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ANALYSIS OF THE ADVISORY COUNCIL'S PROPOSAL TO TAX ONE-HALF
OF SOCIAL SECURITY BENEFITS

Richard F. ﬁye*

I. Introduction

The 1979 Advisory Council on Social Security recommended that one-half of
social security bemefits be included in taxable income for calculating Federal
personal income taxes. The proposal included disability as well as old age
and survivors benefits, did not provide for an income level phase-in (a floor),
did not provide for a ﬁhasé—in over time (grandfathering), and was not explicitly
tied to benefit formula changes, payroll tax changes or income tax rate changes.lJ
Currently the entire amount of social security benefits is excluded from the tax
base by a 1941 Internal Revenue Service ruling, not by explicit Congressional
action. There is no deduction from taxable income for employee social security
contributions (taxes), but employer contributions are a deductible business
expenses to the employer.

This paper presents analysis of the distributional and other effects of

a change from the existing income tax exclusion of social security benefits

to the proposed fifty percent inclusion. In emphasizing the differences

*Agsistant Professor of Economics, Bowdoin College. My thanks to:
Bernard Wixon for his able research assistance; Mary P. Johnson,
Thomas Knoblauch, and David Pattison for assistance with the STATS
model; and Benjamin Bridges, Michael Packard, Hyman Sanders, and
Eugene Steuerle for valuable comments on earlier drafts of this paper.

1/ Advisory Council on Social Security, Social Security Financing and
Senefits (December 1979 pp. 64-65. Advisory Council on Social Security,
Minutes of September 7 and 8, 1979, p. 6. Note that: "Some members of the
council believe that the taxation of bemefits should not begin immediately
and that some kind of gradual phase-in should be provided. Other members -
support the recommendation only if coupled with the adoption of the council's

recommended bemefit formula, "(p. 65).



income taxation. The element of compulsion in taxation invites a strong
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between these two policies, very limited attention will be given to other policy
alternativesf;/ This analysis was initiated shortly after the Advisory Council
reported its recommendation. Since then, the Congress has made clear its
opposition to any change in the present tax treatment of Social Security Benefits.

Although not explicitly stated in the Advisory Council report, the underlying
rationale for including benefits in the tax base is that for comprehensive
presumption that standards of fairmess be observed. The argument is that
since all sources of income represent equal ability to pay taxes, exclusions
from the tax base will introduce both horizontal and vertical inequities.

Take two individuals with the same total income but with that total coming
from different sources. The individual with more untaxed social security
will pay lower income taxes--a horizontal inequit&. An additional dollar of
social security income nets one dollar to individuals at any different income
level, but an additional dollar of taxable income is worth only $1x(l-marginal
tax rate) - e.g., 86¢ for someone in the 14% tax bracket or 30¢ for someone
in the 70% tax bracket. Thus the exclusion which shields social security
income from progressive taxation is worth relatively more to those with high
tax rates resulting from high incomes--a vertical inequity.

The full exclusion means that social security benefits are accorded the
same ta# treatment as government transfer payments with a means test. In
arguing for the change, the Advisory Council reasoned that it is more appro-

priate for social security benefits to be treated like income from pensions.

2/ For such alternatives see Mickey D. Levy, The Tax Treatment of Social
Sedﬁfitz: Should the Exclusion of Benefits be Eliminated? (Washington, D.C.: "~
American Enterprise Institute, 1980); and Roberta Chicos, "raxation of Social .
Security Benefits," Congressional Budget Office Memorandum to Senate Budget

Committee (February 5, 1979).
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There are several justifications for the exclusion of means-tested trans-
fers which are not fully applicable to social security benefits. The zero |
bracket amoont and exemptions shield roughly a poverty line level of income
from taxation (see Table 1). For programs with means tests which also roughly
correspond to the poverty lines, most recipients would not pay taxes even if
the transfers were fully included. Thus administrative and compliance costs
can be saved with little loss of Federal revenues. Also, means tested trans-
fer programs have their own internal benefit reduction or "tax" rates which
are substanéially higher than the marginal income tax rates at low or moderate

income levels.

Table 1.—Poverty Line Versus Tax Free Income, 1977 and 1980

Zero Bracket Amount

Poverty Line plus Exemptions

Family Type a/

1977 b/ 1980 ¢/ 1977 d/ . 1980 e/
[¢H) (2) (3) (4)

Single, age<65, no children  §$3,147 $4,296 $3,200 $3,300%
Single, age<65, one child 4,054 5,536 ' 4,200 4, 300%
Single, age265, no children 2,895 . 3,954 4,200 4,300
Married, ages<65, no children 4,054 5,536 5,200 5,400%
Married, ages<65, one child 4,806 6,570 6,200 6,400%
Married, ages<65, two children 6,157 8,410 7,200 7,400%
Married, ages>65, no children 3,637 4,970 7,200 7,400

a/ Children are assumed to be dependents for poverty line and tax calculations.

b/ U.S. Bureau of the Census, Current Population Reports, Series P-60, No. 119,
Characteristics of the Population Below the Poverty Line, 1977 (Washington, D.C.:
U.S. Government Printing Office, 1979), p. 206.

¢/ The Poverty Line for 1978 from U.S. Bureau of the Census, Current Population
Reports, Series P-60, No. 124, Characteristics of the Population Below the Poverty
Line, 1978 (Washington, D.C.: U.S. Government Printing Office, 1980), p. 208, in-
flated by the change in the consumer price index to June 1980 from U.S. Department
of Commerce, Survey of Current Business 60:8 (August 1980), »p. 5-5.

d/ The zero bracket amounts are §2,200 single and $3,200 married. The personal
exemption is $750 and the general tax credit is $35 per exemption which is equiva-
lent to an additional $250 of exemption value. U.S. Department of the Treasury,
Internal Revenue Service, Pub. 17, Your Federal Income Tax (Revised October 1977),
pp- 6, 15, 151. :

e/ The zero bracket amounts are $2,300 single and $3,400 married; the exemption
value is $1,000. U.S. Department of the Treasury, Internal Revenue Service, Your
Federal Income Tax, Pub. 17 (Revised November 1980), pp. 9, 17.

*Less than the corresponding poverty line.
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Social security benefits are not conditioned upon a strict means test.
There is an earnings test reduction for old age and survivors benefits;g/
but since the reduction is based only on earned income the recipient could
conceivably have any amount of pension, dividend or other unearned income.
Social security benefits also differ from means tested transfer programs in
that there is a relationship between past employment or contributions and
benefits. In this way social security is more like a pension than a transfer.

Retirement pension benefits are taxed to the ek;ent that total expected
benefits exceed the individual's own contributions. During working years,’
contributions to pension plans by employees are included in the income tax
base while employers' contributions are not. Each -individual pension recip-
fent is required to calculate a fractional division of his or her pension income:
excluded from income taxation is the portion of benefits attributable to the
previously taxed employee contributions, included is the remainderawhich
represents the as yet wmtaxed employer coutributions'and interest:_/

I1f these same rules were applied to social security benefits, the
Advisory Council estimated that the average inclusion fraction for workers

5/
just now starting to work and contribute payroll taxes would be 83%. For

gj For 1980, each dollar of earnings in excess of $5,000 reduces benefits
by 50¢ for recipients aged 65 to 71. For those under 65, the exempt amount
is $3,720. There is no earnings test for those 72 and older.

4/ U.S. Department of the Treasury, Internal Revenue Service, Pension and
Annuity Income, Publication 575 (Revised November 1980). There is a special
"3-year" rule that if own contributions will be recovered within 36 months
then pension benefits are fully excluded until contributions are recovered
and then henefits are fully included. Discussion of special tax treatment of
other types of pensions and insurance is deferred.

5/ Social Security Financing and Benmefits, p. 63.
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the currently retired the average inclusion fraction calculated from the
pension ru127 would be even higher since payroll tax rates were historically
much lower. While the Advisory Council appealed to the pension analogy

as a reason for including social security benefits in the tax base they
rejected the pension rules in favor of the simpler and more generous constant

7/

inclusion fraction of one-half.

A. Preview of the Analysis

The first part of the aﬁalysis will simulate the changes in tax burdens
from making fifty percent of benefits taxable. The new policy will markedly
increase the number of beneficiaries who pay positive taxes, especially

at the lower income levels.. The amount of the tax increase will be the pro-
8/

duct of the recipient's marginal tax rate times one-half of benefits. Since
marginal tax rates increase with income, the tax increase expressed as a
percentage reduction in benefits will be larger for those with higher incomes.
Alternatively, the tax increése from the proposed change can be expressed as

a percentage of current law taxes. This measure will show a decline as

income rises since tax changes will be a larger percentage of the small initial

tax amounts at lower income devels.

e ————————

6/ See Chicos, pp- 16-18.

7/ Compared to strict applications of the pension rules, the constant in-
clusion fraction is relatively more generous to the older, lower con-
tributions, cohorts. Similarly, within cohorts those with lower earnings
are favored due to the progressive benefit formula.

8/ Since the broadened tax base can move taxpayers into higher tax brackets,

in order for this prediction to be more precise, the relevant marginal
tax rate must be an appropriately weighted average of the old and new
rates. There will also be minor effects from tax deductions or tax
credits which are calculated from adjusted gross income.
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0&: progressive income tax starts with a tax free amount and then
taxes successive increments to income at higher and higher marginal rates.
The analysis of changes in taxes puts the newly taxed half of bemefits on
top of all other income and thus at the highest marginal rate. Another
way to compare the two policies is to examine the average rates of tax
with respect to total income (taxable or not). Recipients of currently
exempt social security have lower average rates of tax than others with
the same total income. Taxiné half of benefits will narrow the gap,fbut
recipients will still have lower average rates of tax due to the remaining
exclusion of the other half of benefits:gl

There are two features of the existing social security benefit system
which have the characteristics of an income tax broadly conceived: the
declining marginal replacement rate in the benefit formula is effectively
a pr;gressive "eax" on the return to payroll tax contributions; and the
earnings test reduces benefits when earned income increases. Analysis
will be presented showing how e;ch of these combines with the existing
and proposed income tax.

In addition to the current exclusion of social security benefits, there
are also a variety of special tax features affecting other kinds of retire-
ment, survivors and disability income. These would need to be scrutinized
and perhaps changed if the treatment of social security were altered. A

brief analysis of some of these other tax features which relate to social

security will be offered.

9/ This comparison is perhaps more in the spirit of the comprehensive
tax base advocates. The problem remains, however, of appropriately
accounting for that part of benefits which represents a return of previously-
taxed employee contributions.
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B. Existing Evidence on Distributional Effects

There have been four recent analyses of the taxation of social security

benefits.

Advisory Council: The distributional analysis prepared for the Council
10/
by the Treasury's Office of Tax Analysis is presented in Table 2. We see

from column 8 that 447 of tax filing units with social security would exper-
jence an increase in taxes. This percentage rises from only 3% under $5,000
to 97% 'or more over $10,000. The dollar amount of the tax increase (benefit
reduction) showm in column 9 rises marke@}y with income (except for the
highest income bracket), but the tax increase expressed as a percentage of
old law taxes (column 11) declines dramatically. The total projeéted increase
in treasury revenues is $3.7 billion, with $353 coming on average for those
with an increase (not showm) or with $155 coming on average from all social
security recipient units (column 9). The simulations were not broken down by
type of benefit, age, or marital status.

Other evidence before the council showed tax exempt amounts of income or
benefits (similar to Table 1) and thus stressed that low income social security
recipients would not be affected by the proposal.

Mickey D. Levy of the American Enterprise Institute also analyzes the

effect of taxing social security bemefits using the Treasury Tax Model. The

results are shown in Table 3. His method of distributional analysis of

the change from existing law to the inclusion of one-half of bemefits is

to multiply the average benefit in each income group (columm 2) by one-half
10/ In orxder to facilitate comparisons, Tables 2-5 employ the same format.

Blank columns indicate information which cannot be calculated from the source
tables.

L
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of the average marginal tax rate (column 5). fhis method is approximately
correct but fails to capture the increases in taxes which come from the
increases in marginal rates from the broadened base. This understatement, as
he recognizes, is most important for the new taxpayers--~those who are moved
from the zero to 14% bracket. Note that the dollar amount of the tax increase
(column 9) increases with income as does the increase as a percent of benefits
(column 10).

Roberta Chicos of the Congressional Budget Office undertook another dis-

tributional analysis of the proposal to tax ome-half of benefits. She pro-
jected $3.9 billion in increased taxes for OASDI recipients for fiscal year
1978. Dhe to ambiguities in her presentation her results are not shown here,
but she did replicate patterns common to the other studies: the tax increase
as a percent of benefits rises with income while the tax increase as a percent
of old-law taxes falls with income.

Dorothy Amey, also of the Ccngréssional Budget Office, specifically

analyzes "The Distributional Impact of Taxing 50 Percent of Social Security
11/
Benefits." Her analysis, shown here in Table 4, differs from the others in

that she excludes Disability Insurance recipients and uses 1980 (instead

11/ Memorandum to Semate Budget Committee (May 20, 1980). Levy and Chicos
both look at policy alternatives in addition to the 50 percent inclusion and
present more than just distributional analysis.
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of 1978) income and benefit amounts. She estimates that the fraction of
recipients paying positive taxes would rise from 34 percent (colum 6) to
46 percent (columm 8). She breaks the recipient populafion into three age
groups. As income rises within each group we see the standard patterns of
increasing increments to taxes in dollars (column 9) or as a percent of bene-
fits (column 10) and a decreasing percentage change in taxes (column 11).
Across age groups, those 65 or older generally have a smaller percentage
reduction in benefits (column 10) but a larger percentage increase in taxes
(column 11) than younger recipients. Her estimate of the total 1980 increase
in taxes from including half of OASI benefits is $4.1 billion. Of this, $0.5

12/
billion or 13%Z comes from new taxpayers.

II. Analysis from CPS/STATS

A. Distributional Analysis

The data used in the current analysis are from the March 1978 Current
Population Survey (CPS) which provides income, social éecurity benefits and
other information for calemndar yeaf 1977.' The income tax burdens under the
alternative definitions of taxable income are estimated using the Social
Security Administration, Office of Research and Statistics' Simulated Tax
and Transfer System (STATS) model. .Appendix A provides some comparisoms of
the aggregate benefit and tax amounts from the CPS/STATS simulations to official
data sources. An important caution emerges from those comparisons: the results
are more reliable for row by row comparisons (across income or beneficiary type
groups) of average effects than they are for estimation of aggregate effects.
Also, due to the nature of the CPS, the income and tax amounts for the top

($50,000 and up) income group are not representative of the high income population.

12/ Amey, p. 14. This suggests that Levy's understatement from effectively
ignoring new taxpayers is substantial.
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Table 5 presents the 1977 tax amounts for existing tax law and for
the proposed 502 inclusion of .social security bemefits. Note the percent
of social security beneficiaries with positive income tax liability increases
from 23 to 33 percent (column 6 versus column 8) and that the new taxpayers
are in the $4,000 to $15,999 range--below that no one pays taxes, and above
that virtually everyone pays taxes éven under existing law. The average
amount of additional tax from the inclusion increases with income (colum 9) L
as does that amount expressed as a percentage reduction in'benefits (colum 10):2/
while the tax increase as a percent of existing law tax liability starts very
high and decreases markedly with income (column 11)%£/

The units analyzed in Table 5 are a mixture of age groups, family
types and sizes, and social security programs (retirement, survivors, disabled,
and dependents). Table 6 presents a2 summary of the effect of taxing benefits
on four suBgroups: Aged Couples--one or both members 62 or over and receiving
old age benefits or survivors benefits; Aged Individuals--62 or over and
receiving old age or survivors benef%iiﬁ Non-Aged Couples--couples with

one recipient of disdbﬁhify benefits;—- Non-Aged Individuals--individual re-

cipients aged 14 to 61. Appendix B presents more detail (using the format

Eij Note that as expected the percentage reduction in benefits (column 10)
is Toughly one-half (the inclusion fractiom) of the marginal tax rate (colum 5).

14/ The $2,000-$3,999 income group with its extremely small number of tax-
payers is an exception.

15/ Two~thirds of this group are jdentifiable as disabled from the responses
to "Why didn't you work?" on the CPS. The remaining recipients are most likely
disabled, since non-aged couples should not be eligible for retirement or sur-
vivors benmefits, but may include some whose family status changed between 1977
and the March 1978 time of the survey.

lﬁj This group {s unfortunately a mixed bag but the CPS lacks either the
information or the numbers to meaningfully separate: disabled, widowed survivors
age 60-61, surviving widowed mothers or fathers with dependents under 18,
surviving or dependent minor or student children, and the remainder who have-
changed status or have reported in error. -
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of Table5) on each of these groups as well as separate tables for those who
are affected by the taxation of benefits (Tables Bl.1-1.9).

In comparing the recipient type groups in Table 6, it is important not
to concentrate on the Totalrow since the income distributions of the groups
differ substantially.

Aged Couples versus Aged Individuals: The two person units have
average benefits roughly 1.5 times those'of the individuals (column 1 versus
column 4). Within each income group the individuals have a higher percen-
tage reduction in benefits (column 2 versus 5, note that the Total row
has couples affected more--this is because there are more couples with higher
incomes). Once past the lower income groups where few couples pay tax at
all, couples-—-with their higher benefits and lower initial tax amounts--
have a higher percentage increase in tax (colum 3 versus 6).

Aged Couples versus Non-Aged Couples: The aged have higher benefits
(columnl versus 7), and have a larger percentage increase in taxes
(colum 3 versus 9). Below $12,000 of income the non-aged have a greater
percentage reductions in benefits, but at higher incomes the effect reverses
(column 2 versus 8).

Aged Individuals versus Non-Aged Individuals: There is no pattern to
the average benefit comparison (column 4 versus 10). Above $6,000 of income
the aged have a larger percentage reduction in benmefits (colummn 5 versus
11), and with several exceptions, the aged also have a greater percen-
tage increase in taxes (column 6 versus 12).

Non-Aged Couples versus Non-Aged Individuals: This comparison follows

the same pattern as the aged couples versus individuals did. The couples
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generally have higher benefits (column 7 versus 10), have a lower percentage
reduction in benefits (columm 8 versus 11), start to pay taxes at higher
incomes but then (with one minor exception) have a larger percentage increase
in taxes (columm 9 versus 12).

The above tables stress the average effect of the proposal to tax
benefits. But that obscures some variation around the averages——some social
security recipients will be affected more, some less. So Table 7 shows
quartile distributions of the tax increase expressed as a percentage reduc-
tion in benefits (Appendix B, Tables 2.1 to 2.4 show the same distributions
for the four types of recipients). Most of the variation in the percentage
reduction in benefits measure is between those who don't pay taxes and those
who do--i.e., between the zeros and positive amounts. The variation among
taxpayers is rather narrow--see, for example, the small interquartile range

(colum 2 to columm 4) for the income groups $12,000 and above.

B. Adequacy of and Reliance on Social Security

The Advisory Council endorsed the principle of adeguacy for social
security benefits: "[W]orkers who have a regular attachment to full-time
employment covered by social security for at least 30 years should become
entitled to a retirement bemefit that at least keeps them out of poverty!&ZL/
For the sample year of 1977, mo recipient unit with income less than the
poverty line would pay positive income taxes (refer back to Table 1). Thus,
the taxation of benefits would not work against the adequacy goal. Between

1977 and 1980, however, the consumer price index and thus the poverty lines

increased by 37% (column 1 to column 2) while the tax free amounts only

17/ Social Security Financing and Benefits, p.55.
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tncreased 2-4% (column 3 to column 4). So in 1980 the taxation of benefits
could have affected some households with less than poverty income but with

no extra exemptions for being 65 or older (compare colums 2 and 4 of Table 1).

The Advisory Council also suggested that the taxation of half of benefits

would not affect those who rely solely on social gsecurity. Seventeen percent
of the sample indicated that social security was their only source of income.
After ruling out those with reported benefits greater than possible for 1977%§/
there is only one case in the entire sample, a disabled individual fiiing a
married-separate tax return, who would pay taxes on benefits.lg/

In 1980 (and beyond if there is no change in this part of the tax law),

the erosion of the real value of the zero bracket amounts and exemptions in-

creases the poSsiblenumber of cases affected.

C. Average Tax Rates

The horizontal equity argument against the current exclusion of social
security is that it results in substantial differences in tax burdens between
recipients and non-recipients with the same total income. Table8 shows
average tax rates, income taxes as a percent of total money income,
for four different age-marital status groups. Compare, for example, hon-
recipient and recipient couples with one member 65 or older (columns 1 and 2).
Note that those not favored by the exclusion pay roughly 5% more of their
{ncome in taxes. The proposed inclusion of half of bemnefits (columm 3) would,

quite predictably, close about half of the gap in average tax rates. This same

result holds for the other three age-marital status groups.

{Ej In 1977, the maximum possible annual benefits were $5,147 for a 65~
year old individual retiree, $4,896 for a 64-year old individual retiree,
and $7,070 for a 24-year old disabled individual. Couples could conceivably
contain two individuals with maximum eligibility.

ng The STATS model assigns a separate return to those reporting as
married with spouse absent. Had this individual filed a single or married- -

joint returnhe or she would not have paid any taxes.



<20~

<1§¥0 BujAjesai pue §9-79 IOy} IpRIUY UwI

c9 afe jo swiaj ujy Kj3do1a3ie paujjep 2ae

*3]qUI]EAVY BUOJIBAIIEqO ON -

peBu, sa[qel 124Yyjo Ayl uy ATFya

aiay sdnoa8 sBe a3yl 1wyl BION

L L A 9°9 9°1 i1 $°01 Lt [ Y 0°01Y 6°tL [ 3 ¥ 11 eoseccccce1vlO]
6°827 t A X4 0°1¢ 0°17 y°61 1°62 1°1¢ 982 1°LE €°85¢ [ 9 %1 1°s2 *aiow 10 000°0S
s 81 $°91 [ g X4 t°91 9°%1 9°91 g° 17 6°61 6°¢€¢ g°%1 L AR [ A *'666°6Y-000°ST
6°St z°91 9°81 tett L 6°7t T°91 g°el 1°9V 2°01 6°¢L 0°¢tl *+666°%2~000°'02
Ll L°6 0°91 [ A L A ] 9°01 [ | L0t 6°61 1°8 9°G 9°01 ©*666°61-000°9t
$°6 vt v'ui 6°S 1y L8 el t°6 [ A 0°9 [ 1°6 ©*666°S1-000°Y1
6°8 1°t 1°€1 9°Y g°¢ €°dL 6°6 €t gzl 6°Y [ A 4 0°8 **666°C1-000°T1
z°9 <Y 91l 0°2 8° v s 0°8 v°s Lot 9°¢ €1 89S ©*666'11~000°01
Ly 82 <°6 9° [ St L*°s 8°1 1°8 12 9 it ©00°666°'6~000°8
0°7 L 0°tL 1 0° [ | st 11 £°9 v°0 1°0 9° **1+666'L-000"'9
€ . 1 st 0 ... [+ R | LA T 6°1 - - 0°0 cere666°S-000°Y
0 0 € 0° 0° 0’ 0°0 0°0 0°0 - - - c0cc666'€~000°2
0°0 0°0 0°0 0°0 0°0 0°0 0°0 0°0 0°0 0°0 0°0 0°0 000°7 ueyl 8837
(z1) | Qaun | (o1) | (6) | (8) | (L) (9) | (s) | (v) (t) | (27) | (1)
as3jy | @aojag } sjuajd | 1333V { 230324 } sjuayd 1933y | 210328 | sjuagd aaijy | @aojag | sjuajd
| -1299 [ | ~yo2u | -322y | =129y (saeyiop)
sjuajdyoay _ ~uoN sjuajdyoay | -~UON sjuajdyooy | =-uonN awodoul fvIol

¢9 28w iapun
‘s[enNpiAIpPU]

¢9 98w aspun ylroq
tgaydno)p

yg 28e aaao0

|

|

|

sjuajdyoey | =uon |
|

|

| ‘sTUNPpIATPY]L

y9 a8e 19A0 su0 1EVIT W

*sajdno)

LL61 '8nI1®IS TRIFIAERH v:a\M a8y £q
gjuagdjoay 8neiaa #sjuajdjoay~-uoN

sgipjauag jJo JTeH Suixel 1313V puv

tawodu] ]¥305 jo JuariId ¥ BE XE] swodsuji~--°9 219¢€l

210334



3 i el

-21-
I1I.' Social Security and Income Tax Interactions

A. The Income Tax and the Benefit Formula

Gongress has subjected social security bemefits to quasi-taxation with
a benefit formula which is progressive (i.e., relatively less generous to those
with higher incomes) with respect to past earnings. Congress has subjected other
sources of income to the personal income tax which is progressive with respect
to ,surrent taxable income. Since benefits are excluded from income taxation,

these effects are now separate, but under the Advisory Council proposal they

would- be combined.

The relationship between an individual’s payroll tax contributions or
earnings and benefits can be measured in a variety of ways: rates of returm,
replacement rates, or bénefit to contribution ratios. The element of compulsion
in social security suggests that any such measure be compared to a standard of
fairness or equity. Since the Advisory Council proposes the additional compul-
sion to pay income taxes on benefits, individual equity evaluations should in-
clude the effect of income taxes. The income taxation of bemefits will (for
those affected) lower rates of return, replacement rates, Or benefit to contri-
butions ratios.

The Advisory Council estimates a benefit to contributioms ratie which is
calculated so that:

Ratios above 1.00 indicate that the present value of expected future

benefits exceeds the present value of future employee taxes to be paid,

while ratios above 2.00 indicate that the present value of future

benefits exceeds the value of expected combined employer-—employee

taxes. 20/

Recent retirees or those soon to retire have done quite well in expected benefits

relative to contributions. For hypothetical workers retiring at age 65 in 1979,

20/ Social Security Financing and Benefits, p.51. Also see pp. 52-55 and
Orlo R. Nichols and Richard G. Schreitmueller, "Some Comparisons of the Value -
of a Worker's Social Security Taxes and Benefits," Social Security Administration,
Actuarial Note No. 95 (April 1978). The calculations assume a nominal discount
rate of 6.6%, and expected rates of price inflation of 4.0% and earnings growth
of 5.75Z—Nichols and Schreitmueller, p. 3.
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even a single (no extra bemefits for dependents) , male (lower life expectancy),
maximum earner (maximum progression from the benefit formula) has a discounted
benefit to contributions ratio of 4.97. But ratios calculated prospectively

for future retirees are substantially lower. Of hypothetical workers entering

covered employment at age 22 in 1979, only those with extra benefits for depen-

dents have ratios in excess of 2.0 and a single, male, maximum earner has a ratio

of just 1.0. If the discount rate assumed in these calculations is accepted as

"gair," then the individual equity of social security for many future retirees

is questionable even without any additional reduction of bemefits from income taxation.
Appendix C presents an alternative méasuré for individual equity comparisonms,

the ratio of incremental benefits to incremental contributions. The measure

permits explicit treatment of the income tax rate, the inclusion fraction and

the variables in the benefit formula. Thé basic conclusions are the same as

this section: the benefit-contributions relationship is fair or even generous

to those soon to retire, but in the future may be unfair--especially to single,

male, high earners—--even without income taxation.
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B. Benefit Taxation and Work Effort:
Interaction with the Earnings Test

The effect on income of including a portion of benefits in the tax base
will be (for those affected at all) to lower after-tax income and thus to
encourage work. The gffect on net wage, however, can go either way. With a
progressive rate str;cture some taxpayers will be moved into higher tax
bfackets which will decrease the value of an increment to work. For those
taxpayers who are also subject to the 50% earnings test for social security,
the feedback of lower benefits on the tax base can serve to increase the
return to incremental work effort.

An example will illustrate. Assume that an individual is in the 14Z
{ncome tax bracket and is subject to the 50% social security earnings test
rate. Under existiné tax law an additional $100 of earnings would increase
income taxes by $14 and decrease social security bemefits by $50, for a
combined marginal rate of 642. If one-half of benefits were taxable, then
an incremental $100 of earnings would decrease social security benefits by
$50 and this would decrease taxable income by $25. Thus the net change in
the tax base is $75 (direct effect of $100 minus feedback effect of $25),

which means ta§i7 go up by 14%Z of that (i.e., $10.50) for a combined marginal

rate of 60.5%.

_2_]_-/ More formally, t* = ett(l-ie).
where, e = the earnings test rate
t = the marginal income tax rate
{ = the inclusion fraction
t* = the combined effective rate.
Thus under existing law (i=0), t*=e+t. While for the proposed law (i=.5),
t*=e+t' (1-.5e) where tst' due to the effect of the broadened base on the
progressive rate structure.
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In this example (which started and ended with the individual in the
14%7 income tax bracket) the inclusion of benefits lowered the combined
marginal rate from 64% to 60.5%. But with slightly less initial income,
we could have assumed a 0% initial marginal tax rate and a 14% rate oanly
after the base was expanded. Under these assumptions, the combined rate
giggé from 50% to 60.52 when benefits are included.

This same logic——opposing progression and feedback effects for those
subject to the earnings fest-—applies to discrete work versus retire choices.
Which effect dominates is related to income in an important way: at low incomes
the progression effect will tend to be larger since the jump from 0% to 147 is
so substantial; at high incomes the feedback efféc:'will tend to dominate since it

22/
is proportional to the marginal tax rate. The examples in Table 9 illustrate

this.
First, look at the labor supply choice facing the potential earnmer

in couple A, eligible for $4,000 in social security (row 3) but with no
other retirement income (row 1). Under existing law (columns 1 and 2) the
decision to work and gross $9,000 (row 2) would net an additional $6,772
(row 9) after a $2,000 reduction in benefits and income taxes of $228. 1If,
however, one-half of benefits were subject to tax (colums 3 versus 4), the
increment to taxable income is on top of an already taxable base of $2,000
(column 3, row 5). Even though the addition to taxable income is not the
full $9,000 amount of earnings——it is reduced by half the $2,000 change in
benefits-—the effective tax rate is higher. Thus the net from work (row 9)
when benefits are taxed is only $6,622, lower than for the full exclusion
case.
-__zz?_tvaluating the formulas in the above footnote for e=0.5 yields:

existing law k=, 5+t

proposed law tk= 5+,75¢'

and for e=Q:

existing law th=t
proposed law t*=t'
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The second part of the table depicts the same comparison except that couple
B is assumed to have $10,000 of taxable interest, dividends or pensions (row 1).
Since this other income "uses up" the crucial zero tax bracket, here the feedback
effect outweighs the progression effect. The net from work (row 9) is greater
($5,436) when benmefits are taxed than when they are excluded ($5,318). Taxing
benefits provides an additional encouragement for couple B to work by lowering

net income (row 7) for the "don't work" decision by $329 (column 7 minus column

5) .23/

The hypothetical example of Table 9 has shown that a switch to taxing
benefits can conceivably at the same time discourage work effort by those with
low retirement incomes and encourage work from those with high incomes.

The actual number of recipients affected and the direction and amount of

the effect are empirical questions. "The effect on net income for the 1977 -

~ sample year has already been estimated as the change in tax liability (columm 9

in Table 5). The effect on net marginal return is presented in Table 10 (and

Appendix Tables B3.1-3.5) which shows the combined marginal rates of income
taxation and earnings teét benefit reductién.gﬁ

The vast majority (73%) of recipient units would have their combined
marginal rates unchanged (column 9). Most all of these (67% of recipients, see
Table 5, column 8) are those unaffected by the taxation of benefits--with income
and net return both wunchanged. This leaves a small fraction (6% of recipients)
with an encouragement to work from lost income but with no change in the net

return.

+

23/ There is no such encouragement for Couple A since they have insufficient
other income to pay taxes without working (row 6, columms 1 versus 3.

24/ There are a variety cf other features of the tax-benefit system which
could be affected by marginal earnings:the tax credit for the elderly, the
employee portion of the payroll tax (note that even if the employer portion of
the payroll tax is backward shifted to lower wages in the long rum, for an
individual choosing work hours the gross wage rate is fixed in the short run),
the earned income tax credit, state income taxes, any other tax credit or trans-
fer program with a phase out based on earnings. The omission of these tax,
benefit reduction or credit reduction rates from the analysis will generally
understate the combined marginal rate, but the federal income tax and social
security earnings test will show most of the change between existing law and
the proposed law.
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The next largest group (227 of recipients, column 10) would have an
increased tax liability and an increase in the combined marginal rate. They are
thus discouraged from work by a- lower net incremental wage but encouraged to work
by a lower net income.

Those who are subject to the marginal earnings test represent 6Z of the
total number of units (colummn 1). Fully 80% of this group or 5% of all recipient
units (cdlumm 8) would have their combined rate decrease if bemefits were made tax-
able. This means that their net income and net wage effects would both encourage
work effort. This group is important for several reasons. Since they start with
a very high combined rate umnder existing law, modest decreases will represent big
percentage increases in the net wage.zé/ Also, since they are already earning at
least the exempt amount, they likely represent a disproportionate number of those
recipients who are willing and able to work and thus to respond to economic . .
incentives.

In summary, the work incentive effects from a change to taxing half of benefits
divide the 1977 recipient units into four groups:

672 would be unaffected;

6% would have lower income and an unchanged net wage;

22% would have lower income but an opposing incentive from a lower net
wage; and, :

5% would have lower income and a reinforcing encouragement to work from
a higher net wage.

C. Other Systematic Program Interactions

Both the income tax and social security programs have systematic differences
with respect to marital status and the distribution of earnings (or income) within
the wnit. In order to illustfate these differences and to show how they would
be changed by the income taxation of half of benefits, Table 1l presents four
different two-person units each with the same total earnings history (column 1)
and with the same total income from sources other than social security (column 3).

Couple A versus Couple B: The married couple A is favored under social
security rules since a dependent spouse gets 50%Z of the retired workers's benefit
(colum 2). Couple A is also favored under the income tax because B receives ng
personal or age exemptions for the wnmarried companion, and the rate schedule

for singles is more progressive than for married (columm 4).

25/ Take, for example, the average individual from the $16,000-819,000 income
group for whom the cambined rate falls 5 percentage points (column 7) from 72%.
(column 5) to 67% (ecolumm 6). If we assume (conservatively) that payroll, state
income and other taxes take an additional 87 out of marginal earnings, the net
take home from a dollar of gross earnings rises from $.20 (=1-.72-.08) to $.25
(=1-.67-.08) - an increase of 25%.
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Table 11 .——The Effect on Benefits and Taxes of Marital Status and Earnings Shares
for Hypothetical Couples , 1982

(1) (2) (3) (%) (5)
Annual Other 01d Law . Tax
Couple ALME Benefit a/ Income Taxes b/ Increases ¢/
A-married §1,200 $5,626 $8,000 $81 $662
+0 +2,813 +0
B-singles 1,200 5,626 8,000 598 542
+0 +0 +0 +0
C-married 600 3,557 4,000 81 545
+600 +3,557 +4,000
D-singles 600 3,557 4,000 0 214
+600 +3,557 +4,000 +0 +214

a/ For the assumed Average Indexed Monthly Earnings (AIME) from the benefit
formula with first eligibility, age 62, in 1979: .90 (to $180) + .32 (next $905)
+.15 (remainder of AIME). Social Security Handbook (sixth ed., July 1978) sec. 706B.

b/ From 1980 Income Tax Tables (assumed unchanged for 1982), both individuals
over 65 with no itemized deductions or special credits.

¢/ Difference between taxes computed with one-half of benefits included and old
law taxes. -
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This differential for one-earner couples is sometimes reférred to as the
"gingles tax." If benefits are included in taxable income, two opposing forces
will act on the comparative size of the tax increase: the addition to the tax
base will be higher for the married couple A, but the tax rate on incremental
income will be higher for the single couple B. In the particular example of
Table 11 the tax base effect is stronger and couple A would have a larger tax
increase than couple B (colume 5). If, however, the amount of other income

is sufficiently low, the rate effect will be relatively stronger and the
marrieds' tax increase will be smaller:gé/

Couple A versus Couple C: Due to the 50% dependent spouseis benefit, couple
A receives a total of $8,439 while the two-earner couple C only gets $7,114 '
with the same earnings history (column 2). Since married couples filing joint
returns pool their total income, there is no difference in taxes based on how
the same total is divided (colum 4). Taxing benefits (column 5) would narrow
the difference in disposable incomes.

Couple C versus Couple D: When eamings are substantial enough to qualify
for a benefit greater than 50% of one's spouse, there is no difference in the
benefits of marrieds or singles with the same earnings (colum 2). The higher
tax on the two-income married couple C illustrates the much-discussed "marriage
tax" (column 4). This results from the progreséive rate structure-—the second
$4,000 is taxed at a higher rate than the first. The addition of benefits to
the tax base will be in a higher tax bracket for couple C—a further marriage
penalty (column 5).

IV. Related Tax Issues

The current income tax code is an elaborate patchwork of special
preferences——often with each justified or rationalized by a comparison
to the next. The Advisory Council has, in effect, Argued that social
security benefits are more properly compared to pensions than to transfer
payments. There are a variety of special tax features affecting other
kinds of retirement, survivor and disability income. Changing the tax

treatment of social security would invite reexamination of these other

26/ This is because the amount of tax free income~~the zero bracket amount
plus exemptions--is so much greater for couples. If enough of the increment
to the tax base is in the zero bracket, the married will have a smaller tax
increase even with benefits fifty percent higher than singles. For the benefit
amounts assumed here (columm 2, Table 11), marrieds would have smaller tax
increases at $6,700 or less of other income.
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preferences. The Advisory Council specifically noted two {tems--the tax credit
for the elderly and the disability pay exclusion-——as candidates for change along
with social security. There is an additional type of effect which merits brief
consideration. The amouﬂt of adjusted gross income is used in calculating
the allowable levels for various deductions, exemptions, exclusions or credits.
Thus, expanding the definition of adjusted gross income will have secondary
effects ou many seemingly unrelated items.

Tax Credit for the Elderly. Taxing social security benefits would remove
the original justification for this preference— the credit was designed to provide
elderly persons with taxable sources of income tax savings equivalent to those

217/

enjoyed by elderly recipients of tax exempt social security.—

For a person 65 or over the credit is 15% of: $2,500 (or $3,750 if married,
both 65 or over), minus all of social security and other tax exempt retirement
income, minus one-half of adjusted gross income in excess of $7,500 ($10,000
if married). The credit is non-refundable, i.e., is limited to the amount of
tax liability. For an aged persom with no social security income, the credit
is equivalent to the exclusion from income taxation of an additional $2,450
(53,400 1if married):zg/ There is a more complicated version of the credit for

persons under 65 who receive taxable pensions or annuities from public retire-

29/

ment systems.—

27/ See Levy, pp. 42-43.

28/ In the absence of the credit, a single individual age 65 would start
paying taxes with income over $4,300 (see Table 1, columm 4). An additional
$2,450 for a total of $6,750 would mean a tax 1liability before credit of $375.
Assuming there is no social security income to reduce the credit base, this
individual would qualify for the maximum elderly credit of $375 (=.15x2500)--
yielding an after credit liability of zero. The phase out with adjusted gross
income means that the exclusion value of the credit declines to zero at an
AGI of $12,500 ($17,500 if married).

29/ This credit has the same 15% rate, the same $2,500 (or $3,750) base,
and the same dollar for dollar reduction of the base for social security
benefits. But the base is limited to the amount of public retirement income,
is reduced or eliminated for very small amounts of earned income, and is not
reduced at all for unearned income. U.S. Department of the Treasury, Internal
Revenue Service, Your Federal Income Tax (Revised November 1980), pp. 143-148.
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In 1977.the Tax Credit for the Elderly was claimed on 793,450 returns.
The average amount of the credit was $211 compared to average taxes (after credits) of
$850 and average adjusted gross income of $lO,193.29/ In initial efforts
to simulate the credit from the 1977 Current Population Survey with the
Social Security Simulated Tax and Transfer Systems (STATS) model there
appeared to be twice as many returns eligible for the credit as the )
actual, IRS reported, numbér. This is confirmation of earlier estimates
which suggested substantial, up to fifty percent, underutilization of
the credit.él/Accordingly, the STATS model was set to assign random elec-
tion of the credit by those eligible with a probability of 50 percent.

1f OAST benefits were made taxable, there are a number of alternatives
for the tax credit for the elderly, each with substantially different

effects. If the Tax Credit for the Elderly were left unchanged, there

would be a considerable relative advantage to those elderly without social

32/
security.
33/
The policy which seems to be implied by the Advisory Council -and was

34/
specifically suggested by Mickey Levy is the complete elimination of the

special credit for the elderly. This would result in an increase in taxes

(over and above the effect from adding benefits to the tax base) for those

elderly with moderate income levels and small or zero amounts of benefits.

Table 12 gives estimates of the numbers of taxpayers who would be

QQ/ Internal Revenue Service, Statistics of Income-1977, Individual Income
Tax Returns (Washington, D.C., 1980), pp. 145-149.

g;/ Joint Committee on Taxation, General Explanation of the Tax Reform Act
of 1976, p. 119, cited in Levy, p. 43.

32/ Indeed, if the credit formula stayed exactly the same, there would be
an extra disadvantage to those with small amounts of social security--the
credit base would be reduced one dollar for each dollar of benefits and an
extra fifty cents for the benefits included in adjusted gross income.

33/ Social Security Financing and Benefits, p.65.

34/ Levy, pp. 42-43. -
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affected and the mean amounts of their lost credits. Colummns 1 and 2 show
the effect on social security beneficiaries and columns 3 and 4 show the effect
on those elderly who do not receive social security.

A very different policy alternmative would be to make the credit more
generous for low income social security beneficiaries by removing the dollar-
for-dollar reduction of the credit base for social security and instead using
the expanded measure of adjusted gross income (i.e., including half of benefits)
in phasing out the credit formula. The rationale for such a policy is that if
there is to be an age specific preference in taxatiom, it is horizontally more
equitable to have one preference than several which are specific to the source
of income. Columm 5 of Table 12 shows the number of recipient units who would
gain from a change to this alternative credit, and column 6 shows the average
amount of tax they would save. For comparison, column 7 shows (for these
same wnits) the before credit increase in tax liability from adding half of
benefits to the tax base. The expanded credit (column 6) would virtually
offset the increase in tax liability (column 7) for those with incomes under
$12,000.

Disability Pay Exélusiom. Social security disability benefits are untaxed

under current law but would be fifty percent included under the Advisory

Council proposal. Disability pensions or annuities attributable to the
employee's contributions are untaxed, while disability income attributable
to the employer's contribution is taxable but partially shielded by the
disability income exclusion. Those who are under age 65 may exclude from
income up to $5,200 of disability pay. The exclusion is reduced by the amount
that adjusted gross income exceeds $15,000.

As was'the case with the elderly credit, the Advisory Council was

not explicit about the changes in this preference which would go along
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with taxing benefits but left the impression that it should be eliminated.
Complete elimination of the exclusion would mean additional tax payments
on the order of $150 million for 1980.22/ Some of this would come from
taxpayers who have social security disability payments in addition to
private disability pensions.

An altermative policy would be to expand the disability pay exclusion
to cover the would-be taxed half of social security payments. This com-
bination of policies would leave most DI recipients' taxes unchanged and

would affect only those with high levels of pension or total income.

Other Disability, Retirement and Survivors Preferences. Should the

social security benefit exclusionm, the tax credit of the elderly and the
disability pa? exclusion be reduced or eliminated, a variety of other tax
preferences for individuals in much the same circumstances would remain.
Drawing the line between what is taxable and what is not in a new place
should invite new focus on the horizontal and vertical inequities caused
by those items still untaxed. A brief description of some of the remaining
preferences follows.

Workmens compensation, black lung benefits, accident insurance, and health
insurance proceeds are fully excluded from the tax base. Basically, the
distinction is that disability pensiomns from employer contributioms are
taxable (although shielded by the disability pay exclusion) while insurance

36/
benefits or other compensation for sickness or injury are excluded.

éi/ U.S. General Accounting Office, Tax Expenditures, A Primer (1979),

p. 58.
36/ Your Federal Income Tax - 1980, pp. 51, 56, 77.
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In the retirement area, railroad retirement benefits currently enjoy
the same full exclusion as social security bemefits. (The CPS "benefits"
analyied in this paper include railroad retirement.)

Survivors benefit from several special preferences. Life insurance
proceeds are not taxable (except that when the proceeds are paid in install-
ments, the amount in excess of the lump sum payable at death plus an addi-
tional §l,000 per year for installments paid to a surviving spouse is taxable).
The fi;st $5,000 of death benefits, including retirement pensions which pass

37/
to survivors, are excluded from the tax base.

Other Types of Preferences. Three dissenters from the Advisory Council's

vote to tax social security benefits argued, "If any such proposal is to be
considered at all, it should be in the framework of overall tax reform aimed
primarily at securing tax justice by eliminating the many loopholes the
wealthy and large corporations now enjoy."éé/ The exclusion of 60% of long
term capita} gains, the exclusion of municipal bond interest, accelerated
depreciation and other preferences benefit primarily those with higher income.
Why, this vertical equity argument goes, should tax base broadening start with
a source of income, social security, which accrues primarily to those with low

and moderate incomes?

Minor Effects of Changing the Tax Base. In addition to the direct effects

on taxes from expanding the tax base to include half of social security benefits,
there would be a variety of secondary effects on credits, exclusions, exemp-
tions or deductions which are calculated using adjusted gross income (AGI).

The aggregate effects on tax collections would be small but the

37/ Your Federal Income Tax - 1980, pp. 50-51, 57.
38/ Social Security Financing and Bemefits, p. 215.
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effects on some individual taxpayers could be large. Some examples follow.

The refundable Earned Income Tax Credit is available to taxpayers with
eamed income and a dependent child. The $500 maximum value of the credit
is reduced at a rate of 12.5% for AGfgg/in excess of $6,000. Eligible
social security recipients could have their credit lowered by the inclusion
of benefits in AGI. The 1977 CPS/STATS simulationéég/suggest that roughly
300,000 recipients could lose an average of $125 in credits.

State or local income taxes would also be affected. Thirty-three of
the forty-one states with personal income taxes use definitions of adjusted
gross income which largely conform to the federal.ﬁl/

The inclusion of social security benefits in the tax base may also
affect those who meet the existing requirements to claim social security
. recipients as dependents for tax purposes. Except for minor or student

children, the potential dependent cannot have more than $1,000 of gross income,

"all incomz in the form of money, property and services that is not exempt-
from tax-ﬁ_z/ If half of social security benefits were considered gross income
for purposes of this test, most recipients would no longer qualify as potential
dependents--even those who receive substantial support from relativés. Sim-
ulations from the STATS model on the CPS suggest that for the 1977 sample

y;ar (when the gross income test amount was $750) , roughly 100,000 tax filers

who provide support to social security recipients would pay an average of

$200 each in additional taxes.

22/ Or earned income if greater. See Your Federal Income Tax - 1980, p. 151.

40/ In 1977 the credit was phased out at 10Z of AGL over $5,000, Your
Federal Income Tax - 1977, p. 152.

41/ Advisory Commission on Intergovernmental Relationms, Significant Features
of Fiscal Federalism: 1979-80 Edition, M-123 (Washington, D.C, October 1980),
p. 109.

42/ Your Federal Income Tax - 1980, p. 18.
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Of course, at the cost of additional complexity, any of these effects
could be avoided by using different definitions of gross income in different
parts of the tax code.

V. Implementation znd Design Issues

Taxing social security benefits would change the relationship between
the now separate income tax and social security systems, could present
some cash flow or accounting problems, and may have problems with transition.

The problem of con}licting definitions of the economic unit is often
important for other plans to integrate the tax and transfer systems but
is minor here. The social security bemefit recipiemnt unit is the individual--
even though eligibility is often defined by family relationships and separate
eligibles can' receive their payments in one check. The tax-paying unit is
also the individual--although couples pool their income and children or other
dependents can lower an individual's taxabie income via exemptions.

If there were no 1ﬁcome tax withheld from monthly social security checks,
there couid be cash flow problems at income tax time for those recipients
with sufficient other income to pay taxes on benefits. On the other hand,

{f there were across-the-board withholding from all recipients, there would
be monthly cash flow problems for the majority of recipients who at the end
of the year would be eligible for full refunds. The Social Security Adminis-
tration does not have (except for some data on earnings) the informa-
tion on other income needed to distinguish those recipients who would pay
taxes from those who would not. Thus, if potential cash flow problems are

to be reduced, some form of self-reporting must be used. Ome possible plan
would be to have no general withholding but to provide information and

assistance on the option to file (a special W-4) for withholding and on the ’
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obligation to declare and pay estimated tax. Alternatively, there
.could be automatic withholding with information given on the option for
those who do not expect to pay tax to file (a special W-4) for zero with-
holding.

The Social Security Administration would have to provide information
to all individual recipients and to the Internal Revenue Service on annual
taxable benefits. This should be no problem.

Any additional tax collections from the inclusion of benefits would
go to general revenues--not to the social Zecurity trust fund. Although
it was not part of the Advisory Council's proposal, the 'suggestion was
made that money derived from any income taxes on social security benefits

lcould be channeled b;ck to the social security trust funds to relieve the
pressure on the payroll tax."ﬁﬁ/ If anyone's interest in the taxation of
benefits is based on this suggestion, some cautions are in order. There

" are both conceptual and technical problems with measuring the amount of
income tax revenues attributable to socialrsecurity income.

The conceptual issue is whether the marginal or average tax rate is
appropriate. Take the example of an aged individual with $4,000 of other
income plus $4,000 of social security income. _55§ume existing lawvtéxé$“ >“

would be zero and the proposed inclusion of half ($2,000) of social security

would mean taxes of $240. How much of this is attributable to social

security? Is it the full $240 from treating social security as the last

43/ Your Federal Income Tax - 1980, pp. 24-28.

44/ Advisory Council on Social Security, Minutes of February 2 and 3,
1979, p. 8. Also, see Levy, PP. 47-48, for additiomal discussion of and
citations for this proposal. Most recently this proposal was made in
Congressional Budget Office, "Reducing the Federal Budget, Strategies
and Examples, Fiscal Years 1982-1985," (February 1981), pp. 141-2. -
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dollars of taxable income or the $80 which represents social security's
proportion (one-third) of the tax base? -For the analysis presented in

this paper, it was assumed that since the proposal for the taxation of
benefits was at the "policy margin," it was appropriate to treat the
benefits as the marginal dollars of taxable income. But, once benefits

are in the tax base, the argument is weakened--it might appear unreasonable
to earmark transfers to the trust fund at the highest possible rate rather
than the average rate. :

The technical issue is whether the fund transfer amount should be
measured from each individual tax return or from some sample or formula
approximation. Case by case calculation would be extremely costly and
would require information not now saved from each return. But the more
aggregative or simplified the approximation procedure, the stronger would
be the political argument that the transfer would be an arbitrary method
of general revenue financing of social se‘curity.

The A&visory Council is proposing to change a long-existing feature
of the tax law. Presumably, past decisions of how much to work, when to
retire, and how much to save for retirement from own resources were made
with the expectation that social security bemefits would be exempt from tax.
Lowering retirement income by taxing social security benefits represents a
windfall loss to many who cannot change past work and savings decisions.
Also, labor market imperfections mean that it would have been easier not to
retire than to now return to work at an advanced age. Thus, there are both
equity and efficiency problems with adding benefits to the tax base with no

phase-in period and no "grandfathering" of current recipients.
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VI. Conclusions
The Advisoré Council used the analogy with private pensions in recommend-
ing that sociallsecurity benefits be included in the income tax base. They
evaluated the effects éf their proposal as acceptable by the criterion of
social adequacy of benefits. But they ignored the criterion which is invited

by the pension analogy, that of individual equity or a fair relationship

between contributions and benefits. The combined effects of a progressive
benefit formula and a progressive income tax could lead to unfairly low or
even negative rates of retum, especially for those with a history of high
earnings. The Advisory Council did recommend a decrease in the progressive-
ness of the benefit formula to impyove individual equity, but did so separately
from their pr0po§al to tax benmefits. The two proposals should be evaluated
together.

The combination of the marginal income tax on earnings and the marginal
social security éarnings test rate is important for the effect on work
effort. The taxation of social security benefits would increase many recip-
ients' marginal income tax rates. But, due to the feedback of lowered bene-
fits on the tax base, most of those subject to the earnings test would have
a lower combined rate.

There is another way in which the earnings test and the taxation of
benefits are related. One of the arguments against the inclusion of benefits
i{s that they are already taxed, and at very high rates, with respect to
earned income. The earnings test is criticized on efficiency grounds--it is
said to discourage work-—and on equity grounds--it is argued that past

contributions should be returned as an "earmed right" conditioned only upon
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age. Should these arguments prevail and the earnings test be eliminated,
then the case for taxing social security benefits just like any other con-
tributory annuity would be strengthened. |

The current study using 1977 data and 1977 tax rulés found 33% of
recipient units affected by the inclusion of half of benefits--237 would
already have paid taxes and 107 represent new taxpayers. The Office of Tax
Analysis projections using data in 1978 dollars and the 1979 tax rules .
found 44% affected ‘(see Table 2). Dorothy Amey's study with 1980 data and
1980 tax rules found 467% affected (347 existing taxpayers and 127 new taxpayers,
Table 4). The data and methods of these three studies are not comparable,
but the pattern of increasing impact of the proposal in later years is
clear. The reason is that while benefit amounts have képt pace with or
exceeded inflation, and while other sources of income havé increased some-
what, the zero bracket amounts and personal exemptions of the tax code have
barely changed in nominal terms (see Table 1). This increase in the fraction
of recipients who would be affected by the inclusion of bemefits will con-
tinue as long as benefits are indexed to inflation and the zero bracket amounts
and exemptions are not. Note that the recently enacted tax cuts do not change
the zero bracket amounts or exemptions until 1985 when they will be indexed.ié/

The evidence on average tax burdens (Table 8) illustrates the powerful
horizontal equity argument against the existing full exclusion of social
security income from the tax base. Compared to others with the same total
income, marital status, and age, social security recipients pay substantially

lower taxes. Moving to reduce the exclusion only for social security would,

45/ Joint Committee on Taxation, "Summary of H.R. 4242 - The Economic
Recovery Tax Act of 1981," (August 5, 1981) pp. 11-12.
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however, leave in place horizontal distortions from the tax credit for

the elderly, the disability pay exclusion and a variety of other preferences

for the aged, survivors and the disabled.
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Appendix A
Comparison of CPS/STATS 1977 to Official Data Sources .

Table Al shows the STATS simulations of 1977 tax amounts based on CPS
reported income (under existing law) expressed as a fraction of the corres-

ponding number from Statistics of Income - 1977. Column 1 shows the number B

of returns with positive tax liability before any credits and column 2 shows
the mean tax liabilities for those returnms while columns 3 and 4 show the
same ratios for the aged. Note that while the CPS/STATS simulations yield ’
96%Z of the number of all returns (column 1), they yield only 78% of the
number of returmns claiming an extra exemption for age (columm 3). This
suggests substantial underreporting of income by the aged on the CPS.ﬁé/
This means that the current analysis likely umderestimates the number of
social security recipient units who would be affected by expanding the tax
base.

Columns 2 and 4 show that, except for the top and bottom income groups;
the simulations of mean tax liabilities are fairly good. The low estimates
for the $50,000 and up group are largely explained by the lack of CPS data
on capital gains income and the coding of amounts in excess of $50,000 as
$50,000. The low estimates for the $2,000-$3,999 group can probably be
explained by the inclusion in SOI but not CPS/STATS of tax amounts ''related
either to prior-year income or to income that had been excluded from adjusted

47/
gross income."

46/ For an analysis of similar age specific underreporting of income on
the CPS in 1972, see Daniel B. Radner, "Age and Family Income," in Policy
Analysis with Social Security Research Files, Social Security Administration,
Office of Research and Statistics (March 1978) pp. 195-223, especially Tables
13 and 14.

47/ Statistics of Income - 1977, definition of "Income Tax Before Credits,”

p. 199.
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Table A2, row 7, shows the total number of recipients from the March
1978 CPS used in the current amalysis. The corresponding estimates
from official social security and railroad retirement sources are shown in
row 8. The CPS has no individual benefit or other income data for recipients
under age l4 and has poor quality data for those 14-17 and full-time students
aged 18-21. This lack of data is not very costly for the current analysis
since only a small fraction of child recipients should have sufficient other
income to pay taxes--even with the proposed inclusion of half of social
security. A comparison of the CPS total (row 7) with the official total
(row 8) for adult recipieats (column 2) shows 2.9 million "missing" recipient
individuals (10% of the official total). A large portion of this number--
as much as 1.3 million--represents cases where the husband reports the couple's
total benefits without separate attribution to his eligible wife. In such
cases the number of recipient individuals will be understated while the number
of recipient units and the dollar amount of couples' benefits for inclusion in
the tax base will be correct. Most of the remaining "missing" recipients are
individuals resiaing in institutions. It seems reasonable to speculate that a
very large fraction of the institutionalized have little or no other taxable
income and would therefore be unaffected by the inclusion of benefits in the

tax base.
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Table A2.--Numbers of Social Security and Railroad Retirement Recipients, 1977

(in thousands) .

All recipients Adult recipients

CPS/STATS (1) (2) o
(1) Aged CoupleS..ccecesccscocccoscccncscs 7,393 7,393
(2) Aged Individuals...eceeesioensoeaessns 10,425 10,425
(3) Non-Aged CoupleS....cceveecesavocccsse 1,539 1,539
(4) Non-Aged Individuals....cccccececccene 2,688 2,216
(5) Total Recipient UnitS...cecsecceesaccns 22,045 21,573
(6) Couples with Two Recipients........... 4,728 4,728
(7) Total Recipient Individuals, CPS a/... 26,773 26,301

Official Sources:
(8) Total Recipient Individuals, SSA b/... 34,464 29,209

a/ Excluded from the current analysis, but available on the CPS, are 942(000) additional
recipients aged 14-21 with total income less than $2,950. None of these units

would pay any income tax under the existing or proposed law.

b/ The totals from the Social Security Administration and the Railroad Retirement
Board are adjusted for recipients living abroad, and beneficiaries on the rolls

during 1977 but not December 1977. The method and sources follow those used for

1976 in Dorothy S. Projector and Mary P. Johnston, "Family Demography and

Transfer Payments During the 1970's," Social Security Administration, Office of
Research and Statistics (forthcoming), Appendix 4, Table 17.
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Appendix B
Detailed Tables

Table

Using the format of text Table 3, Effect of Taxing Half of Benefits, 1977:

Bl.l
Bl.2
Bl.3
Bl.4

Those with positive tax after inclusion -

Bl.3
Bl.6
Bl.7
Bl.8
Bl.9

Using the format of text Table 7, Quartile
as a Percent of Benefits, 1977:

B2.1
B2.2
B2.3
B2.4

Sample Group

Aged Couples

Aged Individuals
Non-Aged Couples
Non-Aged Individuals

Affected Aged Couples
Affected Aged Individuals
Affected Non-Aged Couples
Affected Non-Aged Individuals
All Affected Recipients

Distribution of Additiomal Tax

Aged Couples

Aged Individuals
Non-Aged Couples
Non-Aged Individuals

Using the format of text Table 10, Combined Marginal Rates of Income Tax

and Earnings Test, 1977:

Aged Couples

Aged Individuals
Non~Aged Couples
Non-Aged Individuals
All Recipients

49
50
31
52

53
54
55
56
57

58
59
60
61

62
63

65

. 66
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Appendix C

The Incremental Benefit to Contributions Ratio

The specific individual equity principle endorsed by the Advisory Council

is that: "all current and future workers should be able to expect that social

security benefits generated by increased earnings will provide a reasomable

"return on the increased employee tax payments on those earnings.

-dﬁél To illustrate

the effect of income taxes and other relevant variables on individual equity,

a particular measure is presented here. It is the ratio (R) of incgemental annual

L]

benefits (AB) to incremental payroll tax contributions (AC) for an individual

at the end of the year just prior to retirement:

where: AB

AC

AB _ bD(1-a)(l-it)

R =-—

aAC np

AE (;];-)bD(l-a) (1-1t)

pAE

the marginal replacement rate in the benefit formula (curremntly
this is .90 for low earners, .32 for most earners, .15 for high
earners) .

amultiple for dependents (currently this is 1.0 for nome, 1.5 for
one, and goes up €0 a family maximum of 1.9).

the number of years in the computation period (curremtly this is the
year in which the worker attains 62 minus 1956, to a maximum of 35).

the actuarial reduction factor for retirement prior to age 65
(this is currently 5/9 of 1% for each month).

the inclusion fraction (this is 0 for current law, and .5 for the
Advisory Cowmcil's proposal).

the marginal income tax rate in retirement (currently this ranges
from zero to a top bracket rate of .70, but the recently enacted
tax bill provides for a .50 maximum starting in 1982).

48/ Social Security Financing and Bemefits, p. 56.
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p = the marginal payroll tax rate (in 198l the employee rate is
.047 for OASI or .0535 for OASDI. After 1989 the rates are
s¢heduled to be .051 for OASI and .062 for OASDI.).
AE = the increment to taxable earnings (in 1981 earnings up to
$29,700 are taxed and enter the benefit calculations. The
taxable mdximum increases each year with an index of wages.
This means that even those with earnings in excess of the
maximum will have an increment to taxable earnings each
year.).
This relationship has the advantages of being a simple multiplicative formula
which contains only policy variables. Also, by making an assumption about
the expected number of years over which benefits will be paid (L), annuity
49/
tables can be used to translate the ratio into a real after tax rate of
50/ -
return (r). These advantages are gained by making a variety of simplifying
assumptions: incremental earmnings are at the end of the year just prior to
retirement (thus we can ignore the time difference between contributions and
first benefits and we can ignore the wage indexing of eamings prior to age 60);
the year's earnings are not dropped out of benefit calculations; the age of
first benefits is 62 (thus we can ignore price increases between age 62 and
the year of first benefits); all we need assume about earnings in other years
is the resulting marginal benefit bracket; life expectancy can be treated as
a number of years rather than by using year by year survival probabilities.
Table C.1 shows rates of return for hypothetical individuals at age 61,
the year just prior to retirement, with different values of the policy war-

iables. Case 1 is a single individual (D=1.0) with a history of high earnings
(b=.15) facing the 26 year averaging period which obtains for those 61 in 1981.
For each dollar of incremental earnings this individual pays $.047 of 0ASI
taxes and increases benefits by an amount equivalent to 6.4Z annuity for 17

years. Case 2 shows that if half of benefits were made taxable (i=.5), even

49/ Benefits are indexed for changes in the CPI after age 62.
50/ The formula from which the annuity tables are derived is:
r

R = ———
1--(1+::)"L



*kepyrayq puz9 Sy 382igau I[wE ¥ 10 saewak ¢°91 3O Kouwaoodxa ajy7 B 83A1d (z1-9) uogiedTigqnd 3WOOUT Aljnuuy pus uojsuad 8,SHI AUl /a
+g I0j vynumiol Iyl pue suoTITUFJap FTQUFIBA 10} IX3] 33§ /e

-69-

LIAN Lt ey - 0 T i 0°1 150" 13 1suiwa 98e19aw ‘a1BUIS (6)
890° Lt 8oot* - ‘o T 118 st 150° 149 aouzee yBjy ‘juspuadap 2u0 (8)
9$0° - Lt 9¢LE0”° - 0 T st 01 ot ¢ 15v0 jo sazeys yioq = d (1) ,
Loo°- A £550° - ] T st 01 290" 149 2382 108V0 = 4 (9)
£50° T 8060° 0s° < A e 01 150° 194 q mou 9, [joumoy pue xel (S)
Lio°- Lt 050" 0s° 1 A st 0°1 150° 11 p3p3susq 3o JTE4 xel (Y)
s10° I TL90° - 0 r 19 01 1€0° st asuzsa-y8yy *a13u1s (€)
920° A 9€L0° 0s° < Al 18 01 L40° 97 s37joueq Jo I Xel (T)
¥90° [A | 7860° - 0 A sT” o1 Lyo: 97 sowmwa-ydjy ‘a13uis (1)
86T
2 /i1 i 3 ¥ e q a d u ase)

\ﬂ 79 23v 1e JusmaI}Iay 01 1071d I6n{
‘19 28y 1u STENpIATPUI {eo139yl0din 103 wimizy jo sajey Xwl-121JV 1934 pue SOTITY suojINgEIIUC)/IFIALAE 1eruswardul~-°1 2 3198l



~70-

an individual in the 50% income tax bracket could expect a 2.6% real after

tax return. This appears to be a reasonable return especially since the
51/

"worst case" assumptions of the example will be met by a very small frac-

tion of recipients with others receiving a higher return.

There are, however, two important changes scheduled over the next nine
years which will substantially lower the ratio of incremental benefits to
costs: the number of years in the computation period will increase to 35 and
the OASI pa&roll tax rate will rise to 5.1%. These changes lower the before
tax rate of return for an individual reaching age 61 in 1990, in the 157
" benefit bracket, and with no dependents to 1.52 (case 3). The inclusion of half
wof benefits would mean an individual in the 507% tax bracket would expect a
negative real return (case 4).

In order to improve individual equity, the Advisory Council propdsed
that the lowest marginal benefit rate be raised to 272?§;/This recommendation

was not tied to their proposal to tax half of benefits;- but the combined

effect of both changes is a rate of return of 5.3% (case 5).

51/ There are, of course alternative assumptions which would yield an even
lower return. Some could have individual life expectancies considerably
lower than the cohort average. Others could have marginal b's of zero:

(1) Those who qualify for a minimum benefit may get no addition from
marginal earnings—but they have extremely high average rates of return;
(2) Those who have spouses with relatively higher earmings may do better
as dependents than as recipients on their own; (3) Since only the highest
earnings years enter the benefit formula (the highest 26 for those age

61 in 1981), age 61 earnings will be dropped out for some. Working
against this possibility is the fact that nominal earnings for age 61

(or later) will be compared to earnings from earlier years indexed to

age 60 dollars.

52/ Social Security Financing and Benefits, p.59.

53/ A minority of council members did condition their support for the taxation
of benefits on the benefit formula change, Social Security Financing and
Benefits, p. 65.
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The remaining cases illustrate the relative importance of some of the
other variables in the benefit-contributions relationship. Take case 3--with
the scheduléd increases in n and p--as a reference. If the OASDI (not QASI)

payroll tax rate is used in the formula, then the rate of return is negative
54/
even before the taxation of benefits (case 6).

If the employee plus the employer shares of the OASI payroll tax are used
in the formuléééjthen the contributions denondnator'doubles and the rate of
return is sub;tantially negative even before the taxation of benefits (case 7).

-Case 8 indicates the considerable advantage in rate of return to retirees
with extra benefits for dependents. Case 9 shows the high ma;ginal rate of

56/
return for the majority of earners who are in the 32% benefit bracket.

54/ I do not believe that the DI portion belongs in retirement annuity calcu-
lations, but in order to qualify for increased benefits an earner must pay both
taxes, and Congress has met short term funding problems by changing the levels
of OASI and DI within the same total tax rate. See Congressional Budget Office,
Paying for Social Security: Funding Options for the Near Term (February 1981),
p. 2. On the other hand, some authors factor out DI and SI "as term insurance
against the risk of earnings loss due to worker death or disability prior to
retirement," Alan Freiden, Dean Leimer and Ronald Hoffman "Internal Rates of Return
to Retired Worker-Only Beneficiaries Under Social Security 1967-70," Studies in
Income Distribution, No. 5, U.S. Department of Health, Education, and Welfare,
Social Security Administration (October 1976), p. 7. Factoring out SI would in-
crease rates of return slighgly but would still yield a negative return if
benefits are taxed.

55/ I argue that it is not appropriate to assume that the employer's share
is shifted with marginal work decisions by one worker. Even if long run shifting
to average wages is accomplished by lowering wages paid below what they otherwise
would be, the wage rate for a given worker is set in the short run and will not
be lowered with increments to work. Also, the Advisory Council's individual
equity statement concerned employee contributions omnly.

56/ In 1980 the 32Z bracket spamed Average Indexed Monthly Earnings of $§194
to $1,171. See U.S. House of Representatives, Doc. No. 96~332, 1980 Annual
Report of the Board of Trustees of the Old-Age and Survivors Insurance Trust
Funds, 96th Congress, 2d Session, Washington: U.S. Government Printing Office
(June 19, 1980), p. 86. These "bend point" amounts are indexed to future wage
increases. |
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The formula can be modified for retirement at-ages other than 62. Benefits
need only be indexed for increases in the Consumer Price Index from age 62 to
the calculation age.él/’rable C2 gives ratios and rates of return for individuals
at age 64, just prior to retirement at age 65. The rates of return are a good
. deal higher than the corresponding cases from Table Cl, since the inflation
adjustment and the elimination of the actuarial reduction more than offset the
effect of lowered life expectancy. But note that for case 4--with the scheduled
changes in n and p and the taxation benefits--the rate of return is only 0.7%.

For increments to earnings other than in the year just prior to retirement,
the rate of return;would depend ;n all the variables in the formula plus the
rate of growth of average earnings which is used to index individual earnings
prior to age 60. Other things being equal (or "just fair'), the question
becomes whether the growth in the earnings index represents an equitable rate
of nominal, after-tax return.' Also, evaluation of the return to earlier year's
‘contributions should recognize the finite probability of death before the age
of first benefits and thus should use more detailed survival probabilities.

The calculation of average rates of return would require additional knowledge

or assumptions about earnings in all years.

57/ Note that benefit adjustments for price increases after the year of cal-
culation are already accounted for by interpreting the rates of return as real
rates.
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