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PREFACE

Social Security’s retirement test continues to receive
considerable attention among policymakers. During the past
several years a variety of proposals have been advanced that
would modify or eliminate the test for persons aged 65-69. 1In
January, 1989 we completed a study report, prepared for SSA
internal use, that examined several of these proposals, analyzing
their effect on earnings, taxes, and benefits in the first year
of implementation, assumed to be 1990. The analysis included
both aggregate estimates and estimates for selected population
subgroups.

Although the specific proposals for modifying the retireuent test
have changed somewhat during the past two years, continued
congre551onal interest has prompted the release of this initial
version of our research for public discussion. Because we are in
the process of revising the report for final publication, readers
are cautioned that numbers and interpretations contained in this
paper are subject to change.

The skillful research assistance of Delores Johnscn and Thomas
Solomon is gratefully acknowledged, as well as the helpful
comments of John Hambor, Selig Lesnoy and Michael Packard on
earlier drafts.






Executive Summary

This analysis considers the first-year (1990) effects of
eliminating or modifying the Social Security retirement earnings
test (RET) for those between the ages of 65 and 69. Most of the
bstihates bresented assume that some of those affected by the RET
wiil adjust their work effort if the test is changed; a range of
adjlistients is assumed. Estimates are also presented of the
chandes in income tax liability and payroll tax liability implied
by the chahdes in benefits and earnings. The analysis includes
both aggregate estimates and estimates for selected population

sibdroups.

o Increases in revenues fall far short of benefit increases
for all prdposals evaluated. When we consider removing
the edarhings test altodgether and use our "best guess" work
respohse assufiptiofls, additional revenues cover only 15

erceht of additional benefits. The remaining cost is 3.7
5511ion dollars (see Summary Table 1).

9 We exahine Four plahs to modify (rather than eliminate)
tHe RET. Two plans involve increasing the annual exeipt
afidint; the remaining two plans lower the age at which
edrhinds becotie ekelipt. Comparisons are based on our
"best duess™ labor response assum tions. For each plan
the first-year cost is less than half the cost of
eliinating the RET and additional revenues are less than
20 percent of additiohal dutlays.

o Those with high eathihgs Eain most from elimir *ioh or
iiberalization of the test. For all proposals, using the
"best dquess" work response assumptions, net benefits
(beniefit increases minus tax increasés) 4o pritarily to
upper-income families (those with inchfiés ih 'ekcess of
$33,000), For the totdl elifmination plah 50 percent of
net benefits do to Families in the bop incole class--those
with incomes in excess of $59,000 (sée Sulhary Table 2).
For all proposals, Fehale-Headed fahilies do not Fare as
well in terms of net Benefits as do hale-headed Fahilies.

o Economic theory indicates that the RET affects ‘the hours
worked by older workers and that it hay afrect hrabor-force
participation. Theory also suggests that, undekr ‘the
proposals examined here, some will increase theil
earnings, others will decrease their earnings, and that
the net effect is ambiguous. Existing empirical research
suggests that the effects are small, but their hagnitudes
have not been precisely measured to date. This study
employs a range of possible work responses. Revenue
increases are small relative to benefit increases under
all response assumptions; however, revenue increases are
highly sensitive to the labor-force participation
assumption.
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I. Introduction

Numerous proposals have been made to eliminate or liberalize the
Social Security retirement earnings test (RET) for workers aged
65-69. The argument often underlying these proposals is that the
test decreases the work effort and earnings of affected workers.
Many proponents of the proposals claim that elimination of the
test will result in large increases in earnings and that the
accompanying increases in income and payroll tax revenues will
offset a substantial portion of the increase in Social Security
benefit outlays. Critics of these proposals argue that removing
the RET will lead to only small increases in earnings, and hence
only a small fraction of the increased benefits will be defrayed
by increases in tax revenues. In addition, they argue that most
of the resulting benefit increases will go to high-income

families.

This paper uses the Social Security Administration’s Simulated
Tax and Transfer System (STATS) microsimulation model to examine
both the aggregate and the distributional effects in the first
year (1990) of changing the RET. Five proposals are
considered--one involving full removal of the test, and the

others modifying the test.



Page 2.

Three important features of this study are: First, as noted, a
microsimulation approach is used. Second, earnings responses
based on the economic literature are incorporated to estimate the
effects of the proposals on aggregate earnings and tax revenues.
Because of the imprecision of the economic estimates, the
microsimulations use four sets of earnings assumptions. Third,
the study examines the distribution of benefit and tax increases
among family income classes and among selected demographic

groups. 1

The paper is organized as follows. Section II reviews the
theoretical arguments concerning the influence of the RET on work
decisions; it also provides the empirical basis for our work
response assumptions. Section III describes the plans simulated,
the simulation model and data used, and the procedures employed
to simulate the RET proposals. Section IV presents estimates of
both aggregate and distributional effects of the proposals
simulated, under several work response assumptions. Conclusions
are discussed in Section V. Two appendices contain detailed

descriptions of the simulation procedures and additional estimates.

1. There have been other recent efforts to assess the
effects of altering or removing the RET for those between the
ages of 65 and 69. A study by the Congressional Budget Office
(1988] focuses on the number and characteristics of those
affected by several RET proposals. It also presents estimates
of the increases in aggregate benefit outlays. The estimates
are based on the assumption of no earnings response. The Social
Security Administration’s Office of the Actuary (OACT) has made
estimates of the net cost of similar proposals, incorporating
induced changes in revenues estimated at the aggregate level.
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II. The Earnings Test and Work Incentives

This section presents an economic analysis of the likely effect
of the earnings test on work, and discusses several recent
empirical studies that provide evidence about the nature and
magnitude of its influence. A more comprehensive presentation of
these issues and review of the research is presented in Leonesio
[1988]. We begin with a brief description of the earnings test

and a related provision, the delayed retirement credit (DRC).

A. Description of the RET and DRC

1. The Earnings Test

The earnings test currently allows a beneficiary to earn income
only up to a specified annual limit, the annual exempt amount
(AEA), without suffering a loss of benefits. Furthermore, if
dependent benefits are based on the beneficiary’s earnings
history, these payments are also reduced if the beneficiary’s
earnings exceed the exempt amount. The dollar amount of the
limit depends on the worker’s age; for those under age 65, the
1988 figure is $6,120, and for those aged 65-69, $8,400. Workers

aged 70 and over are exempt from the RET. These amounts are
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increased yearly at the same rate as the increase in average
wages.2 In 1990, the 65-69 AEA is expected to be about $9,000.
When earnings exceed the exempt amount, benefits are now reduced
$1 for every $2 earned over the limit; beginning in 1990,
benefits will be reduced $1 for every $3 of excess earnings.
Thus, excess earnings will be subject to a benefit reduction rate

of .33.

2. The Delayed Retirement Credit

The delayed retirement credit is another feature of the Social
Security benefit structure which affects those who choose to take
benefits after age 65. The DRC currently provides that benefits
will be increased by 3 percent for each year a beneficiary
postpones retirement beyond the normal retirement age of 65. The
DRC is intended to provide an inducement for continued
employment. However, it has been shown that, in terms of total
benefits received over a lifetime, the 3 percent rate is not high
enough to ensure that someone who defers taking benefits for a
year will not suffer a reduction in the present value of real
lifetime benefits. Under current law the DRC is scheduled to be
gradually increased to 8 percent by the year 2008. An 8 percent
DRC approximates the actuarially fair rate; that is, at that rate

lifetime benefits will be approximately the same regardless of

2. Social Security Handbook, 1986, pp. 253.
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the age of benefit acceptance. The DRC is scheduled to rise to

3.5 percent in 1990.

B. Economic Theory and the Earnings Test

The labor supply of older workers has two important dimensions:
1) the number of people who choose to continue working at any
given age, and 2) the number of hours worked by those who
actively participate in the labor market. Elimination of the RET
is likely to have an effect on both of these magnitudes. We

analyze each in turn.

1. Who Will Work?

The number of elderly who continue as members of the labor force
is largely the outcome of individual retirement decisions. For
individuals planning to work after retirement, the existence of
the RET lowers lifetime wealth and, therefore, reduces the means
of financing retirement. Furthermore, since the RET lowers the
net return to work in postretirement years, it provides an
incentive to shift hours of work to preretirement periods. Some
economists have argued that this shift can take the form of
earlier retirement. Others have argued that the shift can take
the form of a postponement of the transition from preretirement
to part-time postretirement work, so that the removal of the RET
could be expected to induce an earlier move to part-time work

among this group of workers.
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There are, however, two possible sources of increased labor force
participation. First, if a retiree does not work because an
employer requires a minimum number of hours that are unacceptably
high, the elimination of RET might induce a nonparticipant to
enter the labor market. Second, if there are significant fixed
costs associated with work, such as commuting expenses or outlays
for special clothing, removing the RET can result in labor market
entry. In both cases the removal of the RET can sufficiently
augment net pay to compensate for undesired overemployment or

costs of work.

A further complication arises from the DRC. Delayed retirement
credits are received not only for months of postponed retirement
after 65, but also for months in which no benefit was paid
because of the retirement test.3 Even at the current DRC rate

of a 3 percent increase in benefits per year of delayed
retirement credits, the work penalty imposed by the RET is partly
mitigated by the benefit increase due to the DRC. As the DRC
rate rises toward 8 percent between 1990 and 2008, the effective
work penalty will be reduced still further. If the 8 percent DRC

rate is actuarially fair, then the DRC benefit increase will

3. The number of months of delayed retirement credits given
for RET reductions is roughly proportional to the benefit
reduction as a proportion of the total benefits for the year.
That is, if a beneficiary has half of one year’s benefits offset
because of the RET, he will get about six months of delayed
retirement credits, resulting in a 1.5 percent increase in his
penefit amount if the DRC rate is 3.0 percent per 12 months of
credits.
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fully compensate the average worker, over his lifetime, for any
RET reductions between ages 65 and 69. For the worker who
considers the total lifetime value of the benefits rather than
the immediate RET reductions, the 8 percent DRC should therefore
remove much of the influence of the RET on the decision to

retire.

2. How Many Hours Will Working Retirees Supply?

The predicted impact of eliminating the RET on postretirement
hours of work will vary depending on the pre-elimination level of
earnings, and the extent to which workers are able to adjust
hours of employment. Given a specific retirement date, four
distinct cases merit discussion. First, for retirees with
earnings below the exempt amount, removing the RET should have no
effect on labor supply. These are people who receive full
benefits and could already increase earnings without penalty.
Second, for retirees with earnings equal to the exempt amount,
the RET’s elimination will increase the net reward for additional
work, and this should lead to increased hours supplied to the
market (substitution effect). Third, for retirees with earnings
above the limit, but who receive some partial benefits, remoﬁing
the RET will have an uncertain influence on work. Their nonlabor
income will rise, increasing the means of financing retirement
leisure, which tends to deter work effort (income effect). 1In

contrast, however, the elimination of the benefit reduction rate
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increases the reward for additional work, providing an incentive
to increase work hours (substitution effect). The net effect on
labor supply for this group depends on the relative strengths of
these opposing effects. For earners just above the exempt
amount, the substitution effect will tend to dominate, and the
net effect will be an ‘ncrease in work. If the income effect is
strong enough, then there may be an earnings level above which
the income effect will dominate, and the net effect will be a
reduction in work. Whether the income effect could be so strong
cannot be determined from theory, but must be empirically
estimated. Fourth, for those retirees with sufficiently high
earnings that all Social Security benefits have been lost,
removing the RET should induce less work (due to the income
effect); their nonlabor incomes will rise by the full monthly
benefit amounts, but the net hourly compensation for work is

unchanged.

To summarize the results, the overall effect of the RET on labor
force participation and hours of work is theoretically uncertain.
The predicted consequences of its elimination for particular

subgroups are summarized in Table 1.
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Table 1l.--Theoretically predicted response to eliminating the
earnings test

Impact on: Effect on Work

Labor Force Participation

due to:

1. Hours constraints, fixed costs, Ambiguous
change in retirement date

Post-retirement Hours

for retirees with:
2. Earnings less than the limit, No change

3. Earnings at or above the limit,
full or partial benefits

a. Earnings at limit, full benefits Work more
(substitution effect)

b. Earnings above limit, partial benefits Ambiguous
(substitution and income effects)

4. High earnings, insured with no benefits Work less
(income effect)

OVERALL IMPACT Ambiguous

The net effect of eliminating the RET depends on how many people
fall into each category, and the average size of the labor supply

response within each group.

C. Empirical Evidence

Quantitative analysis of the work and retirement decisions of

older Americans is a relatively recent line of research, most
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studies having been completed during the past decade. The roles
played by specific financial influences such as job offers,
private pensions, and Social Security are not well understood.
In general, financial factors appear to have predictable, but
relatively small, consequences on the timing of retirement and
choice of postretirement hours of work when compared with
noneconomic influences such as age and health. The few studies
that have examined the work patterns of older workers suggest
that their labor supply determinants are very different from
those of younger workers; the estimated responses of younger
workers are likely to give misleading predictions of the behavior
of older cohorts. Therefore, in attempting to incorporate labor
supply responses of older workers to the elimination of the RET
into the STATS model, we are faced with two options: 1) use the
best available estimates from the many studies of younger
workers, but acknowledge that they are somewhat inappropriate
since they measure the behavior of a very different population,
or 2) use the best available estimates from studies that have
focused on the relevant population, but recognize that
considerably more research needs to be done before a professional
consensus emerges on the relevant empirical magnitudes. The

latter strategy is adopted here.

To predict the effect of removing the RET on the labor supply of
65- to 69-year-olds, it is necessary to estimate how the basic

decision whether to work at all might be altered, as well as
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whether those people who remain in the labor force will change
their hours of work. The existing economic literature was
surveyed to determine what is known about the magnitudes of the
"Effect on Work" entries in Table 1. Unfortunately, very few
published results can be incorporated into the STATS model in a

straightforward manner. 4

1. The Earnings Test and Labor Force Participation

Periodic changes in RET rules have provided the best
opportunities for studying its effects on labor force
participation and reentry. Vroman [1985] notes that the annual
earnings limit for retirees aged 65-71 was raised every year from
1973 to 1980, and he examines the labor force reentry rates in
these years. He concludes that reentry rates appear unresponsive
to changes in the annual earnings limit. Packard [1988] examines

reentry of 70-year-old retirees after elimination o: the RET for

4. Most of the empirical research on work and retirement
cannot be used for two reasons. First, the dynamic structure of
many retirement models is incompatible with the static approach
used in the STATS model. Economists usually model the retirement
decision as one aspect of a set of choices where individuals are
planning lifetime consumption and work patterns. Behavior during
a specific year is largely determined by events in previous
perlods and those anticipated for future years. Policy changes
in specific years, as analyzed in the STATS model, would be
predicted to elicit changes in behavior over a number of years.
The single-period analysis of the model cannot address these long
run considerations. Second, the STATS model uses a specific
dataset, the Current Populatlon Survey (CPS), as the information
source on the economic behavior of Americans. Since retirement
research is usually based on other datasets, publlshed
statistical results often utilize information that is not
recorded in the CPS and, therefore, not available in the model.
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this age group in 1983. The number of men and women returning to
the labor force increased slightly in 1983 and 1984 but fell back
to former rates in 1985, the last year for which he has data.
Thus, the two best sources of information on the effect of the
RET on reentry rates give no indication that eliminating the RET
would change reentry rates in a predictable direction. Vroman
finds no response, and Packard’s results are puzzling in that it
is hard to attribute the short-term increase in reentry rates to
the earnings test. This evidence on reentry rates suggests that
the RET is not likely to have much effect on labor force

participation rates.

Packard also tests for a link between the RET and the decision to
work using statistics on labor force participation rates
constructed from data from the Bureau of Labor Statistics (BLS)
and from the Social Security Administration’s (SSA’s) Continuous
Work History Survey (CWHS). He estimates that removing the RET
for 70- and 71-year-olds was associated with a rise in the
percentage of men participating in the labor force of between .39
and 2.18; for 70- and 71-year-old women the corresponding rise
was .22 to 1.61 percentage points. These results are not

estimated very precisely.5

5. Given the marked declines in work observed as age
increases, the 70- and 71-year-old cohorts are not the ideal age
groups for observing the effect of the earnings test; workers who
are aged 65-69 may be somewhat more responsive.
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Several other researchers have examined the ways in which work
and retirement decisions have been affected by the RET, but none
contain quantitative relationships that can be readily
incorporated into the STATS model for this application.6 The
studies by Vroman and Packard suggest that the impact on
participation rates among 65- to 69-year-olds of eliminating the

RET is likely to be very small.

2. The Effect on Hours Worked

A recent study of elderly labor supply behavior by Hanoch and
Honig [1983] provides an attractive source of estimated responses
that can be easily incorporated in the STATS model. In one of
the most carefully executed contributions to the literature,
Hanoch and Honig investigate the labor supply determinants of
persons aged 58-69, using data from the Retirement History Study
(RHS).7 They conclude that economic factors explain the labor
supply of the elderly only to a limited extent. Hours of work
appear to be very unresponsive to short term changes in nonlabor

income, and relatively insensitive to variations in wage rates.®8

6. For example, see Vroman [1971].

7. They estimate separate models for white, married males
and unmarried females using observations from the 1969-75 period
in the RHS.

8. Technical Footnote: Compensated substitution
glasticities were .19 for males and .21 for females, while total
income elasticities were -.02 and -.06, respectively.
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Other studies have estimated the likely effect of the RET on
retirees’ hours of work, but are less useful in this application
in that they are either somewhat outdated, or fail to provide

sufficiently detailed measured responses that can be directly

attributed to the test.®

To sum up, economic theory suggests a number of ways in which the
RET might influence the retirement and work decisions of the
elderly, but the overall effect on their labor market activity is
ambiguous. Empirical research on the determinants of older
workers’ labor supply is in its early stages, and the effects of
specific financial influences such as Social Security’s RET have
not been determined with much precision. At this time there is
little evidence of an appreciable impact on choice of retirement
date, or on the labor force participation decision of retirees.
There appears to be only a moderate influence of the RET on post-
retirement hours of work and earnings for the minority of
retirees who continue working. Many factors influence the work-
retirement decision, and the effect of the RET provision appears

to be small relative to other factors.

9. For example, Packard [1988], Burtless and Moffitt [1984,
1985], and Pellechio [1978] all find evidence that average hours
of work among retirees would rise if the RET were substantially
liberalized or abolished. There is no consensus on the amount of
additional labor that would be forthcoming.
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Given that the available evidence does not provide a consensus
view of the effect of the RET on labor supply, the approach used
in this paper is to provide simulations based on alternative
labor supply responses, using evidence from some of the studies
in this section. These alternative responses are discussed in

Section III.
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III. Description of the Study

A. The Proposals Simulated

This study examines five proposals for eliminating or modifying
the RET in 1990. One proposal (the full-removal plan) calls for
complete elimination of the RET for persons aged 65-69. Two
proposals raise the annual exempt amount for persons aged 65-69
from $9,000 to $20,000 and $12,000, respectively; these are

referred to as the AEA20 and the AEAl2 plans.10

Two proposals
lower the RET exempt age from 70 to 67 and 69, respectively;
these are referred to as the AGE67 and AGE69 plans. All these
plans assume that the DRC will remain as currently scheduled (3.5

percent in 1990).

B. The STATS Model

1. Microsimulation

The STATS Model is a microsimulation model developed by the

Social Security Administration’s Office of Research and

10. With wage indexing, an AEA of $20,000 in 1990 is
approximately equivalent to an AEA of $25,000 in 1994. Some
proposals for a phased-in increase or removal of the AEA have
called for a $25,000 AEA by 1994.
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Statistics.ll The analysis of RET modifications makes full use
of the STATS model’s general capability of simulating several tax
or cash benefit programs simultaneously, since the full
evaluation of the effects or changes in the RET requires
analyzing changes in Social Security benefits, Social Security
payroll taxes, and federal individual income taxes, all of which

are simulated in the model.

The STATS model uses a microsimulation approach: Information on
individual households is used to calculate taxes or cash
benefits, case by case. 1In a sense, each person or family
undergoes a simplified version of the tax filing or benefit
calculation process, with two differences. First, taxes or
benefits are often calculated according to a specific policy
proposal, instead of current law. Such policy simulation
applications enable analysts to consider the effects of changing
the way taxes or benefits are determined. Second, the
information used by the STATS model to determine taxes or
benefits was collected in a nationally representative survey of
households. Changes in benefits or tax liability can be summed
for population subgroups, yielding distributional results, or for
the population as a whole, yielding estimates of aggregate costs

Or revenues.

11. A description of the STATS model, as well as a
discussion of how it is used to estimate the effects of policy
changes on federal revenues and expenditures, is provided in
Wixon, Bridges, and Pattison [1987].
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2. The Current Population Survey

The primary source of information for the STATS Model is the
March supplement to the Current Population Survey (CPS). The CPS
is a nationally representative file based on interviews of over
50,000 households containing over 150,000 persons. The file
includes the civilian noninstitutionalized population of the
United States living in housing units and male members of the
Armed Forces in civilian housing. The Bureau of the Census
conducts the survey in March of each year and the resulting file
is available within a few months; hence the CPS is a dependable
source of up-to-date information.. It provides data on: the
relationships among persons within each household, prior-year
employment, income from various sources for those 15 years of age

or older, and demographic traits such as age, seXx and race.

The March 1987 CPS file, containing 1986 income information, was
projected four years forward using standard projection
techniques. All plans are assumed to go into effect in 1990. We

simulate the first-year effects of each plan.

Of particular importance for STATS simulation work is the income
information. The record for each person on the CPS file contains
that person’s income for the preceding year, broken down into 22
types of income, including wages and salaries, self-employment
income, several kinds of welfare income, Social Security

benefits, several kinds of pensions income, and several other
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kinds of possible retirement income like dividends, interest, and
rent. This information in itself is sufficient for some
simulations, but for a more complete treatment of some policy
proposals some information has to be imputed12 to the CPS from

other sources, usually from administrative data.

3. Tax and Benefit Calculations

The tax and benefit calculations use the income information to
calculate payroll taxes for each person, income taxes for each
filing unit, and information on family benefits for each family

containing persons with Social Security benefit income.

Payroll taxes are calculated by applying the schedulsd 1520
payroll tax rates to covered wages and self-employmeni inzome of
workers on the CPS, up to the annual taxable maximum. Whether a
worker’s earnings are covered is determined from CPS codes for
industry and occupation; different types of jobs have different

probabilities of being covered. (In RET simulations in which

12. "Imputation" replaces missing person or family
information with a definite value to be used in simulations. The
simplest kind of imputation replaces the missing value with an
average value. The simplest imputation for an annual benefit,
for example, would be the average annual benefit tabulated from
administrative data. More detailed imputations use averages
tabulated according to the characteristics of the persons
receiving the imputations, such as the average benefit for
beneficiaries of the same age, sex, and marital status. Another
level of imputation detail tabulates the distribution of values
in the data, rather than the average value, and the imputation
replaces the missing value with a value selected randomly from
the distribution of values.
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nonworking beneficiaries return to work, all new workers are

considered covered.)

The information provided on the CPS allows a fairly complete
calculation of the federal personal income taxes in each family.
(Some important items, like capital gains, are missing, and some
types of income are underreported on the CPS.) The STATS
calculation roughly follows the federal tax-form calculations,
adding up gross income (including taxable Social Security benefit
income), subtracting exemptions, subtracting deductions (itemized
deductions have to be imputed from Internal Revenue Service
administrative data), and using the appropriate tax brackets and
rates, depending on the marital status of the filing unit, to
calculate the income tax. Several credits are calculated,
including the credit for the elderly. Changes in either earnings
or benefits in other parts of the STATS simulation will
automatically have the appropriate effects in the income tax part

of the simulation.

The Social Security benefit information on the CPS is more
rudimentary, containing only the annual benefit for each
beneficiary on the file. This is sufficient for cost-of-living
adjustment simulations, but for simulations of other proposals
that affect benefits some other information usually needs to be

imputed.
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C. The STATS Model Simulation of RET Modifications

Four work-response scenarios were constructed using different
combinations of estimated effects: the "no-response", "low-
response", "intermediate-response" and "high-response" scenarios.
In our judgement, based on our examination of the economic
literature, the intermediate-response scenario is the "best-
guess" scenario. A fifth scenario, the "OACT-response" scenario,
was constructed to conform to certain work-response assumptions
developed by the Office of the Actuary for its estimates. The
five scenarios and their underlying assumptions will be described

in this section.l3

Persons in the simulation file aged 65-69 are classified into
four different groups, according to their expected reactions to
an RET modification. These categories correspond to the
categories in Table 1 in the theoretical discussion in Section

II.B.

13. The following discussion is based on Appendix A, which
contains a more complete discussion of the simulation procedures.
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Group 1.

Group 2.

Group 3.

Group 4.

Nonworking beneficiaries: benefits with no earnings.

Workers with earnings less than the exempt amount, with
or without benefits.

Beneficiaries with earnings greater than or equal to
the exempt amount. (Some workers in this group have
information in the CPS that indicates that they retired
during the year and no longer work. In the simulation
these are considered "grace-year" beneficiaries; the
CPS benefits are treated as if they were all received
after retirement; and the retirees are not subjected to
any retirement test, before or after the RET
modification.)

Workers with earnings greater than the exempt amount,
no benefits. (In the simulation, some of these will be
entitled beneficiaries with fully offset benefits, some
will be insured workers who have not yet applied for
benefits, and a small fraction will be uninsured
workers.)

The theory underlying the expected reactions in each of these

groups is discussed in Section II.B. These reactions, which the

STATS model seeks to simulate, are as follows:

Group 1.

Group 2.

Group 3.

Group 4.

A possible labor-force participation effect. (This
reaction is used only in the high- and OACT-response
scenarios.)

No effect.

Mixed substitution and income effects. The
substitution effect induces an earnings increase; the
income effect moderates the substitution effect. The
substitution effect will dominate at earnings just
above the exempt amount. Unless the income effect is
relatively strong, the substitution effect will
dominate for all partially offset beneficiaries. (In
the OACT scenario a fixed percentage increase in
earnings is given to 60 percent of Group 3 workers.)

Pure income effect: insured workers who get new
benefits as a result of an RET modification will reduce
earnings. (In the OACT scenario, some but not all such
workers will reduce earnings.)



Page 23
Workers in Groups 3 and 4 require a calculated or imputed benefit
for the simulation of possible RET effects. The benefits for
Group 3 workers are estimated by calculating the benefit offset
each worker would have had, based on the CPS earnings, and adding
this offset to the CPS benefit to obtain the benefit as it would
have been before the reduction. Group 4 workers have an imputed
benefit estimated from SSA administrative data which relates
benefit awards to the last full year of earnings; this procedure
gives higher imputed benefits to workers with higher earnings. A
small percentage of Group 4 workers who could receive benefits
under the RET proposal will choose not to receive benefits. (See

Appendix A for details.)

The empirical evidence for the possible size of the possible
work-response effects is discussed in section II.C. Mo.. studies
suggest no increase in the labor force participation rate for
older workers as a result of removing the RET; this is the

assumption used in the low- and intermediate-response scenarios.

For the high-response scenario, some of Packard’s estimates were
used for simulating the increase in aged labor force
participation. Packard estimated a rise in the labor-force
participation rate for 70- and 71-year-olds of 2.08 percentage
points for males and 0.57 percentage points for females after the
RET was removed for that age group in 1983. 1In the simulations a
proportion of nonworking beneficiaries representing these

percentage increases in the participation rate are returned to
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work; these workers are given earnings equal to the median

earnings for workers aged 65-69 with earnings above the exempt

amount.

For the intermediate-response simulations, the substitution
effect and income effect parameters estimated by Hanoch and Honig
for the elderly are used to simulate the response of Group 3 and
Group 4 workers.14 These parameters have the effect of
increasing the earnings of Group 3 male workers from 5.7 percent
to 6.3 percent if the RET offset-rate is reduced from 33 percent
to zero, and of reducing the earnings of Group 4 male workers by
not more than 2.0 percent. (See Appendix A for the derivation of
these figures.) In order to study the effects on the cost
estimates of variations in these parameters, a set of high- and
low-labor-supply response parameters is also calculated.15 The
low-effect parameters are designed to cause a smaller increase in
earnings among Group 3 workers and a larger reduction in earnings
among Group 4 workers (smaller substitution effect, larger income
effect). The high-effect parameters are designed to have the
opposite effect: greater earnings increases among Group 3

workers and smaller reductions among Group 4 workers (greater

14. Technical note: The substitution effect parameter is
the compensated-wage elasticity, calculated at mean hours and
wages. ne income effect parameter is the total income
elasticity.

15. Technical note: The high- and low-effect parameters
were calculated from the Hanoch and Honig estimates by varying
the estimates by one estimated standard error.
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substitution effect, smaller income effect). The low-effect
parameters under an elimination of the 33 percent RET will cause
an increase in earnings of 4.0 percent to 5.3 percent for Group 3
male workers and a decrease of not more than 4.0 percent for
Group 4 male workers. The high-effect parameters will cause an
increase of 7.3 percent for Group 3 male workers and no decrease

for Group 4 male workers.

The work-response combinations used in the four non-OACT

scenarios are as follows:1®

Table 2.-- Work response scenarios

Scenario Group 1 Group 3 Group 4
No-response None None None
Low-response None Hanoch-Honig: Hanoch-Honig:
Substitution Income effect only
effect (strengthened)
(weakened)
+Income effect
(strengthened)
Intermediate- None Hanoch-Honig: Hanoch-Honig:
response Substitution Income effect only
effect
+Income effect
High-response Packard: Hanoch-Honig: Hanoch-Honig:
Labor- Substitution Income effect only
force effect (weakened)
increase (strengthened)
+Income effect
(weakened)

16. Group 2 is omitted from this table. As discussed in
the text, there is no work response for this group.
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The no-response simulation shows only the effect on benefits of
reduced offsets for already-entitled Group 3 and 4 workers, plus
new benefits for Group 4 workers who are induced to apply for
benefits, along with increased income taxes on the benefits. The
low-response and intermediate-response simulations show, in
addition to the new or larger benefits among Group 3 and 4
workers, two different levels of earnings response by these same
workers, with the ensuing effects on payroll taxes and income
taxes. The high-response simulation shows an even larger earnings
response among Group 3 and 4 workers, and adds a return-to-work
response among some previously nonworking beneficiaries, with the
ensuing taxes on both earnings and benefits for these

beneficiaries.

An additional scenario, the "OACT-response' scenario, was
developed to conform as much as possible to certain work-response
assumptions used by the Office of the Actuary in its estimates of
work-response effects. The OACT scenario is somewhat similar to
the high-response scenario in that it allows a labor force
participation response from nonworking beneficiaries and
increases work among partially offset beneficiaries. Unlike the
high-response scenario, it also reduces earnings among fully
offset or nonentitled workers. The labor-force participation
response operates similarly to that in the high-response
scenario, except that different percentages of the workers are

returned, and returned workers are given earnings equal to the
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mean earnings for all workers, rather than the median earnings of
65-69~-year-old workers earning above the exempt amount. Sixty
percent of Group 3 workers are given a 25 percent increase in
earnings. Forty-five percent of Group 4 workers are given an
earnings reduction: for 28 percent of the group earnings are
reduced by 5 percent, and for 17 percent of the group earnings
are reduced by 16 percent. The imputed benefits given to this
group of workers are the same as those given in the other

scenarios.

Although the OACT scenario uses many of the benefit- and work-
response assumptions developed by the Office of the Actuary for
making its cost estimates of proposed RET plans, the aggregate
benefit and tax estimates from the STATS model simulation will
not match those of the Office of the Actuary for :everal reasons:
(1) The numbers of affected workers and beneficiaries in the
STATS model depend on CPS survey responses for earnings and
benefits. If respondents fail to report earnings or benefits, or
report them inaccurately, the STATS model estimate of the number
of persons affected, as well as the estimate of the changes in
benefits and taxes, can be affected. (2) The Office of the
Actuary assumptions cannot completely be carried over into the
STATS model because of differences between information on the CPS
and information in the data used by the Office of the Actuary.

(3) The STATS model and the Office of the Actuary use different
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procedures for estimating the complicated interaction between RET

modifications and the income tax.

In all scenarios, nonworking spouses do not have an earnings
response. Members of working couples are assumed to make their
earnings responses separately. In two-beneficiary couples (and
in some other multiple-beneficiary households) the person with
the highest benefit is identified as the primary beneficiary if
his benefit is high enough relative to that of a possible
auxiliary beneficiary; changes in earnings above the exempt
amount for the primary beneficiary can then cause changes in
payments to an auxiliary beneficiary, following the retirement-

test offset rules for family benefits.

Because the base file is derived from 1986 earnings and benefits
data when the RET benefit offset rate was $1 for every $2 of
excess earnings, simulations of changes in 1990 are actually
carried out in two steps: the first simulates the effects of
changing the benefit offset rate from $1 for $2 to the scheduled
1990 rate of $1 for $3; the second simulation adds the effects of
the proposed RET modification. The effects of the modification
are then analyzed by comparing the second simulation with the
first. Because different work-response scenarios have different
effects in the first simulation, the initial amounts for benefits
and earnings differ slightly when comparing different work-

response scenarios.
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D. Limitations

STATS modeling has some important limitations. Not all
information necessary for simulating tax and benefit changes is
present on the CPS, so that the accuracy of the simulation
depends in part on the accuracy of any imputations and
simplifications necessary to deal with the missing information.
(The projection of the CPS, which can be considered a sort of
imputation, introduces more uncertainty.) Furthermore, the CPS
information that is present, such as annual earnings and
benefits, is based on information supplied by survey respondents,

and may be subject to nonreporting or underreporting.

Two important examples of information imputed in the simulation
are the imputation of benefits for workers who might become
beneficiaries when the RET is modified, and the imputation of
earnings to beneficiaries who might return to work from full-
retirement when the RET is modified. Although the benefit
imputation uses SSA administrative data on the relationship
between benefits and the last full year of earnings for new
retirees as a whole, it is plausible that this information does
not apply very accurately to that subset of retirees who have
worked full-time past age 65. For the other group, the small
fraction of retirees who might return to work if the RET is
modified, there is no information on how high the average

earnings of returned workers would be. (In the simulations in
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this paper, the earnings imputation affects only the high-

response and OACT simulations.)

There is evidence that both earnings income and Social Security
benefit income are fairly well reported on the CPS, but we do not
know if it is safe to assume that the underreporting that does
exist is not particularly concentrated among the group of
interest in this study: workers aged 65-69, particularly those
who also have benefits. It is known that other nonearnings
components of income like interest and rent income are not very
well reprrted on tl e CPS; this underreporting will tend to lower

our estimates of t..2 taxation of benefits.

The limitations mentioned so far are inherent in making estimates
from the CPS. To these must be added the large uncertainties
introduced in modeling work responses to the RET, uncertainties
that stem from the fragmentary nature of current empirical

evidence, as was discussed in Section II.C.
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IV. Empirical Results

Thié section begins with an examination of the effects of the
five RET plans on aggregate benefits and tax revenues. The
discussion centers on the predicted changes given the
intermediate work-response scenario. The sensitivity of results
to the work-response assumptions is discussed;‘ This is followed
by an analysis of the effects of the full-removal plan on

particular economic and demographic groups.

A. Effects on Aggregate Benefits and Tax Revenues

1. Effects of the Various Plans in the Intermediate Work-
Response Scenario

Full-removal plan: The net cost to the government (benefit

increases minus tax increases) for this plan is $3.7 billion
(Table 3, Figure la), more than twice the net cost for any other
plan. Benefit costs rise by $4.3 billion; $1.5 billion or 36
percent of this $4.3 billion goes to new benefiéiary families,
i.e., families with no benefits under preplan law. Tax revenues
increase by $.6 billion ($573 million from the Federal personal
income tax and $63 million from the Social Security payroll tax).
Thus the increase in tax revenues recoups 15 percent of the

increase in benefit cost (Figure 1b). The net increase in
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earnings is $.4 billion representing an earnings increase of $.5
billion by some workers, which is partially offset by an earnings
decrease of $.1 billion by others. The earnings increase causes
all of the increase in Social Security tax revenues and part of
the increase in income tax revenues. Most of the increase in
income tax revenues (about $.5 billion) is the result of taxes on
the increased benefits, -and would have resulted in the absence of

any change  in earnings.17

Partial-removal plans: The net costs to the government for the

partial-removal plans are $1.6 billion for the AEA20 plan, $.7
billion for the AEAl12 plan, $1.5 billion for the AGE67 plan and
$.4 billion for the AGE69 plan (Table 3, Figure la). The
percentages of increased benefit costs recouped by tax increases
(recoupment rates) are all below 20 percent: 11 percent for the
AEA20 plan, 8 percent for the AEAl12 plan, 15 percent for the
AGE67 plan and 19 percent for the AGE69 plan. These differences
in recoupment rates are to a considerable extent due to
differences in the distribution of benefit increases among income
18

groups. Benefit increases are least concentrated in the top

income classes for the AEAl12 plan and next least concentrated for

17. It is estimated that adding an increase in the delayed
retirement credit to 8 percent in 1990 to this plan would
decrease 1990 benefit costs and net costs by about $.4 billion.

18. Of plan benefit increases, new beneficiary families
receive 26 percent for the AGE67 plan and 11-13 percent for the
other three partial-removal plans.
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the AEA20 plan. The concentrations for the AGE67 and AGE69 plans
are similar to that for the full-removal plan. Because of the
structure of the benefit taxation provisions and the
progressivity of the income tax schedule, the higher the share of
benefit increases going to the top income classes, the higher is
the proportion of these benefit increases recouped by income
taxes. Below certain income thresholds benefits are not taxed,
and above these thresholds the percentage of benefits subject to

tax rises with income.

2. Sensitivity of Effects of Full-Removal Plan to Work-Response
Assumptions.

Here the sensitivity of aggregate results for the full-removal
plan to work-response assumptions is explored. The intermediate
work response lowers the net cost by $.1 billion to $3.7 billion
from the $3.8 billion which results when there is no work
response (Table 3, Figure 2a).19 The recoupment rate rises to 15

percent from 11 percent (Figure 2b).

19. Benefit costs are affected by the work-response
assumption, but are not as sensitive as tax revenues. This
sensitivity of benefit costs operates as follows. Under current
law the benefit reduction rate is scheduled to fall from one-half
in 1986 to one-third in 1990. A separate projection of the CPS
data from 1986 to 1990 is done for each work-response assumption.
The projection for each scenario incorporates this benefit
reduction rate decline and the accompanying work response. The
larger the earnings increase due to this decline in the benefit
reduction rate the larger is the amount of benefits withheld
under the current-law RET, and thus the larger is the benefit
cost increase due to removal of the RET.
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The low-response assumptions produce an increase in earnings of
less than $.2 billion and a recoupment rate of 12 percent.
Earnings increases of $.4 billion are partially offset by
earnings decreases of $.2 billion. By assumption there is no

change in the number of workers.

The high-response assumptions produce a much larger increase in
earnings ($3.4 billion) than do the intermediate assumptions

($.4 billion). Accordingly, the high-response scenario produces
a much higher recoupment rate (35 percent versus 15 percent).

The additional workers under the high-response scenario earn more
than $1.8 billion; families with preplan earnings increase their
earnings by almost $1.6 billion, as compared to an increase of

$.4 billion for the intermediate-response scenario.

The OACT work-response assumptions produce a $2.0 billion
increase in earnings and a 27 percent recoupment rate. This
earnings increase is much larger than fo: the intermediate
scenario but considerably smaller than for the high-response
scenario. The additional workers under the OACT scenario earn
$1.1 billion. The $.9 billion net increase in the earnings of
families with preplan earnings is the result of increases of

$1.6 billion partially offset by decreases of $.7 billion.
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B. Effects on Economic and Demographic Groups

The effects of the five plans on particular economic and
demographic groups are examined, using the intermediate
scenario.2? The focus is on the distribution of 1990 increases
in benefits and taxes among these groups. In interpreting these
data the reader should keep in mind that those receiving the
benefit increases will lose delayed retirement credits for 1990
and hence will receive lower benefits in later years. Since the
1990 DRC is 3.5 percent compared to an actuarially fair DRC of
8.0 percent, the later-year penefit decreases will offset a bit

less than one-half of the 1990 benefit increases.

Full removal plan: Aggregate net benefit to families equals

aggregate net cost to the government.21 The plan’s net benefits
to families (benefit increases minus tax increaseszz) of $3.7

billion go primarily to upper-income families. 1In Table 4 all

20. It can be argued that for the distributional analysis
in this section it would be preferable to use the no-
response scenario results rather than the results for a
scenario which incorporates work responses. Because
the work response in the intermediate scenario is
relatively small, distributional results for these two
scenarios (no-response and intermediate~-response) are

very similar.

21. If the government wants to prevent the introduction of
the plan from increasing the overall 1990 budget deficit, it must
raise taxes and/or reduce some government expenditures. These
tax increases would also impact on particular economic and
demographic groups.

22. Includes increases in employer payroll taxes which are
assumed to be borne by employees.
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families with at least one person aged 65-69 at some time during
1990 are grouped into income deciles based on size of family
income under current (i.e., preplan) law.?3 Table 4 and Figure 3
show that the top 10 percent of such families (those with 1990
incomes in excess of $59,558) receive 50 percent of net benefits
and the next 10 percent (those with incomes of $41,934-59,558)
receive 23 percent, but that the bottom 50 percent (those with

incomes of less than $22,088) receive only 4 percent.

The primary determinant of the distribution of net benefits is
the distribution of benefit increases. Of the benefit increase
of $4.3 billion, 75 percent goes to the top two deciles, but only
3 percent to the bottom five deciles. Benefit increases go to
those whose preplan earnings exceed the current-law annual exempt
amount--those with partially reduced benefits under current law
and those with no current-law benefits either because their
benefits were totally withheld due to excess earnings or because
they did not apply for benefits which would have been partially
or totally withheld. Seventy percent of the net earnings
increase of $.4 billion is accounted for by the top three

deciles.

Female-headed families do not fare nearly as well as male-headed

families under the plan (see tables in Appendix B). Female-

23. The income boundaries of the deciles are actually for a
slightly different group of families.
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headed families account for 30 percent of all families with a
head or spouse aged 65-69, but receive only 16 percent of net
plan benefits. This reflects sex-related differences in earnings
levels. A higher proportion of male-headed families have earners
with earnings high enough to be subject to the current-law RET

and, hence, to receive benefit increases under the plan.

Families headed by widowed persons do not fare nearly as well as
other families. Families headed by widowed persons account for
24 percent of all families with a head or spouse aged 65-69, but

receive only 10 percent of net plan benefits.

Additional information on the effects of the five plans on
particular economic and demographic groups is given in the
appendix tables. For the various groups these tables show the
proportions affected (i.e., having a change in income) by each
plan and detailed information on the average effects for affected

families.

Plans calling for increased Annual Exempt Amounts: The

concentration of net benefits in the top deciles is less for the
AEA20 and AEAl2 plans (especially so for the AEAl2 plan), than
for the full-removal plan. For the AEA20 plan the top two
deciles get 50 percent of net benefits and the bottom five
deciles get 8 percent (Table 5). For the AEAl2 plan the
comparable figures are 41 percent and 15 percent (Table 6).

Again, the primary determinant of the distribution of net
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benefits is the distribution of benefit increases. As shown in
Tables 5 and 6 the concentration of benefit increases in the top
deciles is less for the AEA20 and AEAl2 plans than for the full-
removal plan. The smaller the increase in the AEA, the less

benefit increases are concentrated in the top deciles.

Female-headed families do not fare as well as male-headed
families under these two plans. Female-headed families account
for 30 percent of all families with a head or spouse aged 65-69,
but receive only 26 percent of net plan benefits under each of
these two plans. Recall that for the full-removal plan they

receive only 16 percent of net benefits.

Families headed by widowed persons account for 24 percent of all
families with a head or spouse aged 65-69, but receive only 16-17
percent of net benefits under the AEA20 and AEAl2 plans. Recall
that for the full-removal plan they receive only 10 percent of

net benefits.

Plans which reduce the RET exempt age: The concentration of net

benefits in the top deciles for the AGE67 and AGE69 plans is
similar to that for the full-removal plan and considerably more
than for the plans which raise the AEA. For the AGE67 plan the
top decile gets 51 percent of net benefits and the bottom five
deciles get 4 percent (Table 7). For the AGE69 plan the

comparable figures are 47 percent and 3 percent (Table 8).
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Again, the primary determinant of the distribution of net

benefits is the distribution of benefit increases.

The distributions of net benefits by income deciles for the five

plans are shown side-by-side in Table 9.
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V. Conclusions

Because Social Security benefits are now taxed, the proposals
examined will increase tax revenues to some extent simply because
they increase benefit outlays. In the absence of any work
response, however, the additional revenues will be only a
fraction of the additional outlays. Our estimates show that if
the RET is eliminated altogether and if there is no work
response, the additional tax revenues will defray only 11 percent
of the cost of the additional benefits. Thus, the additional tax
revenues implied by the proposals will cover a major share of the
outlays only if the proposals elicit a sizeable increase in work

effort by those between the ages of 65 and 69.

The estimates of changes in work effort afe based on an
examination of the few studies that consider the effects of the
RET on retirement or hours-worked decisions by the elderly.
Economic theory suggests that the RET affects the number of hours
supplied by older workers and that it may affect labor force
participation. Theory predicts that, under the proposals
examined in this paper, some will respond to the increase in the
net wage by earning more. Others, who receive a benefit
increase, may have less need for earned income and may work less.

In terms of theory alone, the net effect is ambiguous. The
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existing empirical studies on the labor supply effects of the RET
do not suggest a consensus on the magnitude of the effects;
further research is needed. Nonetheless, the available studies
indicate that these effects are small--that the labor market
behavior of the elderly is relatively unresponsive to the

financial incentives associated with the RET.

Due to the imprecision of these estimates and the importance of
the work response in evaluating the changes in the RET, we
estimate a range of possible work responses to changes in the
RET. The response assumptionsvrelate to both the hours worked by
those already working and the number of labor force participants.
The results appear much more sensitive to the labor force

participation assumption than to the hours-worked assumption.

Based on our "best guess" or intermediate work response
adjustment, increases in revenues fall far short of benefit
increases for all proposals evaluated. When we consider total
elimination of the earnings test, additional revenues in 1990
cover only 14.8 percent of the increase in benefits. The
remaining cost is 3.7 billion dollars. The induced work response
increases earnings by $.4 billion. Of the $.6 billion in
additional tax revenues generated under this plan, 90 percent is
collected via the income tax and 10 percent via the payroll tax.

About 80 percent of the additional income tax collections



Page 54
represent the tax on increased benefits; the balance, the tax on

additional earnings, amounts to $.1 billion.

Using the same intermediate work response assumption, the first-
year (1990) cost of each of the four plans to modify the RET is
less than half the cost of total elimination. For each plan the
revenue increase is estimated to be less than 20 percent of the

additional outlays.

Given the structure of the RET, removing or liberalizing the test
implies that only those with earnings above the current exempt
amount will receive additional benefits. As a result, the plans
are similar in terms of basic distribution effects. High income
families receive most of the additional benefits, and families
‘headed by women or by widows or widowers do not fare well

compared to other groups.
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Appendix A

Using the STATS model to Simulate the Effects

of Changes in the Earnings Test

The simulations reported here were carried out on the file from
the March 1987 Current Population Survey (CPS). The simulation
population on this file contains 154,334 persons living in 61,943
families. The tabulation weight for each family was adjusted to
make tabulations from the file reflect the expected 1990
population. In addition all income amounts on the file, which
contain each person’s income for 1986, were adjusted to reflect
expected per capita income growth between 1986 and 1990. (The
projection uses figures for projected population growth from the
Office of the Actuary and for projected income growth from the
Office of Management and Budget.) All simulations were carried

out in 1990 dollars.

A. The Work-Response Scenarios

In the set of simulations reported here, several scenarios for
possible work responses to an elimination or modification of the
retirement test were implemented. They are referred to here as
the "no-response" scenario, the "intermediate-response" scenario,

the "low-response" scenario, and the "high-response" scenario.
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A fifth scenario, the "OACT" scenario, was also developed to
facilitate comparison with some of the estimates made by the

Office of the Actuary.

The no-response scenario allows benefits to increase for workers
with partially reduced benefits, and allows some previously fully
reduced or nonentitled workers to take new benefits, but does not
simulate any work response to these benefit changes. The low-,
intermediate- and high-response scenarios are designed to give a
notion of the range of possible work responses that can be
supported by the eéonometric literature. The intermediate-
response scenario uses labor-supply elasticities from a study of
labor-supply responses among the elderly (Hanoch and Honig
[1983]. The low-response scenario uses the same elasticities,
adjusted downward (that is, in the direction of smaller earnings
increases) by one standard deviation. The high-response scenario
uses the same elasticities adjusted an equal amount upward, and
in addition allows some nonworking beneficiaries to return to

work in response to the RET elimination.

B. Initial Imputations

Two initial imputations were made to persons on the CPS file to
clarify eligibility for the earnings test. The CPS gives only
the age in years for each person at the time of the survey, which
is in March following the income year. A 65-year-old on the CPS

file, for example, might have turned 65 between December and the
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time of the survey, and therefore would have been 64 during the
whole simulation year. At the other end of the earnings-test age
range, a CPS 70-year-old could have just turned 70, in which case
he would have been subject to the earnings test for the whole
simulation year, or he could have turned 70 as early as March of
the simulation year, in which case most of his earnings and
benefits would have been exempt from the test. To insure that
the proper proportions of 65- or 70-year-olds are included or
excluded from the effects of changing the retirement test, an
exact month and day of birth are imputed to each person within

the limits set by the CPS age.

The second initial imputation is a "grace year" indicator. If a
CPS person on the March 1987 survey worked only part of the year
in 1986, the reason for his not working is asked. The same
question is asked for those not working in March. 1If a person
did not work for part of 1986, and was not working in March 1987,
and gives the reason for not working in both periods as
"retired", then he is considered to have retired during 1986. In
particular, if the worker has benefits in addition to his
earnings, he is assumed to have earned the earnings before
retirement, the benefits after, and is assumed to be subject only
to the monthly earnings test under the grace-year provision.

This assumption eliminates many of what would otherwise appear to

be cases of beneficiaries with unfeasibly high earnings.
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C. Benefit- and Work-Response Groups

All persons who might be affected by the retirement test (in the
proposals simulated here, all persons aged 65-70 at the end of
the year) are divided into five groups, depending on their 1986
earnings and benefits and on the retirement-test exempt amount in

1986:

Group 1: Benefits, no earnings.

Group 2: Earnings between zero and the retirement-test exempt
amount, with or without benefits.

Group 3: Benefits, with earnings greater than or equal to the
exempt amount.

Group 4: No benefits, earnings greater than the exempt amount.

Group 5: All others (zero earnings and zero benefits, or
earnings less than zero).

Persons in Groups 2 and 5 will have no benefit or work response.
Workers in Group 3 can have a larger benefit if the RET is
modified. Workers in Group 4 can get a new benefit. Workers in
Groups 1, 3, and 4 can have a work response. These responses

will be discussed group-by-group in the following sections.

D. Simulation of Benefit Acceptance

Group 3 and Group 4 workers can get larger benefits or new
benefits under a modification of the RET. If there were an
increase in the delayed retirement credit, particularly if it

- were raised to 8 percent per year, some observed Group 3
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beneficiaries might elect to postpone applying for benefits. The
STATS simulation contains a benefit acceptance calculation for
these Group 3 workers, using assumptions developed by the Office
of the Actuary for its estimates, to reduce the number of Group 3
filers as the DRC is raised toward 8 percent. The parameters
used in this calculation are not reported here because all the
RET modification plans analyzed in detail hold the delayed
retirement credit constant at its currently scheduled 1990

value.24

Group 4 workers require a benefit-acceptance calculation even
when the DRC is held at its scheduled level. These workers are
divided into three groups. The first is a group of uninsured
workers, designated by randomly selecting seven percent of the
Group 4 workers (the seven percent figure comes from Social
Security Administration (SSA) administrative data for the

proportion of the elderly population that is not insured).

Of the remaining Group 4 workers, a second group is formed
consisting of those whose earnings are low enough that their
benefits would not be fully offset under the current-law RET.
Under a full removal of the RET, 89 percent of this group will

apply for benefits if the DRC does not change. (The 89 percent

24. The simulations do incorporate the effect of the rise
in the scheduled delayed retirement credit from 3.0 percent in
1986 to 3.5 percent in 1990, but this effect is calculated before
calculating the RET modification effects in 1990.
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figure is derived from an assumption used by the Office of the
Actuary). For simulations of partial elimination of the RET, or
of an increase in the DRC, this percentage is reduced, using a

procedure described in Section E.

The final group is formed from the remaining Group 4
workers--those insured workers with earnings high enough that all
of their benefits would be fully offset under the current-law
RET. The Office of the Actuary, in one of its estimates, divided
this group into: (1) those who were already entitled, but whose
benefits were‘fully offset, of whom all would receive benefits if
the RET were fully removed, and (2) a group of insured but not
yet entitled workers, of whom 89 percent would apply for benefits
if the RET were fully removed. Because the STATS model
simulation has no information on whether such workers are
entitled yet, they are randomly allocated into the two groups and
the appropriate benefit-acceptance probability is calculated.
Under partial-elimination plans the accepténce probability is

reduced, using a procedure described in Section E.

No effects on benefits are simulated for workers in Groups 2 and

5.

E. Simulation of Partial Elimination Plans

The simulation of benefit acceptance, described in Section D, and

the simulation of several of the work responses, to be described
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in Sections F and G, use parameters that were developed for
estimating the effects of full removal of the RET.22 For the
simulation of plans which lower the exempt age, these same
parameters are used, restricted to the appropriate ages. For
simulation of plans which raise the exempt amount, however, the
parameters are altered, scaled in such a way that the following
criteria are met: (1) if there are no changes in the RET
provisions, there will be no change in earnings or benefits; (2)
if there is a full elimination of the RET, the full effect of the
parameters will be used; and (3) partial changes in the RET
provisions use parameters scaled in such a way that small changes
in the provisions cause small changes in the probabilities or .

amounts of simulated benefit and work responses.

For most of the effects simulated, the scaling is done by
calculating three different benefit offsets: the offset under
current law, the offset under the proposed partial elimination,
and the offset (always zero) under full elimination. For Group 1
workers, calculating these potential offsets requires using the
imputed potential earnings. For Group 4 workers, calculating the
potential offsets requires using the imputed potential benefits.
As an example of how the parameter-scaling algorithm works, a

Group 1 worker under current law might have an offset, if he

~25. Many of the parameter-scaling procedures described in
this section were developed for combinations of work-response
scenarios and partial-elimination plans not described in this
paper.
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returned to work at his imputed earnings, of $3,000. If the AEA
is raised, this offset might fall to $2,000. Under full removal
the offset would be zero. The partial-removal plan thus goes
one-third of the way to full removal for this worker, and his
chance of returning to work under the partial-removal simulation
would be one-third the chance of returning to work under the

full-removal simulation.

This kind of scaling is used for the benefit-acceptance
simulation in all scenarios, including the OACT scenario
described below. It is also used for the labor-force-
participation response among Group 1 workers in both the high-
response and the OACT-response scenarios. The elasticity-based
responses for Group 3 and 4 workers used in all but the OACT
scenarios require no scaling. The same responses in the OACT
scenario, however, require scaling. For Group 4 workers, the
scaling is done according to the proportional reductions in
potential benefits, as described above. For Group 3 workers,
however, the scaling is done according to proportional changes in
the RET benefit offset rate. If a worker is above the annual
exempt amount under both current law and the proposed plan, there
will be no work response for him in the OACT scenario, but if he
is over the exempt amount under current law and under the exempt
amount under the proposal, the effect will be the same as under

full elimination.
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A similar kind of scaling, not described here, is used to
simulate increases in the DRC. Increases in the DRC above the
current-law amount have the affect of reducing the benefit
acceptance probabilities, with a maximum reduction defined for a
DRC of 8 percent, and intermediate reductions interpolated
between the current-law acceptance probabilities and the 8

percent DRC acceptance probabilities.

F. Simulation of Work-Responses

The work-response simulation of Groups 1, 3, and 4 for the low-,
intermediate~ and high-response scenarios will be discussed in
this section. The simulation for the OACT scenario will be

described in Section G.

Group 1: ILabor-Force Participation Response

This group, the nonworking beneficiaries, is the largest in the
65-69 age group. Benefits for this group would not be affected
by a change in the RET, but for some of the beneficiaries a
reduction in the RET, because it would give them a higher total
of earnings and benefits if they continue at work, might induce
them to postpone retiring or to return from retirement to work.
Only a fraction of the group would return to work if the RET were
eliminated, but there is very little econometric evidence for how
large this fraction might be. The effects on taxes from a 1

percent increase in the labor-force participation rate in the
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65-69 age group would be appreciable in the context of these
simulations, but a 1 percent change is small relative to
unexplained fluctuations in the participation rate in this group.
Given the uncertainty of this labor force effect, the best that
can be done is to give simulations for several possible work

responses.

For the low- and intermediate-response scenarios, no labor-force
participation response igs simulated. The high-response scenario
uses regression estimates made by Packard [1988] of the effect on
70-71-year-old labor-force participation of the 1983 elimination
of the RET for that group. Packard made several estimates; the
ones used here are the best estimates for the change in the
Bureau of Labor Statistics (BLS) participation rate:

Male 2.08 percentage points

Female 0.57 percentage points.
Because the proportion of the population that doesn’t work
increases with age, simulation of a given increase in the
participation rate requires returning a larger proportion of the
younger beneficiaries to work. The Packard estimates return the
following proportions of nonworking beneficiaries to work under

the full-removal plan:
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MALE FEMALE
Age Married Unmarried Married Unmarried
65 3.61% 2.67% 0.72% 0.80%
66 3.38 2.83 0.66 0.81
67 2.96 3.03 0.69 0.76
68 2.86 2.62 0.59 0.73
69 2.82 2.99 0.62 0.67

For simulations of partial-elimination plans these percentages

are adjusted downward, using the method described in Section E.

For those who are selected to return to work, an annual earnings
amount must be simulated. In theory, the annual earnings of a
worker who returns to work should be above the annual exempt
amount, because there is no disincentive to labor-force
participation for workers with earnings below the exempt amount.
There is almost no basis from existing studies for further
determining the appropriate level of earnings for these returned
workers. For these simulations, workers were given annual
earnings equal to the median earnings of workers with earnings
above the exempt amount, for age 65-69 workers in the same sex
and marital-status category. These median earnings, in 1990

dollars, are:

Married Unmarried
Male $29,781 $19,070

Female 17,873 17,130
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Within a given sex/marriage category, the same amount is given to
all beneficiaries who return to work. If a more realistic
simulation were made, distributing the simulated amounts around
the average amount, larger income tax effects could be expected
because of the progressivity of the income tax rate structure.

We did not have sufficient data for constructing such a

distribution.

Group 2: Workers With Earnings between Zero and the Exempt Amount

Because earnings below the exempt amount are unaffected by the
retirement test, Group 2 workers are not given a work response in

any of the simulations.

Group 3: Beneficiaries with Earnings at or above the Exempt
Amount

Beneficiaries whose 1986 earnings were above the 1986 exempt
amount are assumed to have had partially offset benefits. For
these beneficiaries, the presumed offset can be calculated from
the 1986 RET provisions, giving a full nonoffset benefit. Any
new RET provisions can then be simulated using the projected

earnings and projected full benefit.

The work responses for this group combine the labor-supply income

effect due to the higher benefits with a substitution effect due
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to the higher net-of-offset wage these workers receive when the
RET offset is eliminated. (For plans in which the exempt amount
is raised but the offset rate is not changed, there will be an
income effect only for those workers with earnings above both the

old and the new exempt amounts.)

The substitution and income effects are simulated using labor-
supply elasticities estimated for the elderly in Hanoch and Honig
[1983]. The income effect is incorporated by using a "total
income" elasticity, Ey, measuring the effect on current hours
worked of a change in income (an Ey of -.01 would mean that an
income increase of 1 percent of earnings would cause the worker
to reduce his earnings by .01 percent). The substitution effect
is incorporated by using a "compensated wage" elasticity, Ey,
measuring the effect on current hours worked of a reduction in
the offset rate. (In 1990, the scheduled offset rate will be
reduced from .50 to .33; each proposed plan will reduce this rate
to zero for some or all 65-69 workers. An Ey of .01 would mean,
in the RET context, that a reduction in the offset rate of one
percentage point would cause a worker to increase his earnings by
.01 percent. A reduction in the offset rate of 33.3 percentage

points will cause an increase in earnings of 33.3 * Ey-)



Page 68
The elasticities used in these simulations, from Hanoch and Honig

[1983, p. 144], are:

Ew Ey
Male 0.19 -0.02
Fenmale 0.21 -0.06

These estimates are used for the intermediate-response scenario.
For the high-and low-response scenarios these elasticities were
changed by one standard error in the estimates. (The standard
errors were, for the male and female wage elasticities,
respectively .03 and .07, and for the male and female income
elasticities, .02 and .06.) For the high-response, the male wage
elasticity is .22, the female is .28, and both income
elasticities go to zero. For the low response, the male wage
elasticity is .16, the female is .14, and both income

elasticities are doubled.

For each Group 3 worker in the simulation, two values are
calculated, DTAX and DOFFSET. DTAX is the change in the offset
rate for that worker under the simulated plan. For a change in
the offset rate from .33 to zero, DTAX would be -.33. DOFFSET is
the change in the benefit reduction between current law and the
the proposal, equal to the negative of the benefit increase for
all affected workers. The percentage change in earnings is then

given by

$ch (EARNINGS) = (-Ey * DTAX - Ey * DOFFSET/EARNINGS) * 100.
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The first term (Ey * DTAX) is the substitution effect, the second
is the income effect. Because of the smallness of Ey relative to
Ey, the main effect here is the substitution effect. For a
reduction of the offset rate from 33 percent to zero, this term
gives an increase in earnings of 6.3 percent for males. The

total effect will be somewhat smaller, because of the Ey term.

Group 4: High earners with no benefits.

This group is assumed to contain three types of workers:
uninsured workers, workers who have already applied for benefits
but have full offsets to them because of their earnings, and

workers who have not yet applied for benefits.

As stated earlier, a group of workers representing uninsured
workers is identified by randomly selecting seven percent of the
group; they are eliminated from further consideration. For the
remaining workers, a potential benefit must be imputed. The
benefits are imputed from SSA administrative data on the
distribution of replacement rates: the imputation gives the
benefit as a ratio to earnings; this ratio is then multiplied by
the worker’s earnings to get his imputed benefit, and a maximum

on the imputed benefit is imposed.

Not all of the workers in the group are expected to accept the

benefits even if the RET is eliminated. The benefit-acceptance
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response is discussed in Section D. Of those who do accept,
there may be a work response. The work response in this group,
if it exists, is expected to be negative, since the elimination
of the RET gives these workers more income without affecting
their net wage, and the income effect is, if anything, negative,
in the sense that an increase in income is likely to induce

workers to choose more leisure and less work.

To simulate the income effect, the same labor-supply elasticities
used in Group 3 are applied, except that the wage
elasticity——Ew--and the change in the offset rate, DTAX, are not
relevant for this group. The change in the offset, DOFFSET, is
simply the negative of the new benefit that the worker might
receive. The percentage decrease in earnings is given by the the

following formula:

%ch (EARNINGS) = (- Ey * DOFFSET/EARNINGS) * 100.
Because Ey in the intermediate scenario is -.02 for men and -.06
for women, the decrease in earnings is always less than 2 percent
for men and less than 6 percent for women (using the assumption
that the new benefit is always less than earnings for these
workers). 1In the low-response scenario, Ey is -.04 for men and
-.12 for women. In the high-response scenario it is zero for

both, meaning that there is no income response.
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Group 5: Group 5 workers include workers with negative earnings
and persons with neither earnings nor benefits. No work-response

effects are simulated for them.

G. The "“OACT" scenario

The OACT scenario is a set of assumptions developed to be as
consistent as possible with a working set of assumptions
developed by the Office of the Actuary for making its estimates
of benefit and work responses to an RET elimination. The STATS
model estimates, even when using the OACT scenario, will differ
from the Actuary’s estimates because: 1) dirferent data sets,
with different numbers of affected workers and beneficiaries and
different amounts of benefits and earnings, are used; 2) the
response assumptions used in our OACT scenario cannot duplicate
completely the assumptions used by the Actuary; and 3) the STATS
simulation has a much more detailed estimate of the changes in

income taxation, particularly in the taxation of benefits.

The OACT scenario uses the same breakdown into groups as the
other scenarios. As in the other scenarios, Group 2 and Group 5
workers have no effects. Group 3 and Group 4 workers can have
changed benefits, using the same benefit-acceptance calculations
as are used in the other scenarios. The work responses for Group

1, 3, and 4 workers will be described in this section.
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Group 1: The Office of the Actuary made its estimates under the
assumption that the following percentages of nonworker

beneficiaries would return to work under full elimination of the

RET:
Age Recently worked No recent work
65 5.0% 1.7%
66 3.6 1.2
67 3.0 1.0
68 2.7 0.9
69 2.5 0.8

For the STATS model simulation, these percentages were modified
in the following way. Because the CPS does not have a
corresponding recency-of-work indicator, a weighted average of
the Actuary’s two estimates was used for each age group on the

CPS. The resulting parameters are:

Adge Percent returning to work
65 2.40%

66 1.44

67 1.14

68 0.94

69 0.83

Following the the assumption used by the Office of the Actuary,
each returned worker is given earnings equal to the average

earnings for all workers.
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Group 3: For the OACT scenario, 60 percent of the group is
expected to show a work response; for those who do the response
is to increase earnings by 25 percent. The average increase in
earnings over the whole group is therefore .60 times 25 percent,
or 15 percent. This average increase of 15 percent is larger
than the increase of about 9.5 percent that the intermediate-
response scenario will show for the full elimination plan. The
OACT scenario can therefore be expected to show larger effects
for this group. 1In addition, because the OACT scenario splits
the average effect between one subgroup with no effect and the
other subgroup with a larger-than-average effect, the OACT income
tax effects will be still larger due to the progressivity of the

income tax structure.

Group 4: The Office of the Actuary simulates the income effect
on nonbeneficiary workers by giving 40 percent of the nonentitled
workers a 5 percent earnings reduction and 60 percent of the
entitled but fully offset workers a 16 percent earnings
reduction. Because the STATS model simulation has no direct
information on whether a worker with no benefits is nonentitled
or fully offset, the Office of the Actuary’s numbers were
combined in a weighted average to give the following figures to
apply to the group as a whole in our OACT scenario:

28 percent reduce earnings by 5 percent

17 percent reduce earnings by 16 percent
55 percent do not change their earnings.
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The average earnings decrease for our OACT scenario is 4.1
percent. In comparison, the intermediate-response scenario has a
maximum earnings reduction of something less than 2 percent for
men, so that the OACT scenario should show larger earnings
decreases for this group than does the intermediate scenario. In
addition, because the OACT scenario distributes the average
change, with most earners not changing their earnings at all but
with the rest changing by higher than average amounts, OACT
income tax decreases should be correspondingly larger because of

the progressivity of the tax structure.

H. Simulation of Married Beneficiaries and Beneficiary Families

If both members of a married couple have benefits, and if neither
one’s benefit is less than .6 of the other’s benefit, then they
are assumed to be independently entitled, and the simulation of
the offset calculations and benefit and work responses is carried
out independently, using the procedures described above. (The .6
ratio is used as a screen for spouse benefits, rather than a more
exact .5, to allow for CPS rounding.) If one member is a
beneficiary and the other is a nonbeneficiary, the same
assumption is made. If both are beneficiaries, and one has
benefits less than .6 of the other’s, then the one with the
smaller benefit is assumed to be an auxiliary beneficiary with no
retired-worker entitlement. If both are nonbeneficiaries, and at

least one has earnings, then the one with the higher earnings is
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considered the primary beneficiary and the one with smaller or no

earnings the auxiliary beneficiary.

For families with primary and auxiliary beneficiaries a total
offsettable benefit is calculated, summing up all the benefits
(or potential benefits) payable on the primary beneficiary’s
account. This total benefit, rather than the primary’s own
benefit, is used whenever the total potential offset is a factor
in simulating the primary beneficiary’s benefit- or work-response
(such as in the total-income elasticity component of the Group 3
work response). If the primary rejects or accepts benefit
entitlement, the auxiliary follows suit. In Group 1 families,
the primary can return to work but the auxiliary (by assumption)
cannot. Group 3 and Group 4 auxiliaries can have earnings
responses; auxiliary offset calculations and earnings responses
are made after the responses of the primary are determined; the
primary’s RET offsets, if there are any, are applied not only to
his benefit but also in equal proportion to the auxiliary
benefit; the offsettable benefit used by the auxiliaries in their
calculations is what is left over after this reduction from the

primary’s offset.

I. Simulation of 1990 effects

Because the base file for the current simulations reflects

earnings, benefits, and labor-force participation in 1986, a
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preliminary simulation has to be done to take account of changes
in the RET provisions between 1986 and 1990. These changes are a
rise in the RET exempt amount because of indexing, a fall in the
RET offset rate from 50 percent to 33 percent, and a rise in the
DRC from 3.0 percent to 3.5 percent. The reduction in the offset
rate (and to a small extent the increase in the DRC) has the
effect of partially removing the 1986 RET. Each behavioral
response scenario requires its own 1990 simulation, so that the
"pre-elimination" simulation, from which changes are measured for
each family in the simulation, varies from scenario to scenario.
If the simulations had been run for 1989 rather than 1990 the

aggregate plan effects would in general have been larger.
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APPENDIX B: ADDITIONAL ESTIMATES

Notes to the Tables:

o "Benefits" refers to the sum of OASDI benefits and railroad
retirement benefits.

o "Income taxes" refers to Federal personal income tax
liability.

o "New beneficiaries" includes newly entitled beneficiaries as

well as already-entitled beneficiaries with full reductions due
to the earnings test.

Tables of Estimates by Demographic and Financial Characteristics

o "Affected families" refers to families whose family benefits
change (this may mean someone in the family began to take
benefits after modification of the earnings test) or whose family
earnings change.

o Changes in benefits, earnings, and tax liability for the
family are the sum of changes for all family members.

o Column 2: Number of affected families, divided by column 1.

o Columns 3,4,5,6: Average benefits, earnings, and tax
liability of all family members under current law.

Tables with Aggregate and Decile Estimates

o Column 5: (Column 1 minus the sum of columns 3 and 4).
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