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States help finance most antipoverty programs, but
there’s a major flaw in this approach: in recessions, need
goes up just as state revenues go down. The resulting
budget gaps often lead to significant program cutbacks,
even when caseloads are on the rise. Federal assistance
during the recent recession helped states meet stepped-up
demand, but funding is set to expire and unemployment
is expected to remain high. Federal and state governments
should repair this financing hitch now to protect
antipoverty programs.

T H E  G R E AT  R E C E S S I O N  A N D  
A N T I P O V E R T Y  P R O G R A M S

Healthy state budgets are necessary to finance antipoverty
efforts adequately. Direct assistance programs, such as
Temporary Assistance for Needy Families, Medicaid,
and unemployment insurance, are jointly financed by
federal and state tax dollars. Food stamps are federally
funded, but states help pay administrative costs. And
states play a lead role in financing public education—
a long-term economic benefit.

Recessions reduce the amount of tax revenue to
finance these programs, just as demand for resources
rises. Unlike the federal government, every state except
Vermont is legally required to keep a balanced budget,
so states must cut services, raise new revenues, or both
to get their budgets back in line.
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The Great Recession that began in 2007 gave us 
a particularly stark lesson in the flaws of the current
system. Total state tax revenues in the first three quarters
of 2009 were 13.3 percent below revenues the year
before, according to the U.S. Census Bureau. Meanwhile,
Medicaid enrollment in 2009 grew at a rate of 7.5 per-
cent, placing new financial pressures on states.

States faced $110 billion in budget gaps in fiscal year
2009 and $193 billion in fiscal year 2010. Their imme-
diate response was to cut services: at least 43 states scaled
back services that are important to vulnerable families.
These include cuts to health care programs (28 states),
services to the elderly and disabled (24 states and the
District of Columbia), K–12 education (27 states and
the District of Columbia), higher education (36 states),
and other areas. Budget proposals for the upcoming
2011 fiscal year are already indicating deeper cutbacks
in all these program areas as states continue to struggle
with budget deficits.

States can also take a more balanced approach of
smaller cuts in services combined with new revenue. Since
the recession began, states enacted some $31.7 billion
in tax and fee increases, reducing their 2010 budget
gaps by roughly one-sixth. A substantial share of those
increases—roughly one-third—was consumption taxes
that have raised the cost of living for low-income families.

F E D E R A L  A N D  S TAT E  S T R AT E G I E S

Although the budget cuts were severe, they could have
been worse. Through the American Recovery and
Reinvestment Act (ARRA), the federal government
helped states close some of their budget gaps, gave
direct aid to families (such as increased food stamp 
and unemployment benefits), and offered targeted
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assistance to some antipoverty programs struggling
with increased demand.

Fiscal relief to states came mostly in a temporary
increase in federal Medicaid matching rates and a new
State Fiscal Stabilization Fund (SFSF) distributed largely
on a per capita basis for education and other services.
On average, these two lifelines closed one-third of
states’ budgets gaps for the current fiscal year and likely
saved programs from deeper cuts. However, ARRA aid
to states will run out before state revenues can recover
sufficiently. Congress is working on extensions of both
programs, but it should also consider long-term solutions.

Aid to states in the wake of the 2001 recession was
not enacted until late 2003, and even ARRA arrived over
a year into the current recession. Congress could enact
legislation now that creates an automatic countercyclical
response when the economy goes south. In contrast to
SFSF’s per capita formula, this automatic mechanism
could focus assistance on states that get hardest hit by 
a downturn.

One piece of this proposal could be a countercyclical
Medicaid formula, where the federal matching rate
would automatically increase as unemployment rates
rise. The extra funds would cover the cost of rising
caseloads and the loss of state tax revenue during a
recession. Similar automatic adjustments, such as greater
administrative funds for the Food Stamp program, could

be made for other federal programs. These changes
could help rebalance the federal and state roles in paying
for antipoverty programs.

States will still need to finance their share of
antipoverty programs and should enact tax and budget
reforms to make sure they can fulfill that responsibility.
Removing caps on rainy day funds is a start. States
could also change their budget rules to subject tax
expenditures to the same level of scrutiny and cuts 
as direct spending.

Finally, states could do more to uphold their end 
of the federal-state cost-sharing bargain by enacting
long-overdue reforms to their revenue systems. Most
state tax systems fail to capture much online commerce,
for example. Also, in many states, multistate corpora-
tions enjoy more favorable tax treatment than in-state
corporations. State income taxes remain relatively flat,
and property tax assessment needs to be updated.

The recession clearly revealed flaws in the federal-
state system for financing antipoverty programs. ARRA
showed that it is possible to address those flaws, but this
one-time solution is temporary. And combined federal
and state efforts did not entirely prevent problematic
program cuts. To prevent similar cutbacks when demand
rises in future downturns, we need a strong, permanent,
and automatic source of countercyclical funds for states,
and an ongoing strategy of state fiscal reform.
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