
INTRODUCTION

In its 2022 State Business Tax Climate 
report, the Tax Foundation ranks Texas’ 
state unemployment insurance tax system 
as the 14th best in the nation, placing it 
in the top third of states’ unemployment 
insurance tax policies.1 The tax climate 
report measures the impact of state 
unemployment insurance tax components, 
including tax schedules and charging 
methods, on employers.2 In April 2022, 
the Department of Labor reported a 
national unemployment rate of 3.6% and 
high job growth across various industries 
nationwide.3 It also reported in March 2022 
an unemployment rate of 4.4% for the state 
of Texas. Moreover, nationwide, March job 
openings were at a record high of 11.5 million 
for all industries.4 These data show that the 
labor market is thriving and firms are hiring.
 However, looking back just two years 
ago, the national unemployment rate hit 
a record 14.7% in April 2020,5 pictured in 
Figure 1. During the COVID-19 pandemic, 
state unemployment insurance programs 
across the country experienced a difficult 
period as never seen before. Prior to 
the economic downturn caused by the 
pandemic, the Great Recession of 2008 was 
thought to have been the most challenging 
time for state unemployment insurance 
programs over their 85-year life span.6 Yet, 
when analyzing the number of weekly initial 
unemployment insurance claims recorded 
for the United States since 1967, the top 
20 recorded values occurred in the year 

2020 alone, the highest of which was 6.2 
million claims in the week ending on April 
4, 2020.7 As shown in Figure 2, for Texas, 
the record high occurred in that same week 
with 315,167 claims,8 and that month the 
Texas unemployment rate rose to a record 
12.6%.9 The record-breaking number of 
initial unemployment claims filed in April 
2020 prompted Congress, states, and local 
governments to focus on providing financial 
support to employers and workers through 
emergency payroll tax relief packages. 
 This report reviews another aspect 
of the rise in unemployment claims—
the national unemployment insurance 
program—and how it impacts employers. 
The unemployment insurance program is 
partly based on an employer tax called the 
state unemployment insurance (SUI) tax. The 
SUI tax is levied on businesses by states, and 
the experience rating is a unique component 
of the overall complex tax.10 
 In response to the rise in unemployment 
and the persistence of the pandemic over 
the past two years, some states have 
taken measures to alleviate the financial 
strain the SUI tax can place on businesses. 
Since February 2021, the Texas Workforce 
Commission (TWC) has postponed significant 
increases to the previously established 2020 
calendar year unemployment insurance 
tax rates,11 shown in Figure 5. For Texas 
employers, the average SUI tax paid 
decreased from 1.42% in 2021 to 1.35% in 
2022 of taxable wages up to $9,000 per 
employee. The average experience rating tax 
was held constant at 1.13% of taxable wages 
in the calendar years 2021 and 2022.  

In April 2022, the 
Department of Labor 
reported a national 
unemployment rate 
of 3.6% and high job 
growth across various 
industries nationwide… 
The labor market  
is thriving.
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 Research suggests that a reduction 
in payroll taxes leads to more hiring.12 
As such, the actions by the TWC to keep 
the tax rates low are assisting Texas 
businesses and supporting growth in the 
state’s labor market.
 In March 2022, the Department of 
Labor reported that the average SUI cost 
for all private U.S. firms was 0.3% of 
total compensation in covered payroll.13 
Additionally, the SUI cost for small firms 
with fewer than 100 employees was 0.4% 
of total compensation in covered payroll 
in the fourth quarter of 2021.14 Although a 
small percentage of total payroll, this tax 
can be largely out of the employer’s control 
due to internal layoffs, market demands, 
or unexpected shocks such as a pandemic. 
Experiencing a significant level of layoffs can 
increase a business’s SUI payroll tax rate; this 
is noteworthy for small businesses, which 
often face greater employment volatility. 
Economic fluctuations that cause layoffs 
have a direct impact on the experience rating 
component of the tax. In fact, researchers 
have found that while the SUI tax is a small 
cost for the majority of employers, in some 
post-recession years, more than 25% of 
employers paid annual SUI taxes greater than 
1% of their total payroll.15 Researchers also 
suggest that the methodology for distributing 
these costs is of significant consequence and 
that the possibility of states improving their 
current experience rating systems is worth 
reviewing.16 

HISTORY

The SUI tax, also known as the SUTA (State 
Unemployment Tax Act) tax, is an employer 
tax that requires businesses to contribute 
a percentage of their payroll to a state-run 
insurance program. In coordination with 
the Federal Unemployment Tax Act (FUTA) 
payroll tax, the SUI program is the pool of 
money from which laid off workers receive 
unemployment payments after submitting 
a claim. The system was established after 
another massive economic decline, the Great 
Depression, which lasted from 1929 to 1941. 
The Social Security Act of 1935 implemented 
this social insurance program across the 
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FIGURE 1 — U.S. MONTHLY UNEMPLOYMENT RATE, SEASONALLY 
ADJUSTED (2020–2022)

SOURCE  Bureau of Labor Statistics.

FIGURE 2 — U.S. TOTAL WEEKLY INITIAL UNEMPLOYMENT CLAIMS, 
SEASONALLY ADJUSTED (2020–2022)

SOURCE  U.S. Department of Labor.

May-22

2.0%

14.0%

10.0%

8.0%

4.0%

0

Apr-
22

Mar-
22

Fe
b-22

Jan-22

Dec-
21

Nov-21

Se
p-21

6.0%

16.0%

12.0%

Oct-
21

Aug-21

Ju
l-21

Ju
n-21

May-21

Apr-
21

Mar-
21

Fe
b-21

Dec-
20

Jan-21

Nov-20

Se
p-20

Oct-
20

Aug-20

Ju
l-20

Ju
n-20

May-20

Apr-
20

Mar-
20

Fe
b-20

Jan-20

1M

7M

5M

4M

2M

0

3/4
/2

2

2/4
/2

2

1/4
/2

2

12
/4

/2
1

10
/4

/2
1

3M

6M

11/
4/2

1

9/4
/2

1

8/4
/2

1

7/
4/2

1

6/4
/2

1

4/4
/2

1

3/4
/2

1

2/4
/2

1

12
/4

/2
0
1/4

/2
1

11/
4/2

0

9/4
/2

0

10
/4

/2
0

8/4
/2

0

7/
4/2

0

6/4
/2

0

5/4
/2

0

4/4
/2

0

3/4
/2

0

2/4
/2

0

1/4
/2

0

5/4
/2

1



3

nation.17 The design of the SUI program 
is unique, as the United States is the only 
nation in the world with an unemployment 
insurance program that bases an employer’s 
tax rate on its experience of laying off 
workers.18 The primary goal of the SUI 
system was to promote employment 
stability after the economic slump of the 
Great Depression. The country’s motion 
to establish such a system after the Great 
Depression is an example of how severe 
economic downturns can lead to the 
enactment of wide-reaching public policies 
to address a variety of fiscal issues. Although 
changes in public policy are often slow, this 
is an example of how significant changes 
can happen relatively quickly in times of 
great economic turmoil.
 Researchers have suggested alternative 
methods19 to provide a baseline for states 
and their policymakers to rethink their 
current rating systems and consider new 
methodologies for financing in order 
to become more business-friendly. 
However, these suggestions have yet to be 
implemented. In fact, since the SUI system 
was established in 1935 by the U.S. Social 
Security Act, there has been very little 
change in the program and its design at 
individual state levels.20 

SUI RATING METHODOLOGY

The SUI tax is a multifaceted system with 
individual components varying by state. 
Most states, however, have an experience 
rating component. Each year an employer 
is assigned an individual tax rate which is 
based on its unemployment risk, also known 
as the experience rating.21 Currently, 29 
states and 2 territories use an experience 
rating system called the “reserve ratio” 
calculation to determine SUI tax rates, and 19 
states, including Texas, use a “benefit ratio” 
calculation.22 These are the two experience 
rating systems most commonly used, either 
singularly or in combination with another 
of the four systems used across the nation. 
The other two are the “benefit wage ratio” 
and “payroll decline” methods.23 This report 
highlights the reserve ratio and benefit ratio 
experience rating systems. 

TWO YEARS OF BUSINESS “EXPERIENCE” IN STATE UNEMPLOYMENT 

FIGURE 4 — TEXAS MONTHLY UNEMPLOYMENT RATE, SEASONALLY 
ADJUSTED (2020–2022)

SOURCE  Bureau of Labor Statistics.
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FIGURE 3 — TEXAS’ TOTAL WEEKLY INITIAL UNEMPLOYMENT CLAIMS, 
NOT SEASONALLY ADJUSTED (2020–2022)

SOURCE  U.S. Department of Labor.
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Reserve Ratio

The reserve ratio system was the first 
experience rating method instituted by 
states in the 1930s. It is founded on the idea 
that individual employers are responsible for 
unemployment benefit charges, and that SUI 
costs should therefore not be pooled across 
all employers in a state. The reserve ratio for 
any given year for an individual employer is 
expressed as a percentage and is calculated 
as follows: 

Reserve Ratio = 100% × [Employer reserve / 
Average taxable payroll] 24

Determining an employer’s reserve 
requires a record of all prior years’ SUI tax 
contributions, Ct, and SUI benefit charges, 
Bt. Benefit charges, or “chargebacks,” 
are the unemployment benefits paid to 
former employees that are charged to the 
employer’s tax account to calculate its 
SUI tax.25 The reserve is calculated as the 
cumulated difference between the two. 
An employer’s average taxable payroll is 
typically a simple average of the past three 
to five preceding fiscal years.

Employer reserve (Rt)= Σ(Ct-Bt),t=1…T 

Average taxable payroll (APt) =  
[P(t – 3) + P(t – 2) + P(t – 1)] / 326 

The reserve ratio for any given year T is 
then mapped into the state’s operative 
tax schedule to determine an employer’s 
tax rate for year T.27 There is an inverse 
relationship between an employer’s reserve 
ratio and their SUI tax rate; that is, a 
decrease in the reserve ratio (achieved by 
either a sizable decrease in the employer’s 
reserve or a sizable increase in the average 
taxable payroll) will typically raise the 
SUI tax rate and vice versa. This inverse 
relationship reveals a potentially problematic 
consequence of the reserve ratio method: an 
increase in employment will naturally lead to 
an increase in an employer’s average taxable 
payroll, which subsequently decreases 
the reserve ratio and increases the SUI tax 
rate, thus suggesting that the reserve ratio 
method could discourage employment 
growth.28 This is the exact opposite of the 
intended incentive of the SUI program. 
Another notable consequence of the reserve 
ratio method is in its determination of 
current employment risk. As businesses 
often experience employment growth or 
declines, because of the method’s reliance 
on historical data, some believe that the 
reserve ratio is not an effective way to 
measure current unemployment risk for 
employers.29 The suddenness and the 
severity of the pandemic demonstrates this 
shortcoming. For example, the years 2017–
2019 did not provide an accurate estimate of 
the risk employers faced in the fiscal  
year 2020. 

Benefit Ratio

In response to some of the aforementioned 
issues with the reserve ratio system, some 
states adopted the benefit ratio method. 
This method is also based on the idea that 
employers are individually responsible for 
unemployment benefit charges.30 Whereas 
the reserve ratio takes into account 
the cumulative difference between tax 
contributions and benefit charges over 
all past years, the benefit ratio method 
only considers the benefits charged over a 
shorter term (typically three to five years). 
Because of this, the benefit ratio is regarded 
as a more accurate reflection of recent labor 
market conditions.31 
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FIGURE 5 — TEXAS AVERAGE EMPLOYER SUI TAX AND EXPERIENCE 
TAX RATES (2020–2022)

SOURCE  U.S. Department of Labor.

The state 
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on businesses by states, 
and the experience 
rating is a unique 
component of the 
overall complex tax.
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There are some consequences of limiting 
the time frame to three to five years. Most 
notably, the assignment of benefits can be 
an inaccurate measure of unemployment 
risk. For example, during expansion years, 
when firms typically have no layoffs,35 it 
is plausible for some employers to record 
zero benefit charges in any three-to-five-
year time period. This causes a clustering 
of employers at very low tax rates.36 In 
fact, research shows that in 2009, about 
55% of employers in states using the 
benefit ratio method were consistently 
assigned the lowest tax rate possible.37 
This means that the benefit ratio may not 
be the most reliable indicator of individual 
firms’ unemployment risk, since over half of 
employers share the same tax rate.38 This 
negates the purpose of the benefit ratio, 
which is to assign an individual tax rate 
to each employer. Another common issue 
identified pertaining to states using the 
benefit ratio method was the sheer number 
of administrative inefficiencies or difficulties 
associated with making individual benefit 
assignments to employers.39 
 The inherent problematic consequences 
of both systems warrant an exploration 
of alternative methods to determine an 
employer’s experience rating, and hence 
their SUI tax rate. 

The benefit ratio calculation is as follows: 

Benefit ratio = 100% x [sum of benefit charges, 
B, over i years] / [Sum of taxable wages, P, 
over i years] = 100% x 1T =  
iB(T – i) / [1T = iP(T – i – 1)],32 

where, T represents the current year and 
i designates the time frame (three to five 
years). Note that the denominator in this 
ratio is not a simple average of taxable 
wages over three to five years, but a 
summation of taxable wages over three to 
five years. In contrast to the reserve ratio, 
there is a direct relationship between the 
benefit ratio of an individual employer and 
their tax rate; that is, as the benefit ratio 
decreases (either due to a sizable decrease 
in benefit charges or a sizable increase in 
the taxable wages over three to five years), 
the corresponding tax rate for employers 
increases. 
 In 1969, the state of Texas altered 
its system of determining an employer’s 
experience rating from the benefit wage 
ratio method to the benefit ratio method, 
and it remains the same to this day.33 The 
Texas SUI tax rate, also referred to as the 
effective tax rate, and its components are 
shown in Figure 6.
 The General Tax Rate is the experience-
rated portion of the employer’s tax that 
is based on the total amount of regular 
unemployment benefits paid to a former 
employee and charged to the employer’s 
individual account over the base period, also 
known as the chargeback.34 
 As dictated by the benefit ratio method, 
in Texas the General Tax Rate is determined 
using the following calculation:

General tax rate (GTR) = (Three years of 
chargebacks) / (Three years of taxable wages) 
× Replenishment Ratio

The experience rating is embedded in 
the overall effective business tax rate, 
illustrating the complexity of the SUI tax.

TWO YEARS OF BUSINESS “EXPERIENCE” IN STATE UNEMPLOYMENT 

The actions by the 
Texas Workforce 
Commission to keep 
the tax rates low 
are assisting Texas 
businesses and 
supporting growth in 
the state’s labor market.

FIGURE 6 — TEXAS WORKFORCE COMMISSION EFFECTIVE TAX RATE

SOURCE  Texas Workforce Commission; authors’ illustration.
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SUGGESTED ALTERNATIVE METHODS

A 2019 study by Michael Miller and Robert 
Pavosevich offers two theoretical methods 
as alternatives to the current experience 
rating system40, and both share the goal 
of employment stability. One method is 
Employment Variation (EV), which would 
incentivize employment growth rather 
than penalize an employer with a higher 
tax. The researchers propose that once the 
employment variation index is computed, 
states calculate an annual premium to 
assess specific tax rates for each individual 
employer, which would be similar to the 
modern-day insurance companies' process 
of assessing rates. They note that this would 
help to transition the aged SUI system into 
current times. The Employment Variation 
calculation is as follows:41 

Employment change percentage (t) =  
100%× [Employment (t) - Total employment  
( t- 1)]/(Average employment)

where, average employment = the average 
quarterly employment taken over three 

years (or 12 quarters), t signifies the current 
quarter, and t – 1 the prior quarter.

Employment variation index =  
[(Sum of positive change percentages) +  
(W × Sum of negative change percentages)]/12

where, W is the weighting factor applied to 
negative employment changes.

The researchers note two potential issues 
that could occur with this method. One 
is the issue of zero employment for an 
employer during a particular quarter, due 
to a seasonal shutdown, for example, or 
another business operations closure. In this 
scenario, employment variation cannot be 
calculated, since in a zero-employment 
quarter there would be a zero divisor. In 
order to accommodate such a period, the 
zero employment quarters would be dropped 
from the average and the total average 
employment over the remaining quarters 
would be used as the denominator. 
 Another issue the study cites is the 
possibility of a business experiencing a 
zero-average employment change due to 

TABLE 1 — A COMPARISON OF THE RESERVE RATIO AND BENEFIT RATIO METHODS

Reserve Ratio Method Benefit Ratio Method 

Number of years in the 
computation

All years (requires complete history of SUI benefits and 
employer contributions) 

A subset of years, usually either the past three, four, 
or five years; the rest are “forgotten”

Relationship between  
ratio and taxes paid 

Inverse, i.e., lower reserve ratio corresponds to higher 
taxes paid 

Direct, i.e., lower benefit ratio corresponds to lower 
taxes paid

Measure of current labor 
market conditions

Not necessarily accurate, since computation takes all 
years into account

Accurate (compared to reserve ratio), since 
computation reflects the most recent subset of years

Measure of unemployment 
risk 

Not always reliable, since it accounts for past employer 
tax payments and full history of benefit payments

Not always reliable, since during expansion years, 
many employers will have zero layoffs

Clustering of tax rates No, since employers are assigned individual tax rates
Yes, especially at zero tax rates during expansion 
years 

Incentive for employers to 
increase employment

No, because increasing employment increases the taxable 
wage base, thus lowering the reserve ratio and potentially 
increasing taxes paid 

Yes, because increasing employment increases the 
taxable wage base, thus lowering the benefit ratio 
and lowering taxes paid 

Administrative burden 
High, since benefit assignments must be done on an 
individual basis

High, since benefit assignments must be done on an 
individual basis

SOURCE  Data from Michael Miller and Robert Pavosevich, “Alternative Methods of Experience Rating Unemployment Insurance Employer Taxes,” Public Budgeting & 
Finance 39, no. 4 (November 2019); Vroman et al., A Comparative Analysis of Unemployment Insurance Financing Methods (The Urban Institute: 2017).
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TWO YEARS OF BUSINESS “EXPERIENCE” IN STATE UNEMPLOYMENT 

an increase in employment countered by 
an exact same decrease in employment. In 
other words, in this scenario, there is a net 
change of zero in employment over a given 
time period, even though the employer 
experienced a variation. However, this net 
of zero would give a “false” calculation, 
not taking into account the actual shift 
in employment for the employer. This 
would allow for an employer to have the 
same average employment change as 
other employers who were able to keep 
a constant employment. A “net zero” 
employer’s contribution to the increase in 
costs to the SUI system would not result 
in the correct allocation of the appropriate 
rating to that employer. As such, the 
researchers note, to remedy this situation, 
that the EV method places more weight on 
reductions in employment. The weighting 
therefore rewards businesses with 
employment increases; this is referenced 
as the employment variation index. 
Establishments with higher hiring rates 
would receive lower tax rates.  
 The researchers also note that a 
drawback of the EV method is that 
employers could use the net-zero effect 
to lay off higher-wage earners and replace 
them with lower-wage earners. With a 
method using a chargeback, an employer 
would be penalized for such an action. But, 
as the researchers note, there remains a tax 
incentive for the employer to hire qualified 
workers without laying off any employees.
 Additionally, the EV system does not 
provide immunity for industries experiencing 
high unemployment or businesses suffering 
from continual layoffs. These types of 
employers will still experience higher tax 
rates, but the researchers note that this 
holds true for experience rating systems 
such as the reserve ratio and benefit ratio 
structures as well. 
 The second method that Miller and 
Pavosevich propose is Payroll Variation 
(PV). This option is similar to EV, except 
that it is based on changes in an employer’s 
overall payroll due to staffing levels or due 
to changes in wages offered to its workers. 
The PV method would allow for employers to 
receive lower SUI tax rates relative to other 
employers in the state with larger increases 

in gross payroll. Businesses with larger 
relative decreases in their payrolls would 
be assigned the higher tax rates. Similar 
to the EV method, the PV method would 
stabilize state employment and reward 
businesses that hire more workers. The 
researchers note that another advantage 
is that PV would incentivize employers to 
increase employee wages. Thus, in this 
case, businesses would be encouraged 
to fill higher-wage jobs instead of lower-
wage jobs, as well as to seek to fill full-
time rather than part-time positions. They 
also note that the administration of a PV 
system could be less difficult to establish 
than that of EV, since most states already 
collect wages through SUI programs. The 
researchers indicate that employer wages 
would need to be clearly defined in order 
to prevent businesses from overstating 
payrolls caused by wage increases due 
to discretionary payouts, such as year-
end bonuses. They also suggest that the 
decision to increase wages would need to 
be monitored by each business based on its 
individual circumstances as it recovers from 
downturns, but this method over the long 
term still furthers the goal of employment 
stability. The Payroll Variation calculation  
is as follows:42 

Payroll change percentage (t) = 100% ×  
[Total wages / (t) - Total wages (t - 1)] /  
(Average total wages)

where, average total wages = the average 
quarterly employment taken over three 
years (or 12 quarters), t signifies the current 
quarter, and t – 1 the prior quarter.

Payroll variation index =  
[(Sum of positive change percentages) +  
(W × Sum of negative change percentages)]/12

where, W is the weighting factor applied to 
negative payroll changes.

Miller and Pavosevich suggest that these 
alternatives would only affect the distribution 
of the tax rates and not the overall tax rate, 
which would allow for employers with the 
most growth in their employment rates to be 
assigned the lowest SUI rates.

The SUI tax can be 
largely out of the 
employer’s control 
due to internal layoffs, 
market demands, or 
unexpected shocks 
such as a pandemic. … 
A significant level of 
layoffs can increase 
a business’s SUI 
payroll tax rate; this is 
noteworthy for small 
businesses, which 
often face greater 
employment volatility.
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CONCLUSION

Because of the economic impact of COVID-
19, SUI programs were widely used to pay out 
benefits. State programs were heavily tested 
as were business owners, due to no fault of 
their own. The decision by some states, such 
as Texas, to hold experience rating levels 
steady has halted increases in employers’ tax 
rates; however, based on the structure of the 
experience rating,43 it is inevitable that the 
rates will rise in the future to accommodate 
future funding of the SUI program. The TWC’s 
short-term interventions have provided 
stability to businesses that are the financial 
backbone of the SUI tax system. Employment 
stability can only occur if businesses are 
stable and if a state has a supportive 
business environment. Since the start of the 
pandemic, the TWC’s initiatives demonstrate 
state policymakers’ continued efforts to 
positively impact Texas’ labor economy and 
promote its economic growth.

 Although there have been no major 
changes to the SUI system over its life span, 
alternative experience rating methods that 
would offer lower taxes for businesses that 
are proactive in maintaining or increasing 
staffing levels have been suggested. Such tax 
structures would be ideal in a “we’re hiring” 
market like the one currently occurring. It 
is to a business’s advantage to reduce labor 
turnover or large shifts in employment; this 
lowers the administrative costs of hiring or 
laying off workers, in addition to helping 
the employer to maintain qualified workers. 
Even if the alternative methods offered by 
Miller and Pavosevich are not chosen, a 
post-pandemic evaluation of the current 
SUI system and ways to improve it should 
be considered. Policymakers can use the 
pandemic as a springboard to consider 
structural improvements to a system that 
is sponsored by and provides long-term 
support to businesses.
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