([:I(:l's your tax return?

very year Americans rush to file their
w Federal Income Tax return by midnight on
or around April 15. Whether you’ll be receiv-
ing a refund or have to pay, you’re probably
asking yourself a few questions as you slip
the envelope addressed to the IRS into the
mail slot:

M What does the government do with all
the money it collects?

B Why does the government sometimes
spend more than it takes in?

B [s the national debt too large?

Governments, whether federal, state, or local,
all need money to operate. This unit focuses on
how governments gather financial resources,
how they spend these resources, and the actions
that the government sometimes takes to help
ensure the health of the nation’s economy.

Keep track of all the transactions you make
in one day—whether you're buying a bottle
of juice or putting money in a parking meter.
Calculate what portion of all of your spending
goes to the local, state, or federal government.




You’re looking forward to your first
paycheck. You figure that at $6.00
per hour, you should be getting $120 for
the 20 hours you worked. When you
open the envelope, you find that the
check is for much less than $120. Where
did the money go? The answer is . . .
taxes! The government uses tax money
to pay for social programs, national
defense, and a variety of other programs
and projects, including disaster relief.

Economics Journal

Keep track of the different types of
taxes you pay over the next week,
such as sales and gas taxes. If you
have a job, include tax deductions
from your paycheck.
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After studying this section you will be able to:
1. Understand how the government uses
taxes to fund programs.

2. Identify the roots of the concept of taxation
in the United States Constitution.

3. Describe types of tax bases and tax
structures.

4. List the characteristics of a good tax.
5. Identify who bears the burden of a tax.

Section Focus

What Are Taxes?

Local, state, and national
governments generate revenue by
charging taxes. The Constitution
spelis out specific limits on
governments’ powers to tax. Taxation
can take several different forms, and
people disagree over which method
of taxation is most fair.
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Key Terms

tax

revenue

tax base

individual income tax
sales tax

property tax
corporate income tax
proportional tax

progressive tax

regressive tax
incidence of a tax

ooking at all of the taxes taken from
Lyour paycheck can be discouraging. It

1 feel like all of that money is being taken
wom you for someone clse’s use.
Frustration over taxes is, after all, what led
American colonists to go to war against
Britain and declare independence. How,
then, is anything different today?

Although money is taken from your
paycheck, it is not done without your
consent. As citizens of the United States,
we authorize the government, through the
Constitution and our elected representa-
tives in Congress, to raise money in the
form of taxes. Why?

Funding Government
Programs

Atax is a required payment to a local, state,
or national government. Taxation is the
primary way that the government collects
money. Taxes give the government the
money it needs to operate.

The income received by a government
rom taxes and other nontax sources 1S
called revenue. Without revenue from
taxes, the government would not be able to
provide the goods and services that we not

only benefit from, but that we expect the
government to provide. For example, we
authorize the government to provide
national defense, highways, education, and
law enforcement. We also ask the govern-
ment to provide help to people in need.

All of these goods and services cost
money—in workers’ salaries, in materials,
in land and labor. All members of our
society share these costs through the
payment of taxes.

Taxes and the Constitution

Taxation is a powerful tool. The founders
of the United States did not, without
careful consideration, give their new
government the power to tax. The
Constitution they created spells out specific
limits on the government’s power to tax.

The Power to Tax

The Framers of the Constitution gave each
branch of government certain powers and
duties. The first power granted to Congress
is the power to tax. This is Article 1,
Section 8, Clause 1:

To lay and collect taxes, duties, imposts
and excises, to pay the debts, and provide

Nt 1A m Chantinn 1

tax a required payment
to a local, state, or
national government

revenue /income
received by a
government from taxes
and nontax sources
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tax base income,
property, good, or
service that is subject
to a tax

individual income tax
ataxon aperson’s
earnings

sales tax a tax on the
dollar value of a good
or service being sold

property tax a tax on
the value of a property

corporate income tax
a tax on the value of a
company’s profits

for the common defense and general
welfare of the United States; but all duties,
tmposts, and excises shall be uniform
throughout the United States.

This clause is the basis for federal tax laws.

Limits on the Power to Tax

The Constitution specifically limits certain
kinds of taxes. Two of those limits are in the
taxation clause. First, the purpose of a tax
must be for the “common defense and
general welfare.” A tax cannot bring in
money that goes to individual interests.
Second, federal taxes must be the same in
cvery state. The federal gas tax, for
example, cannot be $.04 a gallon in
Maryland and $.10 a gallon in South
Dakota.

Other provisions of the Constitution also
limit the kinds of taxes Congress can
impose. For example, Congress cannot tax
church services because that would violate
the freedom of religion promised by the
First Amendment. Another clause of the
Constitution prohibits taxing exports. The
government can collect taxes only on
imports—goods brought into the United
States. (Congress can limit or prohibit the

Type of Tax - " .Description

A constant percentage “Flat” tax
of income is taken in
taxes as income

increases

A smaller percentage Sales tax
of income is taken in
taxes as income

increases

Regressive

Figure 14.1 Three Types of Tax Structures - -

export of certain goods, however, such 7~
technology or weaponry.) )

Yet another clause of the Constitutio::-j
(Article 1, Section 9, Clause 4) prohibigsg
Congress from levying, or imposing, taxes
unless they are divided among the stateq
according to population. Because of this
provision, it took the Sixteenth Amendmep;
to legalize the income tax. This amendmen;
was ratified in 1913,

Tax Bases and Tax Structures

Despite these limits, the government
actually collects a wide variety of taxes.
Economists describe these taxes in different
ways. First, they describe a tax according
to the value of the object taxed. Second,
they describe how the tax is structured.

Tax Bases

A tax base is the Income, property, good, or
service that is subject to a tax. The tax base
might be a person’s earnings (individua'~
income tax), the dollar value of a good or
service being sold (sales tax), the value of a
property (property tax), or the value of a
company’s profits (corporate income tax).
When government policymakers create a

Mary’s taxes on
.. :$150,000 income

$7,500, or 15 percent
of income

822,500, or 15 percent
of income

i
$2,000, or 5 percent
of total purchases
of $40,000; tax bill is
4 percent of income

$3,000, or 5 percent

of total purchases of
$60,000; tax bill is

2 percent of income

structure?
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This chart shows how three different tax structures would affect a taxpayer named Ron
with an income of $50,000 and a taxpayer named Mary with an income of $150,000.
Income How does Mary’s higher income affect the taxes she pays in each type of tax




. rax, they first decide what the base will
¢ the tax: income, sales, property,
profits, or some other category.

Next, the government decides how to
srructure the tax on that particular base.
As shown in Figure 14.1, economists
describe three different tax structures:
proportional, progressive, and regressive.

Proportional Taxes

A proportional tax is a tax for which the
percentage of income paid in taxes remains
the same for all income levels. Leslie Wilson,
a corporate executive, earns $350,000 a year.
Tony Owens, a nurse, earns $50,000 a year.
If a 6 percent proportional tax were levied
on their incomes, Leslie would pay 6 percent
of $350,000, or $21,000, in taxes. Tony
would pay 6 percent of $50,000, or $3,000.
With a proportional income tax, whether
income goes up or down, the percentage of
income paid in taxes stays the same.

P- -ressive Taxes

Jgressive tax is a tax for which the
percentage of income paid in taxes
increases as lncome increases. As income
rises, the percentage of income paid in
taxes also rises. People with very small
incomes might pay no tax at all.

The federal income tax is the clearest
example of a progressive tax in the United
States. A sample progressive income tax
system is shown in Figure 14.2. Notice that
the tax rate in this example rises from 185,
to 25, and then to 30 percent as income
rises. This is a progressive tax rate structure
because as income rises, the percentage of
tncome paid in taxes also rises.

Regressive Taxes
A regressive tax is a tax for which the
percentage of income paid in taxes
decreases as income increases. For example,
although the sales tax rate remains
constant, a sales tax is regressive. This 1s
1se higher-income households spend a
-t proportion of their incomes on
taxable goods and services. As a result,
although they may pay more actual dollars
in sales taxes, the proportion of their

%
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Figure 14.2 Progressive Income Tax

25% of §50,000

Total taxable income: $100,000

. ) Youwould be taxed at a rate of 15 percent 15% of $25,000 = $3,750
' on the first $25,000 of your taxable income
@ Youwould be taxed at a rate of 25 percent 25% of $50,000 = $12,500
on your taxable income above $25,000
but below $75,000 ($50,000)
€) You would be taxed at a rate of 30 percent 30% of $25,000 = $7.,500

on your taxable income above $75,000

15% of $25,000

30% of $25,000

25% of $50,000

{$25,000}

Total tax = $23,750

tax on taxable income of $65,0007

income spent on sales taxes is lower than
that of lower-income households.

Characteristics of a Good Tax

Though it 1s sometimes diffcult to decide
whether a specific tax is proportional,
progressive, or regressive, economists do
generally agree on what makes a good tax.
A good tax should have four characteris-
tics: simplicity, efficiency, certainty, and
equity, or fairness.

o Simplicity Tax laws should be simple
and easily understood. Taxpayers and
businesses should be able to keep the
necessary records, prepare their own tax
forms, and pay the taxes on a predictable
schedule.

» Efficiency Government administrators
should be able to collect taxes without
spending too much time or money.
Similarly, taxpayers should be able to
pay taxes without giving up too much
time. They should also not have to pay
too much money in fees.

Chanter 14 m Section 1

In a progressive tax structure, the higher a taxpayer’s
income, the greater percentage he or she must pay in
taxes. This chart shows a sample progressive income tax
for a taxpayer with total taxable income of $100,000.
Income According to the chart, what would be the total

proportional tax a fax
for which the
percentage of income
paid in taxes remains
the same for all income
levels

progressive tax a tax
for which the
percentage of income
paid in taxes increases
asincome increases

regressive tax a tax for
which the percentage
of income paid in taxes
decreases as income
increases
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A STUDY HAS%\

THRT DEATR AND TAXES
hRE THE LEADING
CAUSE OF  STATisTics.

ROTHCOH

A This political cartoon makes fun of the saying, “The
only sure things in life are death and taxes.” Why are

taxes necessary?

* Certainty Certainty is also a character-
istic of a good tax. It should be clear to
the taxpayer when a tax is due, how
much money is due, and how the tax
should be paid.

* Equity The tax system should be fair, so
that no one bears too much or too little

of the tax burden.

Determining Fairness

Although everyone agrees that a tax system
should be fair, people often disagree on
what “fair” means. Over time, economists

 CLASSROOM EDITION |

THE WALL STREET JOURNAL.k

In the News Read more about taxes in
“Hard Habit to Break,” an article in The
Wiall Street Journal Classroom Edition.
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For: Current Events
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have proposed two different
ideas about how to measure
the fairness of a tax.

The first idea is called the
benefits-received principle.
According to this principle, a
person should pay taxes based
on the level of benefits he or
she expects to receive. People
who drive, for example, pay
gasoline taxes that are used to
build and maintain highways.
In this way, the people who
receive the most benefit from
the roads also contribute the
most to their upkeep.
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The second idea about fairness 1s called_
the ability-to-pay principle. According’ :
this principle, people should pay tax.,
according to their ability to pay. The
ability-to-pay principle is the idea behind 5
progressive income tax: people who earn
more Income pay more taxes.

Balancing Tax Revenues and Tax Rates
How much revenue does a good tax
generate? The answer is “enough, but not
too much.” That is, enough so that
citizens’ needs are met, but not so much
that the tax discourages production. For
example, if a company has to pay
$100,000 in taxes, it will not be able to use
that $100,000 to expand production. If
tax rates are lower, however, the company
can use more of its income to stimulate
production rather than to pay taxes.
Ultimately, many people argue, the
economy benefits from lower, rather than
higher, tax rates.

Who Bears the Tax Burden?

To fully evaluate the fairness of a tax, it is
important to think about who actually
bears the burden of the tax. Taxes affect
more than just the people who send in the
checks to pay them. Why? The answer lies
in supply and demand analysis.

Suppose that the government imposes a
gasoline tax of $.50 per gallon and collects
the tax from service stations. You may
think that the burden of the tax falls only
on the service stations, because they mail
the checks to the government. Graphs A
and B in Figure 14.3, however, provide a
different set of answers.

Both Graphs A and B show two supply
curves: an original supply line and a line
showing the supply after the $.50 tax is
imposed. When a tax is imposed on a good,
the cost of supplying the good increases.
The supply of the good then decreases at
each and every price level. This shifts th
supply curve to the left.

Before the tax, the market was in equilib-
rium, and consumers bought gas atr $1.00



Figure 14.3 Elasticities of Demand and Tax Effects

New supply
with $.50 tax
$140 - — =~ =~ ~ ' Original
supply

Price

T
|

$1.00

Demand i

Higher
quantity

Lower
quantity

Quantity

7 New supply
with $.50 tax If demand for a good
is relatively inelastic
{Graph A), a new tax
will increase the
price by a relatively
large amount, and
consumers will pay a

large share of the tax.

Original
supply

Price

1

1)

X Demand Supply and Demand

' Who bears the
o L — burden of a tax if
Lower Quantity Higher demand is relatively
quantity quantity

elastic?

per gallon. This is shown as point i on
Graph A above. If demand for gas is rela-
tively inelastic (that is, if consumers buy
about the same amount no matter what the
price), the tax will increase the price of
cach gallon by a relanvely large amount.
“onsumers will bear a large share of the
cax. This 1s shown in Graph A. Demand 1s
melastic, so the demand curve is relatively
steep, and a $.50 tax increases the equilib-
rium price by $.40 (from $1.00 to $1.40
from point 1 to point f). In other words,
consumers pay about four fifths of the tax.

In contrast, if demand 1s relatively elastic,
the demand curve will be relatively flat, as
in Graph B. Consumers will pay a relatively

: N
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TR AT NG
1. Whyfdo“fgov”eﬁpmenisﬂmpés’é taxes?

2. What s the difference between a progressive tax and a

regressive tax?

small part of the tax. As Graph B shows, a
$.50 tax increases the equilibrium price by
only $.10 (from $1.00 to $1.10 from point
to point g). In this case, consumers pay only
one ffth of the tax. The service stations pay
the other four fifths.

This example shows the incidence of a
tax—that is, the final burden of a tax. When
policymakers consider a new tax, they
examine who will actually bear the burden.
As in the example above, producers can
“pass on” the burden to consumers.
Generally, the more inelastic the demand,
the more easily the seller can shift the tax to
consumers. The more elastic the demand,
the more the seller bears the burden.

incidence of a tax the
final burden of a tax

expenses for local schools. Should the tax be propor-
tional, progressive, or regressive? Explain your answer.

6. Critical Thinking Analyze the impact of the power to tax
as expressed in the Constitution on tax policies today.

3. What are the four characteristics of a good tax?

4. Describe the benefits-received principle. How does it

differ from the ability-to-pay principle?

Applying Economic Concepts

(GoWnline

For: Discussion Activity

5. Try This Suppose that your town decides to levy a tax to
raise funds for construction, maintenance, and other

Visit: PHSchool.com
q Web Code: mnd-6141
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Distinguishing Fact from Opinion

A factis a statement that can be proved by reliable sources. An opinion
is a judgment that reflects a person’s beliefs or feelings. It may or may
not be provable. Distinguishing fact from opinion is important when study-

T. Determine which statements are facts,
Remember that facts can be verified
by other sources. (a) List three state-
ments about the tax reljef bill that
appear to be facts. (b) How could you
prove that each of these statements is
a face?

REPRESENTATIVE JENNIFER DUNN,
ON A PROPOSED TAX cur

“...the Republican tax relief bill helps
women throughout their fives bath at home
and in the job market.

The only people who think this tax relief
bill is not good for women are those who don't
believe we women can manage our own
money.

So let’s talk first about tax relief at home:
With this bill, the mothers of 41 million
American children will be able to keep more of

their own money. The $500 per child tax
credit...js Money mothers surely can yse to
make ends meet. . money that can be used to
pay for school clothes, or groceries, or the
often unexpected expenses that come with
raising children.

Women and their families will also receive
help in sending their children to college. The
cost of higher education is overwhelming
these days.

Women are provided additional options to
save for their retirement through expanded
IRAs. The fact is that we live fonger than men,
et we generally have Jess savings set aside.
Our society shouldn't force women into choos-
ing between shoes for their 8-year-old daugh-
ter or saving for their retirement”

2. Determine which statements are
opinions. Sometimes authors signify
opinions with phrases such as «
believe” or «1 think,” but often they
do not. Other clyes that indicate
opinions are sweeping generalizations
and emotion-packed words. (a) List
tWo statements from the passage that
are opinions. (b) How do you know
that they are opinions?

3. Determine how the writer uses facts to
Support her opinions. Generally, an
opinion is more persuasive when
an author gives facts to support it.

(a) How does Representative Dunn
support her opinion that this tax relief
bill helps women “throughout theijr
lives”? (b) Does she present any evj-
dence to support her statement that
some people think the tax relief bill is
“not good for women”? (c) In your
opinton, has Representative Dunn
supported her opinions wel]? Explain
your answer.

_Additional Practice

Suppose that You are a member of
Congress who opposes the tax
relief bill and who wil give a speech
in response to Representative Dunn.
Which of her Opinions would you
challenge, and how? What sort of
facts might you research to support
your case?




1. Describe the process of paying individual
income taxes.

2. Explain the basic characteristics of
corporate income taxes.

3. Understand the purpose of Social Security,
Medicare, and unemployment taxes.

4. Identify other types of taxes.

Section Focus
The federal income taxes that

households and families pay tax return

help to fund government taxable

programs. Other types of taxes income

are levied on specific items for personal

specific purposes. exemption
deductions
FICA

uring fiscal year 2003, the federal govern-
Dmcnt took in about $1.76 trillion in
taxes. If you divide up this federal tax
revenue among all the people in the United
States, it comes to about $6,000 per person.
'ow does the government get all this money?
The ftederal government has six major
sources of tax revenue. They are individual
and corporate income taxes, social insur-
ance taxes, excise taxes, estate and gift
taxes, and taxes on imports.

Individual Income Taxes

The federal government levies a tax on
individuals’ taxable income. As Figure 14.4
shows, individual income taxes make up
the federal government’s main source of
revenue. About 45 percent of the federal
government’s revenues come f{rom the
payment of individual income taxes.

"Pay-As-You-Earn” Taxation

The amount of federal income tax a person
owes 1s determined on an annual basis. In
theory, the federal government could wait
until the end of the tax year to collect indi-
vidual income taxes. In reality, that would
“e a problem for both taxpayers and the
sovernment. Like other employers, the
government has to pay regularly for rent,
supplies, services, and employees’ salaries.

A single annual payment from all the
nation’s taxpayers at once would make
meeting these expenses difficult.

Similarly, many people might have
trouble paying their taxes in one large sum.
For these reasons, federal income tax is

collected 1 a “pay-as-you-earn” system.
This means that individuals usually pay

, B Estate and gift

faxes-— taxes

1 Corporate income B Customs duties
- taxes and tanffs

BB Social insurance taxes M Miscellaneous
and contributions receipts

W Excise taxes

Note: Because of rounding, totals may be iess or greater
than 100 percent.

Source: U.S. Department of the Treasury

Key Terms
withholding

Social
Security

Medicare

estate tax

gift tax

tariff

tax incentive

Chapter 14 m Section 2

Sources of

government revenue
include the taxes
shown on this graph.
Government Analyze
the categories of
revenue in the
federal budget. What
are the largest
sources of federal
revenue?
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Most motorists need gasoline to operate their automobiles or
other motor vehicles. If the money collected from a gasoline tax
were used to build and maintain roads, this tax would qualify as a
benefits-received one. This 1s so because the money collected would
be used to benefit mainly those who paid the tax (motorists).

Ability-to-Pay Principle

All taxes cannot be based on the benefits-received principle. We
could hardly ask poor people to support welfare programs (which
are designed to help them) with their taxes, while excusing every-
one who 1s not poor. Besides, most government services benefit ev-
eryone. Our armed forces benefit everybody. So too do police and
fire protection. The benefits-received principle does not help us de-
cide who should pay for police and fire protection or how much
each person should contribute. However, a second guideline does.

According to the ability-to-pay principle of taxation, people
who earn more than others, or who can afford to pay more than
others, should pay higher taxes. The personal income tax is an
ability-to-pay tax because people with high incomes are taxed
more than those with low incomes. Indeed, millions of Americans
pay no income tax at all because their incomes are not high
enough. In 2001, for example, a single taxpayer had to earn at
least $7,450 in order to be required to pay the federal income tax.

Sooner or later, as we enter the labor force and earn a weekly
salary, part of our wages will go to pay federal income taxes. One
widely used form for filing federal income taxes is described in the
feature “Preparing an EZ Tax Return,” below.

Personal Economics , _ :
PREPARING AN EZ TAX RETURN
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Figure 27.2 Frank Frisella’s W-2 Statement

a Control number For OMficial Use Onty »
l Vold
aaaaa D OMB No. 1545-0008
b Employer identification number 1 Wages, tips, other compensation 2 Federal income tax withheid

$ 9,285.00 $ 995.00
cErnployer’snam,ud&mundDPoode 3 Soclal security wages 4 Social security tax withheid
Olsen’s Hardware Co. $s 9’285‘;32 Py, $6 576'02,( -
26 Fairview Street $  9,285.00 $ 135.00
Stamford, CT 06904 7 Social security tps 8 Alocated tips
$ $

d Employee’s social security mumber

e Employee's first rame and iftial

Frank Friselia
253 Bleecker Lane
Stamford, CT 06904

1 _Employes’s address and 2IP code

9 Advance EIC payrment

0 Dependent care benefits

Wage and Tax
Statement

FWWZ

EDDL

Dopamundm'Trmsny—hkedemeeNka

“Don’t worry, Frank,” Mrs. Olsen ad-
vised. “We’ve been deducting money for
your income taxes from each paycheck.
You probably won’t owe the government
anything more.”

Every pay period, Olsen’s bookkeep-
ing department deducted a certain
amount from Frank’s gross salary for in-
come, Social Security, and Medicare
taxes. (Chapter 14 discusses the Social
Security program.) These deductions are
summarized in Frank's W-2 statement.
(See Figure 27.2.)

Olsen’s withheld $576 for Social Se-
curity, $135 for Medicare, and 3995 for
federal income taxes from Frank’s earn-
ings of $9,285. Frank used the income tax
information to prepare his return. Let us
see how he went about it.

Frank acquired a tax information
booklet and several 1040EZ forms at the
local post office. (Tax forms are also avail-
able on the Internet.) The booklet told
Frank that he was required to file an in-
come tax return for last year because he

had earned more than $7,450 in wages,
Frank is single and has no dependents, so
he will use the 1040EZ form {Figure 27.6,
page 416). Here is how Frank went about
the task of preparing his 1040EZ tax re-
turn. First, he read the instructions on the
back of the form.

Then at the top of the front page,
Frank printed his name, address, and So-
cial Security number. Right ‘below thls
section, Frank answered a question.. By
checking the “Yes” box, Frank told the
government to place $3 of his taxes 1nto
a fund that will help pay for. presidential
election campaigns.

Reporﬁng lncome (on page 416)

Line 1 On line. 1 Frank entered

©$9,285—the wages: that he
earned last year from’ Olsen s.
Frank has a savings account at
a local bank. The ba.nk had no-
tified Frank that' he had eamed

$262 in mterest on hlS account

Line 2
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Figure 27.3 1040 EZ Worksheet

Worksheet  Use this worksheet to figure the amount 10 enter on line 5 if someone can claim you (or
for your spouse if married) as a dependent, even if that person chooses not to do so.-To find
dependents out if someone can claim you asa dependent, use TeleTax topic 354 (see page 6). .

who A. Amount, if any. from line 1 on

front ... .. ... .. .. + 25000 Entertotal» A.___ 95835
Ehec’!(ed B. Minimum standard deduction . . . . . . . . . . . . .. B.._ 750.00
'Yes” on C. Enter the larger of line Aorline Bhere. . . . . . . . .. C.__J,ili
line 5 D. Maximum standard deduction. If single, enter 4,550.00; if
(keep a copy for married, enter 7,600.00 . . . . ., . . . . .. L. D.__ 455
your Fecors) E. Enter the smaller of line C or line D here. This is your

standard deduction . . _ . . . . . . . ... L. E._____ 455

F. Exemption amount.
® If single. enter 0.

® If married and— 0
—both you and your spouse can be claimed as dependents, F.
enter 0.
—only one of you can be claimed as a dependent, enter
2.900.00.
G. Add lines E and F Enter the total here and on line 5 on the
front . . . .. oL Lo L L. G._.__ 1550

If you checked “No” on line 5 because no one can claim you (or your spouse if marrred)

as a dependent, enter on line 5 the amount shown below that applies to you.

® Single, enter 7,450.00. This is the total of your standard deduction (4,550.00) and your
exemption (2,900.00).

® Married, enter 13,400.00. This 1s the total of your standard deduction (7,600.00). your
exemption (2.900.00), and your spouse’s exemption (2.900.00).

last year. He entered $262 on  Figuring the Tax
line 2.

Line 3 Frank left line 3 blank since he
had received no unemploy-
ment compensation.

Line 4 Frank entered the total of lines
1 and 2—$%9,547—on line 4.

Line 5 Frank checked the “Yes” box
because his parents provide for
his support and claim him as a
dependent on their tax return.
Frank completed the work-
sheet (Figure 27.3) on the back
of the 1040EZ form and en-
tered the amount from line
G—%$4,550—on line 5.

Line 6 Frank subtracted line 5 from
line 4. The difference is the in-
come on which he must pay
taxes. His taxable income was
$4,997. He entered this
amount on line 6.

Line7  Concerning the Rate Reduction -
Credit, Frank read a list of -~ -
questions on page 14 of the
1040EZ instruction book. He
found out that he is not elrglble;:'
for this credrt because he is
claimed as a dependent on
someone else’s 2001 tax re-
turns. He ieft line 7 blank.

* Line8  According to Frank’s W-2,
Olsen’s withheld $995 from
his pay for federal income
taxes.. Frank entered thrs
amount on- hne 8. S

Line 9 Concermng the Earned lncome/ !
Credit, Frank read a list of
questions on- page 150fthe - -
1040EZ instruction booklet He;- L
found out that he is not eligible. -
for the earned income credr\
for two reasons. He is under ..
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Figure 27.4 Worksheet on Page 20 of Instruction Book

Tax Computation Worksheet for Certain Dependents—Line 11

Keep for Your Records

Before you begin:

/' Be sure you can use this worksheet (see Tax Computation Worksheet for

Certain Dependents on this page).

v Do not use this worksheet if you, or your spouse if filing jointly, received (before
offset) an advance payment of your 2001 taxes.

1. Figure the tax on the amount on Form 1040EZ, line 6. Use the Tax Table.

L 74600

2. Is the amount on line 1 more than the amount shown below for your filing status?
* Single — $900
® Married filing jointly — $1,800
{3 Yes. If single, enter $300; if married, enter $600.
[ No. Divide the amount on line 1 by 3.0 }

3. Subtract line 2 from line 1. Enter the result here and on Form 1040EZ, line 11 .

2._ 2867
3. 733

Line 10

Line 11

age 25 and he is claimed as a
dependent on someone else’s
tax returns. He left line 9 blank.
Since lines 7 and 9 were O,
adding lines 7, 8, and 9 gave
Frank $995 for line 10.

Frank looked at the Worksheet
on page 20 of the instruction
booklet (Figure 27.4). The first
line of that Worksheet sent him
to tax tables (see Figure
27.5).According to the tax ta-
bles, with taxable income of
$4,997, his income tax would
be $746. But then the Work-
sheet instructions told him to
divide $746 by 3 and then sub-
ract that amount from $746.
The result was $497. He en-
tered this amount on line 11.

Refund Due or Amount Owed

Line 12

Line 13

When Frank subtracted line 11
($497) from line 10, he
learned that he had overpaid
his 2001 taxes by $498. He
entered this amount on line
12a. The government owed
Frank a refund of $498.

Had the amount that Olsen’s
withheld been insufficient to

cover Frank’s tax bill, he would
have entered the difference on
line 13. In that event, Frank
would have had to send a
check or money order to the
IRS for the amount he owed.

Signing the Return

Frank signed and dated the

1040EZ

where indicated. He mailed it to the re-

gional IRS

Service Center indicated in the

instructions. In a short time, Frank re-
ceived his $498 refund.

Figure 27.5 Section of
Federal Income Tax Table

'f Form 1040EZ, And you are—
line 6, is—
At But Single | Married
least less filing
than jointly
Your tax is—
4,900 4,950 739 739
4,950 5,000 746 746
5,000 5,050 754 754
5,050 5,100 761 761
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Figure 27.6 Frank Frisella’s 1040EZ Income Tax Return

Department of the Treasury—Internal Revenue Service

Form Income Tax Return for Single and
1040EZ Joint Filers With No Dependents (9 2001 OMB No. 1545-0675
{ Your first name and initial Last name \' Your social security number
Label . frak Frizetle 17 06: 9454
(See page 12.) ; it a joint retum, spouse’s first name and initial Last name . Spouse’s social securily number
Usethe RS | E . M N
g&el- . L Home address (number and street). If you have a P.O. box, see page 12 Apt. no. A ' A
erwise,
please print | & 253 Bloccker Lare Important!
or type. 2 City, town or post office, state, and ZIP code. if you have a foreign address, see page 12. You must enter your
SSN(s) above.
presidential | Stamford _C7T_ 0690% J
Election - - - ) . You Spouse
Campaign Note. Checking “Yes ™ will not change your tax or reduce your refund g
(page 12) Do you. or spouse if a joint return, want $3 to go to this fund? . . . . . > Yes [INo [ves Elne
I 1 Total wages. salaries, and tips. This should be shown in box 1 of your W-2
ncome form(s). Attach your W-2 form(s) 1 9 2851 o0
Attach 7
Form(s) W-2 . .
here.( ) 2 Taxable interest. If the total is over $400, you cannot use Form 1040FZ. 2 262\ 00
Enclose, but 3 Unemployment compensation, qualified state tuition program earnings. and
do not attach, Alaska Permanent Fund dividends (see page 14). 3
any payment.
4 Add lines 1, 2, and 3. This is your adjusted gross income. 1 3 5471 00
Note. You (Yjan your parents (or someone else) claim you 0{1 tt;eir return? B}
must check es.  Enter amount from No. if single, enter 7.450.00.
Yes of No worksheet on back. O 1f married, enter 13.400 00
. See back for explanation. 5 4 5501 o0
6  Subtract line 5 from line 4. If line 5 is larger than line 4. enter
This is your taxable income. > 6 4‘ 997 oo
Credits, ) s
payments, Rate reduction credit. See the worksheet on page 14 7
and tax
Enter your Federal income tax withheld from box 2 of your W-2 form(s). 8 X5 00
9a Earned income credit (EIC). See page 15 9a
b Nontaxable earned income. gb i B L i
10 Add lines 7, 8, and 9a. These are your total credits and payments. » 10 - 951 00
11 Tax. Jf you checked ™ ¥s™ on line 5, see page 20. Otherwise, use the amount on
tine 6 above 1o find your tax in the tax table on pages 24-28of the booklet.
‘Then. enter the tax from the table on this line. Il £971 00
Refund 12a If line 10 is larger than line 11, subtract line 11 from line 10. This is your refund. » i2a 2981 00
Have it directly - N )
deposited! See page P b Routing number [ I ] I ] l l l l ] » ¢ Type: El Checking D Savings
20 and fill in 12b. ] i e B
12c. and 12d P 4 Account number [ I [ l I l I [ [ I l l 1 l] I ‘l
Amount 13 If line 11 is larger than line 10, subtract line 10 from line 11. This is
you owe the amount you owe. See page 21 for details or how to pay. » 13

Third p arty Do you want to aliow another person io.discuss this ‘ret\ﬂjfn .w'nh m )

designee Designee’s
name » i - B
3 Under penatties of perjury, | deciare that | have examined th
Sign
: y fists all and sources of moome:t recer
here on all ir ion of which. the preparer has any knowledgs.

Your signature

Joint retum? . ) : R
See page 11. : Fundk Faaidhac

0001 647-5903

ignature. If a joint retum,  nust sign. . 64 V
égg:?’;; Py Spous@ss‘gna u‘:o Vetu bothusi 9" :
::égarer’s E‘%Ene U .
use only ﬁ?&ﬁ?‘%"éﬁ’ - 5

For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see page 23. Cat. No. 11320W Form 1040EZ (2001



withholding taking tax
payments out of an
employee’s pay before
he or she receives it

tax return form uysed to
file income taxes

taxable income /ncome
on which tax must be
paid; total income
minus exemptions and
deductions

personal exemption set
amount that you
subtract from your
gross income for
yourself, your spouse,
and any dependents

deductions variable
amounts that you can
subtract, or deduct,
from your gross income

366

‘Less Taxes

31.55

A This young worker’s pay stub shows that her employer, as required by

law, has withheld partof her earnings for taxes. What percentage of this
worker’s pay was withheld for federal taxes? For total taxes?

most of their income tax throughout the
year as they earn income. In mid-April, they
pay any additional income taxes they owe.

Tax Withholding

Employers are responsible in part for
carrying out the system for collecting federal
Income taxes. They do so by withholding, or
taking payments out of your pay before you
receive it. The amount they withhold js
based on an estimate of how much you will
owe in federal income taxes for the entire
year. After withholding the money, the
employer forwards it to the federal govern-
ment as an “installment payment” on your
upcoming annual income tax bil]. On the
sample pay stub shown above, the employer
has withheld $10.25 in federal Income taxes
from this employee’s paycheck.

Filing a Tax Return

At the end of the year, employers give thejr
employees a report showing how much
Income tax has already been withheld and
sent to the government. The employee then
completes a tax return. A tax return is a
form used to file income taxes. On it you
declare your income to the government and
figure out your taxable income.

Taxes and Government Snandinn

Taxable income is g person’s gross (or
total) income minus exemptions and
deductions. Gross income includes earned
incomc-salaries, wages, tips, and commis-
sions. It also includes income from inves:-
ments such as interest on savings accounts
and dividends from stock.

Personal exemptions are set amounts that
you subtract from your gross income for
yourself, your spouse, and any dependents.
Deductions are variable amounts that you
can subtract, or deduct, from your gross
income. Deductions include such items as
interest on a mortgage, donations to
charity, some medical expenses, and state
and local tax payments.

Completing a tax return allows you to
determine whether the amount of income
taxes you have already paid was higher
or lower than the actual amount of tax
you owe. If you have paid more than you
owe, the government sends you a refund.
If you have paid less than you owe, you
must pay the balance to the government.
All federal income tax returns must be
sent to the Internal Revenue Service, or
IRS, by midnight on April 15 (or the
next business day if April 15 falls on a
weekend).



Tax Brackets ‘

The federal income tax is a progressive tax.
In other words, the tax rate rises with the
amount of taxable income. The tax rate
schedule in Figure 14.5 shows that in 2003,
there were six rates. Each applied to a
different range of income, or tax bracket.
For example, married couples who filed a
return together (a joint return) and had a
taxable income of $14,000 or less paid 10
percent income tax. The highest rate—35
percent—was paid by high-income single
people or married couples on the portion of
their taxable incomes that exceeded
$311,950. Each year, the IRS publishes
new tax rate schedules that reflect any
changes in the federal tax code.

Corporate Income Taxes

Like individuals, corporations must pay
federal income tax on their taxable income.
Corporate taxes made up less than 10
percent of federal revenues in recent years.

Determining a corporation’s taxable
income can be a challenge because busi-
nesses can take many deductions. That is,
they can subtract many expenses from their
income before they reach the amount of
income that is subject to taxation. For

example, companies deduct the cost of
employees’ health insurance. Many other
costs of doing business can also be deducted.

Like individual income tax rates, corpo-
rate income tax rates are progressive. In
2003, rates began at 15 percent on the first
$50,000 of taxable income. The highest
corporate mcome tax rate was 38 percent on
taxable corporate incomes

$15,000,000 and $18,333,333.

between

Social Security, Medicare,
and Unemployment Taxes

In addition to withholding money for
income taxes, employers withhold money
for taxes authorized under the Federal
Insurance Contributions Act, or FICA. FICA
taxes fund two large government programs,
Social Security and Medicare. Employees
and employers share FICA payments.

Social Security Taxes

Most of the FICA taxes you pay go to the
Social Security Administration to fund
Old-Age, Disability

Survivors, and

Insurance (OASDI), or Social Security.
Soctal Security was established in 1935 to
ease the hardships of the Great Depression.

Figurs 145 Federal Income Tax Rates, 2003
: I—— R
$7,000 $28,400 $700.00 plus 15%
$28,400 $68,800 $3,910.00 plus 25% $28,400
$68,800 $143,500 $14,010.00 plus 28% $68,800
$143,500 $311,950 $34,926.00 plus 33% $143,500
$311,950 | 0 e $90,514.50 plus 35% $311,950
edule Y—— $0 $14000 | e 10% $0
;‘"S:];;’t‘;‘t‘;s s $14,000 $56,800 $1,400.00 plus 15% $14,000
married filing $56,800 $114,650 $7,820.00 plus 25% $56,800
fointy $114,650 $174,700 $22,282.50 plus 28% $114,650
$174,700 $311,950 $39,096.50 plus 33% $174,700
&g | e $84,389.00 plus 35% $311,950

FICA taxes that fund
Social Security and
Medicare

Social Security
0id-Age, Survivors, and
Disability Insurance i
(0ASDI)

According to these
sample individual
income tax tables, a
single individual with
$5,000 of taxable
income would pay
$5,000 X .10, or $500
in taxes.

Income What would
be the tax fora
married couple filing
jointly with $75,000 in
taxable income?

Chapter 14m Section2 . 367



' Glohal Connections

Value-Added Tax individual income taxes and sales taxes play a

smaller role in generating government revenue in many European nations than
they do in the United States. Instead, in much of Europe, a value-added tax, or
VAT, has been implemented. A VAT taxes the increase in value that a good
gains in each step of its production. For example, in the United States,
consumers usually pay taxes when they buy a car. Under a VAT system, the
price of a car already includes the tax paid by the mine that extracts the iron
ore used to make the car. It also includes the tax the steel mill paid based on
the value added to the iron ore when it was turned into steel. Similarly, the
car’s price includes the tax the car manufacturer paid on the value the steel
gained when it was made into a car. In this way, the consumer doesn't directly
pay the tax. Rather, the total price of the car already includes the tax. Would
you recommend a VAT for the United States? Why or why not?

Medicare a national
heaith insurance
program that helps pay
for health care for
people over age 65 or
with certain disabilities

estate tax a tax on the
estate, or total value of
the money and property,
of a person who has
died

gift tax a tax on money
or property that one
living person gives to
another

Originally, Social Security was simply a
retirement fund to provide old-age pensions
to workers. Today, it also provides benefits
to surviving family members of wage carners
and to people whose disabilities keep them
from working.

Each year the government establishes an
income cap for Social Security taxes. In
2003, the cap was $87,000. No Social
Security taxes could be withheld from a
taxpayer’s wages and salaries above that
amount. '

Medicare Taxes
FICA taxes also fund Medicare. The
Medicare program is a national health
insurance program that helps pay for
health care for people over age 65. It also
covers people with certain disabilities.
Both employees and self-employed
people pay the Medicare tax on all their
earnings. There is no ceiling as for Social
Security payments.

Unemployment Taxes

The federal government also collects an
unemployment tax, which is paid by
employers. In effect, the tax pays for an
msurance policy for workers. If workers are
laid off from their jobs through no fault of
their own, they can file an “unemployment
compensation” claim and collect benefits

for a fixed number of weeks. In order ¢,
collect unemployment benefits, an unem-
ployed person usually must show that he or
she is actively looking for another Jjob. The
unemployment program is financed by both
state and federal unemployment taxes,.

Other Types of Taxes

What are the taxes on gasoline and cable
television service called? If you inherj
money from your great aunt, will you have
to pay a tax? Why are some imported
products so expensive? To answer these
questions, you need to look at excise,
estate, gift, and import taxes.

Excise Taxes

As you read in Chapter S, an excise tax is 2
general revenue tax on the sale or manufac-
ture of a good. Federal excise taxes apply
to gasoline, cigarettes, alcoholic beverages,
telephone services, cable television, and
other items.

Estate Taxes

An estate tax is a tax on the estate, or total
value of the money and property, of a
person who has died. It is paid out of the
person’s estate before the heirs receive
their share. A person’s estate includes not
only money, but also real estate, cars,
furniture, investments, jewelry, paintings,
and insurance.

In 2004, if the total value of the estate is
$1.5 million or less, there is no federal
estate tax. Because an estate tax is a pro-
gressive tax, the rate rises with increasing
value. That is, a $5 million estate will be
taxed by the federal government at a higher
rate than a $2 million estate.

Gift Taxes

The gift tax is a tax on money or property
that one living person gives to another. The
goal of the gift tax, established in 1924,
was to keep people from avoiding estate
taxes by giving away their money before
they died. The tax law sets limits on gifts,
but still allows the tax-free transfer of fairly



large amounts each year. Under current
law, a person can give up to $10,000 a year
tax-free to each of several different people.

Import Taxes

Taxes on imported goods (foreign goods
brought into the country) are called tariffs.
Today, most tariffs are intended to protect
American farmers and industries from
foreign competitors rather than to raise
revenue. Tariffs raise the price of foreign
items and help keep the price of American
products competitive. You will read more
about tariffs in Chapter 17.

Taxes That Affect Behavior

The basic goal of taxation is to create
revenue. However, governments some-
times use tax policies to discourage the
public from buying harmful products.
Taxes are also used to encourage certain
types of behavior. The use of taxation to
encourage or discourage behavior is called
a tax incentive.

Federal taxes on tobacco products and
alcoholic beverages are examples of so-
called sin taxes. While they do bring in
revenue, their main purpose is to
discourage people from buying and using
tobacco and alcohol.

2. Describe withholding and explain how it would affect a

student with a part-time job.
3. Whatis the purpose of FICA?

Applying Economic Concepts

4. Critical Thinking The founders of the United States
wanted to avoid establishing a permanent aristocracy,
or group of wealthy families who could control a great
deal of the nation’s wealth. How is this idea related to

estate and gift taxes?

A The owner of this house is installing solar panels. He or she may be
able to take advantage of tax incentives designed to encourage energy
conservation.

Taxes have also been imposed on the
purchase of vehicles that get low gas
mileage. The goal of these taxes is to
encourage people to purchase more fuel-
efficient cars. Similarly, certain tax deduc-
tions

encourage energy conservation.

Homeowners and businesses may deduct
some of the cost of certain improvements,
such as adding solar heating, from their
raxable income.

6. Using the Databank Study the bar graph showing
Government Receipts by Source on page 543 of the

tarift a tax on imported
goods

tax incentive the use of
taxation to encourage
or discourage certain
behavior

Databank. Approximately how much money (in billions of

generate?

dollars) do the top three sources of government income

( S L] \
[Go ®nline
= PHSchool.com
For: Research Activity

Visit: PHSchool.com
L Web Code: mnd-6142

5. Try This Contributions to organizations such as the
American Cancer Society are tax deductible {that is,
they can be deducted from taxable income). Explain the

reason for this tax policy.

PChoantav 18 e Casi .0
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many Americans, who wondered i

/The Sky Is Not Falling

Many studies predict that the Social
Security system will 0 bankrupt once the
Baby Boom generation begins to retire,
despite hikes in the Social Security tax and
huge surpluses in the program today. Not
everyone agrees. Among the harshest
critics of this alarming prediction s
cconomist Henry Aaron.

An Expert on Entitlements Issues
Henry Aaron is senior fellow In economic
studies at the Brookings Institution, a
Washington “think tank” that analyzes
cconomic and social issues. Before joining
Brookings, he served on the staff of the
Council of Economic Advisors, and in the
1970s, served as Assistant Secretary for
Planning in the Department of Health,
Education, and Welfare.

In 1978, Aaron was selected to chair the
Social Security Advisory Council, which
reviews the status of the Social Security
system every four years. He has become
recognized as an expert on government
entitlements and tax policy.

The Dangers of Unwise Reforms
Much of the concern over Social Security
has arisen because increasing numbers of

CHECK FOR UNDERSTANDING .

Social Security?

1. Source Reading  Summarize in 2. Critical Thinking What trends and 3. Learn More Research and report
your own words the argument that conditions are responsible for the on changes that Congress has made in
Aaron makes to 0ppose any major increase in the ratio of retirees to Social Security in recent years.
changes in the Social Security system. workers? Why might this development

be a potential threat to the future of

Economist

Entrepren

Henry J. Aaron (b. 1936)

During the 1990s, a movement to “save Social Security” became a

major crusade among Washington politicians. The debate worried
f the nation’s retirement system
was about to collapse. A prominent economist says, however, thar
the Social Security system works, so don’t try to fix it.

retirees are being supported by the taxes
of working Americans. Aaron agrees that
the ratio of retirees to workers will
continue to rise. However, he argues thar
this increase is offset by a lower ratio of
children to workers and by growing
numbers of women entering the work
force. Both trends reduce the ratio of
nonworking dependents per worker,
Aaron argues, so the overall tax burden
on workers” wages will remain about

the same.

One popular proposal is to replace
Social Security with a private retirement
savings program. Aaron warns that this
would require a 50-year transition, during
which people would have to make their
private contributions while also
supporting current retirees through a
10 percent sales tax.

For those who would reform the
existing system by raising the retirement
age or reducing benefits, Aaron has dire
warnings. He notes that no one really
knows how expectations about old age
affect the saving, working, and spending
decisions that people make. Aaron
cautions that major changes in the current
system could have unforeseen
consequences for the entire economy.




discretionary spending.

2. Describe major entittement programs.

3. Identify categories of discretionary
spending.

4. Explain the impact of federal aid to state
and local governments.

_Federal Spending

Section Focus

Although the federal budget is mandatory spending

extremely farge, about three quarters discretionary spending

of the government's spending is entitiement it
required by current laws. Major Medicaid :

categories of government spending
include Social Security, defense,
interest on the national debt,
Medicare, and health care.

Key Terms

uppose that each year you were given
S over $1.7 trillion to spend. So much
money! So many choices! In reality, when
government receives this
amount of revenue in the form of taxes,
most of 1t 1s already accounted for. That is,
after the government fulfills all its legal
obligations, only about 32 percent of the
money remains. In this section you will
ook at the many items on which the
federal government spends its tax revenues.
In Chapter 15, you will read about how the
federal government, as part of the budget
process, plans for that spending.

the federal

Mandatory and Discretionary
Spending

The graph in Figure 14.6 shows the major
categories of federal spending. Some of
these categories, such as Social Security and
Medicare, are “mandatory.” Mandatory
Spending refers to money that lawmakers
are required by existing laws to spend on
certain programs or to use for interest
Payments on the national debt. Others,
such as defense and education, are “discre-
tionary.” Discretionary spending is spending
about which government planners can
make choices.

In general, the percentage of federal
spending that is mandatory has grown in
recent years. The percentage of discre-
tionary spending has decreased. These
trends worry many budget planners and
politicians.

Figure 14.6 Federal Spending, 2003

e
sﬂ?c(“gt .

M Health
M Medicare

B Income security

B Social Security

B Veterans benefits

M Administration of Justice
& Other

M Net interest

and technology

ergy, natural
resources, and
* environment

W Agriculture
M Transportation

& Fducation

Note: Because of rounding, totals may be less or greater
than 100 percent.

Source: Office of Management and Budget

Chaoter 14 m Section 3

mandatory spending o
spending on certain
programs that is
mandated, or required,
by existing law

discretionary spending
spending category
about which
government planners
can make choices

The federal
government spends
the funds it collects
from taxes and other
sources on a variety
of programs.
Government Analyze
the categories of
expenditures in the
federal budget.
Which categories
receive the most
federal funds?

n



entitlement social
welfare program that
people are “entitled to”
ifthey meet certain
eligibility requirements

277 Tavan med n
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A People who
receive entitlement
benefits such as
Social Security,
Medicare, and
Medicaid include
veterans, people with
disabilities, and the
elderly.

Entitlement Programs

Except for interest on the national debt,
most of the mandatory spending items in the
federal budget are for entitlement programs.
Entitlements are social welfare programs that
people are “entitled to” if they meet certain
eligibility requirements, such as being at a
certain income level or age. The federal
government guarantees assistance for all
those who qualify. As the number of people
who qualify rises, mandatory spending rises
as well. As a result, managing costs has
become a major concern.

Some, but not all, entitlements are
“means-tested.” In other words, people
with higher incomes may receive lower
benefits or no benefits at all. Medicaid, for
Instance, is means-tested, or dependent on
income. Social Security is not. A retired
person who has worked and paid Social
Security taxes is entitled to certain benefits.
Similarly, military veterans and retired
federal employees are entitled to receive
pensions from the government.

Entitlements are a largely unchanging
part of government spending. Once

Congress has set the requirements, it
cannot control how many people become
eligible for each kind of benefit. Congress
can change the eligibility requirements or
reduce the amount of the benefit in order
to try to keep costs down. Such actions,
however, require a change in the Jaw.

Social Security

Social Security is the largest category of
federal spending. More than 50 million
retired or disabled people and their
families and survivors receive monthly
benefits. The Social Security Administra-
tion became an independent agency in
1995. Before that, its spending was part
of the budget for the Health and Human
Services Department.

Medicare

Medicare serves about 40 million people,
most of them over 65 years old. The
program pays for hospital care and for
the costs of physicians and medical
services. It also pays health care bills for
people who suffer from certain disabilities
and diseases.



Medicare is funded by taxes withheld
from people’s paychecks. Monthly pay-
ments paid by people who make certain
levels of taxable income and receive
Medicare benefits also pay for the program.

Medicaid

Medicaid benefits low-income families,
some people with disabilities, and elderly
people in nursing homes. It is the largest
source of funds for medical and health-
celated services for America’s poorest
people. The federal government shares the
costs of Medicaid with state governments.
The state share of the costs varies from 50
percent to 83 percent. In 2000, 28.4
million people were covered by Medicaid—
about 10 percent of Americans.

Other Mandatory Spending Programs
Other means-tested entitlements benefit
people and families whose incomes fall
below a certain level. Requirements vary
from program to program. Federal programs
include food stamps, Supplemental Security
Income (SSI), and child nutrition. The
federal government also pays retirement
benefits and insurance for federal workers,
as well as veterans’ pensions and unem-
ployment insurance.

The Future of Entitlement Spending
Spending for both Social Security and
Medicare has increased enormously in
recent years and is expected to increase
further in the next few decades. Social
Security payments will rise as people in the
large “baby boomer” generation, born
between 1945 and 1964, start to retire.
When the “baby boomers” reach 65, they
will become eligible for Medicare as well.

Medicare costs have been growing
rapidly, partly as a result of expensive
technology, but also because people are
living longer. Who will pay these costs?
The following fact indicates the basic
problem facing Medicare. In 1995, there
were four people paying Medicare taxes for
every Medicare recipient. By 2050, there
will only be two people paying taxes for
every recipient.

Discretionary
Spending

Spending on defense accounts
for about half of the federal

THE WALL STREET JOURNAL. |

In the News Read more about federal
spending in “Rethinking the Digital
Divide,” an article in The Wall Street

T oweapons,

government’s  discretionary

Journal Classrocom Edition. i

spending. The remaining
funds available for discre-
tionary spending are divided
among a wide variety of cate-

gories. For: Current Events
Visit: PHSchool.com
Defense Spending k Web Code: mnc-6143 )

Go dnline

The Wall Street Journal
Classroom Edition

~

Defense spending has dropped

somewhat since the end of

the cold war as a percentage of the total
federal budget. As you can see from the
graph in Figure 14.6, defense spending
consumes about 18 percent of the federal
budget.

The Department of Defense spends most
of the defense budget. It pays the salaries of
all the men and women in the army, navy,
air force, and marines, as well as the
department’s civilian employees. There are
about 1.46 million men and women In
uniform, along with about 659,000 civilian
workers, working for the armed forces.

Defense spending, of course, also buys
missiles, battleships, tanks,
airplanes, ammunition, and all the other
equipment the military needs. The defense
budget also includes funds for maintaining
equipment and military bases.

Other Discretionary Spending

You may be surprised at how small a portion
of federal spending goes into the category
that could be labeled “everything else.” Here
are some of the many programs that this
category of federal spending pays for.

¢ education

* training

e scientific research

¢ student loans

e technology

* national parks and monuments
* Jaw enforcement

* environmental cleanup

* housing

Chapter 14 m Section 3~

Medicaid entitlement
program that benefits
low-income families,
some people with
disabilities, and elderly
people in nursing
homes
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A As the federal government reduces its size, the burden of providing
public assistance programs falis more heavily on the states. How does the
cartoonist portray the ability of state governments to handle this
responsibility?

spending?

2. What s an entitlement program?

3. Why is the cost of the Social Security program expected
to increase in the next decades?

* land management
*® transportation

* disaster aid

* foreign aid

farm subsidies

This part of the federal budget also pays
the salaries of the millions of people who
work for the civilian branches of the federal
government. They include members of
Congress, Cabinet secretaries, park rangers,
FBI agents, file clerks, geologists, CIA
agents, meat inspectors, and many others.

. What s the largest category of discretionary spending?

Identify three additional examples of discretionary

spending.

Applying Economic Concepts
5. Try This Suppose that you are running for political

office. (a) Would you propose any new entittement

programs? If so, what would they be? (b} Would you
propose eliminating or modifying any existing entitle-
ment programs? Explain your answers.

6. You Decide Which categories of federal spending
would you lower? Which would you raise? Give specific
reasons for the changes you suggest.

Federal Aid to State and
Local Governments

Some federal tax dollars find their way ¢
state and local governments. [p total,
about $346 billion a year in federal monjeg
is divided among the states. This is ap
average of about $1,200 per person.

As you have read, state and federal
governments share the costs of some socia|
programs, including Medicaid, unemploy-
ment compensation, and some of the
programs that help children, families,
refugees, and others. State and federal
governments also share the costs of some
highway construction. Additional federal
money goes to the states for education,
lower-income housing, mass-transit, health
care, highway construction, employment
traming, and dozens of other programs.

Federal grants-in-aid are grants of
federal money for certain closely defined
purposes. States must use the federal funds
only for the purpose specified and obey the
federal guidelines for which aid is given.
Beginning with the Reagan administration
in the early 1980s, many grant-in-aid
programs were converted to a block grant
format. As you read in Chapter 13, block
grants are lump sums of money intended to
be used in a broadly defined area of public
need, such as education or highways.

4 )
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Objectivess ) -

After studying thl’s‘;‘ _sfgg:tfon you will be able to:

1. Explain how states use a budget to plan
their spending.

2. ldentify where state taxes are spent.

3. List the major sources of state tax revenue.

4. Describe local government spending and
sources of revenue.

~ State and Local
Taxes and Spending

Key Terms

Section Focus

Like the federal government, state operating budget
and local governments use the capital budget
revenue from taxes to pay for a balanced budget
variety of programs and services. In tax exempt
general, states spend the largest real property
amounts on grants to local personal property

governments, education, and public
welfare.

tax assessor

ou and your family are thinking about
Y colleges. Which one offers the courses
you want? How much does it cost?
During your research, you find that
colleges within your state’s university
system are far less expensive than private
schools. The reason is that your state
government is paying part of the cost of
running the state colleges. In fact, higher
education is one of the largest areas of
state government spending.

What else do states spend money on? In
this section you will look at patterns of
taxing and spending by state and local
governments.

State Budgets

Like families and individuals, governments
must plan their spending ahead of time.
The federal government has just one
budget for all kinds of spending. States
have two budgets: operating budgets and
capital budgets.

Operating Budgets

A state’s operating budget pays for day-to-
day expenses. Those include salaries of
state employees, supplies such as computers
or paper, and maintenance of state facih-
ties, from the state capitol to recreation
areas and roadside parks.

Capital Budgets

A state’s capital budget pays for major
capital, or investment, spending. If the state
builds a new bridge or building, the money
comes from this budget. Most of these
expenses are met by long-term borrowing
or the sale of bonds.

A State colleges and universities, such as the
University of Texas at Austin, receive state
funding.

Chapter 14 m Section 4

operating budget
budget for day-to-day
expenses

capital budget budget
for major capital, or
investment,
expenditures
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Figure 14.7 State Revenue and Spending, 2001

State Revenue

1%

Note: Because of rounding,
totals may be less or greater than 100 percent.

Source: U.S. Census Bureauy

State Spending

B Intergovernmental
revenue
M Education

B Public welfare

W Hospitals

& Health

H Corrections

B Natural resources

B Governmental
administration

M Interest on genera) debt

& Highways

W insurance trust
expenditure

& Other

Q’\)\L!)I/y('..

Major sources of state revenue include individual income taxes, sales and other taxes,

_ \ insurancepremiums,andlocalandfederalfunds("intergovernmenta!revenue")A

S,
‘Y Concet

balanced budget
budget in which
revenues are equal to
spending

Balancing State Budgets

In most states, the governor prepares the
budget with the help of a budget agency.
The legislature then discusses and eventu-
ally approves the budget.

Unlike the federal government, 49 states
require balanced budgets—budgets in which
revenues are equal to spending. These laws,
however, apply only to the operating
budget, not the capital budget. That makes
it easier to balance state budgets than to
balance the federal budget.

Some states can borrow money for
several years. In other states, lawmakers
must cut programs or raise taxes to balance
the budget. In 2003, deficits forced
spending cuts and tax hikes in many states.

Where Are State

Taxes Spent?

Spending policies differ among the fifty
states. You are probably most familiar with
state spending on education, highways,
police protection, and state recreation
areas. You can see other significant
spending categories in Figure 14.7.

Government What are the major categories of state government spending?

Education

Every state has at least one public state
university. Some, such as California, have
large systems with many campuscs
throughout the state. In many states, tax
dollars also support agricultural and tech-
nical colleges, teacher’s colleges, and two-
year community colleges.

State governments also provide financial
help to their local governments, which
run elementary, middle, and high
schools. Some states pay a larger share
of local schools’ costs than other states
do. The amount of money that each
state spends per student also varies. The
national average is $7,316 per student
per year.

Public Safety
State police are a familiar sight along the
nation’s highways. This police force
enforces traffic laws and helps motorists in
emergencies. State police also maintain
crime labs that can assist local law-
enforcement agencies.

State governments build and run correc-
tions systems. These institutions house
people convicted of state crimes.



Highways and Transportation

Building and maintaining highway systems
< another major state expense. State crews
cesurface roads and repair bridges. Some
money for roads comes from the federal
government. In turn, states contribute
money to federal and interstate highway
systems.

States pay at least some of the costs of
other kinds of transportation facilities,
cuch as waterways and airports. Money for
such projects may also come from federal
and local government budgets.

Public Welfare

Srates look after the health and welfare of
the public in various ways. State funds
support some public hospitals and clinics.
State regulators inspect water supplies and
test for pollution.

As you read in Section 2, states also
help pay for many of the federal programs
that assist individuals, such as unemploy-
ment compensation bencfits. Because
states determine their own benefits, they
can meet local needs better than the
federal government can. For example,
during a local recession, they may decide
to extend the number of weeks that people
can claim benefits.

Arts and Recreation

If you've hiked in a state forest or picnicked
in a state park, you've enjoyed another
benefit of state tax dollars. Parks and
nature reserves preserve scenic and historic
places for people to visit and enjoy. States
also run museums and help fund music and
art programs.

Administration

Besides providing services, state govern-
ments need to spend money just to keep
running. Like the federal government,
state governments have an executive
branch (the governor’s office), a legislature,
and a court system. State tax revenues pay
the salaries of all these and other state
workers, including maintenance crews in
State parks, the governor, and state court
Judges.

State Tax Revenue

For every dollar a state spends, it must take
in a dollar in revenue. Otherwise, 1t cannot
maintain a balanced budget. The 50 states
now take in nearly $500 billion a year from
taxes. Where does this money come from?
Sales and individual income taxes provide
the largest part of state revenues. The pie
chart on the left in Figure 14.7 shows you
other sources of state revenue.

Limits on State Taxation

Just as the United States Constitution limits
the federal government’s power to tax, it
also puts limits on the states. Because trade
and commerce are considered national
enterprises, states cannot tax ImMports or
exports. They also cannot tax goods sent
between states.

State governments cannot tax federal
property, such as military bases. Nonprofit
organizations, religious groups, and chari-
ties arc usually tax exempt; that is, they are
not subject to taxes.

tax exempt not subject

to taxes

< Funds for plowing

state highways a
included in state

re

budgets. Would you
expect these funds

to be included in
state’s operating
budget or capital
budget?

N a AR mCaslnn A

a
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real property physical
property such as land
and buildings

personal property
possessions such as
jewelry, furniture, and
boats

n-system,
Withotit placing undue hardship on
low- and middle-income taxpa yers.
Their solution: establish an education |
trust fund. This fund created a
uniform statewide education property
tax with provisions for tax refief for
certain qualified taxpayers. It also

Sales Tax

As Figure 14.7 shows, sales taxes are a main
source of revenue for state governments. As
you read in Section 1, a sales tax is a tax on
goods and services. The tax—a percentage
of the purchase price—is added on at the
cash register and paid by the purchaser.

All but a few of the 50 states collect sales
taxes. Sales tax rates range from 3 to §
percent. Some local governments have their
own, additional, sales tax.

Inevery state, some categories of
products are exempt from sales tax. Many
states do not charge sales tax on basic
needs such as food and clothing. Some do
not tax prescription medicines.

Even states without a sales tax 1mpose
excise raxes that apply to specific products
and activities. Some are sin taxes——taxes
that are intended to discourage harmful
behavior—on products like alcoholic
beverages and tobacco. Other taxes apply
to hotel and motel rooms, automobiles,
rental cars, and insurance policies. Many
states also tax gasoline. This state gasoline
tax is in addition to the federal tax.

State Income Taxes

Individual income taxes are another large
contributor to many states’ budgets. People
pay this state income tax in addition to the
federal income tax. Figure 14.7 shows that
state individual income taxes contribute
about 14 percent of state revenue.

Some states tax incomes at a flat
percentage rate (that is, as a
proportional  tax). Some
charge a percentage of a
person’s federal income tax.
Others have progressive rates,
with a tax structure like the
federal income tax. A few
states tax only interest and
dividends from investments,
not wages and salaries.

dedicated to education revenue from
increases in the tobacco tax and from
tobacco settlement funds, as well as
from various tax increases on
businesses.

Corporate Income Tax

Most states collect corporate
income taxes from compa-
nies that do business in the
state. Some states levy taxes

at a fixed, flat rate on business profits. A
few charge progressive rates—rthat |
higher tax rates for businesses with highe;
profits.

As you can see from Figure 14.7, corpo-
rate income taxes contribute only a smy|
percentage of state tax revenues—aboyy 3
percent. Nevertheless, corporate Income
taxes can influence a state’s economy.

Low corporate taxes, along with a wel)-
educated work force and good public
services, can make it easjer to attract new
businesses to a state. Politicians deciding
On state corporate tax rates keep this fact in
mind when they determine their state’s
policies.

Other State Taxes

Besides the corporate income tax, busi-
nesses pay a variety of other state taxes and
fees. Do you want to be a hairdresser, a
carpenter, or a building contractor? If 50,
you will have to pay a licensing fee. A
licensing fec is a kind of tax that people pay
to carry on different kinds of business
within a state.

Some states charge a transfer tax when
documents such as stock certificares arc
transferred and recorded. Other states tax
the value of the stock shares that corpora-
tions issue.

Many states have rich natural resources,
such as gold, oil, natural gas, fish, or
lumber. Some states place a tax, called a
severance tax, on companies that take (or
“sever”) these resources from the state’s
land and waters.

As you read in Section 2, the federal
government taxes the estate of a person
who has died. States, in turn, usually
charge an inheritance tax on the value of
the property that goes to each heir.

Some states also tax property. That
includes real property, such as land and
buildings, or “real estate.” It also includes
personal property, such as jewelry, furniture,
and boats. Some states even tax intangible
property, such as bank accounts, stocks,
and bonds. Today, however, most property
taxes, especially on real estate, are levied by
local governments.




Figure 148 Local Revenue and Spending, 2001

revenue - '
H® Interest earnings
g Utility revenue

2%

Note: Because of rounding, totals may be less or greater than 100 percent.

Source: U.S. Census Bureau

Local Spending

B Education

B Hospitals

B Health

# Police protection

B Governmental
administration

@ Public welfare

M Fire protection

M Parks and recreation
Other

B Interest on general debt

M Insurance trust
expenditure

Highways
W Sewerage

# Housing and
community
development

@ Utility

Q\)\‘-D’Nc Major sources of local revenue include property taxes and state and federal funds

-~ b {“intergovernmental revenue”).

Government What are the major categories of local government spending? How do

1ey CON(‘.?—"% they differ from the major categories of state government spending shown on page 3767

Local Government Spending
and Revenue

Your local government plays a part in
many aspects of everyday life, including
public grade, middle, and high schools.
Local governments hire police and fire-
fighters. They build roads, libraries, hospi-
tals, and jails. They pay teachers. Even
though this is the level of government
closest to you, it may be the one you know
the least about.

Forms of Local Government

You probably think of “local govern-
ment” as a town or city. There are other
types as well, including townships,
counties, and special districts, such as
school districts. All units of local govern-
ment are created by the state govern-
ment. The state gives them their powers
and authority.

Today, there are more than 87,000 local
government units in the United States.
Together they collect more than $300
billion in tax revenues.

The Jobs of Local Government
Local governments carry major responsi-
bilities in these areas:

* Public school systems

e Law enforcement (local police, county
sheriff’s departments, park police)

¢ Fire protection

e Public facilities such as libraries, airports,
and public hospitals

e Parks and recreational facilities such as
beaches, swimming pools, and zoos

e Public health (restaurant inspectors,
water treatment plants, sewer systems)

* Public transportation

* Elections (voter registration, preparation
of ballots, election supervision, vote
counting)

e Record keeping (birth/death certificates,
wills, marriage licenses, and the like)

e Social services (food stamps, child care
and welfare, and similar programs)

Many of these responsibilities are
reflected in the graph showing local
spending (above right). In some towns and
cities, separate commissions Or private
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tax assessor an officia/
who determines the
value of a property

2. Whatis a balanced budget?

3. What are the main sources of state revenue? How do
they differ from the main sources of local revenue?

A Local taxes pay for city and town recreation areas like this playground.

corporations carry out some of these jobs.
You can sce, though, that local govern-
ments touch our lives every day.

Property Taxes

Property taxes are levied on property
owners in local communities to offset the
expense of services such as street construc-
tion or maintenance. An official called a tax
assessor dctermines the valye of the
property. Property taxes are usually figured
as a fixed dollar amount per $1,000 of the

4. Describe the difference between real property and
personal property.

Applying Economic Concepts
5. Using the Databank Study the bar graph showing

Income Taxes per Capita an Page 542 of the Databank.
(a} Which are higher, federal income taxes or state and

380 Taxesand Government Spending

assessed value. They are 4 main source of
funding for public schools.

Other Local Taxes
Local taxes are simjlar to the types of taxes
imposed by the states. Besides Property
taxes, local governments levy sales, excise,
and Income taxes. These taxes affect not
only residents of a community but alg,
visitors. In fact, many are designed specifi-
cally to raise revenue from nonresidents.
Suppose you've gone on a school trip to
New York City. The room rate for yoyr
hotel is $200 4 night. When you see the bill
in the morning, however, it’s $229.25 Three
different taxes have been added—an §.¢25
percent sales tax, a § percent City tax, and q
2 per room occupancy tax. Many other
cities have raxes aimed at tourists and
business travelers. They include sales taxes
on hotel rooms and renta] cars, atrport
taxes, and taxes on movie or theater tickets.
Some large cities collect Income taxes as
payroll taxes. In these cities, many workers
are commuters who pay property taxes and
sales taxes in the suburbs where they live. If
the city did not take taxes from their
paychecks, these workers would get a “free
ride” on the City’s services, They would be
using police, street cleaning, and other
services paid for only by the people who
live in the city.

local income taxes? (b) How much are total income
taxes per capita?

6. You Decide Turn to Figure 14.8 and study the main
categories of local spending. Write a brief essay stating
whether you agree with the spending priorities shown
on the graph.
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n June 7, 2001, President George W. Bush signed the Economic Growth and

Tax Relief Reconciliation Act of 2001, called “TRA 2001 for short. This go
law largely fulfilled his campaign promise to reduce taxes in light of the projected
federal budgetary surplus. Two years later, on May 28,

2003, President Bush signed a second major tax cut bill.
President Bush argued that this bill, known as the Jobs

and Growth Tax Relief Reconciliation Act of 2003, would
encourage growth in a sluggish economy.

Lower Tax Brackets The 2001 law reduced the four highest
tax brackets from their 2000 levels. It also created a new
lowest tax bracket with a 10% tax rate. The 2003 tax cut
moved up several tax rate reductions ptanned for the late
2000s in the first tax cut. Overall, the top marginal income
tax rate was lowered from 39.6% to 35%.

Children and Students The Bush rax bills increase the tax TR
credit for dependent children under 17 from $500 in 2000 "
to $1000 in 2003. The Treasury mailed tax refund checks
to eligible parents during the summer of 2003 in order to
anticipate this increased deduction.

The new laws also make it easier for parents to afford
to send their children to school. The amount that can be
saved in an Education IRA grew from $500 to $2000 a year. Students will be
able to withdraw money from special tuition-saver programs without having to
pay taxes. More students and their parents will be able to deduct tuition expenses
and student loan interest from their taxable income.

A President George W. Bush
signs the 2001 tax bill.

by

Easier Retirement Savings Taxpayers will also be able to contribute more to their

s 2 HE

Note. Checkir
*Yes” will not
.change your t
Jyediice your re

retirement accounts. For example, the allowable contribution to an Individual
Retirement Account (IRA) goes up from $2000 a year in 2000 to $4000 in 2005

and $5000 in 2008. Workers over age 50 will be allowed to contribute an extra
$500 a year (until 2005) and $1000 a year (starting in 2006).

Will These Changes Last? Nearly all the changes in the new tax laws were phased

in over several years, and then will disappear by the early 2010s when the laws

expire. This means that future Congresses and future presidents will have to
decide whether to extend these provisions or return to the law as it was in 2000.

Applying Economic ldeas

1. Why did concerns about the slow economy generate support for the president’s

second tax cut plan?

2. What are some potential problems with having a tax cut that evaporates in
20112 Why might Congress have decided to do it this way?
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Chapter Summary

summary of major ideas in Chapter 14 appears
Abelow. See also the Guide to the Essentials
of Economics, which provides additional review and
test practice of key concepts in Chapter 14.

Section 1 What Are Taxes? (pp. 359-363)

The United States Constitution gives the government
power to collect taxes to fund government pro-
grams. A tax base is a value on which a tax is calcu-
lated, such as income, property, or profits.
Economists describe three different types of rtax
structures: proportional, progressive, and regressive.
Many taxes in the United States are based on a prin-
ciple of ability-to-pay. Other raxes are based on a
benefits-reccived principle. Economists use supply
and demand analysis to determine the incidence of a
tax, or who bears the final burden of a tax.

Section 2 Federal Taxes (pp. 365-369)

The federal government has six major sources of
revenue, or income. They are individual income taxes,
corporate income taxes, social insurance payments
(including Social Security, Medicare, and unemploy-
ment taxes), excise taxes, estate and gift taxes, and
tariffs, or taxes on imports. Individual income taxes
are paid on a pay-as-you-carn basis through payroll
withholding. Each year, people with income must file
a tax return and pay taxes on all taxable income.

Section 3 Federal Spending (pp. 371-374)
Much of the federal government’s spending is
mandatory spending, that is, 1t is required by existing
law. The remainder of the budget is discretionary
spending. Major categories of government spending
include entitlements, such as Social Security and
Medicare, defense, and interest on the national debt.

Section 4 State and Local Taxes and Spending (pp. 375-380)
Like the federal government, state and local govern-
ments fund their programs by levying taxes. States
have two budgets, an operating budget and a capital
budget. Most state and local government revenues
fall into the following categories: income tax, sales
tax, severance tax, inheritance tax, and property tax.
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Match the following terms with the definitions
listed below. You will not use all of the terms.

W N

taxable income balanced budget

revenue withholding

discretionary mandatory
spending spending

progressive tax real property

- Income received by a government from

taxes and nontax sources

- Physical assets such as land and buildings

Budget category in which funds are com-
mitted to certain programs by law

. Total income minus exemptions and dedyc-

tions

. Tax structure with a rate that increases

with the amount or value being taxed

- Amount taken out of an employee’s pay-

check as a prepayment on taxes

Using Graphic Organizers

1.

Copy the double web map below on a sep-
arate sheet of paper. Complete the double
web map by writing examples of sources of
federal and state government revenue in the
circles. You may add more circles as needed.

State Federal

revenue revenue
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Reviewing Main ldeas
8.

9.
10.

Why are some taxes considered to be regressive?
How can you determine the incidence of a tax?
List and describe four sources of state govern-
ment revenue.

What are entitlement programs? Give three
examples of entitlement programs and explain
their purposes.

Critical Thinking

12. Synthesizing information Review the powers of

13.

14.

15.

and limits to taxation in the United States. How
does the Constitution limit federal and state
powers of taxation?

Predicting Consequences Assume that you are a
representative to Congress. What forms of
mandatory and discretionary spending do you
support> What are possible consequences of
showing your support or lack of support for dif-
ferent forms of spending?

Making Comparisons Create a table in which you
identify types of taxes at the local, state, and
national levels and describe the economic impor-
tance of each.

Expressing Problems Clearly In your “opinion,
should a tax be applied at the same rate to all
people, or should those who are wealthier be
expected to pay at a higher rate? Support your
opinton with concrete examples.

Problem-Solving Activity

16. Review the criteria economists use for determin-

ing a good tax. Then create a proposal for a new
tax that meets those criteria. Would you be will-
ing to pay the tax you’ve just proposed?

Economics Journal

Essay Writing Review your Economics Journal
entry for this chapter. Write a summary of the
types of taxes you pay on a regular basis, and
indicate whether you think the taxes you pay are
fair or not.

Skills for Life

Distinguishing Fact from Opinion Review the

steps shown on page 364; then answer the following

questions using the selection below.

17. Which statements in the excerpt below are facts?

18. Which statements in the excerpt below are opin- f
ons? :

19. What phrases indicate that the statements are
opinions?

20. Does Representative Johnson present evidence to
support his opinions?

21. Has Representative Johnson supported his opin-
ions well? Explain your answer.

Representative Sam Johnson:

“Working to Reduce Your Tax Burden”

I believe that our current tax code is eco-
nomically destructive, impossibly complex,
and overly intrusive. It has impeded our
ability to create jobs, encourage savings
and investment, and realize the American
dream.

This is illustrated by the fact that our cus-
rent tax code has grown from 11,000
words to over 7 million. According to West
Publishing, who is an official publisher of
the tax code, it takes two volumes and
1,168 pages to publish the code, plus, an
additional 6,439 pages of Federal Tax
Regulations that apply to income taxes. To
make it easier to comply with these regula-
tions, the IRS has created about 480 forms
with an additional 280 to explain how to
fill out the 480. I think this is ridiculous.
That is why this system should not be
changed, but replaced. . ..

~ GO “nline For: Chapter 14 Self-Test

Visit: PHSchool.com
chool.
PHSChOOLEOM \veb Code: mna-6141

e

As a final review, take the Economics Chapter 14 Self-Test
and receive immediate feedback on your answers. The
test consists of 20 multiple-choice questions designed to
test your understanding of the chapter content.
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Materials
' Notebook paper

Play money

(or handmade
equivalent):

one $10, three $5,
and five $1 bills for
each citizen-
group, plus the

BN State treasury of
B8 $500 in mixed bills

"% ne reason that governments tax their citizens is to pay for

§ scrvices that benefit the entire community, including
" education, public transportation, garbage collection, and

fire protection. Ideally, all these public services could be provided by

voluntary contributions. People would
help pay for these services simply
because it is the right thing to do.

In reality, many people would take a
“free ride” and not contribute. In this
simulation, you will have a chance to
look at the kind of choices citizens
might make and the results of those
choices. You'll see how “free riders”
affect the general good.

Preparing the Simulation

Suppose you live in a state in which the
money spent on public education cauys-
es a decrease in other costs in the state
budget. For every dollar contributed to
education, the cost of welfare and crim-
nal justice decrease by a total of three
dollars. These budget savings are
returned to citizens as tax refunds. Each
citizen's refund equals the total budget

savings divided by the number of citizens—

regardless of the amount each citizen
contributes. See the budget table for an
example of how these savings would be
calculated.

Step 1: Select two students from your class

who will act as state treasurer and budget
director. The rest should form groups of
three to five students. Each group works
together and makes decisions as one
“citizen.” One member of each citizen-
group should be in charge of the group's
money and record keeping.

Step 2: Each citizen-group begins the Simu-

lation with $30: one $10 bill, three $5 bills,

A In this town meeting, citizens are discussing

how to pay for public education. Can it be
paid for through voluntary contributions?

and five $1 bills. The state treasurer has
$500 in mixed bills. He or she can also write
“10Us" for citizen tax refunds. Each citizen-
group should use a sheet of notebook
Paper to make a contributions and refunds
record, using the table on the next page as
a model.

Step 3: The state budget director should
use a sheet of notebook paper to make a
budget worksheet using the table on the
next page as a model,

Conducting the Simulation

This simulation is run in three sessions.

Session 1: Each citizen-group decides
whether it wants to make a contribution to
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public education, and if so, how much it wants to give.
Each group can choose 0 contribute between $0 and
$10 in each session. Record your contribution on your
Contributions and Refunds Record, and give the
money in cash to the state treasurer.

The state budget director adds up all the first ses-
sion's contributions to education. Then he or she fig-
ures the state’s budget savings using the Budget
Worksheet, keeping in mind that every dollar collected
for education results in three dollars saved from wel-
fare and criminal justice. The state budget director
gives this information to the state treasurer, who then
gives each citizen-group its refund in dollars. If no
cash is available, the treasurer will issue 10Us.

Session 2: Each citizen-group again decides whether
to make a contribution to public education. Even if you
have received a refund, you can still contribute only
$10 each day. Record your contribution on your
Contributions and Refunds Record, and give the
money to the treasurer.

Session 2|5

palance-at ‘begin-"
ning of sesSion__

Total‘_,comribut'\oﬂns \.

The state budget director again adds up the total
contributions, using the Budget Worksheet. He or she
figures the savings, and the treasurer gives each
citizen-group its refund.

Session 3: Each citizen-group decides again whether
to make a contribution to education, using the same
process as in earlier sessions. When refunds for this
session have been calculated and given, each group
adds up all the money it has in cash and I10Us. The
total amount of money is the citizen-group’s score.

Budget Table for a 10-Citizen Sta e

$60.00
$150.00
" $240.00

$300.00

$100.00

Discuss these questions as a group.

1. From the state treasurer’s Budget
Worksheet, analyze whether all the
citizen-groups were equally gener-
ous in their contributions. Did any
citizens try to get a free or almost-
free ride? Did this tactic pay off for
them? How did that affect other
groups that did make contributions?

2. Each citizen-group began with $30.
How does this compare with the
amount that each one has now?

3. Which session brought in the
largest total amount of contributions
to education?

4. Determining Relevance What does
this experiment demonstrate about
the need for governments to use
taxes to pay for public services?
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