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Abstract 
 

This report summarizes the history and organization of the principal economic governance 

institutions in the United States. Particular emphasis is given to the main U.S. fiscal actors at 

the federal and state and local governmental level. Sources and beneficiaries of, and trends 

in government revenues and expenditures are analyzed, and the lines of democratic 

oversight relations over other appointed U.S. economic governance institutions are 

described. Debt issuance procedures at all governmental levels are examined, including the 

legal circumstances of U.S. local government bankruptcies. In-depth explorations of also the 

U.S. central bank in the Federal Reserve System, and the U.S. bank deposit and resolution 

framework centered on the Federal Deposit Insurance Corporation (FDIC) are presented, 

and brief descriptions of other relevant U.S. financial regulatory agencies provided. 
 

 

 

 

 

 

 

 

 

 

 October 2015 

ECON EN



 

PE 542.668 2  

This paper was requested by the European Parliament's Economic and Monetary Affairs Committee. 

 

AUTHOR 

 

Jacob Funk Kirkegaard assisted by other staff at Peterson Institute for International Economics 

 

RESPONSIBLE ADMINISTRATORS 

 

Jost Angerer and Cairen Power 

Economic Governance Support Unit 

Directorate for Economic and Scientific Policies 

Directorate-General for the Internal Policies of the Union 

European Parliament 

B-1047 Brussels 

 

LANGUAGE VERSION 

 

Original: EN 

 

ABOUT THE EDITOR 

 

Economic Governance Support Unit provides in-house and external expertise to support EP committees 

and other parliamentary bodies in playing an effective role within the European Union framework for 

coordination and surveillance of economic and fiscal policies. 

E-mail: egov@ep.europa.eu 

 

This document is also available on Economic and Monetary Affairs Committee homepage, under section 

European Semester and Economic Dialogue at: 

http://www.europarl.europa.eu/committees/en/ECON/home.html 

 

Manuscript completed in October 2015   

© European Union, 2015 

 

DISCLAIMER 

 

The opinions expressed in this document are the sole responsibility of the authors and do not necessarily 

represent the official position of the European Parliament. 

 

Reproduction and translation for non-commercial purposes are authorised, provided the source is 

acknowledged and the publisher is given prior notice and sent a copy. 



 

 3 PE 542.668 

CONTENTS 
 

List of abbreviations 4 

List of Tables 4 

List of Figures 4 

List of Boxes 5 

Executive Summary 6 

 

1. Introduction 7 

 

2. The United States Federal Government 8 

 

 2.1 Institutional Set-up 8

 2.2 Federal Government Funding Sources 8 

 2.3 Issuance of Government Bonds at Federal Level 12 

 2.4 Main Expenditures at the U.S. Federal Governmental Level 14 

 2.5 Fiscal Re-distribution Through the Federal Budget Among U.S. States 19 

 

3. United States State and Local Governments  25 

 

 3.1 Institutional Set-up 25 

 3.2 State and Local Government Funding Sources 26 

 3.3 Main Expenditures at U.S. State and Local Government Level 28 

 3.4 Issuance of Government Debt at State and Local Level 33 

 3.5 Bankruptcy Procedures for U.S. Local Governments (Chapter 9) 37 

 3.6 State and Local Government Pension Benefits under Chapter 9  

  Bankruptcy Procedures 38 

 

4. The Federal Reserve System of the United States 42 

 

 4.1 Institutional Set-up 42 

 4.2 Appointment Procedures for the Federal Reserve System 43 

 4.3 Accountability and Democratic Oversight of the Federal Reserve System 43 

 4.4 Federal Reserve System Intervention Powers 44 

 

5. The Federal Deposit Insurance Corporation (FDIC) 50 

 

 5.1 Institutional Set-up 50 

 5.2 Main Operations, Responsibilities and Procedures of the FDIC 50 

 

6. Other Relevant United States Financial Regulatory Agencies 57  

  

References 59 

Annex Table 1 61 

 

 

 

 

 

 

 

  



 

PE 542.668 4  

LIST OF ABBREVIATIONS  

 

ABCF Asset-Backed Commercial Paper 

AMLF Asset-Backed Commercial Paper Money Market Mutual Fund Liquidity Facility 

ABS Asset-Backed Security 

BRAC Base Closure and Realignment Commission 

CBO Congressional Budget Office 

CDO Collateralized Debt Obligation 

CPFF Commercial Paper Funding Facility 

CFPB Consumer Financial Protection Bureau 

EUC Emergency Unemployment Compensation 

FDIC Federal Deposit Insurance Corporation 

FFIEC Federal Financial Institutions Examination Council 

FOMC Federal Open Market Committee 

GDP Gross Domestic Product 

HTF Highway Trust Fund 

LLC Limited Liability Company 

MBS Mortgage-Backed Security 

MMMF Money Market Mutual Fund 

NCUA National Credit Union Administration 

OCC Office of the Comptroller of the Currency 

PDCF Primary Dealer Credit Facility 

PFR Primary Federal Regulator 

QE Quantitative Easing 

TALF Term Asset-Backed Securities Loan Facility 

TAF Term Auction Facility 

TARP Troubled Asset Relief Program 

TSLF Term Securities Lending Facility 

VAT Value Added Tax 

 

LIST OF TABLES 

  

Table 1  U.S. State and Local Government Spending, By Function $USbn 2012 30 

Table 2  The Largest American FDIC Handled Banking Failures  53 

 

LIST OF FIGURES 

 

Figure 1a  U.S. Federal Government Receipts, By Main Source, % of GDP 9 

Figure 1b  U.S. Federal Government Receipts, By Main Source, % of Total Receipts 10 

Figure 1c  Composition of “Other Receipts” of the U.S. Federal Government  

  1940-2014, $USmn         10 

Figure 2  U.S. Federal Government Receipts from the Federal Reserve System,  

  Share of Total Corporate Tax Income 1947-2014   12 

Figure 3  U.S. Federal Government Expenditure 1972-2020(p), % of GDP 15 

Figure 4a  U.S. Federal Government Expenditures 1940-2014, by main category  

  1940-2014, % of GDP       16 

Figure 4b  U.S. Federal Government Expenditures 1940-2014, by main category  

  1940-2014, % of Total Expenditures     16 

Figure 5a  U.S. Federal Government Expenditures 1940-2014, by functional category  

  1940-2014, % of GDP       17 

Figure 5b  U.S. Federal Government Expenditures 1940-2014, by functional category  

  1940-2014, % of Total Expenditures     18 

 



 

 5 PE 542.668 

Figure 6  U.S. Federal Government Spending by Function and State, FY2010,  

  Share of Total         19 

Figure 7  Implied Fiscal Redistribution Among U.S. States in the U.S. Federal  

  Government Budgets, FY2010, % of State GDP   20 

Figure 8  Real GDP by State T+5 After Recession Began, Pre-crisis Peak = 100 22 

Figure 9  Share of U.S. Federal Budget Spent on Unemployment Benefits and  

  U.S. Unemployment 1976-2014, Share of Total and Percent 23 

Figure 10  Total Receipts/Expenditures, U.S. Federal Government and  

  State and local Governments 1929-2014, % of GDP   26 

Figure 11a U.S. State and Local Government Sources of Revenue,  

  1929-2014, % of GDP       27 

Figure 11b U.S. State and Local Government Sources of Revenue,  

  1929-2014, % of Total       27 

Figure 12a U.S. State and Local Government Outlays, By Broad Category 

  1929-2014, % of GDP       29 

Figure 12b U.S. State and Local Government Outlays, By Broad Category 

  1929-2014, % of Total       29 

Figure 13  U.S. State and Local Government Outstanding Marketable Debt  

  1949-2015 $USbn and % of GDP      34 

Figure 14  U.S. State and Local Government Debt, By Individual Government Layer 

  2012, $USbn         34 

Figure 15  The 12 Federal Reserve Districts      42 

Figure 16  Annual Number of FDIC Insured Bank Failures 1934-2015ytd 52 

Figure 17  FDIC Deposit Insurance Fund (DIF) 1934-2014   55 

 

LIST OF BOXES 

 

Box 1  The Federal Government Debt Ceiling     13 

Box 2  Balanced Budget Rules at U.S. State and Local Government Level 31 

Box 3  The 2013 Local Government Bankruptcy of the City of Detroit 39 

Box 4  The Main Crisis Interventions of the Federal Reserve System 2007-2014 46 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

PE 542.668 6  

EXECUTIVE SUMMARY  

 

The United States is a large and highly diverse society. The country’s at once constitutionally stable, 

though politically responsive and malleable economic governance institutions has for over two centuries 

provided the critically important foundation for continued U.S. economic growth and prosperity. This 

study examines the design and operations of, and political, economic and legal interactions between the 

most important American economic governance institutions: The federal government, state and local 

governments, the central bank, and the bank deposit insurance and resolution framework. 

 

At the core lies the federal government, accounting for most U.S. public sector economic activity, and a 

sizable majority of the general U.S. government debt. Federal government revenues are derived 

predominantly from personal income taxes and earmarked employment-based social insurance 

contributions, while only a limited and declining revenue share origins with corporate and excise taxes. 

No federal sales/VAT or property taxation exists. Federal government expenditures consist mostly of 

direct government social benefit payments made to individuals, with national defense and federal grants 

to state governments also sizable spending items. Federal outlays on areas such as agriculture, education, 

training and employment services and R&D remain very small components of the overall budget. The 

federal government’s revenue base and spending patterns generate significant geographic budgetary 

redistribution among U.S. states. However, this fiscal redistribution is overwhelmingly structural in 

nature and related to the overall income levels of states, their demographic characteristics and the 

particular location of large federal government facilities. Automatic budgetary stabilizers constitute only a 

very small part of the total federal government budget. The federal government also through presidential 

nominations, subject to the approval of the U.S. Senate, controls the top management of most other 

important national U.S. economic governance institutions. 

 

The 50 U.S. state and tens of thousands of local government entities represent about 40 percent of general 

government economic activity, and are funded through property, sales and to a lesser extent personal and 

corporate taxes. Conditional federal government grants account for roughly a fifth of all state and local 

government revenues. State and local governments are responsible for most U.S. primary, secondary and 

some tertiary education, as well as have sizable outlays towards social spending, infrastructure and public 

safety. A strict no-bailout political norm governs the fiscal relationship between the federal and state 

governments, while some states do allow local government entities within their jurisdiction to enter 

bankruptcy under federal law. Constitutional balanced budget amendments or other legislative procedures 

aiming at fiscal stability exist in all 50 U.S. states. Yet, often they do not cover all government spending 

items and have generally only succeeded in reducing the growth rate of state and local government 

indebtedness. Rapidly rising pension and healthcare costs for retired workers constitute a growing fiscal 

problem for many state and local governments. 

 

The U.S. central bank, the Federal Reserve System, controls America’s monetary policy and is 

responsible for a significant part of financial regulation and sector supervision of especially the largest 

U.S. banks. It is tasked by law to pursue a dual mandate of maximizing employment and deliver price 

stability. The Federal Reserve, in close collaboration with especially the U.S. Treasury, intervened 

forcefully and successfully to stabilize the mostly market-based U.S. financial sector during the 2008-09 

crisis. As a result of its emergency crisis management actions, including sizable purchases of federal 

government and federal government guaranteed debt as part of quantitative easing (QE), the Federal 

Reserve has since earned very large financial profits for the U.S. Treasury. 

 

The Federal Deposit Insurance Corporation (FDIC) is responsible for American deposit insurance and the 

resolution of failed – at least small and medium-sized – U.S. banks. It is funded exclusively by fees paid 

by insured banks, though the FDIC does have an explicit emergency borrowing capacity with the U.S. 

Treasury. Through its national geographic scope and rapid takeover and resale or resolution of failed 

banks, the FDIC provides an important complement to the regular federal government budget’s shock 

absorbing capabilities in assisting otherwise likely overburdened state and local governments. 
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1. INTRODUCTION  

 

The United States is a large, populous, very diverse and dynamically changing country. The capacity of 

its main constitutional governance institutions to over more than two centuries accommodate the resulting 

political miscellany is among the key foundations for the lasting success of America. Since coming into 

force in 1788, the United States’ constitutional governance framework has been at once both remarkably 

stable in its key governmental design features, and highly malleable to the dramatic changes in U.S. 

society witnessed since then. 

 

The United States is today a continental-sized federal state with three distinct levels in the general 

government: federal (central), state (50 states, plus the federal territory of the District of Columbia), and 

more than 90,000 local government entities. The governance structure includes also a single central bank 

in the Federal Reserve System, a single bank deposit insurance entity in the Federal Deposit Insurance 

Corporation (FDIC) and a host of other financial regulatory agencies with only sporadic relevance for or 

access to fiscal resources. 

 

This report is intended to provide an overview of the respective roles and activities of the most relevant 

fiscal and monetary institutions in the U.S. general government. Particular focus is given to the 

organization and activities of independent fiscal entities, e.g. those U.S. government entities with their 

own democratic legitimacy and corresponding fiscal power: The federal government (chapter 2) and U.S. 

state and local governments (chapter 3). The Federal Reserve System is described in chapter 4 and the 

FDIC in chapter 5. Chapter 6 covers additional relevant financial regulatory agencies in the United States. 

 

Even if the U.S. Constitution stipulates that all powers not explicitly delegated to the federal government 

resides with the U.S. states, the federal government today is the politically dominant government entity in 

the United States and – though only marginally – accounts for the largest part of general government 

fiscal expenditures. U.S. local governmental entities are highly diverse in size, legal authority and 

responsibilities, ranging from rural primary school districts to often highly autonomous global 

metropolises in New York or Los Angeles. The federal government exerts its democratic oversight and 

control rights mainly through its budgetary and executive branch nominating power and Congressional 

approval rights over appointments to the U.S. federal courts system and top positions in the main national 

regulatory agencies and institutions. 
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2. THE UNITED STATES FEDERAL GOVERNMENT 

 

2.1  Institutional Set-Up 

 

The U.S. federal government is the central government of the United States, and is an independent fiscal 

entity with its own democratically elected institutions and associated direct own power to tax. The U.S. 

federal government embodies the separation of powers first described by Montesquieu
1
 into the 

legislative, executive and judicial branches of government, and operates according to the U.S. 

Constitution under what is generally referred to as governmental “checks and balances”.  

 

The president of the United States heads the executive branch and is the only elected American official 

with a nation-wide democratic mandate. Upon taking office, the president as part of a “new 

administration” typically staffs up to the top-three administrative layers of the federal government with 

appointees from the winning party, though a sizable number of such appointments (or nominations) are 

subject to confirmation by a majority in the U.S. Senate. Among the most notable appointments made by 

the president and subject to confirmation by the U.S. Senate are the nominations for the judicial branch. 

Of most importance is the the life-time job of U.S. Supreme Court judge (the U.S. Supreme Court also 

functions as the final arbitor of constitutional law issues in the United States), or other judgeships on 

regional federal courts and federal appeals courts. The U.S. president possesses the power of veto over 

new proposed laws, which can only be overruled by a 2/3
rd

 majority in both chambers of the U.S. 

Congress. 

 

The U.S. Congress is America’s legislative power. It consitsts of two equal chambers, which have general 

co-decision on almost all legislative issues, e.g. no legislative proposal can become the law of the United 

States without the approval of both chambers. The 100-strong U.S. Senate is a fully federal body with two 

directly elected senators from each of the 50 U.S. states. Each senator is elected for six years, with 1/3 of 

all senators on the ballot every two years. 

 

The 435-member U.S. House of Representatives is directly elected in proportion to the population in each 

state, as determined by the most recent U.S. population census
2
. State representation in the House of 

Representatives currently range from 53 members elected in the most populus state of California, to just 

one member from Arkansas, Delaware, Montana, North Dakota, South Dakota, Vermont and Wyoming
3
. 

Every member of the U.S. House of Representatives is up for election every two years. All elections to 

the U.S. Congress are direct first past-the-post elections in single electoral districts (or states). The federal 

District of Columbia, currently home to around 650,000 people (or in 2014 more than two U.S. states– 

Wyoming and Vermont – with full Congressional representation), has under the U.S. Constitution no 

voting representatives in Congress, merely a singly non-voting “observer member” in the U.S. House of 

Representatives
4
. 

 

2.2 Federal Government Funding Sources 

 

The U.S. Congress has the sole right under the U.S. Constitution to determine federal government 

revenues and expenditures, though it can, and often does, delegate specific implementation power over 

                                                 
1 Montesquieu (1748). 
2 U.S. population census are conducted every 10 years, most recently in 2010. 
3 Under the U.S. Constitution, no state can lose its representation in the House of Representatives, even if their total population is 

significantly smaller than in any individual election district in more populous states. Hence the proportionality of seats in the U.S. House of 

Representatives is not complete, and less populous states do receive a degree of “over-representation” here, too.  
4 The main political reason for this is the unwillingness of the Republican Party to grant full constitutional congressional representation rights 

to the District of Columbia, as it would yield probably the safest Democratic Party seats in the U.S. Congress. The residents of the District of 

Columbia did though the 23rd Amendment to the U.S. Constitution adopted in 1961 get the right to have their votes counted towards 

presidential elections. 
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for instance fee structures for governmental services and general government program enactment to the 

executive branch. 

 

The U.S. federal government is the most important governmental level in the United States, and accounts 

for the largest share of the total general government budget.  

 

The main sources of revenue are individual income taxes, corporate taxes, earmarked social contributions 

towards retirement, disability and healthcare, excise taxes
5
, and other receipts (including estate/gift taxes, 

custom duties, and profits from the Federal Reserve System).  

 

Figures 1a/b show the development in U.S. federal government receipts from 1934 to the latest available 

data from 2014. Figure 1c breaks out the trends in “other receipts” from 1940 onwards. 

 

 
 

                                                 
5 U.S. federal excise taxes include for instance taxes on fuel, communication, air transportation, some manufacturers, ship passengers, and 

environmental taxes. See IRS (2015) for details at http://www.irs.gov/pub/irs-pdf/p510.pdf.  
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Figures 1a/b show how the size of U.S. federal government receipts rose dramatically during the 1930s 

and World War 2, while total receipts have since 1945 been relatively stable and averaged 17.2 percent of 
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U.S. GDP. Federal income taxes have since 1945 accounted for a steady approximately 40 percent of 

total federal government revenues, and averaged 7.7 percent of GDP. Earmarked social contributions to 

old-age pensions (e.g. Social Security), disability pensions and healthcare meanwhile grew gradually until 

around 1980, when they accounted for almost 40 percent of total government revenues and 6-7 percent of 

U.S. GDP. The importance of U.S. corporate taxation has declined significantly over the decades and 

today account for only about 10 percent of total federal government revenue, or 1.5-2 percent of U.S. 

GDP. U.S. federal excise taxation has meanwhile dwindled to a very small part of total revenues. 

 

Figure 1c shows how the recent years since the Global Financial Crisis began in 2008 have witnessed a 

very dramatic increase in the profits remitted by the U.S. Federal Reserve System to the federal 

government, amounting to almost $100bn in 2014 alone
6
. This rise in federal government revenue from 

the Federal Reserve System can be attributed to the large interest income and capital gains proceeds 

earned by the central bank on its very large interventions in financial markets during the crisis, and 

especially its large balance sheet expansion following the introduction of quantitative easing (QE) in 

2009. Under U.S. law, any profits made by the Federal Reserve System in the course of its activities are 

transferred directly as regular “tax payments” to the U.S. Treasury’s general funds. 

 

Figure 2 illustrates how the U.S. central bank has (again) though its crisis interventions become the by far 

largest individual contributor (e.g. de facto tax payer) to U.S. federal government revenues, with its 

payments of just under $100bn in 2014 amounting to about one third of total U.S. corporate tax receipts 

that year. The very large and regular direct contributions of the U.S. Federal Reserve System to U.S. 

federal government receipts – amounting in total to more than $1.1 trillion from 1947-2014
7
 - has 

significant implications. First of all, it of course represents a substantial source of “own income” from a 

federal government institution for the U.S. federal government. But secondly, and perhaps more 

importantly, the large payments to the U.S. Treasury since 2009 following the Federal Reserve’s crisis 

interventions and QE highlights, how these emergency measures were inherently less financially risky 

than is often alleged. Not only did the Federal Reserve not lose large sums of money, it actually earned 

the federal government a very large profit. 

 

                                                 
6 The U.S. Federal Reserve System is run on a strict non-profit basis, and as such remits all profits back to the U.S. federal government. The 

actions of the U.S. Federal Reserve will be analyzed in detail in chapter 4. 
7 In real $-terms more than $1.5 trillion. 
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2.3 Issuance of Government Bonds at Federal Level 

 

The U.S. Constitution grants Congress the power to borrow money on the credit of the United States and 

also mandates that Congress exercise control over the federal debt. Over time, Congress has granted 

Treasury secretaries more leeway in debt management. In 1941, Congress agreed to impose an aggregate 

limit that gave the U.S. Treasury authority to manage the structure, types and maturities of the federal 

debt. This statutory debt ceiling limit applies to almost all U.S. federal debt
8
. The limit applies to federal 

debt held by the public (e.g. debt held by private investors outside the federal government itself
9
) and to 

federal debt held by the government’s own accounts.  

 

In July 2015 federal government debts held by the public amounted to $13.1tr
10

, or approximately 

74 percent of GDP. Another just over $5tr is intergovernmental debt holdings inside the U.S. federal 

government. Federal government trust funds, such as Social Security, Medicare, Transportation, and Civil 

Service Retirement accounts, hold most of this internally held debt. U.S. federal government social 

insurance schemes operate as an essentially partly prefunded pay-as-you-go retirement system. Trust 

funds are separate federal government accounts into which individuals’ social contributions are made, and 

due to advantageous U.S. demograhics, contributions have exceeded benefit payments in recent decades, 

allowing for sizable “trust fund buffers” to have been built up
11

. All trust fund revenue is by law invested 

                                                 
8 Approximately 0.5% of total U.S. federal debt is excluded from debt ceiling coverage. The U.S. Treasury defines “Total Public Debt 

Subject to Limit” as “the Total Public Debt Outstanding less Unamortized Discount on Treasury Bills and Zero Coupon Treasury Bonds, old 

debt issued prior to 1917, and old currency called United States Notes, as well as debt held by the Federal Financing Bank and Guaranteed 

Debt.” For details, see http://www.treasurydirect.gov.  
9 State and local government pension funds often own U.S. federal debt, but counts as private investors under this demarcation. 
10 U.S. Treasury (2015). Of this $13.1tr, approximately $6tr (45%) is owned by foreigners, and $4.1tr (31%) by foreign official sector 

holders. See U.S. Treasury TIC data, available at http://www.treasury.gov/ticdata/Publish/mfh.txt.  
11 By far the largest individual federal government trust fund is the Social Security (old-age pensions) trust fund, which was last reformed in 

1983. As part of this reform, Congress explicitly intended through appropriate contribution rates and benefit levels and demographic 
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only in U.S. federal government debt, accounting for the difference between U.S. federal government 

debt held by the public and total outstanding U.S. federal government debt. The latter in July 2015 

amounted to $18.1tr, or 102 percent of U.S. GDP. 
 

Conceptually, it is debatable which debt concept is most appropriate to rely on, though it is clear that for 

direct comparison purposes with EU government debt data, total outstanding public debt data should be 

used. At the same time though, U.S. government debt held in government trust funds should be viewed as 

basically bringing part of future unfunded pension (and other social insurance) liabilities onto the 

government balance sheet. U.S. gross government debt rises today, but unrecorded and presently 

unfunded future pension liabilities decline by the same amount.  

 

Box 1: The Federal Government Debt Ceiling 

 

In recent years, as a result of large U.S. federal government deficits, total outstanding debt has risen 

rapidly. Due to political resistance to raising the federal government debt ceiling substantially, a need has 

emerged to repeatedly raise the ceiling to avoid a U.S. government default. This, however, is not a 

historical anomaly, as the federal debt ceiling has always been legislated by Congress to closely track the 

actual level of U.S. federal government debt. This is illustrated in box figure 1.  

 

 
 

One interpretation of the debt ceiling is that it should serve a political function of an extra check on the 

accumulation of federal government debt. In that regard, however, as illustrated in box figure 1, it has 

patently failed over the years. Historically, though related to broader political issues surrounding the 

federal income tax, it was less political reasoning and more a need to adhere to the constitutional 

                                                                                                                                                                            
forecasts to see the buffer trust funds increase to the approximate current $3tr level. In the coming years though U.S. demographic trends will 

reverse and the Social Security trust fund buffer will gradually be eroded as benefit payments exceed contributions. Current projections 

expect the trust fund to be completely exhausted in the early 2030ies. 
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requirement that Congress authorize all U.S. federal government debt, that led to the statutory limit on 

such debt being enacted in 1917. Constitutionally, this absolved Congress from having to approve (e.g. 

vote on in public) each new bond issuance to finance the U.S. entry into World War 1, and instead gave 

the U.S. Treasury greater control over how it chose to finance the federal governments ongoing 

operations
12

. Before 1917 Congress typically sanctioned individual issues of debt, but after 1917 

Congress rather imposed an aggregate limit on federal debt. 

 

The introduction of a modern federal income tax
13

 in the United States required a change of the U.S. 

Constitution through the ratification of the 16th Amendment in 1913, which for the first time allowed the 

federal government to collect taxes on any income without explicitly having to apportion the proceeds 

among the U.S. states according to their population. Initially, the new federal income tax was relatively 

modest at up to just 7 percent for incomes over $500,000 ($11.6mn in real dollar terms), but in 1916-18 to 

help raise funds for the United States’ entry into World War I, federal income taxes rose very 

substantially to up to 77 percent for incomes over $1mn ($15.2mn in real dollar terms) by 1918
14

. Part of 

the political compromise to enable these federal government income tax increases was the introduction of 

the government debt ceiling in 1917. Today’s debt ceiling has its origin in the Public Debt Act of 1941, 

which stipulated an overall limit of $65bn on outstanding federal government debt. 

 

Prior to 2011 legislated increases in the federal government debt ceiling was not associated with any 

noticable degree of politicization and were generally carried out as relatively routine parts of the ongoing 

legislative work in Congress. Indeed, as the accumulated federal debt of course by and large reflect the 

sum of previously legislated annual federal government deficits, this would seem the only reasonable and 

responsible legislative approach to take. Since 2011, however, this has not been the case in the U.S. 

Congress, as Republican majorities in the House of Representatives have repeatedly attempted to force 

through large deficit reductions via their unwillingness to pass required increases in the statutory federal 

government debt ceiling. This political strategy has precipitated several shutdowns of the U.S. federal 

government, and even occationally stepped closer to the situation of the U.S. federal government being 

unable to meet its legislated financial commitments in a timely manner. 

 

The current level of the federal government debt ceiling is $18.1tr, highlighting the fact that in 

quantitative terms, the debt ceiling was already reached again in March 2015, forcing the U.S. Treasury to 

initiate a series of extraordinary budgetary measures to avoid legally breaching it. Operationally, reaching 

the federal government debt ceiling means that the liquid cash reserves available to the U.S. Treasury 

falls below zero, or more leniently defined drops below the U.S. Treasury desired absolute minimum of 

$US50bn. Currently, the Congressional Budget Office (CBO 2015) forecasts that the U.S. Treasury can 

remain below the federal debt ceiling until  mid-November 2015. 

 

With few political indications of an early compromise and the 2016 presidential campaign already begun, 

there is consequently a high risk that the United States federal government will in the fall of 2015 revisit 

the political brinkmanship of earlier debt ceiling episodes, and another potential federal government 

shutdown cannot be ruled out later this year. 

 

2.4 Main Expenditures at the U.S. Federal Governmental Level 

 

Federal government spending has been a critical component of the American economy since the 

foundation of the United States in the late 18
th

 century. Yet, it is important to recognize that the present-

day relatively large size of the U.S. federal government is a function of the growth of the modern 20
th

 

century state. Indeed, as is illustrated in figure 3, it was only after Word War 1 that the size of non-war 

                                                 
12 For details, see also GAO (2012). 
13 Abraham Lincoln introduced an earlier federal income tax in 1861 to finance the Civil War, though this tax was repealed after 10 years.  
14 See detailed historical U.S. federal income tax brackets published by the Tax Foundation at http://taxfoundation.org/article/us-federal-

individual-income-tax-rates-history-1913-2013-nominal-and-inflation-adjusted-brackets.  
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related U.S. federal expenditures began to grow rapidly (and only then exceeding the current around 

1.17percent of GDP scope of the EU budget). 

 

 
 

Figure 3 also shows it is only with the launching of Roosevelt’s New Deal of large public investment 

projects and the establishment of the US government social safety net at the federal level with the Social 

Security pension system in 1935 that US federal non-defense expenditures permanently rose. As 

described in Baily and Kirkegaard (2009), several smaller US state-level pensions and specific federal 

systems for veterans preceded the federal Social Security program in the United States. Yet the Social 

Security old-age pension program marked the implementation of the first American social safety net 

available to most Americans, and as such began the formation of this important part of the functions of 

the modern American state at the federal level and in the process initiated the era of a far larger US 

federal government budget.  

 

Figures 4a/b illustrate the historical development of the main economic beneficiary sectors and categories 

of U.S. federal government spending. 
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It is clearly visible how previously dominant national defense spending is gradually replaced by U.S. 

federal government social spending on healthcare and old-age income security as the largest government 
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sector expenditure items. Meanwhile U.S. federal government spending on items and sectors like 

agriculture, education, training and employment services and R&D remain very small components of the 

overall budget. 

 

Figures 5a/b break down U.S. federal government spending instead by functional spending category, 

highlighting the dramatic changes in the types of expenditures the U.S. federal government carries out. 
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It is visible how traditional national defense expenditures decline in importance, and are replaced by 

direct federal government payments (in the form of retirement, disability, social assistance and healthcare 

benefits) to individual Americans. The only other category that grows noticeably over time is federal 

government grants to U.S. state governments.  

 

Federal government grants to states are essentially conditional offers of co-payment for public services 

provided by state governments. The federal government will pay a certain share (or in some cases all) of 

costs for a given service offered, on the condition that state governments provide the service in 

accordance with policy guidelines specified by the federal government. In recent years, such grants have 

accounted for 2-3 percent of U.S. GDP annually or just over 10 percent of total federal expenditures.  

 

Viewed from the recipient side in individual states, the relative importance of individual federal 

government spending categories will vary according to the state’s demographic composition and 

geographic location. This is illustrated in figure 6
15

. 

 

                                                 
15 In what amounts to a remarkably misguided example of government cutbacks, the underlying data source for figure 6 —the US Census 

Bureau’s Consolidated Federal Funds Report (CFFR)—was discontinued in 2011 (see http://www.census.gov/govs/cffr/). Figure 6 thus 

represents the most up-to-date available data. 
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Figure 6 utilizes a different state level data source, which breaks down the functional spending categories 

differently than figure 5 for the latest available data from fiscal year 2010
16

. However, the broader picture 

remains the same. Direct federal government payments to individual Americans remain by far the largest 

individual spending category in almost all states. The exception is those like the District of Columbia, 

Alaska, Virginia, Hawaii, New Mexico and Maryland, where large federal government facilities and 

military bases means federal government wages, salaries and procurement expenses dominate. 

 

2.5 Fiscal Re-distribution Though the Federal Budget among U.S. States 

 

With the vast majority of U.S. federal government revenue coming from individual income taxes and 

mandatory employment related social contributions and most federal spending going out in direct 

payments to individual Americans, the scope for geographic fiscal redistribution between U.S. states 

through the federal budget is quite large. Yet, at the same time it must be emphasized that the directions 

of any such fiscal redistribution among U.S. states is overwhelmingly structural in nature, and is not very 

sensitive to the effects of the business cycle.  

 

The reasons are several. On the revenue side, federal government proceeds raised in a given state is, as 

revenue is mostly income tax based, largely dictated by the state’s general level of prosperity. High levels 

of average state resident incomes (e.g. GDP/capita) equal relatively high levels of payments into the 

federal budget. Conversely, on average poor U.S. states like West Virginia or Mississippi will contribute 

relatively less, and therefore generally be net recipients of federal government resources. States’ average 

GDP/capita levels, however, only change relatively slowly and the ranking of states’ contributions to the 

federal budget is therefore quite stable.  

                                                 
16 Military spending is largely included in the procurement category, “grants to states” include federal government grants to all entities in a 

given state, not just the state level government, and wages and salaries received by federal government employees (including in the military) 

are a separate category. 
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On the spending side a similar inertia exists, as it is longer-term demographic issues that mostly influence 

precisely where the American individuals receiving direct federal transfers live. States which have in 

recent decades seen a large inflow of elderly residents, such as for instance Florida, will therefore benefit 

from a relatively higher inflow level of this category of federal fiscal resources. At the same time, the 

biggest geographic impact of where federal money is spent comes through the location of federal 

government facilities, and noticeably U.S. military institutions. States with a large number of such 

government facilities, such as the District of Columbia, New Mexico, Hawaii, Virginia, Maryland or 

Alaska, will witness relatively larger inflows of federal resources. As with changes in the pattern of 

states’ contributions, locational patterns for federal government facilities and residents’ age structure 

adjust only quite gradually
17

.  

 

By taking the federal government fiscal resources received by individual states’ residents and subtracting 

from them the payments made by the same individual states’ residents into the federal government 

budget, the implied level of geographic fiscal redistribution can be estimated. Figure 7
18

 shows the 

implied fiscal redistribution through the federal budget between U.S. states in fiscal year 2010
19

. 

 

 

 
 

                                                 
17 Recognizing the economic and political importance of the locations of U.S. military installations, Congress and the Department of Defense 

has after the end of the Cold War – which precipitated the closure of many such facilities – governed the process through the establishment 

of an independent Base Closure and Realignment Commission (BRAC). The BRAC, made up generally of retired general-rank military 

personnel, diplomats and policymakers, is charged with issuing a report to the President, concerning how best to achieve the optimal U.S. 

military base structure, given the tasks and challenges facing the Department of Defense. There has been six BRAC processes since the late 

1980s. 
18 Figure 7 is estimated by on the expenditure side, assuming that the federal fiscal deficit is distributed among US states along their current 

relative contributions to US federal government revenue. Therefore figure 7 assumes that changes to US fiscal policy to close the current 

fiscal deficit fall evenly among the US states, which is of course a heroic assumption.  
19 Per footnote 15, these data cannot be updated. 
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Figure 7 overall makes it clear how the implied degree of geographic redistribution among U.S. states 

through the federal budget is in the case of some states very substantial
20

. It can be seen how 

relatively affluent states like Minnesota, New Jersey, Illinois or New York are substantial net contributors 

to the federal budget, while poor states like Alabama, Mississippi or West Virginia are net recipients. 

Unsurprisingly, by far the largest net benefactor of the federal budget is the center of the federal 

government in Washington, D.C., though the homes of large military facilities in New Mexico or Hawaii 

also benefit greatly. The fact that Delaware is the largest net contributor to the federal budget is related to 

the state’s historical position as the place of incorporation for the vast majority of U.S. corporations
21

. 

Delaware legally resident firms hence contribute a disproportionally large share of the federal government 

corporate income tax revenues paid by all U.S. resident firms, including many foreign ones invested and 

incorporated in the United States in Delaware, too.  

 

Conceptually, automatic fiscal stabilizers operate through general government budgets on both the 

revenue and expenditure side. Tax revenues from progressive income taxes, corporate and sales taxes will 

fall in recessions, while spending on unemployment and general social welfare benefits will rise. 

However, the strength of these effects will vary among the different layers of the general government, 

depending on at which level particular tax income is collected and expenditures made. As shown above in 

figures 4 and 5, the largest component of U.S. federal government expenditures comprise of direct 

social transfers to individuals. However, not all such expenditure is cyclically sensitive, as for instance 

old age pensions will not increase much more in a recession than otherwise dictated by demographics and 

statutory retirement ages
22

. In the case of the United States, where the vast majority of federal social 

expenditures are made up of old-age pension payments and healthcare, the automatic stabilizer effects on 

the expenditure side are relatively muted. Similarly, as will be further discussed below, federal 

government revenues consist mostly of personal income taxes, which is among the least cyclically 

sensitive of taxation categories. The federal government does not for instance collect any – considerably 

more cyclically sensitive – federal sales tax revenue, as this tax category is only collected by U.S. state 

governments. On the revenue side therefore, too, the automatic stabilizers in the U.S. federal budget are 

not particularly pronounced, though of course a dramatic and historically deep economic recession as in 

2008-09 will generate substantial revenue declines and associated deficits.  

 

Direct and automatic federal budgetary measures are therefore not a particularly strong component of the 

stabilizing macro-economic forces in the United States countering any asymmetric economic shock. As 

will be discussed in chapter 4, the costs of banking crises are borne through the Federal Deposit Insurance 

Corporation (FDIC), an independent federal entity with potential access to federal government regular 

revenues in an emergency, but not part of the regular ongoing federal government budget. Instead, a 

stronger reliance on more market-driven mechanisms has generally been present in the U.S. 

economy in the form of labor and capital mobility, and wage and price flexibility. A long-run decline in 

inter-state migration levels among U.S. states, however, has in recent years threatened this historically 

most potent stabilizing economic force in America
23

. U.S. geographic labor mobility though remains at 

levels considerably higher than in the EU or other regional economic groupings.  

 

As such, despite its generally relatively flexible economy, it is important to recall that sizable regional 

differences in state GDP levels remained in the United States in the aftermath of the global financial 

                                                 
20 The comparable levels of redistribution among member states in the 2010-11 EU budget ranged from -0.4 percent for Germany to +3.9 

percent for Lithuania. See European Commission (2011). 
21 This status for Delaware is in many ways the result of a long-term state government policy, and is a combination of a historical tradition 

for lenient state corporate tax laws and a general very business friendly state regulatory and legal framework. The latter has resulted in a 

great deal of U.S. common law practice in corporate affairs being established under Delaware state law, providing businesses with what is in 

many ways a more predictable (and friendly) legal environment here than in other U.S. states. 
22 Some older workers may, if presented with the option at their age, choose to enter into retirement earlier than would otherwise have been 

the case, if for instance affected by cyclical unemployment. Other working age people may similarly seek permanent disability pensions, 

rather than temporary unemployment benefits. Such leakage though is generally limited in well-designed social systems. 
23

 See Kaplan and Wohl (2015) and the sources cited herein. 
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crisis. Figure 8 shows the developments in state GDP’s in the five years after the previous U.S. economic 

peak in 2007. 

 

 
 

The state of Nevada remained 8.5 percent below the previous peak after 5 years, while Florida, 

Connecticut, Arizona and Michigan were still missing 5 percent of their pre-crisis economic output. The 

post-crisis economic performance by the laggard states in the U.S. fiscal union was therefore not 

materially better than the “T+5 performance” five years after the crisis began in euro area crisis countries 

like Spain, Portugal, Ireland or Italy
24

. It is also visible that probably the most important “automatic 

macroeconomic stabilizer” in the U.S. economy after 2008 was the fortuitous emergence of the shale 

gas/oil boom in states like North Dakota and Texas. 

 

With automatic macroeconomic stabilizers forming only a very limited part of the U.S. federal budget, 

any general government counter-cyclical fiscal policy financed through the federal budget in the 

United States must therefore be explicitly legislated by Congress in every economic downturn in the 

form of explicit and often headline grapping and politically contentious stimulus packages. An example 

of this budget process exists in the federal spending on unemployment benefits, where the costs for the 

standard about 6 month (or 26 weeks) of available benefits
25

 are in normal economic times shared 

between the federal budget and the U.S. states. When, however, in prolonged economic downturns (e.g. 

generally in every recession officially dated by the National Bureau of Economic Research, NBER
26

) 

                                                 
24 The euro area recession started later than in the United States in only 2008. By 2013, real GDP in Ireland had recovered to 94.5 percent of 

2008, in Spain and Portugal 93.3 and Italy 92.5. Only in Greece at 76.5 percent was economic performance much worse. 
25 The precise duration of standard unemployment benefits varies between U.S. states. In 2014, availability was 28 weeks in Montana and 30 

weeks in Massachusetts, but only 25 weeks in Arkansas, 20 weeks in Michigan, Missouri, Kansas and South Carolina,  19 weeks in North 

Carolina, 18weeks in Georgia and between 16-19 weeks in Florida. See details at http://www.cbpp.org/blog/where-things-stand-for-the-

unemployed.  
26 Founded in 1920, the NBER is a private, non-profit, non-partisan organization economic research organization closely related to MIT and 

Harvard Universities. NBER's Business Cycle Dating Committee meets regularly and is officially tasked with determining when the U.S. 

economy enters into a recession. The Committee is not guided by the “media principle” that a recession means two consecutive quarters of 
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elevated unemployment affect many American workers for longer than the relatively short 6 month 

standard benefit duration, the costs of further extending benefit coverage (beyond the standard 6months) 

is typically covered fully by the federal government. 

 

Figure 9 illustrates how the counter-cyclical spending item of unemployment benefits even at the height 

of the crisis in the United States in 2010 was less than 5 percent of the total federal budget expenditures.  

 

 
 

As discussed above, it has for decades been common practice for Congress to vote to supplement regular 

state unemployment benefits during periods of high unemployment. Crisis period federal government 

unemployment benefit payments are thus made through the federal government’s so-called Emergency 

Unemployment Compensation (EUC) schemes, which provide additional weeks of unemployment 

benefits available to workers who have exhausted regular state unemployment insurance benefits during 

such periods of high unemployment. The specific level and duration of federally funded extra 

unemployment benefits varies according to the unemployment rate of the state in which the recipient 

resides. The U.S. federal government last had an EUC scheme in place from June 2008 until the end of 

2013
27

, and EUC payments are always made out of the federal government’s general funds. 

 

Just as U.S. federal government revenue collection for and expenditures on old-age pension provision 

(e.g. Social Security) are carried out through a set of segregated accounts and trust funds, other specific 

federal governmental tasks are carried out through similar specific segregated accounts. These typically 

                                                                                                                                                                            
negative economic growth, but rather defines it as “a significant decline in economic activity spread across the economy, lasting more than a 

few months, normally visible in real GDP, real income, employment, industrial production, and wholesale-retail sales.” A finding by the 

independent and respected NBER that the U.S. economy has entered into a recession typically carries substantial importance in the American 

policy debate, and often is the prerequisite trigger for congressional discussions of providing potential fiscal stimulus to the U.S. economy. 

See details about the work of the NBER’s Business Cycle Dating Committee at https://www.nber.org/cycles/sept2010.html.  
27 See details at the US Department of Labor at http://www.ows.doleta.gov/unemploy/pdf/euc08.pdf.   
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