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Mirage: Social Security Taxes

A recent decision of the Supreme
Court raises some interesting specu-
lations concerning the effects of “so-
eial security” or “payroll” taxes.

The Glenn L. Martin Company bad
entered into a contract with the War
Department, during 1934. The con-
tract provided that If Congress
should impose any taxes applicable
to the production, manufacture, or
sale of supplies, the contractor could
add the increased cost to the con-
tract price.

In 1935, while the planes under
contract were being manufactured,
Congress passed the Social Security
Act, which provided for the impo-
sition of payroll taxes.
Company sought to obtain from the
government, as additional compen-
sation under its contract, the added
cost of manufacturing the airplanes.

The Supreme Court, in ruling
against the airplane company, held
as follows: “The contract was comn-
cerned with Federal taxes ‘on’ the
goods to be provided under it, what-
ever the occasion for the taxes ...
Since g tax on payrolls, or on the
relationship of employment, is not—
but "in fact is distinet from—the
iype of tax ‘on’ articles represented
by sales taxes and processing taxes,
respondent is not entiiled to the ad-
ditional compensation which it
segks.”

Regardless of the legal merits of
the Court's opinion, the econemic
sigmificance of the decision is far-
reaching, While the Court held that
the increased cost resulting from the
type of tax in gquestion did not come
under the terms of the contract, the
inereased cost nevertheless resulied.
An employer-employee relationship
is- always entered info for a single
. .purgqse—'to engage in prodyction.
:Henee, dny tax on an employer-em-

duction, an additional factor in the
cost of production.

Bvery producer must obtain for
his products al leaslt the cost of
produetion plus the prevailing rate of
interest on his capital, If his re-
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turns fall below this minimum, his
operations are not profitable, and he
ig eliminated from the ranks of the
producers. If his costs go up, they

- must be passed along in the form of

increased prices, if his minimum nec-

essary return is {o be maintained.

And so, despite the legal verdict of
the high court, the higher wverdict
The fact
that the airplane conipany was not
permitted to recover its additional
costs in this case merely means that
in itls future contracts the payroll
taxes will be included in costs, and
therefore in price.

The increasing importance of so-
cial security taxes, which have be-
come a major source of government
revenue, makes necessary at this
time a critical examination of their
economic effect, In other words,
how is industry as a whole affected
by those circumstances described
above with respect to a single com-
pany? Before the answer can be
given, it will be desirable to see how
these taxes are imposed,

The original Social Security Act
became law on August 14, 1935,
Since then a number of important
changes have been made, most of
them being embodied in the Social
Security Act Amendmenis of 1939,
which were approved August 10,
1939. The payroll taxes levied under
the Social Security Act are of three
kinds.

1. Old Age Benefits Tax on Em-
ployees. The law imposges a f{ax
upon the income of every individual
at the following percentages of their
wages: 1 per cent from 1937 io
1942; 2 per cent from 1943 to 1945;
2% per cent from 1946 to 1948;.3

. per.y cent after 1948
i T_h “a 3

agrmultural and ' dorneitic:’ Wm*kers
ployee relationship is a tax on pro-

state and federal employces and
several other minor groyps. The law
iikewise exempts from taxation
wages in excess of §$3,000 per year,

A consideraiion of the social se-

-eurily tax on emplovees reveais sev-

eral Mteresting points, The tax, as

its wording implies, is simply an in-
come tax; the law itself calls it a
tax on ‘“income.” Viewed in its
true light, that of an income tax,
it is seen to violate all the principles
upon which our income taxes are
supposedly based, It offers mo ex-
emption, as does the income tax
Iaw, to the man or woman with a
small income. It is not based on
the principle of ability to pay. That
principle, tnsound as it is, is here
replaced by what is in effect a tax
on inability to pay. For if earnings
in excess of §8,000 are not iaxed,
then the man with ‘an income of
26,000 is only {axed on half his in-
come, or, what is equivalent to the
same thing, he pays a tax on his
entire income at one-half the regular
rate; the man with an income of
$2,000 per year pays at an equival-
ent of one-third the regular rate, and
0 on. As annual income increases
the proportion of tax decreages.

That a tax, which upon close ex-
amination is seen to be so ohjection-
able, has not met greater opposition
on the part of the taxpayer, may be
explained by the following three
considerations: .

First, most of the taxpayers are
not aware thal they are paying an
income tax, as the levy is not im-

. posed by the income tax law but

by the attractively entltled Social
Security Act.

Beconid, the tax extracted from
the taxpayers is made less painful
because it is deducted from his sal-
ary by his employer on pay-day, in-
stead of. being paid in a lump sum.
The taxpayer does not realize the
full extent of his tax and diminution
in his purchasing power.

Third, the expectation of benefits

i whigh a,rer prormsed by the Social

Security: A,ct namely an old-age pen-
sion. But the proceeds df_the tax
are nol set aside for payment of
pensions when they fall. due; they
are invested "in government obliga-
tions. - This simply means . that  the
tax proceeds are currently spent by
the government, which -substitutes
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for them its “I. O, rs.” Witk our
federal deficit mounting, it is ob-
vious that present taxation is not
sufficient to meet current expendi-
tures. All indications therefore point
tc increased taxes. In other words,
the money collected today, for which
the government promises future hene-
fits, is spent at once, and the tax-
payers car look forward to the
prospect of additional taxes so that
the government may then have funds
with which to make good the prom-
ise it gives in return for pregent
taxation.

2. Oid-Age Benefits Tax on Em-
ployers. The tax imposed on em-
ployers is at the same rate as thag
‘on employees. In other words, the
tax at present is one per cent of
taxable payrolls (not in excess of

$3,000 per employee per year}, and

will ultimately go up to three per
cent. The law calls it an “excise”
tax with respect to having individu-
als in one’s employ, ’

3. Unemployment Insurance Tax
on Employers. The federa) law lev-
fes an "“excise” tax on employers at
the rate of three per cent of total
wages pald. Taxable wages are
substantially the same as those sub-
Ject to the old age benefits tax, but
the federal unemployment tax ap-
Plies only to those employers having
. gight or more employees. The fed-
eral law allows as a credit against
Ihis tax the amount of unemploy-
ment insurance iaxes paid to the
various states, provided that this
credit may not exceed 90 per ecent
of the federal tax. All of the states
now have unemployment insurance
taxes of their own, most of them at
2.7 per cent of the payroll, equiva-
lent io 90 per cent of the federal
tax. The effect of this rate is to
permit credit against the federal tax
_ for substantially the full amouni al-
lowable. The combined result of the
state and federal unemployment taxes
is for the states to receive 2.7 per
cent of taxable payrolls, and the
federal government three-tenths of
one per cent, or a total of 3 per
cent between both,

The federal government does not
pay unemployment insurance hene-
fits directly to. persons out of work.

Tts contribution consists of grants to.

the states for the purpose of covering

the cost of their administration ex-
penses in connection with the opera-
tion of their unemployment funds,

With the operation of the payroll
taxes understood, it becomes possible
to consider their effect. )

As far as the employee is con-
cerned he pays a tax on the full
amount of his wages, up to $3,000
per pear. The rate, now ome per
cent, will ultimately rise to three
per cent, In those states where the
employes likewise pays an unem-
ployment insurance tax, his total
tax is inereased to that extent. The
consequence of these taxes is to de-
crease ihe employee's net earnings
and thus his purchasing power. The

result is the same as that of a.

wage-cut. .

The tax on the employer is one per
cent for old. age henefit purposes,
and the rate will go up asg high as
three per cent. This, combined with

“the three per cent unemployment in-

surance tax means a present levy
of 4 per cent and an mtimate {ax of
6 per cent on his taxable payroll.
To this must ;be added the cost of
keeping detailed employment rec-
ords and the filing of numerous tax
returns. The increased costs must
be passed along to the consumers
in the form of inereased prices.

In short, the employee, with a re-
duced purchasing power, must pay
an increased price for the goods and
services he buys. Since he no longer
can buy as much, some of the work-
ers who previously supplied his de-
mands are thrown out of work.
Thus a diminution of the income of
some workers results in a diminu-
tion, if mol an actual cessation, of
the income of othér producers.

The logic of these considerations is
inescapable, And yet, unless the
tendency of increased taxes to cur-
tail production is fully understood it
is sometimes overloocked because of
various otbher counter-activity ten-
dencies.

It is pointed out, for example, that
the price of some products has not
been increased since the Social Se-
curity Aect went into effect. But
since prices are closely affected by
cost of production, it follows that in
such cases prices would have gone
down if not for the increased tax
cost. Thus, while not as evident in

.
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such cdgses a§ where there is anr ab-
solute inerease in price, the tendency
io raise prices is just as real if it
counieractys what would otherwise be
8 price reduction,

That the price of some goods has

been decreased sinee the advent of .

these taxes "is undeniable. This
tendency may be accounted for by a
variety of causes, such as improved
methods, introduetion of labor-sav-
ing devices, or economies resulting
from increased production. And yet
even in such cases the taxes we are
considering exerted their effect by
keeping prices at a higher level than
that to which they otherwise would
have fallen.

Again, the argument is sometimes
presenied that producers are reluc-
tant to increase prices, as that will
curtail their sales; they are content
to pay the nmew taxes out of their
profits. Now, produecers may he di-

“vided into two groups, the few who

enjoy special privileges or monopo-
lies, and the vast majority who are
sibjected to competition. The argu-
ment above presented may apply,
partly or entirvely, to the first group.
By virtue of their privileged posi-
tion, they are already charging as
much as the traffic can bear. If they
feel that a price increase will he
followed hy a drastic reduction in
sales, they may deem it preferable
to absorb the additional cost them-
selves, While their own return will
now be less than it was previously,
it will still be greater than the av-
erage or normal return on capital. .

But by far the greater number of .

producers are not so favorably situ-
ated. They do not enjoy special ‘priv-
ileges, and hence competition keeps
their profits down to that level below
which they will not engage in pro-
duction, Any added cost forces out
the marginal producers, those who
formerly were just barely able to
keep going. The decrease in the
number of producers then has the

tendency to raise prices, regardless

of any desire on the part of those
producers to maintain the old price.
That this resulf must obfain follows
from the fact that frequently the
payroll taxes are greater than the
former profils of the producer.
One furtber argument must be
considered—that which claimg that
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no purchasing power is destroyed
by the faxes because thé recipients
of social seevrity benéfits now have
purchasing power which ofberwise
would not have beerr aviilable to
them. XHven a superficial examina-
tion of this argumeent reveals its
fallaciousness. In the first place,
" the purchasing power of these who
receive the various benefits is ob-
tained at the expense of the produc-~
ers. And the diminution in purchasing
power of ihe latter is real. Se‘eor‘mil.l_',r,l
even if there were a distribution to
beneficiaries of the same amount asz
the taxes collectsd, the net purchas-
ing power would still be reduced, be-
cause with the increased prices the
sante amount of money would now

buy less then. before, And Iastly,
because without the imposition of
additional taxes the full amount col-

lected in social secirrity taxes damnet -

be distributed to beneficiaries, since
a large portion must be deducted for
administration expenses,

In the light of this analysiz of the
soeizl security taxes it ig indeed dif-
fieull to understand bow they ever
came to be emacted. No social se-
curity program can be suecessful un-
less it accomplishes these aims:

i. To increase the real income of
all workers and prodiicers, so that
they may- have {he maximutz oppor-
tunity 1o salisfy their presernt needs
and desires and also provide for their
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old age. s )
2. To fatilitate continuous employ-
ment. ) :

3. To prevent the occurrence of fac-
tors which tend foward artificial
price inereases, since increased prices
lower true income, and low prices
ihcrease true income.

The social secutity taxes fail {o
acgomplish any of these aims. The-
taxes on employees lower their in-
come. The taxing of employers
tends fo reduce employmient, as does
the decreased income of the em-
ployees. The tendency for the taxes
1o increase pfices lowers the true
income of the conmmunity as less
goods and services can bhe obiained
for a- given eduivalent.



