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Four Basic Facts About the Pending Payroll Tax Hike

J. D. Foster, PhD

he Social Security payroll tax is

scheduled to jump two percent-
age points on January 1, 2013, as part
of Taxmageddon. Other elements of
Taxmageddon include the simulta-
neous expiration of the 2001/2003
tax cuts, the expiration of a mostly
motley collection of lesser provisions,
and the imposition through the pay-
roll tax of a highly harmful tax sur-
charge arising out of Obamacare.!

Unlike most elements in
Taxmageddon that are fairly
straightforward, there is some con-
fusion surrounding the pending pay-
roll tax hike and its implications for
taxpayers and the economy. Here are
four facts to set the record straight—
but first, a brief history.

Origins of the Payroll Tax Cut.
Early in 2010, President Obama
encouraged Congress to enact addi-
tional stimulus tidbits in the face of
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alanguishing economy. Congress
responded by passing the HIRE Act,
which included a two percentage
point reduction in the “employer’s
share” of the payroll tax—but only for
new hires. As expected, this legisla-
tion proved to be mostly symbolic
and utterly ineffective in spurring
job growth. Though the economy
was well into an anemic recovery,
the unemployment rate in the first
quarter of 2010 was 9.6 percent, and
by the fourth quarter it had fallen a
mere 0.2 percentage points.

After the November 2010 election
and with the economy continuing to
sputter despite the full implementa-
tion of an unprecedented fiscal stim-
ulus, President Obama shifted policy
to abroadly available two percentage
point reduction in the payroll tax for
all workers. This broader policy was
enacted for one year as part of the
December 2010 legislation extend-
ing the 2001/2003 tax cuts, among
other things. Toward the end of 2011,
the payroll tax cut was extended
again but for only two months due to
an unfortunate sequence of politi-
cal missteps. In February, Congress
once again acted to prevent a payroll
tax hike through December 31, 2012.

Fact 1: The 2011-2012 pay-
roll tax cut has provided near
zero stimulus to the economy.

According to the Congressional
Budget Office (CBO), the reduction
in the payroll tax rate from 2011
through 2012 reduced tax revenues
by $224 billion.? By any measure,
this is an enormous tax cut. Yet quite
predictably, the policy has had nearly
zero effect on the economy for two
simple reasons.

First, it was explicitly enacted as
a temporary tax cut. Temporary tax
reductions rarely have appreciable
economic effects, because busi-
nesses and families do not materially
change their behavior in response.?
Itis difficult to change economic out-
comes without changing economic
behaviors.

Second, even if the payroll tax
cut had been put into effect for
many years or even made perma-
nent, it still would have had little to
no near-term effect on job creation.
In periods of high unemployment,
a change in tax policy to directly
induce an increase in hiring must
reduce the cost to the employer of
hiring a new employee. However, as
is now well understood, the payroll
tax is paid entirely by the employee.
While half of the tax is referred to as
the employer’s share, this portion of
the tax is collected by the employer
out of what the employee would
otherwise be paid in cash wages and
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benefits. Rather than referring to the
employer’s and employee’s shares of
the tax, it is much more accurate to
refer to the hidden portion and the
transparent portion of the employ-
ee’s tax.

As the payroll tax is paid entirely
by employees, reducing the tax can-
not reduce costs to the employer.
Instead, reducing the tax increases
the after-tax wage for workers, which
is certainly beneficial to workers
and, in periods of tight labor markets,
results in an increase in labor supply
and employment.

In periods of high unemployment,
the policy does almost nothing to
encourage employment. Rather than
increase the demand for labor, the
payroll tax rate reduction increases
the supply of labor. Rather than
reduce the unemployment rate, if
the payroll tax reduction had any
effect at all on employment, it was to
increase the supply of workers and
thus increase the unemployment
rate.

As difficult as it may be to imag-
ine, the fact is Congress and the
President targeted over $200 billion
in tax relief over two years for little
or no effect on jobs or the economy.

Fact 2: The payroll tax cut has
no effect on the Social Security
Trust Fund balances. The Social
Security payroll tax is intended to
fund Social Security benefits through
the trust fund. Yet the reduction in
the payroll tax has not reduced the
flows into the trust fund by a single

dollar. This budgetary paradox is
resolved by the simple expedient that
from the very beginning, every dollar
of missing payroll tax revenue due
to the payroll tax cut has been made
up by a dollar from the Treasury’s
General Fund—i.e., from individual
and corporate income tax revenues
and other sources.

This hold-harmless arrangement
is explained in the federal budget:

In addition, the Social Security
Trust Fund is held harmless and
will receive transfers from the
General Fund of the Treasury
equal to any reduction in payroll
taxes attributable to these reduc-
tions in the payroll tax rate.*

An important implication of this
arrangement if it continues is that
Social Security will have the same
resources today, tomorrow, and
indefinitely whether Congress acts to
prevent a payroll tax hike in 2013 or
allows current policy to expire.

Fact 3: Allowing the payroll
tax cut to expire would impose a
huge tax hike. Determining when
achange in tax law is a tax hike
should be simple, but it often is not.
The issue is made unduly compli-
cated and unintuitive by the poor
construction of Congress’s official
starting point for comparison: the
CBO revenue baseline. The CBO
revenue baseline is based on current
law, and in this case the law expires.
In contrast, the revenue baseline

presented by President Obama’s
Office of Management and Budget
(OMB) more naturally uses as its
point of reference the current policy
baseline, much as CBO bases its
spending baseline on current policy.

This difference can be easily
understood by considering the tax
policy put in effect in 2001 and 2003.
Using the CBO current law baseline,
the extension of this now 12-year-old
policy is treated as a divergence from
current law and therefore as a tax cut.
In contrast, under the OMB revenue
baseline, continuing current policy is
assumed, whereas allowing some or
all of the 2001 and 2003 tax changes
to expire is properly treated as a tax
hike.

Extending this to the payroll tax
cut is made slightly more compli-
cated because the policy was specifi-
cally intended to be temporary and
has been in law for only two years,
though Congress has twice extended
the law and President Obama has
twice signed the extensions.

The deciding factor as to whether
Congress would be raising taxes
by allowing the payroll tax rate to
jump up is not a budgetary abstrac-
tion but the cold, hard reality of
whether taxpayers see their taxes
rise or not. If the payroll tax rate
reduction expires, a taxpayer with
$50,000 in taxable wages would see
a $1,000 tax increase and would have
$1,000 less cash to spend on the fam-
ily’s needs. A Washington-centric
debate may leave the matter open
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to interpretation, but around family
dining tables the answer is obvious:
Letting the payroll tax rate rise is a
tax hike.

Fact 4: Raising taxes to reduce
the budget deficit is the wrong
prescription. The federal budget
deficit today is due almost entirely
to two causes. The first is exces-
sive spending. The federal govern-
ment is spending over 24 percent
of gross domestic product, com-
pared to anorm of about 20 percent.
Alternatively, if federal spending
were cut back to its historical share
of the economy, the budget deficit
would be about $700 billion lower in
2012.

The second main cause of the
budget deficit is the enduring weak
economy, which deprives the govern-
ment of the normal level of revenues
associated with a strong economy:.
Raising taxes through higher payroll
taxes or otherwise would do nothing
to reduce spending or improve the
economy.

A Misguided Debate on an
Important Policy. As the recent
Social Security trustees’ report indi-
cates, Social Security is heading for
a financial implosion. It is running
a deficit today and will soon lack the
resources to pay promised future
benefits. This will be equally true if

the payroll tax rate snaps back or not.

Itis also true that the economy will
perform the same for the next few
years whether the payroll tax rate
snaps back or not.

The issue Congress and the
President must decide is simply
whether in an era of high unemploy-
ment and slow wage growth, it makes
sense to raise payroll taxes on strug-
gling families. The question almost
answers itself.

—J. D. Foster, PhD, is Norman B.
Ture Senior Fellow in the Economics
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