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The "earnings test"--that is, the reduction of the benefits of Socid Security
recipients whose earnings exceed specified limits--has been the focus of much
debate in recent years. More than a dozen hills have been introduced in the

102d Congress that would relax or eliminate the test.

In response to a request from this Subcommittee, the Congressiona
Budget Office (CBO) has examined the economic well-being of the people
who would be affected by eliminating the earnings test for people aged 65
through 69. This statement summarizes that andyss and addresses four

topics:
0 How the earnings test works,

0 CBO's andyss of the characteristics of people who would

benefit from eiminating the test;
0 The impact on work effort of changing the test; and

0 The effects on federal outlays of eliminating or liberaizing the

test.



HOW THE EARNINGS TEST WORKS

In 1991, Socia Security beneficiaries aged 65 through 69 can earn up to
$9,720 annually without having payments withheld; benefits for this group are
lowered by $1 for each $3 of earnings over this limit. Socid Security
beneficiaries under age 65 face an earnings limit of $7,080; their benefits are
lowered by $1 for each $2 of earnings over the lower limit. Beneficiaries are

no longer subject to the earni ngs test once they reach age 70.

Two additiona factors affect the operation of the earnings test. First,
newly digible beneficiaries are subject to a monthly earnings test: benefits
are withheld if their monthly earnings exceed one-twelfth of their annual
earnings limits. Second, people whose benefits are partialy or completely
withheld are compensated through a delayed retirement credit (DRC). The
DRC increases future benefits (at a rate of 35 percent ayear for people who
turned 65 in 1990 and 1991) for each month in which benefits were reduced.
At its current level, the DRC is not considered actuariadly fair because the
expected lifetime value of benefits is reduced for those whose benefits are
withheld. The DRC is, however, scheduled to rise gradually to 8 percent a
year for beneficiaries turning 62 in 2005 or later, for whom it is projected to

be actuaridly fair.



The analysis that follows is based on earnings and income data for
1989, when the benefit reduction rate for people aged 65 through 69 was 50
percent, not the 33 percent under current law. Had the new rules applied in
1989, they would have affected the magnitude of the benefit reduction, but
not who had their benefits reduced. For example, a Socid Security
beneficiary who earned $12,000 more than the earnings limit would have had
up to $6,000 in benefits withheld under the old rules, but would have had up
to $4,000 withheld had the new rules been in place then. In addition, the
DRC was 3 percent a year in 1989, not the 35 percent under current law.
The reduction in the expected lifetime value of benefits for workers with

earnings above the limit was thus larger in 1989 than it is now.

One should aso keep in mind that the total number of people the
earnings test affects is probably larger than the number with earnings above
the limit. For example, some beneficiaries probably have chosen to work less
to hold their earnings below the limit and thereby avoid having benefits
withheld. Also, some beneficiaries may have failed to report earned income

for fear of losng benefits.



PEOPLE WHO WOULD GAIN FROM
ELIMINATING THE EARNINGS TEST

Relatively few people aged 65 through 69 would gainif the earnings test were
eliminated. Of the 10 million peoplein this group in calendar year 1989--the
most recent year for which data on family incomes are available--only 12
percent had earnings more than the $3,880 limit then in place (see Figure 1).
Another 16 percent had earnings less than the limit, and 72 percent had no
earnings in that year. These findings are based on data from the March 1990
Current Population Survey (CPS) for al retirees; a parallel anayss that
excludes about 600,000 people who appear to have been covered by the

monthly test can be found in the Appendix tables.

Elderly people living with their spouses represent just over 70 percent
of those who would gain from eliminating the earnings test. This proportion
is about the same as in the population aged 65 through 69 as a whole.
Another 10 percent of those who would gain are other elderly men, and about

20 percent are other elderly women.

The people who would gain from eliminating the earnings test are
generally better off economically than the population aged 65 through 69 as
awhole. CBO's analysis measures economic well-being in two ways. using

both family cash income and the ratio of family cash income to the
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FIGURE 1. DISTRIBUTION OF PEOPLE AGED 65 THROUGH 69, BY THER OWN
EARNINGS, 1989

More than $8,880
_ 12.3*

No Earnings
72.1%

SOURCE: Congressional Budget Office tabulations of data from the March 1990 Current Population Survey.



appropriate poverty threshold. In each case, income includes earnings, Socia
Security benefits, pensons, and interest and dividends of every family

member.

About 31 percent of al people aged 65 through 69 had family incomes
below $15,000, but the fraction varied widely with the level of earnings (see
Table 1). Only about 2 percent of the people who earned over $8,880--and
therefore would gain from eliminating the earnings test--had family incomes
below $15,000 in 1989. In comparison, 37 percent of people with no earnings
and 29 percent of people with earnings up to the limit had family incomes

below $15,000.

Familieswith the same level of income are not necessarily equally well-
off because the presence of additional family members requires additional
income to achieve the same standard of living. One method of adjusting for
differences in family size is to express family cash income as amultiple of the
officia federal poverty thresholds. In 1989, these thresholds were $5,947 for
an ederly person living alone, and $7,501 for an elderly couple with no other
family members in the household. Thus, for example, a family income of
$24,000 would be about four times the poverty threshold for an elderly person
living aone, but just over three times the poverty threshold for an elderly

couple.



TABLE 1. DISTRIBUTION OF PEOPLE AGED 65 THROUGH 69, BY FAMILY INCOME,
THEIR OWN EARNINGS, AND MARITAL STATUS, 198 (In percent)

Number Family Income
in Group LessThan $15000- $25,000- $32,000- $50,000
Earnings (Thousands) $15,000 24,999 3199 49999 or More  Totd

All People Aged 65 Through 69

All Categories 10130 313 235 121 168 164 1000
No Earnings 7,300 36.7 244 121 145 123 1000
Up to $3830 1580 293 280 127 174 126 1000

Over $38%0 1240 24 125 109 204 44.9 1000

People Living with Their Spouses

All Categories 6,780 214 258 136 191 202 1000
No Earnings 4,880 265 280 140 170 146 1000
Up to $3830 1010 151 326 147 214 163 1000
Over $3830 890 05 6.5 100 278 553 1000

All Other Men a/

All Categories %80 443 203 92 159 103 1000
No Earnings 710 511 192 89 16 93 1000
Up to $3880 150 408 248 U2 176 57 1000
Over $880 120 75 27 86 403 219 1000
All Other Women a/
All Categories 2370 545 180 89 105 80 1000
No Earnings 1,710 60.0 163 81 85 71 1000
Up to $8,880 420 501 183 86 78 62 1000
Over 3880 240 71 202 11 00 177 1000

SOURCE: Congressiona Budget Officetabulations of datafrom theMarch 1990 Current Popul ation
Survey.

NOTES. Details may not add to totals because of rounding.
Inthistable, the group of people aged 65 through 69 includes somewho are not subject
to the annual earnings test because they retired during the year. Recent retirees are
excluded from the results shown in Table A-1.

a All other men (and women) includes people who are widowed, divorced, never married, or who
live apart from their spouse.




Even after taking family sze into account, the data indicate that the
benefits of diminating the earnings test would go primarily to families that
are better off economically. As shown in Table 2, only 1 percent of people
with earnings above the retirement test limit had family incomes less than
twice their poverty thresholds. This result is not that surprising, considering
that the earnings limit in 1989 ($8,880) exceeded the officia poverty
thresholds for both ederly individuas and elderly couples. In contrast, just
over 10 percent of people with no earnings had family incomes under their
poverty thresholds and another 27 percent had incomes between one and two

times the threshold.

Previous anadlyses by CBO indicate that raising the earnings limit-but
not eliminating it entirely--would aso focus gains on beneficiaries who are
better off economically. In general, the larger the change, the higher the
proportion of the gains--in terms of the number of people affected--thatwould

go to those with high family incomes.

THE IMPACT ON WORK EFFORT
OF CHANGING THE EARNINGS TEST.

Proponents of diminating or liberalizing the earnings test argue that it

contributes to high effective marginal income tax rates on Socia Security



TABLE 2. DISTRIBUTION OF PEOPLE AGED 65 THROUGH 69, BY FAMILY INCOME

RELATIVE TO THE POVERTY THRESHOLD, THEIR OWN EARNINGS, AND
MARITAL STATUS 198 (In percent)

Ratio of Family Income

Number to Poverty Threshold
in Group Les 100to 200to 3.00to 4.00
Earnings (Thousands) Than 100 19 299 39 or More  Totd

All People Aged 65 Through 69

All Categories 10130 82 233 204 151 330 1000
No Earnings 7,300 103 271 215 148 263 1000
Up to $8830 1530 46 234 249 179 292 1000
Over $3830 1,240 00 11 83 135 771 1000

People Living with Their Spouses

All Categories 6,780 45 195 21 171 379 1000
No Earnings 4,880 56 236 232 173 304 1000
Up to $8830 1010 30 162 254 201 b4 1000
Over $880 80 00 09 44 127 820 1000

All Other Men a/

All Categories 90 nz 290 196 125 271 1000
No Earnings 710 146 348 190 111 205 1000
Up to $8830 150 71 234 249 192 254 1000
Over $8830 120 00 14 165 129 69.3 1000
All Other Women a/
All Categories 2370 173 320 190 104 213 1000
No Earnings 1710 20 340 179 91 169 1000
Up to $3830 420 78 408 237 121 156 1000
Over 380 240 00 16 189 166 629 1000

SOURCE: Congressiona Budget Officetabul ationsof datafrom theMarch 1990 Current Population
Survey.

NOTES Details may not add to totals because of rounding.
In thistable, the group of people aged 65 through 69 includes some who are not subject

to the annual earnings test because they retired during the year. Recent retirees are
excluded from the results shown in Table A-2.

a. All other men (and women) includes people who are widowed, divorced, never married, or who
live apart from their spouse.



recipients and thereby discourages work effort. They argue that reducing
these rates would induce a significant number of older workers to delay their
retirements or to reenter the labor force and that hours worked would

increase, on average, for those who are aready employed.

Eliminating the earnings test would increase work effort among some
people aged 65 through 69, but the overdl impact would be smdl. This
conclusion is based on three considerations. First, the earnings test is only
one of many factors that determine work effort. Among the other factors
likely to influence aworker's decision to retire are the level of Socia Security
and private pension benefits that would be received, the employment of a

spouse, the availability of suitable work, and the health of the worker.

Second, the empirical research that is available provides little support
for the notion that older workerswould increase their work effort significantly,
as discussed in arecent survey by Leonesio. A widely cited study by Vroman,
for example, found no evidence that liberaizing the earnings test in the 1970s
precipitated large-scae reentry into the labor force. Based on data for
workers aged 62 through 69, Honig and Reimers estimated that workers
whose earnings are aready above the limit might increase their hours by as
much as 20 percent if the test were eliminated, but noted that such workers

account for avery smal share of this age group. In addition, workers whose

10



earnings are high enough that they lose all of their Socid Security benefits
under the current earnings test might reduce their work effort in response to

the increase in thelir total incomes from eliminating the test.

Findly, it is noteworthy that more than half of al workers begin
collecting benefits as soon as they become ligible at age 62, even though they
will receive reduced benefits throughout their retirement. A Szable number
of older workers clearly prefer retirement to continued employment, even
though the 25 percent higher benefitsthey could obtain by delaying retirement
until age 65 would compensate them for receiving three fewer years of

benefits.

THE EFFECT ON FEDERAL OUTLAYS
QF CHANGING THE EARNINGS TEST

Federa outlays for Socid Security would increase if the earnings test for
people aged 65 through 69 were relaxed or eliminated. One option would be
to raise the earnings limit by $3,000 ayear for five years--to $12,720 in 1992,
reaching $24,720 in 1996. This option would increase outlays by about $6.0
billion over the 1992 through 1996 period (see Table 3). Ancther option
would be to raise the 1992 limit to $25,000, and retain the current indexing

rules thereafter. This option would increase outlays by more than $12 billion

n



TABLE 3. INCREASE IN SOCIAL SECURITY OUTLAYS OF OPTIONS
FOR CHANGING THE EARNINGS TEST FOR PEOPLE AGED
65 THROUGH 69, 1992 THROUGH 19%
(By fiscal year, in hillions of dollars)

Total
Option 1992 1993 194 1995 19% 1992-1996
Increase Limit by
$3,000 per Year
For Five Years a/ 05 09 12 16 19 6.0
Increase 1992
Earnings Limit
to $25,000 b/ 17 26 2.7 27 28 125
Eliminate the
Earnings Test 39 59 6.0 6.1 6.2 281
SOURCE: Congressiond Budget Office estimates.
NOTES The estimates assume that each option would be put into effect on January 1, 1992. They

aso incorporate the effects of additional applications for Socid Security benefits.
Details may not add to totals because of rounding.

a This option would replace current indexing rules.
b. Current indexing rules would apply in 1993 and beyond.




during the same period. Over the five-year period, dimination of the earnings
test entirely would cost $28.1 hillion. (These estimates include additional
payments to workers who would apply for benefits as aresult of the change

in the earnings test.)

These estimates do not include the revenue effects of optionsto change
the earnings test. Higher revenues would result from the taxation of Socid
Security benefits and any increases in federal income taxes and payroll taxes
attributable to increased work effort. When revenue effects have been
considered--as they are in the Socid Security Administration's (SSA')
estimates--they oOffset only a small portion of the cost. Estimates by SSA, for
example, indicate that the combined effect would offset only about 10 percent

to 15 percent of the costs of eliminating the earnings test.

Findly, the budgetary savings shownin Table 3 do not include savings
in administrative costs. These savings would, however, be quite smal,
especidly in the first year. The SSA caculates that the savings in
administrative costswould offset only 1 percent of additional benefit payments
over fiveyearsif the earnings test were eliminated for people aged 65 through
69. Administrative savings would be larger, however, if the test were

eliminated for al age groups.



APPENDIX TABLES




TABLE A-1. DISTRIBUTION OF PEOPLE AGED 65 THROUGH 69 (EXCLUDING RECENT

RETIREES), BY FAMILY INCOME, THEIR OWN EARNINGS, AND MARITAL
STATUS, 1989 (In percent)

Number Family Income
in Group Less Than $15,000- $25,000- $32,000- $50,000
Earnings (Thousands) $15000 24,999 31999 49999 or More  Totd

All People Aged 65 Through 69

All Categories 9510 320 233 120 165 162 1000
No Earnings 7,290 36.7 244 121 145 123 1000
Up to $3830 1090 308 273 17 175 128 1000
Over $3830 1130 25 126 12 288 449 1000

People Living with Their Spouses

All Categories 6,360 220 %56 134 139 200 1000
No Earnings 4880 265 280 140 170 146 1000
Up to $8830 670 154 316 134 218 178 1000
Over 8830 810 04 6.3 102 282 49 1000

All Other Men a/

All Categories 90 449 205 92 152 102 1000
No Earnings 710 509 192 89 16 94 1000
Up to $8830 100 428 263 110 179 19 1000
Over $3830 110 80 233 9.2 365 230 1000
All Other Women a/
All Categories 2,230 55.0 179 89 102 80 1000
No Earnings 1,710 60.0 163 81 85 71 1000
Up to $8830 310 60.1 181 83 79 56 1000
Ove $830 210 73 309 162 2710 185 1000

SOURCE: Congressiona Budget Officetabulations of datafromtheMarch 1990 Current Population
Survey.

NOTES Details may not add to totals because of rounding.

In this table, the group of people aged 65 through 69 excludes those who appear to have
retired in 1989 and who would therefore be subject to the monthly earnings test.

a All other men (and women) includes people who are widowed, divorced, never married, or who
live apart from their spouse.




TABLE A-2.

DISTRIBUTION OF PEOPLE AGED 65 THROUGH 69 (EXCLUDING RECENT
RETIREES), BY FAMILY INCOME RELATIVE TO THE POVERTY
THRESHOLD, THEIR OWN EARNINGS, AND MARITAL STATUS 1939
(In percent)

Ratio of Family Income

Number to Poverty Threshold
in Group Less 100 to 200to 3.00 to 4,00
Earnings (Thousands)  Than 100 19 299 39 or More  Totd
All People Aged 65 Through 69
All Categories 9510 85 237 204 149 326 1000
No Earnings 7,290 103 211 216 147 263 1000
Up to $8830 1,090 51 244 245 173 287 1000
Over $3830 1130 00 10 85 135 770 1000
People Living with Their Spouses
All Categories 6,360 46 199 209 169 377 1000
No Earnings 4,880 56 236 232 172 304 1000
Up to $8830 670 29 164 243 193 371 1000
Over $3830 810 00 0.7 43 127 1000
All Other Men a/
All Categories 920 121 295 20.3. 21 260 1000
No Earnings 710 146 A7 190 n1 206 1000
Up to $8830 100 73 237 318 176 195 1000
Over $3830 110 00 15 177 138 671 1000
All Other Women a/
All Categories 2230 182 320 187 103 2.7 1000
No Earnings 1,710 20 340 179 91 169 1000
Up to $8830 310 93 418 27 128 134 1000
Over $3830 210 00 19 200 163 619 1000
SOURCE: Congressiond Budget Officetabulations of datafrom the March 1990 Current Popul ation
Survey.
NOTES Details may not add to totals because of rounding.

In thistable, the group of people aged 65 through 69 excludes those who appear to have
retired in 1989 and who would therefore be subject to the monthly earnings test.

a All other men (and women) includes people who are widowed, divorced, never married, or who
live apart from their spouse.



