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Introduction

The U.S. Treasury estimates that the tax preference
for employer-sponsored retirement plans and IRAs
reduced federal income taxes by about $185-$189
billion in 2020, equal to about 0.9 percent of gross do-
mestic product.” However, the best evidence suggests
that the federal tax preferences do little to increase
retirement saving.

While this dismal assessment may sound like bad
news, it actually offers policymakers an opportunity
to strengthen the nation’s retirement income system.
Revenues saved from repealing the retirement saving
tax preferences could be reallocated to address the
majority of Social Security’s long-term funding gap.

This brief, which is based on a recent paper, reas-
sesses the favorable tax treatment of retirement plans
and explores an opportunity to use taxpayer resources
more productively.? The first section addresses the
revenue loss, considering the impact not only on the
personal income tax but also the payroll tax, conclud-
ing that the revenues forgone are significant. The

second section examines who receives these tax expen-

ditures, concluding that the bulk goes to high earners.

The third section explores what taxpayers get for their
money, finding that the favorable tax treatment has
failed to significantly increase national saving. The
fourth section explores ways to recoup all or some of
the tax subsidies. The fifth section explores how the
savings from eliminating or reducing the tax subsidies
could be applied to Social Security.

The final section concludes that it makes little
sense to throw more and more taxpayer money at
employer plans and IRAs. In fact, the case is strong
for eliminating the current tax expenditures on retire-
ment plans, and using the increase in tax revenues to
address Social Security’s long-term financing shortfall.

Current Tax Treatment of
Retirement Plans

The tax expenditures, under the personal income
tax, arise because employees can defer taxes on
compensation that they receive in the form of retire-
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ment savings. In traditional defined contribution
(DC) plans, employees are not taxed either on their
own or their employer’s contributions in the current
year or on the investment earnings on their balances.
Instead, participants are allowed to defer taxes until
benefits are received in retirement, at which time both
contributions and investment earnings are taxed as
ordinary income. Similarly, participants in traditional
defined benefit (DB) pensions are not taxed on the
annual increase in the value of their accrued benefits
but rather defer paying taxes until they receive benefits
in retirement. Relative to saving through an ordinary
investment account, the tax treatment for employer-
sponsored retirement plans significantly reduces the
lifetime taxes of participating employees.

This favorable treatment of retirement saving
results in lower tax revenues. Historically, the federal
government estimated the lost revenue on a cash ba-
sis. In 2020, this approach produced a revenue loss of
$189 billion. While the cash-flow approach is mean-
ingful for permanent deductions and exclusions, it
does not correctly account for tax concessions when
tax payments are deferred.

A Dbetter approach to measuring the cost of the
favorable tax provisions is the difference in the net
present value of the revenues from contributions in a
given year under two tax rules — the rules for saving
outside a retirement plan and the current favorable
rules for saving in a retirement plan. The Treasury’s
2020 estimate for this present value concept was $185
billion (see Table 1).?

TABLE 1. PRESENT VALUE OF TAX EXPENDITURES FOR
RETIREMENT P1ANS, 2020

Provision Billions $
Defined contribution employer plans $120.6
Defined benefit employer plans 46.0
Exclusion of contributions and earnings for 76
self-employed plans ’
Exclusion of Roth earnings and distributions 6.6
Exclusion of IRA contributions and earnings 2.9
Exclusion of non-deductible IRA earnings 0.8
Total $184.6

Source: Office of Management and Budget (2021).

Revenue losses also extend to the payroll tax for
Social Security and Medicare. In the case of DC
retirement plans, employee contributions are taxed
as earnings, but employer contributions are not.
Thus, calculating the revenue loss involves applying
only the employer portion of the payroll tax — 7.65
percent — to employer contributions. With respect to
DB plans, the annual increase in the value of accrued
DB benefits is excluded from the payroll tax base for
both employers and employees, so the revenue loss
estimate applies the full 15.3-percent payroll tax here.
For 2020, our total estimate of the payroll tax revenue
loss is $68 billion.*

In short, the tax preferences for retirement plans
cost the Federal Treasury and Social Security/Medi-
care a significant amount of money. Who gets these
preferences, and what do we receive in exchange?

Who Gets the Tax
Expenditures?

Tax expenditures for retirement saving are much
more likely to benefit high earners than their low-
earning counterparts, for a number of reasons.” Up-
per-income taxpayers are more likely to have access to
employer-sponsored retirement plans, are more likely
to participate in their employer’s plan, and contribute
more when they do participate. Indeed, simulations
from the Urban-Brookings Tax Policy Center sug-
gest that 59 percent of the current tax expenditures
for retirement saving flows to the top quintile of the
income distribution (see Figure 1).°

F1GURE 1. SHARE OF TAX EXPENDITURES FOR
RETIREMENT SAVING BY INCOME QUINTILE, 2020
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Source: Urban-Brookings Tax Policy Center (2020).




Issue in Brief

Over time, Congress has made two types of chang-
es that result in the top quintile receiving an increas-
ing proportion of tax expenditures. First, it introduced
and then expanded so-called catch-up contributions for
those ages 50 and over. Most recently, the SECURE
2.0 Act further increased the catch-up limits for those
60-63. Higher limits benefit only those constrained by
the existing cutoffs: only 16 percent of participants in
Vanguard plans took advantage of the catch-up feature
and these were overwhelmingly high earners.”

Another set of changes that principally benefits
high-income households is the increase in the age
for taking required minimum distributions from DC
plans. Prior to January 2020, minimum distributions
were required to begin at age 70%2.2 The 2019 SECURE
Act raised the age to 72, and the 2022 SECURE 2.0 Act
further increased it to 73 in 2023 and 75 in 2033. In-
creasing the age requirement to 75 allows participants
to take advantage of 42 more years of tax-free growth.
Generally, only the wealthiest will be able to benefit
from this provision.’

What Do the Tax
Expenditures Buy Us?

Given that the tax expenditures go overwhelmingly to
upper-income households, who face almost no risk of
poverty in old age, it is worth asking whether these ex-
penditures accomplish some broader social goal such
as increasing national saving or expanding the share
of workers covered by a retirement plan.

Do the Tax Expenditures Increase
Saving?

The tax subsidy for retirement saving may be justi-
fied if it promotes national capital formation. The
increase in national capital formation is the sum of
government saving — revenues less expenditures —
and saving by individuals. Since the loss of revenues
produced by the tax expenditure reduces government
saving, the question is whether people covered by
retirment plans increase their saving by enough to
make up for this loss. The weight of the evidence
indicates that they do not.

It might initially seem that tax preferences do
indeed increase national saving. After all, the tax
preferences make retirement saving more attractive
to the savers and massive amounts have been ac-

cumulated in retirement plans. But the economists’
lifecycle model suggests that people may simply shift
savings from ordinary taxable investment accounts

to tax-favored retirement accounts in order to reap
the benefits of the tax preference.!’ If we assume
that 65 to 70 cents of each dollar of retirement plan
savings otherwise would have been saved in taxable
investment accounts, about $644 billion of the $954
billion in annual retirement plan contributions would
have occurred regardless, leaving a net increment to
savings of $310 billion. With the Treasury’s revenue
loss estimate of $185 billion, it seems that the bulk of
the increase in private saving may have been offset by
the reduction in government saving.

Similarly, recent studies of automatic saving poli-
cies such as 401(k) defaults have found they are quite
effective at increasing participation in retirement
plans, but it remains unclear whether they raise total
household saving. For instance, a 2022 study found
that automatic enrollment of Department of Defense
employees in the federal government’s Thrift Sav-
ings Plan significantly increased plan balances, but
had little or no effect on participants’ net worth."? In
such cases, national saving would decrease due to the
budgetary cost of the tax preference.

Likewise, if a household targeted a specific figure
for their retirement saving, such as a dollar amount
at retirement or the ability to replace some percentage
of their pre-retirement earnings, a tax preference for
retirement saving effectively increases the after-tax
return, which could cause the household to save less.

In short, theory does not provide a strong basis to
assume that the federal tax preferences must increase
net total saving. Thus, the question must be resolved
empirically. In the mid-1990s, two prominent studies
came to conflicting conclusions regarding the efficacy
of the retirement saving tax preference.” Since that
time, however, additional studies using new data and
methods have largely concluded that the net effects of
the tax preference are small." But research focusing
on the United States has been impeded by the lack of
high-quality data on saving and wealth.

As a result, economists turned to Danish tax data,
which track the income, saving, and wealth of over 4
million people.”® To test the effect of tax subsidies,
they used responses to a 1999 reduction in the subsidy
for retirement contributions for those in the top tax
bracket. The results show that, for some, pension
contributions declined. But the decline was nearly
entirely offset by an increase in other types of saving.
The tax subsidy, in other words, had primarily induced



Center for Retirement Research

individuals to shift their saving from taxable to tax-
advantaged retirement accounts, not to increase over-
all household saving. The response was also highly
concentrated, with most individuals doing nothing
and only about 15 percent shifting their saving. The
authors concluded that tax incentives had virtually no
impact on retirement saving.

The results of this study have been well received
and broadly accepted. The weight of the evidence indi-
cates that tax incentives do not increase total saving in
a meaningful way.

Do the Tax Expenditures Improve
Coverage?

It is possible that, even if the tax incentive does not
induce high-income households to increase their total
retirement saving, the incentive does encourage firms
to offer retirement plans. In the process, workplace
retirement plans would be offered to lower-paid
employees, who currently lack a convenient way to
save for retirement.'® However, little research has
produced any evidence of a relationship between tax
expenditures and retirement plan coverage.

For instance, if the retirement saving tax expendi-
ture accruing to high-earners increased the availability
of workplace retirement plans to low- and middle-
earners, one might expect retirement plan coverage
to be higher in states that levy high state income taxes
on high earners, as the federal tax expenditure serves
to reduce state income tax liabilities as well. However,
after controlling for a variety of demographic and
labor force characteristics, no statistically significant
relationship exists between the maximum income tax
rate levied by a state and the percentage of employees
offered a retirement plan at work."

Moreover, the percentage of workers participat-
ing in a retirement plan has not increased over time
(see Figure 2). On the other hand, neither have tax
expenditures as a percentage of GDP. Thus, it is pos-
sible that coverage is higher than it would have been
in the absence of the tax expenditures, but, again, no
evidence supports such a contention.

Even if the retirement tax expenditure did increase
retirement plan coverage, far less expensive means
exist to achieve this goal, such as a government man-
date to enroll employees in a retirement plan. For
instance, in 2008 the United Kingdom established a
system that requires all private sector employers to
auto-enroll their workers in a retirement plan.'® The
employer can choose between adopting its own plan

FI1GURE 2. PERCENTAGE OF WORKERS AGES 25-64
PARTICIPATING IN AN EMPLOYER-SPONSORED
RETIREMENT P1AN, 1989-2022
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Sources: Authors’ calculations based on U.S. Board of Gov-
ernors of the Federal Reserve System, Survey of Consumer
Finances (SCF) (1989-2022).

or using the National Employment Savings Trust
(NEST), a defined contribution plan run by a public
corporation.”

The United States, however, with a strictly volun-
tary private-sector retirement system, has no room
for mandates. Without a mandate or a subsidy via
tax expenditures, though, would employers still offer
plans?® It is important to remember that retirement
plans existed before the income tax, so tax benefits
are clearly not the only reason employers sponsor
retirement plans. Employers viewed DB pensions as
a valuable tool for managing their workforce. These
plans provided benefits based on final pay and years
on the job. As a result, the value of pension benefits
increased rapidly as job tenure lengthened, which
motivated employees to stay with the firm. DB plans
also encouraged employees to retire when their pro-
ductivity began to decline.

While the contribution of DC plans to person-
nel management may appear less compelling — they
have no penalty for changing jobs and no retirement
incentives — economists contend that DC plans help
employers attract and retain high-quality workers who
have low discount rates and value saving.?!? Employer-
sponsored plans also tend to have cost and conve-
nience advantages over do-it-yourself IRA plans, mak-
ing such plans an attractive benefit for employees.
Moreover, employers have a real interest in making
sure their employees have the resources to retire once
their productivity falls off.
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While employers have economic incentives to
offer plans, it may be time to ask whether employer-
centered arrangements make the most sense. In
fact, the ERISA Industry Committee, an organization
representing the employee benefit plans of America’s
largest employers, issued a report in 2007 suggesting
“a new benefits platform for life security.” The new
benefit offerings would be administered by compet-
ing third-party Benefits Administrators, with em-
ployers and individuals providing the funding. The
structure would also enable individuals without an
employer relationship to contribute to a retirement
plan. Combining the new benefits platform with
automatic enrollment might produce a much better
retirement system.

In any case, the current approach of offering tax ex-
penditures is expensive and does not appear to work.

Reducing Tax Expenditures
for Retirement Plans

The following discussion focuses on traditional DC
plans, which account for about two-thirds of the
retirement-related revenue loss. Completely eliminat-
ing the tax expenditure for DC plans is straightfor-
ward — simply include both employee and employer
contributions in the employee’s earnings and tax the
returns on contributions like the returns on other
saving.” The Internal Revenue Service already has
the information on employee and employer contribu-
tions, and could require companies to report earn-
ings on equities and bonds and realized capital gains
from these new contributions on an annual basis.?’
According to Treasury estimates, revenues would
increase by $121 billion.

An alternative to eliminating the subsidy totally is
to limit the amount of money that goes into a plan,
and thereby the share of the subsidy going to high
earners. One option is to restrict combined employ-
ee-employer contributions to, say, $10,000 or $20,000
per year. Another option would limit total accumula-
tions in tax-favored retirement plans to, say, $500,000
or $1 million.**

To estimate the potential revenue gains from such
an approach requires using a simple model to estab-
lish a benchmark and then estimating the impact of
applying different caps. The model requires only a
few pieces of information: the amount contributed to
DC plans, the rate of return earned on investments,
the rate used to discount future values to the present,

the length of time the money is held in the plan, and
the average marginal tax rate before and after retire-
ment. The calculation then involves comparing Trea-
sury receipts if the saving occurred outside a retire-
ment plan to receipts when the money is accumulated
inside a plan.”

The model assumes — like the Treasury — that all
money in DC plans is invested in bonds? and that
bonds yield a real return of 2.5 percent. Further, the
calculation assumes that the rate of return equals the
discount rate.” Contributions to private-sector DC
plans ($526 billion) and the Federal Thrift Savings
Plan ($36 billion) in 2020 totaled $562 billion. If con-
tributors are age 40, the entire account is liquidated
and the remaining untaxed portion is taxed in full at
age 80, and the average marginal tax rate is 25 per-
cent, then the tax expenditure for 2020 would be $92
billion. However, substantial evidence suggests that
people face lower tax rates in retirement than when
working. Assume then that the tax rate drops to 20
percent between ages 70 and 80, so the revenue loss
increases to $116 billion — very close to the Treasury
estimate for 2020 (see Figure 3).

F1GURE 3. TAx EXPENDITURES FOR DC PLANS INVESTED
IN BonDs, ESTIMATES FROM SIMPLE MODEL COMPARED
TO TREASURY, 2020, BILLIONS OF DOLLARS
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Note: Assumes an average contributor age of 40.
Sources: Authors’ calculations and Office of Management
and Budget (2021).

The next step is to estimate the impact of lowering
the contribution limits. The 2019 Survey of Consumer
Finances provides data on the share of contributions
and accumulations above the proposed caps, and
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Table 2 shows the amount that the tax expenditure
would be reduced under each option. The first col-
umn assumes that the tax rate remains at 25 percent
and the second column assumes that the rate drops to
20 percent as contributions from high income decline
in importance.

TABLE 2. REDUCTION IN TAX EXPENDITURES FOR DC
P1AaNs FROM VARIOUS REFORMS, 2020, BILLIONS OF
DoLLARS

Proposal Texrate
25 percent 20 percent

Cap contributions at:

$10,000 -$40 -$51

$20,000 -22 -28
Cap accumulations at:

$500,000 -25 -32

$1,000,000 -13 -17

Note: The calculations are based on an all-bond portfolio
and an average contributor age of 40.
Source: Authors’ estimates.

Numerous other options exist for cutting back
on the current level of tax expenditures in DC plans,
such as retaining the deduction (or replacing it with
a credit) but then taxing the earnings on plan assets
annually (the so-called inside buildup) and/or moving
the age for taking the RMD back from the scheduled
75 to 70%2. Whatever approach is taken, comparable
changes would be required for Roth DCs and for DB
plans to avoid a wholesale shift in plan type to retain
the tax advantages.

Applying the Tax Savings to
Social Security

The 2023 Social Security Trustees Report projects that,
over the next 75 years, Social Security faces an actu-
arial deficit of 1.3 percent of gross domestic product.?®
Over the same period, the Congressional Budget
Office estimates a larger shortfall of 1.7 percent of
GDP.? Both groups project that Social Security’s
combined trust funds will be exhausted in the early to
mid-2030s, an event that without increased revenues
will trigger reductions to retirement, disability and
survivor benefits. As discussed, the U.S. Treasury’s
2020 estimated net present value of the retirement

tax expenditure was about 0.9 percent of GDP, and

the CBO’s estimate for 2019 was similar. In addition,
including the effects of foregone payroll tax revenues
would bring the total up to 1.3 percent of GDP, accord-
ing to the CBO.*® Rollbacks of the ineffective retire-
ment saving tax preference could fill a substantial
portion of Social Security’s long-term funding gap.

In the shorter term, the revenue gains from reduc-
ing or eliminating the retirement tax preference would
exceed the net present value figures estimated by
Treasury and the CBO, because even if the tax prefer-
ence were immediately eliminated today, the federal
government would continue to collect income taxes
on retirement plan benefits that were subject to the tax
preference at the time the contributions were made.*!

Reallocating the proceeds from eliminating or
reducing the retirement tax expenditure to Social Se-
curity could help Democrats and Republicans bridge
the decades-long divide over whether to maintain
Social Security’s solvency by raising taxes or reducing
benefits. Redirecting the tax expenditure to Social
Security would reallocate existing funds that do not
significantly improve retirement income security to
a program that indisputably does. The front-loaded
nature of savings from reducing the tax expenditure
also could provide time for other changes to Social
Security to be phased in. Finally, linking reductions
to the tax expenditure to maintaining Social Security’s
solvency could overcome the legislative inertia that
has for years delayed action on Social Security reform.

Conclusion

Tax expenditures for employer-sponsored retirement
plans are expensive — costing about $185 billion in
2020. And, strikingly, they appear to be a very bad
deal for taxpayers. The current tax preferences pri-
marily benefit high earners, and the tax expenditure
has failed at its broader policy goals of increasing na-
tional saving or expanding plan coverage. Therefore,
the case is strong for curtailing these tax breaks.

To reduce retirement tax expenditures, the govern-
ment could limit contributions or accumulations in
tax-favored plans or tax the earnings on these plans
each year. While reducing these tax incentives could,
perhaps, somewhat reduce interest among employers
in offering work-based savings plans, alternative ar-
rangements could be made to ensure that all workers
have an organized way to save for retirement.

Ultimately, reducing tax expenditures for retire-
ment plans could be an effective way to help address
other pressing demands on the federal budget, such
as Social Security’s financing shortfall.
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Endnotes

1 Analysts use two different approaches for measur-
ing tax expenditures under the federal income tax
system: present value and cash flow. The Treasury
has estimates for both measures: $185 billion for
present value and $189 billion for cash flow in 2020.
The Congressional Budget Office has a present value
estimate of $202 billion (0.9 percent of GDP) for
2019, and the Joint Committee on Taxation has a cash
flow estimate of $292 billion (1.4 percent of GDP)
for 2020. As discussed below, revenue losses from
tax expenditure policies also extend to federal payroll
taxes; the CBO estimated that this amount was $74
billion in 2019.

2 Biggs, Munnell, and Wicklein (2024).

3 In addition, most states effectively offer a similar
tax incentive, as state incomes taxes are generally
levied upon income as defined under federal law. As
of 2020, state income taxes were equal to about 22
percent of federal income taxes, which implies an
additional tax expenditure from states equal to about
$41 billion. Figures for state and federal revenues are
drawn from the U.S. Census Bureau (2020).

4 This estimate is very close to the CBO estimate for
2019. This revenue loss has never been considered a
“tax expenditure” because of the subsequent budget
implications — namely, broadening the payroll tax
base would lead to higher Social Security benefits.
The evidence, however, suggests that the budgetary
impact of higher benefits would be substantially less
than the increase in revenue.

5 For a detailed discussion of how tax preferences
for retirement saving have been skewed towards high
earners, see Doran (2022).

6 Itis commonly argued that high-income house-
holds receive the lion’s share of the tax expenditure
due to the progressive rate structure of the federal in-
come tax. However, this argument ignores the impact
of income taxes on savings withdrawn in retirement.
Indeed, if tax rates decline more in retirement for low
earners than for high earners, the tax preference per
dollar of retirement plan contributions tends to be
larger for low than high earners (see Brady 2016).

7 Vanguard (2023).

8 The Coronavirus Aid, Relief, and Economic Secu-
rity (CARES) Act waived required minimum distri-

butions during 2020 for IRAs and retirement plans,
including for beneficiaries with inherited IRAs and
accounts inherited in a retirement plan.

9 Earlier evidence on IRA holders — from when the
required minimum distribution age was 70%2 — indi-
cated most people did not begin withdrawing until
the required age (Doran 2022). However, these data
reflect a past era when the required age was lower
and retirees were much more likely to have DB plans.
Looking ahead, most retirees with retirement savings
will be reliant solely on DC plans, so they will need to
withdraw this money well before 75; see, for example,
Siliciano and Wettstein (2021).

10 See Attanasio and DeLeire (2002) and Attanasio,
Banks and Wakefield (2004).

11 This estimate is consistent with the results in the
academic literature. For example, Munnell (1976)
found an offset of $0.62 per dollar. In a more recent
paper, Card and Ransom (2011) found an offset of
$0.60 to $0.80 per dollar for employee contributions
and half that for employer contributions.

12 Beshears et al. (2022).

13 See, for example, Engen, Gale and Scholz (1996)
and Poterba, Venti and Wise (1996), who come to dia-
metrically opposite conclusions.

14 For instance, one 2003 study estimated that only
about one quarter of 401(k) balances represent net
saving to the economy (Benjamin 2003). For each
dollar of savings inside of 401(k)s, about 25 cents

are offset by the cost of the federal tax incentive and
about 50 cents are offset by lower household saving in
other areas, such as taxable investment accounts. A
separate 2002 study published by the Federal Reserve
reached similar conclusions (Pence 2002).

15 Chetty et al. (2014).

16 For more details on policy goals and coverage
shortfalls, see Halperin and Munnell (2005).
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17 This finding is from a preliminary analysis; we
intend to conduct a more in-depth investigation into
this issue.

18 This mandate applies to all employees who are: 1)
ages 22 or older, up to the “state pension age” (66 in
2023); and 2) earn at least £10,000 ($12,600) per year.

19 The UK does require that employers partially
match employees’ contributions, but this aspect of the
program is distinct from the provisions that achieved
nearly universal retirement plan coverage. NEST does
not impose any administrative costs on employers, as
such costs are borne by employees through fees.

20 Some have suggested that, without tax incentives,
employers would not offer retirement plans. See, for
example, VanDerhei (2011).

21 Ippolito (1997).

22 Fairness would require that the new rules apply
only to new contributions and not to the income on
assets already in participants’ accounts.

23 One problem is that participants would be as-
sessed a tax on income earned within a plan that they
cannot access before age 592, so levying a tax at the
plan level might be a more workable option.

24 One approach would be a taxable mandatory
required distribution following any year when the size
of the account exceeds the limit (but with no extra
penalty for withdrawals before age 59%2).

25 For an earlier analysis, see Munnell, Quinby, and
Webb (2012).

26 1In fact, all DC money is not invested in bonds;
rather, 70 percent is in equities.

27 Our assumed returns for both bonds and equi-
ties are historic averages from Damodaran (2022).
Using the same value for the rate of return and the
discount rate avoids the possibility of tax arbitrage in
which either the federal government or the taxpayer
can earn greater returns by investing themselves. See
the response of Auerbach, Gale, and Orszag (2003) to
Boskin (2003).

28 U.S. Social Security Administration (2023).
29 Congressional Budget Office (2023).
30 Congressional Budget Office (2021).

31 Specifically, in 2020 public and private retirement
plans paid out benefits and withdrawals equal to $1.5
trillion (U.S. Department of Commerce 2021). If these
were taxed at a 20-percent rate, the federal govern-
ment would collect revenues of $300 billion. Similarly,
taxable distributions from IRAs paid to Americans 65
and over in 2020 were equal to $212 billion, which at a
20-percent assumed tax rate would yield an additional
$42 billion in revenues (Internal Revenue Service
2023). Over time, as the new tax regime matured,
increased revenues would decline to a steady state that
more closely resembles the 2020 figure of $185 billion,
adjusted for the expected growth of retirement contri-
butions over time.
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