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Pyroll taxes are not small pota-lems. The third group also saw a Payroll Taxes and Federal
toes: Today, over 90 percent ofneed for more revenue, but favoredRevenues
all workers pay more in payroll a broad-based consumption tax over

taxes than in income taxes. higher payroll taxes. Payroll taxes are the second largest
source of federal tax dollars, sur-

The report of the Advisory Council Senator John Ashcroft (R-MO) passed only by the individual in-

on So.cial Security recommends in-believes thgt the cc_)mbined federal come tax. [See Figure 1.] There are
creasing payrolll taxes. The counciltax bgrden is t.oo high fo.r many. several types of payroll taxes. The
members sp_Ilt into thre(-_:- _camps. Worklng Amerlcar.]s. Heis offerlng most well known, and largest, are
Two groups included raising payrola bill that would give workers an in
taxes as part of their solution for come tax deduction for the payroll
Social Security’s financial prob-  taxes they pay.

‘those earmarked for Social Security
and Medicare.

Payroll taxes were not always so

Figure 1 prominent. In 1937, the Social Se-
curity payroll t rate was 2 percent

100%

of the first $3,000 of wages. The
next increase did not come until
1950 when the tax rate was raised
to 3 percent. But expansion of So-
cial Security retirement and survi-
vor benefits and the addition of new
benefits, such as disability and
Medicare, resulted in a steady series
of increases in both the tax rate and
B ndividuat [ ] corporate | | Payrol [l Excise [ | oOther taxable wage base. [See Figure 2.]
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Insurance programs (OASDI). An- Figure 2

other 2.9 percent of wages go to pa Social Security & Medicare Tax Rates, 1937 to 1997

for the Hospital Insurance (HI) pro-  16.0%
gram, also known as Medicare Part o
A. The wage base for the Medicare & 1289, B social Security |||“|
tax was the same as that for Social 9:; | HMedicare “I M } } } ' ' | | ‘ | | | ‘ ‘
Security until 1991 when it more g 9.6% |I“"
than doubled. Since 1994, all wage: 4
have been subject to the 2.9 percer f,>’~ il |HHH‘HHHHHHHHH
HI tax. £ 6.4%
11}
AR
larger share of the economy. While 2 3.2%
the federal tax bite has stayed 8 ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘

around 18 to 20 percent of GDP, 0.0%-
, , 1937 1942 1947 1952 1957 1962 1967 1972 1977 1982 1987 1992 1997
payroll taxes have dramatically in-

creased from 1.6 percent of GDP at . . _ )

the end of World War Il to 6.4 per- the income tax while those attrib- paychecks is counted as a part of
cent today. If future payroll taxes uted to the gmployer are not. Pay- the $30,000 of taxable wages, and
were to be increased in an attempfO” taxes withheld from workers’ the worker must pay taxes on the
paychecks are counted as taxable $2,295 withheldMany consider
wages. For example, if a worker  the fact that workers must pay
earns $30,000 in wages, the em- income taxes on their payroll
gloyer pays a payroll tax of $2,295 taxes a tax on a tax.

and another $2,295 is withheld from

the employee’s paychecks. The  The Ashcroft Proposal:

Payroll Tax Burden on $2,295 paid by the employer does An Income Tax Deduction for

American Workers not appear on the employee’s W-2 Payroll Taxes
form and is not included as part of
Today payroll taxes are a greater taxable wages. However, the $2,2df3 ProPosal by Senator Asheroft

burden for most workers than are  that was withheld from the workersVOuld eliminate this double taxa-
income taxes. Rising payroll tax

rates have more than erased what- Figure 3

ever income tax relief the 1980s
brought. Moreover, payroll taxes hit 100%
the first dollar of wages, while in-
come taxes kick in after exemptions
and deduction®verall, 40 percent
of all workers with income tax re-
turns pay more in payroll taxes than
in income taxes considering only
the 7.65 percent paid by employees
That jumps to over 90 percent wher
the employer’s share is added. [See
Figure 3.]

to deal with the burgeoning finan-
cial crises looming for Social Se-
curity and Medicare, they would
take an even greater bite out of th
economy.
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tion by allowing workers an incometake-home pay would average 18 would offset one-third of the static
tax deduction for the payroll taxes cents higher, or an increase of revenue loss between 1998 and
they pay. Specifically, workers 1.7 percent. 2002.

would take an "above-the-line” de- The additional labor would lead to Distributional Effects

tion for their share of roll . o .
duction fo . eirsha e_o bay 0. more output and investment. By A standard distributional analysis
taxes that finance Social Security,

. 2002, annual GDP would be would show that 76 percent of the
which amounts to 6.2 percent of - . . .

$66.9 billion higher than otherwise tax cut from an income tax deduc-
wages below the wage base. The .
. or 0.7 percent. The stock of U.S. tion for payroll taxes would go to
1.45 percent designated as the em-_ . . .
, : capital would be $173.9 billion taxpayers earning under $100,000.
ployee portion of the Medicare tax higher than otherwise, or Because these same taxpayers pa
would not be deductible. Above- g ’ Payers pay

the-line means that the deduction 0.6 percent. 50 percent of federal income taxes,
would be available to taxpayers  Revenue Effects the tax cut package is progressive.

whether they itemize or take the  An income tax deduction for pay- Of greater concern should be the
standard deduction. roll taxes would reduce revenues extent to which people are better off
from the individual income tax by after the tax cut, something that
about 6.3 percent a year. The Jointstatic analysis does not measure
Committee on Taxation (JCT) has correctly. That is, what happens to
arrived at a similar estimate. But ofpeople’s incomes after tax?

Economic Effects

We used our general equilibrium,
neoclassical model of the U.S. o _
economy to assess the economic dicial scorekeepgrs llke JCT d.o not On average, taxpayers in the middle
fects of the proposed income tax d@ccount for the likely economic ef- . oo dictribution would
duction for Social Security payroll fCts of tax changes. If a tax cut experience roughly a 1.5 percent in-
taxes. The model incorporates taxd§2ds to an improved economy, the - - trertax income from the
through their effects on the returns 2dded growth will offset some reVeayroll tax deduction. Those in the
to labor and capital. An increase in"U€ l0ss from the cut. top fifth would see their aftertax in-
take-home pay caused by a tax cutgased on our estimates of the eco-comes increase by 1.7 percent. Tax-
will increase the amount of labor - homic effects, the additional growttpayers in the bottom fifth would
workers are willing to supply. Simi-stimulated by the tax cut on labor experience the largest increase in

larly, an increase in the aftertax re- aftertax income, 3.4 percent, be-
turn to capital will result in more
saving and investment. Increases in Figure 4

the amount of Capltal and labor Change in Average Aftertax Income, 2002: Income Tax Deduction for Payroll Taxes

available to the economy will in- 3.5%
crease output, income, and growth.

3.0%

Allowing workers to deduct their 2.5%-
portion of the Social Security pay-
roll tax would lower the marginal
tax rate on labor by 8 percent. In re-
sponse to the lower tax on labor ant
resulting increase in take-home pay 1.0%
workers would supply more labor.
After five years, these labor effects
would lead to the creation of
917,000 more jobs than otherwise.
For the economy as a whole, hourly
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cause they pay little or no income assessed within this context. All thef phased out at certain income lev-
tax and, therefore, get to keep morenajor tax reform efforts underway els, thereby raising marginal tax

of their gains from growth. [See

Figure 4.]

Implications for Tax Reform

Because major tax reform remainsKemp Commission, which was

aim to lower marginal tax rates on rates. Such targeted tax cuts, which
work, saving and investing. single out some activities for spe-
cial tax breaks, move away from,

The Ashcroft proposal would be.a o true tax reform.

step in this direction. In fact, the

Conclusions

on the policy agenda, at least for theharged with studying how to re-
longer run, tax proposals should be/amp the current tax system, rec- Payroll taxes are for most Ameri-

Publisher . . . . ... .. Tom Giovanetti
Editor. . . .. ....... Gary Kinman

IPI Quick Study is published by the
Institute for Policy Innovation (IPl), a
non-profit public policy organization.

NOTE: Nothing written here should be

construed as an attempt to influence
the passage of any legislation before
Congress. The views expressed in
this publication are the opinions of the

authors, and do not necessarily reflect

the views of the Institute for Policy
Innovation or its directors.

Direct all inquiries to:

Institute for Policy Innovation
250 South Stemmons, Suite 306
Lewisville, TX 75067

(972) 219-0811
Email: .. .......... ipi@ipi.org
Internet Website: . . . . . Www .ipi.org

ommended full deductibility of cans more burdensome than income
payroll taxes. Its report states that taxes. Allowing workers to deduct
“making the payroll tax deductible, the payroll taxes that they pay di-
income taxes would be calculated rectly from their wages would offer
on the basis of working families’ some relief, particularly for those
real net incomes.” with lower and middle incomes. A
payroll tax deduction also would
provide a modest boost to the econ-
%my and, unlike the child or tuition

Y'de reh:f o Igwer aﬂd mldhdle tax credits, move in the same direc-
Income Americans than other pro- tion as broader-based tax reform.

posals currently under consideration
espousing that same objective. Tax
credits for children or college tui-
tion would have few positive eco-
nomic effects and could be harmful

An income tax deduction for pay-
roll taxes also is a better way to pr
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