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Executive Summary

This study examines the impact that exempting military pension income from South Carolina income tax
would have on the state’s economy as well as state and local net government revenues. The model uses dy-
namic scoring, that is, it accounts for the impact from economic changes predicted to result from the change
in tax policy feeding back into state and local government revenue.

Economic impacts are estimated using the Regional Economic Models, Inc. (REMI) PI+ modeling engine.
Economic effects predicted by PI+ are then input to a fiscal impact model; these results are then cycled back
through the PI+ model in two iterations in order to increase the precision of the estimated impacts. Two sce-
narios are modeled: the first assumes that the cost in state government revenue of the tax exemption would be
covered by a state budget surplus; the second assumes no such surplus and therefore offsets the cost of the tax
exemption by reducing the state government budget (i.e. state government “output”) by the amount of fore-
gone revenue. The tax exemption is assumed to phase in over the years 2015-2017; impacts are modeled
through 2030. RMSP income covered by the proposed tax exemption in these models is net of deductions al-
ready available to all retirees under South Carolina tax law.

It is expected that the increase in disposable personal income resulting from the tax policy will result in a net
increase in retired military service personnel (RMSP) locating to the state; however, the size of the RMSP mi-
gration response is difficult to predict, given the number of factors that influence RMSP location decisions
over and above the standard determinants of economic migration. This study therefore estimates four separate
models within each of the two scenarios outlined above, one assuming zero net RMSP migration (i.e., the
state simply retains current and projected RMSP); the remaining three models assume increases in RMSP mi-
gration of five, ten, and fifteen percent, respectively. Due to the costs associated with relocation, changes in
RMSP population are lagged one year behind the change in tax policy in the model. A summary of findings
follows.

General Findings (see text of report for citations):

1) As of 2013, there were about 57,755 retired military service personnel (RMSP) residing in SC; of these
52,317 are non-disabled and receiving a pension from DOD (pensions paid to disabled RMSP are not cur-
rently taxable). Roughly 50% of RMSP in SC are under 65 years of age.

2) Average military pension income is $24,842 per individual RMSP; total pension paid by DOD to non-
disabled RMSP in SC is $1.3 billion (as of 2013).

3) Existing deductions (for all retirees):

a) $3,000 of retirement income deductible for retirees under 65 years old.
b) Up to $15,000 of any income deductible for individuals 65 and older.

4) Median income for military veterans, which is inclusive of RMSP, is greater than general population:
$35,335 per year as opposed to $23,459.
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Model Results:

5) The tax exemption on military pensions has a positive overall economic impact on the state. Only the most
“pessimistic” model (assuming the tax exemption is financed by a decrease elsewhere in the state budget
and zero net RMSP migration) predicts a small negative economic impact in the years 2016-2018 due to
assumed decreases in state government “output”. The size of the impact on the state economy is naturally
dependent on how many RMSP who migrate to the state as a result of the exemption: the more RMSP mi-
grate to the state, the more positive the economic impact.

6) Local governments see a net increase in revenue within five years of implementation of the tax exemption.
In the first few years, local governments see a small increase in net cost to the extent that additional resi-
dents are locating to the state (due to increased demand for local government services and infrastructure).
This is impacted by the number of RMSP assumed to locate to the state; the greater the number of mi-
grants, the greater the effect on cost over revenue in the earlier years, but a larger number of migrants is
correlated with faster revenue growth for local governments in the latter years.

7) State government net revenues decrease initially following implementation due to foregone revenue where
the exemption is financed by an offset in the state budget; however, this decrease in net revenue is less
than the amount of the tax cut due to increased revenue-generating economic activity. Where the tax ex-
emption is financed out of a budget surplus, there is no negative effect on the state budget.

8) The net impact on state government revenue is positive within six to ten years following implementation
due to growth in economic activity. The more RMSP who migrate to the state in response to the policy,
the more rapidly net state revenues become positive.

Strom Thurmond Institute



Eliminating SC Income Tax on Military Pensions—1

I. Introduction

The following is an assessment of the impact that the
proposed exemption of military pension income from
South Carolina income taxes would have on the
state’s economy as well as net state and local govern-
ment revenue. The policy is assumed to be phased in
over the years 2015-2017 with one-third of the ex-
emption going into effect in each year.'

I1. Methodology and Assumptions

To estimate the economic impact of the proposed tax
policy, the Regional Economic Analysis Laboratory
utilized the Regional Economic Models, Inc. (REMI)
PI+ modeling engine along with an “offline” fiscal
impact tool. REMI PI+ utilizes input-output (I/O)
modeling as well as computable general equilibrium
(CGE) and econometric modeling to project a base-
line of economic activity assuming ceteris paribus
except for normal economic growth. Shocks to the
economy can then be modeled in terms of departures
from that baseline, including direct, indirect, and in-
duced effects.

The PI+ model is a new economic geography (NEG)
model, taking into account trade flows between re-
gions based upon availability of labor and natural
resources and the efficacy of transporting goods and
services to and from the region. The model can pro-
ject economic impacts over multiple years; it is cur-
rently capable of projecting impacts into the future as
far as 2060. For this study the model was run through
2030.

Outputs from the PI+ model are used with the fiscal
impact tool in order to project the net fiscal impact
that the modeled economic shocks will have on state
local (county and municipal) governments in the
study region. The fiscal impact tool uses U.S. Census
of Governments data to estimate changes in revenue
and expenditures for state local governments based
upon changes in correlated metrics generated by the
PI+ model. Net fiscal impact is defined as the total
revenue impact minus the total impact on expendi-
tures.

Because South Carolina state government must bal-
ance its budget under the law, any projected decrease
in state government revenues are cycled back
through the PI+ model as a cut in state government
output. This captures the change in state government
jobs resulting from any cut in state spending. Two
iterations of the model are run in order to capture this
effect more fully.

In addition, the model was also run with the assump-
tion that the tax exemption would be financed by a
state government budget surplus. This would negate
the need to offset the exemption with a decrease in
state government output. However, it should be noted
that, because additional economic migration entails
additional demands on local government services, the
impact on local government net revenue was cycled
back through the model.

Model results for both the models including the state
government output offset and the models assuming
financing through a state government surplus are pre-
sented in the following sections. Note that all dollar
amounts are stated in constant 2014 dollars.

All impacts are reported using the following metrics:

o Employment is the number of jobs or job
equivalents created as a result of the proposed
tax decrease through direct, indirect, and
induced effects. Employment is reported in
this study as private non-farm employment as
well as total employment, which includes the
impact on public-sector jobs.

o Total compensation is the impact on aggre-
gated wage income (including fringes) for all
workers in the state.

e Disposable income 1s the aggregated
household income, less taxes, of all
households within the state. Disposable

income is primarily wage-driven, but also
includes income from dividends, interest, and
rent.

1.

For simplicity, this study will state dates in calendar years in lieu of fiscal
years.
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o State gross domestic product (GDP), is the
dollar value of all new, final goods and ser-
vices produced within the state.

e OQOutput is the dollar value of all goods and
services produced within the state within a
given year. This is somewhat broader than
GDP, as it includes intermediate goods which
are excluded from GDP.

e Net local government revenue is the revenue
collected by local (county and municipal)
governments from all sources, including
taxes, licensing, fees, and intergovernmental
transfer, less expenses.

e Net state government revenue 1is revenue
collected by state government from all
sources, less expenses.

II1. Model Inputs

The model hinges primarily on two factors: the
amount of the decrease in the tax bill realized by re-
tired military service personnel (RMSP), ergo, the
increase in individual disposable income, and the
size of the migration response among RMSP associ-
ated with the opportunity for this increase in disposa-
ble income.

Migration response here refers to economic migra-
tion, or migration to South Carolina from other states
due to economic factors such as lower cost of living,
job opportunity, or similar factors. Military retirees
are predicted to migrate to the state as a result of the
effective decrease in cost of living associated with
the decrease in tax burden. However, the precise
amount by which economic migration would be im-
pacted is difficult to determine. This is because, in
addition to the factors typically influencing economic
migration, the decision by RMSP to locate to a par-
ticular state is dependent on a number of exogenous
factors, including the location of the military installa-
tion of their last assignment.”

RMSP population projections by state are not pub-
lished; however, the Department of Veterans Affairs
(VA) provides military veteran population projec-

tions by state through 2030.° A baseline projection of
RMSP in South Carolina was therefore calculated
assuming a fixed proportion of RMSP to total veter-
an population.

Due to costs associated with relocation, migration
response was lagged one year following changes in
the tax policy and was assumed to occur over a three-
year period. Therefore, the growth in RMSP popula-
tion, using the five percent growth model as an ex-
ample, would occur at a rate of 1.67 percent per year
between the years 2016-2018.

RMSP migration response to the tax exemption is
modeled at four rates: a zero percent increase in the
projected RMSP population (i.e. the state simply re-
tains the projected population rather than possibly
losing them to other states that, for example, offer
similar exemptions for military pension income), and
a five, ten, and fifteen percent increase in RMSP
population. Projected baseline RMSP population for
the state and the RMSP population projected under
each of these migration rates are presented in Table 1
in the Appendix. Separate models were run for each
of these migration scenarios.

The annual tax savings is estimated based upon the
average military pension payment of $24,842 report-
ed by the Department of Defense (DOD) for FY
2013.* The South Carolina income tax that would be
foregone on this amount therefore averages
$1,278.94 per individual retiree.” However, the state
already allows the exemption of the first $3,000 of
(any) retirement income for individuals under 65
years of age and the first $10,000 of retirement in-
come for individuals over 65; the $10,000 exemption

Cf. New Mexico State Univeristy. (2009). The Economic Impact of Exempt-
ing Retired Military Service Personnel from New Mexico Personal Income
Tax: http://arrowheadcenter.nmsu.edu/sites/default/files/uploadecd/rmsp.pdf

®9).

http://www.va.gov/vetdata/docs/Demographics/New_Vetpop_Model/6L._Ve
tPop2014.xlsx

Department of Defense Office of the Actuary. (2014). Statistical Report on
the Military Retirement System:
http://actuary.defense.gov/Portals/15/Documents/statbook 13.pdf (pp.26-29).

Ibid., p.26. Tax amount is calculated using the income tax calculator at
SCDASH.com.
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is effectively superseded by a $15,000 deduction
against any taxable income for those over 65.

The South Carolina Board of Economic Advisers
(BEA) released a Statement of Estimated Fiscal Im-
pact for this proposed tax policy (using static scor-
ing) on February 2, 2015. BEA estimates that the an-
nual direct loss of tax revenue from the exemption
would total $9.4 million in 2015, $19.7 million in
2016, and $30.8 million in 2017.° This BEA estimate
is used to form the baseline decrease in tax revenue
in our model as well as the baseline for the tax cut
benefit to the RMSP population.’

Military veterans in South Carolina have higher me-
dian personal incomes than the general population:
$35,335 as opposed to $23,459.® RMSP income is
assumed to be comparable to the number reported for
veterans in general, if not somewhat greater. There-
fore, in the interest of providing a reasonably con-
servative estimate of the impact that RMSP migra-
tion would have on the state, the gap between veteran
median income and that of the general population is
applied to RMSP migrants in the model.

As of 2013, South Carolina was home to 57,755
RMSP, of whom 54,842 received pensions from
DOD; of these, 52,317 were non-disabled (pension
paid to disabled veterans is not taxable). The total
annual pension income for non-disabled RMSP in
South Carolina is $1.3 billion.” Of the RMSP resid-
ing in the state, approximately fifty percent are under
65 years of age.'” RMSP migration is assumed in the
model to mirror this demographic.

Two iterations of a total of eight models were run in
order to estimate the net economic and fiscal impact
of the proposed exemption of military pension in-
come from South Carolina income tax.

The first set of four models assumes that lost revenue
associated with the tax exemption will be covered by
a state government budget surplus. The second set of
four models assumes that, in order to balance its
budget, the state government must reduce expendi-
tures in other areas to cover the cost of the tax ex-
emption. Both sets of models take the impacts on lo-
cal government budgets into account vis-a-vis their

effect on local economies. Both state and local gov-
ernments are assumed to spend any excess revenue
generated.

IV. Findings—Cost of Exemption Taken from
Budget Surplus

The numbers presented in the following represent
change from the projected baseline (status quo) lev-
els of employment, output, revenue and so forth; they
do not represent the absolute levels for any of these
indicators. Furthermore, the number of jobs (or dol-
lars) represented in this study are small relative to the
overall state economy. As such, negative numbers
simply indicate slightly slower growth from one year
to the next than the projected baseline; positive val-
ues represent an increase in the rate of growth from
the status quo.

A. Zero Percent Migration

This model assumes a zero percent impact on RMSP
migration from the tax exemption, or that the tax ex-
emption does no more than to allow South Carolina
to retain its current and projected RMSP population.
This may be viewed as a “worst case” scenario, as it
is highly unlikely that the exemption would result in
a negative impact on RMSP migration. Results from
this model are presented in Table 2 in the Appendix.

Without the need to reduce state government spend-
ing to fund the tax exemption, the economic impact
is positive in all indicators in all years. Local govern-
ment revenue is also positive since local govern-
ments do not incur the costs associated with large
numbers of additional migrants under this scenario. It

6.  G.M. Smith. (2015). Statement of Estimated Fiscal Impact (H.3147), S.C.

Revenue and Fiscal Affairs Office.

7. While previous versions of this model had utilized our own calculations for

the direct (baseline) tax effect from the tax exemption, BEA has access to
more complete tax return data than is publicly available.

8. U.S. Census, 2013 American Community Survey (ACS), Table B21004.

9. Average annual pension calculated by dividing monthly payment by number

of retirees paid by DOD then multiplying by 12.

10. DOD Office of the Actuary, 2014, pp.26-29.
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Fig. 1. Est. Impact on Total Employment
(financed by budget surplus)

C. Ten & Fifteen Percent Migration

In the final two models in this group,

RMSP population is assumed to in-

crease by ten and fifteen percent, re-
spectively. The estimated results for

3,000

2,500

2,000 / \\
1,500 I T -

these models are presented in Tables 4

=
=
-
- ar aor e e

and 5 in the Appendix.

Jobs (Individuals)

While the economic impact remains

1,000
//
500 -
’————————__

positive in all years, the additional eco-
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2023
2024
2025
2026

0% Immigration 5% immigration

10% immigration e 15% immigration

2027

nomic migration in these models
(including RMSP plus additional eco-
nomic migration) creates a negative net
impact on local government revenues
during a few years following implemen-

2028
2029
2030

should be noted, however, that, although no growth
in RMSP population is assumed in this model, addi-
tional economic activity will generate some econom-
ic migration to the state; this migration is predicted to
be very small, however.

Any negative impacts to state government revenue
are assumed to be absorbed by the putative state
budget surplus.

B. Five Percent Migration

This model assumes that the exemption of military
pension income from state income tax will spur a
five percent increase in RMSP population in the state
by 2018. Table 3 in the Appendix presents the results
for this model.

As with the zero RMSP migration model, the esti-
mated economic impact is positive in all indicators.
The increase in RMSP population is still relatively
small in this model; however, a small negative im-
pact on net local government revenue is predicted in
the second, third, and fourth years; this is due to the
increase in demand for local government services
(e.g. public safety) and infrastructure associated with
population growth. The estimated net impact on local
government revenue is positive in the remaining
years as economic growth generates sufficient reve-
nue to offset the added cost.

tation of the policy. However, as the
local economies grow from the addi-
tional economic activity projected, local govern-
ments begin to see a growing positive impact on their
budgets.

Estimates of the impact on total employment for all
four of these models are presented graphically in Fig-
ure 1.

V. Findings—Cost of Exemption Offset in State
Government Budget

A. Zero Percent Migration

This model assumes zero RMSP population growth
resulting from the tax policy. It further assumes that
foregone income tax revenue due to the policy must
be reallocated from elsewhere in the state budget.
Results estimated by this model are presented in Ta-
ble 6 in the Appendix. Estimated employment im-
pacts for all four models under this financing scenar-
10 are presented graphically in Figure 2.

Because of the reductions in other programs neces-
sary to balance the state budget, the model predicts
losses in public sector employment that exceed gains
in private sector in some years; this is why private
non-farm employment is positive but the estimate for
total employment is slightly negative for the years
2016-2018 in Table 6 and Figure 2.

Strom Thurmond Institute
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Fig. 2. Est. Impact on Total Employment lion in the third year following imple-
(financed through budget offset) mentation; this impact on state govern-
3,000 ment revenue is notably smaller than
the baseline impact on state revenues
2,500 predicted by BEA’s static scoring mod-
2 2,000 F \\ el due to the effect of increased eco-
3 1500 / === - _ nomic activity on tax and other reve-
2 / / Tt e, _— - - - nue. The net impact on state govern-
< 1,000 7 ment revenue becomes positive after

g 500 %/ E— 2023, as show in Figure 3.
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oA A e e e e e e e e A A A Because this model assumes some in-
== e= (0% Immigration e 5% immigration migration of RMSP (and their 1in-
== == 10% immigration e 15% immigration comes), resulting from the tax policy,

It should be noted that PI+ assumes that state and
local government is very labor intensive. This is a
valid assumption; however, it may be possible to re-
duce government spending by cutting areas other
than employment up to a point. Therefore, the de-
crease in public sector employment may be very
slightly overstated in these estimates.

The net fiscal impact on local governments is pre-
dicted to be positive given the negligible impact on
economic migration in this model.

State government revenues are predicted to see a net
negative impact peaking at a decrease of $19.2 mil-

economic impacts are much more posi-
tive than in the zero RMSP migration
model, as shown in Table 7 in the Appendix. The
positive impact to the economy from the added in-
comes and spending attributable to economic mi-
grants more than offsets the negative economic im-
pact of the decrease in the state budget required to
finance the tax cut. The economic impact predicted
for the first year is positive but very small; this is due
to the assumed one-year lag in the RMSP migration
response.

The impact on local government revenue is still net
positive, except for the years 2016-2018, during the
years of the assumed in-migration of RMSP. Beyond
this point, predicted economic growth

40

Fig.3. Est. Net State Government Revenue Impact

creates more revenue than costs and the
net fiscal impact becomes positive.

The impact on net state government

revenue is negative but by slightly less

so than in the zero RMSP migration

model. Here, the negative impact on net
state government revenue peaks at

Millions of 2014 Dollars

$17.0 million; this is due to the addi-
tional revenue generated from the in-
comes of new economic migrants while

foregone revenue from the tax exemp-
tion remains unchanged (due to the

= e 0% Immigration e 5% immigration

= w= 10% immigration e 15% immigration

amount of foregone tax revenue being
only equal to that which would have
been collected under the status quo).
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The projected net impact on state revenue
becomes positive following 2022.

[N
N

=
o

C. Ten & Fifteen Percent Migration

As presented in Tables 8 and 9 in the Ap-
pendix, the models assuming greater RMSP
in-migration rates return more positive esti-
mated impacts on the state economy. The
ten percent migration rate model predicts a
peak positive impact on total employment in
excess of 1,600 jobs by 2020.

Millions of 2014 Dollars

d A N O N B O ®

The model predicts a net negative state reve-
nue impact peaking at -$14.8 million in
2017; however, the impact on state revenue

Fig.4. Est. Net Local Government Revenue Impact

2027
2028
2029
2030

e e (0% Immigration e 5% immigration

= w= 10% immigration e 15% immigration

becomes positive after 2020.

Similarly, the fifteen percent migration rate model
predicts a peak impact on total employment of 2,500
jobs by 2020. It estimates a net negative state reve-
nue impact peaking at -$12.5 million in 2017 with
the impact on state revenue turning positive after
2019.

As shown previously in Figure 3, the net impact on
state government revenue becomes less negative with
the models assuming a higher rate of RMSP migra-
tion. Conceptually, this indicates that there exists a
level of RMSP migration that would create a “break
even” point at which the state would see no negative
fiscal impacts from the tax policy. However, it
should be noted that this increase in migration would
entail additional costs to local governments in the
initial years following implementation.

The net impact on local government revenue is pre-
dicted to become more negative in the earlier years
following implementation in the higher migration
rate models. Figure 4 illustrates the interesting pre-
dicted relationship between the RMSP migration rate
and local government revenue impacts. In the early
years, greater population inflows create greater de-
mand on local government services, creating greater
cost relative to revenue. However, in successive
years following the initial influx of population, eco-
nomic growth due to the new residents’ income is
predicted to generate more revenue than cost such

that net local government revenues are predicted to
grow more rapidly in the outlying years under the
higher migration models.

VI. Conclusion

The models constructed for this study indicate that
the net impact of exempting military pension income
from South Carolina income tax hinges to a substan-
tial degree upon the migration response of RMSP to
the policy. Unfortunately, this migration response
depends on a number of factors beyond those that
influence economic migration in general, making a
precise prediction difficult. As such, this study mod-
eled four RMSP migration response rates, ranging
from zero to fifteen percent, with the expectation that
the actual response would fall somewhere within this
range. In all models, the overall estimated impact on
the economy was positive with only small negative
economic impacts predicted for three of the first four
years following implementation where no RMSP mi-
gration and no state budget surplus were assumed.
The most positive overall outcomes are predicted to
occur where budget surpluses cover the cost of the
tax exemption entirely.

Where the exemption is not covered by a budget sur-
plus, the net revenue impact to state government is
negative in the initial years following implementa-
tion, with the most negative fiscal impacts seen in the

Strom Thurmond Institute
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models assuming little or no RMSP migration re-
sponse. As the migration response increases, the pos-
itive impact on the private sector more quickly gen-
erates sufficient revenue to offset the lost tax revenue
from the exemption. In all four models where the tax
exemption is assumed to be financed by an offset in
the state budget, the net impact on state government
revenues is predicted to become positive within six
to ten years of implementation.

In terms of fiscal impact, local governments see short
term negative impacts from the costs associated with
additional residents through economic migration give
way to expansion in revenue sources in the latter
years.

Strom Thurmond Institute
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