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Abstract

Unless Congress and the President act
promptly and wisely, sequestration
under the Budget Control Act (BCA)
will undermine military readiness,
and the nearly $500 billion tax
increase starting on January 1, 2013,
will greatly harm an already weak
economy. However, this fiscal cliff can
be avoided. The key to avoiding this
and future fiscal calamities is reform
of the mandatory spending programs,
from welfare to Social Security, that
currently drive federal deficits. The
Heritage Foundation’s Saving the
American Dream plan would rein in
spending immediately, restructure the
major entitlement programs to bring
entitlement spending under control
over the long term, and strengthen the
core foundations of these programs.
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as an attempt to aid or hinder the passage of any bill
before Congress.

ince the Heritage Foundation’s
Saving the American Dream plan!

was first published in April 2011,
there has been almost no substan-
tive progress on spending control.
The only plausible exception was the
flawed Budget Control Act (BCA), a
product of a contentious debt limit
debate. The complete failure of the
resultant bipartisan “supercommit-
tee” to reach agreement was a sad
reflection on a Congress that is divid-
ed and unwilling to pass the legisla-
tion necessary to rein in spending.

As aresult, the nation is facing
the looming sequester, which will
further undermine the defense bud-
get, jeopardizing one of the federal
government’s core constitutional
responsibilities. Yet it would leave
entitlement programs virtually
untouched, even though they are the
largest driver of spending today and
in the future. Meanwhile, the pros-
pect of ahuge tax increase in January
has had a deleterious effect on the
economy for many months, although
the effect is only a small portion of
the harm the economy will incur if
the tax increase ultimately takes
effect. America seriously needs a true
way forward.

The Heritage plan reflects the need
torein in spending immediately and
to rethink major programs. Spending

KEY POINTS

m Saving the American Dream
reflects the need toreinin
spending immediately, restruc-
ture major entitlements to con-
trol spending over the long term,
and strengthen the core founda-
tions of these programs.

m Obamacare should be replaced
with a true patient-centered,
market-based health care model,
including reforms in Medicare,
Medicaid, and the tax treatment
of health insurance.

m Social Security should return to
its original purpose: guarantee-
ing older Americans protection
from poverty in retirement.

m Congress should prevent all tax
increases in the fiscal cliff for
2013 and then pass broad sub-
stantive tax reform that simpli-
fies the tax code and is trans-
parent, revenue neutral, and
distributionally neutral.

m Defense, as a core constitutional
function of the federal govern-
ment, should be fully funded and
efficiently delivered.

m The Heritage plan balances the
budget in less than 10 years and
reduces debt held by the public
to 28 percent of GDP in 25 years.
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on the open-ended Social Security,
Medicare, and Medicaid entitlements
must be brought under control, and
the core foundations of these pro-
grams should be strengthened.

The following principles guide
the policy solutions in Saving the
American Dream:

m Total spending must be brought
under control to balance the bud-
get without raising taxes, ulti-
mately holding revenues at their
historical share of gross domestic
product (GDP).

m Entitlement programs should,
unlike today, actually guaran-
tee seniors economic security in
retirement and be recast as real
and sustainable insurance pro-
grams focused on those who truly
need them.

m  Other spending must be curbed,
and the federal government
must be restricted to its proper
functions.

m Defense, as a core constitu-
tional function of the federal

government, should be fully fund-
ed and efficiently delivered.

m The tax system should be struc-
turally reformed to foster growth
by eliminating tax distortions
of private economic decisions,
especially decisions on savings
and investment, and to make
the system simpler and more
transparent.

Priorities for Congress
and the President

Fiscal year (FY) 2012 closed
on September 30 with the
Congressional Budget Office (CBO)
estimating spending of $3.5 trillion
and a deficit of $1.1 trillion.? Debt
held by the public was $11.3 trillion
(73 percent of GDP). According to the
CBO, debt will explode to 199 percent
of GDP by 2037, driven by growth in
spending that will reach 36 percent
of GDP.2

The main drivers of spending and
debt increases are incontrovertibly
the major entitlement programs:
Social Security, Medicare, and
Medicaid. However, the slow econ-
omy with its high unemployment
rate, which remains stuck at around
8 percent, also adds to deficits and
debt through two channels: man-
datory spending for those workers
who are most affected by the slow
economy (e.g., unemployment com-
pensation) and below-average tax
revenues.

Itis clear that the top priorities for
Congress and the President should
be controlling spending, especially
entitlement reform, and setting an
economic growth agenda through tax

1. Stuart M. Butler, Alison Acosta Fraser, and William W. Beach, eds., Saving the American Dream: The Heritage Plan to Fix the Debt, Cut Spending, and Restore
Prosperity, The Heritage Foundation, 2011, http://savingthedream.org/about-the-plan/plan-details/.

2. Congressional Budget Office, “Monthly Budget Review,” October 5, 2012, http://www.cbo.gov/publication/43656 (accessed November 30, 2012).
3. Congressional Budget Office, “The 2012 Long-Term Budget Outlook,” Alternative Fiscal Scenario, June 5, 2012, http://www.cbo.gov/publication/43288

(accessed November 30, 2012).
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CHART 2

U.S. Federal Debt Will
Explode to Economically
Damaging Levels

U.S. federal debt will explode to 100
percent of GDP—an economically
damaging level—within only one decade.
Publicly held debt is the part of U.S.
federal debt most relevant to credit
markets. It excludes intragovernmental
debt, the amount that the government
owes to specific programs or agencies,
such as the Social Security Trust Fund.

Source: U.S. Office of Management and Budget, Budget

of the United States Government, Fiscal Year 2013:
Historical Tables (Washington, D.C.: U.S. Government
Printing Office, 2012), http://www.whitehouse.gov/

omb/budget/Historicals (accessed May 9, 2012); and

Congressional Budget Office, 2012 Long-Term Budget
Outlook, Alternative Fiscal Scenario, June 5, 2012,
http://www.cbo.gov/publication/43288 (accessed
June 5, 2012).
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reform. After averting the fiscal cliff,
Congress and the President should
immediately turn their attention to
these pressing issues.

As noted, entitlements are the
fastest-growing programs. Even if all
other spending was eliminated, these
programs would still cause large and
unsustainable deficits in the future.
Their growth is automatic, with
autopilot spending increases built in
and no serious budgetary constraints.
The top priority must be to restruc-
ture entitlements and put a brake on
their spending levels while strength-
ening and preserving them for future
generations.

A number of robust propos-
als for health care reforms already
exist, both in Congress and in the
policy community.* Congress and
the President should take advantage

of this policy momentum and focus
on reforming Medicaid and espe-
cially Medicare. However, changes in
Social Security should follow quick-
ly, and the rules that govern these
programs in general should be more
consistent. For example, increases in
the normal eligibility age should pro-
ceed simultaneously for both Social
Security and Medicare.

Specific steps for Congress and
the President include the following:

m The President should submit a
budget by the February 4, 2013,
deadline that outlines strong,
sweeping changes in entitle-
ment programs that will reduce
spending over the 10-year budget
window and significantly improve
the long-term trajectory of these
programes.

m The President’s budget should
lay out specific goals for a pro-
growth, revenue-neutral tax
reform plan.

m Congress and the President
should include reforms in enti-
tlement programs and further
reductions in other spending
areas, including the Patient
Protection and Affordable Care
Act (Obamacare), in exchange for
any increases in the debt limit.
These should reflect lessons
learned from the 2011 Budget
Control Act, such as avoiding
high-stakes mechanisms like
sequestration that are designed
to fail.

m Congress should pass a joint bud-
get resolution by the April 15, 2013,

4. J.D. Foster and Alison Acosta Fraser, “Six Bipartisan Entitlement Reforms to Solve the Real Fiscal Crisis: Only Presidential Leadership Is Needed,” Heritage
Foundation Backgrounder No. 2748, November 30, 2012, http://www.heritage.org/research/reports/2012/11/six-bipartisan-entitlement-reforms-to-solve-the-
real-fiscal-crisis-only-presidential-leadership-is-needed.
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199 percent of GDP by 2037. The Heritage plan, Saving the American Dream,
would rein in future federal spending and dramatically lower the debt to 28
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deadline that includes reconcilia-
tion instructions for entitlement
and tax reform.

m The budget resolution should also
require reforms of other spend-
ing programs to bring spending
below the BCA levels for 2014 and
beyond.

Health Care

If only one issue is thoroughly
addressed in 2013, it should be the
federal role in health care, the big-
gest driver of spending. The flawed
Obamacare law only adds to the
problem. Instead of expanding
the government’s role, health care
should follow a true patient-centered,

market-based model, including
reforms in Medicare, Medicaid,
and the tax treatment of health
insurance.

Medicare. Medicare’s finances
must be brought under control. As a
first step, the age of eligibility should
be raised gradually from 65 to 68
and then indexed to life expectancy.
Premiums for Parts B and D should
also gradually increase, thus expand-
ing the current policy for Medicare of
adjusting the level of taxpayer subsi-
dies to income, with the most affluent
seniors receiving much smaller (or
in some cases no) taxpayer subsi-
dies for their health coverage. These
steps, among others,® should occur
immediately because they are eas-
ily achieved and less controversial
and should be part of new debt-limit
legislation.

Within five years of these initial
changes, patients should also be tran-
sitioned to a defined-contribution or
premium-support model that would
be adjusted for income. Expanding
competition in Medicare would
restrain federal spending, slow health
care costs, and promote greater inno-
vation in the delivery of care.®

Medicaid. Federal spending on
Medicaid should be put on a budget
subject to regular congressional
review to bring greater fiscal cer-
tainty and stability to the process.
Federal Medicaid spending would
follow antipoverty spending caps by
reverting to the 2007 spending levels
when the economy approaches full
employment (e.g., the unemploy-
ment rate dips below 6 percent) and
be adjusted for medical inflation
thereafter.

5. Robert E. Moffit, “The First Stage of Medicare Reform: Fixing the Current Program,” Heritage Foundation Backgrounder No. 2611, October 17, 2011, http://www.

heritage.org/research/reports/2011/10/the-first-stage-of-medicare-reform-fixing-the-current-program.

6. Robert E. Moffit, “The Second Stage of Medicare Reform: Moving to a Premium Support Program,” Heritage Foundation Backgrounder No. 2626, November 28,
201, http://www.heritage.org/research/reports/2011/11/the-second-stage-of-medicare-reform-moving-to-a-premium-support-program.
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In lieu of traditional Medicaid,
able-bodied individuals and fami-
lies should receive direct federal
assistance in the form of tax credits
or direct assistance to enable them
to buy private insurance coverage
of their choice. For the disabled and
frail elderly, Medicaid would remain
ajoint federal-state safety net pro-
gram, but states would have addition-
al flexibility to adopt more patient-
centered models.

Reform of the Tax Treatment
of Health Insurance. As a part of
tax reform (see below), the employee
tax break for employer-sponsored
coverage would be converted to a
non-refundable tax credit that indi-
viduals and families could use to pur-
chase the health plan of their choice.

These larger reforms are best
achieved through normal legislative
order. This could include the legiti-
mate use of reconciliation as part of
a comprehensive budget plan. In any
case, Congress should pass a concur-
rent budget resolution for FY 2014.

Social Security

Social Security needs to be
reformed. It is running permanent
cash-flow deficits and has severe pro-
grammatic flaws.”

First, Social Security’s eligibility
age should gradually be increased in
tandem with Medicare’s eligibility
age. For both, this change is straight-
forward and could be included in an
initial, small reform package. Next,
Social Security should return to its
original purpose of guaranteeing
that all Americans are protected
from poverty in retirement. As part
of this insurance protection, benefits
would evolve to an understandable,
predictable flat benefit that is well
above the poverty level. With Social

CHART 4
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Security functioning as an insurance
program, moderate-income retirees
would receive a smaller check, while
affluent seniors would receive no
check unless their financial circum-
stances change.

To encourage people to stay in the
workforce longer, those who work
beyond full retirement age would
receive a higher level of after-tax
income until they do retire.

Tax reform would support Social
Security reforms by significantly
increasing personal savings that
seniors can take into retirement,
and there would be no limit on the

amount of these tax-deferred sav-
ings. Thus, more retirement income
would be possible than under the
current system. Social Security
would become a safety valve against
economic reversals and a floor for
income after the statutory retire-
ment age.

Other Spending

Defense cuts are already reducing
military readiness, thus endanger-
ing the security of the United States.
The defense portion of the BCA cuts
is dangerously flawed and must be
reversed. In Saving the American

7. David C. John, “Social Security Finances Significantly Worse, Says 2012 Trustees Report,” Heritage Foundation Issue Brief No. 3577, April 23, 2012, http:/www.
heritage.org/research/reports/2012/04/social-security-finances-significantly-worse-says-2012-trustees-report.
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Spending Reforms Are
Crucial to Balance the Budget

Bold, transformational reforms are
needed to solve America’s spending
crisis. The Heritage plan, Saving the
American Dream, achieves this through
spending, entitlement, and tax reforms.
It reduces the size of government,
encourages personal fiscal
responsibility, and fosters economic
growth. It balances the federal budget
by 2017 and does not raise taxes.

Source: Calculations by the Heritage Foundation
Center for Data Analysis based on data provided by
the Peter G. Peterson Foundation. For more
information, go to savingthedream.org.
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Dream, the sequester for defense
spending (including the 2013 cuts)
is eliminated, and the higher spend-
ing is more than offset with reforms
in other spending and entitlements.
Defense spending is brought slowly
up to and held at 4 percent of GDP.
Non-defense discretionary spending
is set for 2013 at the BCA sequester
level and then reduced to 2 percent
of GDP, after which it is indexed to
inflation.

Spending in 2014 and beyond
should include reforms in long-
standing but growing and expensive
programs such as farm subsidies and
transportation. A program of priva-
tization, including federal asset sales,
could begin as early as 2015. Anti-
poverty spending should be rolled
back and capped when the economy

approaches full employment and
then consolidated into fewer pro-
grams that reflect strong incentives
for work and marriage.

Revenue

Tax Reform. The economy
remains plagued by the uncer-
tainty of expiring tax policy and an
unwieldy and inefficient tax code.
Beyond preventing Taxmageddon by
extending all current tax policy and
delaying the Obamacare tax increas-
es before January 1, 2013, Congress
should pass broad substantive tax
reform consistent with the New Flat
Tax in Saving the American Dream.
Tax reform should focus on promot-
ing economic growth by reducing
both tax rates and tax distortions
while maintaining revenue and

distributional neutrality. It should
also simplify the tax system and
improve its transparency so that
taxpayers can better understand the
influence of tax policy as well as the
true cost of government.®

The broad direction for tax
reform already in play, especially
the bipartisan push for lower cor-
porate income tax rates, is fully
consistent with the New Flat Tax.
Congress will likely find the goal of
lower corporate tax rates quickly
running up against the conse-
quent need to lower tax rates for
non-corporate businesses. This
occurs naturally under the New
Flat Tax, which taxes all businesses
at a single rate on their domestic
net cash flow at the entity level.
Likewise, the growing support for a

8. J.D.Foster, “The New Flat Tax: Easy as One, Two, Three,” Heritage Foundation Backgrounder No. 2631, December 13, 2011, http://www.heritage.org/research/
reports/2011/12/the-new-flat-tax-easy-as-one-two-three.
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Cut Spending, Fix the Debt,
and Restore Prosperity

By rapidly lowering total federal
spending, the Heritage plan, Saving the
American Dream, would balance the
budget in less than 10 years and keep it
balanced permanently, without raising
taxes.

Sources: Current projections: Congressional Budget
Office, 2012 Long-Term Budget Outlook, Alternative
Fiscal Scenario, June 5, 2012,
http://www.cbo.gov/publication/43288 (accessed
December 6, 2012). Heritage plan: Calculations by
the Heritage Foundation Center for Data Analysis
based on data provided by the Peter G. Peterson
Foundation.
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territorial tax system—under which
U.S. businesses are taxed solely on
their domestic income—is also fully
consistent with the New Flat Tax,
which levies tax solely on domestic
income.

Under the New Flat Tax, the indi-
vidual income tax and the payroll
tax are rolled into one system with
the same tax rate that is imposed on
business income. Nearly all other
federal levies are repealed, leaving
a simple system for both individu-
als and businesses. Under the New
Flat Tax as it applies to individuals,
only income used for consumption
is taxed, thus eliminating the exist-
ing tax bias against saving. In addi-
tion, all distorting credits, exemp-
tions, and deductions are eliminated,
leaving only two credits and three
deductions.

The first credit is the above-
mentioned tax credit for health
insurance. This tax credit is less
distortive of economic decisions
than current law is, but it remains

a clear subsidy for the purchase of
health insurance. It is necessary
because the current-law tax bias
favoring health insurance is so pow-
erful and so entrenched that simply
eliminating the tax advantage is
impracticable.

The second credit carried over
from current law is the earned
income credit (EIC). The EIC needs
reform in its own right, butitis also
the largest income-support com-
ponent of the overall federal anti-
poverty program and one of its most
effective elements. Changes in the
EIC should then be considered part
of the proposed budget for anti-pov-
erty programs.

The three deductions are as
follows:

m The deduction for charitable
expense, which is retained
because this tax system taxes
the individual on what he or she
spends. Charitable contributions
benefit the receiving organization

and thus should be deductible for
the recipient.

= A deduction for higher educa-
tion, which recognizes that edu-
cation expenses are a form of sav-
ing and investing simultaneously,
which in every other instance is
excluded from tax under the New
Flat Tax.

= An optional home mortgage
deduction with the proviso that if
the homeowner chooses a mort-
gage with deductible interest, then
the lender must, as under current
law, continue to pay tax on inter-
estincome earned. Alternatively,
the home owner may choose to
forgo the deduction, in which case
the lender earns tax-free inter-
est income and can thus charge a
lower mortgage interest rate.

The New Flat Tax, the tax reform
plan, is implemented effective

January 1, 2014.
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Addressing the Fiscal Cliff

Table 1 addresses each element of
the fiscal cliff and the proposed steps
that Congress should take on each of
them.

—Alison Acosta Fraser is Director
of the Thomas A. Roe Institute for
Economic Policy Studies, William
W. Beach is Director of the Center
for Data Analysis and Lazof Family
Fellow in Economics, and Stuart M.
Butler, PhD, is Director of the Center
for Policy Innovation at The Heritage
Foundation.
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TABLE1

Addressing the Fiscal Cliff

PROVISION

Expiration of the 2001/2003/2010
tax cuts

Automatic sequestration provisions of
2011 Budget Control Act

Sustainable Growth Rate Formula (SGR)

Expiration of payroll tax cut
Alternative minimum tax “patch”

Expiration of unemployment benefits

PROPOSED RESOLUTION

Extend all, then tax reform

Eliminate for defense (offset with other
broad spending reforms), maintain for
non-defense discretionary spending and

other spending

Extend “doc fix" for one year, then roll the
SGR into Medicare reform

Extend for one year
Extend
Wind down to 63 weeks nationwide, then

gradually phase out as the unemployment
rate improves
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This plan was developed as part of
the Solutions Initiative and funded
by the Peter G. Peterson Foundation.
The Peterson Foundation convened
organizations with a variety of per-
spectives to develop plans addressing
our nation’s fiscal challenges. The
American Action Forum, Bipartisan
Policy Center, Center for American

Progress, Economic Policy Institute,
and The Heritage Foundation, each
received grants. All organizations
had discretion and independence to
develop their own goals and pro-
pose comprehensive solutions. The
Peterson Foundation’s involvement
with this project does not represent
endorsement of any plan.




