CENTER ON BUDGET
AND POLICY PRIORITIES

820 First Street, NE, Suite 510, Washington, DC 20002
Tel: 202-408-1080 Fax: 202-408-1056 center@cbpp.org www.cbpp.org

Revised May 25, 2005

PRESIDENT’S SAVINGS PROPOSALS LIKELY TO SWELL LONG-TERM DEFICITS, REDUCE
NATIONAL SAVING, AND PRIMARILY BENEFIT THOSE WITH SUBSTANTIAL WEALTH

by Robert Greenstein and Joel Friedman

The President’ s 2006 budget includes a proposal to establish new savings tax breaks An
identical proposal was included in the Administration’s budget last year. The proposa would
establish tax-favored “Lifetime Savings Accounts’ and replace existing Individual Retirement
Accounts with “Retirement Savings Accounts.” Further, there appears to be growing interest in
Congress for expanding tax-preferred savings opportunities, particularly along the lines of the
Adminigtration’s RSA proposa. For instance, Rep. Rob Portman (before he was named to be the
U.S. Trade Representative) introduced legislation that would establish RSAs. House Ways and
Means Committee Chairman Bill Thomas has indicated that retirement savings expansions
similar to the RSA proposal could be considered as part of a Social Security reform package.

The Administration’s proposals to establish LSAs and RSAs are ill-advised for the
following five reasons.

1. Theywould be extremely costly over time and would make the nation’slong-term fiscal
problems significantly worse. An anaysis of the Administration’s proposals conducted last
year by the Urban Institute-Brookings Institution Tax Policy Center found that the proposals to
establish LSAs and RSAs would grow sharply in cost over time and ultimately would cost the
equivalent of morethan $35 billiona year. The Tax Policy Center analysis stated: “ The revenue
losses Fixpl ode just as the baby boomers start to retire and the budget situation turns really
bleak.”

The Tax Policy Center also found that over the next 75 years, the cost of the proposals
would be equal to more than one-third of the long-term Social Security deficit. In other words,
the long-term fiscal consequences of enacting the proposals would be equivalent to the
consequences of enlarging the long-term Social Security shortfall (i.e., the shortfall over the next
75 years) by more than 33 percent.

A recent analysis by the Congressional Research Service of the proposals reached similar
conclusions. It, too, found that the cost of the proposals would grow sharply over time and
ultimately reach very high levels. CRS estimated that in the long term, when the revenue losses
engendered by the proposal reach asteady state, the costs of the proposals could reach today’s
equivalent of $300 billion to $500 billion over ten years. 2

! Leonard Burman, William G. Gale, and Peter R. Orszag, “Key Thoughts on RSAs and LSAs,” Urban Institute-
Brookings Institution Tax Policy Center, February 4, 2004. The analysis finds that the cost of the proposal after 25
years would be 0.3 percent of GDP.

2 Jane Gravelle and Maxim Shevedov, “ Proposed Savings Accounts: Economic and Budgetary Effects,”
Congressional Research Service, updated March 25, 2005.
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Does the Proposal Represent Necessary Simplification?

Administration officials have touted their savings proposals as a major simplification of the tax
code. Inther analysis of the proposal, Leonard Burman of the Urban Ingtitute and William Gale and
Peter Orszag of Brookings — three of the co-directors of the Urban-Brookings Tax Policy Center —
assess this claim as follows:

“...amplification does not require massive increases in contribution limits or
the proliferation of additiona tax-preferred savings vehicles. The most costly
features of the new proposal have nothing to do with smplification and much
to do with alowing high-income households to shelter much more wealth than
under current law.”®

Degspite this large long-term cost, the proposals are designed in away that would produce
savingsin the first five years. They do this by using timing gimmicks to accelerate into the next
five yearshillions of dollars of taxes that otherwise would be collected in subsequent years. The
acceleration of revenues from the future to the present is done on terms damaging to the
Treasury. The Tax Policy Center found that one of the key mechanisms the proposals use to
accelerate these revenue collections “effectively represent[s] borrowing from the future on very
unfavorable terms.” The Joint Committee on Taxation has estimated that while the President’s
savings proposals will increase revenues by $14.6 billion over the first five years that they are in
effect, they would lose significantly more over the following five years for a net loss of $2.4
million over ten years. These revenue losses would then grow much larger over time.

The proposals’ timing shifts are problematic in another way aswell: thereis risk that the
short-term savings the proposals produce over the first five yearswill mislead policymakers and
the public to think the proposals do not ultimately carry large costs. Moreover, the savings that
the proposals would generate over the next five years could tempt policymakers to use those
savings to “finance” other tax cuts that have significant costs both over the next five yearsand in
years after that. That would enable policymakers to deliver more tax cuts while claiming they
were still on track to meet near-term budget targets.

2. Theben€fits of the proposals would go overwhelmingly to high-income individuals. The
Tax Policy Center’ sanalysis of the Administration’ s proposals found that they “would be
regressive on impact [that is, when implemented] and increasingly regressive over time.”* The
benefits from the proposed Retirement Savings Accounts would be particularly skewed, with
virtually all of the new tax benefits going to people with incomes over $100,000. If Retirement
Savings Accounts were in effect in 2005, the Tax Policy Center found that 94 percent of the
benefits would flow to the 13 percent of households with incomes over $100,000, and nearly
three-quarters of the benefits would go to the 3 percent of households with incomes over
$200,000. Since these individuals need the least incentive to save, compared to people with

3 Burman, Gale, and Orszag, op. cit.

* Burman, Gale, and Orszag, op. cit. Inanin-depth analysis of the version of the proposals that the Administration
put forthin 2003, Burman, Gale, and Orszag found that the benefits of the Lifetime Savings Accounts after 25 years
would be highly skewed to the top of the income spectrum, with the top 5 percent of the population receiving 50
percent of the benefits and the top 10 percent securing two-thirds, while the bottom 60 percent of the population
would receive just 4 percent of the benefits. See Leonard E. Burman, William G. Gale, and Peter R. Orszag, “The
Administration’s Savings Proposals. Preliminary Analysis,” Tax Notes, March 3, 2003.




Retirement Savings Accounts:
94% of Benefits Would Flow to Households
With Incomes Over $100,000 in 2005

Under $100,000
6% of RSA benefits;
87% of households

Over $500,000
26% of RSA benefits;
1% of households

$200,000 — $500,000
48% of RSA benefits;
2% of households

$100,000 - $200,000
19% of RSA benefits;
10% of households

Source: Tax Policy Center

lower incomes, the proposal would contribute to the “upside-down” nature of the current system
of tax incentives for saving (see box on page 7).

The proposals would have these effects for severa reasons. First, the proposals would
sharply increase the maximum amounts that can be deposited each year in tax-favored retirement
and savings accounts. Yet the current contribution limits already exceed what all but affluent
Americars can afford to set aside each year. Studies have found that only about five percent of
those eligible to contribute to IRAs contribute the maximum amount, while only about five
percent of 401(k) participants contribute the maximum amount allowed by law to 401(k)s.® The
only people who would benefit directly from the Administration’s proposals to raise the
contribution limits are those who already contribute the maximum amounts and can afford to
contribute still more.

Second, the Administration proposals would eliminate all income limits on tax-favored
contributions to retirement accounts Under current law, the income limit on contributions to
Roth IRAs is $160,000 for married filers. (The income limit is lower for tax-deductible
contributiors to traditional IRAs by individuals whose employer offers apension plart the
income limit for making tax-deductible contributions to traditional IRAs is currently $80,000 for
amarried couple and is scheduled to rise to $100,000 by 2007.)

Under the Administration’s proposals, wealthy individuals thus would reap stunning
windfalls. Each year awealthy family of four would be able to transfer up to $30,000 in assets
from taxable investment accounts to the new tax-free accounts. The family would be able to

> Seethe followi ng Treasury studies: Robert Carroll, “IRAs and the Tax Reform Act of 1997,” Office of Tax
Analysis, Department of Treasury, January 2000; and David Joulfaian and David Richardson, “Who Takes
Advantage of Tax-Deferred Savings Programs? Evidence from Federal Income Tax Data,” Office of Tax Analysis,
Department of Treasury, 2001. For similar figures, also see: Congressional Budget Office, “ Utilization of Tax
Incentives for Retirement Saving,” August 2003; General Accounting Office, “Private Pensions:. Issues of Coverage
and Increasing Contribution Limits for Defined Contribution Plans,” GA0O-01-846, September 2001; and Craig
Copeland, “IRA Assets and Characteristics of IRA Owners,” EBRI Notes, December 2002.



place $10,000 a year into its Retirement Savings Account and $20,000 a year into Lifetime
Savings Accounts.® These amounts would be in addition to the $28,000 a year, rising to $30,000
by 20086, a family with two workers canaready place in tax-favored 401(k) plars.’

Over time, wealthy families could shift hundreds of thousands of dollars into the tax-
sheltered accounts, in which al earnings would forever be tax free. As the decades passed, a
steadily increasing share of the income earned on the assets of wealthy American would escape
taxationaltogether. Thisis akey reasonthat the proposals are so expensive over time.

3. Theproposals would do little to boost private saving and, as a result, would almost
certainly reduce national saving and consequently have a negative long-ter m effect on
economic growth. Sustaining a strong rate of economic growth entails having adequate national
saving; saving provides the capita for new business investments. The level of nationa saving
does not depend upon private saving alone; it isthe sum of private saving (saving by private
individuals and firms) and public saving (or government surpluses). Government deficits
constitute negative saving — they result in private saving being soaked up to cover deficits
rather than invested in the private sector.

For the Administration’ s proposals to increase national saving, they must increase private
saving by more than it reduces public saving — that is, by more than they enlarge the deficit.
But the Tax Policy Center’'s analysis of the Administration’s current proposals, as well as
analyses of last year's proposals and a substantial body of economic research, suggest such an
outcome is implausible. Theloss of public savings — that is, the increase in the deficit — would
be substantial, as discussed above. But the anticipated increase in private savingsis likely to be
quite small.

Economic research shows that when savings tax breaks are offered to high
income individuals — who would be the principal beneficiaries of the
Administration’s proposals — these individuals tend to shift assets from existing
investment-account vehicles into the tax-favored vehicles, rather than to
undertake new saving.® The finding that savings tax breaks do little to increase
saving among hightincome individuals is a key reason why policymakers placed
income limits on IRA tax breaks in the first place.

In commenting on a similar proposal in the late 1990s, then Treasury Secretary

Robert Rubin explained, “...if you don’'t have income limits then you're going to
be creating a great deal of benefit for people who would have saved anyway, and
al of that benefit will get you no or very little additional savings.”® Similarly, in

® Under the proposals, the maximum contribution to a RSA would be $5,000 per year for an individual plus $5,000
for a spouse, for atotal of $10,000 per couple. The maximum contribution to a L SA would similarly be $5,000 per
individual and $5,000 per spouse, plusan additional $5,000 per child.

" For individuals age 50 or over, higher contributions to 401(k)s are permitted ($20,000 per employee by 2006).
Moreover, the contribution amounts discussed above do not include any contributions that the employer makes on
behalf of the employee.

8 Burman, Gale, and Orszag, 2003.

® Press Briefing by Secretary of Treasury Robert Rubin, National Economic Advisor Gene Sperling, OMB Director
Frank Raines, and Chair of Council of Economic Advisers Janet Y ellen, June 30, 1997.



itsrecent analysis of the savings proposal in the President’ s fiscal year 2006
budget, the Congressional Budget Office concluded that high-income individuals
who have savings in taxable accounts would shift funds from these account s into
the new tax-preferred accounts — an action that would have “no effect onthe
total amount of private saving.” 1° In addition, the CRS report referred to earlier
points out that the last time IRAs were made available without any income limits,
“There was no overall increase in the savings rate. ..despite large contributions to
IRAS.”

Dampening any positive effects on private savings further, the proposals would
weaken incentives for firms to offer pension plans for their workers, asis
explained below. Saving by ordinary workers, especialy for retirement, might
actually decline as aresult. The proposa also could induce workers to shift funds
from retirement savings accounts into the new Lifetime Savings Accounts, from
which funds could be withdrawn and spent much more quickly. That, too, could
negatively affect savings.

In short, the effectsof the proposals in boosting private saving would likely be modest,
while the effectsin decreasing public saving— as a consequence of the large increases in
deficits—would be substantial. The likely net effect of the proposal consequently would be a
reduction in national saving. As three of the co-directors of the Tax Policy Center wrote in their
analysis of these Administration’s proposals, “there is unlikely to be much effect on private
savings’ and “if the cost of these proposalsis financed by more federal borrowing, national
savings will actually decline.”*!

4. Theproposalsare likely to lead to areduction in retirement savingsfor those most in
need of such savings because they would under mine the incentives for employersto offer
pension plans for their workers. Under current law, unless afirm offers a pension plan for its
employees, the maximum amount that owners and executives of the firm can contribute to a tax-
advantaged retirement account each year is $8,000 ($4,000 each for themselves and a spouse, a
level that is scheduled to rise to $5,000 apiece by 2008). To put away larger amounts in tax-
favored retirement plans, owners and executives must set up pension plans that cover their
workers as well as themselves.

Under the Administration’s proposal, however, this would no longer be the case. Owners
and executives would be able to put $20,000 a year for themselves and a spouse into tax-favored
saving plans — plus an additional $5,000 a year for each child — without having to offer a
pension plan for their employees.

The likely result would be that pension coverage for ordinary workers would decline over
time. Commenting on the 2004 budget proposals, an array of pension experts found this to be
the case, including scholars at the Brookings Institution, the Urban Institute, and the Employee
Benefit Research Institute, as well as the Profit Sharing/401(k) Council of America (CPSA) and
the Small Business Council of America. For example, Jack VanDerhei, who is associated with

10 Congressional Budget Office, “An Analysis of the President’s Budgetary Proposals for FY 2006,” March, 2005.
1 Burman, Gale, Orszag, 2004.



the Employee Benefit Research Institute, commented about the tax breaks last year's LSA and
RSA proposals would provide: “That’s probably enough for most small employers who could
jettison doing anything for their employees and still get enough of atax break.”

A recent Congressional Research Service analysis also warned of this effect, stating that
“some employers, particularly small employers, might drop their plans given the benefits of
private savings accounts.”*? Datain an earlier CRS report showed that 11.5 million households
receive pension coverage through a small employer (i.e., through afirm employing fewer than
100 workers).

Furthermore, by offering tax breaks for savings in accounts from which funds can be
withdrawn for any purpose at any time (the “Lifetime Savings Accounts’), the proposal could
induce many workers to contribute less to retirement accounts and to put their money in shorter-
term savings accounts instead, another effect the Congressional Research Service analysis
identified. CRS noted: “ Since LSAs have no strings attached, individuals might find it more
attractive to reduce their voluntary 401(k) or similar contributions not matched by employer
contributions and put such money instead into LSAs. Because these plans could easily be tapped
for nonretirement uses, the LSAs could actually reduce retirement savings.”

5. The proposals would harm statebudgets. State income tax codes generally conform to the
federal tax treatment of savings. Asaresult, if LSAs and RSAs were established at the federal
level, many states would experience large revenue losses. Under the proposalsin the
Administration’s fiscal year 2006 budget, state revenue losses could ultimately reach $4 billion a
year. These losses would be mounting in the same years that the baby boomers were retiring in
growing numbers and state budgets were increasingly being squeezed by mounting costs for
long-term care (which Medicare does not cover) and other health care costs associated with an
aging population (which Medicaid helps to cover for elderly and disabled people with low
incomes).

States also would be likely to experience increased borrowing costs. The new tax-free
savings accounts would compete with tax-exempt state and local bonds, likely forcing state and
local governments to pay higher interest rates to attract sufficient investment in their bonds.

12 See Jane G. Gravelle, Congressional Research Service, “Effects of LSAS/RSAs Proposal on the Economy and the
Budget,” January 6, 2004; Burman, Gale, and Orszag, 2004, “President’ s Proposals Will Reduce the A ppeal of
Employer Plans,” PSCA pressrelease, February 2, 2003; and Aaron Bernstein, “Bush’s Retirement Rx is Bad
Medicine,” Business Week Online, February 18, 2003.



Current Savings Incentives Are “Upside Down,”
Offering the Most Benefits to Those Who Need Them The Least

Saver’s Credit | s Better Targeted

Retirement saving will become more important in future decades as the baby boomers begin to
retire, especialy if Social Security and Medicare ultimately are pared back. But tax incentives for
retirement saving in the current system are “upside-down,” offering the most tax benefits to those who
need the least encouragement to save. The Adminigtration’s proposals to expand tax-free savings
dramatically would exacerbate this problem.

About two-thirds of the tax benefits from current tax preferences for 401(k)s and IRAs
go to the top 20 percent of households, according to the Tax Policy Center. Thisis
both because those with higher incomes have a higher propensity to save than those
with lower incomes and because the tax incentives to place money in retirement
accounts are much greater for those in higher tax brackets.

Studies suggest, however, that upper-income households are more likely than other
households to shift existing savings in response to tax incentives — in order to shelter
their wealth from taxation — rather than to save more. Asaresult, thereislittle
evidence that current tax incentives are increasing saving.

Indeed, an andlysis by the Urban-Brookings Tax Policy Center* shows that the tax

breaks the federal government provided in 2003 to promote saving cost nearly $50
billion more than the total amount that was saved by Americansin that year. The

analysis found that, in general, while tax incentives for saving have been increasing
since the early 1990s, personal saving has remained on a downward trend.

In contrast to the Administration’s LSA and RSA proposals, a provision in the 2001 tax-cut
package— known as the “saver’s credit” — is aimed at encouraging savings among low- and
moderate-income workers. This provision, which is available to singles with income up to $25,000 and
married couples with incomes up to $50,000, is much better targeted on the segment of the population
that receives the least benefit from current tax incentives and is most in need of additiona savingsto
improve its economic security. Further, research indicates that this group, becauseit has far fewer
assets than higher-income taxpayers, is more likely to respond to the incentive by increasing savings
rather than simply shifting assets. Finally, the saver’s credit complements other saving vehicles, such
as 401(k) and IRAS, as the credit isin addition to any of the incentives associated with these plans.

Despite the advantages the saver’s credit offers to reduce modestly the “upside down” nature
of the current tax incentives for savings, the Administration has not called for extending this provision,
which expires at the end of 2006. Some in Congress have called not only for extending the credit, but
aso for expanding it. Currently, the saver’s credit has a significant limitation that reduces its
effectiveness in promoting saving: it does not apply to workers who do not earn enough to owe income
taxes, although they may owe payroll and other taxes. Making the credit “refundable’ so that these
workers could qualify for it would extend this important savings incentive to low-income families.

*Elizabeth Bell, Adam Carasso, and C. Eugene Steuerle, “Retirement Savings Incentives and Personal Saving,”
Tax Policy Center, Tax Facts, December 20, 2004.




