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Abstract

Income tax provisions affect the buildup of retirement assets during workers’ careers and after-
tax income following retirement. This paper uses the Urban Institute’s DYNASIM model to
simulate how potential changes in the tax treatment of retirement saving, Social Security
benefits, and income from assets outside retirement accounts may affect boomers’ retirement
incomes. Changes in the income thresholds for taxing Social Security benefits have the largest
impact on middle-income boomers, while changes in contribution limits for retirement saving
plans and tax rates on capital gains and dividends have the largest impact on the highest-income

boomers.
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Executive Summary

Changes in federal income tax provisions directly affect the amount of wealth individuals can
accumulate during their working years and, for a given amount of wealth, the living standards
they can enjoy in retirement. Tax changes enacted in 2001 and made permanent in 2006
expanded access to and increased the amounts people can contribute to tax-preferred individual
retirement accounts and employer-sponsored retirement saving plans. Tax changes enacted in
2003 and extended in 2005 reduced tax rates on capital gains and dividends through the end of
2010, thereby increasing after-tax returns outside tax-favored retirement saving accounts. Tax
provisions affecting the treatment of Social Security benefits have not changed since 1993, but
the share of Social Security benefits included in taxable income is continually increasing under
current law because the threshold levels for inclusion of benefits in income are not indexed for

inflation.

This paper uses the Urban Institute’s Dynamic Simulation of Income Model
(DYNASIM3) to simulate how potential changes in the tax treatment of retirement savings,
Social Security benefits, and income from assets outside retirement saving plans may affect
boomers’ retirement incomes. We estimate effects of these policies on income at age 67 for
leading boomers (born between 1946 and 1950) and trailing boomers (born between 1960 and
1964), grouped by gender, marital status, race, education, lifetime earnings, and household

income.
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Key findings include the following:

Reducing 401(k) contribution limits to their real values before tax law changes since
2000 will reduce the average after-tax income of boomers by only a small amount
because few people contribute the maximum amount. The modest losses would be
concentrated among high-income individuals because they are most likely to
participate in 401(k) plans and to be constrained by the contribution limits. Losses
are larger for trailing boomers who have more years to be affected by the policy

change.

Permanently extending recently enacted tax rate cuts for capital gains and dividends
would increase the average after-tax incomes of 39 percent of leading boomers and
61 percent of trailing boomers, but gains would be heavily concentrated among those
with the highest lifetime earnings and household incomes and would be much larger
for whites and college graduates than for others. For example, leading boomers in
the top income quintile, with 41 percent of total income at age 67, would receive 87

percent of the income gain from lower tax rates on capital gains and dividends.

Indexing Social Security thresholds would increase after-tax income for 23 percent
of leading boomers and 30 percent of trailing boomers. The gains would be largest
for middle-income retirees. Boomers in the lowest income quintile would gain little
because they would pay little or no income tax on Social Security benefits even with

fixed thresholds, while boomers in the highest income quintile would gain little
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because most would continue to pay tax on 85 percent of their benefits even with the

higher thresholds.

e Eliminating Social Security thresholds and including 85 percent of Social Security
benefits in adjusted gross income for all beneficiaries would reduce average after-tax
income by 0.6 percent for leading boomers and 0.3 percent for trailing boomers, and
increase taxes for 31 percent of leading boomers and 22 percent of trailing boomers.
Again, those in the middle income quintiles would be most affected by changes in

the thresholds.

Under policy options that increase or reduce returns to saving, trailing boomers—who
have up to 18 years longer than leading boomers to accumulate wealth—are more likely than
leading boomers to experience a change in their retirement incomes. Trailing boomers also
receive more benefits than leading boomers from indexing the thresholds for taxing Social
Security benefits because the difference in value between indexed and unindexed thresholds rises
over time. But eliminating the thresholds for taxing Social Security benefits affects trailing
boomers less than leading boomers because over time the real value of the currently unindexed

thresholds will erode.

As policymakers are forced to confront shortfalls in Social Security financing, they could
consider income tax changes as an alternative to or in conjunction with reducing benefits or
increasing payroll taxes. Different income tax changes, however, will have substantially different
effects on the income distribution of future retirees. Proposals to change the income thresholds

for exempting Social Security benefits from income tax will have the largest impact on middle-
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income boomers. In contrast, proposals that change the tax incentives for retirement saving or
reduce taxes on capital gains and dividends will mostly affect the highest-income boomers.
Before enacting proposals that reduce retirement incomes of low- and middle-income retirees,
policymakers could consider changing income tax rules that benefit the more affluent future

retirees.
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Introduction

Tax policy directly affects the amount of wealth individuals can accumulate during their working
years and, for a given amount of wealth, the living standards they can enjoy in retirement.
Traditionally, Social Security benefits, tax-favored defined benefit plans and retirement saving
accounts, and savings accumulated outside tax-favored accounts have been viewed as the “three-
legged stool” of sources of retirement income. How tax policies evolve in the future will affect

retirement income from all three sources.

Recent tax changes have affected the second and third sources of retirement income. Tax
changes enacted in 2001 and made permanent in 2006 expanded access to and increased the
amounts people can contribute to tax-preferred individual retirement accounts and employer-
sponsored retirement saving plans. Tax changes enacted in 2003 and extended in 2005 reduced
tax rates on capital gains and dividends through the end of 2010, thereby increasing after-tax
returns outside tax-favored retirement saving accounts. Tax provisions affecting the treatment of
Social Security benefits have not changed since 1993, but the share of Social Security benefits
included in taxable income is continually increasing under current law because the threshold

levels for inclusion of benefits in income are not indexed for inflation.

This study uses a microsimulation model of individuals’ lifetime earnings, pensions, and
nonpension assets, both actual and projected, to simulate the effects of potential tax policy
changes on the retirement income of boomer cohorts. The simulations take account of the two
ways that tax policy can affect retirement—by changing accruals of wealth in the years before

retiring and by changing the taxation of income following retirement. Changes in the tax
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treatment of saving, both inside and outside tax-favored accounts, affect the rate of wealth
accumulation before retirement and the after-tax income that wealth produces following
retirement. In contrast, taxation of Social Security benefits affects only after-tax income in
retirement. The effective tax rate on Social Security benefits does, however, depend on income
from other sources and therefore is also affected by policy changes that affect the pre-retirement

buildup of assets.

Previous analyses of the distributional effects of income tax provisions, including tax
incentives for retirement, examine how they affect a cross-section of the taxpayer population in a
given year. (See, for example, Burman et al. 2006.) While these studies show, for example, how
tax law changes benefit people of different incomes in different years, they do not show how the
law changes affect wealth accumulation of individuals in the same cohort with different lifetime
incomes or different future retirement incomes. In contrast, this study examines how changes in
income tax rules that remain in place over a number of years will affect the distribution of after-

tax income of boomers at retirement.

The second section of the paper reviews recent changes in the tax treatment of retirement
income, taxation of investment income outside of retirement plans, and taxation of Social
Security benefits. The third section briefly describes the data and microsimulation model we use
to evaluate the policy options and describes our baseline assumptions about future tax law, the
policy simulations, and how we represent them in the model. The fourth section presents results

of the simulations. A concluding section discusses possible policy implications.

In general, the results show that changes in the income thresholds for taxing Social

Security benefits have the largest impact on middle-income boomers, while changes in the

How the Income Tax Treatment of Saving and Social Security 2
Benefits May Affect Boomers’ Retirement Incomes



contribution limits for retirement saving plans and tax rates on capital gains and dividends have

the largest impact on the highest income boomers.

Recent Tax Law Changes and Baseline Assumptions

This section briefly discusses the historical and current income tax treatment of retirement
savings accounts, Social Security benefits, and capital gains and dividends. We then describe

how we represent baseline tax policy, which does not strictly follow current law.

401(k) and Other Employer-Sponsored Defined Contribution Plans

Defined contribution (DC) pension plans, which include 401(k) plans, are now the most common
retirement benefit. In these plans, employees may contribute to a retirement account in the
participant’s name, with the contributions generally limited to either a percentage of salary, an
annual dollar amount, or both. Employers often supplement employee contributions either with a
flat contribution or a matching contribution up to a limit. Both employer and employee
contributions are excluded from wages subject to income tax (although employee contributions
are subject to payroll tax). Investment income accrues tax free within the accounts. Withdrawals
from the accounts are included in taxable income. After age 59 %2, workers may either withdraw
funds as lump-sum distributions or purchase annuities, although very few elect the latter
(Johnson, Burman, and Kobes 2004). Individuals under age 59 %2 who withdraw funds from their
retirement accounts upon termination of employment can continue to defer tax by depositing the
proceeds in individual retirement accounts (IRAs). But for any withdrawal before age 59 % that
is not rolled over into an IRA, individuals must pay a 10 percent penalty tax in addition to

including the withdrawal in taxable income.
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The tax law limits how much employees may contribute to tax-qualified employer-
sponsored plans and restricts access to deductible IRAs to taxpayers with incomes below ceiling
amounts. The Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA)
increased the contribution limits for both individual retirement accounts and employer-sponsored
retirement saving plans over a period of years, thereby directly raising this source of retirement
benefits for plan participants who were constrained by contribution limits. EGTRRA also
increased income limits for IRA participation. The Pension Protection Act (PPA) of 2006 made
the increased contribution limits permanent and indexed them to changes in the price level.
Under the PPA, the amounts that may be contributed to 401(k) plans in 2007 are $15,500 for all

employees plus an additional $5,000 for employees age 50 and older.

Between 1985 and 2006, defined contribution plan assets increased from $508 billion to
$4,070 billion (Investment Company Institute 2007). Participation rates, among firms sponsoring
401(k) plans, increased from 38 percent in 1983 to 70 percent in 2003 (Investment Company
Institute 2006). For the most part, however, tax-preferred saving vehicles help relatively high-
income and highly educated taxpayers more than low-income and less-educated taxpayers. Not
only do taxpayers with high income and more education have the highest participation rates, but
taxpayers in high tax rate brackets benefit the most from the tax exemption of some of their
investment income. But 401(k) plans with employer matching can provide very large increases in
after-tax wealth per dollar of saving to lower-income participants who contribute just enough to

receive the full employer match.

Using administrative data on employee contributions to employer-sponsored DC pension

plans, Kawachi, Smith, and Toder (2005) found that the share of employees who contributed the
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maximum allowed amounts increased between 1990 and 2003, but that most of this increase was
by people who were already in high contributing groups (more educated, high earners). Because
fewer than 8 percent of participants contributed the maximum amount in 2003, the authors
concluded that increases in the maximum allowable contribution would have little effect on

retirement savings for most workers.

Social Security Benefits

Before the 1983 amendments to Social Security, Social Security benefits were exempt from
income taxation, even though half of payroll tax contributions (the employer portion) came from

pretax income and the actuarial value of benefits far exceeded contributions.

The 1983 amendments included up to 50 percent of Social Security benefits in taxable
income for taxpayers whose adjusted gross income (AGI) plus one-half of their Social Security
benefits and any tax-exempt interest income (“combined income™) exceeded $25,000 for single
tax filers and $32,000 for joint tax filers. The tax increases in the Omnibus Budget
Reconciliation Act of 1993 (OBRA-93) included up to 85 percent of benefits in taxable income
for taxpayers whose combined income exceeded $34,000 for single tax filers and $44,000 for
joint tax filers. The 85 percent figure was chosen because it was estimated that employee payroll
taxes (the portion of contributions from after-tax income) represented at most 15 percent of

Social Security benefits.

One issue regarding these thresholds is that they have remained constant over time—even
as wages and Social Security benefits have increased. Only 39 percent of beneficiaries paid taxes

on their Social Security benefits in 2000 (Committee On Ways and Means 2004), but a growing
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share of beneficiaries will be required to pay taxes on their Social Security benefits in the future

(Munnell 2003).

Capital Gains and Dividends

Before 2003, corporate dividends were included in AGI and taxed at ordinary income tax rates
up to a maximum of 38.6 percent, while long-term capital gains (on assets held one year or
more) were subject to an alternative rate schedule with a top tax rate of 20 percent and a 10

percent rate for moderate-income taxpayers.

Under the Jobs and Growth Tax Relief Reconciliation Act of 2003 (JGTRRA), long-term
capital gains and dividends were taxed at 15 percent for most taxpayers with these income
sources and 5 percent for moderate-income taxpayers for the years 2003 through 2007. Capital
gains rates were set at 15 percent and 0, respectively, for tax year 2008. The JGTRRA provisions
for capital gains and dividends were scheduled to expire in 2009, but the Tax Increase Prevention

and Reconciliation Act of 2005 (TIPRA) extended the reductions through the end of 2010.

The lower rates on capital gains and dividends raise the after-tax return to investments
and thereby increase the amount of wealth individuals can accumulate outside retirement
accounts at fixed saving rates, compared with prior law. Absent further legislation, 2001 law will
be restored in 2011. The top tax rate on long-term capital gains will rise from 15 to 20 percent
for most taxpayers and from 0 to 10 percent for moderate-income taxpayers. Dividends will be
taxed at ordinary income tax rates of up to 39.6 percent (reflecting also the expiration of

marginal tax rate cuts in EGTRRA).
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Methodology

We use the Urban Institute’s Dynamic Simulation of Income Model (DYNASIM3) to evaluate
how the tax treatment of saving and Social Security benefits will affect retirement incomes of
boomers at age 67—the age by which most individuals will have retired. The model starts with a
self-weighting sample of 103,072 individuals from the 1990 to 1993 Surveys of Income and
Program Participation (SIPPs). DYNASIM ages this starting sample in yearly increments to
2050, using parameters estimated from longitudinal data sources. The model integrates many
important trends and differentials in life course processes, including birth, death, schooling,

leaving home, first marriage, remarriage, divorce, disability, work, and earnings.

DYNASIM also simulates the major sources of retirement wealth and income. The model
projects lifetime earnings; the timing of retirement and Social Security benefit take-up; pension
participation, coverage, and wealth (both defined benefit and defined contribution); and wealth
accumulation outside pensions. DYNASIM also includes federal and state income tax
calculators, along with imputations from the IRS Statistics of Income (SOI) public-use file (PUF)
of data either missing or underestimated in SIPP. These include income from assets (interest,
dividends, and capital gains) and itemized deductions. The tax calculators implement current law
tax, including the effects of EGTRRA, JGTRRA, TIPRA, the alternative minimum tax (AMT),
and the taxation of Social Security benefits and pension income (Bakija 2005). (See appendix A

for more detail on DYNASIM.)
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Baseline Scenario

The DYNASIM baseline tax scenario mostly reflects current tax law, including provisions that
are scheduled to expire in the future, and is summarized in table 1. The baseline departs from
current tax law in two ways. First, it assumes all price-indexed parameters of the income tax law
and (currently unindexed) parameters of the AMT are indexed to changes in the average wage
instead of the price level after 2017. In the absence of this assumption, real economic growth
would eventually lead to much higher future average income tax burdens. We assume in our

baseline that future Congresses will not permit this to happen.

Second, the baseline assumes that Congress will retain the higher temporary AMT
exemptions (the AMT patch) for tax year 2006 and index them to changes in the price level
between 2006 and 2017 and to wages after 2017. We make this assumption because Congress in
recent years has always extended the AMT patch when necessary to prevent large numbers of
taxpayers from being subject to the AMT. Leiserson and Rohaly (2006) estimate that, if the
AMT patch had been allowed to expire, over 23 million individual taxpayers (26 percent) would
have paid the AMT in 2007, but Congress extended the patch to tax year 2007 just before the end

of 2007.

Policy Simulations

We simulate how alternative rules for taxing returns to saving and Social Security benefits would

affect the incomes of boomer cohorts at age 67. The four scenarios are as follows:

How the Income Tax Treatment of Saving and Social Security 8
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Table 1. Tax Parameters for the Baseline Scenario

Option Social Security Capital Gains Dividends DC Contributions Indexation
Baseline <$25,000 single Before 2003, 20% Before 2003, tax as Maximum Contribution All currently indexed
<$32,000 couple, no max ordinary income. Year Employee Combined 50+ parameters in the income
Social Security 1992 $8,728  $30,000 $0 tax increase with
included in AGI. 2003 to 2010, 15% 2003 to 2010, 15% max. 1993 $8,994  $30,000 $0 increases in CPI to 2017
max 1994 $9,240  $30,000 $0 and increases in wages
$25,000-$34,000 single After 2010, tax as 1995 $9,240  $30,000 $0 thereafter.
$32,000-$44,000 After 2010, 20% ordinary income. 1996 $9,500  $30,000 $0
couple, 50% of Social max 1997 $9,500  $30,000 $0 Index AMT exemptions
Security included in 1998 $10,000 $30,000 $0 (assetin 2006 AMT
AGl. 1999 $10,000  $30,000 $0  patch) by CPI to 2017
2000 $10,500  $30,000 $0 and wages thereafter.
>$34,000 single 2001 $10,500  $35,000 $0
>$44,000 couple, 85% 2002 $11,000 $40,000 $1,000 Social Security thresholds
of Social Security 2003 $12,000  $40,000 $2,000 are fixed.
included in AGI. 2004 $13,000 $41,000 $3,000
2005 $14,000 $42,000 $4,000
Thresholds are not 2006 $15,000 $43,000 $5,000
indexed. 2007 $15,500  $44,000 $5,000

Contributions indexed by CPI
(employee contributions in $500
increments, combined contributions
in $1,000 increments) from 2007 to
2017 and by wages thereafter.

AGI = adjusted gross income, CPI = current price index, AMT = alternative minimum tax.
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1. Reduce 401(k) Contribution Limits: Beginning in 2002, reduce the contribution limits
to those in effect before EGTRRA indexed to changes in the price level between 2002
and 2017 and to changes in the average wage after 2017. We also eliminate the age 50
and over baseline catch-up contribution amounts. Individuals continue to save the
same amount, but transfer the excess contribution into a non tax-deferred savings
account and pay income tax on it. For the non tax-deferred savings account, both the

contributions and the returns to the investment are taxed.

2. Reduce Capital Gains and Dividends Tax Rate: Beginning in 2011, permanently

extend the lower tax rates on capital gains and dividends in JGTRRA.

3. Index Social Security Thresholds: Beginning in 2007, index the thresholds for
including Social Security benefits in AGI to changes in the price level between 2006
and 2017 and to changes in the average wage after 2017. This prevents the gradual

erosion of the thresholds over time that characterizes current law.

4. Eliminate Social Security Thresholds: Beginning in 2007, eliminate the thresholds for
income taxation of Social Security benefits and include 85 percent of all benefits in
AGI. This subjects Social Security to approximately the same tax rules as private
pension plans, with the share representing payout of previously taxed employee
contributions exempt from federal income tax and the shares representing payout of
previously untaxed employer contributions and returns on those contributions subject

to federal income tax.

How the Income Tax Treatment of Saving and Social Security 10
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For each simulation, we examine how individual retirement income changes compared

with the baseline. Table 2 summarizes the options.

A major methodological issue is what to assume about how tax-deferred accounts affect
saving. Past studies have examined this issue, with some finding little or no effect on saving
(Engen, Gale, and Scholz 1996), others finding net increases in saving only for low-income
workers (Engen and Gale 2000), and still others finding that contributions to 401(k) plans come
in part from current consumption and therefore increase net saving (Poterba, Venti, and Wise
1996). As a starting point, we assume that deposits to accounts all come from other forms of
saving, but that individuals save and reinvest any increment of wealth they get from having a
higher share of their wealth in tax-deferred accounts. In effect, we hold consumption fixed
around policy changes, so net saving out of current earnings remains fixed, but additional returns
on capital investments are saved, not consumed. As a result, contributions to tax-deferred
accounts increase wealth at retirement, but by less than if contributions came at the expense of

current COﬂSUI’ﬂptiOﬂ.

To implement this assumption in the model, we assume that differences in taxes paid
between the baseline and simulation are invested in stocks and bonds in non tax-deferred
accounts in the same proportion and with the same pretax rates of return as in the 401(k) tax-
deferred accounts. The simulations, therefore, affect not only current-year after-tax income, but
also the wealth that generates future income because after-tax yields are less in the non tax-

deferred than in tax-deferred accounts.

We accumulate this account (positive or negative, depending on the simulation),

including both contributions (differences in taxes paid) and investment returns, over the
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Table 2. Tax Parameters of the Alternate Simulations

Option

Social Security

Capital Gains

Dividends

DC Contributions

Indexation

Reduce 401(k)
contribution
limits

Reduce capital
gains and
dividends tax rate

Baseline assumptions

Baseline assumptions

Index Social Index thresholds by CPI
Security from 2007 to 2017 and
thresholds by wages thereafter
Eliminate Social ~ Beginning in 2007, 85%
Security of Social Security
thresholds benefits included in AGI

for all filers regardless of
other income

Baseline assumptions

Before 2003, 20% max
2003 to 2010, 15% max

After 2010, 15% max
made permanent

Baseline assumptions

Baseline assumptions

Baseline assumptions

Before 2003, tax as
ordinary income
2003 to 2010, 15% max.

After 2010, 15% max
made permanent.
Baseline assumptions

Baseline values through
2001. Index contribution
limits from 2002 to 2017
by CPI and wages
thereafter. Eliminate
baseline catch-up
contribution amounts.
Baseline assumptions

Baseline assumptions

Baseline assumptions

Baseline assumptions

Baseline assumptions
except Social Security
thresholds are indexed

Baseline assumptions

Baseline assumptions

Baseline assumptions

How the Income Tax Treatment of Saving and Social Security
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individual’s lifetime and add it to the DYNASIM baseline wealth. The wealth accumulated from
existing assets is reduced by the tax on the asset return. The equation we use to calculate

additional taxes on long-term capital gains, dividends, and interest on reinvested wealth is

(1) AT = (FESE (tDD + g (1 - D)GR) + rB(l - SE)t) AW

where AT represents additional taxes on the yield from reinvested wealth, re is the pretax
nominal return on equities, Sg is the share of additional wealth held in equities, AW represents
additional wealth reinvested, tp is the individual’s marginal tax rate on dividends, D is the share
of total equity return from dividends, t is the individual’s marginal tax rate on capital gains, Gg
is the ratio of realized to accrued capital gains, rgis the yield on bonds, and t is the individual’s

marginal tax rate on ordinary income.

In equation (1) we assume that D = .40 and Gg = .50. The marginal tax rates are
determined by simulating the effect of the policy change on taxable income, given the tax laws

and other sources of income and deductions.

Our measure of after-tax household income at age 67 is the sum of income from financial
assets and retirement accounts, Social Security benefits, defined benefit pension benefits,
earnings, Supplemental Security Income (SSI), imputed rental income, and income from
nonspouse co-resident household members, minus federal and state income taxes. Individuals are
the units of observation, but income estimates reflect household income and include income from
the spouse, if the individual is married, and nonspouse co-residing adults. We compute each
individual’s income by dividing household income by the number of household members. We

report per capita after-tax household income in 2005 dollars by sex, marital status, race and
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ethnicity, level of education, shared lifetime earnings quintile, and after-tax household income
quintile.* Finally, we report simulations for two groups of birth cohorts—leading boomer retirees
(born 1946-1950 who turn age 67 in 2013-2017) and trailing boomer retirees (born 1960-1964
who turn age 67 in 2027-2031). The outcomes are expected to differ between these two groups
of cohorts because, compared with leading boomers, trailing boomers will have up to 18 years
longer than to accumulate wealth before age 67 under each tax reform scenario and will face

larger differences between unindexed and indexed Social Security thresholds in retirement.

Results of Simulations

This section describes the effects of alternative tax policies on the incomes of future retirees at
age 67 in the 1946-50 and 1960-64 birth cohorts. We display three tables for each group of
cohorts. Tables 3a and 3b display the baseline average after-tax income and, for each policy
simulation, average after-tax income and the absolute and percentage changes in after-tax
income. Tables 4a and 4b show the share of boomers who benefit and the absolute and
percentage increases in their average after-tax incomes among winners for scenarios that reduce
taxes, and the share who lose income and the absolute and percentage declines in their average
after-tax incomes among losers for scenarios that increase taxes.? Tables 5a and 5b compare the
shares of aggregate income gained or lost for each population subgroup under the four policy

simulations with their shares of aggregate income under the baseline.

! Shared lifetime earnings are the average of wage-indexed shared earnings between ages 22 and 62, where shared
earnings are half the total earnings of the couple in the years when the individual is married and his or her own
earnings in years when not married.

% To eliminate the effects of rounding errors and to remove those not significantly affected by the policy changes, we
count as winners and losers only those whose per capita household income at age 67 increases or decreases by at
least $10 under the simulation.

How the Income Tax Treatment of Saving and Social Security 14
Benefits May Affect Boomers’ Retirement Incomes



Reduce 401(k) Contribution Limits

Modestly reducing the maximum contribution limit on 401(k) accounts to pre-EGTRRA levels
(in real dollars) changes outcomes only slightly because few people currently contribute the
maximum amount. The lower limits reduce average retirement incomes by only $15 for leading
boomers (table 3a). The average reduction is more than four times larger for those in the top
quintiles of lifetime earnings and household income, but even they see a loss of less than 0.1
percent of their income. The effect on income is on average over seven times larger for trailing
than or leading boomers and is concentrated in the top earnings and income quintiles. But even

among trailing boomers, the average estimated effects are small (table 3b).

The lower limits would reduce retirement income for only 2.9 percent of leading
boomers, who would see their income decrease on average by only $584, or 0.5 percent of after-
tax income (table 4a). The tighter limits mainly affect higher-income retirees from wealthier
socioeconomic groups, who are those most likely to contribute the maximum under the baseline.
Married adults, white non-Hispanics, college graduates, and those with the highest lifetime
earnings and highest household income are most likely to lose after-tax household income when
401(k) contribution limits are reduced. Still, just 12 percent of people in the top household
income quintile are projected to experience a loss in their household income, and that loss
averages $678 or 0.6 percent of income. A larger drop in the maximum limit, of course, could
have a bigger effect on contributions and through them on the accumulation of retirement wealth.
Also, a lower maximum limit would spread the losses to less affluent individuals who now
contribute less than the pre-EGTRRA contribution limits but could be affected if the caps on

contributions were even tighter.
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Table 3a. Per Capita After-Tax Household Income Among Adults Age 67 Under Baseline and Alternative Tax Scenarios
1946-1950 Birth Cohorts

Reduce Capital Gains/Dividends Eliminate Social Security
Baseline Reduce 401(k) Contribution Limits Tax Rate Index Social Security Thresholds Thresholds
Change in Change in Change in Change in
Mean Mean Level % Change Mean Level % Change Mean Level % Change Mean Level % Change
Total $40,267 $40,252 -$15 0.0% $40,506 $239 0.6% $40,357 $91 0.2% $40,006 -$261 -0.6%
Sex
Female $40,552 $40,540 -$12 0.0% $40,783 $231 0.6% $40,648 $96 0.2% $40,275 -$276 -0.7%
Male $39,929 $39,910 -$19 0.0% $40,178 $249 0.6% $40,013 $84 0.2% $39,687 -$242 -0.6%
Marital Status
Married $39,470 $39,450 -$20 -0.1% $39,781 $311 0.8% $39,555 $85 0.2% $39,229 -$241 -0.6%
Widowed $47,754 $47,739 -$15 0.0% $47,917 $162 0.3% $47,867 $113 0.2% $47,394 -$360 -0.8%
Divorced $37,555 $37,555 $1 0.0% $37,615 $60 0.2% $37,657 $103 0.3% $37,278 -$276 -0.7%
Never married $40,238 $40,234 -$4 0.0% $40,374 $136 0.3% $40,316 $78 0.2% $40,013 -$225 -0.6%
Race/Ethnicity
White, non-Hispanic $43,490 $43,473 -$17 0.0% $43,789 $299 0.7% $43,588 $98 0.2% $43,216 -$274 -0.6%
Black, non-Hispanic $28,839 $28,838 -$1 0.0% $28,864 $25 0.1% $28,932 $93 0.3% $28,529 -$310 -1.1%
Hispanic $27,710 $27,707 -$3 0.0% $27,745 $35 0.1% $27,768 $58 0.2% $27,540 -$170 -0.6%
Asian/Native American $39,010 $38,978 -$32 -0.1% $39,179 $169 0.4% $39,062 $53 0.1% $38,817 -$192 -0.5%
Education
High school dropout $22,618 $22,616 -$2 0.0% $22,632 $14 0.1% $22,654 $36 0.2% $22,462 -$156 -0.7%
High school graduate $35,247 $35,239 -$8 0.0% $35,381 $134 0.4% $35,346 $99 0.3% $34,938 -$309 -0.9%
College graduate $57,735 $57,701 -$34 -0.1% $58,277 $543 0.9% $57,833 $98 0.2% $57,520 -$215 -0.4%
Lifetime Earnings
1st Quintile $19,402 $19,402 $0 0.0% $19,411 $9 0.0% $19,423 $21 0.1% $19,263 -$139 -0.7%
2nd Quintile $25,253 $25,253 $0 0.0% $25,271 $18 0.1% $25,325 $72 0.3% $24,920 -$333 -1.3%
3rd Quintile $34,394 $34,391 -$3 0.0% $34,454 $60 0.2% $34,532 $138 0.4% $34,018 -$376 -1.1%
4th Quintile $46,468 $46,460 -$8 0.0% $46,641 $173 0.4% $46,605 $137 0.3% $46,153 -$315 -0.7%
5th Quintile $75,832 $75,767 -$65 -0.1% $76,769 $936 1.2% $75,917 $85 0.1% $75,692 -$141 -0.2%
Household Income
1st Quintile $17,702 $17,702 $0 0.0% $17,702 $1 0.0% $17,702 $1 0.0% $17,643 -$59 -0.3%
2nd Quintile $24,029 $24,029 $0 0.0% $24,041 $12 0.0% $24,094 $64 0.3% $23,592 -$437 -1.8%
3rd Quintile $32,784 $32,784 $0 0.0% $32,819 $35 0.1% $32,992 $208 0.6% $32,208 -$577 -1.8%
4th Quintile $44,851 $44,847 -$4 0.0% $44,964 $112 0.3% $45,016 $164 0.4% $44,632 -$219 -0.5%
5th Quintile $81,984 $81,913 -$71 -0.1% $83,021 $1,038 1.3% $81,999 $15 0.0% $81,971 -$13 0.0%
Unweighted Obs. 6,526 6,526 6,526 6,526 6,526

Notes: Sample includes adults born 1946 to 1950. Dollar amounts are expressed in 2005 dollars.
Source: Authors' tabulations of DYNASIM3 (see text for details).
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Table 3b. Per Capita After-Tax Household Income Among Adults Age 67 Under Baseline and Alternative Tax Scenarios
1960-1964 Birth Cohorts

Reduce Capital Gains/Dividends

Eliminate Social Security

Baseline Reduce 401(k) Contribution Limits Tax Rate Index Social Security Thresholds Thresholds
Change in Change in Change in Change in
Mean Mean Level % Change Mean Level % Change Mean Level % Change Mean Level % Change
Total $51,910 $51,799 -$111 -0.2% $52,399 $489 0.9% $52,137 $227 0.4% $51,770 -$140 -0.3%
Sex
Female $53,886 $53,750 -$136 -0.3% $54,390 $504 0.9% $54,125 $239 0.4% $53,737 -$149 -0.3%
Male $49,644 $49,562 -$82 -0.2% $50,114 $471 0.9% $49,857 $213 0.4% $49,514 -$130 -0.3%
Marital Status
Married $48,670 $48,573 -$97 -0.2% $49,169 $499 1.0% $48,862 $193 0.4% $48,543 -$127 -0.3%
Widowed $65,518 $65,415 -$103 -0.2% $65,927 $409 0.6% $65,830 $312 0.5% $65,304 -$214 -0.3%
Divorced $52,788 $52,597 -$191 -0.4% $53,245 $457 0.9% $53,049 $261 0.5% $52,658 -$130 -0.2%
Never married $53,911 $53,825 -$86 -0.2% $54,466 $555 1.0% $54,181 $270 0.5% $53,764 -$147 -0.3%
Race/Ethnicity
White, non-Hispanic $56,637 $56,493 -$144 -0.3% $57,261 $624 1.1% $56,879 $242 0.4% $56,486 -$151 -0.3%
Black, non-Hispanic $41,244 $41,190 -$54 -0.1% $41,380 $136 0.3% $41,471 $227 0.6% $41,108 -$136 -0.3%
Hispanic $38,370 $38,334 -$35 -0.1% $38,544 $174 0.5% $38,561 $192 0.5% $38,240 -$129 -0.3%
Asian/Native American $50,973 $50,929 -$44 -0.1% $51,350 $377 0.7% $51,128 $155 0.3% $50,899 -$74 -0.1%
Education
High school dropout $28,975 $28,892 -$83 -0.3% $29,091 $116 0.4% $29,112 $137 0.5% $28,872 -$103 -0.4%
High school graduate $43,707 $43,668 -$38 -0.1% $43,925 $218 0.5% $43,961 $254 0.6% $43,546 -$161 -0.4%
College graduate $78,851 $78,581 -$270 -0.3% $80,054 $1,203 1.5% $79,062 $212 0.3% $78,736 -$115 -0.1%
Lifetime Earnings
1st Quintile $22,291 $22,289 -$2 0.0% $22,316 $25 0.1% $22,388 $97 0.4% $22,200 -$91 -0.4%
2nd Quintile $31,140 $31,140 $0 0.0% $31,198 $58 0.2% $31,425 $285 0.9% $30,939 -$201 -0.6%
3rd Quintile $42,201 $42,195 -$6 0.0% $42,340 $139 0.3% $42,513 $312 0.7% $42,013 -$188 -0.4%
4th Quintile $58,237 $58,193 -$44 -0.1% $58,587 $350 0.6% $58,524 $287 0.5% $58,089 -$148 -0.3%
5th Quintile $105,711 $105,208 -$503 -0.5% $107,582  $1,871 1.8% $105,863 $152 0.1% $105,638 -$73 -0.1%
Household Income
1st Quintile $20,147 $20,147 $0 0.0% $20,157 $10 0.1% $20,192 $45 0.2% $20,073 -$74 -0.4%
2nd Quintile $29,022 $29,021 -$2 0.0% $29,090 $68 0.2% $29,355 $332 1.1% $28,746 -$276 -1.0%
3rd Quintile $39,268 $39,264 -$4 0.0% $39,422 $154 0.4% $39,748 $479 1.2% $38,996 -$273 -0.7%
4th Quintile $58,462 $58,428 -$34 -0.1% $58,801 $339 0.6% $58,727 $265 0.5% $58,387 -$75 -0.1%
5th Quintile $112,683 $112,167 -$515 -0.5% $114,555  $1,873 1.7% $112,694 $12 0.0% $112,679 -$3 0.0%
Unweighted Obs. 7,958 7,958 7,958 7,958 7,958

Notes: Sample includes adults born 1960 to 1964. Dollar amounts are expressed in 2005 dollars.
Source: Authors' tabulations of DYNASIM3 (see text for details).
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Table 4a. The Change in Per Capita After-Tax Household Income Among Adults Age 67 Who Win or Lose under Alternative Tax
Scenarios 1946-1950 Cohorts

Reduce Capital Gains/Dividends Tax

Reduce 401(k) Contribution Limits Rate Index Social Security Thresholds Eliminate Social Security Thresholds
Change in Change in Change in Change in
Level % Change Level % Change Level % Change Level % Change
Among Among Among Among Among Among Among Among

% Lose Losers Losers % Win Winners Winners % Win Winners Winners % Lose Losers Losers
Total 2.9% -$584 -0.5% 38.8% $618 1.0% 22.7% $399 1.1% 30.8% -$848 -2.8%
Sex
Female 2.4% -$487 -0.4% 36.2% $642 1.1% 23.0% $418 1.1% 32.1% -$862 -2.7%
Male 3.6% -$662 -0.6% 42.0% $594 1.0% 22.3% $377 1.1% 29.2% -$830 -2.9%
Marital Status
Married 3.7% -$563 -0.5% 46.2% $675 1.2% 24.6% $343 1.1% 32.0% -$753 -2.9%
Widowed 1.6% -$1,012 -0.6% 25.7% $631 0.8% 21.4% $528 1.1% 33.0% -$1,093 -2.6%
Divorced 1.8% -$545 -0.5% 25.8% $235 0.4% 19.5% $527 1.2% 27.6% -$999 -2.7%
Never married 1.3% -$343 -0.4% 25.5% $537 0.7% 14.5% $536 1.3% 22.5% -$1,001 -3.0%
Race/Ethnicity
White, non-Hispanic 3.6% -$554 -0.5% 45.4% $660 1.1% 23.9% $409 1.1% 31.9% -$857 -2.8%
Black, non-Hispanic 0.4% -$275 . 15.6% $157 0.3% 23.3% $401 1.2% 35.0% -$887 -3.1%
Hispanic 0.7% -$369 -0.5% 17.5% $202 0.4% 17.5% $332 1.1% 23.6% -$718 -2.6%
Asian/Native American 2.3% -$1,376 -0.9% 28.6% $597 0.9% 15.3% $344 0.9% 22.7% -$848 -2.6%
Education
High school dropout 0.3% -$691 -0.8% 10.4% $135 0.3% 11.9% $305 1.0% 21.7% -$718 -2.8%
High school graduate 1.6% -$517 -0.5% 32.3% $412 0.8% 25.2% $393 1.2% 36.2% -$854 -2.9%
College graduate 6.6% -$613 -0.5% 63.9% $852 1.2% 22.5% $436 1.1% 24.4% -$881 -2.6%
Lifetime Earnings
1st Quintile 0.0% $0 . 5.4% $171 0.6% 7.0% $298 1.1% 21.2% -$653 -2.9%
2nd Quintile 0.1% -$16 0.0% 16.1% $111 0.3% 23.9% $301 1.0% 41.8% -$797 -3.0%
3rd Quintile 0.7% -$378 -0.5% 35.5% $168 0.4% 35.6% $386 1.1% 44.9% -$838 -2.7%
4th Quintile 2.7% -$307 -0.3% 58.2% $298 0.6% 31.0% $443 1.2% 32.2% -$980 -2.8%
5th Quintile 11.3% -$667 -0.6% 78.9% $1,190 1.5% 15.8% $538 1.2% 13.7% -$1,026 -2.5%
Household Income
1st Quintile 0.0% $0 . 1.0% $70 0.4% 0.5% $99 0.3% 10.0% -$584 -2.4%
2nd Quintile 0.0% $0 . 11.6% $101 0.3% 20.0% $321 1.0% 49.8% -$877 -3.3%
3rd Quintile 0.5% -$62 -0.1% 34.6% $100 0.3% 50.9% $409 1.2% 60.5% -$953 -3.2%
4th Quintile 2.2% -$187 -0.3% 63.8% $176 0.4% 37.6% $437 1.2% 30.5% -$718 -2.0%
5th Quintile 12.0% -$678 -0.6% 83.1% $1,252 1.5% 4.4% $352 0.6% 2.9% -$436 -0.6%
Unweighted Obs. 192 2,533 1,479 2,007

Notes: Sample includes adults born 1946 to 1950 whose after-tax household incomes increase or decrease by at least $10 under the respective simulation. Dollar amounts are expressed in 2005 dollars.
Source: Authors' tabulations of DYNASIMS3 (see text for details).
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Losers among trailing boomers would lose more than their leading boomer counterparts
because they are more likely to participate in 401(k) plans and to have ever been constrained by
contribution limits. In addition, trailing boomers will accumulate wealth outside tax-deferred
plans and inside lower-yielding taxable accounts for up to 18 years longer than leading boomers.
Overall, restoring the pre-EGTRRA limits would reduce retirement income for 4.5 percent of
trailing boomers by an average of $2,514, or 1.5 percent of income (table 4b). Losses for trailing
boomers are also concentrated among high income groups, with 17 percent of trailing boomers in
the top income quintile projected to lose from the reduced contribution limits. Their average

decline in after-tax household income is projected to be $3,054, a 1.6 percent decrease.

The highest-income boomers are expected to absorb nearly all the income losses from
reducing 401(k) contribution thresholds. All told, leading boomers in the top income quintile,
with just over 40 percent of projected aggregate income at age 67 in the baseline scenario, will
experience 94 percent of the losses from the decreased contribution limits, and similar trailing

boomers will experience 93 percent of the losses (tables 5a and 5b).

® The simulation results show that some individuals and some groups as a whole actually benefit from lower 401(k)
contribution limits. This seemingly paradoxical result happens because DYNASIM assigns returns stochastically to
investors in 401(k) accounts, and some individuals have negative returns on their assets. When returns from assets
with losses become taxable because individuals can no longer hold them within tax-deferred accounts, investors can
deduct some of their losses (up to $3000) against other income. In contrast, losses on assets held in retirement
accounts cannot be deducted. As a result, individuals with capital losses end up with more wealth by investing
outside than inside tax-deferred retirement saving accounts. Appendix B provides an example of how this can occur.
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Table 4b. The Change in Per Capita After-Tax Household Income Among Adults Age 67 Who Win or Lose under Alternative Tax
Scenarios 1960-1964 Cohorts

Reduce Capital Gains/Dividends Tax

Reduce 401(k) Contribution Limit Rate Index Social Security Thresholds Eliminate Social Security Threshold
Change in Change in Change in Change in
Level % Change Level % Change Level % Change Level % Change
Among Among Among Among Among Among Among Among

% Lose Losers Losers % Win Winners Winners % Win Winners Winners % Lose Losers Losers
Total 4.5% -$2,514 -1.5% 60.9% $814 1.2% 29.7% $764 2.0% 21.6% -$649 -2.0%
Sex
Female 4.2% -$3,301 -1.8% 58.5% $876 1.2% 30.1% $794 1.9% 22.1% -$677 -2.0%
Male 4.8% -$1,722 -1.1% 63.7% $749 1.1% 29.2% $729 2.0% 21.1% -$614 -2.0%
Marital Status
Married 5.2% -$1,860 -1.3% 64.9% $784 1.2% 30.8% $625 1.8% 22.3% -$571 -2.0%
Widowed 4.4% -$2,336 -1.1% 58.4% $706 0.8% 31.9% $977 1.8% 25.3% -$848 -1.7%
Divorced 2.7% -$7,148 -2.9% 53.4% $859 1.1% 25.5% $1,026 2.4% 17.6% -$741 -2.1%
Never married 2.9% -$3,074 -1.4% 52.9% $1,056 1.3% 27.0% $999 2.4% 19.9% -$739 -2.3%
Race/Ethnicity
White, non-Hispanic 5.6% -$2,607 -1.5% 69.6% $911 1.3% 30.9% $783 2.0% 22.7% -$664 -2.0%
Black, non-Hispanic 2.3% -$2,339 -1.7% 44.3% $309 0.5% 30.5% $744 1.9% 22.3% -$611 -1.8%
Hispanic 1.7% -$2,088 -1.2% 39.5% $445 0.8% 28.1% $682 2.0% 20.8% -$629 -2.0%
Asian/Native American 2.9% -$1,565 -1.1% 47.8% $793 1.2% 20.1% $775 1.9% 13.1% -$563 -1.6%
Education
High school dropout 0.7% -$12,363 -6.6% 25.8% $448 0.9% 20.8% $656 1.9% 17.2% -$608 -2.1%
High school graduate 2.5% -$1,538 -1.2% 58.8% $372 0.7% 34.4% $740 2.0% 25.2% -$638 -2.0%
College graduate 10.1% -$2,709 -1.5% 81.0% $1,513 1.7% 24.1% $877 2.0% 16.4% -$702 -1.9%
Lifetime Earnings
1st Quintile 0.1% -$1,384 . 14.3% $169 0.5% 18.0% $542 1.9% 18.2% -$506 -2.1%
2nd Quintile 0.3% -$169 -0.3% 46.1% $127 0.3% 42.8% $666 2.0% 33.0% -$609 -2.1%
3rd Quintile 1.1% -$526 -0.5% 66.8% $209 0.4% 40.0% $780 2.0% 28.1% -$670 -1.9%
4th Quintile 4.3% -$1,036 -0.9% 83.5% $422 0.7% 33.2% $864 1.9% 20.3% -$728 -1.9%
5th Quintile 16.5% -$3,074 -1.6% 93.8% $2,030 1.8% 14.3% $1,058 2.0% 8.6% -$848 -1.8%
Household Income
1st Quintile 0.1% -$221 . 12.2% $81 0.3% 7.7% $578 2.0% 13.0% -$575 -2.3%
2nd Quintile 0.1% -$1,332 -1.9% 44.5% $153 0.4% 42.7% $779 2.3% 39.5% -$699 -2.5%
3rd Quintile 1.1% -$564 -0.7% 70.1% $222 0.5% 57.3% $837 2.4% 38.2% -$713 -2.3%
4th Quintile 4.1% -$852 -0.8% 85.7% $401 0.7% 34.9% $760 1.7% 14.7% -$512 -1.1%
5th Quintile 17.0% -$3,054 -1.6% 92.2% $2,064 1.8% 5.7% $200 0.2% 2.8% -$116 -0.1%
Unweighted Obs. 355 4,848 2,360 1,722

Notes: Sample includes adults born 1960 to 1964 whose after-tax household incomes increase or decrease by at least $10 under the respective simulation. Dollar amounts are expressed in 2005 dollars.
Source: Authors' tabulations of DYNASIMS3 (see text for details).
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Table 5a. Percent of Aggregate Income Going to Adults Age 67 Under Alternative Tax Scenarios
1946-1950 Birth Cohorts

Baseline Share of Additional/Lost Income from Simulation
Share of Reduce 401(k) Reduce Capital Index Social Eliminate Social
Percent of Baseline Contribution Gains/Dividends Security Security
Sample Income Limits Tax Rate Thresholds Thresholds
Total 100.0 100.0 100.0 100.0 100.0 100.0
Sex
Female 54.2 54.6 41.7 52.4 57.5 57.5
Male 45.8 454 58.3 47.6 425 425
Marital Status
Married 64.1 62.8 86.4 83.3 59.8 59.3
Widowed 12.7 15.0 12.8 8.6 15.8 175
Divorced 16.1 15.0 -1.1 4.0 18.3 171
Never married 7.1 7.1 1.8 4.0 6.1 6.1
Race/Ethnicity
White, non-Hispanic 74.7 80.6 85.0 93.3 80.8 78.3
Black, non-Hispanic 8.6 6.2 0.6 0.9 8.9 10.3
Hispanic 10.7 7.4 19 16 6.9 7.0
Asian/Native American 6.0 5.8 12.6 42 35 44
Education
High school dropout 13.3 7.5 21 0.8 5.3 7.9
High school graduate 57.0 49.9 30.6 31.7 62.4 67.5
College graduate 29.8 42.7 67.3 67.5 32.3 24.6
Lifetime Earnings
1st Quintile 20.0 9.6 0.0 0.8 4.6 10.6
2nd Quintile 20.0 125 0.0 15 15.9 255
3rd Quintile 20.0 171 35 5.0 30.4 28.9
4th Quintile 20.0 231 10.0 14.4 30.3 24.2
5th Quintile 20.0 37.7 86.5 78.3 18.8 10.8
Household Income
1st Quintile 20.0 8.8 0.0 0.1 0.1 45
2nd Quintile 20.0 11.9 0.0 1.0 14.2 335
3rd Quintile 20.0 16.3 0.1 2.9 46.0 44.2
4th Quintile 20.0 22.3 5.5 94 36.3 16.8
5th Quintile 20.0 40.7 94.4 86.8 3.4 1.0
Unweighted Obs. 6,526 6,526 6,526 6,526 6,526 6,526

Notes: Sample includes adults born 1946 to 1950.
Source: Authors' tabulations of DYNASIM3 (see text for details).
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Table 5b. Percent of Aggregate Income Going to Adults Age 67 Under Alternative Tax Scenarios

1960-1964 Birth Cohorts

Share of Additional/Lost Income from Simulation

Share of Reduce 401(k) Reduce Capital Index Social Eliminate Social
Percent of Baseline Contribution Gains/Dividends Security Security
Sample Income Limits Tax Rate Thresholds Thresholds
Total 100.0 100.0 100.0 100.0 100.0 100.0
Sex
Female 53.4 55.5 65.7 55.2 56.2 56.9
Male 46.6 44.5 34.3 44.8 43.8 43.1
Marital Status
Married 60.7 56.9 52.8 62.0 51.6 55.0
Widowed 11.7 14.7 10.8 9.8 16.1 17.9
Divorced 15.8 16.0 27.1 14.8 18.2 14.7
Never married 119 12.3 9.2 135 14.1 12.5
Race/Ethnicity
White, non-Hispanic 67.4 73.5 87.3 86.1 72.0 72.4
Black, non-Hispanic 10.3 8.2 5.0 29 10.4 10.0
Hispanic 14.9 11.0 4.7 5.3 12.6 13.7
Asian/Native American 7.4 7.3 3.0 5.7 5.1 3.9
Education
High school dropout 13.1 7.3 9.8 3.1 7.9 9.6
High school graduate 58.1 48.9 20.1 25.9 65.2 66.7
College graduate 28.8 43.8 70.1 71.0 26.9 23.6
Lifetime Earnings
1st Quintile 20.0 8.6 0.3 1.0 8.6 13.0
2nd Quintile 20.0 12.0 0.0 2.4 25.2 28.7
3rd Quintile 20.0 16.3 1.0 5.7 2715 26.8
4th Quintile 20.0 22.4 7.9 143 25.4 21.1
5th Quintile 20.0 40.7 90.7 76.6 134 10.4
Household Income
1st Quintile 20.0 7.8 0.0 04 3.9 10.5
2nd Quintile 20.0 11.2 0.0 2.8 29.3 39.4
3rd Quintile 20.0 15.1 0.7 6.3 423 38.9
4th Quintile 20.0 225 6.1 13.9 23.4 10.7
5th Quintile 20.0 43.4 92.9 76.7 1.0 0.5
Unweighted Obs. 7,958 7,958 7,958 7,958 7,958 7,958

Notes: Sample includes adults born 1960 to 1964.
Source: Authors' tabulations of DYNASIM3 (see text for details).
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Qualifications. The estimates in this paper of how recent changes in retirement
contribution limits affect retirement income are based on projections of 401(k) contributions
from the current version of DYNASIM, which is based on projections of contributions from the
1990-93 SIPPs. Recent research using an exact match file of the SIPP with the Detailed Earnings
Records (DER) through 2003 finds more people, though still only about 6 percent, contributing
the maximum to 401(k) accounts in recent years than in the current DYNASIM projections
(Kawachi et al. 2005; Smith et al. 2007). We are currently updating DYNASIM to incorporate
these new estimates of 401(k) contributions. With the new estimates, we would expect to find
more income of more people affected by restoring pre-2001 real contribution limits than the
current model finds. We would still expect to find, based on projections of 401(k) participation
and contributions, that the overwhelming share of people with losses is in the top quintile of the
income distribution, but we would expect more losses would be spread to other groups in the

population.

Reduce Capital Gains and Dividends Tax Rate

The benefits of permanently lowering the top tax rates on capital gains and dividends to 15
percent after 2010 accrue mostly to people in the top quintile of the income distribution (tables
3a and 3b). For leading boomers, average after-tax income increases by 0.6 percent overall, but
by 1.3 percent in the top quintile and much less for all other groups. For trailing boomers, after-
tax return rises by 1.7 percent in the top quintile, compared with 0.9 percent overall. Other
groups with larger-than-average increases in after-tax income at age 67 for both leading and
trailing boomers are white non-Hispanics, college graduates, and individuals in the top quintile

of lifetime earnings.
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Changes in the taxation of capital gains and dividends affect slightly more people than
any other policy option. Overall, 38.8 percent of leading boomers would see their household
income increase by an average of $618 or 1 percent, while 60.9 percent of trailing boomers
would gain an average of $814 or 1.2 percent of after-tax income (tables 4a and 4b). The groups
with the most winners are high socioeconomic groups (e.g., white non-Hispanics, college
graduates, and those with the highest lifetime earnings and household income), who receive a
much larger share of their income from capital gains and dividends than others. For example,
83.1 percent of leading boomers in the highest income quintile are projected to receive an
average increase of $1,252 (1.5 percent of after-tax income), and 92.2 percent of trailing
boomers will receive an average increase of $2,064 (1.8 percent of after-tax income). In contrast,
only 1 percent of leading boomers in the bottom income quintile receive any benefit, and the
average benefit for them is just $70 (0.4 percent of after-tax income). More trailing boomers in
the bottom quintile benefit (12.2 percent), but their average gain ($81) is smaller as a share of

after-tax income (0.3 percent) than the gain for leading boomers.

Trailing boomers are more likely than leading boomers to experience an increase in their
after-tax income from lower tax rates on capital gains and dividends and gain more income
because they have more years to benefit from the higher after-tax investment returns that the
lower tax rates produce. Also, while in any year most taxpayers do not have dividend or capital
gains income, over many years they have some dividends or capital gains. Although trailing
boomers gain more than leading boomers from the lower tax rates on dividends and capital gains,
the pattern of relative gains among demographic and income groups within the two groups of

cohorts is similar.
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High socioeconomic groups are projected to receive most of the additional income
generated by lower capital gains and dividends tax rates. For example, the individuals in the top
income quintile are projected to receive 86.8 percent of the benefits among leading boomers and

76.7 percent of the benefits among trailing boomers (tables 5a and 5b).

Index Social Security Thresholds

Indexing the Social Security thresholds beginning in 2007 raises after-tax income for leading
boomers by an average of $91, or 0.2 percent of after-tax income, and for trailing boomers by
$227, or 0.4 percent of after-tax income (tables 3a and 3b). For both leading and trailing
boomers, percentage increases in after-tax income are much larger in the three middle income
quintiles than in either the bottom or top quintiles. Other subgroups who fare relatively well in
both leading and trailing boomer cohorts are white and black non-Hispanics (relative to other
racial and ethnic groups), high school graduates (relative to high school dropouts and college

graduates), and individuals in the middle quintiles ranked by shared lifetime earnings.

Overall, 22.7 percent of leading boomers would see their household income increase by
an average of $399 or 1.1 percent of their after-tax income (table 4a). Some individuals in all
income groups would benefit from indexed Social Security thresholds, but many fewer are in the
bottom and top income quintiles than in the middle quintiles. Because most individuals in the
bottom quintile have either none or very little of their Social Security benefits included in AGI
under current tax law, indexing or increasing the thresholds will not benefit them. Only 0.5
percent of leading boomers in the bottom income quintile are projected to benefit from indexing
of the thresholds. Even in cases where they do gain because a portion of their benefit is taxable

under current law, their increase in after-tax income is small because they are in a low tax
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bracket. In the top quintile, most individuals have high enough income that 85 percent of their
benefits continue to be included in AGI even when the Social Security thresholds are indexed.
Indexing the thresholds increases the after-tax income of only 4.4 percent of leading boomers in
the top income quintile. In contrast to those in the bottom and top quintiles, leading boomers in
the other income groups are much more likely to benefit from indexing because higher threshold
levels would keep more of their benefits either totally excluded from AGI or subject to only a 50

percent tax rate.

The benefits of indexing the thresholds are projected to be larger for trailing boomers
whose members begin turning 67 in 2027 than for leading boomers who first turn 67 in 2013.
This happens because the size of the thresholds in relation to retirement incomes will have many
more years to erode for trailing boomers under current law, leaving an increasing number of
retirees subject to taxes on their benefits. As a result, indexing Social Security thresholds is
projected to increase the after-tax income of 29.7 percent of trailing boomers by an average of
$764 or 2 percent of income (table 4b). As with leading boomers, trailing boomers in the three
middle income groups are the most likely to gain from indexing and will have the largest gains.
But trailing boomers in the bottom quintiles are much more likely to benefit from indexing than
their leading boomer counterparts (7.7 versus 0.5 percent winners) and, among winners in the
bottom income quintile, trailing boomers average gains nearly six times those of leading

boomers ($578 versus $99).

Altogether, leading boomers in the three middle income quintiles, with 50.5 percent of
baseline after-tax income, are projected to receive 96.5 percent of the benefits from indexing the

thresholds—with the majority of benefits (82.3 percent) going to people in the third and fourth
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income quintiles (table 5a). Trailing boomers in the three middle income quintiles receive a
similar share of benefits (95.0 percent) as their leading boomer counterparts; however, the
benefits are more evenly distributed between the second, third, and fourth income quintiles (table
5b). Additionally, trailing boomers with the lowest income are projected to reap a much larger
share of the benefits from indexing the thresholds (3.9 percent) than their leading boomer

counterparts (0.1 percent).

Eliminate Social Security Thresholds

Overall, eliminating the thresholds and including 85 percent of all Social Security benefits in
income beginning in 2007 would reduce average after-tax income by $261, or 0.6 percent, for
leading boomers and by $140, or 0.3 percent, for trailing boomers (tables 3a and 3b). In both
leading and trailing boomer cohorts, income would fall the most in the second and third quintiles
of the income distribution—Dby 1.8 percent for leading boomers and by 1.0 and 0.7 percent for
trailing boomers. Other big losers in the leading boomer cohorts are black non-Hispanics
(compared with other racial and ethnic groups), high school graduates (compared with high
school dropouts and college graduates), and individuals in the second and third quintiles ranked
by shared lifetime earnings and in the trailing boomer cohorts, individuals without a college
degree and those in the second quintile of the lifetime earnings distribution. Eliminating the
thresholds affects earlier cohorts more than later cohorts because, under current law, Social
Security thresholds will erode over time, so eventually the thresholds will virtually disappear

with no change in the law.

The number of boomers who lose and the losses per affected individual would also be greatest in

the middle income quintiles. Eliminating the thresholds would lower household income for 30.8
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percent of leading boomers by an average of $848 or 2.8 percent (table 4a). Only 10 percent of
the lowest income individuals and 2.9 percent of the highest income individuals would see their
after-tax income at age 67 drop. In contrast, 49.8 percent of those in the second income quintile
are projected to lose an average of $877 (or 3.3 percent of after-tax income), 60.5 percent of
those in the third income quintile are projected to lose an average of $953 (or 3.2 percent of
after-tax income), and 30.5 percent of those in the fourth income quintile are projected to lose an

average of $718 (or 2 percent) of after-tax income.

In contrast, eliminating the thresholds will reduce after-tax income at age 67 for only 21.6
percent of trailing boomers by an average of $649, or 2.0 percent (table 4b). As with leading
boomers, trailing boomers in the three middle income groups are most likely to lose and will
experience the largest losses. Trailing boomers in the top quintile, however, are only slightly less
likely than their leading boomer counterparts to lose income from eliminating the thresholds for
taxing benefits (2.8 percent compared with 2.9 percent), but they can expect their average losses

to be around a fourth that of leading boomers ($116 compared with $436).

Altogether, leading boomers in the three middle income groups with 50.5 percent of
projected aggregate income at age 67 in the baseline scenario will bear 94.5 percent of income
losses if the thresholds for taxing Social Security benefits were eliminated (table 5a). Trailing
boomers in the middle income groups with nearly as much of the projected aggregate income in
the baseline scenario as leading boomers (48.8 percent) will bear a slightly smaller share of the

income losses (89 percent).
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Conclusions

Provisions of the federal income tax affect both the buildup of retirement assets during workers’
careers and their after-tax income following retirement. This paper focuses on the effects of three
aspects of the tax law with potentially large effects on after-tax incomes of retirees: the tax
preferences for employer-sponsored deferred contribution plans, the taxation of equity
investment income (capital gains and dividends) outside tax-deferred retirement saving plans,
and the income tax treatment of Social Security benefits. We simulate the effects of recent
changes in contribution limits to retirement plans and tax rates on capital gains and dividends
and potential changes in the taxation of Social Security benefits on incomes of boomers at age 67

using a microsimulation model that projects future incomes in retirement.

For changes in contribution limits to retirement plans and tax rates on capital gains and
dividends, we simulate the effects of tax legislation enacted since 2001. We find that restoring
the pre-2001 contribution limits (indexed for inflation) mostly affects high-income retirees (who
were high-earning workers) but has very little effect on their after-tax incomes because, even at
high incomes, very few workers are currently constrained by the limits. Extending the tax cuts on
dividends and capital gains enacted in 2003 past its expiration date (the end of 2010) would have
larger aggregate benefits for leading boomers and smaller aggregate benefits for trailing boomers
than increasing contribution limits, but the benefits would also be concentrated among higher-
income retirees, who have the most capital gains and dividends (and had the most gains and

dividends in their working years).
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In contrast, changes in the thresholds for taxing Social Security benefits mostly affect
middle-income retirees. We examined two possible changes—indexing the thresholds for taxing
benefits to changes in the consumer price index (CPI) through 2017 (and to wages after 2017)
and eliminating the thresholds completely and taxing all benefits. Both changes have less effect
on low-income and high-income than on middle-income retirees. Low-income retirees do not
benefit much from indexing because most of them do not pay tax on their benefits even with the
unindexed thresholds. They also do not pay much additional tax from full inclusion of benefits
because they are in a low (or zero) income tax bracket even with benefits included in taxable
income. High-income retirees do not benefit much from indexing because their incomes would
remain above the threshold for taxing 85 percent of benefits, even with the higher thresholds.
They also do not pay much additional tax when the thresholds are eliminated because many are

already paying tax on 85 percent of benefits.

Most policy changes affect trailing boomers (those born between 1960 and 1964) much
more than they affect leading boomers (those born between 1946 and 1950). Trailing boomers
have up to 18 years longer than leading boomers to accumulate wealth before age 67, so policies
that raise or lower after-tax returns on saving affect them relatively more. Indexing Social
Security thresholds for inflation also affects trailing boomers more than leading boomers because
trailing boomers reach age 67 later, after indexing has had more years to change threshold
amounts before taking benefits. The proposal to tax 85 percent of all benefits with no thresholds,
however, increases taxes more for leading boomers than for trailing boomers because under
current law, which does not index thresholds, a larger share of trailing boomers’ benefits will

already be taxable over time, making a move to full inclusion less of a change for them.
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As policymakers are forced to confront shortfalls in Social Security financing, they could
consider income tax changes as an alternative to or in conjunction with reducing benefits or
increasing payroll taxes. Different income tax changes, however, will have substantially different
effects on the income distribution of future retirees. Proposals to change the income thresholds
for exempting Social Security benefits from income tax will have the largest impact on middle-
income boomers. In contrast, proposals that change the tax incentives for retirement saving or
reduce taxes on capital gains and dividends will mostly affect the highest income boomers.
Before enacting proposals that reduce retirement incomes of low- and middle-income retirees,

policymakers could consider changing income tax rules that benefit more affluent future retirees.
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Appendix A

This appendix provides details on the DYNASIM modules directly related to this report. For a

fuller description of DYNASIM, see Favreault and Smith (2004).

Retirement Accounts

DYNASIM projects amounts in defined contribution plans. Pensions are based on an
individual’s entire work history (real and simulated) up to the projected retirement date. Baseline
data regarding pension coverage on current and past jobs and DC account balances are based on
SIPP self-reports. To impute future job changes and pension coverage on future jobs, DYNASIM
incorporates data on synthetic work histories from the Policy Simulation Group’s PENSIM
model, developed for the Department of Labor, Pension and Welfare Benefits Administration.
Starting with an individual’s initial account balance from the SIPP data base, DYNASIM
projects future employee contributions, employer matching contributions, and yields on account

assets to calculate future account balances.

In projecting the accumulation of DC wealth, DYNASIM imputes future contribution
rates and asset allocations that vary by age and are based on EBRI/ICI data on 401(Kk) asset
allocations (VanDerhei et al. 1999). DYNASIM maintains self-reported contribution differentials
compared with EBRI/ICI calculated averages over time, with large initial contributors in the base
data file depositing more and small contributors depositing less in 401(k) accounts relative to
average contribution rates by age and earnings group. Previous noncontributors become

participants based on take-up rates by age and earnings group and deposit the average amount for
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their age and earnings group. Employer contributions are assigned as a function of the employee

contributions and imputed employer match rates.

DYNASIM varies the proportion of contributions and balances allocated to equities by
age category. Then, every five years, the model rebalances the portfolios according to the
allocation strategy for the individual’s attained age category. For example, individuals in their
20s will hold about 76 percent of their portfolio in stocks and 24 percent in bonds. In their 60s,
they will hold about 53 percent of their portfolio in stocks and 47 percent in bonds, reflecting the
reduced ability to bear risk as retirement approaches. Subsequent contributions are allocated to

match the allocation strategy of the attained age, if different.

DYNASIM increases DC account balances every year using historical price changes and
historical returns for stocks and bonds. Investment experience varies for each individual by
setting the rates stochastically, using historical standard deviations. For years after 2003,
DYNASIM assumes a CPI growth rate of 2.8 percent (the growth rate assumed by the Social
Security Administration’s Office of the Chief Actuary [OCACT]), a nominal rate of return for
stocks of 9.3 percent, and a nominal rate of return for bonds of 6.1 percent. Future rates of return
for individuals vary by a standard deviation of 17.28 percent for stocks and 2.14 percent for
bonds. One percent is subtracted from each stock and bond real rate of return to reflect

administrative costs.

Social Security Benefits

DYNASIM includes a detailed Social Security benefit calculator that uses earnings and marital

histories to estimate Social Security benefits—either retired-worker, spouse, or survivor benefits.
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The benefit calculator is based on the 2005 OCACT assumptions about future price and wage
growth. In each year, from the projected year of first benefit receipt until the projected year of
death, DYNASIM computes a respondent’s Social Security benefit that reflects his or her
earnings and marital history at that point in time. The calculator first establishes benefit
eligibility based on personal characteristics such as age, number of covered quarters, disability
status, marital status, and length of marriage. For those who qualify, the model computes Social
Security benefits, including retired worker, spouse, divorced spouse, and survivor benefits. The
calculator then checks an individual’s take-up age against his or her normal retirement age
(NRA), reducing benefits for those who retire before their NRA and increasing benefits for those
who retire later. Social Security estimates are based on the assumption that current-law benefits
will be payable throughout the projection period. Although OCACT projects that the OASDI
Trust Funds will not be exhausted until 2041, the prospect of that happening could cause benefits
to be lowered before then. Nonetheless, we assume future retirees will receive the current-law

benefits they were promised at least through 2031.

Financial Assets

DYNASIM projects financial assets (i.e., stock, mutual fund, and bond values along with
checking, savings, money market, and certificate of deposit account balances, less unsecured
debt) based on historical savings patterns. Initial wealth is based on SIPP self-reports. Then the
Panel Study of Income Dynamics (PSID) is used to estimate wealth from the age at the SIPP
interview to age 50, the Health and Retirement Study (HRS) is used to estimate asset
accumulations from age 51 to retirement, and the SIPP is used to estimate asset spend-down

from retirement until death. Because of large differences in individual saving behavior, use of
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longitudinal data is vital for estimating wealth changes over time. The PSID is the best source of
longitudinal wealth data for younger ages, and the HRS is the best source of longitudinal wealth

data for individuals near retirement.

DYNASIM projects financial assets using a random-effects model that accounts for the
unobserved heterogeneity typical of wealth measures. The model is estimated separately by
marital status based on age of household head, race, family size, birth cohort, dual-earner status,

pension coverage, and earnings.

Taxes

DYNASIM can estimate payroll taxes, as well as state and federal income taxes. The DYNASIM
tax calculator accurately models current law taxes including EGTRRA, JGTRRA, the AMT, and
the taxation of Social Security benefits and pension income. The tax calculator also simulates
future tax law. For short-term projections (through 2017), it holds constant the current-law tax
rates and adjusts the brackets as appropriate for expected inflation. It holds the Social Security
taxation thresholds at their current law values, since these are not indexed for inflation. The
calculator also price indexes the provisions of the AMT beyond the current period, although
these provisions are not currently indexed. Without this adjustment, many middle-class taxpayers
will end up paying the AMT (Burman, Gale, and Rohaly 2003). Since wages are expected to
increase faster than prices, the tax calculator indexes the brackets and provisions of the AMT to
wages instead of prices for the long-term projections (after 2017). Doing this will avoid real-
bracket creep and prevent the ratio of taxes to gross domestic product (GDP) from rising steadily
over time. It also continues to hold the Social Security taxation thresholds at their current-law

values.
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Appendix B

Raising contribution limits in retirement accounts can generate losers when individuals have
negative asset returns. Similarly, reducing contribution limits in retirement accounts can generate

winners under similar circumstances.

Appendix table B1 shows a simplified calculation of after-tax returns for savings inside
and outside retirement accounts under the baseline and two alternative tax scenarios assuming
first positive asset returns and then negative asset returns. It illustrates how variable asset returns

and asset taxation can affect asset buildup over time.

In the baseline scenario, an individual has equal shares of assets outside and inside
retirement accounts. At time t;, he has $20,000 of savings ($10,000 in assets outside retirement
accounts and $10,000 in assets inside retirement accounts). In the top panel, he earns a positive 5
percent rate of return on his investments—a gain of $500 in both his financial assets and
retirement account. We assume that he saves all his investment gains and is in the 15 percent tax
bracket. Because his asset gain outside the retirement account is taxed, his financial assets
increase only by the after-tax return of $425 to $10,425. But because his asset gain in the
retirement account is not taxed, his retirement account increases by the full $500 to $10,500.

Consequently, his combined net assets at time t, are $20,925.

In the bottom panel, the individual earns a negative 5 percent rate of return on his
investments—a loss of $500 in both his financial assets and retirement account. Because his
asset losses outside the retirement account can be offset with positive taxable income, his net

financial assets decrease by only $425 to $9,575. His asset losses in the retirement account,
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Table B1. Example Calculation Showing Winners in Loser Options and Losers in Winner

Options.
Extra Saving Extra Saving in
in Retirement Financial
Baseline Account Assets
Positive Returns
Financial Assets (t1) $10,000 $9,500 $10,500
Retirement Account (t1) $10,000 $10,500 $9,500
Total Wealth (t1) $20,000 $20,000 $20,000
Financial Asset Return $500 $475 $525
Retirement Account Return $500 $525 $475
Tax Rate $0 $0 $0
Financial Asset After-tax Return $425 $404 $446
Financial Assets (t2) $10,425 $9,904 $10,946
Retirement Account (t2) $10,500 $11,025 $9,975
Total Wealth (t2) $20,925 $20,929 $20,921
Gain (loss) from Baseline $4 ($4)
Negative Returns
Financial Assets (t1) $10,000 $9,500 $10,500
Retirement Account (t1) $10,000 $10,500 $9,500
Total Wealth (t1) $20,000 $20,000 $20,000
Financial Asset Return -$500 -$475 -$525
Retirement Account Return -$500 -$525 -$475
Tax Rate $0 $0 $0
Financial Asset After-tax Return -$425 -$404 -$446
Financial Assets (t2) $9,575 $9,096 $10,054
Retirement Account (t2) $9,500 $9,975 $9,025
Total Wealth (2) $19,075 $19,071 $19,079
Gain (loss) from Baseline (34) $4

Source: Authors' calculations.

How the Income Tax Treatment of Saving and Social Security
Benefits May Affect Boomers’ Retirement Incomes



however, cannot be offset, so his retirement account decreases by the full $500 to $9,500.

Consequently, his combined net assets at time t, are $19,075.

In column 2 (extra saving in retirement accounts), the individual saves more inside his
retirement account. His total assets at time t; are the same as the baseline, but he has $500 less in
financial assets and $500 more in his retirement account. If he earns a positive rate of return, his
net wealth at time t, increases by $4 over the baseline because he holds more assets inside tax-
deferred retirement accounts. If he earns a negative rate of return, his net wealth at time t,
decreases by $4 relative to the baseline because less of his combined losses can be offset with

positive taxable income.

In column 3 (extra saving outside retirement accounts), the individual saves less inside
his retirement account. Again, his total assets at time t; are the same as the baseline, but he has
$500 more in financial assets and $500 less in his retirement account. With positive asset returns,
he loses $4 relative to the baseline because he holds fewer assets inside tax-deferred retirement
accounts. With negative asset returns, however, he gains $4 relative to the baseline because more

of his combined losses can be offset with positive taxable income.

Generally, asset returns are positive and as assets are held longer, the gains generally
exceed the losses. This example merely illustrates how the tax system can act as an insurance

policy for investment returns.

39 The Retirement Policy Program
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