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Keep the Spending Caps
Stephen Moore and Joel Griffith

Abstract

The Budget Control Act of 2011 (BCA) has shrunk the size of government more effectively than any budget tool in
a generation. Total federal outlays have fallen from $3.603 trillion in 2011 to $3.506 trillion in 2014. The econ-
omy and jobs have picked up steam as the government has shrunk, refuting the Keynesian gospel of the left. In-
deed, less government spending means more private-sector growth. With this success in mind, fiscal conservatives
would be wise to compel President Barack Obama to comply with the overall caps while shifting spending within

the caps from domestic programs to defense programs.

President Barack Obama and Members of Con-
gress in both parties want to end the budget caps
and the sequester cuts that enforce those caps. Pres-
ident Obama called the caps “mindless austerity”
when he released his budget in February.

These caps and sequester are a byproduct of the
famous 2011 “debt ceiling” negotiations between
Obama and House Speaker John Boehner (R-OH).
Before those negotiations, the federal govern-
ment was spending 24.4 percent of gross domes-
tic product (GDP). In 2014, expenditures fell to
20.3 percent.

The Budget Control Act of 2011 (BCA), enacted on
August 2, 2011, reestablished limits on discretionary
spending through fiscal year (FY) 2021. Despite its

flaws, the BCA has been one of the most successful
lids on federal spending in modern times.

An increasing number of Republicans—such as
Senator John McCain (R-AZ), Senator Kelly Ayotte
(R-NH), Representative Robert Wittman (R-VA),
Representative Mike Turner (R-OH), and Represen-
tative Mac Thornberry (R-TX)—indicate that they
want to suspend the caps as well, at least on military
spending. Rather than bust the overall caps, fiscal
conservatives should insist on funding increases
in defense spending with reductions in domestic
spending. Anything else would be a monumental
tactical blunder because it would surrender to the
White House all of the fiscal leverage the Republi-
cans now have on the budget.
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CHART1

Federal Budget Deficits, 2009-2014
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CHART 2

Total Federal Outlays
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The Budget Control Act

The Budget Control Act is one of the reasons that The BCA budget cuts made possible the drop
the budget deficit fell from the towering heights of  in total federal outlays (in nominal dollars) from
more than $1.4 trillion of red inkin 2009 tolessthan  $3.603 trillion in 2011 to $3.506 trillion through FY
$500 billion in 2014." (See Chart 1.) 2014. This is the first three-year stretch of declining

federal outlays since Dwight Eisenhower’s first term
in office.? (See Chart 2.)
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CHART 3
Year-to-Year Change in
Federal Outlays
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CHART 4

Discretionary Spending, 2006-2014
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To fully appreciate this turnaround in budget pol-
icy,one must consider the breadth of the Washington
spending binge beginning in George W. Bush’s last
full year in office through Barack Obama’s first two.
From 2007 to 2011, federal expenditures sprinted
forward by $874 billion in nominal dollars®—a near
one-third blowout during an era of modest inflation
(lessthan 10 percent cumulative).* From 2011 to 2014,
spending has fallen by $97 billion.® (See Chart 3.)

The caps have restrained discretionary spending.
After peaking in 2011 at $1.347 trillion, discretion-
ary spending has been sliced and diced to $1.179 tril-
lion in 2014—a 12.5 percent three-year cut in agency
spending, not from the baselines but in nominal dol-
lars spent. Adjusting for inflation, these programs
have been cut by 16 percent.® (See Chart 4.)
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CHART 5

Actual Spending Cuts from the
Budget Control Act, 2012-2014
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CHART 6

Budget Control Act Reduced Federal
Spending as Share of Economy

FEDERAL SPENDING AS A
PERCENTAGE OF GDP

25%
P Budget Control Act
caps go into effect

24%
23%
22%
21%
20%

19%

18%

2007 '08 '09 2010 11 12 13 2014

Source: U.S. Office of Management and Budget, Budget of the
United States Government, Fiscal Year 2016: Historical Tables
(Washington, DC: U.S. Government Publishing Office, 2015),
Table 8.4, https://www.whitehouse.gov/omb/budget/Historicals
(accessed March 14, 2015).

SR165 R heritage.org

Many conservatives rightly warn that the sever-
ity of the military cuts have weakened national secu-
rity. However, domestic programs (including Medi-
care) have absorbed more than 44 percent of the cuts
in spending from 2012 to 2014.” (See Chart 5.) Every-
thing from transit grants and foreign aid to the IRS,
the Legal Services Corporation, Public Broadcasting
subsidies, Head Start, and bridges to nowhere have
felt the blade.

Spending cuts have been positive for the econo-
my. Total government spending as a percentage of
GDP has plummeted from 24.4 percent in 2009 to
20.3 percent in 2014.8 From 2011 to 2014 alone, dis-
cretionary spending dropped by 2 percentage points
of GDP.’ The economic growth rate, although still
far too low, has crept upward as government spend-
ing has fallen. No evidence indicates that spending
cuts have restrained growth, despite the predic-
tions of many economists. The 4.1 percentage point
reduction in federal spending is the equivalent of
$714 billion (based on the GDP in 2014)' in resourc-
es remaining in the private sector each year rather
than being squandered by the federal government.
This constitutes one of the largest fiscal retrench-
ments in modern times.
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CHART 7
Discretionary Spending Drops
Following Budget Control Act of 2011
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Actual discretionary spending (in nominal dol-
lars) from 2012 to 2014 was $427 billion lower
than projected by the Congressional Budget Office
(CBO) in January 2011 prior to the caps’ implemen-
tation.”> The BCA caps and sequester made this

reduction possible.
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The BCA’s Flaws

To be sure, the BCA has significant flaws. The big-
gest defect is that the entitlement spending on Medi-
care, Medicaid, Social Security, and other welfare
programs is allowed to continue to grow on autopi-
lot because they are outside the BCA caps and largely
untouched by its sequester cuts. The budgets for the
big three programs—Medicare, Medicaid, and Social
Security—and the new Obamacare subsidies are
expected to nearly double (86 percent growth) from
2014 to 2025."% (See Chart 8.)

Spendingis rising substantially in 2015, up 8 percent
sofarin the first four months of FY 2015 compared with
FY 2014. Medicaid spending is up nearly 23 percent,
an increase the CBO attributes “largely” to certain
Obamacare provisions that wentinto effectin January
2014. This jump does not even include the Obamacare
insurance exchange subsidies that are now in place—
a $7 billion increase so far this year."* Medicaid and
the Obamacare subsidies account for $28 billion of
the $88 billion in mandatory spending increases this
year. The extent to which growth of Obamacare and
other entitlements is responsible for this increase is
even more pronounced than at first glance. The govern-
ment has received just $7 billion in net revenue from
government-sponsored entities (GSEs) this year—$32
billion less than in 2014 at this point. Leaving GSEs
out of the equation, increases in Medicaid and Obam-
acare subsidies accounted for half of the mandatory
spending increase so far this year. Meanwhile, defense
spending is down nearly 5 percent.””

These fiscal Goliaths are only minimally con-
strained by the BCA because the White House
steadfastly resisted any reductions to their mete-
oric growth rate outside a 2 percent reduction in
total Medicare payments. Yet this 2 percent reduc-
tion saved $5 billion in 2013 and $11 billion in 2014.'¢
Indeed, the President’s FY 2016 budget request con-
tains virtually no meaningful entitlement reforms.
The prospects of any market-based entitlement
restructuring under President Obama appear slim
at best. The best possibility for needed entitle-
ment reforms is to keep the discretionary caps and
sequester—which were recently extended beyond
2020—cemented in place.

Many Republicans complain that the military cuts
have been severe—and they have been. While wind-
ing down military operations in Iraq and Afghanistan
is responsible for some of the reduction in military

CHART S8
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spending, the base Department of Defense budget
has shrunk as well. Compared with 2011, discretion-
ary defense expenditures fell by $103 billion between
2012 and 2014, roughly a 14.7 percent cut. Defense
spending as a share of GDP fell from 4.5 percent to 3.5
percent during this same period.”

While Congress supplemented the base defense
budget for Overseas Contingency Operations (OCO)
by $85 billion in 2014 and another $64 billion this
year, these OCO supplements do not address the
long-term needs of national defense. Regrettably,
rather than strategically eliminate waste, much of
these savings have been realized by delaying much
needed modernization programs.

Both Republican and Democratic appropriators
have resisted rooting out the waste and social spend-
ing in the defense budget. The Pentagon, for exam-
ple, rolled out a $7 billion spending spree on renew-
able energy projects in 2013. In the fall of 2014, the
Department of Defense announced a $210 million
award for the construction of bio-refineries. Arming
U.S. troops and securing the homeland should take
precedence over ideologically driven climate change
programs, especially in times of fiscal constraint.
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CHART9

Baseline Defense Spending
Under the Budget Control Act
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CHART 10
Discretionary Spending, 1969-1979
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During the remaining six full years subject to the
BCA caps (2016-2021), baseline defense spending is
permitted torise $68 billion—a 13 percent increase.'®
(See Chart9.)

The big fiscal victory for conservatives is that
domestic discretionary programs have been slashed
at the same time. There has been no replay of the
post-Vietnam domestic spending boom that liber-
als scored in the 1970s. From 1968 to 1978, military

spending as a percentage of GDP shrank by nearly
half, dropping from 9.1 percent of GDP to just 4.6
percent. Meanwhile, all other spending jumped from
just 10.7 percent of GDP to 15.5 percent—a nearly 50
percent increase.”

In this light, the BCA has put an electric fence
around the left’s grand spending ambitions. Chart
10 shows how the situation in the 1970s played out
far differently.
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Spending Caps Breaches

Finally, Congress has already partially lifted the
original BCA caps more than once. This is unrelat-
ed to the tens of billions of dollars in discretionary
spending each year for overseas contingencies and
emergencies not subject to these caps.

The first breach was partial. The continuing res-
olution enacted on September 28, 2012, funded the
government for the first six months of FY 2013 and
lifted the base budget by $11 billion above the BCA
cap for defense discretionary spending while reduc-
ing the base budget for non-defense discretion-
ary spending by the same amount. Thus, the total
amount of discretionary spending under the caps
was unchanged.

However, on January 2, 2013, just months later,
President Obama signed into law the American Tax-
payer Relief Act of 2012 in a partial resolution to
the impending fiscal cliff. This affected fiscal policy
in two ways. First, it moved the trigger date for the
automatic sequester cuts under the BCA forward by

two months to March 1, 2013. Second, the sequester
cuts were reduced from $109 billion to $85 billion for
FY 2013.%°

The Bipartisan Budget Act of 2013 (BBA), signed
into law on February 15, 2014, rolled back the budget
caps. The caps for both non-defense and defense dis-
cretionary spending were lifted by $22.4 billion each
for FY 2014. In addition, the caps for FY 2015 were
lifted by about $9 billion each for both non-defense
and defense discretionary spending.

Under the BBA, the sequester caps are to be fully
restored in FY 2016, but political leaders in both
parties are pushing for amelioration or full rever-
sal of these spending caps. More capitulations to
the spending forces in Washington will almost
certainly render the caps toothless. Without the
caps, spending will be much higher in 2016 and
going forward.
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From Where Did the BCA Come?

The financial crisis of 2008 and 2009 triggered
a new era of hyper government activism not seen
since at least the 1960s. President Bush responded
to the crash of the financial system and the housing
market with nearly unprecedented federal expan-
sions. These included tax rebates, spending stimulus
programs, and bailouts of the banks, insurance com-
panies, and Fannie Mae and Freddie Mac. Federal
spending in 2009 was $675 billion higher compared
with spending in 2007, not counting the Obama
stimulus plan—an increase of nearly 25 percent in
just two years.?!

President Obama doubled down on that spend-
ing trend. One of his first acts in office was the $830
billion stimulus plan,?* which was followed by auto
bailouts, cash for clunkers, and the Obamacare sub-
sidies. The federal debt rose from $10.6 trillion when
Obama took the presidential oath to more than $15.2
trillion at the end of 2011. All of this deficit spend-
ing was supposed to accelerate the recovery. It did
not. The recovery from the third quarter of 2009
through 2012 was the shallowest of the eight recov-
eries in post-World War IT America.

In 2010, the Republicans won a historic mid-
term election sparked by a Tea Party movement that
demanded less spending and debt and an end to bail-
outs. With Republicans in charge of the House and
John Boehner as the Speaker, the Republican leader-
ship began extensive debt and spending negotiations
with the White House. After a brief government
shutdown, the GOP and the White House agreed to
the Budget Control Act.

The BCA’s major feature was the spending caps
and the sequester mechanism to enforce those caps.
These were actually the brainchild of then-White
House Budget Director Jack Lew, the lead budget
negotiator for the White House.

In the final days of the 2011 debt-limit showdown
between President Obama and Speaker Boehner,
Boehner and then-House Majority Leader Eric Can-
tor (R-VA) shrewdly agreed to the cap-and-seques-
ter mechanism proposed by Jack Lew. With half of
the cuts coming from defense and halffrom domestic
discretionary programs, Lew had evidently thought
he had set a trap because Republicans would never
go along with these tight military spending ceil-
ings. Hence, the caps would force the GOP to agree
to raise taxes.

CHART 11
Discretionary Spending
on the Decline
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Yet in the winter of 2013, Boehner and Can-
tor rejected the entitlement-reform-for-tax-hike
grand deal that Obama was offering (which would
have caused a civil war within the GOP) and instead
embraced the binding spending controls with auto-
matic sequester cuts to enforce them. For liberals
this turned out to be anightmare scenario.

The caps reduced discretionary budget authority
by $30 billion in FY 2012.2% Despite the GOP acqui-
escence at the end of 2012 to the American Taxpay-
er Relief Act of 2012, the sequester, which began in
March 2013, saved another $85 billion in FY 2013.

Even with the partial rollback of the caps, spend-
ing has remained on a downward path. In 2014, fed-
eral expenditures dropped to 20.3 percent of GDP,
a drop of 4.1 percentage points since 2009. The last
decline in spending this steep took nine years, from
1991-2000.%*

Some of these savings are due to the decline in
interest rates that have dramatically lowered federal
borrowingcosts. Netinterest on the federal debt from
2012 to 2014 was nearly $313 billion less than CBO
estimates from January 2011.2° Some of the decline
is due to the repayment of money to the Treasury
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from Fannie Mae, Freddie Mac, and the banks that
received bailout funds under the Troubled Asset
Relief Program (TARP). These are generally scored
as “negative outlays” and therefore are counted as
spending “cuts.” From 2012 to 2014 the deficit fell by
$171 billion from GSEs, primarily Fannie Mae and
Freddie Mac,?° and an additional $12.6 billion from
positive changes in the valuation of TARP assets.*”
Yet discretionary spending has fallen well below
the baseline of where it was headed before the BCA
took effect. This is all the more remarkable because
these are the programs on which Obama had hoped
to spend much more as President. He calls these

programs “investments,” but he has been con-
strained in spending more on them in his second
term. This is why he is so obsessed with ending
the caps.

Chart 11 shows the cuts in discretionary non-
defense programs and defense programs.

Even with the upward adjustments in the caps,
Republicans can constrain spending at least through
the end of the Obama presidency by sticking with
the caps. Discretionary spending is expected to fall
to 6.0 percent of GDP by 2017 and 5.6 percent by
2020.28 These forecasts depend greatly on how much
the GDP grows over the next two to five years.

10
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Entitlements Still Growing Rapidly

Entitlements are still the big spending problem
and will continue to be for the next decade. They are
not covered by the sequester. During his six years
in office, Mr. Obama has proposed almost no cuts in
even the rate of growth of income transfer programs.
Chart 12 shows the growth of more than 80 wel-
fare programs since 2007—including food stamps,
unemployment insurance, housing aid, Medicaid,
and disability payments. Some of these increases
were results of the recession, while others were due
to Obama policies that expanded eligibility and can-
celled work requirements. Since 2008, spending has
soared 37.2 percent in these programs. Since 2007,
spending has mushroomed nearly 55 percent.?® (See
Chart12)

Asdiscussed earlier, growth of 86 percent through
2025 compared with 2014 of Medicare, Medicaid,
Social Security, Obamacare subsidies, and the Chil-
dren’s Health Insurance Program is predicted.?®
President Obama has rejected almost all proposals
to trim the growth rates of spending and continues
to demand tax increases as part of the solution.

Obamacare costs exploded in early 2015. The
CBO reported in early February that Medicaid
spending for the first four months of the fiscal yearis
up a stratospheric 23 percent thanks to massive new
enrollments. This Medicaid number does not even
include the $7 billion in new Obamacare “exchange
subsidies” spending so far this year. Taking this into
account, the “Affordable” Care Act is responsible for
anearly 30 percent hike in Medicaid and insurance

CHART 12
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subsidies so far in FY 2015.*' As more Americans
enroll for the subsidies, the costs imposed on the
Treasury will continue to rise. These preliminary
numbers give further reason to question President
Obama’s promise: “I will not sign a plan that adds
one dime to our deficits.”3?

11
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CHART13

Stimulus Failed to Keep
Unemployment Low

Unemployment Rate With and Without the Recovery Plan
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Spending Cuts and the Economy

Liberals argue that the spending cuts due to the
sequester and caps have held back the economy.
They believe that government spending is a stimu-
lus to the economy, which was the justification for
the $830 billion stimulus plan. That plan assumed a
“multiplier effect” from government deficit spending
of roughly $1.30 extra economic output from every
$1 spent.®® This is because the spending circulates
throughout the economy as the dollars move from
one business or worker to another.

That clearly did not pan out in 2009-2011 when
almost all of the money was spent. Chart 13 shows
that unemployment remained elevated above the
anticipated level throughout the period.**

Furthermore, not only did the economy far
underperform the target of 3.764 million jobs cre-
ated from February 2009 to December 2010, but
even more embarrassing, the economy created
fewer jobs with the stimulus than the Obama econ-
omists with their Keynesian models predicted it
would without the stimulus. These economists
predicted jobs growth without the stimulus would
be 512,000 during this period. In reality, the econ-
omy lost more than 2.5 million jobs.?® In sum, the

multiplier effect from the Obama stimulus appears
to be negative.

Now the same people that advocated stimu-
lus spending in 2009 wants another dose of defi-
cit spending to promote faster growth. President
Obama said as much when he released his FY 2016
budget and complained that sequester cuts have
caused “underinvestment” in high-priority pro-
grams such as infrastructure. Paul Krugman of
The New York Times and other leftist economists
have savagely attacked the budget cutting of recent
years and have predicted a slowdown in growth and
even a recession as a result of government down-
sizing. As Krugman stated in October 2013, the
“sharp fall since 2010 in discretionary spending as
a share of G.D.P. ... has depressed both growth and
employment.”3°

Those predictions have not panned out either. If
anything, the more the budget has been cut, the bet-
ter job growth and economic growth have been. The
economy is now growing at close to 3 percent annu-
ally and the private economy has grown even faster.

To be sure, this is still a flimsy recovery, thanks
in no small part to Obamacare, tax hikes, and

12



SPECIAL REPORT | NO. 165
APRIL 01, 2015

CHART 14

Government Spending and Unemployment Rate Follow Similar Tracks
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regulatory surges. But zero evidence shows that
spending cuts have been the economic curse that
the Keynesian economists had predicted. Econom-
ic growth and government spending have moved in
opposite directions of late—as has been the case for
most of the past 50 years.

The best explanation for the resumption of
growth is the free-market model. Scaling back gov-
ernment has stimulated the American economy. As
Milton Friedman taught more than 50 years ago,
reductions in federal spending free up the nation’s
resources for private-sector growth and are the eco-
nomic equivalent of a tax cut. The “multiplier effect”
from government spending is again proving to be a
myth, and the U.S. is experiencing what might be
described as an anti-Keynesian growth accelerator.

Many economic studies have found that the mul-
tiplier effect of government spending is far less than
the Keynesians believe. For example, Harvard eco-
nomics professor Robert Barro conducted analyses
on the multiplier effects of government spending
throughout World War I, World War II, the Korean

War, and the Vietnam War. He estimated wartime
expenditures of 0.8. In other words, every $1 of gov-
ernment spending raised GDP by $0.80. In addition,
Barro stated that attempting to “estimate directly
the multiplier associated with peacetime govern-
ment purchases” resulted in “a number insignifi-
cantly different from zero.”®” In other words, even
during wartime, private-sector GDP fell by 20 cents
for every $1.00 in government military spending. A
multiplier of zero in effect means that every $1 of
government spending comes at the expense of $1 of
private GDP growth.

This collapse of the Keynesian stimulus model
has been the real tale of the U.S. economy for many
decades. For instance, Chart 14 shows that govern-
ment spending is negatively associated with the
unemployment rate.

This is one more reason to reject the Obama bud-
get, which calls for a 7 percent rise in “investment”
spending in the federal budget for more “shovel-
ready” projects. He would spend some $362 billion
above the budget caps over the next six years.
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CHART 15

Spending Resumes Uptrend Under Obama Budget
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Conclusion

The BCA is far from ideal, but it has produced
beneficial results for the U.S. economy and the fed-
eral fiscal situation. Under the Budget Control Act,
total federal outlays have fallen from $3.603 trillion
in 2011 to $3.506 trillion through FY 2014.% This is
the first three-year stretch of declining federal out-
lays since Dwight Eisenhower’s first term in office.
The BCA slammed the brakes on the reckless gov-
ernment activism of 2008, 2009, and 2010.

The Washington Post recently called for the ces-
sation of the sequester, complaining that across-the-
board cuts are the antithesis of “governing” and a
substitute for “making choices.” But this misses the
point. The BCA is necessary and desirable precisely
because Congress and the President will not make
tough choices. The default position instead of cut-
ting wasteful expenditures is to borrow more and
more—now $18 trillion. Borrowing to push the costs
of current consumption onto future generations is
the essence of bad and unaccountable government.
Government is about choosing, but this government,
which has run $1.4 trillion deficits, refuses to choose.

If President Obama engineers another end run
around the caps with his proposed $74 billion in

new spending this year and $362 billion over five
years, the discipline of the BCA will be forever lost,
and we will be back to the free-for-all of 2009 and
2010. Defense spending has been cut sharply. But
to restore sensible national security policy, appro-
priators need to eliminate waste from the defense
budget and defund the billions that are diverted to
nonsecurity programs, such as a multibillion-dol-
lar green-energy programs, that Obama has stuffed
into the Pentagon budget. Rather than bust the over-
all caps, fiscal conservatives should insist that any
increases in defense spending be funded with reduc-
tions in domestic spending.

If, instead of accepting Obama’s spending binge
offer, Republicans can hold to the caps and allow
sequester cuts if spending comes in over target,
the fiscal picture continues to improve. Under the
existing caps, federal discretionary spending will
remain benignly flat through the end of 2017. If
growth picks up to 3.5 percent, spending could fall
below 19 percent of GDP by 2024 compared with
the 22.4 percent estimated under the 2016 Obama
budget proposal.
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