
Retiring the Social Security Earnings Test
By Gary and Aldona Robbins, Senior Research Fellows

A n original feature of Social Security – the retirement earnings test – may finally
be coming to an end. Spawned by the Great Depression, the earnings test was

supposed to keep older workers who had retired out of the labor force to free up jobs
for younger workers. But, with today’s premium on labor, America can no longer af-
ford to lose the productive talents of its most experienced workers.

Recognizing this, President Clinton called for doing away with the earnings test in
his State of the Union address last January. Senators John McCain (R-AZ) and Jon
Kyl (R-AZ) have a bill to repeal the earnings limit for seniors. In the House, Reps.
Sam Johnson (R-TX) and Collin Peterson (D-MN) have a similar bill with 101
co-sponsors.

This issue brief discusses what the earning test is, how it was pared back in 1996 and
what remains to be done. The last section examines the economic and budget effects
if, as called for in proposed legislation, the earnings limit for people between the ages
of 65 and 69 were eliminated.
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MARGINAL TAX RATES ON EARNINGS OF SOCIAL SECURITY RECIPIENTS
Federal income tax rate 0% 15.0% 28.0% 31.0%
Social Security payroll tax 7.65% 7.65% 7.65% 7.65%

Tax rate if earnings over limit:

Age 65-69 & earnings over $15,500 33.3% 33.3% 33.3% 33.3%

Under 65 & earnings over $9,600 50.0% 50.0% 50.0% 50.0%

Additional tax rate if benefits are subject to income tax:
Age 65-69 & earnings over $15,500 and:
Above $25,000/$32,000 threshold NA 6.3% 11.7% NA1

Above $34,000/$44,000 threshold NA 10.6% 19.8% -8.7%
Under 65 & earnings over $9,600 &

Above $25,000/$32,000 threshold NA 5.6% 10.5% NA1

Above $34,000/$44,000 threshold NA 9.6% 17.9% -13.2%
Total marginal federal income tax rate if:

Age 65-69, earnings over $15,500 and:
Below threshold 41.0% 56.0% 69.0% NA1

Above $25,000/$32,000 threshold NA 62.2% 80.7% NA1

Above $34,000/$44,000 threshold NA 66.6% 88.8% 63.3%
Under 65, earnings over $9,600 and:

Below threshold 57.7% 72.7% 85.7% NA1

Above $25,000/$32,000 threshold NA 78.3% 96.2% NA1

Above $34,000/$44,000 threshold NA 82.2% 103.5% 75.5%

Table 1
MARGINAL TAX RATES
ON EARNINGS OF
SOCIAL SECURITY
RECIPIENTS
1 In 1998, the 31% bracket

started at $61,400 for singles
and $102,300 for joint returns.
People in the 31% bracket and
above with nonwage income
are far enough over the higher
threshold amounts so that
they include the maximum,
85% of benefits in adjusted
gross income. Because the
earnings test causes a
reduction in benefits,
someone in the 31% bracket
or above with wage income
would have a reduction in
marginal rates. For a person
under age 65, the marginal tax
rate would be lower by
(0.5x0.85x.31) and
(0.33x0.85x.31)] for someone
between 65 and 69.



What Is the
Earnings Test?

The retirement earnings test penalizes people receiving Social Security benefits who
work. In 1998, someone between the ages of 65 and 69 could earn up to $14,450
without penalty. After that earnings limit, the retired worker would lose $1 in benefits
for every $3 in wages and salaries. People under 65 could have earned up to $9,120
before losing $1 in benefits for every $2 in earnings. There is no limit on what people
age 70 and over can earn.

The earnings test puts a huge tax on wage income. Someone between 65 and 69,
paying no income tax but earning over the limit, would lose 33 cents out of the next
dollar in wages. Add to that the 7.65 percent Social Security and Medicare payroll tax
and that person faces a marginal tax rate of 41 percent. The tax rate is even higher –
57.65 percent – for someone under 65. For people who also pay federal income tax,
the marginal tax rate on wages can reach well over 80 percent. [See Table 1 for mar-
ginal tax rates on different types of taxpayers.]

Such high, punitive tax rates on working may help explain why, despite improved
health among retirees, only 16.5 percent of men age 65 and over are in the labor
force today compared to 47 percent fifty years ago. [See Figure 1 for the labor force
participation rates of men and women age 65 and over since 1948.]

The 1996 Bill
Took a Large
Bite Out of the
Earnings Test

Like the Social Security taxable wage base, the earnings limit goes up each year with
the growth in average wages. The “Senior Citizens’ Right To Work Act of 1996” tem-
porarily allowed a faster increase in the earnings limit for retired workers between 65
and 69.1 By 2002, they will be able earn up to $30,000 without penalty. After that,
the earnings limit will revert to rising with wage growth. [See Table 2 for the earnings
limit under old (pre-1996) and new law.]

About one in three people eligible for retired-worker benefits and between the ages of
65 and 69 work sometime during the year.2 Before 1996, 65 percent of those who
did kept their earnings under the limit. Almost half (45%) of retired workers be-
tween 62 and 64 have wage income and most of them (61%) also keep their earnings
under the limit.3 [See Figure 2.]

But, because of the 1996 change, an even larger share of retired workers between 65
and 69 will have earnings that stay under the limit. By 2002, 87 percent should avoid
losing benefits because of the retirement earnings test. [See Figure 3.]
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Increase in the Social Security Earnings Limit
“Senior Citizens' Right To Work Act of 1996”

Year Old Law New Law

1996 $11,520 $12,500

1997 $11,880 $13,500

1998 $12,240 $14,500

1999 $12,720 $15,500

2000 $13,200 $17,000

2001 $13,800 $25,000

2002 $14,400 $30,000

Table 2
Increase in the Social
Security Earnings Limit
“Senior Citizens' Right

To Work Act of 1996”
Source: Committee on Ways

and Means, U.S. House of
Representatives, Overview of
Entitlement Programs, 1996
Green Book, Washington, DC,
1996.
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What Would
Outright
Elimination
Do?

The main obstacle to eliminating the earnings limit has been the cost. According to
the Social Security Administration, $3.9 billion in benefits will be withheld from
beneficiaries ages 65 to 69 during fiscal year 1999.4 After 2000, however, the cost of
letting retirees earn as much as they want without penalty will decline for two rea-
sons. One is the increase in the earnings limit which Congress enacted in 1996.

The other is the delayed retirement credit which increases benefits for people who
postpone retirement past the normal age – currently 65.5 For someone turning 65
this year, the credit would increase benefits by 5.5 percent for each year he or she
puts off applying for Social Security, up to a maximum of 27.5 percent at age 70.
The credit will continue to increase gradually until reaching 8 percent in 2008.

Retired workers losing benefits for a month or more now because they exceed the
earnings limit will have their benefits boosted later thanks to the credit. By the time
the credit reaches its final level of 8 percent in the year 2008, benefits withheld be-
tween age 65 and 69 because of the earnings test will be about the same as higher
benefits paid out after age 70 because of the delayed retirement credit. In other
words, the long-run costs of eliminating the earnings limit are almost nothing.

Moreover, because of several offsets, the net cost to the federal government is less
than the extra benefits Social Security will pay out.6 Most significant is the increased
income taxes collected on benefits no longer withheld. Total offsets would lower the
cost of eliminating the earnings limit from $20.7 billion to $14.9 billion between
1999 and 2006.

Economic
Effects

Even the short-run costs of the proposal are overstated, however. Marginal tax rates
on wages of 40 percent to 80 percent or more discourage people ages 65 to 69 from
working. As discussed earlier, two out of three people receiving Social Security bene-
fits do not work, and of those that do, two out of three keep their earnings low
enough so that they don’t lose any benefits.

Eliminating the earnings limit in 1999 would reduce the marginal tax rate on work-
ing for people 65 to 69. If they respond the same way other workers do to higher
take-home pay, they would supply more of their labor services.7 By 2008, we estimate
that, economy-wide, there would be 63 million more hours worked than otherwise.8
That translates into almost 31,500 more full-time equivalent jobs. [See Table 3 for
economic effects of eliminating the earnings test.]
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Economic Effects from Eliminating the Social Security Earnings Limit
Expressed as Changes from Baseline

CY GDP
($bil)

Hours worked
(mil.) Full-time jobs Stock of Capital

($bil)
1999 0.5 9.7 4,866 3.4
2000 1.0 25.4 12,694 4.8
2001 1.5 42.9 21,471 4.9
2002 1.9 54.5 27,245 5.1
2003 2.1 58.2 29,086 5.5
2004 2.2 58.3 29,151 5.5
2005 2.3 59.1 29,542 5.7
2006 2.5 60.3 30,134 6.0
2007 2.7 61.6 30,802 6.3
2008 2.9 63.0 31,483 6.8
2009 3.1 64.3 32,160 7.2
2010 3.2 65.6 32,820 7.6

1999-2005 11.4
1999-2008 19.5

Table 3
Economic Effects from
Eliminating the Social
Security Earnings Limit
Expressed as Changes from
Baseline
Based on simulations using the

Fiscal Associates Tax Model.



The increase in hours worked would produce several positive effects. First, there
would be more investment to go along with the increase in employment and more
total output for the economy. By 2008, we estimate GDP would increase by $19.5
billion and the stock of U.S. capital would be $6.8 billion higher than otherwise.

This extra growth would generate new federal payroll, income, and excise taxes that
would offset some of the cost. By 2010, the added revenue would be enough to offset
higher benefit payments from removing the limit on earnings. [See Table 4 for fed-
eral budget effects of eliminating the earnings test.]

ConclusionA relic from a time when jobs were scarce, the Social Security earnings test has no
place in today’s economy. In fact, quite the opposite. Companies already have trouble
filling positions, particularly ones calling for skilled labor. Government analysts pro-
ject the economy will add 19 million new jobs between now and 2006 but the labor
pool will grow by just 15 million. With labor shortages like these, government policy
should not prevent retired workers from entering the labor market or cause them to
restrict the number of hours they work.

The change Congress enacted in 1996 has already gone a long way toward removing
Social Security’s penalty against work. With a low price tag, burgeoning federal bud-
get surpluses and the economy’s need for talented workers, now is the time to finish
the job and totally repeal the earnings test.

May 6, 1999 Inst i tu te For Po l icy Innovat ion 5

Federal Budget Effects from Eliminating the Social Security Earnings Limit
(in $billions)

CY Increased Costs1 Revenue Gain from
Higher Growth2

Net Effect on Federal
Revenues3

Net Effect on Federal
Budget4

1999 2.8 -0.9 -3.7 -3.7
2000 3.5 0.2 -3.3 -3.5
2001 2.4 0.3 -2.1 -2.4
2002 1.6 0.4 -1.2 -1.6
2003 1.3 0.5 -0.8 -1.3
2004 1.2 0.5 -0.7 -1.3
2005 1.1 0.6 -0.5 -1.2
2006 1.0 0.6 -0.4 -1.1
2007 0.9 0.6 -0.3 -1.0
2008 0.9 0.7 -0.2 -1.1
2009 0.8 0.7 -0.1 -1.0
2010 0.8 0.8 -0.0 -1.0

1999-2005 13.9 1.7 -12.2 -14.9
2006-2010 4.4 3.5 -0.9 -5.2

Table 4
Federal Budget Effects
from Eliminating the
Social Security Earnings
Limit
1 Increased Social Security

benefits less offsets.
2 Federal income, payroll,

excise and other taxes
collected on added GDP.

3 Difference between increased
costs and revenue gain from
extra growth.

4 Includes cumulative interest
charges.
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Endnotes
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About IPI The Institute for Policy Innovation (IPI) is a non-profit, non-partisan educa-
tional organization founded in 1987. IPI’s purposes are to conduct research, aid
development, and widely promote innovative and non-partisan solutions to to-
day’s public policy problems. IPI is a public foundation, and is supported wholly
by contributions from individuals, businesses, and other non-profit foundations.
IPI neither solicits nor accepts contributions from any government agency.

IPI’s focus is on developing new approaches to governing that harness the strengths
of individual choice, limited, and free markets. IPI emphasizes getting its studies into
the hands of the press and policy makers so that the ideas they contain can be applied
to the challenges facing us today.

Nothing written here should be construed as necessarily reflecting the views of the
Institute for Policy Innovation, or as an attempt to aid or hinder the passage of any
bill before Congress.
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