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LET’S FACE IT—WE’RE FAR
FROM BROKE

America’s Real Spending Problem and How to Fix It

B Y T H O M A S  L .  H U N G E R F O R D

T he relationship between tax policy and spend-
ing policy in the United States has changed
dramatically over the past 200 years (Ippolito

2012). Kimmel (1959, 7) notes that for the first 140
years, “federal budget policy was concerned mainly with
the money costs of government and raising the revenues
to meet them.” In recent years, only one of the two major
political parties continued to view fiscal policy this way.
Democratic proposals for spending increases or tax cuts
have routinely been “paid for” with new revenue sources
or by offsetting spending reductions.1 For Republicans,
however, tax and spending decisions appear to be devel-
oped in isolation from one another and with little regard
to any impact on deficits and federal debt, with both tax
cuts and spending increases unaccompanied by financing
sources undertaken during Republican administrations.
When Republican policy makers do pay attention to
deficits, they tend to focus only on the spending side of
the budget. For example, House Speaker John Boehner
(R-Ohio), speaking for many in the GOP, argues,

“Washington has a spending problem. Let’s face
it—we’re broke” (Boehner 2012).

This is clearly wrong. While the federal government is
projected to run deficits far into the future, the U.S.
economy is projected to generate substantial amounts of
income growth far into the future. This means the real
fiscal challenge is simply the political problem of raising
revenues that are sufficient to meet our spending needs.
Indeed, the Constitution (Article I, Section 8) provides
Congress with the power to raise revenue “to pay the
debts and provide for the common Defense and general
Welfare of the United States.” This issue brief examines
our nation’s fiscal situation and identifies what the real
challenges on the spending and revenue sides are.

The principal findings are:

Our genuinely pressing spending problem is a
decline in spending on public investments relative to
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our needs, which can reduce future economic growth
and contribute to growing inequality.

The nation is considerably richer today than it was
50 years ago, and it is expected that significant
growth in income and wealth will continue for the
foreseeable future. There is nothing about current
spending commitments that are “unaffordable” rel-
ative to the projected income generation of coming
decades. Instead, these spending commitments are
only “unaffordable” given current political choices
about how much revenue to raise.

At the same time that income and wealth have been
growing, the distribution of income and wealth has
become more unequal—the richest 1 percent
receives a growing share of income and owns a grow-
ing share of wealth. This is a challenge for distrib-
uting the fruits of economic growth, and could also
pose a political barrier to raising sufficient revenue
for future spending needs.

There are several ways to increase tax revenues
needed for public investment and strengthening the
social insurance system by both broadening the fed-
eral tax base and raising tax rates. Examples include
reducing the gap in tax rates between labor and cap-
ital incomes, limiting the value of tax expenditures,
closing loopholes in the corporate income tax code,
or even introducing new revenue sources like a
wealth tax or a value-added tax. To be clear, not all
of these solutions are equally desirable, but the scope
for revenue increases is much larger than recognized
in conventional budget debates.

The real spending problem
Federal spending is generally divided into three broad
categories: discretionary spending, mandatory or direct
spending, and net interest payments. Discretionary
spending is controlled by the annual appropriations
process and accounts for about one-third of federal
spending. Mandatory spending refers to budget outlays

that are controlled by laws outside of the annual appro-
priations acts and accounts for almost 60 percent of fed-
eral spending. Net interest on federal debt is the only
category of federal spending that is not directly con-
trolled by legislative action, although Congress enacts the
spending and revenue laws that create the deficits leading
to debt.

This categorization, however, sheds little light on the
purpose and importance of federal spending. One pundit
described the federal government as “an insurance con-
glomerate protected by a large, standing army,” which
is not far from the truth (Klein 2011) Indeed, federal
spending is better examined by what it does rather than
by how it is decided.

The changing composition of
federal outlays

Figure A displays the composition of federal outlays in
fiscal year 2013. The single largest function of govern-
ment can best be described as social welfare, which
accounts for 52 percent of the total. Social welfare spend-
ing includes: (1) monetary benefits such as Social Secu-
rity benefits, Unemployment Compensation and cash
public assistance (e.g., Temporary Assistance to Needy
Families and Supplemental Security Income); and (2) in-
kind benefits such as Medicare and Medicaid as well as
nutrition public assistance (e.g., the Supplemental Nutri-
tion Assistance Program or food stamps). Social welfare
benefits have traditionally been classified as either social
insurance or public assistance, but this artificial division
is not particularly helpful.

Social insurance benefits are generally considered an
earned right based on an individual’s work history.
Workers pay taxes on wages (which can be thought of as
premiums) and if they experience an insured event (such
as unemployment, disability, or retirement), they receive
a benefit. Social insurance can be considered a transfer
from good times (that is, employment) to bad times (that
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FIGURE A

Composition of federal outlays in fiscal year 2013

Source: Office of Management and Budget data (OMB 2015, tables 8.5 and 8.7)
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is, loss of wage income), although done in a progressive
manner.

Public assistance benefits, on the other hand, are means-
tested and generally considered a transfer from the
“haves” (taxpayers) to the “have nots”; public assistance
is pejoratively referred to as “welfare.” Public assistance,
however, can also be thought of as insurance. By the age
of 65, a majority of Americans have experienced at least
some poverty and have received public assistance benefits
(Rank 2004). But for most of these Americans, the bout
of poverty and public assistance receipt is fairly short-
lived (typically less than five years). In these cases, the
“insurance premiums” are often paid after the benefit is
received rather than before—for many, it is just a trans-
fer of income from good times to bad. Kleinbard (2014)
argues that the whole social welfare system (social insur-
ance and public assistance) should be considered as the
insurance function of government.

The refundable part of two tax credits—the earned
income tax credit (EITC) and the child tax
credit—comprises about 2 percent of total federal out-
lays. The EITC provides an effective incentive to enter
the workforce, especially for single mothers. These two
credits are effective in increasing the after-tax incomes of
targeted groups, reducing poverty among families with
children, and reducing income inequality (Hungerford
and Thiess 2013).

Other mandatory spending accounts for about 4 percent
of federal outlays. This category includes spending for
federal employee pensions, veteran benefits, and various
agriculture programs. It also includes “negative” out-
lays—undistributed offsetting receipts (e.g., Medicare
premiums) and income from various federal credit pro-
grams—that reduced mandatory spending by $172.8 bil-
lion in 2013.
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FIGURE B

Projected composition of federal outlays in fiscal year 2024

Source: Congressional Budget Office, baseline projections (CBO 2014a, tables 1-1 and 1-2)
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Net interest payments or interest on publicly held debt
account for about 7 percent of total outlays. These pay-
ments depend on both the amount of federal debt (which
is determined by past congressional decisions regarding
spending and revenues) and interest rates. Defense dis-
cretionary spending is the support of our “large, standing
army,” and accounts for about 18 percent of total federal
spending.

The final broad category—nondefense discretionary
spending (NDD)—fits with neither the insurance func-
tion nor the defense function of government. It can best
be thought of as the investment function of the federal
government. NDD spending accounts for about 17 per-
cent of total federal spending.

Discretionary spending (defense and nondefense) was cut
back as a result of the Budget Control Act of 2011 (BCA)

sequester. As a result of the BCA, NDD as a percent of
GDP was smaller in 2013 than in 2007.

Figure B displays the projected fiscal year 2024 compo-
sition of federal spending under the Congressional Bud-
get Office (CBO) baseline. Health care spending for
Medicare and Medicaid is projected to be a larger pro-
portion of federal outlays—increasing by 8 percentage
points. The projected increase in Medicare and Medic-
aid costs, however, simply reflects the projected increase
in cost of the U.S. health care system. Reducing health
care cost growth will reduce the increases in Medicare
and Medicaid costs.2

Spending for Social Security is projected to increase
moderately from 23 percent of total outlays to 26 per-
cent; this increase is primarily due to the retirement
of the baby-boom generation. Spending for net interest
payments is projected to increase from 7 percent to 14
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FIGURE C

Nondefense discretionary outlays, 1962–2024

Source: Office of Management and Budget data (OMB 2015, tables 8.7 and 10.1) and (for projections) CBO 2014a
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1962 3.3%

1963 3.5
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1965 3.8

1966 4.0

1967 4.1
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1969 3.5

1970 3.7

1971 3.9
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1993 3.6
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percent due to higher interest rates and more debt.
Under the CBO’s assumptions, discretionary spending is
projected to be a considerably smaller share of total out-
lays (23 percent versus the current 35 percent).

Nondefense discretionary spending

Nondefense discretionary investment spending fosters
economic growth; that is, it leads to more goods and ser-
vices being available and higher income in the future.
Direct investments include education spending, public
physical capital (i.e., infrastructure spending), and
research and development. There are also indirect invest-
ments that improve the health of Americans (a form
of human capital investment), such as food inspections
and spending for the Centers for Disease Control and
Prevention and the Environmental Protection Agency,
among other investments. Other NDD expenditures
include federal salaries for government workers who

make sure that Social Security and other benefits are
paid on time, safety services (e.g., hurricane and tornado
warnings, Federal Aviation Administration air traffic
controllers), the court system, and law enforcement.

The 60-year declining trend in NDD spending (actual
and projected) as a percent of GDP is displayed in Figure
C. Between 1962 and 2013, NDD spending averaged
3.8 percent of GDP. The average was almost a full per-
centage point higher for a brief span between 1975 and
1982.3 By 2013, NDD spending was equivalent to 3.5
percent of GDP. The CBO projects that NDD spending
as a percent of GDP will hit a 55-year low by 2016 and
will continue to fall to 2.5 percent of GDP by 2024, in
large part because of the BCA budget caps.

The dramatic fall in NDD spending relative to the size
of the economy has had serious implications for public
investments (discussed in detail below), as well as for
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FIGURE D

Nondefense federal investment spending, 1965–2013

Source: Office of Management and Budget data (OMB 2015, tables 9.6, 9.8, 9.9, and 10.1)
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1965 0.699% 0.952% 0.276%

1966 0.627% 1.000% 0.447%

1967 0.623% 0.942% 0.659%

1968 0.654% 0.848% 0.749%

1969 0.626% 0.748% 0.708%

1970 0.671% 0.680% 0.775%

1971 0.702% 0.652% 0.874%

1972 0.688% 0.612% 0.909%

1973 0.651% 0.582% 0.881%

1974 0.660% 0.540% 0.839%

1975 0.673% 0.548% 1.024%

1976 0.752% 0.568% 1.033%

1977 0.793% 0.521% 0.881%

1978 0.803% 0.547% 0.868%

1979 0.801% 0.552% 0.867%

1980 0.805% 0.557% 0.915%

1981 0.707% 0.549% 0.888%

1982 0.618% 0.448% 0.721%

1983 0.578% 0.384% 0.650%

1984 0.573% 0.385% 0.584%

1985 0.582% 0.395% 0.575%

1986 0.577% 0.363% 0.564%

1987 0.496% 0.338% 0.516%

1988 0.481% 0.350% 0.520%

1989 0.451% 0.366% 0.539%

1990 0.457% 0.384% 0.534%

1991 0.460% 0.398% 0.567%
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1994 0.490% 0.395% 0.522%

1995 0.522% 0.405% 0.604%

1996 0.506% 0.364% 0.546%

1997 0.489% 0.364% 0.519%

1998 0.459% 0.365% 0.508%

1999 0.462% 0.356% 0.495%

2000 0.479% 0.324% 0.499%

2001 0.505% 0.340% 0.593%

2002 0.539% 0.365% 0.637%

2003 0.528% 0.389% 0.713%

2004 0.491% 0.397% 0.710%

2005 0.472% 0.382% 0.745%

2006 0.468% 0.364% 0.856%

2007 0.494% 0.367% 0.633%

2008 0.493% 0.375% 0.616%

2009 0.522% 0.395% 0.559%

2010 0.631% 0.405% 0.897%

2011 0.627% 0.416% 0.696%

2012 0.529% 0.396% 0.602%

2013 0.472% 0.369% 0.487%
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other vital federal government functions. For example,
budget cuts and flat budgets have compromised the
“weather infrastructure”—the computer systems, the
satellite network, and staff of the National Oceanic and
Atmospheric Administration (of which the National
Weather Service is a part)—that provides severe weather
alerts to protect the public from imminent weather
threats (Miles 2014).

In addition, the budget cuts for the Internal Revenue
Service (IRS) have resulted in an erosion of taxpayer ser-
vices and tax enforcement—it is now easier for tax cheats
to evade paying taxes. These budget cuts have contrib-
uted to undermining public trust in the fairness of the tax
system (National Taxpayer Advocate 2014).

The sorry state of our public investments

The 50-year history of public investments as a percent of
GDP is shown in Figure D. Federal public investment
spending averaged 2.2 percent of GDP between 1965
and 1981. After 1981, public investment spending fell
relative to GDP, and after 1986, it averaged 1.5 percent
of GDP. The increased spending from the American
Recovery and Reinvestment Act of 2009 (ARRA), which
temporarily lifted public investment spending to 1.9 per-
cent of GDP in 2010, was still lower than the pre-1981
average. This fall—and continuing low levels of public
investment spending—have had and will continue to
have an adverse impact on economic growth and Amer-
ica’s place in the world economy.

Public investments in physical capital (primarily infra-
structure—roads, bridges, drinking water systems,
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sewage systems, waterways, etc.) have fallen from 0.8 per-
cent of GDP in 1980 to 0.5 percent in 2013. The Amer-
ican Society of Civil Engineers (ASCE) gave America’s
infrastructure a grade of just D+ in 2001. By 2009, the
ASCE awarded America’s infrastructure a grade of D
(even closer to failing). The grade rose slightly to D+ by
2013, most likely due to the increased spending under
ARRA in 2010 and 2011. ASCE, however, notes that
over the next eight years, the United States needs to
spend at least $1.6 trillion (about $200 billion per year)
above projected infrastructure spending levels to achieve
a grade of B. Research reviewed by Bivens (2012) has
shown that infrastructure investments have significant
positive effects on private-sector productivity and eco-
nomic growth.

Federal nondefense spending on research and develop-
ment (R&D) has fallen from 1 percent of GDP in 1965
to 0.4 percent of GDP in 2013 (defense R&D spending,
which is not shown in the figure, has similarly fallen).
In a recent book, Mazzucato (2013) argues that the gov-
ernment is in the best position to take on the risk and
cost of “breakthrough” basic research. The private sector
tends to under-invest in basic research because of the
uncertainty of finding a new product or process that
yields a positive return. Also, while private and public
R&D produces new knowledge, public R&D readily dif-
fuses that knowledge throughout the economy. Research
shows that public R&D spending often complements
private R&D spending and has a positive effect on
private-sector productivity (CBO 2014b).

Federal spending for education and training has fallen
from 1 percent of GDP in 1975 to 0.5 percent of GDP
in 2013. Funding education is primarily a state and local
function, but federal spending can help reduce the dis-
parities in per pupil funding levels across states and local-
ities. In 2012, per pupil expenditures in public schools
were $19,500 in New York State, but only $6,200 in
Utah. Within each state there is also dramatic variation
in per pupil spending levels. Federal funding to states for

education does help to reduce variation across and within
states, but the reduction is relatively small because federal
funds account for less than 10 percent of total school rev-
enues.4

Recent research clearly shows a positive association
between per-pupil spending and student outcomes
(Baker 2012). The research further shows that school
resources that cost money are positively correlated with
student outcomes. Jackson, Johnson, and Persico (2014)
find compelling evidence that reducing inequality of
spending among school districts by increasing resources
for low-income districts improves various student out-
comes, including higher school completion rates, higher
earnings, and reduced poverty. Equalizing per-pupil
spending and improving student outcomes requires an
increase in overall education spending at the national
level. This would lead to an increase in spending in
low-income school districts, rather than a neutral change
that would redistribute funds from high-income to low-
income districts.

The bottom line on our spending problem

Speaker Boehner is correct in that we have a spending
problem, but he is absolutely wrong as to what the nature
of that problem is. Federal investments in America’s
future—nondefense discretionary spending—has fallen
relative to GDP and is projected to continue falling
because of congressional actions. Public investment
spending for infrastructure, education, and R&D has
fallen relative to GDP, thus undercutting future eco-
nomic growth. To return public investment spending as
a percent of GDP to its 1980 level would have required
an additional $150 billion in 2013—an amount roughly
equivalent to the capital gains, dividends, and tax bene-
fits received by the richest 5 percent of Americans that
year (CBO 2013). This amount, however, is below what
is needed just to improve our infrastructure to an accept-
able condition.
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Many deficit hawks claim to be firmly in favor of sus-
taining nondefense discretionary spending, arguing that
the need to preserve this spending is precisely why future
outlays for the large social insurance programs (particu-
larly Social Security, Medicare, and Medicaid) must be
cut.

Social Security spending will increase slightly as the baby
boomers retire, but then stabilize, and the overall increase
in revenue needed to bring the system into long-run
actuarial balance without cutting benefits is very mod-
est—well under 1 percent of GDP. Health care spending
in the federal budget is indeed projected to grow con-
sistently in the coming decades, but the projected pace
of this increase has been significantly reduced in recent
years—an important fact about budgeting that has yet
to fully inform the budget debate. Most important for
weighing fiscal policy choices, the projected growth in
Medicare and Medicaid spending is due to America’s
dysfunctional health care system and not to serious prob-
lems of design with either of these programs. In fact,
costs per enrollee for these public insurance programs
have risen more slowly than for private insurance over
recent decades. The United States spends roughly twice
as much per capita on health care as most economically
developed OECD countries (which also tend to have
much higher shares of health care costs borne by the pub-
lic sector), but our health outcomes tend to be worse than
in these countries. The passage of the ACA (aka Oba-
macare) was a necessary but small first step toward get-
ting health care costs under control. But congressional
actions have also exacerbated the health cost containment
problem, for example, by enacting a Medicare drug ben-
efit in 2003 (Medicare Part D) that explicitly forbade
Medicare from negotiating with pharmaceutical compa-
nies over drug prices.

Finally, it should be noted that budgetary savings gained
from simply cutting the generosity of public insurance
programs will just shift these costs onto households. And
given that the public sector does a better job in contain-

ing overall health cost-growth, this cost-shift will likely
increase the growth rate of national health care spending,
thus increasing the overall burden of financing health
care for Americans. It is very strange indeed that some
argue that greater public investment should be
“financed” by shifting health care costs onto American
households and thereby increasing these costs.

We are not broke!
The narrative that “we’re broke” suggests that America is
bankrupt—a statement that must be investigated. It con-
jures up images of Americans with pants pockets turned
out seeking to borrow a dime. This narrative, however, is
at odds with reality.

One way to measure the economic health of the Ameri-
can people is per capita real or inflation-adjusted income
after taxes and before transfers.5 The trend in per capita
real income since 1960 is displayed in Figure E. Between
1960 and 2013, per capita real income has followed a
general upward trend, almost tripling from $10,850 in
1960 to over $31,000 by 2013. Per capita real income
has not increased in every year, however, as it tends to fall
slightly during economic downturns.

In Figure E, per capita real income is projected to 2024
using the CBO’s baseline economic and budget projec-
tions. The top dotted line in the figure is the baseline
projection under the assumption that the tax code does
not change after 2014 and temporary tax provisions
expire as scheduled. By 2024, per capita real income, at
over $36,000, is projected to be 16 percent higher than
it was in 2013. The lower dashed line in the figure is the
projection under the assumption that a 3 percent of GDP
tax hike is phased in over three years beginning in 2015.
Even with this tax increase, per capita real income con-
tinues on a projected upward trajectory, increasing by 10
percent between 2013 and 2024 to $34,500.6

While average real income has been steadily increasing,
the gains, however, have not been evenly distributed.
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FIGURE E

Per capita inflation-adjusted income, after taxes and before
transfers, 1960–2024

Note: The top dotted line is CBO\’s baseline projection under the assumption that the tax code does not change after 2014 and tem-
porary tax provisions expire as scheduled. The bottom dotted line is CBO\’s projection under the author\’s assumption that a 3- per-
cent- of- GDP tax hike is phased in over three years beginning in 2015.

Source: EPI calculations of data from Bureau of Economic Analysis (BEA) NIPA table 2.1 data and CBO 2014a
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real after
tax

before
transfers
income

Per
capita

real
after tax
before

transfers
income

(with 3%
GDP tax)

Per capita
real after

tax before
transfers
income

(projected)

1960 $10849.82

1961 10982.72

1962 11494.28

1963 11780.58

1964 12550.36

1965 13322.79

1966 13967.50

1967 14191.52

1968 14529.09

1969 14691.01

1970 14792.36

1971 15352.05

1972 16153.26

1973 16949.07

1974 16118.29

1975 16196.39

1976 16777.68

1977 17395.64

1978 18141.84

1979 18140.53

1980 17354.63

1981 17452.42

1982 17450.32

1983 17990.86

1984 19428.68

1985 19762.45

1986 19961.45

1987 20374.47

1988 21294.62

1989 21345.09

1990 21319.93

1991 20982.48

1992 21486.14

1993 21614.57

1994 22218.25

1995 22722.57

1996 23348.12

1997 24225.92

1998 25326.55

1999 26172.45

2000 26279.70

2001 26800.05

2002 27733.05

2003 28443.66

2004 29390.83

2005 29683.34

2006 30423.23

2007 29947.97

2008 29519.71

2009 29418.64

2010 30121.29

2011 30516.72

2012 31371.86

2013 31235.65

2014 31043.21 31043.21

2015 31108.18 31416.53

2016 31638.45 32271.82

2017 31940.04 32911.21

2018 32123.63 33439.54

2019 32291.87 33961.80

2020 32748.06 34442.79

2021 33209.15 34928.21

2022 33639.00 35381.96

2023 34045.90 35812.14

2024 34437.84 36226.62
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Between 1989 and 2013, the income share of the bottom
80 percent of Americans fell from 44 percent to just
40 percent.7 Over the same period, the share of income
going to the richest 1 percent of Americans increased
from 16.6 percent to 19.6 percent.

Wealth levels in the United States have also dramatically
increased since 1960. Figure F displays the 50-year trend
in per capita real net wealth (assets minus debt). Real
wealth increased by over 200 percent between 1960 and
1999 (when the dot-com bubble burst). Even with all the
financial troubles after 2000 (i.e., the bursting of the dot-
com and housing bubbles, the financial crisis, and the
2007–2009 Great Recession), per capita real wealth was
18 percent higher in 2013 than in 1999.

As with income, much of the real wealth increase accrued
to those at the top of the income distribution. The wealth
share of the bottom 80 percent fell from almost 35 per-
cent in 1989 to less than 27 percent in 2013.8 At the
other end of the income distribution, the wealth share of
the top 1 percent increased from 21 percent to almost 25
percent over this 24-year period.

By all objective measures, America is not broke. Average
inflation-adjusted income and wealth levels have been
steadily increasing over the past 50 years, and there is
no reason to expect that these trends will not continue
for the foreseeable future. The only problem is that the
gains in income and wealth have not been evenly distrib-
uted: Most of the gains have accrued to those at the top
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FIGURE F

Per capita inflation-adjusted net wealth, 1960–2013

Source: EPI calculation of data from Board of Governors of the Federal Reserve System 2015

Year

Per
capita

real
wealth
(2009)

1960 $65271.33

1961 68647.56

1962 68551.36

1963 70168.03

1964 73279.41

1965 76498.87

1966 76179.13

1967 80816.44

1968 86178.79

1969 82852.14

1970 82192.02

1971 85383.87

1972 91970.18

1973 90180.75

1974 83862.31

1975 85388.68

1976 89242.64

1977 90856.69

1978 94178.06

1979 98572.84

1980 102186.08

1981 99903.79

1982 99627.52

1983 101845.30

1984 105278.98

1985 111993.97

1986 119885.53

1987 124119.36

1988 129838.73

1989 134850.02

1990 131930.59

1991 134528.15

1992 135788.88

1993 138872.58

1994 139399.88

1995 147554.24

1996 152077.51

1997 164569.92

1998 179247.39

1999 197550.59

2000 189795.59

2001 185083.74

2002 178616.65

2003 194923.71

2004 214532.55

2005 227665.03

2006 234688.26

2007 227825.70

2008 187349.06

2009 189942.01

2010 199552.48

2011 197874.56

2012 210604.83

2013 233729.53
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of the income distribution. Consequently, Americans can
afford to pay higher taxes, but tax policy changes need to
address the problem of rising income and wealth inequal-
ity.

Where could additional revenue
come from?

The United States is not broke—inflation-adjusted
income and wealth levels have steadily increased over the
past half century and can reasonably be expected to con-
tinue increasing for the foreseeable future. We can afford
to pay for needed public investments and strengthening
our social insurance system. The main question is where
the tax revenue should come from.

Most Americans file an annual income tax return and,
consequently, are familiar with income as a tax base.

Income can be defined as the sum of consumption
(spending on goods and services) plus additions to wealth
(saving and appreciation of assets).9 Income can also
be viewed as the sum of labor income (i.e., wages and
salaries) and capital income (e.g., investment returns).

Some policy analysts and economists have advocated
replacing the income tax base with a consumption tax
base (saving would be exempt from taxation) or a labor
income tax base (capital income would be exempt from
taxation).10 The idea of consumption taxes has been
around for at least 350 years since Thomas Hobbes (in
1651) advocated their use.11 Such a change, however,
would require a much higher tax rate to maintain current
revenue levels since both the consumption and labor
income tax bases are narrower than an income tax base.
Furthermore, given the rather low U.S. saving rate, the
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consumption tax base would likely be larger than the
labor income tax base.

Most nations, including the United States, do not tax
just one tax base, but use a variety of taxes. The U.S. fed-
eral government taxes income (labor and capital) under
the individual and corporate income tax systems and
the payroll tax, and taxes consumption through various
excise taxes and customs duties. In fiscal year 2014, the
federal government raised 46.2 percent of total revenues
from the individual income tax, 10.6 percent from the
corporate income tax, 33.9 percent from social insurance
and retirement contributions (primarily payroll taxes),
3.1 percent from excise taxes, and 6.2 percent from other
sources (OMB 2015).

Capital income

Whether or not capital income should be taxed has long
been debated by academic economists (see, for example,
Treasury 1977 and Meade 1978). Some economists have
argued that the optimal tax rate on capital income is
zero (see, for example, the discussion in Salanié 2003).
The theoretical studies showing a zero optimal tax rate
on capital income are based on restrictive models with
strong assumptions. Several recent studies (e.g., Conesa,
Kitao, and Krueger 2009, Jacobs and Schindler 2012,
and Apps and Rees 2012), using more flexible models,
show that the optimal capital income tax rate is signifi-
cantly positive.

There are several other reasons to tax capital income.
First, the share of income from capital has been rising
over the past four decades and stands at about 40 percent
of total income (see Figure G). Before 1975, capital’s
share of income was approximately 33 percent (with
some year to year variation around that). Karabarbounis
and Neiman (2014) show the rise in capital’s share of
income is not confined solely to the United States; many
other developed countries have experienced a similar rise
since the late 1970s or early 1980s. Piketty (2014) sug-
gests capital’s share of income could continue to increase

in the future. Switching to a wage or labor income tax
base would likely lead to steadily rising tax rates as the
tax base continually shrinks to prevent tax revenues from
falling.

Second, shifting from an income tax would have dis-
tributional consequences. The great majority of capital
is owned by high-income individuals, and most capital
income is received by high-income individuals. Increas-
ing capital’s share of income has contributed to the rise in
income inequality because labor income is more evenly
distributed than capital income. Shifting to a wage or
consumption tax base would increase the tax burden on
lower-income taxpayers and make the tax system much
less progressive.

Third, there is some truth to the old adage “an old tax is a
good tax.” Meade (1978) notes that individuals and fam-
ilies have already adjusted their behavior to the expecta-
tion that the income tax will continue; any change could
have unintended (and adverse) behavioral consequences.
Additionally, Gravelle (1994) argues that any shift in the
tax base could bring windfall gains or losses to different
groups of taxpayers.

Capital income is taxed in a variety of ways under the
federal income tax. Some is not taxed at all, some is taxed
under the personal income tax system, some under the
corporate income tax system, and some is taxed under
both the personal and corporate income tax systems (see
the box on taxing businesses). As capital’s share of
income continues to increase, a larger share of tax rev-
enue will have to come from capital income, with the
double benefit of increasing tax revenue and reducing the
growth in income inequality. For example, the tax rate
on capital gains and dividends could be increased and the
treatment of capital gains at death could be changed, as
proposed by President Obama in his 2015 State of the
Union address.
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FIGURE G

Capital’s share of national income, actual and linear
trend,1933–2013

Source: EPI calculations of Bureau of Economic Analysis (BEA) NIPA tables 1.7.5 and 1.12

Capital
share

1933–1975

Capital
share

1975–2013
Linear trend 1933–1975

Linear
trend 1975–2013

1933 33.03% 32.86%

1934 33.46% 32.87%

1935 33.74% 32.87%

1936 33.18% 32.88%

1937 32.68% 32.88%

1938 32.69% 32.89%

1939 33.06% 32.89%

1940 34.33% 32.89%

1941 34.91% 32.90%

1942 33.51% 32.90%

1943 31.47% 32.91%

1944 30.70% 32.91%

1945 29.39% 32.92%

1946 30.10% 32.92%

1947 32.16% 32.92%

1948 33.53% 32.93%

1949 33.29% 32.93%

1950 33.96% 32.94%

1951 33.20% 32.94%

1952 32.11% 32.95%

1953 31.83% 32.95%

1954 32.73% 32.96%

1955 33.97% 32.96%

1956 33.24% 32.96%

1957 33.11% 32.97%

1958 33.02% 32.97%

1959 33.88% 32.98%

1960 33.24% 32.98%

1961 33.48% 32.99%

1962 33.91% 32.99%

1963 34.29% 33.00%

1964 34.36% 33.00%

1965 34.83% 33.00%

1966 34.21% 33.01%

1967 33.53% 33.01%

1968 33.08% 33.02%

1969 32.12% 33.02%

1970 31.16% 33.03%

1971 32.07% 33.03%

1972 32.24% 33.03%

1973 32.35% 33.04%

1974 32.36% 33.04%

1975 33.58% 33.58% 33.05% 34.12%

1976 33.99% 34.21%

1977 34.40% 34.30%

1978 34.54% 34.39%

1979 34.34% 34.48%

1980 34.34% 34.56%

1981 35.57% 34.65%

1982 35.97% 34.74%

1983 36.49% 34.83%

1984 36.87% 34.92%

1985 36.45% 35.01%

1986 35.43% 35.09%

1987 35.29% 35.18%

1988 35.48% 35.27%

1989 35.43% 35.36%

1990 34.86% 35.45%

1991 34.78% 35.54%

1992 34.02% 35.62%

1993 34.38% 35.71%

1994 35.14% 35.80%

1995 35.84% 35.89%

1996 36.19% 35.98%

1997 36.33% 36.07%

1998 35.37% 36.15%

1999 35.04% 36.24%

2000 34.31% 36.33%

2001 34.16% 36.42%

2002 34.84% 36.51%

2003 35.43% 36.60%

2004 35.89% 36.68%

2005 37.15% 36.77%

2006 37.81% 36.86%

2007 36.96% 36.95%

2008 36.20% 37.04%

2009 37.35% 37.13%

2010 38.56% 37.21%

2011 38.68% 37.30%

2012 39.21% 37.39%

2013 39.60% 37.48%

Capital share 1975–2013
Linear trend 1975–2013
Capital share 1933–1975
Linear trend 1933–1975

1940 1960 1980 2000
25

30

35

40

45%

How businesses are taxed

Business entities organized as C corporations
are subject to the corporate income tax. In
calculating taxable income, businesses deduct
from total receipts the costs of producing the
goods sold (including the wages and salaries of
employees), interest paid on debt (corporate
bonds and loans), and various other expenses
and tax preferences. Taxable income is essen-
tially multiplied by 35 percent to get income
tax before credits. The corporate income tax
actually has a progressive rate structure (with
a couple of bubble rates of 39 percent and 38
percent) on income up to $10 million; income

above $10 million is taxed at a constant 35
percent tax rate. Various credits are then sub-
tracted, such as the foreign tax credit and the
general business credit. In the 2011 tax year,
profitable corporations had $1,067.9 billion
in net income, of which $931.9 billion was
subject to tax. After credits, these corporations
paid $200.2 billion in taxes for an average tax
rate of 18.8 percent (IRS 2014).

Most C corporations pay dividends to share-
holders out of after-tax income (they also
often retain some earnings for new invest-
ments or share repurchases). Some of the div-
idends may be subject to tax under the indi-
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vidual income tax. Dividends paid to taxable
shareholders are considered income and
reported on the shareholder’s tax return.
Qualified dividends, however, are taxable at
preferential rates (with a maximum rate of
20 percent), and dividends received in retire-
ment accounts are not taxed until withdrawn
at retirement (Roth accounts are an excep-
tion—the dividends received are not taxed at
all). Retained earnings can increase the value
of corporate stock, which can lead to capital
gains if the taxable shareholder sells the stock.
Realized long-term capital gains are taxed at a
preferential rate with a maximum of 20 per-
cent.

Profitable C corporations deducted $452.4
billion in interest in the 2011 tax year and
all C corporations (profitable and not prof-
itable) deducted $751.1 billion in interest in
the 2011 tax year. Interest paid on debt is not
taxable at the corporate level, but the creditor
may be taxed on the interest income received
(IRS 2014). Interest received on corporate
bonds held in retirement accounts are not
taxed at the individual level until retirement
(or not at all in the case of Roth accounts).
The difference in the tax treatment of a busi-
ness’s debt versus equity leads to bias toward
debt financing of new investment and away
from equity financing.

Most businesses, however, are not taxed at the
corporate level; they are solely taxed under
the individual income tax system. These busi-
nesses are known as pass-through enti-
ties—sole proprietorships (e.g., the corner
Mom and Pop grocery), partnerships (e.g., law
firms and accounting firms), and S corpora-
tions (corporations with 100 or fewer share-

holders). In the 2011 tax year, about 95 per-
cent of all business entities were pass-
throughs, and these businesses accounted for
about 44 percent of all business receipts (IRS
2015). Taxable income for pass-throughs is
calculated in much the same way as for C cor-
porations: Businesses deduct the costs of pro-
ducing their output (as well as other deduc-
tions) from receipts. Unlike in C corporations,
however, the income flows through to the
individual shareholders or owners, who report
the income on their form 1040 tax return and
pay all taxes.

The current Washington tax reform mantra is “broaden
the income tax base and reduce the tax rates.” As anyone
who has filled out a form 1040 tax return knows, not
all income is taxable. Some income is explicitly excluded
from taxation (such as municipal bond interest), and tax-
payers are allowed a variety of deductions, all of which
reduce taxable income. In the 2012 tax year, total taxable
income for all individual income taxpayers was about 70
percent of adjusted gross income (AGI).12 Businesses are
also allowed a variety of deductions that reduce the cor-
porate income tax base.

This narrowing of the tax base is due to the special
deductions, exclusions, and exemptions (sometimes char-
acterized as “loopholes”) that have been in the tax code
since the passage of the progressive income tax in 1913.
These provisions are known as tax expenditures, a term
first used when the Department of the Treasury became
interested in tracking and accounting for these tax sub-
sidies in the mid-1960s. Tax expenditures are officially
defined in the Congressional Budget and Impoundment
Act of 1974 as “those revenue losses attributable to pro-
visions of the Federal tax laws which allow a special
exclusion, exemption, or deduction from gross income or
which provide a special credit, a preferential rate of tax,
or a deferral of tax liability.”13
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Both the Department of the Treasury and the Joint
Committee on Taxation (JCT) prepare annual lists and
estimates of tax expenditures. In its latest list of tax
expenditures (2014), the JCT identifies over 250 tax
expenditures in the individual income and corporate
income tax systems. The aggregate revenue loss is esti-
mated to be $1,190.6 billion or about 7 percent of GDP
in fiscal year 2014.14 The aggregate revenue loss is, how-
ever, highly concentrated among a handful of tax expen-
ditures—the 25 largest individual income and corporate
income tax expenditures account for 90 percent of the
revenue loss of all 250-plus tax expenditures.

Yogi Berra once said, “In theory, there is no difference
between theory and practice; in practice there is.” In the-
ory, broadening the tax base is easy by eliminating useless
tax expenditures; in practice, Gravelle and Hungerford
(2013) argue that many of the large tax expenditures will
be difficult to eliminate or even modify.

First, many are widely used and popular with the public
or policymakers; examples include the deductions for
mortgage interest, state and local taxes, and charitable
contributions. Past proposals to eliminate or curb certain
tax expenditures by President Obama and by former
House Ways and Means Chairman Dave Camp were
quickly dismissed by various interest groups as well as by
members of both parties.

Second, some provisions are difficult to measure and
allocate to specific taxpayers (at least in a widely accepted
manner), such as the exclusion for employer-provided
health insurance and certain pension benefits.

Third, some are effective in accomplishing the social and
economic goals for which they were designed; the EITC
is a prime example.

Although the aggregate revenue loss of tax expenditures
is over $1 trillion, Gravelle and Hungerford (2013) argue
that it would be difficult (but not impossible) to gain
much more than about $150 billion in additional tax rev-

enue by eliminating the “low-hanging fruit.” This rev-
enue gain could increase public investment spending by
about 0.8 percent of GDP, but would not be enough to
significantly reduce tax rates.

In addition to raising revenue, eliminating or curbing
many tax expenditures could help make the tax system
more progressive and reduce income inequality. Many
of the large tax expenditures disproportionately benefit
higher-income taxpayers (see, for example, Hungerford
2006b and CBO 2013) and have been described as hav-
ing an “upside down” subsidy feature (Surrey 1970).
Most of the benefits of itemized deductions (e.g., mort-
gage interest, charitable contributions, and state and local
taxes) accrue to the top 20 percent in the income distri-
bution, and 30 percent of the benefits accrue to the rich-
est 1 percent. The benefits of preferential rates on capital
gains and dividends are even more skewed to the top,
with 68 percent of the benefits accruing to the richest 1
percent.

The tax base: Should the United States
adopt a VAT?

Most other advanced economies have adopted a value
added tax (VAT). On average, the countries collect rev-
enue from the VAT that is equivalent to 6.7 percent of
GDP15—ranging from a low of 3.4 percent of GDP in
Australia to a high of 9.9 percent of GDP in Denmark
and New Zealand. Our nearest neighbor, Canada, has a
VAT with revenues equal to slightly over 4 percent of
GDP. If the United States were to adopt a VAT with rev-
enues equal to 6.7 percent of GDP (holding all else con-
stant), which is the average for 14 of the most advanced
economies, the federal budget would be in surplus for the
next 30 years. Furthermore, even with such a VAT, the
United States would still have one of the lowest tax bur-
dens among the advanced economies. The most common
and persuasive argument against adopting a VAT is that
consumption taxes are regressive and excessively burden
lower-income people (Gravelle 2011).16
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Concluding remarks
The United States is the richest nation in the world. Per
capita income and wealth have been steadily rising over
the past half century. Public investments in roads, edu-
cation, and basic research have been a major contributor
to this growth. Federal spending for public investments
relative to GDP, however, fell dramatically in the 1980s
and has remained at a low level since then. Recent aus-
terity measures enacted by Congress will undoubtedly
further reduce spending on public investments. This is
Washington’s real spending problem, and the solution to
this problem is to increase tax revenue.

Another problem has developed alongside our spending
problem: the increasing concentration of income and
wealth at the top of the income distribution. Part of
the solution to this problem is a progressive tax and
transfer system. For example, increasing taxes on capital
income will reduce the after-tax income of the richest
1 percent. Furthermore, the increased public investment
spending will help reduce income inequality by creating
more higher-paying jobs and boosting productivity
growth.
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Endnotes
1. An exception to this is spending increases and/or tax cuts

proposed for macroeconomic stabilization purposes (for
example, the American Recovery and Reinvestment Act of
2009 or the Economic Stimulus Act of 2008—signed into
law by President George W. Bush). This exception is
perfectly reasonable, as textbook economics suggest that
fiscal stabilizations are most effective when financed with
debt.

2. Reinhardt (2011) summarizes evidence showing Medicare
reimbursements grew at a slower rate than that of private
insurers. Some argue that rising health care costs are due to
cost shifting by providers, who charge private insurers more
because of shortfalls from Medicare and Medicaid. In other
words, the federal health programs are driving the rising
costs of health care. Recent research, however, gives little
support for the cost shifting argument (Frakt 2011 and
Reinhardt 2011); rising Medicare and Medicaid costs reflect
what is happening in the private sector, not the other way
around.

3. The majority of this increased spending was for education
and training, ground transportation, natural resources and
the environment, and community and regional
development.

4. Federal revenue reduces the standard deviation of the
logarithm of revenues per pupil by less than 5 percent.
Author’s estimate using the Census Bureau’s 2012 Public
Elementary-Secondary Education Finance Data.

5. This income measure shows how much everyone in the
economy on average earns from labor and capital.

6. It is implicitly assumed that the additional tax revenue is
wasted, and that no additional goods and services are
purchased.

7. Author’s estimates from analysis of the 1989 and 2013
Survey of Consumer Finances (Board of Governors of the
Federal Reserve System various years).

8. Author’s estimates from analysis of the 1989 and 2013
Survey of Consumer Finances (Board of Governors of the
Federal Reserve System various years) .
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9. This is known as the Haig-Simons definition of income.
Robert Haig (1921) and Henry Simons (1938) examined
the issue of what is income. Haig (1921, 7) notes that
income is “the money value of the net accretion to one’s
economic power between two points of time.” Simons
(1938, 50) defines income as “the algebraic sum of (1) the
market value of rights exercised in consumption and (2) the
change in the value of the store of property rights between
the beginning and end of the period in question.” The
Haig-Simons income concept is much broader than what
most taxpayers understand as income and than what the
Internal Revenue Code defines as gross income: “all income
from whatever source derived” (26 U.S.C. 61). The
Haig-Simons definition would include as income the
market value of home production, the rental value of
owner-occupied housing, and accrued capital gains, all of
which are difficult to measure.

10. The U.S. income tax base is not strictly an income tax base
because some saving, such as contributions to and earnings
from retirement accounts, is not taxed.

11. Alexander Hamilton argued for a national consumption
tax in Federalist No. 21. Hungerford (2006a) notes that
federal consumption taxes (customs duties and excise taxes)
provided almost 90 percent of federal revenue until 1913.

12. The 2012 tax year is the last year for which individual
income tax information is publicly available.

13. 2 U.S.C. 622.

14. This figure is calculated by simply adding together the
estimated revenue loss of each individual tax expenditure.
This may overstate or understate the true revenue gain from
eliminating all tax expenditures. See Hungerford 2006b for
a brief discussion.

15. International tax information is available from the OECD
website (www.oecd.org).

16. The additional revenues from a VAT, however, can be
used to expand and strengthen the social welfare system,
which has a very progressive benefit structure, and to pay
for needed public investments, which can foster economic
growth and a more equal distribution of the fruits of that
growth. Many countries with a VAT, while having
progressive tax systems, achieve much more redistribution

through spending programs than through the tax system.
CBO (2014) estimates that in 2011, the progressive U.S.
federal tax system reduced income inequality by 8 percent,
but that government transfers reduced inequality by 19
percent. Avi-Yonah (2014) argues that this research suggests
the best route to reducing income inequality is to strengthen
the public insurance system financed by a VAT.
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