
Amazing Waste: Tax Subsidies
To Qualified Retirement Plans

By Calvin H. Johnson

Qualified retirement plans are an extraordinarily
complex and expensive government tax program
that is ineffective or counterproductive when tested
by the rationales offered to support it. The pro-
gram’s impact on retirement security could be re-
placed at a small fraction of the current cost,
perhaps at no cost. Qualified plans forfeit $180
billion of government revenue a year with rules that
are over-the-top complicated, even by tax stan-
dards.1 The rationales are untenable, making quali-
fied plans rich pickings for reducing the deficit and

U.S. debt, or reducing overall tax rates, whenever
the United States is ready to raise some money.2

Much of the political support for qualified plans
comes from the argument that ‘‘nondiscrimination’’
describes a grand bargain under which rank-and-
file employees will be given pensions in exchange
for tax benefits to high-income officers. Typically,
however, a qualified plan in full compliance with
the nondiscrimination rules will give the median
worker an expected value well under 1 percent of

1Office of Management and Budget, ‘‘Analytical Perspec-
tives, Budget of the U.S. Government, Fiscal Year 2015,’’ at 208
(Table 14-1, sum of lines 145-147, 149 for five years divided by
five, equals $180.6 billion average a year).

2Prior calls for repeal of qualified plans include Joseph
Bankman, ‘‘Tax Policy and Retirement Income: Are Pension Plan
Anti-Discrimination Provisions Desirable?’’ 55 U. Chi. L. Rev.
790, 816-821 (1988) (concluding that government intervention in
favor of retirement savings is justified only if the retirees would
otherwise be indigent); and Bruce Wolk, ‘‘Discrimination Rules
for Qualified Retirement Plans: Good Intentions Confront Eco-
nomic Reality,’’ 70 Va. L. Rev. 419 (1984) (calling for mandatory
personal contributions to a pension fund but no subsidy).
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The proposal would repeal the tax advantages
given to qualified retirement plans. Qualified plans
are ineffective or counterproductive for their given
rationales, which makes them a rich source of rev-
enue when the United States needs money. Johnson
argues that qualified plans provide a safety net
where there is little need for it and provide no safety
net where it is needed. Qualified plans are said to

improve the value of a dollar by moving it from
high-income working years to low-income retire-
ment years. However, the tax advantages are distrib-
uted under a reverse-Robin Hood pattern to high-
income groups (many with soaring salaries) and by
negating the tax brackets. That distribution of ben-
efits can be expected to reduce the utility of a dollar.
Qualified plans are said to be an incentive for
savings, but when government cost and deficits are
considered, the plans reduce net national savings. It
would be cost free and effective to increase retire-
ment savings by mandating savings for retirement or
by imposing default rules without a tax subsidy.

The proposal is offered as a part of the Shelf
Project, a collaboration of tax professionals develop-
ing methods of raising revenue in ways that improve
the fairness and efficiency of the tax base. Revenue
raising is not on the political agenda, but inevitably it
will be. The Shelf Project has 74 proposals so far.
Comments are welcome either as public debate,
directed to the Tax Notes editor, or privately to
cjohnson@law.utexas.edu.
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the value given to the highest-paid employees.
Qualified plans are like charities that spend all their
money on fundraisers’ fees and trickle out trivial
amounts to the supposed charitable beneficiaries.
The rank-and-file employees are getting the short
end of the bargain.

Another justification for qualified plans is that
they increase the utility of a dollar for households
by moving that dollar from high-income working
years over to presumably lower-income retirement
years. People should save for retirement, evenly
spreading out their dollars over their adult lifetime,
and they largely do save for retirement. But some
households are myopic and do not save enough to
maintain their standard of living in retirement, and
in hindsight they regret it.

Because the distribution of the tax benefits from
qualified plans is so top heavy, however, the plans
give their benefits primarily to those who are not
dropping their standards of living in retirement. As
a group, the primary beneficiaries are making large
transfers that signal that they are not under eco-
nomic stress. The retirees who are under stress are
getting nothing from the program. It is as if the
safety net were installed under the elephants, be-
cause they are big players, and under the ringmas-
ter, who runs the circus, but not under the trapeze
artists.

Minor tinkering might improve the distribution
somewhat, but the core logic of providing benefits
pro rata to salary and in negation of the tax brackets
is too flawed to be saved. Neither a high salary nor
a high tax bracket is reasonable indicium of the
need for a safety net or of stress in retirement.
Overall, the tax advantages are reverse-Robin
Hood, moving dollars from the average taxpayer to
those who are in better economic shape. That
should be expected to reduce, rather than increase,
the utility derived from a dollar. If there are sym-
pathetic individual beneficiaries of qualified plans,
those few can be made whole, starting from scratch,
for far less than the $180 billion annual cost of the
tax program.

A third rationale is that qualified plans are in-
tended to increase national savings, but in fact, they
unambiguously reduce net national savings once
the government cost is considered. Savers for retire-
ment tend to be target savers, and target savers save
less, not more, when the higher after-tax return
rates make their targets easier to reach. Households
can also be expected to achieve the tax benefits with
saving that would occur anyway or by borrowing.
The data show that few are doing the harder work
of reducing their current standard of living to
increase real saving. In the rationalizing myth,
qualified plans are a reward that will induce house-
holds to reduce their current consumption to in-

crease their savings, but empirically, the target
effect — borrowing and the saving that would be
done, anyway — dominates the reward savings.
Moreover, national savings are reduced by the
government’s cost. If there is any ambiguity about
whether the tax subsidies increase or decrease per-
sonal saving, the government’s costs, in terms of
revenue from income it would otherwise collect,
always mean the effect on net national savings is
negative. Ending the tax advantages of qualified
plans would reduce the national deficit and increase
overall national savings.

Further, we do not want to increase national
savings in the contraction phase of an economic
cycle. Providing incentives to save more is the
opposite of what we are trying to do when we use
deficit spending as a countercyclical stimulus. The
rationale of Keynesian stimulus is to move re-
sources from further savings into immediate con-
sumption until the diagnosed overcapacity is
drawn down. Thrift, as a private virtue, ultimately
suppresses overall economic activity in a downturn.
If the government is trying to reduce savings dur-
ing a deficit, the goal of the qualified plan program
moves in the wrong direction. If qualified plans
were more effective, they would do more serious
harm. If the rationale for the individual tax advan-
tages is inappropriate for the national goal, it
should not be used to justify the tax advantages
even if the plans are ineffective.

Under the proposal, both contributions and
growth in a retirement account would be taxable.
For defined contribution accounts in which sepa-
rate accounts are maintained for each employee, the
employee would be taxed immediately on contri-
butions to the plan as compensation. Income from
the trust, whatever the character, would be passed
through to the employees and reported, as with
other income, on their tax return. For defined
benefit plans, the income would be treated as
income of the employer, reducing the cost of satis-
fying the employer’s obligation to pay compensa-
tion, and the income would be passed through to
the employer’s tax return. The employer’s deduc-
tions would be deferred until the employee in-
cluded the compensation in income. The project
also proposes a special tax on defined benefit plans
of tax-exempt employers to prevent them from
extending to their employees their tax exemption
on investments.

The replacement for qualified pension plans
must be outside the tax system. Plausibly, no sub-
sidy is called for. People save more if the default
rule with their employer is that they are enrolled for
set-aside for retirement, even without a subsidy
incentive. Mandatory set-asides, like Social Security,
might be justified to overcome household myopia,
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or they might not be justified. Any subsidy to
retirement will reduce the savings made under the
target saving model, and the subsidy could be
achieved by diverting given savings from other
vehicles. Any subsidy to savings will be wasted to
the extent that it goes to savings that would occur
otherwise.

If there is a subsidy paid for with real money, no
one would distribute it in a reverse-Robin Hood
pattern, with exclusions and deductions undoing
progressive tax and in proportion to salary. No one
would give a subsidy to rich people for savings that
they do anyway. Qualified retirement plans run by
tax advantages are an expensive, complicated, inef-
fective program that no one would rationally repro-
duce.

A. Current Law
1. Roths and regulars. Qualified pension plans
come in two varieties:

1. Roth-type retirement plans require the em-
ployee to make contributions from funds that
bear employee tax, but they then provide a tax
exemption for all further gains and distribu-
tions from the plan.3 In the Roth plans, all tax
is prepaid before contribution, and there is no
further income tax on the later gain or income.
2. In traditional or regular retirement plans,
contributions are made and invested without
tax, either through an exclusion or a deduction
for the contribution, and there is no tax on the
accumulation of income or gains within the
plan. Distributions are then taxable in full at
ordinary income rates.4 For traditional or regu-
lar retirement plans, all tax is postpaid.
If tax rates remain constant in the year of contri-

bution and distribution, the return rate on invest-
ment is the same, and the amount of investment is
sensitive to the upfront tax, the terminal value of a
Roth and regular qualified plan will be the same.
Table 1, column A describes a Roth-type IRA or
section 401(k) plan. Salary is given at $167, and tax
at an assumed 40 percent rate is imposed before the
contribution to reduce the investable amount from
$167 to $100. There then is no further tax on gain,
income, or distributions. Column B describes the
regular IRA: No tax is imposed on the contribution

of the given $167 salary or on the accumulation of
income within the plan, but ordinary tax is imposed
on the total distribution.5 The table uses contribu-
tions that triple between contribution and with-
drawal, which is consistent, for example, with a 2.8
percent annual growth for 40 working years. Both
plans give the taxpayer the same result at the end:

Neither regular nor Roth plans reduce the pretax
return, the tripling, from the investment within the
plan. Qualification for long-term capital gain, which
reduces gains by as much as 20 percent, is inferior
to either variety of qualified plan.

The equivalence of regular qualified plans to the
tax-exempt Roths is counterintuitive for some once
the contributions have been made. Retirement and
estate planners tend to forget the long-past prepay-
ment of tax in the Roth and see only the tax still due
on the regular plans. Still, the equivalence of Roth
and regular plans can be generalized by algebra for
any tax and return rate, as long as the growth rate is
the same for both columns and the tax rate before
contribution (line 2) is the same as the tax rate upon
distribution (line 5), and the amount invested up-
front varies according to the upfront tax.6

Often, one or the other plan is preferable. A
regular qualified plan will be better than the Roth
tax exemption, for instance, if tax rates drop in
retirement, which is common once salaries stop. A

3See section 408A(b) (no deduction allowed for Roth IRA);
section 408A(a) (exemption allowed); section 408A(d) (exclusion
for distributions); section 402A(a)(1) (no exclusion for Roth
election 401(k) contributions); section 402A(d) (exempting dis-
tributions from Roth 401(k) plan).

4See section 402 by reference to section 72; section 408 (taxing
distributions as ordinary income); section 501(a) (exempting
investment income within a qualified plan); section 404 (allow-
ing the employer deduction for contributions).

5A taxpayer gets no basis and does not need any allowance
for recovery of basis from out of distributions in column B
because none of the salary has been previously taxed. The
distributions (line 4) might be thought of as receipt of salary for
the first time. All tax is postpaid.

6Algebraically, the terminal value of column A, the Roth, is
(1) $100 x (1-T) x (1+R)n x (1-0), where T is the tax rate and R the
growth for period n. The ‘‘(1-0)’’ term just means there is no tax
at the end. The terminal value of column B, the regular qualified
plan, is (2) $100 x (1-0) x (1+R)n x (1-T). Terminal value (1) must
equal terminal value (2) for the same value for the variables
because the order of statement of terms does not matter in
multiplication.

Table 1. Roth and Regular Qualified Plan
Have Equal Terminal Value

A. Roth
Plan

B. Regular
Plan

1. Salary $167 $167
2. Tax at 40 percent -$67 $0
3. Investable amount
(1. minus 2.) $100 $167
4. Growth (three times 3.
over working life) $300 $500
5. Tax on profit at 40
percent $0 -$200
6. Terminal value $300 $300
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Roth plan, however, will be better if tax rates rise
between the contribution and distribution.

Roth plans are also more advantageous if the
taxpayer knows in advance that the growth rate
within the plan will be higher than borrowing rates
or alternative investments the taxpayer owns, so the
taxpayer can finance the prepaid tax without reduc-
ing the amount invested in the superior investment.
The equality of Roths and regular plans assumes
that the amount available for investment under the
Roth is first reduced by upfront tax (lines 2 and 3 of
Table 1), but if the taxpayer can pay tax with
borrowing or liquidation of another investment at a
cheap enough price to keep the advantage of high-
return investment in the Roth, the Roth terminal
value will exceed that of the regular qualified plan.7
Because of the taxpayer election between the two,
Roths will be used for high-return assets, for in-
stance, when there is high labor input into the
investment to cause its growth. Roths cost the
government future tax revenue. Given that taxpay-
ers elect Roths for high-return investments or for
cases in which tax rates go up, Roth plans are like
stealth government debt, and at a borrowing rate
far higher than what the government would have to
pay with straightforward debt.8

2. Defined benefit versus defined contribution.
Regular qualified plans define either the benefit
retirees will receive or the contributions to the plan.
In the classical, employer defined-benefit plan, the
employer promises employees a pension for life
after retirement. With that promise, the employer
bears the risk that investment returns will drop or

that life expectancy will increase, as well as varia-
tions in unknowns like employee turnover or in-
creases in levels of vested pensions. A pension for
life means employees avoid the risk that they will
outlive their retirement nest eggs.9

The alternative is to define the contribution to the
plan, from either employer or employee, but not the
ultimate benefit. What the employee will have
available to spend over retirement, no matter how
long, depends on the investment success of the
specific employee account. Defined contribution
plans have the decided virtue of giving the em-
ployee the right to carry fund balances to another
job once they vest. Defined contribution plans
rarely give the employee steady security if he lives
too long, but the portability of contribution plans
prevents a penalty on changing jobs.10

There are many different types of defined contri-
bution plans, and Congress has added to the inven-
tory over the years. Profit-sharing plans, for
example, define the contribution by reference to the
employer’s profit.11 Elective or section 401(k) plans
are now the most popular qualified plan. They
allow the employee to choose, year by year,
whether to take taxable cash immediately or add a
tax-excluded contribution to the retirement ac-
count.12

Before 1962, qualified pension plans were limited
to plans for employees of corporations, but begin-
ning in 1962, Congress allowed plans for sole pro-
prietors and for partners.13 IRAs started in 1974 for
workers who lacked access to an employer plan,14

but they are now available, with more restrictions,
as a supplement even for employees who have
access to a group employee plan.

Elective section 401(k) plans and individual ac-
counts can both be either Roth-type plans in which
all tax is prepaid or regular tax-post-paid plans. In
defined-benefit plans, by contrast, tax is always
postpaid, upon distributions.

7Assume, for instance, the taxpayer knows that the fund will
grow at 6 percent a year, which means that in 40 years, it will
equal 10 times its current value. At 5.9 percent, $1 will grow to
$10 over 40 years: $1 x (5.9 percent)40 = $10. The regular IRA will
then grow from $167 salary to $1,670. The 40 percent post-tax
payment required by regular plans on distributions will reduce
that to $1,000. The Roth can get better results. Assume the
taxpayer knows of the 10 times growth, invests all $167 salary in
the fund, and pays the $67 prepaid tax required by the Roth,
from borrowed funds (or sale of a less attractive alternative
investment). If we use the prior assumption of 2.8 percent
interest for the alternative investment (or for borrowing), the
result is tripled value over 40 years. The borrowed amount of
$67 triples by unpaid interest to $200 after 40 years. The $167
fund grows by 10 to $1,677, less the $200 repayment of the loan,
for a net of $1,477, which is better than the mere $1,000 from the
regular IRA.

8By one estimate, Roths represented government borrowing
at an after-tax cost of 14 percent (measured by revenue forgone)
(Leonard E. Burman, ‘‘Roth Conversions as Revenue Raisers:
Smoke and Mirrors,’’ Tax Notes, May 22, 2006, p. 953) when
comparable explicit long-term federal borrowing rate was 4.75
percent. Rev. Rul. 2006-4, 2006-1 C.B. 264 (long-term applicable
federal rates for Jan. 2006). Federal borrowing costs are also
reduced by whatever tax the federal government collects on its
interest.

9See G.A. Mackenzie and Jonathan Barry Forman, ‘‘Reform-
ing the Second Tier of the U.S. Pension System: Tabula Rasa or
Step by Step?’’ 6 John Marshall L. Rev. 631, 655-667 (2013)
(collecting the sources and explore ways to support annuitiza-
tion — that is, coverage for the rest of the retiree’s life).
Mackenzie and Forman argue that tax policy needs to support
pensions for life.

10See, e.g., Stuart Dorsey, ‘‘Pension Portability and Labor
Market Efficiency: A Survey of the Literature,’’ 48 Ind. & Labor
Relations Rev. 276 (1995).

11Reg. section 1.401-1(b)(1)(ii).
12See Boris I. Bittker and Lawrence Lokken, ‘‘Federal Taxa-

tion of Income, Estates, and Gifts,’’ para. 62.1 (2014).
13Self-Employed Individuals Tax Retirement Act of 1962,

section 3(b).
14H. Rep. No. 93-779 (1974) (endorsing enactment to reduce

the disadvantage of employees whose employers do not have a
qualified plan).
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Defined benefit pensions once predominated but
are now shrinking in importance. In 1974 defined
benefit accounts constituted 87 percent of all
plans,15 but by 2004, 92 percent of new plans were
defined-contribution plans.16 The Office of Manage-
ment and Budget estimates the revenue cost of all
qualified plans to be $903 billion over the five years
from 2014 through 2018, with 74 percent of that cost
attributable to defined-contribution plans, and 26
percent the cost attributable to defined benefit
plans.17

Qualified pension plans have varied monetary
limits on the contribution, all adjusted annually for
inflation. A defined benefit plan may promise a
pension of no more than $210,000.18 An employer-
wide defined-contribution plan is allowed a contri-
bution of up to $52,000 for 2014.19 For an employee
who works for 40 years and then retires for 30 years,
the defined contribution limit is more generous for
return rates that are above (untaxed) 3.1 percent
rates of return but less generous tax rates of return
below 3.1 percent.20

Employerwide plans must satisfy complicated
nondiscrimination rules, which require some pen-
sions for rank-and-file employees.21 For reasons

discussed below, the nondiscrimination rules them-
selves give median-pay workers a below-modest
expected value. The limits for elective contributions
when nondiscrimination requirements are unfea-
sible, however, are set lower than for defined ben-
efit plans. IRAs have an annual contribution limit of
$5,500, with another $1,000 allowed for individuals
age 50 and above as a catch-up, with a complicated
phaseout rule that depends on income and whether
the worker’s employer also maintains a plan.22 An
elective section 401(k) plan may have a contribution
of no more than $17,500, with another $5,500
catch-up for older workers.

For the richest taxpayers, even the maximum
$210,000 annual pension is not a serious contribu-
tion to their overall wealth. Still, qualified plans are
a big revenue cost to the government. The OMB
estimates the annual average revenue cost at $180
billion,23 which amounts to 35 percent of the current
federal deficit.24

B. Reasons for Change
The qualified plan program is ineffective and

even counterproductive for its articulated goals.
The nondiscrimination requirement is said to reflect
a bargain to provide pensions to rank-and-file em-
ployees. However, it is a wasteful way to deliver to
rank-and-file employees. Under one reasonable set
of assumptions, the median employee gets benefits
with an expected value of well under 1 percent of
the value given to the highest-paid employees. If
highly paid employees are getting their benefits as
middlemen, they are taking too much out of the
system. Qualified plans are said to improve utility
by moving dollars from high-income working years
to low-income retirement years, but the distribution
of tax benefits is so top heavy that it is unlikely to
identify people who will get especially high utility
out of a dollar. And finally, the tax subsidy, which is
said to improve savings, is reducing national sav-
ings, not increasing it. The program is expensive,
complicated waste.
1. Nondiscrimination. Much of the political sup-
port for qualified plans arises from the argument

15John W. Thompson, ‘‘Defined Benefit Plans at the Dawn of
ERISA,’’ Bureau of Labor Statistics (BLS) (2005) (‘‘By 1974,
nearly 31 million workers were covered by private pensions,
with 27 million enrolled in defined benefit plans’’).

16See Government Accountability Office, ‘‘Private Pensions:
Some Key Features Lead to an Uneven Distribution of Benefits,’’
at 12, Figure 2 (Mar. 2011); and CBO, ‘‘Use of Tax Incentives for
Retirement Saving in 2006’’ (Oct. 2011). The apparent reason for
the disappearance of pensions for life is that employers are
unwilling to bear the risk of the lengthening of expected lives
for employees no longer in service; the disappearance of lifetime
guarantees is also part of the drop in the real wages.

17Defined benefit plans ($235 billion) are 27 percent of the
$903 billion total. The sum of defined contribution plans ($414
billion), IRAs ($98 billion), and self-employed plans ($156
billion) is $668 billion, or 74 percent. OMB, supra note 1, at 208
(Table 14-1).

18Section 415(b)(1)(A), IR-2013-86 (updated with inflation
adjustments). The higher limit for the defined pension presum-
ably reflects that the present value of a contribution to maintain
a long-distant pension is lower, perhaps one-third of the ulti-
mate pension, and by the assumption that contributions will be
made over a whole working life for a retirement period that will
be much shorter than the working life. The ratios of the ceiling
are not adjusted or fine-tuned as discount rates or life expec-
tancy after retirement change.

19Section 415(c)(1)(A), IR-2013-86 (updated with inflation
adjustments).

20The future value at retirement of $52,000 for 40 years is
equal to the present value at retirement of $210,000 for 30 years,
when $52 x ((1+i)40-1)/i = $210 x (1-(1+i)-30/i), which is true
with i = 3.14 percent. With 35 years of retirement, the equating
interest rate is 3.38 percent.

21Revenue Revision of 1942: Hearings on H.R. 7378 before
the House Committee on Ways and Means, 77th Cong. 2405-
2406 (1942) (statement of Randolph Paul, special tax adviser to

the Treasury secretary) (arguing that qualified plans were a tax
subsidy that should be allowed only if extended to lower-
salaried employees).

22IR-2013-86 (announcing the limits with inflation adjust-
ments for 2014).

23OMB, supra note 1, at 208 (Table 14-1) ($903 billion over five
years, or $180 billion per year).

24$180/$514 = 35 percent. CBO, ‘‘The Budget and Economic
Outlook: 2014 to 2024’’ (Feb. 2014) (forecasting $514 billion
deficit for fiscal year 2014, or 3 percent of GDP). The $180 billion
cost of qualified plans is 1.1 percent of the 2013 $16.8 trillion
GDP. Bureau of Economic Analysis release, Table 3 (Mar. 26,
2014) ($16.8 trillion 2013 GDP).
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that the plans are providing income security for
rank-and-file employees. Employer qualified plans
must satisfy nondiscrimination rules that provide
that if an employer is going to give access to the tax
advantages for its highest-income employees, rank-
and-file employees must get pensions under the
same logic.25 Nondiscrimination is often described
as the core deal underlying qualified plans. Quali-
fied plans are described, for instance, as designed to
‘‘strike a balance between providing incentives for
employers to start and maintain voluntary, tax-
qualified pension plans and ensuring participants
receive an equitable share of the tax-favored ben-
efits.’’26 When Congress or the IRS targets some
abuse of the qualified plans, defenders commonly
reply that unless the current abuse is allowed,
employers will abandon qualified plans and cut off
the rank-and-file employees from any pensions.27

The nondiscrimination rules deliver little of the
$180 billion annual cost to rank-and-file employees.
Nondiscrimination is an extraordinarily compli-
cated area, even for tax lawyers, and indeed even
for employee benefit specialists,28 but the rules are
not restrictive. Under a reasonable set of assump-
tions, the median worker should expect pension

benefits that are well under 1 percent of the value of
the benefits that the best-paid employees can ex-
pect. Even if we look at the pension amount and not
just the tax benefits, the pension for a rank-and-file
worker is still very modest. Giving big tax subsidies
to highly paid employees is an inefficient way to
deliver pensions to median and lower-income em-
ployees.

Data from the building construction industry
provide an illustration. Under the logic of the
nondiscrimination ‘‘bargain,’’ a company will give
its median employees as little as allowed by the
nondiscrimination rules in order to deliver the
maximum allowed amount to top-paid officers,
who control the company. Providing the maximum
to the top-paid workers and the minimum to lower-
paid workers is a rational assumption in this model
because lower-paid workers are younger, more in
need of immediate disposable income for other
reasons, and get less from tax exclusions.

The important reasons for the trivialization of
nondiscrimination restrictions are that:

• pensions are pro rata to salary, with a limit now
at $260,000 on the salary that can be counted;

• tax benefits are pro rata to the tax rate, which is
higher at the CEO level;

• nondiscrimination is measured by pension
payout, but cost and value are measured by
discounted present value; younger people are
cheaper, and their future pension is less valu-
able now, but that is not captured in the
nondiscrimination tests;

• Social Security payout is subtracted from the
employer’s obligation, and $10,000 a year may
be used as a rough measurement of Social
Security pensions;

• benefits are forfeited if the employee leaves in
less than three years and turnover is high in the
lower incomes; and

• workers classified as independent contractors
and employees working half time or less get no
benefits.

a. Pro rata to salary. Nondiscrimination is satis-
fied by pensions that are a constant percentage of
salary.29 In testing nondiscrimination, however, the
highest salary that can be taken into account is
limited by an amount, now $260,000, which is
adjusted annually for inflation.30 The maximum
annual pension allowed for qualified plans under

25Paul statement, supra note 21.
26Barbara J. Bovbjerg, Government Accountability Office,

quoted in ‘‘GAO Primer Provides Private Pension Plan Guid-
ance,’’ GAO-02-745SP, at 1738 (Sept. 18, 2002).

27See, e.g., ‘‘Industry Committee and Los Angeles Bar Oppose
Rangel Pension Proposal,’’ Tax Notes, July 26, 1982, p. 308
(saying that proposed restrictions on plan loans to beneficiaries
removes ‘‘incentives for employers to adopt and maintain
qualified plans . . . and may indeed encourage the termination
of many existing plans or the cutback of existing retirement
benefits for all participants’’ and reduces capital formation).
Other arguments relying on the pension to rank-and-file em-
ployees include Joint Committee on Taxation, ‘‘Present-Law Tax
Rules Relating to Qualified Pension Plans,’’ JCS-9-90 (Mar. 22,
1990) (‘‘complexity of the employee benefits laws is reducing the
number of employees covered under employer-provided
plans’’); ‘‘AALU Says Proposed Nondiscrimination Regulations
Eliminate Incentives for Maintaining Qualified Plans,’’ Tax
Notes, July 23, 1990, p. 409 (arguing that a proposal to eliminate
even small disparities in benefits would significantly eliminate
the incentive to maintain qualified plans); Special Committee on
Simplification of the New York State Bar Association, ‘‘A Process
Awry: Federal Pension Laws,’’ Tax Notes, Apr. 24, 1989, p. 463
(calling for amelioration of the rules because ‘‘disenchantment
with the sponsorship of private pension plans is becoming
rampant in the business community’’).

28Kyle N. Brown, ‘‘Nondiscrimination Testing and Permitted
Disparity in Qualified Retirement Plans,’’ Tax Management
Portfolio 356-4th (683 footnotes), supplemented by Jason K.
Bortz et al., ‘‘Cash or Deferred Arrangements,’’ Tax Manage-
ment Portfolio 358-4th (1,284 footnotes); Brown, ‘‘Specialized
Qualified Plans — Cash Balance, Target, Age-Weighted and
Hybrids,’’ Tax Management Portfolio 352-4th (448 footnotes);
and Carol Jewett, ‘‘Plan Qualification — Pension and Profit-
Sharing Plans,’’ Tax Management Portfolio 351-5th (1,577 foot-
notes).

29Section 401(a)(5)(B) (providing that plans are not discrimi-
natory because benefits or contributions are uniform in relation-
ship to compensation).

30Section 401(a)(17); Notice 2013-73, 2013-49 IRB 598.
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current law is $210,000,31 meaning that the maxi-
mum pension is 81 percent of the maximum cogni-
zable salary.32 If the employees with salaries at
$260,000 or more are to get their maximum pension,
lower-paid workers must also be promised a pen-
sion that is 81 percent of their salary, albeit with
further adjustments described below. The median
salary for workers in the building construction
industry was $31,000 in 2012,33 and 81 percent of
that would be a pension of $25,000 a year. The
$210,000 pension allowed for high-bracket employ-
ees allowed by the nondiscrimination rules is 8.4
times higher than the pension for the median
worker.

The limitation on cognizable salary in testing for
nondiscrimination under section 401(a)(17) is im-
portant, although insufficient to justify the program
as a whole. CEO salaries are reaching ratios on the
order of 354 times rank-and-file salaries.34 The ratio
has been increasing steadily since the 1950s when
CEOs were paid only 20 times rank-and-file sala-
ries.35 A salary of 322 times the median for building
construction would be about $10 million, and the
maximum $210,000 pension would be a mere 2.1
percent of salary. Without the section 401(a)(17)
limit, the median worker would then need to be
promised just 2.1 percent of $31,000 or $651 a year,
less Social Security, which leaves a very modest
pension indeed. Absent the section 401(a)(17) limit,
the CEO would have a pension 322 times higher,
not just 8.4 times higher than the median. Still, as
the analysis continues, the cost of the qualified
plans is not justified by the benefits to the rank-and-
file employees even with the section 401(a)(17)
limits.

b. Proportional to tax. The CEO avoids tax at
39.6 percent tax on compensation by reason of
qualified plans, and for the median worker, the tax
on compensation that is avoided is at 15 percent.
Thus, a contribution for the CEO saves tax that is

39.6/15 or 2.64 times higher than the median
worker. With a pension 8.4 times larger based on
CEO salary, the tax benefits of the exclusion are 2.64
x 8.4 or 22 times larger for the highly compensated.

c. Present value. Under defined benefit plans,
nondiscrimination is tested by the pension prom-
ised, but the economic burden of the cost and the
value of a pension is its present value. Pensions for
younger, lower-paid workers are cheaper to fund
and symmetrically give less present value to the
young employee because the pension is so far away.
Assume, for instance, that the CEO will retire next
year and the median building construction worker
is now 25 and has 40 years until retirement, and
each will have a 20-year pension after retirement.
Using a 3 percent discount rate, the cost of the CEO
pension is 3.17 times higher per dollar of pension
than the 25-year-old worker’s.36 That turns an un-
discounted ratio of 22 times better into a net present
value benefit, that is, 70 (or 3.16 x 22) times higher
for the CEO than for the median worker.37

A necessary reservation is that defined benefit
plans are disappearing, and the contribution under
a defined contribution plan is unaffected by the
time value of money. Without the variable discount-
ing of defined benefits, the analysis would return to
the previously found 22-times-better ratio for de-
fined contributions, with further adjustments be-
low.

d. Subtract Social Security. Consistent with non-
discrimination, an employer plan may treat Social
Security as part of the retirement security promised
to employees and thus subtract a retiree’s Social
Security receipts from the amount the employer
must pay. There is a safe harbor, not strictly equal to
the Social Security pension, under which the plan

31Section 415(b)(1)(A), IR-2013-86 (updated with inflation
adjustments).

32$210,000/$260,000 = 80.77 percent.
33BLS, ‘‘Occupational Employment Statistics’’ (May 2012)

($30,725 median salary).
34Deborah Hargreaves, ‘‘Can We Close the Pay Gap?’’ The

New York Times, Mar. 29, 2014 (reports CEO salaries at 354 times
rank-and-file in 2012); Lawrence Mishel and Natalie Sabadish,
‘‘CEO Pay and the Top 1 Percent,’’ Economic Policy Institute
(May 2, 2012) (finding CEO pay to be 231 times rank-and-file
pay in 2011); Elliot Blair Smith and Phil Kuntz, ‘‘CEO Pay
1,795-to-1 Multiple of Wages Skirts U.S. Law,’’ Bloomberg News,
Apr. 29, 2013 (computing CEO salaries as 209 times rank-and-
file, using SEC disclosures for CEOs and BLS statistics for wages
of the industry for rank and file, but with eight companies with
CEO ratios more than 1,000 times rank-and-file).

35Mishel and Sabadish, supra note 34.

36Assume the life expectancy of the CEO and young worker
are the same post-retirement and that the fund will make a
return post-retirement that is the same. A dollar of endowment
at retirement to cover the CEO pension will be 2.98 times more
expensive for the CEO’s endowment. $1/(1.03)40 = $0.307;
$1/(1.03) = $0.97/0.307 = 3.16.

37If we assume both the CEO and the median worker have a
life expectancy of 85, each will get a 20-year pension after
retiring at 65. The endowment necessary to fund $1 of pension
with a discount rate of 3 percent is $14.88 for both, because
under the standard present value of an annuity formula, $14.88
= $1 x ((1-1+3 percent)-20)/3 percent). A contribution to reach
that endowment for the CEO’s $1 in pension in one year will
need to be 14.88/(1+3 percent) or $14.45 per dollar of pension.
When the company has 40 years to reach $14.88 for the
25-year-old, by contrast, the company needs to set aside only 20
cents a year, which have a present value for all of $4.56:
$14.88/(1+3 percent)40 = $4.56.

Using a 2 percent discount rate instead of 3 percent, the CEO
$1 costs and is worth twice the median worker’s $1 in present
value terms. The 850 to 1 ratio becomes 1,700 to 1 in favor of the
CEO, not as high as 2,389 to 1, but still high.

COMMENTARY / SHELF PROJECT

TAX NOTES, August 11, 2014 733

(C
) T

ax A
nalysts 2014. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



can subtract a fixed dollar amount of up to $10,000
a year.38 Because the median employee’s pension,
calculated above, is $25,000, the Social Security
offset reduces the employer-provided pension to
$15,000. The maximum $210,000 annual pension
must consistently be reduced by $10,000 to
$200,000. The $10,000 reduction for everyone means
the pension of the highly paid employee is 13.3
times the pension of the median worker rather than
just a ratio of 8.4:1.39 Making the tax rate and time
value adjustments would increase the ratio of pres-
ent value for the higher-paid (more than $260,000)
to median-paid employee to 112 times.40 The me-
dian employee will be paid a pension from the
company that is worth 0.9 percent of what the
higher-paid employees will get.

The expected value of benefits to median- and
low-income employees also drops toward zero be-
cause of high turnovers in low-income jobs, and
because of high percentages of independent con-
tractors and half-time workers.

e. Turnover. Employees who leave before their
benefits vest get no benefits. Turnover of lower-paid
employees is high, and most employees hired by a
company will never be eligible for a pension ben-
efit. Nondiscrimination would be especially
troublesome in top-heavy plans, defined by statute
as plans in which more than 60 percent of the
benefits go to highly paid employees.41 For top-
heavy plans, the employee’s pension benefits must
become nonforfeitable, for instance, for 100 percent
of the benefits after three years of employment.42

A three-year vesting rule means that employers
need not cover most of their rank-and-file employ-
ees. In 2013 the overall national average for separa-
tion from employment for all employment sectors
was 38 percent of employees.43 Conversely, 62 per-
cent of employees stay for a year or more. Translat-

ing the annual separation figures into a separation
figure at the end of three years depends on infor-
mation we lack about how time in employment
affects separation rates. If all employees are equally
likely to leave, then after three years, (62 percent)3

or only 23 percent of the original workforce would
be eligible for accrual of a pension. If all separations
occur in the first year and it is always the same new
replacement workers who are leaving, 62 percent of
the workforce would become vested.

For some industries, separation rates are higher.
In the construction industry, for example, 65.5 per-
cent of employees separate from service every
year.44 If the separation rate is independent of time
in employment, then, over three years, only 4
percent of the employees will remain long enough
to achieve vesting. If employees leave only in their
first year, then 34.5 percent will vest after three
years. In the construction industry, the company
will need to provide for a pension for somewhere
between 34.5 percent and 4 percent of its workforce.

Any given employee either vests or does not, but
an employee can discount the pension beforehand
by the probability of vesting to reach a discounted
expected value without knowing the outcome. The
expected value is between 4 percent (if separation is
independent of longevity) and 34.5 percent (if sepa-
ration is only in the first year) of the value of a
pension. The pension for the median employee,
considering pro-rata-to-salary contributions, tax
rates, and Social Security, is 0.9 percent of the
pension of the highly paid employees. Having no
data, we might estimate that the highest-paid em-
ployees have already vested on their way to the top
or will assuredly vest. If vesting is nearly assured,
vesting affects the value of the lower-income pen-
sion but (almost) not at all the pensions at the top.
Combining the expected value of vesting with prior
factors means that the median employee is getting a
pension that has an expected value that is between
0.04 percent (4 percent of 0.9 percent) and 0.31
percent (34.5 percent of 0.9 percent) of the expected
value of the highly paid employee’s pension. If
higher-paid employees are getting their benefits in
order to give pensions to the median worker, they
are taking a fee for their middleman service that is
between 322 and 2,500 times higher per capita than
what they are delivering to the median worker.

The ratio of value of high-income to low-income
pensions is also affected by the exclusion of inde-
pendent contractors and half-time workers. It is
plausible that the exclusions disproportionately af-
fect employees with lower wages and reduce the
expected value of the pension significantly, but

38Section 401(l)-3(d)(4).
39($210,000-$10,000)/($25,000-$10,000) = 13.33.
40Multiplying the ratio for base pension (less Social Security),

times tax rate factor, times discounted time value yields 13.3 x
2.64 x 3.17 = 111.6.

41Section 416(g).
42Section 416(b)(1)(A). A top-heavy plan may also elect to

vest under a schedule in section 416(b)(1)(B) under which 100
percent of vesting does not occur until after six years, but the
schedule requires vesting of 20 percent and 40 percent of
benefits in the second and third year, respectively. The trade-off
is deferring the vesting of 40 percent and 20 percent of benefits
to the fourth and fifth years, by comparison to cliff-effect 100
percent vesting after three years. Given that turnover rates will
drop for employees who stay, the shift to earlier years will
increase the vesting of low-income employees. To calculate the
least benefits for low-income workers, the full vesting after
three years reduces the pension they must be promised.

43BLS, ‘‘Job Openings and Labor Turnover Survey News
Release,’’ Table 16 (Mar. 11, 2014). 44Id.
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information available here does not allow reason-
able quantification of the effects.

f. Independent contractors. Independent con-
tractors need not be included in the plan for em-
ployees. Increasingly, employers are claiming
workers are independent contractors rather than
employees and are not giving them benefits. Mis-
classification of employees is apparently not well
enforced.45 Indeed, the tests separating employee
from independent contractor status are especially
vaporous, which makes them difficult to enforce.46

Given the vagueness of the rules, one wonders why
there are so many ‘‘employees.’’ Still, independent
contractors, even with recent growth, are estimated
to constitute only 7 percent of the workforce.47

Without knowing how independent contractor sta-
tus is correlated to salary, age, and turnover, infor-
mation that 7 percent of the whole pool consists of
independent contractors does not give us enough
information to adjust the expected value of a pen-
sion and the ratio between benefits for highly paid
and low-paid employees.

g. Part-time employees. Employees who are half
time or less may be excluded from employee plans
without violating the nondiscrimination rules.48

Women are more likely than men to be part-time
workers. Thirty-one percent of employed women
work less than 34 hours a week, but only 18 percent
of men do.49 Exclusion from a pension is allowed at
the half-time mark — 20 hours a week — whereas
the national statistics measure part time by more or
less than 34 hours a week. Part-time status plausibly
should lead to further discounting of the expected
value, but without data tied to the half-time non-
discrimination definition and, again, without data
on whether part-time status is independent or cor-
related with other factors, the quantity of the dis-
count cannot be fairly estimated. Still, it is plausible

that the expected value of a pension for the median
worker, already measured in hundredths of a per-
cent of the expected value at the top, drops even
further in the comparison because independent
contractors and half-time workers do not get ben-
efits. At those levels, it is fair to characterize non-
discrimination as a sham or a joke.

An alternative measure of effectiveness would be
to ask how much pension must be given to the
median worker rather than how much of the $180
billion tax cost the median employee gets. If em-
ployees too poor to pay tax get a pension, they get
no tax benefit, but the program might deliver a
badly needed pension. The pension value can be
measured easily by dividing it by the assumed tax
rate, 15 percent. Thus, the value of the tax benefits
to the median worker is between 0.04 percent and
0.31 percent, and the pretax pension would thus
have a value of 0.21 percent and 2.06 percent of the
tax benefits given to the high-income employees.
Yet, the higher-paid employees are taking far more
out of the system than a bargain would imply, and
the median worker and those below are getting
modest benefits.

If rank-and-file employees were the object of
charity served by qualified plans, the plans would
resemble the charities that have glossy pictures of
needy, even pitiful children, which, however, spend
all the money they raise for the fundraisers’ fees.

Nondiscrimination rules might be amended in
incremental ways to give a bit better value to the
rank-and-file side of the bargain. Nondiscrimina-
tion might well be tested by the present value of
long-distant pensions. We might stop the subtrac-
tion of Social Security and require immediate vest-
ing. We might require coverage of part-time
(predominantly female workers) and ‘‘independent
contractors.’’ Still, the first steps — pensions pro
rata to salary and tax benefits pro rata to tax bracket
— are an ineffective way to focus on the retirees
who are going to have trouble in retirement and for
whom a dollar will have special value. Most of the
dollars will be wasted on retirees who are doing
fine without the tax breaks. Nondiscrimination
rules are complicated, nearly impossible to under-
stand (even for lawyers who specialize in the taxa-
tion of employee benefits), and they do not deliver
on their promises even after all the complexity. It is
time to repeal both the overly complicated and
ineffective nondiscrimination rules and repeal
qualified plans as well.
2. Reverse-Robin Hood distribution. As might be
expected from the nonrestrictiveness of the nondis-
crimination rules, the distribution of tax benefits of
qualified plans is skewed to the top. Figure 1 and
Table 2 show the value of qualified retirement
accounts, including both the defined benefit and

45Steven Cohen and William B. Eimicke, ‘‘Independent Con-
tracting Policy and Management Analysis’’ (Aug. 2013) (report-
ing growth in independent contractors from 6.4 percent to 7.4
percent of the workforce and reporting significant underen-
forcement of misclassification of employees as independent
contractors). Calvin H. Johnson, ‘‘Settle Withholding by the
Dollars, Not Control,’’ Tax Notes, Aug. 20, 2012, p. 949, argues
that current law definitions of employee versus independent
contractor are unenforceable.

46See Johnson, supra note 45.
47Cohen and Eimicke, supra note 45.
48Employee Plans Determinations Quality Assurance Bulle-

tin, ‘‘Part Time Employees Revisited’’ (Feb. 14, 2006) (allowing
employees who work less than 1,000 hours a year to be
excluded). A 40-hour-a-week worker will put in 2,000 hours a
year, allowing a two-week vacation (40 x 50 = 2,000).

49BLS, ‘‘Current Population Survey,’’ Table 22 (for women, 20
million part-time and 64 million total workers over age 16; for
men, 13 million part-time and 73 million total workers over age
16).
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defined contribution plans, by their value to house-
holds at retirement age — that is, age 65 to 68.
Defined benefit plans are valued by their actuarial
value based on post-retirement expected life.50

Table 2 shows the same information in table
form.

Benjamin H. Harris, C. Eugene Steuerle, Signe-
Mary McKernan, Caleb Quakenbush, and Caroline
Ratcliffe of the Tax Policy Center reached a similar
distribution, allocating the tax benefits from quali-
fied plans among taxpayers according to their ex-
tended cash income, rather than by wealth at
retirement age. The tax benefits were measured
under a simulation that assumed the plans’ quali-
fied status was repealed.51

Table 3, reflecting shares of tax benefits, uses the
same underlying data as Figure 2. It shows that the
bottom quintile gets half a percent of the aggregate
tax benefits, and the highest-income quintile gets

71.4 percent of the tax benefits from employer-
sponsored plans, defined to include both defined
benefit and defined contribution plans.

50James Poterba et al., ‘‘Correction: The Composition and
Drawdown of Wealth in Retirement,’’ 27 J. Econ. Persp. 219, 221
(2013) (Table 2).

51Benjamin H. Harris et al., ‘‘Tax Subsidies for Asset Devel-
opment: An Overview and Distributional Analysis,’’ Tax Policy
Center, at 17 (Feb. 2014).

Figure 1. Distribution of Defined Benefit and
Defined Contribution Account Values by

Wealth at Age 65-68 (in thousands of dollars), 2008
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Figure 2. Average Dollars of Tax Advantages of
Employer Qualified Plans (Both Defined-Benefit
and Defined-Contribution) by Tier of Expanded

Cash Income (2013)
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Table 2. Value of Defined Benefit and
Defined Contribution Accounts at
Retirement Age 65-68 by Wealth

Total
Value of
(2) and

(3)

(2)
Defined
Benefits

(Actuarial
Value)

(3)
Defined-

Contribution
Accounts

Poorest 10
percent $0 $0 $0
At 30
percent
poorest $0 $0 $0
At
midpoint $15,000 $0 $15,000
At 70
percent
wealthiest
point $158,000 $83,000 $75,000
At top 10
percent $676,600 $329,600 $347,000

Table 3. Share of Tax Benefits
Expanded Cash
Income Quintile

Percentage of Total
Tax Benefits

Least income 20 percent 0.5%
Second quintile 3%
Middle quintile 8%
Fourth quintile 17%
Top quintile 71.4%
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The tax benefits for IRAs not connected with an
employer are smaller, consistent with the lower
contribution limits on individual plans, but the
distributions and the shares for individual plans are
similar to those for employer plans.

Table 4 compares the share of tax benefits from
individual and employer plans by quintile of ex-
panded cash income, carrying the shares of em-
ployer plans over from Table 3.

3. Benefits to those without need. A second ratio-
nale for qualified plans (the nondiscrimination bar-
gain being the first rationale) is to increase the
utility that a household gets out of a dollar by
moving the dollar from high-income working years
to presumably low-income retirement years. People
should save for retirement. They should spread their
receipts evenly over their adult lifetime to get the

most value.52 The theory that supports constant
lifetime consumption of a lifetime of receipts is the
same marginal utility of money theory that sup-
ports a tax bracket system. Everyone spends for the
most critical needs first and then spends for con-
tinuously less important needs as income increases.
If one spends as earnings come in, one spends for
less critical needs in the very good years, leaving
one, in the no-income years, with no money to pay
the rent and trying to eat sand. People display
diminishing utility by risk aversion regarding one’s
basic nest egg, by buying insurance even when the
straight odds disfavor that, and by saving for rainy
days and retirement.

However, households are myopic, according to
the rationale. They act more like grasshoppers than
ants. They do not save enough to maintain their
constant standard of living in retirement, and they
live to regret that.53 We do not want to send our
elderly to the work house — or to daughters’ attics
— which is how prior generations handled destitu-
tion in old age.

Without doubting the benefit of saving for retire-
ment, the pattern of benefits from qualified retire-
ment plans makes it unlikely that the plans are
identifying the retirees with great needs or even
those who are dropping in consumption in retire-
ment in economic stress. With compensation for
CEOs and high officers reaching record heights,
much of the benefit of qualified plans goes to
people who are not going to be in economic stress,
either during working years or in retirement.

Employees save anyway for retirement because
they are concerned about their own future welfare.
Without denying some myopia, there is a strong
motive to protect oneself in retirement. Subsidies of
any kind to saving that would be done anyway are
a waste of money because they do not add to
security or effect change of any kind. It is impos-
sible to determine what fraction of qualified plans
would be saved by individuals in any event, but it
is fair to conjecture that most contributions would
be done anyway.

A 1990 survey of the economic literature con-
cluded that retirees are about as well off as the

52The seminal works are Albert Ando and Franco Modigli-
ani’s ‘‘The ‘Life-Cycle’ Hypothesis of Saving: Aggregate Impli-
cations and Tests,’’ 53 Am. Econ. Rev. 55-84 (1963); and Milton
Friedman’s A Theory of the Consumption Function (1957).

53Deborah Weiss, ‘‘Paternalistic Pension Policy: Psychologi-
cal Evidence and Economic Theory,’’ 58 U. Chi. L. Rev. 1275
(1991).

Figure 3. Average Dollars of Individual
Retirement Accounts (dollars) by

Tier of Expanded Cash Income, 2013

L
ea

st
In

co
m

e
2
0

P
er

ce
n
t

S
ec

o
n
d

to
L

ea
st

2
0

P
er

ce
n
t

M
id

d
le

2
0

P
er

ce
n
t

S
ec

o
n
d

to
T

o
p

2
0

P
er

ce
n
t

T
o
p

2
0

P
er

ce
n
t

In
co

m
e

A
d
d
en

d
u
m

9
5
-9

9
P

er
ce

n
t

T
o
p

1
P

er
ce

n
t

T
o
p

0
.1

P
er

ce
n
t

$1,800

$2,000

$1,600

$1,400

$1,200

$1,000

$800

$600

$400

$200

$0

A
v

er
a

g
e

T
a

x
B

en
ef

it
(d

o
ll

a
rs

)

$1,774

$1,084

$394

$236
$10

Table 4. Share of Tax Benefits
Expanded

Cash Income
Quintile

Percentage of
Employer Plan

Tax Benefits

Percentage of
Individual

Plans
Least income
20 percent

0.5% 0.7%

Second quintile 3% 4.4%
Middle quintile 8% 11%
Fourth quintile 17% 19%
Top quintile 71.4% 65%
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non-elderly.54 The elderly were spending ‘‘sustain-
able consumption’’ (defined as the amount they
could consume if they annuitized their wealth over
their remaining life and consumed evenly every
year) at least at the same level as the non-elderly,
and possibly considerably higher.55 It is rare that
retirees drop dangerously in consumption.56 People
of retirement age who have been poor all their lives
are indeed in need, maintaining their poverty car-
ried over from working years, but the distribution
of tax benefits indicates that the poor are not getting
anything out of qualified plans.57

Beneficiaries of the tax subsidies from qualified
plans are also signaling that they do not think they
are under economic stress: they are making large
gifts in retirement to children and charity. Large
voluntary gifts during life reliably represent the
donor’s assessment that his household has a sur-
plus that can be transferred. William G. Gale and
John Karl Scholz estimated that at least 20 percent
of wealth is transferred by voluntary gifts while the
donor household is alive.58 The Michigan Health
and Retirement Survey reported that 29 percent of
households headed by (on average) 51-year-olds
gave substantial gifts to children and grandchil-
dren, and 25 percent of households headed by (on
average) 78-year-olds reported such gifts.59 Trans-
fers of value to children and younger generations
are said to be underreported. Still, the reported inter
vivos transfers of substantial amounts are good
evidence that the donor household was not under
financial stress in its own judgment.

Bequests that take effect on death are also some-
times voluntary transfers of surplus above what the
retired household needed. Laurence J. Kotlikoff and
Lawrence H. Summers estimated that the over-
whelming percentage (78.1 percent) of personal
savings is transferred to the next generations during
life or at death. Only 21.9 percent of savings, once
accomplished, is later consumed by the household
that saved it.60 Kotlikoff and Summers have a broad
definition of intergenerational transfers, which in-
cludes, for instance, college tuitions. Others prefer
narrower definitions. For example, tuition for chil-
dren might well not represent the older generation’s
perception of a surplus that can be given away
without economic stress.61 Jeffrey R. Brown and
Scott J. Weisbenner, counting only bequests on
death, found that the bequests constituted 50 per-
cent of the wealth of households in the top quintile
of wealth, and that is the group that gets 65 to 70
percent of the tax benefits from qualified plans.62

A transfer at death does not necessarily signal
that the decedent perceived a transferable surplus
in retirement. Some unascertainable proportion of
transfers at death consists of unplanned transfers of
cautionary savings. With cautionary savings, the
donor household sets aside a large cushion to cover
future medical expenses or ordinary living ex-
penses. In some cases, death occurred before the
cautionary savings were needed.63 Yet even the
cautionary savings passed on at death indicate that
the donor did not in fact need the cushion. The
donor household also accepts cushions that are too
large for expected needs and does not buy annuities
that would cover needs until death (but not be-
yond) because a bequest or charitable gift taking
effect on death is an acceptable result. The premise
of giving tax advantages to qualified plans is that
they are moving funds to retirees in distress. Large
voluntary gifts, including large gifts acceptably
taking effect only upon death, are a signal that the
donor household was not under financial stress in
retirement. Qualified plans are putting the safety
net under taxpayers who are not in special danger
of falling, and the safety net is not being provided
where it is needed.

54Michael Hurd, ‘‘Research on the Elderly: Economic Status,
Retirement, and Consumption and Saving,’’ 28 J. Econ. Lit. 565,
629 (1990).

55Id. at 617. If households are richer in retirement than while
working, moving from working years to retirement years can be
expected to reduce the utility from a dollar, under the same
theory that supports saving to carry over the dollars to low-
income years.

56See Laurence J. Kotlikoff and Lawrence H. Summers, ‘‘The
Adequacy of Savings,’’ National Bureau of Economic Research
working paper 627, at 17 (Feb. 1981) (only 1 percent of retirees
face reduction in consumption by 40 percent, and none face
reduction in consumption by 60 percent, but because of Social
Security and defined pensions).

57Id. at 630.
58Gale and Scholz, ‘‘Intergenerational Transfers and the

Accumulation of Wealth,’’ 8 J. Econ. Persp. 145 (1994). The Gale
and Scholz estimate excludes (1) bequests at death, which might
be accidental transfers of a cautionary cushion of savings that
the decedent turned out not to need; (2) gifts less than $3,000,
which at the time defined small routine gifts not part of
testamentary transfers under the gift and estate tax rules; and
(3) payments of tuition and ordinary support, which might not
be evidence of surplus funds.

59Kathleen McGarry, ‘‘Inter Vivos Transfers and Intended
Bequests,’’ 73 J. Pub. Econ. 321, 334 (1999).

60Kotlikoff, ‘‘Intergenerational Transfers and Savings,’’ 2 J.
Econ. Persp. 41, 43 (1988).

61Denis Kessler and Andre Masson, ‘‘Bequests and Wealth
Accumulation: Are Some Pieces of the Puzzle Missing?’’ 3 J.
Econ. Persp. 141 (1989).

62Brown and Weisbenner, ‘‘Is a Bird in Hand Worth More
Than a Bird in the Bush? Intergenerational Transfers and
Savings Behaviors,’’ NBER working paper 8753 (2002).

63Gale and Samara Potter, ‘‘The Impact of Gifts and Bequests
on Aggregate Saving and Capital Accumulation,’’ in Death and
Dollars: The Role of Gifts and Bequests in America, at 319 (2003)
(reviewing the evidence).
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Some individuals drop enough in income or
wealth in retirement to be in economic stress, but
those few can be identified and bought off at a price
considerably below the $180 billion committed by
qualified pension plans annually. Moreover, not
every drop in retirement consumption needs to be
an object of national concern. People should largely
be responsible for their own future welfare. The
government may not have a legitimate right to tell
households when to spend their money. The quali-
fied plans are an extraordinary complicated and
expensive program, and it should apply only when
wealth is seriously depleted in retirement. Not
every fluctuation should warrant a complicated
welfare system like qualified plans as a remedy.
4. Utility of the dollar. Qualified pension plans give
offsets to a progressive tax bracket system, which
tries to impose tax where it does the least harm. A
tax bracket system imposes higher tax rates on
taxpayers with higher income. The premise of the
tax brackets is that dollars have a diminishing
marginal utility as economic position improves. The
underlying intuition behind diminishing marginal
utility is that people spend money for most critical
needs first (food and shelter for survival) and then
less critical needs only thereafter.64 Diminishing
marginal utility is displayed by people saving for a
rainy day and buying insurance even in the face of
high transaction costs, and by risk aversion.65 With
higher incomes, taxpayers can spend a greater
percentage on discretionary, non-subsistence
items.66 Surveys consistently find that more income
increases self-reported happiness; however, the in-
crease in happiness per dollar is steep for those with
little income, and the increase has a shallow-slope,
diminishing effect for those with more income.67

If we treat people as of equal value in the eyes of
the law, dollars become less valuable when received
by the wealthy. The poorest citizen will allocate his
total value over a few dollars. The richest citizen
must allocate his value, which exceeds $75 billion,

so that each dollar has 0.0000000013 percent of the
set value of a person. A government that wants to
do the least possible damage to the private
economy as a whole with its tax system will take its
dollars disproportionately from those who have
more of them.

The tax advantage given by qualified retirement
plans is the negation of the bracket system. Even if
tax brackets should be less progressive, it is unrea-
sonable to assume that the negation of the pattern is
correct or that the negation is identifying people
with higher utility for a dollar. It is implausible that
the person with $75 billion gets more value from a
dollar than the person with almost no money even
in retirement.

The distribution of qualified plans’ tax advan-
tages is even worse than simple negation of the
brackets. Pensions satisfying nondiscrimination are
pro rata to salaries. It is difficult to believe that the
highest-paid CEO in America, receiving $96 million
a year, gets more value from a dollar than the
lowest-paid employee.

The distribution of the tax advantages in nega-
tion to progressive taxation and pro rata to salary
make it doubtful that the qualified plans are effec-
tively identifying persons who have a higher dimin-
ishing marginal utility because they have so few
dollars. We can assume, at least arguendo, that
people sometimes act like grasshoppers when they
should be saving for retirement and that people
would be better off if they consumed their lifetime
income by even amounts over their life.68 Still, the
theory of diminishing marginal utility of a dollar
that justifies spreading out dollars over into retire-
ment is the same theory that justifies tax brackets. In
looking only to relatively small drops in income in
retirement, the justification ignores the larger dis-
parities in income among taxpayers. The tax ben-
efits are going disproportionately to those who are
not especially needy, even in retirement. That the
tax benefits are skewed so strongly to the top makes
implausible the argument that qualified retirement
plans are in fact overall shifting dollars to a higher
utility user.
5. Harm to national savings. Increasing national
savings is also said to be one of the reasons for
qualified plans.69 Qualified plans increase the re-
turn on investments, compared with taxable invest-
ments, because the return becomes tax exempt
under either the Roth or regular plan mode.

64See, e.g., Walter J. Blum and Harry Kalven Jr., ‘‘The Uneasy
Case for Progressive Taxation,’’ 19 U. Chi. L. Rev. 417, 477 (1952).

65See William Vickrey, ‘‘Measuring Marginal Utility by Reac-
tions to Risk,’’ 13 Econometrica 319, 324-333 (1945) (translating
between utility and risk aversion).

66See Report of the Royal Commission on Taxation (Canada),
at 20-22 (1966) (translating increasing discretionary fractions of
income into tax brackets).

67Bruno S. Frey and Alois Stutzer, ‘‘What Can Economists
Learn From Happiness Research?’’ 40 J. Econ. Lit. 402, 408-411
(2002). Happiness as a function of income also depends on a
comparison of income received by ‘‘people like me,’’ and it
changes because people adapt to their current income position.
Andrew E. Clark et al., ‘‘Relative Income, Happiness, and
Utility: An Explanation for the Easterlin Paradox and Other
Puzzles,’’ 46 J. Econ. Lit. 95 (2008).

68See supra discussion accompanying notes 50 and 51.
69See, e.g., Senate Committee on the Budget, Compendium of

Background Materials on Individual Provision, S. Prt. 111-58, at
967 (Dec. 2010) (prepared by the Congressional Research Ser-
vice) (saying the major economic justification for the favorable
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The difficulty with the increasing-savings ratio-
nale is that the increase in return rates probably
reduces personal savings. At least positive added
savings in response to higher returns are ‘‘fleeting
and fragile.’’ When the government’s cost of the
plans is considered, qualified plans unambiguously
reduce national savings. Repealing qualified plans
would improve net national savings.

A higher return could reduce personal (nongov-
ernmental) savings, increase or decrease personal
savings, or have no effect on personal savings,
depending on which of three theoretically possible
models dominates.

a. Target saving model. If a household has a
fixed target to save for, savings will go down in
reaction to an increase in after-tax return. Retire-
ment security savings are usually target savings.
When after-tax return rates go up, the taxpayer can
reach the target with a smaller savings and with a
smaller shrinkage of current spending and standard
of living. Target savers reduce their savings in
reaction to the tax benefits of qualified plans.

Assume a taxpayer projects that annual retire-
ment income of $50,000 will suffice for retirement
needs; that his retirement will start in 25 years, at
which point life expectancy will be 20 years; and
that pretax returns are 5 percent, reduced by 40
percent tax down to 3 percent. To satisfy a $50,000
pension for 20 years, to start in 25 years, the
household needs an endowment of $744,000.70 To
reach that endowment at 3 percent, the taxpayer
will need to set aside $20,400 per year for the next
25 years.71

Now assume that the tax on the return is effec-
tively forgiven by a qualified plan, so that the
taxpayer will achieve 5 percent return even consid-
ering tax. The higher return means that he can reach
the defined target of $50,000 pension for 20 years
with an endowment of only $623,111,72 reached by
setting side only $13,056 annually until retire-

ment.73 The lower set-aside will free up $7,344 per
year, which the taxpayer can spend now instead of
saving.

The results generalize for all target savings even
beyond the specific assumptions used: When the
return increases, the target can be met with lower
sacrifice of current consumption and the household
will save less.

b. Divert fixed sacrifice model. Under the sec-
ond, ‘‘fixed sacrifice’’ model, qualified plans pro-
vide a benefit for saving that would be done
anyway through some other vehicle, but they do
not decrease current spending. The household
keeps the same standard of living and spending
pattern. It makes contributions to qualified plans or
accepts a reduction of cash compensation for em-
ployer contributions into employer plans by bor-
rowing or by diverting existing savings or savings
that would occur anyway. Diversion comes from
taxable vehicles, including savings accounts, and
also from mutual funds — including investments
that generate favorably taxed, but still positively
taxed, capital gains.

One should expect any household to achieve tax
subsidies in the way that involves the least sacrifice.
Borrowing or diverting fixed savings into qualified
plans does not require the hard sacrifice of actually
reducing the baseline standard of living. For young
people especially, retirement is far away and the
lifestyle spending they have now is far more salient.
You are only young once. Indeed, in low-income
early years, the taxpayer might be richer in retire-
ment so that moving money from poor early years
to rich later years would reduce the utility of the
dollar under the same theory that supports the
subsidy to retirement savings. Under the ‘‘fixed
sacrifice’’ model, qualified plans generate no added
personal savings or contribution to national sav-
ings.

When retirement savings are funded by debt, the
taxpayer achieves no net savings. The debt reduces
net worth by the same amount that the contribution
to the qualified plans increases it. At retirement, the
repayment of the debt reduces the amount available
to support retirement consumption.74 Neither bor-
rowing nor diversion of given savings increases
personal savings.

tax treatment of pension plans is that they are argued to increase
savings and increase retirement income security); ‘‘Industry
Committee and Los Angeles Bar Oppose Rangel Pension Pro-
posal,’’ supra note 27, at 308 (saying that proposed restrictions
on plan loans would cut back retirement plans and thus reduce
capital formation).

70The net present value of the $50,000 pension for 20 years at
3 percent under the standard annuity formula is $50,000 x (1 - (1
+ 3 percent)-20)/3 percent = $743,874.

71The future value of $743,874 is reached by annual contri-
butions of A, where A x ((1 + 3 percent)25 - 1)/3 percent =
$743,874, and A is therefore $20,403 per year.

72The net present value of the $50,000 pension for 20 years at
5 percent under the standard annuity formula is $50,000 x (1 - (1
+ 5 percent)-20)/5 percent = $623,111.

73The future value of $623,111 is reached by annual contri-
butions of A, where A x ((1 + 5 percent)25 - 1)/5 percent =
$623,111, and A is therefore $13,056 per year.

74An employee who borrows to invest in qualified plans can
usually get both an interest deduction and tax-exempt revenue.
Section 265(a) could disallow the interest deduction if, for
instance, an employee goes into a bank, borrows money, and
uses the proceeds to buy a tax-exempt Roth IRA. (If borrowing
to contribute to a Roth IRA is covered by section 265, borrowing
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c. Reward model. Under a third model, an
increase in return will give the taxpayer a higher
reward, and that higher reward will induce him to
spend less now to be able to save more because the
reward for deferring consumption becomes higher.
The argument that qualified plans increase personal
savings relies on this reward model, but it is the
model least seen in the empirical data.

Empirically, target savings seem to dominate the
real savings in our economy, or at least the fixed
sacrifices and target savings prevent the reward
factor from expanding savings. When interest rates
go down, savings usually go up, apparently be-
cause of the reaction of target savers.75 For qualified
plans specifically, there is good evidence that con-
tributions come out of existing savings or savings
the taxpayer would have set aside anyway, which is
the result predicted by the fixed sacrifice model.76

The painless ways to achieve the tax benefits —
borrowing or diversion — triumph over the painful
reduction of current lifestyle spending. Any in-
crease in savings in reaction to increased returns is

modest at best.77 There is a certain amount of
wishful thinking because everyone likes to see a
justification for a tax break, but it is a consensus of
the economics profession across the political spec-
trum that any increase in savings from an increase
in returns is a ‘‘fragile and fleeting thing.’’78

When the government’s cost is also considered,
qualified plans strongly reduce national savings
even when and if the plans modestly increase
private savings. The total savings in the economy is
private savings plus or minus public savings. The
deficit is negative savings, absorbing rather than
producing capital. The deficit, now estimated to be
$514 billion,79 is a reduction of total national sav-
ings. Qualified plans increase the current deficit by
the cost to the federal government in terms of
revenue the government forgoes by allowing the
equivalent of a tax exemption on plan earnings that
would otherwise be taxed.80 Since the tax given up
by the qualified plans has a modest or negative
effect on private savings and is entirely an increase
in deficit on the federal level, the net effect of the
qualified plans on national savings is unambigu-
ously negative.

6. Consumption tax norms. Qualified plans are
commonly defended by reference to consumption
tax norms. Either a tax-prepaid Roth mode or a
tax-post-paid regular qualified mode is said to be
necessary to prevent the double taxation of income
from capital.81

for a regular IRA should be too, because the two generally have
the same economic effect. However, regular IRAs might be
interpreted as tax-deferred rather than ‘‘wholly exempt’’ ve-
hicles, which would free them from section 265.) Section 72(p)(3)
takes away the interest deduction if a qualified plan is used as
collateral for the loan. Still, the interest disallowance rules are
generally based on how borrowed proceeds are used (reg.
section 1.163-8T(c)), and a taxpayer can usually achieve the
same economic result by tracing borrowed proceeds to some-
thing that allows the interest deduction, like a home mortgage
or business, and freeing up other cash for the qualified plan or
for current spending. Moreover, if interest is disallowed, the
taxpayer can achieve the same income-erasing function that the
interest deduction gives by selling taxable investments and
using the proceeds for the qualified plan to maintain current
consumption. Liquidation of a fully taxable investment gener-
ally has the same impact as an interest deduction.

75See, e.g., A. Lans Bovenberg, ‘‘Tax Policy and National
Saving in the United States: A Survey,’’ 42 Nat’l Tax J. 123, 128
(1989) (reviewing literature finding that high interest rates
decrease savings); E. Philip Howrey and Saul Hymans, ‘‘The
Measurement and Determination of Loanable-Funds Savings,’’
in What Should Be Taxed: Income or Expenditure? 1, 30-31 (1980)
(finding no response to increased interest); Robert Hall, ‘‘Inter-
temporal Substitution in Consumption,’’ 96 J. Pol. Econ. 339
(1988) (finding no savings response to increased interest returns
and explaining away apparent findings that savings respond to
increased interest).

76Eric M. Engen et al., ‘‘The Illusory Effects of Saving
Incentives on Saving,’’ 10 J. Econ. Persp. 113 (1996) (finding little
or no effect from contributory plans’ tax savings and explaining
away apparent findings that savings respond to interest); Jane
G. Gravelle, The Economic Effects of Taxing Capital Income 193-197
(1994) (summarizing studies of IRAs); Orazio P. Attanasio and
Thomas C. DeLeire, ‘‘The Effect of Individual Retirement Ac-
counts on Household Consumption and National Savings,’’ 112
Econ. J. 504 (2002) (finding evidence that IRA contributions
mostly came out of existing savings or savings that taxpayers
would have set aside anyway).

77Raj Chetty et al., ‘‘Active vs. Passive Decisions and Crowd-
out in Retirement Savings Accounts: Evidence From Denmark,’’
NBER working paper 18565, at 4-5 (Nov. 2012) (government
costs of $1 leads to 1 cent more savings); Engen et al., supra note
76 (allowing that qualified plans might have increased savings
for some taxpayers or may in the future, but finding little or no
added savings); Attanasio and DeLeire, supra note 76 (allowing
that as much as 9 percent of recent contributions might repre-
sent new savings).

78Jonathan Skinner and Daniel Feenberg, ‘‘The Impact of the
1986 Tax Reform Act on Personal Saving,’’ NBER working paper
3257, at 17 (1990) (describing a consensus in the economic
literature that any positive response of savings to an interest rate
increase is ‘‘fragile and fleeting’’).

79CBO, supra note 24 (forecasting $514 billion deficit, or 3
percent of GDP, for fiscal 2014).

80High-bracket investors who do not participate in qualified
plans would undoubtedly go into some other tax-favored
investments (like municipal bonds), but if the quantity of
tax-favored investments is constant — that is, in the usual
economic expression, ‘‘all other things being equal’’ — the
high-bracket investors moving out of qualified plans will dis-
place other investors in the next-best investment. This operates
like a series of cascading water fountains, each lower than the
last one, so the displacement from qualified plans would
ultimately push the same quantity of investment into fully taxed
investments.

81Treasury (primarily David Bradford), ‘‘Blueprints for Basic
Tax Reform,’’ at 10, 119-123 (1984); Edward J. McCaffery, ‘‘Tax

COMMENTARY / SHELF PROJECT

(Footnote continued on next page.)

TAX NOTES, August 11, 2014 741

(C
) T

ax A
nalysts 2014. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



Without undercutting this proposal, we can as-
sume that a progressive consumption tax, allowing
a deduction of investments and taxing withdrawals
from investing, is an attractive norm. Current and
future consumption are competing commodities,
like apples versus oranges, and a tax on one (the
future consumption) but not the other (current
consumption) will create a deadweight loss above
the revenue collected, because it distorts private
preferences. Moreover, the only difference between
a pure income tax and a pure consumption tax is
taxation of the risk-free interest rate. The risk-free
return rate on capital is trivial, under 1 percent both
now and historically, and it is often negative.82

Interest, less inflation, is currently negative.83 The
higher returns to entrepreneurial skill, risk pre-
mium, protected position, and sheer luck should be
taxed under both a consumption tax and an income
tax.84 The effective tax rate collected by our income
tax on capital, whatever the theory, seems to be
trivial because there are so many opportunities to
avoid the tax.85 ‘‘Rents’’ defined as returns that
exceed the minimum interest return necessary to
justify savings are very attractive things to tax. The
attractiveness of a progressive cash flow consump-
tion tax as a general norm does not, however, justify
qualified plans under current law.

If the consumption tax is not just a Trojan horse
to shift tax onto poor people, the taxpayers who get
the tax advantages of qualified plans under current
law would pay at least as much tax under a
consumption norm. Rate increases on higher-
bracket employees who get most of the qualified
plan advantages should offset the advantage of a
shift to a consumption tax. Some current beneficia-
ries of qualified plans would be worse off under a
consumption tax beyond the increase in tax rates.
Thus, an employee who simultaneously devotes

compensation to a qualified retirement plan and
borrows an equal amount for consumption would
get no improvement from the qualified plan and
would lose the interest deduction on the borrowing
— or even worse, he would have to include the
borrowed proceeds in income.86 Under a general
consumption tax that reaches entrepreneurial profit,
risk premium, and protected rents, the extraordi-
nary gains now put into Roth plans would no
longer be exempt, and the revenue from the extraor-
dinary capital returns would be subject to progres-
sive ordinary tax rates. A general consumption tax
on the extraordinary returns would repeal the Roth
option to exempt extraordinary return from tax.
With the countervailing increase in rates, the disal-
lowance of interest deductions, and the repeal of the
Roth option, appeal to consumption tax norms is
cherry-picking, looking to only some aspects of a
consumption tax without moving over to a com-
plete and coherent consumption tax system.

A qualified plan regime within a general cash
flow consumption tax has a different impact than a
qualified plan within a general income tax environ-
ment. Personal savings react to qualified plans in
the negative direction, or, at best, barely positive
under an income tax environment. But some of the
reasons why disappear under a general consump-
tion tax. We should thus expect the response of
retirement savings to exemption to be not as low or
as negative under a consumption tax when com-
pared with an income tax. First, under an income
tax, an employee can borrow to maintain his current
standard of living to allow a contribution equal to
the borrowing to the qualified plan without any
sacrifice. The interest deduction adds enough value
to make the borrowing rational, even if borrowing
rates exceed savings returns. Under a consumption
tax, however, the interest deduction on all borrow-
ing disappears, so there is no tax arbitrage advan-
tage in borrowing. Borrowers tend to be skeptical
enough to charge interest high enough that the
borrowing would be irrational once the interest
deduction disappears.

Second, under an income tax, a taxpayer has a
motive to divert existing savings (or savings that
would be done anyway) away from corporate stock
or other taxable investments and into qualified
plans. Under a general tax consumption tax, how-
ever, the basic risk-free return on capital is tax
exempt whether in a retirement plan or some alter-
native, which means that there is no tax advantage
in diverting savings over into the retirement plan.

Policy Under a Hybrid Income-Consumption Tax,’’ 70 Tex. L.
Rev. 1145, 1184-1194 (1992) (discussing subsidies to lifecycle
savings).

82Between 1926 and 2013, Treasury bills gave a return that
was 0.6 percent greater than inflation. Ibbotson, ‘‘Stocks Bonds,
Bills and Inflation, 1926-2013.’’

83One-month Treasury bills currently give an interest rate that
is 1.48 percent below the rate of inflation, available at http://
www.federalreserve.gov/releases/h15/update/rcn (May 9,
2014) Treasury bill interest of 0.02 percent); BLS, ‘‘CPI Detailed
Report’’ (Mar. 2014) (inflation rate of 1.5 percent over last year).

84See, e.g., David Weisbach, ‘‘Should We Tax Capital Income?
Comments on Zodrow and Toder and Rueben,’’ in Taxing Capital
Income (2007) for a vigorous articulation of the point. See also
William M. Gentry and R. Glenn Hubbard, ‘‘Distributional
Implications of Introducing a Broad-Based Consumption Tax,’’
NBER working paper W5832 (Jan. 1997).

85Johnson, ‘‘A Thermometer for the Tax System: The Overall
Health of the Tax System as Measured by Implicit Tax,’’ 56
S.M.U. L. Rev. 13 (2003).

86William Andrews, ‘‘A Consumption-Type or Cash Flow
Personal Income Tax,’’ 87 Harv. L. Rev. 1113, 1181-1183 (1974);
Treasury (Bradford), supra note 81, at 124-125.
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For both a consumption tax and an income tax,
however, retirement savings would be comfortably
modeled as target savings. Target savings move in
the wrong direction in reaction to investment incen-
tives, because the target of income security can be
met more easily when the return rate increases.
Retirement security requires more savings when tax
reduces the available return.

It would be an empirical question whether the
target savings model or the reward model would
predominate under a general consumption tax, but
borrowing and diversion of taxable investments
would no longer suppress the amount of new
savings. The government cost would remain the
same under a consumption tax, except just by
redefinition of the accounting concept of cost. If a
consumption tax is going to reduce national sav-
ings, however, that is a good reason not to adopt it.

7. Savings stimulus versus Keynesian stimulus.
The goal of increasing savings is inconsistent with
Keynesian deficit spending techniques. Keynesian
deficit stimulus is based on the premise that there is
overcapacity in the economy in the contraction part
of a business cycle, and that the problem of overca-
pacity is to be remedied by moving resources away
from savings and over to increased current con-
sumption until the overcapacity is used up. The
diagnosis is that thrift, which is private virtue,
nonetheless becomes a public vice. Government
deficits are a stimulus because they shift resources
from savings to current spending.

Stimulating savings, which qualified plans are
meant to do, runs directly counter to the Keynesian
attempt to shift toward consumer spending.87 The
failure to increase savings, reflected in the data,
might indeed be rescuing qualified plans from bad
effects in Keynesian stimulus terms. Still, it is diffi-
cult to see a justification for qualified plans based
on a purpose that is contrary to what the govern-
ment is trying to do.

C. Explanation of Proposal

1. Repeal. The proposal would repeal the special tax
privileges for qualified plans. Employer contribu-
tions identified to a specific employee would be
compensation income immediately. Qualified plan
trusts would be treated as passthrough entities. For
defined contribution plans, or plans in which the
employees have separate accounts, the income or
capital gains from the plan would be passed
through to the employees and included on the
employees’ tax returns at year-end.

For defined benefit plans in which accounts are
not maintained as owned by separate employees,
the income within a pension plan trust would be
treated as an economic benefit to the employer,
reducing the burden of the employer’s obligation to
pay compensation by pensions in retirement, and
the income of the trust would be passed through to
the employer and included on the employer’s tax
return. The employer would not be entitled to a
deduction for compensation expense under section
162 until the employee included the amount in
income.88 Ordinarily, the employee would be taxed
only upon distribution (although the employee
would also be taxed if specific funds vest, under
section 83 standards).

Under the proposal to pass through the invest-
ment income from defined benefit plans back to the
employer, the income from defined benefit plans of
tax-exempt and government employers would con-
tinue to accumulate tax free. Tax-exempt and gov-
ernment employers should be expected to react by
shifting from defined contribution plans to defined
benefit plans. Using the tax-exempt status to allow
tax-exempt growth seems like an inappropriate
extension of the tax exemption to the benefit of
ordinary employees. The proposal, accordingly,
would tax the fund of a funded pension program
maintained by a tax-exempt entity at the highest
corporate rates. Moreover, because government and
tax-exempt employees are commonly without
credit risk, they do not generally need a fund to pay
future retirees. The proposals would, accordingly,
cover the cases in which the tax-exempt employer
had no fund identified with employees by provid-
ing for a imputed fund, measured as the net present
value of vested pensions, computed under sound
actuarial principles. The tax due would be mea-
sured by the corporate tax rate on the imputed
interest income, at the employer’s long-term bor-
rowing rate on a fund equal to the present value of
the future benefits.

Because qualified plans have a detrimental effect
on national savings, compensation contributed to a
retirement plan would be neither deducted nor

87See, e.g., Laurence Seidman, ‘‘Keynesian Stimulus Versus
Classical Austerity,’’ 1 Rev. Keynesian Econ. 72 (2012).

88Section 404(a)(5) provides that for nonqualified deferred
compensation, the employer deduction cannot occur before the
employee’s compensation income. The proposal would simi-
larly prohibit any employer float deductions allowed before the
employee includes the compensation in income.

The proposal would, however, allow the parties to elect to
segregate a fund for many employees into accounts for indi-
vidual employees and treat the event as a completed transfer of
compensation equal to the value of the accumulated fund, and
both the employee income and the employer deduction would
occur at the same time and in the same amount upon the
segregation.
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excluded, starting with the date of an announce-
ment giving notice of the pending legislation. Leg-
islation to stop detrimental effects may be applied
retroactively to a reasonable period before enact-
ment.89

Taxpayer reliance on existing qualified plans is
ambiguous: Qualified plans might decrease per-
sonal savings by a bit, increase personal savings by
a bit, or keep personal savings about the same. The
plans are counterredistributional, transferring from
average taxpayers to the well-to-do, and that
should be limited as quickly as possible. Because
there is some possible reliance but not much, and
because the plans are counterredistributional, the
proposal would allow continuation of the tax ex-
emption for the plan trust for 10 years but require
distributions that would at least distribute all assets
evenly over 10 years.

2. Replacement? Replacement for qualified plans to
subsidize pensions needs to come from outside the
tax system. Subsidies proportional to the astro-
nomical salaries and in negation of the tax brackets
do not identify retirees who are dropping in wealth
in retirement enough to be of concern. If the tax
benefits for qualified retirement plans were re-
pealed, no one would create a replacement program
that matches their distribution.

If workers are myopic about their future welfare,
nonfinancial tools are superior to subsidies. If work-
ers err and we are willing to do something about it,
mandatory set-asides, much like an expanded So-
cial Security, might be called for. However, ‘‘soft
paternalism’’ — that is, government nudges — also
seem to be quite effective. Thus, automatic enroll-
ments that the worker can opt out of with a bit more
paperwork seem to be effective in inducing greater
savings.90

Plausibly, no subsidy for retirement savings is
justified, despite the myopic grasshopper-like be-
havior of households. That is because retirement
savings are target savings, and a subsidy would
reduce the amount of money set aside. There also
seems to be no administrable way to stop the
borrowing or diversion of funds from other uses to
qualify for a subsidy, although the borrowing or
diversion of savings that would be done anyway
should not be subsidized. The studies of mandatory
or default set-asides give confidence that a viable
program for retirement security can be created
without being expensive. The automatic enroll-
ments and similar devices do not require the $180
billion annual cost to the government, or much of
anything.

89United States v. Carlton, 512 U.S. 26 (1994) (holding that
Congress could retroactively take away a $10 million deduction
for stock of an employee stock ownership plan stock). See cites
and discussion of the cases, Boris I. Bittker and Lawrence
Lokken, Federal Taxation of Income, Estates and Gifts, para. 1.2.6
(2014).

90See, e.g., Brigitte C. Madrian, ‘‘Matching Contributions and
Savings Outcomes,’’ NBER working paper 18220 (2012) (argu-
ing that automatic enrollment, simplification, planning aids,
reminders, and various commitment devices potentially have a
much greater impact on savings plan participation and contri-
butions, often at a much lower cost); Chetty et al., supra note 77
(finding modest effect of financial incentives on retirement
savings in sample of all Denmark, but substantial effect with
mandatory or default set-asides).
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