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To Shine, who learned more about taxes than they ever wanted to know.








INTRODUCTION

You may not realize it, but taxes are probably one of your largest expenses. Between income taxes, sales taxes, property taxes, and others, this cost eats somewhere between 30% and 50% of the average American’s income. That said, you’re probably not even aware how much of your total paycheck goes toward these different taxes.

Unfortunately, paying taxes is a way of life, but in Taxes 101 you’ll learn that the amount of money you pay doesn’t have to be unsettling. In fact, there are a lot of things you can do to manage and minimize your tax burden. That doesn’t just apply to income taxes—you can use certain strategies to reduce virtually every kind of tax you have to pay. Throughout this book, you’ll learn helpful information like:


	What common forms you’ll need to fill out during tax season

	How taxes evolved into their current form

	How the US tax code works and what influences it

	What the different types of personal taxes are

	How to estimate your taxes

	What steps to take to handle issues with the Internal Revenue Service (IRS)

	And more!



Each section throughout this book will bring you closer to understanding how taxes work. Plus, you’ll get current, real-world examples to illustrate the harder-to-grasp economic examples. For example, you’ll learn how our latest presidents tackled changes in tax law, how to deal with a potential case of identity theft (which is becoming more and more common), and the taxes associated with starting a new business. With each real-world example, you’ll be able to apply what you’ve learned throughout these pages to your economic life—and you’ll watch your wallet grow as you do!

No matter your financial standing, Taxes 101 will help you understand the laws, theories, and history of taxes, while you reap the financial benefits. Let’s begin!












Chapter 1 History of Taxation


Taxes came about when rulers, local and national, needed more than they could produce or earn themselves. Anywhere a ruler or ruling party emerged, taxes soon followed. Rather than waiting to be paid, they took taxes from their subjects, collecting the best of the harvest or the finest oxen. In the earliest days, many taxes were paid with personal labor or military service. Anything the ruler needed could be turned into a tax—not just currency.

Those first taxes were based on property rather than income but soon evolved to include the first sales, income, trade, and inheritance taxes. Rulers created taxes on merchants and nomads crossing their lands or waterways. Merchants were taxed on the goods they sold, and the purchasers later taxed on the goods they had bought. Many times, the people were left nearly impoverished as the ruling classes took whatever share they wanted. In other cases, leaders imposed taxes more fairly, never leaving their people in want, and providing services in return, rather than only armed protection against invaders. Though taxes emerged all around the world, they took different shapes in different areas.











ANCIENT TAXES Donkeys, Soap, and Cucumbers




Taxes from ancient times varied as much as the different civilizations imposing them. The tax laws from each of these places drew from the laws that had been established before them, and many of the principles have lasted into modern-day use. In many cases, tax collections involved both goods and services. Goods included everything from oxen to olive oil to the currency of the time. Levied services often included military responsibilities, but also service to the community at large.


GREECE: BRAGGING ABOUT TAXES

Only the wealthiest citizens of ancient Athens paid voluntary taxes, considering the payment to be a sign of social status that came with bragging rights. Wealthy individuals actually competed to pay more than their peers. Those taxes funded the city-state’s essential expenses, primarily its navy and tributes to the gods. The Athenian navy was extensive and expensive, requiring triremes (huge wooden warships) to be built and manned. The wealthiest citizens volunteered to sponsor those ships and their crews, often commanding the ships themselves, in exchange for recognition of their fortunes and good works.

Another part of the system was called liturgies, which funded public works projects including support for the arts and construction of gymnasiums. The wealthy believed that paying liturgies was well worth the social capital reward. Depending on the needs of the Athenian government, there were anywhere between a few hundred and more than a thousand liturgists in the city-state. A main benefit of this system involved more than taxes paid; liturgists generally managed the projects they funded, lending their expertise to the community and taking personal responsibility for doing the job well.




ROME: WIDESPREAD TAXATION

Ancient Rome was all about expansion, which required many troops and weapons for war, and therefore significant funds. Every newly conquered land was added to the kingdom and taxed accordingly.

One of its first levies was a harvest tax in exchange for “renting” public land. That was soon followed with a tax on merchants entering the land, requiring them to pay up to 5% of the value of the goods they brought in as a customs duty of sorts.

But the most widespread tax was based on social structure and territory. The sixth king of ancient Rome, Servius Tullius, divided the state into four urban and seventeen rural tribes (districts), the number of which increased with each conquest pursued. Tullius then introduced a property census and an estimation of population size. This census led to Roman society (adult men who owned property) being divided into five classes according to their status, wealth, and age; these classes were further divided into smaller groups that each consisted of one hundred men. The military duties that Roman men had to carry out varied based on this class division, but each class was required to contribute a specific number of soldiers and a tributum, a tax levied to help fund the ongoing wars.

As the kingdom transformed into the Roman Republic, its tax system transformed as well. Rome was the center of its own universe surrounded by vast conquered territories, and managing all of that required significant funding. The tributum system still taxed all real property, like land and buildings. Citizens continued to perform public duties, primarily military service, but these were levied on groups of people rather than individuals. The biggest change was the introduction of provinces, conquered lands whose people were not considered Roman citizens. Tax responsibilities and rates differed by province, and some were even completely exempted from taxation. The most privileged province was Sicily, as Sicilian bread was essential for the citizens and the army.

Provincial taxes included road tolls, fees for donkey tags, inheritance taxes, a tax on cucumbers, fees for the erection of statues, fees for the maintenance of famous guests, and soap taxes.

As Rome had a larger population and thus a large military to support, tax collections continually increased, as did the number of different taxes.


The Weirdest Tax: Vectigal Urinae

In the Roman Empire, urine was a prized commodity used for producing chemicals like ammonia. Because of its value, people collected and sold urine reclaimed from public toilets. So, Emperor Nero introduced a urine tax, the vectigal urinae, to cash in on this lucrative trade.






CHINA: THE BEGINNING OF TAX BRACKETS

Recent archaeological discoveries let to a surprising tax find: Ancient inked bamboo slips indicate that the earliest Chinese taxes used a bracket system, where people with less paid less tax. Tax levies changed annually due to various factors like weather and crop yields and even exempting farmers whose land didn’t produce that year. The goal of this system was to preserve fairness and to avoid undue burdens on people who didn’t have the means to pay.




INDIA: FOCUSED ON FAIRNESS

Ancient India hosted a diverse population and the tax system was especially varied. Its tax system is codified in the Arthashastra, a Sanskrit treatise on governing strategies with heavy emphasis on financial and tax matters. Most taxes were based on the production yields from agriculture, metal mining, and forestry. A salt tax was one of the largest revenue sources, with the tax collected where the salt was mined. There were also land and water taxes, tolls, and a variety of duties associated with local businesses. Taxes could be paid with gold coins, grains, raw materials, cattle, or personal service.

India also relied heavily on trade with China and other countries in the immediate area. They imposed a special levy called vartanam on goods imported into India, as well as a dvarodaya tax on the import businesses themselves.

While it seems like everyone and everything were taxed, the guiding principle in this system was fairness. The kingdom did collect taxes from every possible source, but it made sure that the citizens did not feel overburdened by taxes. The relationship was a fair trade: The kingdom provided support and protection, while the subjects provided tax revenues. If the subjects felt they were not being served, they could refuse to pay or demand refunds of their taxes. The overarching goal was a prosperous, safe society where everyone paid a fair share.





MESOAMERICA: CHARGING CHOCOLATE

As far back as 1750 B.C.E. in Mesoamerica (modern-day Mexico and Central America), cacao beans were used as currency in place of coins. The ancient Aztecs and Mayans placed a high value on chocolate, so much so that it was a primary means of paying taxes. Hundreds of works of art depict cacao being used to pay tributes and taxes.

The Aztecs had a unique tax system for the time, particularly at the city-state level. Their culture focused more on the routine collection of taxes rather than tributes, which were more haphazard and required some form of recognition in return for payment. Government officials and nobles did not have to pay any taxes, but common citizens paid tax in the form of labor and goods, including cacao beans.

In Mayan society, nobles and priests administered the city-states, collecting taxes and labor for local projects, including temple construction. Conquered states were also taxed to provide the Aztecs with precious metals, incense, paper, and chocolate. Additionally, in Mayan culture, pottery and canvases picture commodities like cacao beans, maize, and tobacco being delivered to leaders as payment for taxes and tributes. The Mayan kings considered dried cacao beans as currency, and they collected much more than the palace could consume, using the surplus for trade and troops.









TAXES TAKE HOLD IN EUROPE You’re Not Suggesting We Should Tax…Everything?




As civilizations progressed, tax systems evolved along with them. Plus, as nation-states solidified, particularly during the thirteenth century, taxation grew with the culture.

Increasing international trade brought more opportunities to tax. Wars demanded bigger national treasuries, leading to higher taxes on the people. During the Middle Ages and Renaissance, Europe was defined by military skirmishes, invasions, expanding empires, and religion. Clashes between church and state often involved some form of taxation (though it was not always called that).

At first, most tax systems were based on land and trade and were modeled from days when the Romans ruled, but as kingdoms needed more funding, they began turning to other sources for revenue. From Viking raids to the Hundred Years’ War to the Crusades, major cultural movements dictated new tax policies across Europe.


VIKINGS AND THE DANEGELD

From the ninth through eleventh centuries, the Vikings traveled from Scandinavia into Europe primarily by sea. These well-known pirates, conquerors, and colonizers seized control of many territories and raided others. The seafaring Vikings inspired fear throughout Europe, as well as inspiring and demanding new taxes.

To protect the British Isles from constant attacks, King Ethelred II paid the Viking raiders thousands of pounds of silver along with regular tribute. That tribute, called Danegeld, became one of the first direct taxes levied in Europe. Each taxpayer in the land faced a Danegeld based on their income and property. Essentially, this tax was paid in exchange for protection against further Viking raids. The King would collect the tax and hand it over to the raiders to protect his land and people. One innovation of the time was the Domesday book, details from a national land survey conducted in 1085 that covered most of Great Britain, giving the kingdom information about landowners’ properties and income. The Danegeld lasted for more than one hundred years and led to more than one hundred tons of silver being added to the Scandinavian coffers.


Lady Godiva and the Naked Ride

When the people of Coventry became impoverished due to crippling taxes, Lady Godiva persistently begged her husband, Leofric (Earl of Mercia), to lower the taxes and give them some relief. Leofric told his wife that he would lower taxes when she rode through town naked at midday. According to legend, she took that naked ride on horseback in protest and, honoring his word, the earl reduced taxes on the people of Coventry.






THE CRUSADES

The Crusades were a series of military expeditions during the Middle Ages initiated by the Church and undertaken by European Christians. For around two hundred years, Western European life was fixated on the Crusades as the Church tried to take over the Holy Land and stop the spread of Islam. The ultimately unsuccessful campaigns militarized Western Europe and the Church. The costs were enormous, requiring a steady inflow of taxes, setting the stage for more formal taxation in many European countries.

Venice supplied ships to the crusaders in exchange for payment and tax-free trading. When the kings of England and France ran short on funds, the Venetians had the crusaders attack their biggest rivals in trade around the Mediterranean (mainly parts of the Byzantine Empire). Venice gained territory along with half of the raids’ loot.

The most famous such tax was known as the Saladin Tithe. Introduced by King Henry II, this tax for the English and Welsh was a straight 10% levy on all personal income and movable property, and it was used to fund the Church and the Crusades. The tithe was named for the famous Muslim hero and leader, Salah al-Din Yusuf ibn Ayyub (called Saladin by the English), who fought the crusaders in the Middle East. Later on, this tax practice was also adopted by King Philip II of France. Knights and clerics were generally exempted from paying this tax as a benefit of their status.




THE HUNDRED YEARS’ WAR

Toward the end of the Middle Ages, war broke out between England and France. Despite the name, the Hundred Years’ War was really a series of conflicts from 1337 to 1453 triggered by disputes about territory and the succession line to the French throne. It started when England’s King Edward III invaded Flanders, claiming his right to the crown of France. The war drained both countries’ treasuries, leading to increased taxation in England and France.

The on-and-off war caused widespread ruin. Farms were destroyed, tradesmen lost their livelihoods, and many lost their lives. This reduced the tax base, leading to further increased taxes and additional duties on English and French citizens. For a time, the English occupied northern France, imposing high taxes on the conquered. They captured France’s King John II and demanded an exorbitant ransom of three million gold coins (called ècus d’or). To raise the ransom, the French imposed heavy tax burdens as well, leading to peasant uprisings.




THE SPANISH ALCABALA

One of the most hated early European taxes was the Spanish alcabala, a heavy sales tax imposed on the people of Spain and all of its territories. It was first introduced in 1342 with rates ranging from 1% to at least 10% depending on the product and its final destination in the production and sales chain, the end user. Plus, it covered a wide variety of common products like fish, bread, wine, oil, and clothing.

This taxation system led to a lot of workarounds, as people tried avoiding or minimizing the tax by sending goods to a low-tax locale and then using them somewhere else. Ultimately, the Spanish crown contracted with local tax farmers to handle collections and had trouble enforcing compliance. This trouble with enforcement combined with ongoing unsuccessful military initiatives led to economic decline.




FLORENCE’S ADVANCED FINANCES

Between its formation as the ancient Roman military colony Florentia and becoming the birthplace of the Renaissance, Florence transformed into an important financial center of medieval Europe. Florence was a major trade destination that combined commerce and culture and thrived as an economic hub. The city’s prosperity grew, leading to shifts in the means and methods of taxation.

Wealth shifted from being land-based toward more liquid capital, and taxes followed suit. Indirect excise taxes called gabelles were levied, and by the mid-1400s they were responsible for filling more than 75% of the public treasury, while land tax revenues declined. As Florence got drawn into wars, it turned to borrowing funds from citizens rather than raising taxes, often forcing the loans through the Monte Comune (a division that managed public debt).

To track its finances, the Florentine government created advanced organizational systems for record-keeping. They developed bookkeeping practices and the Catasto, a detailed system for land and property registration. The information in the Catasto helped the rulers levy a tax (originally 1%, but it varied over the years) on citizens’ wealth.









BRITISH EMPIRE AND AMERICAN REVOLUTION The Taxes-Tea Commotion




The 1700s marked an era of both economic and geographic expansion for Great Britain, giving birth to the British Empire. During this time, the Industrial Revolution was underway, leading to significant changes in the way important commodities were produced. With their unmatched naval fleet projecting power and merchant fleet dominating trade, the British Empire became one of history’s mightiest empires.

At its most powerful, the British Empire controlled nearly 25% of the world’s land and people. It spanned from North America to Asia to Australia to Africa. Safeguarding its vast territories, protectorates, and colonies was an enormous—and expensive—undertaking. So, the British Parliament began taxing everything and everyone.


THE BRITISH TAX EVERYTHING

In the mid- to late-1700s, the British government had to pay the lavish costs associated with expanding an empire and fighting wars (like the Napoleonic Wars with France). Enter Prime Minister William Pitt, who introduced tax after tax on the British people. Some of these taxes were very short-lived due to protests and workarounds, while others stuck around. Here are just a few of the taxes introduced during that time:


	
The Duties on Clocks and Watches Act charged an annual tax on basic watches, gold watches, and clocks. To avoid the tax, people simply got rid of or hid their timepieces. They turned to local taverns to find out what time it was, and the tavern owners happily displayed huge decorative clocks to attract more patrons. The clock and watch industry suffered, people lost jobs, and the easy workarounds led to very little tax being collected. This tax was repealed only nine months after it was instituted.

	
The Hat Tax was the British government’s solution for a simple way to raise revenues. The theory was that wealthy men would own many expensive hats, and therefore pay more taxes than poor men, who could afford only one or two. Hat sellers were forced to pay for licenses, and all men’s hats were required to have revenue stamps on their linings. Both milliners and their customers faced heavy fines if they did not pay the hat tax. Plus, those forging hat tax revenue stamps faced the threat of the death penalty.



Not wanting to leave a single tax unturned, Pitt’s government-imposed taxes on virtually everything, including gold and silver plates, hair powder, wallpaper, perfume, brick, gloves, windows, beer, and soap. But even still, the government wasn’t raising enough revenues to maintain the British Empire. So, they shifted their taxation focus to the colonies.




THE CROWN TAXES THE COLONISTS

To stake their claim on the New World, and then run it the way they saw fit, the British sent a large army to North America. It cost England huge sums of money to govern the American colonies, so they taxed the colonists heavily to pay for the cost. The British consistently imposed a variety of new taxes during the mid-1700s including:


	
The Sugar Act was designed to make it harder for the colonists to engage in trade with any country other than England. It took effect in September 1764 and imposed high duties on foreign refined sugar and other foreign imports like wine and coffee. The Sugar Act had an enormous impact on colonists in New England, where creating rum from sugar was a key industry.

	
The Currency Act was passed by the British Parliament in 1764, and it prohibited colonial governments from printing and issuing paper money. This Act was passed to support British merchants who felt being paid in colonial currency shortchanged them. This new law was not strictly about taxes, but it made it even harder for the colonists to pay their taxes to the crown.

	
The Stamp Act, officially called “An Act for Granting and Applying Certain Stamp Duties,” was passed in March 1765 and taxed all documents circulating in the colonies, including newspapers. It imposed a penny tax on every sheet of paper the colonists used.

	
The Quartering Act of 1765 technically didn’t impose a new monetary tax on the colonists. Instead, it required them to pay for food and lodging for British soldiers. It also gave royal governors the authority to dictate where British soldiers would be quartered, removing that power from colonial legislatures.



The Parliament passed and enacted the Townshend Acts, which triggered additional taxes on items like glass, paper, and tea. As a result, the colonists resisted those new taxes in ways the British government had not anticipated.





THE AMERICAN COLONISTS RESPOND ANGRILY

After years of struggling under the heavy taxation demanded by England, the colonists began to resist and rebel. The passing of the Tea Act in 1773 was one of the final straws that eventually led to revolution. The Tea Act effectively edged colonial tea sellers out of the trade in favor of the British East India Company, making the early Americans furious.

In protest, a group of colonists dumped 342 chests of tea belonging to the East India Company into Boston Harbor. They would no longer stand for taxation without representation. Parliament imposed the Coercive Acts of 1774 (called the Intolerable Acts in the colonies), which were composed of four punitive measures in retaliation. England effectively closed down the harbor until the tea was paid for, replaced the elective government with appointees, increased the power of the military governor, and forced quartering for the royal military.

These demonstrations of power were supposed to get the colonists to fall back in line. But they backfired, instead uniting the colonists against the crown. And the seeds of the American Revolution were firmly planted.


Star Wars: A Tale about Taxes

A long time ago in a galaxy far, far away… Taxation of trade routes led to revolution. The Galactic Senate imposed these taxes over the objections of the Trade Federation. That led to the complete blockade of Naboo, which would only be lifted if the taxes were repealed.











THE US STARTS IMPOSING TAXES We’ll Take Your Money Now




Though the Revolutionary War was spurred from discontentment with taxes, it was actually about representation. Without financial and other support from England, the leaders of the American colonies knew that they would need to increase their own taxes. When the United States first came together and created the Constitution, one of the first orders of business was giving Congress the power to impose taxes on the people.

They started with tariffs, moved to excise taxes, tried (and eventually failed) to impose land and property taxes, and eventually initiated income taxes. Throughout the years, taxes have changed dramatically, both in amount and scope.


TARIFFS AND EXCISE TAXES

Until the Constitution was ratified, the federal government didn’t have the power to raise any revenues on its own. After it was in place, federal funds were raised mainly through tariffs and excise taxes, typically administered and remitted by the states.

The new nation desperately needed funds since it had heavily borrowed to finance the Revolutionary War and also needed to finance the everyday expenses of running the country. In 1789, Congress passed three bills to address their lopsided budget:


	The Tariff Act imposed duties on goods imported into the United States.

	
The Duties on Tonnage statute imposed duties on vessels based on their capacity.

	Regulation of the Duties on Tonnage and on Merchandise established the United States Custom Service, and a way to collect those duties.



These were soon followed by the first excise taxes. The first was an excise tax on whiskey, implemented by Treasury Secretary Alexander Hamilton in 1791. This tax faced a lot of opposition, leading to the Whiskey Rebellion. President Washington sent in nearly 13,000 troops and squashed the rebellion, establishing the authority to impose such taxes. After that, the federal government added additional excise taxes on tobacco, sugar, gunpowder, and (yes) tea.

More tariffs and taxes were introduced over the next decades, some with the primary goal of raising revenues and others with different aims, such as protecting US merchants from foreign competition. For example, the Dallas Tariff (also called the Tariff of 1816) levied a 25% tax on cotton and wool products imported into the country. It served the double job of fattening the federal budget and benefiting local producers and merchants.


Tariffs versus Excise Taxes

Tariffs and excise taxes are both imposed on goods, but in different ways. Tariffs, also called duties, are levied on imported items. Excise taxes are levied on the manufacture and distribution of certain goods, typically those considered non-essential.







INCOME TAXES FUND THE CIVIL WAR

The Civil War set the stage for seismic changes in America, including the first federal income tax. To fund the Union army, the country borrowed heavily, sold public lands, and doubled down on collecting existing taxes. When that wasn’t enough, the House Ways and Means Committee wrote a bill to initiate an income tax on both citizens and corporations. Though this initial bill wouldn’t go into effect despite quick passage, it paved the way for a follow-up bill that was signed into law in 1862.

The first official federal income tax imposed a 3% income tax on earnings between $600 and $10,000 and a 5% tax on higher earnings. When that proved to fall short for the war-funding needs, the House Ways and Means Committee amended the law in 1864 to increase the tax rate and add another layer: 5% on incomes between $600 and $5,000, 7.5% on incomes between $5,000 and $10,000, and 10% on all higher earnings.

Within just ten years, the income tax law was repealed by Congress. Later attempts to restore federal income tax collection were declared unconstitutional and struck down by the Supreme Court in 1895 (even though the Court had upheld the tax during the war). Their reasoning: The Constitution stated that any direct tax had to be proportionally divided among the states based on population. Until, that is, the Sixteenth Amendment to the Constitution came to be.





THE SIXTEENTH AMENDMENT

The Sixteenth Amendment to the Constitution was passed on July 2, 1909, and ratified on February 3, 1913. It gave Congress the authority to impose federal income taxes, which would eventually become the primary source of revenue for the federal government. The Amendment states, “The Congress shall have power to lay and collect taxes on incomes, from whatever source derived, without apportionment among the several States, and without regard to any census or enumeration.”

Once this amendment was adopted, revenue collection in the United States underwent a major change. Corporate income taxes were levied almost immediately after the passage, though they were repealed just a few years later. Individual income taxes were implemented to help fund World War I efforts in 1913. All taxpayers paid the same progressive rates (ranging from 1% to 7%) on their income; there weren’t yet any filing statuses, like single or married. With a slate of generous deductions and exemptions, only about 1% of the population paid any income taxes then, mostly at the lowest possible rate of 1%.




INCOME TAXES THROUGH THE YEARS

Tax rates and tax rules changed dramatically over time. The Revenue Act of 1942 introduced deductions for medical and investment expenses, and The Current Tax Payment Act (1943) introduced withholding taxes. Plus, The Individual Income Tax Act (1944) introduced the standard deduction, and The Revenue Act of 1948 introduced the married filing jointly tax status.

In addition to rule changes, tax rates and tax brackets have varied widely. The highest tax rate ever was 94% in 1944, for example. And while there were only two tax brackets in 1913, there were twelve in 1976 (it has since decreased to seven, as of 2024).




CONGRESS CREATES NEW TAXES

Always looking for ways to increase revenues, Congress has created other types of taxes since they were first empowered to do so. Two of the most important include estate taxes and FICA taxes.

The Stamp Act of 1797 launched the first estate-based taxes attaching duties to transfers of wealth. That version was repealed in 1802, but estate taxes cropped up again. The version in place today began in 1916. That law was reshaped a few times between 1976 and 1986 and was eventually phased out by 2010, only to reappear in full force in 2011.

Social Security and Medicare taxes entered the scene at different times but eventually came together under the Federal Insurance Contributions Act (FICA). The Social Security Act of 1935 introduced the concept, and the first Social Security taxes were collected from workers in 1937. The Medicare and Medicaid Act was signed into law in 1965, and Medicare taxes were first withheld in 1966. Both fall under FICA.









WHERE YOUR TAX DOLLARS GO I’m Paying for What?!




Have you ever wondered what exactly the government is doing with the taxes you pay? Millions of Americans wonder that every year, and the answers are easier to find than you might think. The Internal Revenue Service (IRS) collects your money, but they’re not the ones that disburse it. That’s decided by Congress, often with guidance from the president. And while many federal government expenses won’t surprise you, others will have you shaking your head in disbelief.


THE CONGRESSIONAL BUDGET ACT

The Congressional Budget and Impoundment Control Act of 1974 (or the Congressional Budget Act) established a process for setting and employing a national budget—a roadmap of government spending for that fiscal year (the accounting period which runs from October 1 to September 30 of the next calendar year). Before then, the president had more control over the federal budget, which led to a lot of conflict with Congress—the branch that controls the purse strings according to the Constitution. That conflict became unsurmountable when President Nixon threatened to withhold appropriations in 1974, and the Congressional Budget Act was born.

This Act returned primary responsibility for the budget to Congress, though the president still had significant input. The Act removed impoundment (withholding) from the president’s powers; it also created a formal process with specific procedures for developing Congressional budgetary priorities and made it easier to reconcile differences.


The President’s Annual Budget

Each year, the president submits a budget proposal to Congress for the upcoming fiscal year that highlights their policy aims and preferences. Congress does not have to honor the budget, but it makes substantial changes to the proposal while still making sure it includes enough of the president’s requests to avoid disharmony between the branches. After all, Congress does need the president to sign off on legislation, so it rarely disregards the budget proposal entirely.






MANDATORY AND DISCRETIONARY SPENDING

There are two main categories of federal government spending: mandatory and discretionary. The bulk of the annual budget comes from mandatory spending, and it doesn’t require a vote from Congress. Discretionary spending needs to be appropriated (designated and approved) by Congress.

Mandatory spending, also called direct spending, comes from existing law. Examples include Social Security and Medicare benefits. Since these expenditures are already authorized, they must be funded every year and cannot be cut.

Discretionary spending needs to be appropriated by Congress and approved by the president every year. This money includes military, transportation, and environmental spending. This is the area of the budget where cuts can be made to help reduce the deficit. The annual appropriation bills are the ones that Congress votes on (or at least they’re supposed to) to set the fiscal year budget. Once the budget gets passed, it is sent to the president, who will either sign or veto it.

Sometimes, there may also be supplemental appropriations to cover things that weren’t included in the annual budget. Examples include additional spending during the COVID-19 crisis, where Congress appropriated funds for test kits, expanded unemployment benefits, and economic impact payments.

One major budget item doesn’t quite fit into either of those categories: interest. The United States has more than $34 trillion in debt, a mind-boggling number. The interest payments on that came to $357 billion for the 2023 fiscal year alone. While many policymakers and economists hold the interest in a separate category, it’s technically considered a mandatory expenditure because not paying it could make further borrowing impossible, therefore crippling the US economy.




BUDGET RECONCILIATION

When Congress can’t agree on and pass a budget, the ruling party can turn to a process called budget reconciliation. Unlike the typical sixty votes to pass a bill in the Senate, the reconciliation rules call for a simple majority in both chambers. This means that a reconciliation bill can’t get held up by a filibuster in the Senate. Senators are allowed no more than twenty hours to debate the bill before voting.

This process was designed to help Congress pass budgets (now, it’s also used on other types of legislative issues). To make sure Congress doesn’t overuse this power, reconciliation comes with some special, limiting rules. For example, it’s only supposed to be used once a year and only on budget issues.

Reconciliation—also known as the Byrd rule, named after Robert Byrd, the senator primarily responsible for writing it—can only be used for things that change the amount of money that the federal government is spending or bringing in. Its intent is to streamline the process for enacting budget-related bills, such as new tax acts, with a simple majority vote. It also specifically excludes certain things from reconciliation like Social Security, items that have a miniscule effect on the budget, and things that would increase the deficit after ten years.

Since budget reconciliation was introduced in 1974, Congress has used it almost thirty times, and twenty-two of those acts have been turned into law. Both parties have relied on this rule to advance legislation that would otherwise have stalled.




WHERE YOUR MONEY ACTUALLY WENT

In June 2024, the federal government had already spent around $4.49 trillion for fiscal year 2024. This figure, taken from the US Treasury, includes $576 billion on national defense, $595 billion on healthcare (Medicaid, the Centers for Disease Control and Prevention, and more), $601 billion on interest, and $475 billion on income security (nutrition and housing assistance, military retirement, and unemployment). Plus, there’s $141 billion spent on education, training, employment, and social services; $70 billion on community and regional development; $82 billion on transportation; and $162 billion on “other” (which includes such things as disaster relief and renewable energy).

The largest fiscal expenditure is Social Security, but that doesn’t work the same way as the other budget items. Funding for Social Security comes strictly from Social Security tax revenues, not from income taxes.




SOME OF THE UNCONVENTIONAL WAYS TO USE TAX DOLLARS

The majority of your tax dollars go toward services that seem reasonable, like the military and healthcare, but some of it is spent on things you’d never imagine. Some of them may make you laugh, while others will make you mad. While none of these expenses comes close to the billions of dollars spent on big-ticket budget items, added up they could make a significant difference for many underfunded programs. Some unconventional uses of taxpayer dollars over the past ten years include: subsidies running to over $10 million for huge agricultural corporations to help support their farming efforts; a National Institutes of Health grant for over $700,000 to study the effects of nicotine addiction on zebra fish; and lastly a study showing that fraternity members drink more (on average) than other college students, based on a $5 million grant from the National Institute on Alcohol Abuse and Alcoholism.

If you take a closer look at federal spending for any year, you’ll find things like these tucked inside. Each expenditure comes with justifications, but that probably won’t make them feel any more acceptable.
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