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As Congress and the president wrestle 
over the 2018 federal budget—and the 

need to negotiate yet another debt ceiling 

agreement—it’s helpful to understand the crucial 

elements behind the debate, and how it all plays into 

economics and financial markets.

This five-part discussion on the federal budget debate by 

Russell Swansen, former Chief Investment Officer and current 

board member/trustee of the Thrivent Mutual Funds and the 

Thrivent Series Funds, provides an in-depth examination of where 

taxes are collected, how spending is managed, and their effects on the 

economy.

From deficits and debt to taxes and spending policy, this series should 

provide you with a better understanding of the obstacles Congress 

faces as they walk the fine line between appeasing their constituents 

and taming the nearly $20 trillion national debt.
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There is a simple reason very few Americans understand 
exactly where their taxes go: It’s complicated; there are a 
lot of moving parts.

But understanding the basics of how money flows from 
your wallet to the thousands of initiatives funded by the 
federal government is the first step in recognizing the 
enormous challenge Congress faces in trying to reverse 
the current national debt, which is now at about $19 
trillion and growing.

Over the course of this five part series, we hope to help 
you gain a better understanding of where your money 
goes, how it gets there and how it plays into the delicate 
tight rope Congress must tread if they ever hope to 
balance the books.

Although the budget didn’t draw much attention during 
the presidential campaign, it should come into sharper 
focus during 2017 as Congress weighs the impact of the 
new proposed spending and tax initiatives.

The process
While the president gets the headlines, Congress actually 
dominates the budget process. The president publishes a 
budget each year, but one should think of it as a request 
or proposal that reflects the president’s priorities. The 
U.S. House and Senate typically pass their own spending 

plans, and then reconcile their competing visions. The 
resulting document goes to the president to be signed.

Unfortunately this does not always happen. Congress 
neglected to pass a new budget for six years from 2009 
through 2014. When Congress doesn’t pass a budget, it 
kicks the can down the road with continuing resolutions 
that basically keep spending at prior levels with only 
minor adjustments. Finally, in May 2015, Congress 
approved a new budget that set spending targets for the 
ensuing two years.

Congress is expected to approve a new budget in 2017 
for fiscal year 2018. With control of Congress and the 
presidency all in the hands of the Republican Party, one 
might think that they will be able to come together to 
agree on a new budget; however, we cannot be certain. 
When the Congress and the presidency were in the hands 
of the Democratic Party, they did not pass a budget for 
several years.

Deficits and the debt
When the government spends more in one year than it 
collects in taxes and fees, as it usually does, the Treasury 
must borrow to cover the deficit. Over time, those 
borrowings accumulate, and the associated interest costs 
grow. It is the large and accelerating growth in the federal 
debt that is a major threat to our economy.

 Part 1:

Controlling the 
National Debt
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Research has shown that when a country’s debt rises to 
about 90% of its gross domestic product (GDP)—the 
value of all goods and services produced annually—its 
economy usually starts to slow. Because of its size and 
stature, the U.S. can probably tolerate a somewhat 
higher debt-to-GDP ratio, but exceeding that level would 
certainly be viewed negatively by many economists.

According to a recent projection by the Congressional 
Budget Office (CBO), the debt is on pace to reach 
90% of GDP by 2028 (Exhibit 1.1). That’s actually an 
improvement from its 2012 report when it projected 

that the 90% debt level would be reached in 2021. A 
strengthening economy and higher tax receipts have 
helped improve the debt situation over the past few years.

Exhibit 1.2 shows how the last recession and the 
subsequent slow recovery have been adding to our 
debt burden. A recession reduces incomes and hence 
government tax revenues. It also triggers increased 
government spending on things like unemployment 
benefits and economic stimulus programs. Normally, 
the resulting revenue and spending gap shrinks once the 
economy recovers. But the CBO projects that our annual 
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deficits will grow ever wider as spending continues to 
rise much faster than tax revenues.

The debt ceiling
There is a legal limit to how much the federal government 
can borrow (Exhibit 1.3). This limit can be raised 
legislatively, and historically it has been, pretty much 
routinely. But, in recent years, Congress has sometimes 
let it float for a fixed period of time.

In 2011, some members of Congress used the debt 
ceiling bill for political leverage. They held up legislation 
on raising the ceiling until they had received assurance 
of a $900 billion cut in federal spending. The debt 
ceiling debate became less of an issue in recent years, 
particularly after the new two-year budget was signed 
into law in 2015; however, it cropped up again in March 
2017 when debt hit the ceiling again. When constrained 
by the debt ceiling, the treasury can keep the government 
running for a while by delaying payments, often referred 
to as “extraordinary measures.” The latest estimate from 
the CBO is that Treasury will exhaust its extraordinary 
measures by autumn.

A note on budget forecasts
Calculating the long-term impact of federal budget 
decisions is not easy. As the official scorekeeper, the 
CBO must evaluate laws as they actually exist or have 
been proposed, even if they are likely to be changed. 
Its resulting forecasts are referred to as “baseline” or 
“current law” projections. But the CBO knows some 

laws are not likely to be implemented, and, therefore, it 
sometimes publishes a more realistic forecast called the 
“alternative fiscal scenario,” or “current policy forecast.” 
The last time the CBO published an alternative fiscal 
scenario was 2015.

Summary
1. The mounting debt relative to the size of the economy 

(debt-to-GDP) is the major economic concern.

2. A debt-to-GDP ratio of 90% is considered an 
economic tipping point.

3. U.S. debt-to-GDP has been accelerated during and 
directly after the Great Recession, but has slowed 
during the recovery as the economy improved.

4. Projected future deficits are a function of a growing 
gap between spending and taxes.
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Congressional policymakers who hope to keep the federal 
debt in check have just two options: spend less money or 
collect more money in the form of taxes. Neither is easy, 
which is why the debt has continued to climb.

Federal tax receipts have been surprisingly stable in 
relation to the size of our economy over the past 67 
years—about 18% of gross domestic product (GDP), 
on average—despite wide variations in tax rates (Exhibit 
2.1).

Tax receipts lagged that average in the years during and 
following the Great Recession, as high unemployment 

and declining corporate earnings reduced the tax base. 
But receipts recovered 17.5% of GDP in 2014, 18.2% in 
2015 and 17.8% in 2016.

Since tax rates seem to have had a fairly small impact 
on tax revenues, some policymakers question the 
effectiveness of raising taxes to reduce the deficit. After 
all, economists generally agree that higher taxes weigh 
on the economy, and a booming economy is by far the 
biggest booster of tax revenues.

Still, it makes sense to try to find the most fair and 
efficient mix of taxes—individual versus corporate, 

 Part 2:

Individual Taxes
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income versus payroll. Let’s look at who actually pays 
taxes, and how much.

Who pays taxes?
Individual income taxes and payroll taxes generate the 
vast majority of federal tax receipts—typically about 
80% to 85%. Corporate taxes, by contrast, account for a 
relatively small share at just 9%. Excise and other taxes 
make up the other 9% to 10% (Exhibit 2.2). Payroll 
taxes are used to fund specific programs, such as social 
security, health care, unemployment compensation 
and workers compensation, and they are distinct from 
income taxes, which go directly into the government’s 

general fund. While there is a single payroll tax rate, 
income taxes are progressive, and rates vary based on 
earnings.

While corporations pay their taxes directly, the cost 
of those taxes are borne by consumers, who must pay 
more for the goods and services, workers, who may 
earn less, and shareholders who see their shareholder 
value reduced. The Congressional Budget Office, when 
analyzing who pays what, allocates the corporation’s 
share of payroll taxes to individuals, and corporate 
income taxes to the shareholders. This is a reasonable 
way to think about how the tax burden is distributed 
among the population.
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Exhibit 2.3 divides taxpayers into five groups based on 
their income levels, and shows the average tax rate for 
each group for each of the four main types of taxes. As 
you can see, the two lowest income groups have negative 
income tax rates, meaning they collect tax refunds even 
after paying no income taxes. This is what’s behind the 
argument that 50% of U.S. households do not pay any 
taxes. But that charge is true only as it relates to income 
taxes. As you can see, those lowest income groups do pay 
other types of taxes, most notably payroll taxes.

Another common issue, quite opposite to the first, is 
that payroll taxes are regressive, meaning they cost 
low-income taxpayers a larger share of income than 
high-income taxpayers. This is true, because the payroll 
taxes supporting social security apply only to the first 
$127,200 of income as of 2017, according to the Social 
Security Administration. As income rises above that level, 
payroll taxes diminish as a percentage of a taxpayer’s 
total income.

Individual taxes are 
progressive
Still, taken as a whole, individual taxes in this country are 
progressive, as you can see in Exhibit 2.4. It shows that 
when you account for all types of federal taxes, taxpayers 
in higher income groups have higher effective tax rates, 
on average, than those in lower income groups. In fact, 
taxpayers in the top 20% by income bore 69% of the 
country’s total tax burden in 2013.

One can debate whether the tax scale should be more or 
less progressive, but the fact that it is so clearly progressive 
may come as something of a surprise, given the current 
political rhetoric about high-income taxpayers with very 
low tax rates. That does happen in some instances. But 
how? The answer lies in how their income is generated, 
and other nuances of the tax code. A retiree who has 
no wages or salary, for example, and whose income is 
made up primarily of dividends on stocks and interest 
on municipal bonds, will typically have a much lower 
tax rate than someone who generates all their income by 
working. That’s because certain dividends are currently 
taxed at a lower rate than earned income, and interest 
on municipal bonds is generally tax free.1 Tax deductions 
and exemptions, such as the deductions for mortgage 
interest and charitable contributions, can also lower an 
individual’s effective tax rate.

What about the idea of taxing the wealthy? You may 
remember the debate over the “Buffet Rule,” which 
would have implemented a minimum 30% tax rate on 
taxpayers earning at least $1 million. An analysis by 
Congress’ Joint Committee on Taxation concluded that 
this rule would raise only $46.7 billion over 10 years, 
or barely more than 1% of the projected $4 trillion of 
deficits. The amount is small because most high-income 
taxpayers already pay tax rates near or above 30%. The 
exceptions, like billionaire Warren Buffet, are few.

1. Some municipal bonds may be subject to state and local taxes and/
or the federal and state alternative minimum tax (AMT).
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There are opportunities for change here. Tax 
deductions and exemptions —often referred to as “tax 
expenditures”—amount to a significant sum; they 
roughly equal the total income tax actually collected. 
Those who want to simplify the tax code are primarily 
focused on reducing or eliminating tax expenditures. 
More on tax expenditures in a future article.

Yet another possible adjustment to the tax code would 
involve introducing a value-added tax (VAT), which 
is common in Europe. Perhaps as a result of VATs, 
taxes as a percent of GDP are higher in Europe than 
in the U.S. VATs are similar to sales taxes, but are 
collected from businesses along the production cycle. 
Within the Eurozone, they generally range from 18% 
to 25%. Historically, there has been strong resistance 
to introducing a VAT system in the U.S. Nevertheless, if 
the goal is to capture a higher percentage of GDP in tax 
revenue, something like this may be necessary.

Caution: Tax effects on 
economic growth
Policymakers must exercise caution when devising tax 
policy. Most economists agree that if you tax something 
you get less of it, and that higher tax burdens are a drag 
on economic activity. While there are differing views on 
this issue, Harvard economist, Alberto Alesina, contends 
that when governments seek to cut budget deficits, tax 
increases have hurt their economy more than spending 
cuts.

Summary
1. Tax revenues as a percent of GDP have averaged 

about 18% for more than 60 years, regardless of the 
level of tax rates.

2. The vast majority of tax revenues come from 
individuals through payroll taxes and income taxes.

3. The total tax burden in the U.S. is progressive, with 
the highest-earning taxpayers paying the highest tax 
rates, on average.

4. Tax deductions and exemptions, called tax 
expenditures, complicate the tax code and can 
dramatically impact tax rates from one person to the 
next.

5. The total amount of tax expenditures is roughly 
equal to the amount of income tax collected.

6. Economic growth can be sensitive to changes in tax 
policy.
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Corporate income taxes account for only about 9% of 
the tax revenues collected by the federal government 
as Exhibit 3.1 illustrates. That may seem like a small 
number since corporations are generally viewed as 
behemoths that make lots of money. Some are, of course. 
But there just aren’t enough of them to account for a 
bigger share of federal tax receipts.

Given the modest role corporations play in funding the 
federal government, one might be tempted to dismiss 
the controversy over how heavily corporations should be 
taxed. But corporate taxes have significant consequences 
for our economy beyond their direct contribution to the 
federal budget. They are important to job growth, for 
example, and to the decisions companies make about 
where to locate their operations and investors make 
about where to deploy their capital.

They impact individuals as well. Although they are 
paid directly by corporations, corporate income taxes 
are actually born by others: their customers, who pay 
higher prices; their employees, who receive lower wages; 
and their investors, who earn lower returns on their 
investment portfolios. In many ways, corporate income 
taxes are hidden taxes on individuals. In its final report, 
dated January 2012, President Obama’s Jobs Council 
noted that, “A growing body of research also shows that 
in a world of mobile capital, workers bear a rising share 
of the burden of the corporate income tax in the form 
of reduced employment opportunities and lower wages.”

New tax proposals by Congress and the president have 
the intention of lowering corporate taxes in order to 
make U.S. companies more competitive globally.

 Part 3:

Business Taxes
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Tax rates vary depending 
upon the form of the business
There are two broad categories of business organization: 
1) C corporations, which are usually referred to simply 
as corporations; and 2) pass-through entities, the most 
common forms of which are S corporations, partnerships, 
and limited liability companies (LLC).

A critical difference between these two categories is how 
they are taxed. C corporations pay taxes on earnings 
before they pay dividends to shareholders, and then 
shareholders pay taxes on the dividends. Pass-through 
entities do not pay taxes themselves. The income is taxed 
only on the personal returns of their owners (the income 
is passed through).

So, if you were setting up a new business, which form 
would you prefer? One important consideration is the 
tax burden.

Due to the double taxation, the maximum corporate 
tax on a C corporation dividend distribution would be 
53.34%.

By contrast, for a pass-through entity, such as an S 
corporation or a partnership, the maximum rate paid 
by an individual would be the 39.6%, plus a 3.8% net 
investment income tax, for a total maximum tax rate of 
43.4%.

Considering the large difference in the tax burden 
between a C corporation and a pass-through entity, it 

should come as no surprise that the number of pass-
through entities has been steadily growing while the 
number of C corporations has been flat to declining—as 
Exhibit 3.2 illustrates.

Small businesses and job 
growth
Although the number of C corporations is much smaller 
than pass-through entities, pass-through businesses 
tend to be much smaller. A third category is sole 
proprietorships, which are individuals without any legal 
business structure. Sole proprietorships are even smaller 
on average, but there are a very large number of them—
roughly three times the number of pass-through entities.

Government data shows that virtually all net job growth 
in the economy comes from small businesses, mainly 
pass-through entities and sole proprietorships, the profits 
of which are taxed on individual tax returns. This creates 
concern about individual tax rates and their effect on job 
creators.

Existing corporate tax rates 
make U S  less competitive 
globally
Two features of the U.S. corporate tax structure make the 
U.S. globally uncompetitive: 1) the rates are higher than 
any OECD (Organization for Economic Co-operation 
and Development) country; and 2) the U.S. taxes U.S. 
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multi-national companies on overseas profits when those 
profits are brought into the U.S.

Most other OECD countries apply a territorial system, 
which means that profits are only taxed in the country 
where they are earned. The U.S. structure encourages 
multi-national corporations to leave profits overseas 
and expand their operations in lower tax countries. 
Under the U.S. tax law, companies are taxed on overseas 
earnings, but the law allows them to put off paying taxes 
on those offshore earnings as long as they don’t bring 
those earnings to the U.S. As a result, U.S. companies 
have been reluctant to bring those earnings into the U.S., 
avoiding taxes on an estimated $2.6 trillion1 in offshore 
income.

The high tax rates have encouraged large U.S. companies 
to change their country of domicile to reduce their taxes. 
For instance, Medtronic changed its country of domicile 
to Ireland in 2014.

New tax proposals being considered by Congress and 
the president are designed to lower corporate taxes, 
particularly on overseas profits. The proposed new law 
could reduce the tax rate on overseas corporate earnings 
from 35% to 10%, which could encourage companies to 
bring their profits home. The remitment of those funds, 
even if they are taxed at the lower 10% rate, would 
likely unleash a multibillion dollar infusion for the U.S. 
Treasury.

Erskine Bowles, co-chairman of President Obama’s 
debt committee, recommended that the U.S. reduce 
corporate tax rates and adopt a territorial tax system to 
make the U.S. more globally competitive and encourage 
investment and job growth in the U.S. President 
Obama’s Jobs Council made similar recommendations 
in its report.

1. Crain’s New York Business, Feb. 10, 2017, Cohn said to be Behind 
Trump’s Tax Plan (http://www.crainsnewyork.com/article/20170210/
POLITICS/170219991/ex-goldman-sachs-prez-gary-cohn-crafts-
trumps-tax-plan-hes-bragged-about-as-being-phenomenal)

Summary
1. While corporations may seem large, they represent a 

relatively small share of U.S. gross domestic product 
and federal tax revenue.

2. Taxes on C corporations are hidden taxes on 
individuals.

3. Because of double taxation—once on corporate 
earnings and then on dividends—the combined 
tax rate for C corporations is higher than on pass-
through businesses even though the current 15% to 
20% tax rates on dividends have the appearance of 
being low.

4. The number of C corporations has been flat to 
declining for three decades while the number of 
businesses formed as pass-through entities has 
increased significantly.

5. The U.S. has the highest corporate tax rates among 
developed countries.

6. High corporate tax rates discourage investment 
in the U.S. and encourage U.S. multi-national 
companies to move out of the U.S.

7. Many politicians on both sides of the aisle believe 
that the U.S. should lower corporate tax rates and 
adopt a territorial tax system in order to encourage 
investment and job growth in the U.S.
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The federal government collects trillions of dollars in 
taxes each year, and, in recent years, it has been spending 
even more. That budget imbalance has added up to a 
national debt of about $19 trillion dollars. In the first 
three articles we explained where the revenue comes 
from—taxes on individuals, corporations and other 
entities—and this article will lay out where all of that 
revenue goes.

Exhibit 4.1 illustrates the broad categories of federal 
spending, and separates what is called discretionary 
spending from mandatory spending.

It is important to understand that the budgeting process 
is different for discretionary and mandatory spending. 
Mandatory spending—comprised almost entirely of 
Social Security, Medicare, Medicaid, and interest on 
the debt – makes up the majority of federal spending. 
This spending is on auto-pilot. It keeps going unless 
the programs are changed via legislation. For legislation 

 Part 4:

Federal Spending
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to pass, the House, the Senate and the President must 
all agree. As a result, it is difficult to cut mandatory 
spending.

Discretionary spending represents a minority of 
federal spending—about 31% in 2016. Discretionary 
spending covers a number of government departments, 
such as defense and education, as well as a number of 
agencies, such as the Environmental Protection Agency. 
Discretionary spending must be approved through the 
budget process each year. This makes it easier to control 
than mandatory spending.

What is driving spending 
growth?
Exhibit 4.2 details the projected growth in federal 
spending as a share of our nation’s gross domestic 
product. As you can see, future spending growth is 
driven by mandatory spending, particularly medical 
entitlements and interest on the debt. Note especially 
the rapid growth in interest costs. As the federal debt 
increases, this becomes a viciously accelerated expense. 
This is why we must control the size of the debt.

The cost of medical entitlements is projected to grow 
faster than the economy. Several things are compounding 
to drive these costs - more people becoming eligible for 
Medicare as the baby boomers reach retirement age, 
people living longer, an increasing range of treatments, 
and increases in the costs of those treatments. Pulitzer 
Prize winning journalist and author, David Wessel, gives 
a good example of this in his book on the federal budget, 
Red Ink, when he discusses joint replacements—a 
wonderfully successful medical innovation that is being 
used more frequently by a growing number of people. 
For those who are interested in more detail and history 
on budget issues, I highly recommend his book, Red Ink.

There is wide agreement across both political parties 
that the growth in medical entitlement costs must be 
reined in. While Congress and the president are currently 
struggling with the challenges of containing health care 
costs, the problem has been a long-standing one for the 
nation. Former President Obama said in 2011 that, “… 
if you look at the numbers, then Medicare in particular 
will run out of money and we will not be able to sustain 
that program no matter how much taxes go up.”
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Evidence suggests that these costs can be reduced. 
Exhibit 4.3 is based upon data from the Organization 
for Economic Co-operation and Development (OECD). 
It compares per capita spending on health care among 
developed countries. It suggests that substantial savings 
should be possible in medical entitlements. The political 
differences are in how to reduce the costs.

U.S. health care spending grew 5.8% in 2015, reaching 
$3.2 trillion or $9,990 per person. As a share of the nation’s 
gross domestic product, health spending accounted 
for 17.8%, according to the Centers for Medicare and 
Medicaid Services. To curtail that spending growth, the 
U.S. may need to look at the cost models of the world’s 
other developed countries.

Haven’t we all paid for our 
benefits?
A while ago I was asked the question, “Haven’t we all 
paid for our social security and Medicare benefits—so 
why is there a problem?” The short answer is that we 
have not paid enough.

Many people believe that social security and Medicare 
work like life annuities or long-term care policies. After 
all, they share similar characteristics. I wish it were 
so. Insurance companies are required to ensure that 
their policies are actuarially sound. Unfortunately, the 
government programs have no such requirement.

From the beginning, neither social security nor Medicare 
collected enough in taxes to cover the costs of benefits. 
In fact, the very first social security trustee’s report in 
1941 projected that social security would go broke; it was 
just a question of when. It has been tweaked periodically 
since then to keep it going.

When Medicare was started, the gap was even greater. 
Medicare taxes were never expected to cover the whole 
cost. The plan was that general tax revenue would cover a 
significant share. To make matters worse, Medicare costs 
grew much faster than expected putting ever mounting 
pressure on the federal budget, and it is projected to do 
so for as far as the eye can see.

Many people, perhaps most, believe that they have paid 
for their benefits. Many in the government encourage 
this thinking, or at least do nothing to dispel it. Eugene 
Steuerle, economist at the Urban Institute, prepared 
an interesting analysis comparing the value of social 
security and Medicare benefits to the accumulated value 
of taxes paid for various household types and retirement 
years. It showed that no group paid enough to cover their 
combined benefits of social security and Medicare.

A closer look at the detail shows that the gap for social 
security is less severe than for Medicare, and that some 
people actually pay more than the value of their social 
security benefits. The story is very different for Medicare. 
No group paid even half of the value of their benefits. 
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Exhibit 4.4 provides a summary of Steuerle’s findings 
on Medicare for those retiring in 2020. Going forward, 
it gets worse overall.

The country needs to solve the debt problem or go broke, 
and this requires consideration of entitlement spending. 
Social Security may be difficult to solve, but Medicare is 
the much larger and more difficult problem.

Summary
1. Federal expenditures fall into two categories —

mandatory spending which is on auto-pilot, and 
discretionary spending which is approved annually.

2. Discretionary spending makes up about 31% of 
federal spending, but it is where nearly all of the 
recent spending reductions have focused.

3. Mandatory spending, mainly entitlements and 
interest on the debt, make up the majority of federal 
spending.

4. Interest costs are viciously accelerating as a result of 
the growing debt.

5. Entitlement costs are difficult to cut because of the 
requirement that the House, Senate, and President 
agree on legislation.

6. Many people believe they have paid for their social 
security and Medicare benefits through taxes, but 
those taxes have not been enough to cover the costs, 
especially for Medicare.

7. Both parties agree that entitlement costs must be 
reined in, but they differ strongly on how to do it.
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Millions of Americans and U.S. companies benefit from 
special exclusions, exemptions, deductions, special 
credits, preferential tax rates, and tax liability deferrals 
that help reduce income taxes. These are known as “tax 
expenditures,” and, while they benefit individuals and 
corporations, they cost the federal government billions 
of dollars in tax revenue.

You may be familiar with many of these deductions 
and exemptions, such as the home mortgage interest 
deduction, exclusion for employer-provided health 
insurance, and the charitable deduction.

Tax expenditures total a surprisingly large sum—about 
$1.44 trillion in 2016 according to an analysis of the Tax 

Policy Center. This is equal to 39.6% of income, payroll, 
and corporate taxes collected in 2016. Some critics 
consider tax expenditures to be hidden spending in the 
tax code.

Exhibit 5.1 is a modified version of the federal spending 
graph used in Part 4 to reflect tax expenditures as 
spending. Looking at it this way, tax expenditures 
amounted to 27% of total federal spending in 2016.

Some politicians use the term “loopholes” to refer to tax 
expenditures that they don’t like, and “tax incentives” 
for those they do like. When they talk about simplifying 
the tax code, or lowering the rates and broadening the 

 Part 5:

Tax Expenditures
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base, what they mean, at least in part, is reducing tax 
expenditures.

Many legislators in both parties agree that tax 
expenditures should be reduced, but they typically don’t 
agree on what to do with increased tax revenue that 
might be generated from such reductions— should they 
lower tax rates, reduce the deficit, or increase spending. 
But eliminating or reducing tax expenditures is a lot 
easier said than done.

Exhibit 5.2 summarizes the estimated tax expenditures 
for 2016 to 2020 from the U.S. Congress Joint 
Committee on Taxation (JCT) report. Included are 
those items totaling $100 billion or more. According to 
the Congressional Research Service (CRS) “the largest 
20 tax expenditures account for 90% of the total revenue 
loss of all tax expenditures.”

Most of the large tax deductions and exclusions are very 
dear to many taxpayers and are meant to help achieve 
important societal goals. For example, according to the 
CRS, “almost 30% of the revenue loss of tax expenditures 
is from provisions directed at encouraging savings.” As 
you can see in Exhibit 2, the single largest category is 
“net exclusion of pension contribution and earnings, 
and IRAs,” which accounts for over $1.2 trillion.

The JCT report also includes an analysis of the 
distribution by income of the benefits of twelve tax 
expenditures. The two largest categories analyzed are 
“earned income credit,” with all of the benefit going to 
taxpayers with incomes under $200,000, and the home 
mortgage deduction, with 54% of the benefit going to 
taxpayers with incomes below $200,000.

The two expenditures that favor those with incomes 
over $200,000 include “State and local income, sales, 
and personal property tax deduction,” with 70.5% of 
the benefit going to those with incomes in excess of 
$200,000, and the charitable contribution deduction, 
with 70.7% of the benefit going to those with an income 
above $200,000.

The JCT does not analyze the categories on dividends 
and capital gains, but according to other reports, those 
skew to higher incomes. Estimating who benefits from 
some of the categories can be difficult. The JCT report 
does not analyze the tax exclusion on municipal bonds, 
but it leans toward higher income taxpayers; however, it 
is municipalities, rather than investors, who benefit most 
from the tax exclusion through lower borrowing rates.

Exhibit 5.1

TAX EXPENDITURE ESTIMATES BY 
BUDGET FUNCTION
Fiscal years 2016–2020

$ Billions

Net exclusion of pension contributions and 
earnings, and IRA's

1,208.3

Exclusion of contributions for health care, 
health insurance premiums, and long-term care 
insurance premiums, etc.

1,012.2

Reduced rates of tax on dividends and long-term 
capital gains

677.7

Deferral of active income of controlled foreign 
corporations

587.2

Deduction of nonbusiness State and local 
government income taxes, sales taxes, personal 
property taxes and taxes on real property

548.8

Earned income credit 373.4

Deduction for mortgage interest on owner-
occupied residences

357.0

Subsidies for insurance purchased through 
health benefit exchanges

326.6

Deduction for charitable contributions 313.4

Credit for children under age 17 270.5

Expensing under section 179 of depreciable 
business property

248.2

Exclusion of untaxed Social Security and railroad 
retirement benefits

213.8

Exclusion of interest on public purpose State and 
loal government bonds

194.7

Exclusion of capital gains at death 179.4

Exclusion of benefits provided under cafeteria 
plans

168.8

Exclusion of capital gains on sales of principal 
residences

166.3

Exclusion of amounts received under life 
insurance contracts

128.3

Deduction for income attributable to domestic 
production activities

102.1

Surtax on net investment income -151.6

Source: U.S. Congress Joint Committee on Taxation, January 2017
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Politicians sometimes talk about corporate tax loopholes; 
however, corporate tax expenditures amount to less than 
20% of total tax expenditures. The only categories large 
enough to show up in the above table are “exclusion of 
interest on public purpose State and local government 
bonds,” and “deferral of active income of controlled 
foreign corporations,” which has grown significantly in 
recent years. Four years ago, this category accounted for 
only $86.3 billion, but has grown to $587.2 billion.

Although the money is referred to as “deferral of active 
income,” taxes on it may never be collected by the U.S. 
Federal Government. Over the past few years, Congress 
has explored ways to bring some of that revenue to 
the U.S. Federal Government, but so far has not been 
able to come up with a solution. President Trump has 
vowed to introduce legislation that would help solve the 
problem, but that proposal would collect only a fraction 
of the “deferred” income.

It is important to recognize that although the cost of tax 
expenditures is estimated at more than $1.44 trillion, 
it does not mean we should expect to see the same 
amount in new revenue if some or all tax expenditures 
are eliminated. According to the Congressional Budget 
Office, “repealing a particular tax expenditure would 
lead taxpayers to modify their behavior in ways that 
would mute the revenue impact of the repeal.” Bottom 
line, we cannot expect to collect the same amount in 
revenue as the tax expenditures are estimated to cost if 
they are eliminated.

Summary
1. Tax expenditures are tax deductions, exclusions, 

or special rates that reduce the amount of tax 
collected.

2. Tax expenditures total a significant amount – 
perhaps as much as the amount of income tax 
collected.

3. Some say that tax expenditures are hidden 
spending. Measured on this basis, they would 
amount to about a quarter of total government 
spending.

4. Some say that tax expenditures help fulfill 
important policy or societal goals such as 
encouraging savings, home ownership, work, 
and charitable giving.

5. When politicians talk about simplifying the tax 
code, or lowering rates and broadening the base, 
they are at least in part talking about reducing 
tax expenditures. Some in both parties want to 
reduce tax expenditures. The difference is what 
to do with any increased tax revenue from such 
reductions.

6. The vast majority of tax expenditures apply to 
individual rather than corporate taxes.

7. If eliminated, we cannot expect to collect the 
same amount of revenue as tax expenditures are 
estimated to cost.

8. Meaningfully increasing tax revenues by reducing 
tax expenditures will require a thoughtful 
analysis and will be politically difficult.
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Disclosures
At Thrivent Mutual Funds, we recommend you consult 
your tax advisor to make sure you’re getting the most 
out of your investments. Thrivent Mutual Funds and 
their representatives cannot provide legal or tax advice.

Opinions expressed here are those of the author 
and not necessarily those of Thrivent Asset 
Management or its employees. The information 
provided here does not purport to be a complete 
statement of all material facts related to the 
federal budget process. Opinions expressed here 
are those of the author at the time of writing and 
are subject to change without notice and may 
or may not be updated. This information should 
not be used as the primary basis of investment 
decisions.

The principal underwriter for Thrivent Mutual Funds is 
Thrivent Distributors, LLC. Thrivent Distributors. LLC is 
a registered broker/dealer and member of FINRA with 
its principal place of business at 625 Fourth Ave South, 
Minneapolis, MN 55415. Asset management services 
for Thrivent Mutual Funds are provided by Thrivent 
Asset Management, LLC. Both entities are wholly 
owned subsidiaries of Thrivent Financial for Lutherans, 
Appleton, WI.
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