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Payroll Tax Cut Is Poor Stimulus
By Chye-Ching Huang and Samantha Washington

President Trump has said he will not support any additional relief or stimulus measures in
response to the human and economic crisis caused by the COVID-19 pandemic'
unless they include a temporary payroll tax cut.” The Administration has yet to settle on a specific
proposal, but Administration officials and advisors have floated several variations, including a
temporary elimination of both the employer and employee share of payroll taxes. Payroll taxes
amount to 15.3 percent of the first $137,700 of an individual’s earnings, with 7.65 percent paid by
employees (withheld from paychecks) and 7.65 percent paid by the employer.’

Relief measures are most effective as economic stimulus if they quickly deliver resources to people
and businesses that most need it and so are most likely to spend rather than save any extra dollars
they receive, thereby shoring up consumer demand and reducing the recession’s depth and length.
But a payroll tax cut scores poorly on these fronts.

e Cutting the employee share of payroll taxes gives the most help (in dollar terms) to higher
earners, who are less likely to need the help or to spend most or all of the extra money.
Compounding the weaknesses of this approach, it does less for those with lower earnings and
nothing at all for people who have lost jobs.

e And cutting ezzployer payroll taxes is an ineffective way to shore up business hiring and
investment. Business’ main problem now is lack of customers for their products — both
because of social distancing measures and because many customers’ incomes have fallen
dramatically as unemployment has risen. Businesses will not hire (or retain) more workers or
invest in more equipment than they need to produce the goods and services they can actually
sell.

! Chad Stone, “Fiscal Stimulus Needed to Fight Recessions,” Center on Budget and Policy Priorities, April 16, 2020,
https://www.cbpp.org/research/economy/fiscal-stimulus-needed-to-fight-recessions.

? Jeff Stein ef al, “Trump says he will seck payroll tax cut, relief for houtly workers as part of coronavirus economic

package,” Washington Post, March 9, 2020, https://www.washingtonpost.com/business/2020/03/09/trump-coronavirus-
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? For mote on payroll taxes and their role in the federal budget, see “Policy Basics: Federal Payroll Taxes,” Center on
Budget and Policy Priorities, updated April 17, 2020, https://www.cbpp.org/research/federal-tax/policy-basics-federal-
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For these reasons, a payroll tax cut would constitute poor and inefficient economic stimulus.
Other stimulus measures that would be highly effective and for which there is great need — such as
aid to help states cover their $650 billion in revenue shortfalls and avoid deep cuts to state services,’
strengthened nutrition assistance,” extended unemployment insurance, and measures to maintain and
bolster health coverage and care — should not be held hostage to a pootly conceived payroll tax cut
proposal.

Employee-Share Payroll Tax Cut Is Poor Stimulus

Relief and stimulus for households is most effective if it gets rapidly to those who will spend it
quickly — that is, low- and middle-income households, who must spend all or nearly all of their
limited incomes to meet basic needs. A payroll tax cut does not achieve these aims well:

¢ People without earnings or jobs wouldn’t benefit at all — a particular drawback now,
with tens of millions of people having recently lost employment. More than 32 million
people have applied for unemployment insurance since claims began surging in March, with
the most recent jobs report showing 20.5 million job losses in April and an unemployment
rate of 14.7 percent. The Congressional Budget Office (CBO) projects that the unemployment
rate will average 10.1 percent over 2021 and still be at 9.5 percent at the end of 2021.° That
would be the highest annual average unemployment rate since the Great Depression. A
payroll tax cut would do nothing for the millions of people who have lost jobs, even though
they are among those likeliest to need help and to spend any added resources they receive.
Nor would it help people who cannot work because they are sick or caring for family
members, such as young children or family members who are ill or have disabilities, or who
are seniors or people with disabilities themselves.

People with higher earnings would receive more in dollar terms. Consider a six-month
suspension of the employer and employee portions of the payroll tax. A couple earning a
combined $275,400 (with each spouse earning the maximum earnings subject to full payroll
taxes) would receive $10,534 in tax cuts over six months, while a single parent earning $20,000
as an essential worker cleaning hospital rooms would receive just $765. Even if the tax cut’s
dollar value were capped, only higher earners would get the maximum benefit. Affluent
households are less likely to require relief from financial hardship, and they generally spend a
much smaller share of any added income than lower-income households do.

Also note that the money from a payroll tax cut would trickle out slowly, likely diluting its modest
stimulus effect still further. For example, a payroll tax suspension would have to last more than ten
months before a full-time worker earning the federal minimum wage would receive $1,000 from it.

* Michael Leachman, “New CBO Projections Suggest Even Bigger State Shortfalls,” Center on Budget and Policy
Priorities, April 29, 2020, https://www.cbpp.org/blog/new-cbo-projections-suggest-even-bigger-state-shortfalls.

> Dorothy Rosenbaum, Stacy Dean, and Zoé Neuberger, “The Case for Boosting SNAP Benefits in Next Major
Economic Response Package,” Center on Budget and Policy Priorities, April 22, 2020,
https://www.cbpp.org/research/food-assistance/the-case-for-boosting-snap-benefits-in-next-major-economic-
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% Phill Swagel, “CBO’s Current Projections of Output, Employment, and Interest Rates and a Preliminary Look at
Federal Deficits for 2020 and 2021,” Congtressional Budget Office, April 24, 2020,
https://www.cbo.gov/publication/56335. These estimates take into account the significant relief already enacted.




Contrary to President Trump’s Claims, CARES Act Stimulus Payments
Are Better Targeted and Timelier

President Trump has suggested that a payroll tax cut is superior to stimulus payments like those in
the CARES Act.” In fact, the opposite is true, as a comparison of the CARES Act payments with a
six-month elimination of the employee share of payroll taxes (which Trump informal advisors Steve
Forbes and Arthur Laffer have proposed) demonstrates.®

Unlike a payroll tax cut, the CARES Act stimulus payments of $1,200 per adult and $500 per child
under 17 reach the lowest-income people, including those with no earnings, because there is no
minimum earnings threshold or phase-in to receive the full amount. (See Figure 1.)” The poorest
adults receive the same $1,200 as middle-class adults, and children living in deep poverty receive the
same $500 as middle-class children. Further, the stimulus payments phase down (and eventually
phase out) for households with higher incomes.

In addition to being much better targeted, the stimulus payments can deliver more relief far more
quickly than a payroll tax cut. The IRS and Treasury Department have delivered more than 130
million CARES Act payments in less than a month since the law’s passage."

7 Shannon K. Crawford, “Trump pushes payroll tax suspension unlikely to help unemployed, experts say,” ABC News,
May 1, 2020, https://abenews.go.com/Politics /trump-pushes-pavroll-tax-suspension-unemployed-
experts/story?id=70453842.

¥ Steve Forbes and Arthur Laffer, “Suspend the Payroll Tax,” Wall Street Journal, April 19, 2020,
https://www.wsj.com/articles/suspend-the-payroll-tax-11587316945

? Because workers stop paying the 6.2 percent Social Security payroll tax when their annual wages exceed $137,700, the
timing of a six-month payroll tax holiday would affect the total tax benefit received by the couple in Figure 1 making
$300,000. For simplicity, we assume the benefit of a six-month suspension is half that of a full-year suspension. We
assume the family of four consists of two children and two patents.
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Naomi Jagoda, “IRS says more than 130M coronavirus payments have been delivered,” The Hill, April 29, 2020,
https://thehill.com/policy/finance /495297 -treasury-says-120m-coronavirus-rebates-have-been-issued. For mote on the
work of delivering stimulus payments and the consequences of continued attacks on the Internal Revenue Service, see
Samantha Washington, “IRS Stimulus Glitches Show Cost of Eatlier Cuts,” Center on Budget and Policy Priorities,
April 28, 2020, https://www.cbpp.org/blog/irs-stimulus-glitches-show-cost-of-earlier-cuts.




CARES Act Stimulus Helps Families in Need
More Than Payroll Tax Cut

Six-month elimination of employee share of payroll taxes compared to
CARES Act stimulus payments, for selected households

CARES Act payments $10,700
Six-month payroll tax holiday

$3,400
$2,200 $1.900
$0 $0
Single parent of two Family of four Married couple
who was laid off making $50,000 making $300,000

Note: CARES Act = The Coronavirus Aid, Relief, and Economic Security Act. Assumes
earnings are consistent throughout the year and that both parents in the married couple
make $150,000 annually. Payroll tax holiday here refers to the temporary suspension of
employee Social Security and Medicare payroll taxes. Estimate does not include the effects of
the Additional Medicare Tax. Tax cuts rounded to the nearest $100.

Source: CBPP examples based on CARES act provisions and Department of Treasury data.

CENTER ON BUDGET AND POLICY PRIORITIES | CBPP.ORG

Employer-Side Payroll Tax Cut Is Also Poor Stimulus

The Trump Administration has previously suggested applying the payroll tax cut to the employer’s
share of the payroll tax as well as the employee’s share.'" Temporarily suspending employers’ payroll
taxes is highly unlikely to raise workers’ wages because it is only for a short period of time. Wage
rates usually take time to adjust to changes in costs, and do so primarily when the changes in costs
will be ongoing rather than short-lived. As a result, this likely wouldn’t improve workers’ finances
significantly or lead them to spend more on goods and setrvices. ' As CBO has written, suspending
employers’ payroll taxes generally “is unlikely to alter wage rates by very much and so would not
alter consumers’ resources very much.”" Instead, a payroll tax cut would put cash into the hands of

" Shannon Pettypiece, Kristen Welker, and Leigh Ann Caldwell, “Trump proposes eliminating payroll tax through the
end of the year,” NBC News, March 10, 2020, https://www.nbcnews.com/politics /white-house/trump-proposes-
payroll-tax-cut-through-end-year-n1154656.

12 As CBO explains, “Wages tend to be inflexible in the short run because of negotiation and administrative costs, so
that response [i.e. passing the tax savings on to employees in the form of higher wages or other forms of compensation]
is not likely to be very large.” See Douglas W. Elmendotf, “Policies for Increasing Economic Growth and Employment
in 2012 and 2013,” Congressional Budget Office, November 15, 2011, https://www.cbo.gov/sites/default/files /112th-
congress-2011-2012/reports/11-15-outlookstimulustestimony.pdf.

13 Congressional Budget Office, “Options for Responding to Short-Term Economic Weakness,” January 2008, p. 7,
https://www.cbo.gov/sites/default/files /110th-congress-2007-2008 /reports /01-15-econ stimulus.pdf.
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businesses but would likely be poorly targeted stimulus, providing too little to businesses that are
struggling to survive while giving windfalls to those that are doing well.

Much as with individuals, businesses must spend the payroll tax cut they receive for it to be
effective stimulus; otherwise, the funds will sit in the company’s coffers or be passed to
shareholders, who tend to be well-off and spend little of extra resources they receive. CBO
explained that a business tax break, like suspending the employer share of payroll tax, in a recession
“typically does not create an incentive for [businesses] to spend more on labor or to produce more,
because production depends on the ability to sell output.” Firms will only spend on hiring (or
retaining) workers or investing in equipment if they need to do so to produce goods and services
they can sell — which is driven by the demand for their products.

In a weak economy, businesses might take advantage of temporarily lower labor costs due to a
payroll tax cut to try to increase sales by cutting prices, CBO argued in the same assessment. But
that strategy is unlikely to succeed in the current situation. When so many people have lost jobs and
earnings and the outlook is so uncertain, consumers are unlikely to respond to small changes in the
price of goods and services, particularly for non-necessities. And, while many businesses need an
infusion of cash to remain viable until social distancing measures ease and consumer demand
strengthens, a payroll tax cut is not well designed for that purpose.

For example, consider a restaurant that can’t fully reopen until social distancing measures ease. It
will likely have furloughed or laid off waiters, cooks, and other staff, but may need cash to pay rent
and other basic expenses needed to survive until it can rehire staff. A payroll tax cut now would do
little or nothing to help that firm because it has little current payroll and little reason to bring back
workers while it has no customers. The tax cut would not provide enough cash to allow the owner
to meet other continuing costs or prepare for more stringent public health measures upon
reopening. By contrast, a large office software company whose workers can telework and still has
strong demand for its products and services would get a tax-cut windfall that it likely would pass on
to shareholders or let sit in its coffers, doing little to shore up overall consumer demand.

And an employer-side payroll tax cut makes even less sense now given that the CARES Act defers

payment of employers’ payroll taxes until 2021, so companies would see no immediate cash-flow
benefit."*

Policymakers Should Pursue Better Stimulus Options

Rather than pursuing a costly and ineffective payroll tax cut, policymakers should address
immediate needs and problematic gaps in the earlier relief measures. For example, they should
improve the CARES Act stimulus payments by including many immigrant families and dependents
over age 16 whom the measure unwisely left out.”” They also should enact high-impact relief and

" The law defers 50 percent of employers” 2020 payroll tax liability until 2021 and the rest until 2022. Tucker Higgins,
“Senate’s $2 trillion coronavirus package includes payroll tax delay for employers,” CNBC, March 26, 2020,
https://www.cnbc.com/2020/03/26/coronavirus-stimulus-bill-includes-pavroll-tax-delay-for-emplovers.html.

PChuck Marr ¢ al., “Future Stimulus Should Include Immigrants and Dependents Previously Left Out, Mandate
Automatic Payments,” Center on Budget and Policy Priorities, May 6, 2020,
https://www.cbpp.org/research /economy/future-stimulus-should-include-immigtrants-and-dependents-previously-left-




stimulus measures such as aid to help states cover their massive revenue shortfalls and avoid deep
cuts to state services (which would deepen and prolong the recession),'® strengthened nutrition
assistance'” and extended unemployment benefits, and measures to maintain and bolster health
coverage and care, especially through Medicaid. Such measures would help keep the economy from
sinking further and alleviate hardship. These measures should be designed to remain in place until
unemployment is no longer high and the economy has significantly recovered."

Concerns About How a Payroll Tax Cut Could Affect Social Security

Payroll tax revenues flow to the Social Security and Medicare Hospital Insurance trust funds.a
When policymakers enacted a temporary payroll tax cut during the Great Recession, they
protected the trust funds by replenishing them with general revenues. (The reduction in payroll
taxes still adds to the budget deficit, as is appropriate for fiscal stimulus during a recession.)

Nevertheless, some observers fear that temporarily suspending the Social Security payroll tax,
even with a transfer of general revenues to make the trust funds whole, could fuel efforts to
eliminate the tax permanently, as President Trump apparently favors.b Eliminating the payroll tax
would sever the link between a worker’s contributions to Social Security and the benefits received,
effectively ending Social Security’s status as an earned benefit. Without its dedicated revenues,
Social Security would also no longer be self-financing; instead, it would rely entirely on general
revenues and would have to compete with other programs for those resources. These changes, in
turn, could increase pressure to cut Social Security benefits, as some policymakers have long
proposed.

a CBPP, “Policy Basics: Federal Payroll Taxes,” updated April 17, 2020, https://www.cbpp.org/research/federal-
tax/policy-basics-federal-payroll-taxes

b Megan Henny, “Trump mulls permanent 0% payroll tax rate amid coronavirus fallout,” Fox Business, March 10, 2020,
https://www.foxbusiness.com/money/trump-mulls-permanent-payroll-tax-rate-coronavirus)

16 Blizabeth McNichol, Michael Leachman, and Joshuah Marshall, “States Need Significantly More Fiscal Relief to Slow
the Emerging Deep Recession,” Center on Budget and Policy Priorities, April 14, 2020,
https://www.cbpp.org/research /state-budget-and-tax /states-need-significantly-more-fiscal-relief-to-slow-the-emerging-

17
Rosenbaum, Dean, and Neuberger.

'® Chad Stone and Sharon Parrott, “Labor Market Conditions Should Determine Duration, Size of COVID-19 Relief
Measures,” Center on Budget and Policy Priorities, April 13, 2020, https://www.cbpp.org/research/economy/labor-
market-conditions-should-determine-duration-size-of-covid-19-relief-measures.




