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So how should they be designed? Ideally, to maximize the amount of help available to the poor while minimizing the costs to the larger economy. Anti-poverty spending should therefore involve one simple and explicitly redistributionist program: We should repeal all of our existing anti-poverty programs — TANF, food stamps, housing allowances, energy subsidies, mortgage guarantees, Social Security, Medicare, and so on — and replace them with a so-called "negative income tax."
A negative income tax — an idea advocated by Nobel prize-winning economist Milton Friedman — would have two key components: a minimum, guaranteed level of income, and a flat tax rate that is applied to the total amount of income (if any) that a person earns. The net tax owed by any taxpayer would equal his gross tax liability — that is, his earned income multiplied by the tax rate — minus the guaranteed minimum income. If the gross liability were to exceed the guaranteed minimum, the taxpayer would owe the difference. If the gross liability were to fall short of the guaranteed minimum, the government would pay the difference to the taxpayer.
To illustrate, consider a negative tax-rate structure under which the guaranteed minimum is $5,000 and the tax rate is 10%. In this situation, a person earning no income would get a transfer from the government of $5,000 and have a total income of $5,000. A person earning $100,000 would have a gross tax liability of $10,000 and a net tax liability of $5,000, for a total after-tax income of $95,000. A person earning $10,000 of income would have a gross liability of $1,000 and a net liability of negative $4,000 (that is, this person would get a check from the government for $4,000), for a total after-tax income of $14,000.
This proposal — replacing all anti-poverty programs with a negative income tax — has some crucial advantages over the existing hodgepodge of anti-poverty programs. First, the administrative costs of running one simple program would be far lower than the costs of running many complicated programs. Separate taxes to fund Social Security and Medicare would not exist; employers would not have to withhold these taxes and send them to the government. More broadly, the rules and incentives faced by potential welfare recipients would be clear and understandable, compared to the dizzying array of rules that must be navigated by people attempting to collect anti-poverty benefits today.
Second, the amount of redistribution would be totally transparent. Anyone could figure out exactly how much any individual would pay for or receive in benefits. This would be a major change from today's circumstances, under which one must aggregate over multiple programs and convert in-kind transfers to cash equivalents in order to gauge the magnitude of redistribution. Under a negative income tax, it would be easier to tell precisely how much redistribution the government engages in.
Because of this transparency, the negative income tax would likely transfer substantially less income than the panoply of existing programs — which would certainly drive opposition to the negative income tax. Advocates of anti-poverty spending would fear, with good reason, that if the amount of anti-poverty spending were obvious, society would vote for less of it. Likewise, they would worry that if redistribution were undertaken only for the benefit of the poor, middle- and upper-income voters would endorse less of it. That may well be true — but no one who believes in democracy can reasonably argue that our anti-poverty policies should be based on a grand deception of the voting public. (Anti-poverty advocates might also consider that much of what people object to in terms of today's anti-poverty spending is fraud, waste, mismanagement, and other inefficiency; the transparency provided by a negative income tax could alleviate a great deal of this opposition.)
One legitimate concern about the negative income tax is its effect on incentives to work and save. A substantial amount of anti-poverty spending today takes the form of Social Security and Medicare — benefits that recipients get once they turn 65, almost regardless of how hard they have worked or how much they have saved. Earning more and saving more therefore does not result in lower payments. The negative income tax, by contrast, would punish earnings and savings to some degree; converting Social Security and Medicare into a negative income tax, then, would create some disincentives to work and save, especially at the margins of poverty.
Even so, the negative income tax might still introduce less distortion and inefficiency than our existing array of anti-poverty programs, because these programs often incorporate much higher (implicit) tax rates on income. In other words, the various transfer programs we operate today sometimes take away so much in benefits when a recipient's income increases that the recipient is only slightly better off — or, in a few cases, is actually worse off — for getting a job or working more hours. For example, increasing income beyond a certain level can mean complete loss of Medicaid benefits, which can amount to thousands of dollars. Under the negative income tax, though, there is no point at which government benefits disappear all at once; transfer payments phase out gradually with each dollar of income earned, so that the marginal work disincentive would be modest.
It is difficult, therefore, to determine the exact net impact on incentives of a negative income tax versus our current system, holding the amount of anti-poverty spending constant. Overall, however, a negative income tax is likely to produce far less total spending, and thus lesser and fewer economic distortions. Compared to the system we have today, that would be a major change for the better.
TWO EXCEPTIONS
The notion of replacing our existing anti-poverty spending with a negative income tax has one additional implication that merits discussion: Under this approach, all anti-poverty benefits would take the form of cash. This would differ from today's benefits, which come in the form of specific goods (as occurs with Medicaid, school lunches, and government housing projects) or of spending power constrained to specific goods (as occurs with food stamps, Section 8 housing vouchers, and loans for education).
The benefit of transferring cash is that it gives recipients maximum flexibility to decide how they will spend the money they receive. This flexibility is valuable because the right mix of spending will be different for every recipient and every poor family. Some people will decide that their highest priority is a good school for their children; others will decide they need to spend money on transportation to a job; still others will spend their money on medical care, and so on. Assuming reasonable spending decisions, cash benefits maximize the improvement in recipients' well-being for any given amount of income transferred. In-kind transfers, by contrast, force recipients to "purchase" not only a particular kind of good but also a specific "brand" of good — for instance, a residence in a particular housing project, or health care at a specific hospital that serves Medicaid patients. The result is severe limitations on poor people's options and independence.
One possible objection to cash transfers is that some recipients might make bad spending decisions. A common concern is that poor people will spend their cash transfers on alcohol, drugs, or gambling. Forcing recipients to use their benefits to procure basic necessities, the argument goes, might thus increase poor people's welfare, especially that of poor children.
Such fundamentally paternalistic concerns are surely overstated. Relatively few parents, for example, deprive their children of food, shelter, and clothing, no matter how dire their own circumstances. But paternalistic concerns are not entirely unfounded, and in any case they carry great weight with the general public.
The best way to address such concerns in a system of cash transfers is through vouchers. Although these can be redeemed only for broad categories of goods — such as food, education, or housing — recipients still retain a great deal of flexibility regarding the exact purchases they make and the vendors from whom they choose to make those purchases. Housing vouchers, for example, force recipients to spend their transfer funds on housing; the money the vouchers provide, however, can be used in any neighborhood, not just at a government housing project in an inner-city slum. Vouchers are also preferable to the direct provision of goods by government because they leave production to the private sector, which is typically more efficient. At the same time, vouchers pose little risk of serious misuse: One can spend an education voucher on a mediocre school, but one cannot easily gamble it away at the race track.
A second possible objection to the cash-only approach is that the markets for some goods might work badly on their own, such that direct provision of these goods by the government is the only way to supply them at low cost to poor people. The standard example invoked in this argument is health insurance. A considerable body of economic analysis claims that private health-insurance markets do not operate well because of adverse selection — the tendency of people with worse health to be more likely to buy insurance. But these concerns, too, miss the point. Private insurers can readily identify who is healthy (or not), and, equipped with this knowledge, they would happily insure everyone they could, as long as they could charge appropriate premiums. The problem is that such premiums — the especially high ones for sick customers — would price some people out of the market. Thus the main justification for subsidizing health care is not fixing a market inefficiency, but redistribution. And indeed, the direct provision of health insurance by the government is one of the major sources of inefficiency — and therefore high costs — in our health-care system today, as the expenses of Medicare and Medicaid spiral out of control.
But while concerns about a dysfunctional health-insurance marketplace may be excessive, they are not entirely misplaced. When it comes to health care — more than any other good the government might provide to the poor — there may be an argument for some direct provision of insurance, rather than simply the money to purchase it. Means-tested health-insurance vouchers can guarantee the poor a minimal amount of health insurance with relatively few adverse effects on the health-care marketplace.
The ideal system of redistribution to benefit the poor in America, then, would involve mainly cash transfers. Possible exceptions might include vouchers for education and health insurance.
Where possible, these exceptions should be managed at the state level; to the extent that the federal government is involved, it should supply funding to the states through block grants — which provide a set amount of money to the states, generally based on each state's population, and allow the states to make their own decisions about how to allocate the funds. This, in turn, allows more decisions about benefit allocation to be made by people closer to the ground — people who have a better understanding of the lives and needs of benefit recipients. It also gives the states more flexibility to experiment with different approaches.
Indeed, the negative income-tax system as a whole might well work best at the state level — that is, if it replaced both federal and state redistribution efforts with 50 state-level negative income-tax systems. Advocates of redistribution fear that state-level negative income taxes would start a "race to the bottom," in which states slash benefits to avoid attracting poor populations. But in fact, numerous examples — including minimum-wage laws, TANF and Medicaid provision, and pre-1935 state-level Social Security programs — show that states can exhibit substantial altruism, so that state-level anti-poverty efforts would not be miserly. Concern over in-migration might nevertheless counter political pressures in favor of excessive expansion, yielding a better balance than a federal system could attain. And state experimentation would no doubt produce some innovations and improvements that a federal system would fail to discover. Of course, a transition from our current system to a negative income tax might be easier if it first involved a transition to one federal negative income tax. In an ideal world, however, such a system would eventually be turned over to the states.
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