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THE PRESIDENT’S SAVINGS PROPOSALS:
BicGeEr TAx Breaks BUT LEss NATIONAL SAVING

Atatime when the nation’s saving rate is abysmally low,
President Bush has proposed a number of saving incen-
tives in his FY2007 Budget. However, the kinds of pro-
posals the President favors will do little to increase private
saving and will reduce public saving by adding to the bud-
get deficit. On balance, national saving is likely to decline
even further.

In addition to being counterproductive with respect to na-
tional saving, these proposals will primarily benefit higher-
income individuals who do not need additional incentives
to save and who are likely to respond to the new incentives
by simply shifting assets from taxable to nontaxable accounts.
Moreover, these proposals could further weaken the re-
tirement security of average workers.

The President’s Proposals

The President proposes making permanent all of the expir-
ing provisions of the tax cuts enacted during his term, in-
cluding the increased contribution limits for retirement sav-
ings accounts. Inaddition, he is likely to propose creating
new tax-advantaged savings accounts along the lines of his
proposals in his past three budgets. These proposals are
similar to the savings proposals put forward by the
President’s Advisory Panel on Federal Tax Reform.

Making the 2001 tax cut provisions permanent. The
Economic Growth and Tax Relief Reconciliation Act of 2001
(EGTRRA) increased the contribution limit for Individual
Retirement Accounts (IRAS) in steps from $2,000 in 2001
to $5,000 by 2008.* After 2008, the limit will be increased
to reflect inflation. The 2001 tax cut also increased the con-
tribution limit for employer-sponsored defined contribution
plans such as 401(Kk)s. The limit was raised from $10,500

in 2001 to $15,000 by 2006, after which the limit will be
adjusted for inflation.? These provisions are due to sunset
after 2010.

Retirement Savings Accounts (RSAs) would consolidate
the three types of current-law IRAs into a single individual
retirement account modeled on the Roth IRA. No upper
income limits would apply, but participation would be lim-
ited to earners (and their spouses) and contributions could
not exceed earnings. The temporary increases in contribu-
tion limits would be accelerated and made permanent. Con-
tributions would be nondeductible but investment earnings
and qualified withdrawals would be tax-free. Non-qualified
withdrawals would be subject to income tax and penalty.
Unlike traditional IRAs, there would be no minimum with-
drawal requirements during the account holder’s lifetime.
Taxpayers could convert an existing traditional IRA into an
RSA, paying any income taxes due on the rollover. Whereas
current law restricts rollovers from traditional IRAs to Roth
IRAs to taxpayers with incomes under $100,000, there
would be no income limit on conversions to RSAS.

Employer Retirement Savings Accounts (ERSAs) would
consolidate the various types of employer-sponsored de-
fined contribution plans into a single account modeled on
401(k) plans.® The temporary contribution limit increases
would be made permanent. Employee contributions to
ERSAs could be made either pre-tax, as under current law,
or after-tax, as under the RSA. Current-law minimum dis-
tribution requirements under 401(k) plans would apply to
ERSA:s.

Lifetime Savings Accounts (LSAs) would allow any indi-
vidual to contribute up to $5,000 per year to an LSA. No
income limits would apply, and contributions to LSAs could
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be made on behalf of non-earners (for example, one’s
child). Contributions would be nondeductible but invest-
ment earnings and withdrawals would be tax-free. With-
drawals could be made at any time, for any purpose.

If these proposals were enacted, beginning in 2007, a fam-
ily of four with two working parents could shelter up to
$60,000 in savings per year—$5,000 per family member
inan LSA, $5,000 for each parentinan RSA, and $15,000
for each parent inan ERSA. These amounts would increase
in subsequent years as contribution limits are indexed to
inflation.

Likely Consequences of the President’s Proposals

Larger budget deficits. The Joint Committee on Taxation
(JCT) estimates that making the EGTRRA retirement plan
contribution limits permanent would cost a total of $20.4
billion from 2011 to 2015. Of that cost, $5.6 billion would
occur in 2015 alone.*

Last year the JCT estimated that the President’s FY2006
LSA and RSA proposals would result in a net revenue loss
of $2.4 billion over ten years (2006-2015).° The relatively
small short-term revenue losses mask significant long-term
costs, however, as more investment income would be ex-
empt from income tax over time.® The Congressional Re-
search Service estimates that the long-term, steady-state
costs could total about $40 billion annually.’

Finally, the JCT estimated last year that the president’s ERSA
proposal would cost about $3 billion over ten years.®

More benefits for high-income households. The vast ma-
jority of the tax benefits would accrue to high-income indi-
viduals who do not need additional tax incentives to save
for retirement.’

Specifically, loosening rollover rules would benefit only
households with income above $100,000—Iess than 10
percent of all households, while eliminating current income
limits would benefit only households with income above
$160,000. Similarly, increasing contribution limits would
benefit only those individuals who currently make the maxi-
mum allowable contribution to IRAs or 401(k)-type plans—
about 5 percent of eligible taxpayers, most of whom are
high-income.*° Finally, eliminating minimum distribution rules
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would enable high-income individuals to shelter more as-
sets from the estate tax by passing on their retirement sav-
Ings accounts to their heirs.

Little net impact on private saving. Whereas tax-
advantaged retirement saving by low- and moderate-income
individuals is likely to represent new saving, high-income
individuals are more likely to use expanded savings oppor-
tunities to shift existing savings from taxable accounts to
tax-advantaged accounts.'* For that reason, in its analysis
of asimilar proposal in the President’s FY 2004 budget, the
Congressional Budget Office concluded that expanding tax-
free savings accounts would have little effect on private sav-
ing.t2

IRS data suggest that recent increases in contribution limits
have had a significant impact on individuals already taking
advantage of IRAs, but have not encouraged new partici-
pation in such savings vehicles.® The proposals described
above would similarly do little to change existing incentives
to save among low- and moderate-income individuals.

Less national saving. Unless there were cuts in govern-
ment spending or increases in other federal revenues to off-
set the significant decrease in future income tax revenues,
these proposals would increase federal budget deficits. With
little or no increase in private saving to offset the decline in
public saving, national saving would fall.

Possible weakening of future retirement income secu-
rity. If tax advantaged savings accounts became more per-
vasive, some small employers might stop sponsoring retire-
ment plans. One reason employers sponsor such plans is to
be able to participate themselves. With much higher limits
on tax-advantaged savings outside of employer-sponsored
retirement plans, employers would have less incentive to
participate in—and sponsor—those plans.

Additionally, because LSA balances could be withdrawn at
any time, for any purpose, individuals may redirect savings
in more restrictive retirement accounts to a more flexible
LSA. The increased flexibility may encourage more indi-
viduals to save for the short-term, but the danger is that
long-term savings will fall. This would reduce the already
low number of individuals who save adequately for retire-
ment.

JoINT Economic CommiITTEE © 804 HART SENATE OFFICE BuILDING ® WASHINGTON, D.C. 20510 « 202-224-0372




A shift of the tax burden toward wages. Over time, the
proposals would exempt from tax nearly all investment in-
come for all but the wealthiest families. As more capital in-
come becomes tax-exempt, taxes on earnings would ac-
count for an ever greater share of revenues, resulting ina
more regressive income tax.

Conclusion

Like the vast majority of the Bush tax cuts, the President’s
savings proposals would primarily benefit higher-income
individuals. Consequently, they would do little to increase
private saving. Moreover, because they would significantly
worsen the budget deficit, particularly in the long term, they
would likely decrease national saving. Eventually, the pro-
posals would exempt most saving from taxes, shifting more
of the tax burden to wages. Even as wage earners were
forced to bear a larger share of the tax burden, the propos-
als would likely weaken the retirement security of average
workers. In its recent report, the President’s Advisory Panel
on Federal Tax Reform recommended a similar set of sav-
ings accounts. However, because it recommended signifi-
cantly higher contribution limits, it would go even further in
exempting nearly all investment wealth from taxes and tilting
the benefits of tax incentives for saving towards those indi-
viduals least in need of such incentives.**
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