressure on Congress to make significant cuts in programs of broad general benefit.

Also on the table should be defense spending that is not related to anti-terrorism efforts.
Observers such as CBO director Douglas HoltzEakin have begun to question whether the
defense spending increases of recent years are being spent effectively and whether continued
defense spending increases are affordable.

On ardated front, any changesin Social Security that entailed added costs should be
“paid for” contemporaneously. Such costs should not be financed through borrowing that would
increase deficits for several decades to come.

19 patrice Hill, “CBO raps Bush plan on Social Security,” The Washington Times, front page story.
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Innovative deficit-reduction approaches also should be considered, such as improving the
accuracy of the cost-of-living adjustment used for many programs, including Social Security, and
for the tax system. The current adjustment overstates inflation dightly, resulting in more
spending and lower tax collections than would otherwise occur. Using a more accurate measure
of inflation that the Bureau of Labor Statistics has developed could save $35 billion ayear by
2014 and larger amounts in years after that.?°

Two recent efforts demonstrate that it is possible to reduce the deficit substantially while
protecting basic supports for needy Americans. The first was the deficit-reduction package of
1990, which emerged from a bipartisan budget summit in whichboth revenues and abroad array
of programs were put on the table. The balanced 1990 package was negotiated and signed into
law by President Bush' s father.

The second such measure was the deficit-reduction package of 1993. That package was
not enacted on a bipartisan basis but did reduce the deficit substantially.

In both 1990 and 1993, major deficit-reduction was achieved without savaging low-
income programs. To the contrary, in crafting both measures, policymakers took pains to protect
poor and vulnerable Americans and the programs that serve them. The 1990 and 1993
approaches to deficit reductionremain the most appropriate models to follow.

20 For adiscussion of this adjustment, see Robert Greenstein, “A Simple Proposal That Can Yield Substantial
Savings Over Time,” Center on Budget and Policy Priorities, May 18, 2004. For adetailed discussion of how a
more balanced approach to deficit-reduction could occur, see Robert Greenstein and Peter Orszag, “A Broken Fiscal
Policy . . . and How to Fix It,” in Mark Green, ed., What We Stand For: A Programfor Progressive Patriotism,
Newmarket Press, 2004.
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Appendix

Future Medicaid Growth Is Not Due to Flaws in the Program’s Design, but
to Demographic Trends and General Increases in Health Care Costs?*

As noted in the text, Medicaid costs in the future are expected to rise as a share of the
economy. This appendix attempts to sort out the reasons for this rise as well as the consegquences
of attempting to curtail this trend without addressing its underlying causes.

In short, the rise in Medicaid costs is not due to the design of the Medicaid program.
Rather, it is due to two broader trends — increases in health care costs that are affecting the U.S.
health care system as a whole, including the private sector, and the aging of the population
Specificaly:

Eligibility or benefit expansions have not contributed to Medicaid cost growth for
sometime. To the contrary, states have instituted an unprecedented series of
Medicaid budget cuts and cost containment practices in recent years. States pay
nearly half of the costs of Medicaid and have a powerful incentive to run the
program efficiently and to hold down Medicaid expenditures. Indeed, millions of
low- income Americans do not meet the stringent eligibility criteria set for
Medicaid in their state and remain uninsured, while Medicaid payments to health
care providers often are well below those that Medicare and the private sector

pay.

Projected increases in Medicaid costs reflect the steady rise in health care costs
that affect private insurance, Medicare, and Medicaid alike. Thisrisein costs
throughout the U.S. health care system is driven in substantial part by advancesin
medical technology that improve health and prolong life, but increase health care
costs.

In term.s of their QOS_tS per Medicaid per-person costs are growing more
benef'_C'ary’ Medicaid costs slowly than private sector insurance premiums
have risen much more slowly

in recent years than private

! _ 2 1% 12.6%
insurance costs. A just- & 120 1
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that Medicaid acute care costs 85 o%
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of 6.9 percent per year from
2000 to 2003. Thisis little

Source: Holahan and Ghosh, 2005 and Kaiser/HRET surveys

21 Thanks to Leighton Ku and Vikki Wachino for their assistance in writing this appendix.
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more than half the 12.6 percent per year growth in the cost of private health
insurance premiums found by a survey by the Kaiser Foundation.?® (These
growth figures do not include an inflation adjustment; relative to the overall
change in the cost of living, Medicaid acute costs per enrollee rose an average of
4.6 percent per year from 2000 to 2003.)

. Moreover, Medicaid
COStS per person are Medicaid Costs Less Than Private Health Insurance:
substantially lower than 30% Less for Adults and 10% Less for Children
those for private health
insurance. Another $4.410 _ _
recent Urban Institute Estimated 2001 per capita costs of

ing Medicaid enrollees with

studly found thet, after b Medicaid vs.privae inanence, e
adjusting for adjusting for health differences.
differencesin health
status and other $719  $795
characterigtics, average ﬂ
medical expenditures Adults | Children
for adultsenrolled in
Medicaid were nearly | Medicaid O Private Insurance |
30 percent lower than Source: Hadley and Holahan, Inquiry, 2004

medical costswould be
under private health insurance. Similarly, average medical expenditures for
children enrolled in Medicaid were 10 percent lower than costs would be under
private insurance (Figure 4).%

Of further interest, the provision of health care to low-income people who are
elderly or have serious disabilities accounts for the bulk — 70 percent — of
Medicaid costs. And more than 40 percent of Medicaid costs are for low-income
elderly or disabled people who also are enrolled in Medicare.

A substantial share of these Medicaid costs stem from gaps in Medicare coverage.
For example, Medicare generally does not cover nursing home care. Medicare's
lack of nursing home coverage forces Medicaid to pick up nursing home care
costs not only for individuals who already are poor, but aso for the much larger
number of elderly and disabled people who deplete their assets in paying for
nursing home care, fall into poverty at some point after entering a nursing home,

22 John Holahan (director of the Urban Institute’ s Health Policy Center) and Arunabh Ghosh, “ Understanding the
Recent Growth in Medicaid Spending, 2000-2003,” Health Affairs, January 26, 2005; Kaiser Family Foundation,
news release, “A Sharp Rise in Enrollment During the Economic Downturn Triggered Medicaid Spending to
Increase by One-Third from FY 2000-03,” January 26, 2005.

2 This study also found that people with Medicaid and people with private insurance used health services at roughly
comparable levels. Jack Hadley and John Holahan, “Is health care spending higher under Medicaid or private
insurance?’ Inquiry, 40:323-42, Winter 2003/2004. Similar findings were reached by federal researchers: see
Edward Miller, Jessica Banthin, and John Moeller, “Covering the Uninsured: Estimates of the Impact on Total
Health Expenditures for 2002,” Agency for Healthcare Research and Quality Working Paper No. 04407, November
2004.
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and qualify for Medicaid from that time forward. Medicaid picks up nearly half
— 46 percent — of al costs of nursing home care in the country.

Mogt of the remaining 30 percent of Medicaid costs goes for coverage of low
income children and pregnant women.

Another reason that Medicaid costs have grown in recent years is that Medicaid
has picked up coverage for substantial numbers of low-income families that have
lost insurance because of the erosion of employer-based coverage or because they
lost their jobs in the economic downturn and have not found new jobs that offer
employer-based insurance. Had Medicaid and SCHIP?* enrollment not grown,
there would now be millions more uninsured children and adults.

This type of enrollment growthis expected to subside as the economy and the
labor market improve. The only area of Medicaid enrollment growth anticipated
by the Congressional Budget Office over the next decade is a dight growth in the
number of elderly or disabled beneficiaries due to the aging of the population

As this discussion indicates, meaningful relief from rising Medicaid costs rests upon
broader efforts to address health care cost increases throughout the U.S. health care system and
to close gaps in Medicare coverage. In the absence of such broader efforts, reductions in the
federal contribution for Medicaid costs would have adverse consequences.

Such reductions would shift health care costs from the federa government to states and
localities. State and local governments would then be faced with choosing between two
undesirable alternatives. They could either try to maintain current health care coverage with
fewer federa funds (which would compound problems in the rest of their budgets and likely lead
to cutsin other programs such as education unless they raised taxes) or they could cut back on
health care coverage for low-income families, seniors, and people with disabilities, and cause
increases in the ranks of the uninsured and the underinsured. Federal cutbacks to Medicaid also
would shift costs to health care providers to the degree that providers furnish care for which they
do not receive compensation, and to low-income people to the degree that they are forced to
shoulder more of their medical bills out of their poverty-level incomes and to cut back on
expenditures for other items such as food.

Reductions in Medicaid funding without accompanying action to reduce the rate
of health-care cost growth systemwide or to close gaps in Medicare coverage
would inevitably lead to a swelling of the ranks of the uninsured, since reduced
federal Medicaid contributions almost certainly would lead many states to restrict
Medicaid eligibility and to remove some low-income people from the program.
Research indicates that increases in the number of uninsured individuals would
ultimately lead to poorer access to health care and higher levels of avoidable
illness and mortality among vulnerable populations. For low-income children,

24 SCHIP stands for State Children’s Health Insurance Program; for children in low-income working families,
SCHIP complements the Medicaid program.
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lack of insurance and access to care could increase the number of days missed
from school due to illness and ultimately impair educational opportunities.

Some contend that increasing state flexibility in Medicaid, such as by allowing
states to increase the amounts they can require low-income beneficiaries to pay to
access hedlth care, could help reduce costs without adverse consequences for
beneficiaries. Experience indicates such claims should be treated with
considerable skepticism. For example, the state of Oregon was recently given
flexibility to impose premiums in its Medicaid program. The resulting premiums
were as low as $4 per person per month. Y et many poor Oregon residents could
not afford these premiums, and the number of people enrolled in Medicaid fell by
half.>> Most of those who lost Medicaid coverage became uninsured.

A rise in the number of uninsured people also would trigger increasesin
uncompensated health care costs, as some people without insurance would come
to emergency rooms when they became ill or sustained serious injuries. Such
costs would end up being borne in part by state and local government hospitals
and clinics, and in part by increases in the amount that hospitals and clinics
charge private health insurers through cost-shifting. Increases in the ranks of the
uninsured thus would likely trigger increases both in state and local government
costs and in private health insurance costs.

Efforts to hold growth in per-person Medicaid costs well below growth in private-
sector health-care costs over an extended period of time eventually would lead to
atwo-tier system of health care, with Medicaid beneficiaries relegated to the
lower tier. Since the risein health care costs is driven primarily by advancesin
medical technology and treatments, it is not possible to hold Medicaid cost
growth well below general health care cost growth year after year without steadily
cutting back on the number of people that Medicaid insures or the health care
services and treatmerts it covers. Unless we are willing to tolerate a steadily
growing population of uninsured low-income Americans, holding Medicaid cost
growth year after year to levels well below health-care cost growth in the private
sector would mean that low-income Americans would eventually have to be
denied the benefits of some medical advances that are available to other
Americans.

Federa cutbacks also would likely lead to reductions in Medicaid payments to
health care providers. Such payments already are substantially lower in many
states than the payments that private health insurance makes. Further reductions
in such payments would likely cause fewer providers to accept Medicaid patients.

25 Oregon Health Research and Evaluation Collaborative, “Research Brief: Changesin Enrollment of OHP Standard
Clients,” January 2004, and “Research Brief: The Impact of Program Changes in Health Care for the Oregon Health
Plan Standard Population: Early Results from a Population Cohort Study,” March 2004.
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