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T
he American Academy of Actuaries is the public
policy organization for actuaries of all specialties
within the United States. In addition to setting
qualification standards and standards of actuarial
practice, a major purpose of the Academy is to act

as the public information organization for the profession.
The Academy is nonpartisan and assists the public policy
process through the presentation of clear actuarial analysis.
The Academy regularly prepares testimony for Congress, pro-
vides information to federal elected officials and congression-
al staff, comments on proposed federal regulations, and works
closely with state officials on issues related to insurance.

This report was prepared by the Academy’s nine-member
Task Force on Trends in Retirement Income Security. In addi-
tion to actuaries, who are experts in calculating the cost of
future risk, the task force includes individuals outside the
actuarial profession. The Academy believes retirement securi-
ty is such an important and broad topic that the public is best
served by a report reflecting cross-disciplinary views.

The report presents the results of a review of data on each
of the major sources of security during retirement: Social
Security, employer-sponsored pensions, individual savings,
and health insurance. After reviewing current sources of
income during retirement, the task force examined expected
costs for Social Security and Medicare over the next 30 to 40

years and the primary demographic and economic factors
underlying those costs. Even with increases in funding, it
seems clear that some reductions in publicly provided retire-
ment benefits will be unavoidable. The task force then
reviewed current trends and considered the likely future per-
formance of employer pensions and personal savings to
make a preliminary evaluation of the extent to which private
systems for delivering retirement income can be expected to
compensate for reductions under the public systems. Finally,
the task force outlines options that Congress can consider to
bring public programs into better financial balance and to
encourage the expansion of private programs and individual
savings.

While the report seeks to be comprehensive by examining
all major retirement income delivery systems, it does not
focus on the problems of specific subsegments of the popu-
lation. Hence, the focus is on Social Security and Medicare,
not on Supplemental Security Income (SSI) and Medicaid,
which are primary sources of support for the low-income
elderly. Similarly, the specific problems faced by women in
general and widows in particular are not addressed. The
task force does not consider the issues facing these popula-
tion groups unimportant. To the contrary, they are very
important. Nonetheless, they are beyond the scope of the
task force’s current effort.
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A merica’s retirement income policies need
to be significantly changed. The changes
should be comprehensive and made as soon
as possible.

Our problems go beyond 
the baby boom generation
The retirement income challenge in the United States is not
based solely on changing demographics (such as the retire-
ment of the baby boom generation). The problems facing
our retirement security systems are also the result of increas-
ing life expectancies, which add cost to both our retirement
and health systems. These problems will not be “fixed” when
the baby boom generation goes away.

A comprehensive approach is required
Fixing one program or policy while ignoring the impacts on
others will no longer work. Experience has shown that
changes intended to reduce costs in one program often
result in shifting costs and sometimes increase overall costs.
If consumption-based taxes encourage individual savings
but discourage employer-sponsored pensions, for example,
total savings for retirement could be reduced, especially
among the middle class. Similarly, cutbacks in social insur-
ance programs could shift costs to employers, individuals,
and public assistance programs. Raising payroll taxes in one
program may limit the ability to raise them for other pro-
grams. Hence policies need to be considered across the
board, including public programs, tax policy, private pen-
sions, individual savings, and investments.

The time for action is now
The problems in retirement income policies can only get
worse if action is delayed. Medicare costs will exceed rev-
enues in 10 years, and in 15 years Social Security will begin
to draw down its reserves to cover benefits. The baby boom
generation about to enter retirement will have greater needs
for retirement income than the previous generation, but
fewer resources to meet its needs. Individuals, families,
businesses, and governments will need considerable time to
adjust to changes in public programs and in private pen-
sions and savings. Delay will reduce the options available
and make changes more controversial and disruptive.

Social Security options
The Old-Age, Survivors, and Disability Insurance (OASDI),
or Social Security, program is the most important retire-
ment protection program for Americans. Over 90 percent
of the over-65 population receives Social Security benefits.
Nearly two-thirds of aged Social Security beneficiaries

receive half or more of their total money income from Social
Security. Actuaries at the Social Security Administration esti-
mate that unless the system is changed, it will have insuffi-
cient income to pay full benefits beginning in 2029. To pro-
tect the system’s solvency, Congress will have to consider far-
reaching options for reform.

Structural changes. Privatization, whether through
defined contribution individual accounts or investing Social
Security reserves in the private market, does not in itself solve
the problem of maintaining current benefit levels, and it
exposes individuals and families to greater investment risks
than the current system. Furthermore, privatization through
individual accounts could have substantial transition costs,
which would require an infusion of general revenue or a high-
er payroll tax rate. Privatization, however desirable from a
policy perspective, is not required from an actuarial stand-
point. The system as currently structured could be brought
into actuarial balance through one or more adjustments in
taxes, benefit levels, or both.

Tax adjustments. Four basic options are available: increase
the payroll tax rate, increase the limit on taxable earnings,
increase the taxation of benefits, and extend coverage to cur-
rently noncovered workers. Of these, increasing the payroll
tax can produce the most revenue and be timed to match the
program’s income needs.

Benefit adjustments. Three principal options are avail-
able: change the initial benefit formula, increase the normal
and early retirement ages, and reduce cost-of-living adjust-
ments. Changing the benefit formula or increasing the retire-
ment age can produce needed savings and be timed to pro-
duce revenues when needed. Cutting cost-of-living adjust-
ments (COLAs) can produce significant savings, but, if enact-
ed now, would not produce increased savings when the pro-
gram’s income needs increase the most—after all the baby
boomers have retired.

Other options. Means testing or general revenue financ-
ing could also be considered. While means testing could gen-
erate substantial savings, it creates incentives to consume
more or reduce assets to qualify for benefits and changes the
nature of the program from an “earned right” to a welfare
benefit. General revenues could theoretically provide any
level of subsidy needed to balance program income and
expenditures, but would compromise the self-supporting
nature of the program as well as make it more difficult to bal-
ance the budget.

Medicare options
The Medicare program (HI and SMI) was designed primarily
to meet the acute health care needs of the elderly. Virtually
everyone over age 65 receives subsidized health insurance
through Medicare. At present, Medicare spending is growing
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faster than nearly all other major federal programs. Without
significant reform, Medicare’s Hospital Insurance Trust Fund
is projected to be exhausted by 2011. Congress will have to
consider far-reaching options for reform in order to protect
the Medicare system’s solvency.

Structural changes. With the 1997 enactment of
Medicare+Choice (Medicare Part C), Congress took a major
step toward restructuring. Individuals will not only be able to
choose between traditional Medicare and alternative private-
sector programs but will be able to select among various man-
aged care and fee-for-service offerings. Of special interest will
be the success of the various private-sector offerings and how
individuals change their choices as their health status changes.
Both sets of choices will be critical to how successful the new
approach can be in controlling the growth in Medicare costs.
The new law also includes a demonstration project for medical
savings accounts, the results of which are needed before a final
judgment can be made about this approach. Another
approach, the voucher alternative, has not been adequately
analyzed or tested.

Tax adjustments. For Medicare Part B, Supplementary
Medical Insurance (SMI), beneficiary premiums could be
increased, but this would absorb retirement income from
other sources and thus reduce retirement income security
overall. Since general revenues already support 75 percent of
the cost of SMI, the alternative for additional SMI revenue
would be a new earmarked tax, such as a payroll tax. For HI,
the value of benefits could be taxed, but this would absorb
income from other sources like an SMI premium increase. A
payroll tax increase, as with Social Security, could be struc-
tured to provide adequate funding for HI, but would increase
tax burdens on current workers.

Benefit adjustments. Increasing the eligibility age to 70
would substantially help Medicare financing but would lead to
higher costs for employers that fill in the insurance gap
between ages 65 and 70 and would likely lead employers to cut
back or even drop coverage. Deductibles and co-payments
could be increased, but those would be picked up for the most
part by individual or employer-sponsored Medigap policies,
resulting in very little impact on utilization or overall net
costs. At the same time, the increase in Medigap costs would
encourage some to reduce coverage or drop it altogether.
Continued reductions in or control of provider reimburse-
ments would save significant amounts but would have to be
carefully structured to ensure that providers could not avoid
them through unbundling of services and other practices.
Cutting back on some covered services, such as home health
care and durable medical equipment, may be justified by indi-
cations of overutilization, fraud, and abuse.

Pensions, savings, and other options
Assuming that at least part of the solution will include scaling
back the commitments of public programs, strong incentives
are needed to encourage increased individual and group sav-
ings. Among the options that could be considered are:
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Regulatory simplification. For most workers, employer-
sponsored plans provide the most effective way to save pri-
vately for retirement. Yet the regulation of traditional defined
benefit plans has become so complex, changes so frequent,
and administration so costly that small employers have large-
ly abandoned them and very large numbers of medium-sized
employers  have dropped their defined benefit programs.
Simplification of defined benefit and defined contribution
plans should be considered wherever possible. In the task
force’s opinion, simplification of the discrimination rules is
most critical. Just the cost of applying these rules to 401(k)
plans can make even this fairly simple type of plan impracti-
cal for smaller employers. Congress should also consider
reducing funding constraints for defined benefit plans and
simplifying the distribution rules for all qualified plans.

Increased incentives for small employer plans. For small
employers, regulatory simplification may not be enough.
Their financial situation may require greater flexibility
regarding when pension contributions are made and how
much the employers contribute. Expanded use of simplified
plans is also an option. In the past this approach has met
with limited success. However, practitioners think this may
be changing with the recent introduction of Savings Incentive
Match Plan for Employees of Small Employers (SIMPLE)
plans. An approach that has not been tried is encouraging
the expansion of new types of hybrid plans.

Expanded incentives for individual saving. Consideration
should be given to allowing everyone the same opportunity to
save for retirement on a tax-favored basis as workers with
employer plans. Congress could consider allowing those not
covered by an employer plan to create their own plans in
ways that go well beyond current (individual retirement
account) IRA options, as modified through the Taxpayer
Relief Act of 1997. Even workers who are currently covered
by a plan may not have an adequate pension program, espe-
cially if they lacked coverage in one or more previous jobs.
Allowing everyone IRA contributions up to a flat amount
(such as $5,000) or even a flat percentage of income would
help assure greater across-the-board access to retirement
income adequacy.

Tighter early withdrawal rules. To make increased
opportunities to save through tax-favored pension vehicles
meaningful for retirement income security, policy makers
should not make preretirement withdrawal rules any more
liberal and, as a quid pro quo for higher allowable contribu-
tions, may want to consider making the early withdrawal
rules more restrictive for all plans, including IRAs.

Better public education. It seems almost inevitable that
families are going to be called upon to provide more of their
own retirement income in the future, and already tens of mil-
lions of workers must make decisions about how money in
their 401(k) and other defined contribution pension plans is
invested. To help ensure that Americans save more and do it
better, the government should consider a serious public educa-
tion campaign to make the public more economically literate.

A M E R I C A N A C A D E M Y o f A C T U A R I E S



3

ing guidelines for pension regulatory changes. The Academy
has developed eight guidelines for evaluating legislative and
regulatory proposals in the pension area (Appendix A). To
ensure better regulation, policy makers could consider adopt-
ing their own guidelines for evaluating changes to ERISA and
related tax provisions. Generally simple in nature, the
Academy guidelines vary from evaluating whether a change
would encourage growth in both defined benefit and defined
contribution plans to whether it is based on sound actuarial
principles.

Congress should also consider taking strong action to gath-
er better, fuller information on pensions and private savings.
Congress should not attempt to resolve important issues if the
required data have not been collected or the appropriate
research completed. In its own interest, Congress may want to
consider funding and demanding the information needed to
track what is happening in all areas important to financing
retirement. As part of such an effort, Congress might consider
requiring annual or biannual reports similar to those for
Social Security and Medicare that examine the financial status
and projection of benefits for private pension programs and
individual savings. If properly executed, over time, such
reports could prove invaluable to the policy-making process.

Finally, Congress and the executive branch should consider
using long-run revenue calculations for pensions. Under cur-
rent budget rules, revenue implications of changes to the tax
code and rules governing public and private pension plans are
“scored” based on a budget cycle of five to, at most, ten years.
For pensions, calculating revenue gains and losses over short
time frames makes little fiscal sense. The fundamental fault of
such an accounting system was strikingly demonstrated dur-
ing the 1997 Medicare debate. One group of proposed
changes would have reduced program costs during the current
budget cycle but caused them to increase much more than
otherwise shortly thereafter. The same result occurs repeated-
ly for pensions (e.g., when new limits on compensation levels
that can be pre-funded are introduced or when minimum
vesting periods are changed).

Congress took a good first step in the Savings Are Vital for
Everyone’s Retirement (SAVER) Act, but much more could be
done. Earmarked funds could be allocated to such a campaign,
and government agencies given specific directions regarding
their participation. It may even be worthwhile to make such
education a regular part of secondary school curricula.

Evaluating policy options

Although the task force does not recommend any particular
set of solutions, it does outline a wide array of options that
merit consideration. It also underscores the urgency of taking
decisive steps now to begin rebalancing our nation’s programs
for supporting financial security in retirement. In the spirit of
taking action much sooner rather than later, the task force
suggests that a number of measures be considered that may
help advance the public debate.

First, changes to the public and private programs support-
ing retirement have far-reaching implications for the vast
majority of Americans. There are many important quantita-
tive, as well as qualitative, considerations. Although policy
makers must weigh all of these, the task force believes that
examining proposals on a consistent basis will greatly assist
understanding and add clarity to the debate for both policy
makers and the public.

In the Social Security area, consistent examination of pro-
posals should include, at a minimum, basic tests of actuarial
viability and some standard measures of any reform proposal
on individual workers and beneficiaries. The actuarial tests all
proposals might have to satisfy should include restoration of
75-year actuarial balance, positive trust fund balances in all
years, and stable or slightly growing trust fund balances at the
end of the period. Demonstrations of effects on individuals
could include income replacement ratios and “money’s worth”
measures at different income levels. At the time of this writ-
ing, the Academy’s Committee on Social Insurance is consid-
ering specific criteria to suggest to policy makers.

Along similar lines, Congress should also consider adopt-
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K nowledge of the relative importance of our nation’s
major systems for providing income to current
retirees is important to understanding the impact
of demographic and economic trends on retire-

ment income security in the future and the ramifications of
options for changing the current systems.

Non-poor individuals and couples 65 and older rely on four
basic income sources—Social Security, employer-sponsored
pensions, income from their savings, and earnings. Of these,
Social Security is most widespread. Over 90 percent of the
over-65 population receives Social Security benefits.1 The sec-
ond most common source of income is assets, followed by
employer pensions, and earnings (fig. 1).

Figure 1

Social Security also makes up the largest share of the aged pop-
ulation’s total income. Social Security accounts for 42 percent—
twice the amount of any other source. Although the percentage of
those who receive income from assets, pensions, and earnings
varies substantially, overall each source accounts for about 20 per-
cent of the income for aged individuals and couples (fig. 2).

Figure 2

A surprising number of the elderly rely heavily on Social
Security. Nearly two-thirds of aged Social Security beneficia-
ries receive half or more of their total money income from
Social Security, and 30 percent receive more than 90 percent
of their income from this single source (fig. 3).

Figure 3

Heavy reliance on Social Security is not restricted to the least
well off among the elderly. Six out of ten in the middle 20 per-
cent of the income distribution rely on Social Security for 60
percent or more of their income, and 23 percent rely on Social
Security for 90 percent or more of their income. Even among
the upper-middle-income elderly, 32 percent rely on Social
Security for more than 60 percent of their income (fig. 4).

Figure 4

Despite this heavy reliance on Social Security, income from
other sources is also of paramount importance. This is espe-
cially true for the higher-income aged, for whom Social
Security replaces the lowest percentage of preretirement earn-
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ings. For those in the top 20 percent of income distribution,
Social Security accounts for less than 25 percent. For this
group, pensions and assets make up almost half of all income.
Even for the upper-middle-income elderly, who receive nearly
half their income from Social Security, pensions and assets
account for nearly 40 percent (fig. 5).

Figure 5

Thirty percent of aged couples and individuals receive pri-
vate pensions or annuities (up from 18 percent in 1974). This
has been an important and growing source of retirement
income. A third of those under age 80 receive income from
private pensions. Among 80-year-olds, pension receipt drops
to 25 percent, and to 19 percent for those over 85, which large-
ly reflects differences in marital status and sex between the
younger and older age groups (fig. 6). About 40 percent of
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married couples receive a private pension regardless of age.
The same is true for single men over 65, where the percentage
is 31 regardless of age. It is only among single women that the
proportion receiving a pension falls with age. Nearly a quarter
of 65-to-69-year-old single women receive a private pension.
By age 85, the percentage has fallen to 13. The observed decline
in pension receipt among older age groups reflects the increas-
ing proportion of nonmarried women in these groups and
their decline in pension receipt at advanced ages. Thus, the
underlying benefit patterns are consistent with the maturing of
private pension systems over the past 20 to 25 years, and the
stability of pension coverage since the mid-1970s. As the sys-
tem continues to mature, ERISA’s joint and survivor provisions
should increase the number of very old women with a private
pension benefit. Overall, those who receive private pensions,
on average, have 25 percent more income than retirees who rely
only on Social Security for a monthly income.

Asset income is also widely received, although its distribu-
tion is highly skewed. Among the 67 percent who report this
source of income, 45 percent receive less than $1,000 a year.
At the other extreme, 11 percent receive $15,000 or more in
annual income from their investments.

Earnings are the most age-sensitive source of income for
the aged population. Among younger retirees, 40 percent have
some earned income. Practically none of the very elderly have
earned income (fig. 7). The older the couple or individual,
the less likely it is that they have earnings; if they do, they
earn less as they grow older.

Figure 7

Because Social Security is the most prevalent and impor-
tant single source of income for the retired population, it is
more politically visible and receives more attention. Yet pen-
sion and personal savings provide nearly 40 percent of all
income to aged Americans, an amount that rivals that
received from Social Security. Without meaningful employer-
sponsored pensions and significant personal savings, the
American dream of a comfortable retirement is likely to
become more difficult to attain for many Americans.

Share of Income for the Aged from Major Sources, 
by Income Group, 1994
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Security Administration, Office of Research and Statistics, January 1996, Table VII.5, p. 113.
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Social Security
Social Security Old-Age, Survivors, and Disability Insurance
(OASDI) was designed to give proportionally greater pay-
ments to lower-wage workers. At present, workers who con-
sistently earn a minimum wage (about 45 percent of the aver-
age wage) will have replacement rates of about 60 percent of
their preretirement earnings. Individuals with average earn-
ings throughout their working lives can expect to receive
Social Security benefits that replace roughly 43 percent of
their preretirement income. Finally, those consistently earning
the maximum taxable wage level can expect to receive Social
Security benefits that replace about 25 to 28 percent of their
earnings before retirement.2 The benefit formula is also
designed so that workers with higher average wages will
always receive higher benefit amounts, although the income
still represents a lesser proportion of preretirement wages.

In addition to being more generous to lower-wage workers,
the Social Security benefit formula treats married and single
individuals differently, which means that individuals and cou-
ples that have similar incomes and pay the same amounts of
payroll taxes do not necessarily receive the same benefits. The
differences can be particularly striking between married individ-
uals who never worked but receive substantial benefits based on
their spouses’ earnings, and nonmarried or divorced workers.

Social Security is financed through earmarked payroll
taxes. The 1998 payroll tax rate is 12.4 percent (half paid by
the employer, half by the employee). Under current law, this
rate is not scheduled to increase. During 1998, the payroll tax
will be levied on annual wages up to $68,400, an amount that
increases annually based on average covered wages. The pro-
gram also receives income from the taxation of Social Security
benefits. The revenue generated through taxing benefits is
currently equivalent to an additional payroll tax of 0.23 per-
cent.3 The Social Security trust funds also receive interest
income from government securities they hold.

Throughout most of its history the system has been run on
a pay-as-you-go basis, with limited advance funding. Thus,
each generation of workers pays the benefits of current
retirees and, in return, has its benefits paid by the following
generation. As noted below, excess contributions can accu-
mulate in trust funds, as is currently happening. However,
few would argue that this truly constitutes advance funding.

Population aging. Following World War II, there was a
dramatic increase in fertility rates in the United States. Rates
began to soar in 1946 and, although they peaked in 1957,
their effect on annual birth rates persisted until 1964.
Following the post-war increases, fertility rates plummeted
and, since the early 1970s, have remained below zero popula-
tion growth (fig. 8).

The baby boom generation (those born between 1946 and
1964) is 50 percent larger than the generation it is now sup-
porting in retirement. The post-1964 baby bust generation,
on the other hand, is smaller than the generation that it will
eventually have to help to support.

Not only are there relatively fewer younger people, but the
older people they are expected to help support in retirement
are living longer as well. When Social Security began paying
benefits in 1940, only about half of 21-year-old men could
expect to reach 65 to collect benefits, and those who did
could expect to collect benefits for 12 years. By 1990, nearly
75 percent of them could expect to reach 65 and collect bene-
fits for 15 years. These trends are expected to continue at least
until the middle of the 21st century. At that time, an expected
83 percent of 21-year-old men will reach 65, and they can
expect to live another 18 years. The past and projected mor-
tality gains for women are equally impressive (fig. 9).

Figure 9
Historic and Projected Changes in U.S. Life Expectancies,
1940–2050

Percentage surviving Remaining life  
Year Cohort  from age 21 to 65   expectancy at 65  

Turns 65 Male Female Male Female

1940 54 61 12.7 14.7
1950 56 65 13.1 16.2
1960 60 71 13.2 17.4
1970 64 77 13.8 18.6
1980 68 81 14.6 19.1
1990 72 84 15.3 19.6
2000 76 85 15.8 20.1
2010 78 87 16.3 20.5
2020 79 88 16.8 21.0
2030 80 89 17.2 21.5
2040 82 89 17.6 22.0
2050 83 90 18.0 22.4

Source: Retooling Social Security for the 21st Century, C. Eugene Steuerle and Jon
M. Bakija, The Urban Institute Press, Washington, D.C., 1994, Table 3.2, p. 41.
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Total Fertility Rates, 1940–1995

Note:  Total fertility estimates how many children a woman is likely to have 
during her entire reproductive cycle.  The straight line is the replacement fertility rate.  

Source: Life Tables for the United States Social Security Area 1900–2080, Actuarial Study No. 107, 
Felicitie Bell, Alice Wade, and Stephen Goss, U.S. Department of Health and Human Services, 
August 1992, Table 3, p. 3.  Rates after 1991 are from the 1997 Annual Report of the Board of Trustees 
of the Federal Old-Age and Survivors Insurance and Disability Insurance Trust Funds, Table II.D2, p. 63.
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As a result, the Social Security
Administration estimates that the number
of beneficiaries will more than double by
2050.4 Moreover, because longevity has
increased, this level of beneficiaries will
tend to persist despite the baby bust.
Longevity, then, can be expected to perma-
nently change the age distribution of the
population, and even after the baby boom
is gone, the number of people over age 65
will not drop substantially (fig. 10).
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Changes in the size of the work force. The impact of
these demographic trends on the labor force will be dramatic.
The traditional working-age population (those between the
ages of 20 and 64) has increased by 13 to 20 million in each
decade since 1970. However, it is expected to grow by only
seven million between 2010 and 2020, and between 2020 and
2030 it is expected to actually decrease by 700,000. So, at the
same time that the number of expected Social Security benefi-
ciaries is doubling, there will be fewer potential wage earners
entering the labor force. As a result, the potential number of
workers supporting each over-65 person will plummet.
Between 2010 and 2020, the ratio of the working-age popula-
tion to the elderly is projected to drop from 4.7 to 3.6, and by
2030 it is expected to have fallen to 2.8 working-age persons
for each person over 65 (fig. 11).

Figure 11

In their annual reports the Social Security trustees trans-
late these trends into the number actually working in covered
employment to the projected number of beneficiaries.
According to their 1997 report, by 2030 there will be only two
active workers for each Social Security beneficiary.5

Trends in labor force participation among workers over
age 55 could make the situation even worse. Although people
are living longer, they are not working longer. In fact, the
average retirement age has decreased substantially over the
past few decades, due in large part to the dramatic decreases
in labor force participation among men. Between 1950 and
1985, the participation rates for men between ages 55 and 64
declined from just under 90 percent to just over 65 percent.

Participation among men 65 and over declined even more
precipitously from 45 percent in 1950 to 16 percent in 1985
(figs. 12, 13).

Figure 12

Figure 13
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The steady decline in labor force participation of older
men throughout much of the post-World War II period
reflects in part the powerful influence of public retirement
programs. Before the 1961 Social Security Act men could not
receive Social Security old-age benefits until age 65. The 1961
act introduced age-62 retirement with reduced benefits.
Before the introduction of reduced  early benefits, there was
almost no difference in labor force participation between men
aged 61 and men aged 63. In 1960, 79 percent of 61-year-olds
and 76 percent of 63-year-olds were in the labor force. By
1970, only 69 percent of 63-year-olds were still working.6 

Similarly in 1965, Medicare was enacted to provide health
insurance for those over age 65. Over the next several years
benefits were improved and expanded. Before Medicare, in
1960, over half of all 65-year-olds were in the labor force. By
1980, only 35 percent were working.

The substantial downward trend in the labor force partici-
pation rates of older men began to abate during the early
1980s, and since 1985, participation rates for men over 55
have remained nearly constant.

In sharp contrast to men, participation rates for women
over 65 have remained nearly stable since 1950, vacillating
between 8 and 10 percent. For women 55 to 64, the rate
increased steadily from 1950 to 1965, remained level until
1985, and then began to rise again, reaching nearly 50 percent
in 1995.

Although there is ample room for participation rates to
increase among those under 65 as well as those between 65
and 70, it seems unlikely that this will happen to any substan-
tial degree without a clear message from employers or the
government in the form of lesser monetary rewards for early
retirement and greater ones for delayed retirement. In sur-
veys, workers continue to state their preferences for retiring at
or before age 65.

To stabilize the ratio of retirees to workers, U.S. fertility
would have to surge back to the baby boom levels of the
1950s and early 1960s. That is not expected to occur. The
United States already has one of the highest fertility rates in
the developed world, and only 10 percent of Americans (as
opposed to 50 percent in the 1950s) desire to raise families of
the size common during the 1950s.7 

Some have suggested that increased immigration could
help rectify this situation. However, the necessary net inflow
would probably be too great to be practical. Currently, the
Social Security trustees reports assume that there will be a net
annual inflow of 900,000 immigrants, including both legal
and nonlegal entrants and exits. Under current assumptions
about the age distribution of immigrants, each additional
100,000 immigrants improves the actuarial balance by about
.06 percent of payroll. Based on these numbers, a fourfold
increase in immigration (3.6 million people annually) would
be needed to bring Social Security into actuarial balance.
Adding 36 million new immigrants to the population each
decade into the foreseeable future would likely trigger signifi-
cant new social and economic problems.8

Program financing and future funding shortages. The
problem of financing Social Security has been growing for sev-
eral years, and in 1983 Congress addressed an immediate
shortfall by cutting benefits and raising the payroll tax rate
above that needed to finance current benefits. The excess rev-
enues are being invested in interest-bearing Treasury securi-
ties, which can be redeemed later to finance future benefits.
Under present growth rates, however, the tax rate will not be
sufficient to cover disbursements by 2012, and outlays will
exceed revenues. Social Security will then have to turn to its
surpluses, which in turn are estimated to be exhausted by 2029
(fig. 14).

Figure 14

At the same time the surpluses are being drawn down, the
payroll tax rate needed to cover benefits (the cost rate) will
continue to increase. By 2029, when the surplus funds are
expected to be exhausted, the current payroll tax rates will
provide only 75 percent of the revenue needed to pay benefits.
The shortfall will have to be made up through higher taxes,
reduced benefits, or both. As the cost rate continues to rise
after 2029, the program will become more out of balance.9

Clearly, Social Security financing will demand action much
sooner than 2029. Today’s annual surplus accumulations are
being absorbed by Treasury bonds, which, like other govern-
ment debt, are claims against future generations. Such claims
will have to be paid by further Treasury borrowing or by rais-
ing taxes. Redeeming the bonds will place additional stresses
on the federal budget and upward pressure on interest rates.

Making the needed adjustments could seriously erode pub-
lic support for Social Security in its current form. The return
on each dollar contributed is already falling for successive gen-
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erations, and will soon be below inflation-adjusted returns on
other investments. It will not be too long before the inflation-
adjusted rate of return on contributions will be at, or below, 1
percent for higher-income young people, versus an inflation-
adjusted rate of 3 percent or more for other investments.10

Raising taxes, cutting benefits, or both, will lower the implicit
investment return on Social Security contributions still fur-
ther. Thus, what is a marginal investment for the baby boom
generation will likely be an even worse deal for the generation
that follows.

Employer-Sponsored Pensions

Employer-sponsored private pensions did not become wide-
spread in the United States until after World War II. Private
pension coverage grew rapidly during the 1950s and 1960s,
then leveled off by the mid-1970s. Coverage since then has
remained nearly constant at roughly 45 percent of private-sec-
tor wage and salary workers (fig. 15).

Figure 15

Public-sector workers have traditionally had pension cover-
age. In 1993, 91 percent of the 18.6 million federal, state, and
local employees worked for agencies that sponsored pension
plans. Seventy-seven percent of all workers were actually cov-
ered.

In both the public and private sectors, there is a major dif-
ference in coverage between part-time and full-time employ-
ees. Only 12 percent of part-time workers in the private sector

10

participate in pension plans, versus 50 percent of full-time
workers. In the public sector, 30 percent of part-timers were
covered in 1993, while 85 percent of full-time workers were
covered.

Among full-time workers, those least likely to have pension
coverage are those under 25 and those with incomes under
$10,000. However, coverage rises quickly with both age and
income. It jumps from 22 percent for those under 25 to 50
percent for those 30 to 35, and rises to 63 percent for those 45
to 49. Similarly, the 8-percent coverage rate of those earning
under $10,000 jumps to 42 percent at $15,000–$20,000 and
rises steadily, reaching 81 percent for workers earning $50,000
or more.11 

The opportunity to be covered by a pension plan also
depends strongly on the size of one’s employer. Today, as in
the past, the largest employers are most likely to sponsor pen-
sion plans. Over 70 percent of full-time workers at firms with
more than 250 workers are covered by at least one pension
plan.

In sharp contrast, only 18 percent of workers are covered
by plans in firms with fewer than 25 employees. The low cov-
erage in smaller firms has become an increasing concern,
since employment has been growing most quickly in this sec-
tor. Currently, 25 percent of full-time, full-year workers are
employed by firms with fewer than 25 workers (fig. 16).

Figure 16
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However, throughout the 1980s the number of defined benefit
plan terminations increased steadily.12

According to IRS determination letter statistics, approxi-
mately 4,000 to 5,000 employers terminated their defined ben-
efit plans each year during the early 1980s. The number
increased to more than 12,000 a year by 1985, and jumped to
more than 16,000 in 1989. Between 1989 and 1991, more than
42,000 employers terminated their defined benefit plans.13 

At the same time that some employers are terminating
plans, others are establishing new plans. However, on balance,
the number of defined benefit plans has been decreasing
steadily since 1986, when major new rules were enacted. In
1993, there were 55 percent fewer defined benefit plans than
in 1986 (fig. 18).

Figure 18

To better understand why employers were terminating
defined benefit plans in such large numbers, the American
Academy of Actuaries fielded a survey in late 1990 that asked
enrolled actuaries about plan terminations in which they had
been involved. The 1,084 plan terminations reported were dis-
tributed almost evenly between larger plans (500 or more par-
ticipants) and smaller plans, and nearly all the terminations
occurred from 1988–1990.

When asked to list up to three reasons why employers had
terminated plans, 40 percent mentioned government regula-
tion; this was given as the primary reason for 27 percent of
the terminations. The smaller the plan, the more likely that
government regulation was the primary reason for termina-
tion.

To examine longer-term trends, the survey also asked the
actuaries about their termination experiences in the early
1980s. More than half said that business considerations were
the primary impetus. Only 13 percent said that government

Coverage rates also vary widely by industry. In the con-
struction industry and in retail trades, coverage rates for full-
time workers are in the low 30s; coverage rates are in the
60–70-percent range in the manufacturing and financial sec-
tors. In public utilities, coverage exceeds 80 percent (fig. 17).

Figure 17

The leveling off of private pension plan growth since the
1970s has been attributed to a number of factors—greater job
creation in the small-business sector, growth in the lower-cov-
erage services industries, and increased competition at home
and abroad. Increased government regulation has also played a
significant role, as discussed below. The important point is
that coverage has not increased for the past 20 years, and few
expect the situation to change. In fact, analysts now debate
whether coverage may be declining.

Although total coverage is static, there have been dramatic
changes within the private pension system. The most impor-
tant have been a dramatic shift in the composition of plans
and a stream of largely budget-driven pension legislation with
accompanying regulations.

Decline of defined benefit plans. When Congress enacted
the Employee Retirement Income Security Act (ERISA) in
1974, traditional defined benefit plans strongly dominated pri-
vate-sector coverage. Concurrent with ERISA’s enactment, an
increasing number of employers began terminating their
defined benefit plans. This initial rash of terminations was sus-
pected to consist of plans for which ERISA compliance would
be prohibitively expensive—poorly funded plans and those
with little or no vesting before actual retirement eligibility.
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regulation was the primary reason. When asked about the late
1980s, however, only 18 percent said business considerations
were the major reason, while 42 percent said that government
regulation was the main driver.14

The study confirmed what many had previously thought
and has subsequently been shown by others. The largely rev-
enue-driven pension legislation from each new session of
Congress since the early 1980s had been a large source of frus-
tration to employers. Delays in issuing regulations, which left
sponsors uncertain as to whether their plans were operating in
accordance with the law, added to the frustration.

In addition, new and often complex rules added substan-
tially to the cost of plan administration. Between 1981 and
1996, small employers’ annual administrative costs went from
$195 to $620 per worker. This more than 200-percent increase
forced many small employers to abandon their defined benefit
plans. Larger employers did not escape. Their administrative
costs increased by 150 percent or more during the same peri-
od (fig. 19).

Figure 19

Growth in defined contribution plans. The flood of
defined benefit plan terminations in the 1980s and early 1990s
was accompanied by the rapid creation of defined contribu-
tion plans. Between 1983 and 1993, the number of defined
contribution plans increased by 45 percent.15

Of particular note is the growth in 401(k) plans. These
plans, which allow workers to defer compensation and accu-
mulate assets at pretax rates of return, first became available
in 1978. Until 1987, workers could contribute up to $30,000 a
year to their plans. In 1987, contributions were limited to
$7,000, indexed for inflation ($10,000 in 1998). Employers
can match all or part of a worker’s contributions, and about
half do.16

The growth in 401(k) plans has been phenomenal. In 1983,
7 percent of workers reported that their employers offered
such coverage. By 1988, 25 percent of workers reported that
their employers had plans. By 1993, 35 percent of private-sec-
tor wage and salary workers had such plans available through
their employers (fig. 20).

Figure 20

Such rapid growth has not necessarily been at the expense
of other plans. It appears that the vast majority of 401(k)
plans are in addition to other plans employers maintain for
their workers. In 1990, 82 percent of those eligible to partici-
pate in 401(k) plans were also covered by defined benefit
plans. Ten percent of eligibles had 401(k) plans as their only
retirement plan.17

Over the past 20 years, however, defined contribution plans
made substantial inroads in replacing defined benefit plans as
the primary source of private pension coverage. In 1975, 87
percent of covered workers received their primary pension
coverage through defined benefit plans. Less than 20 years
later, this percentage had dropped to 56. If current trends con-
tinue, soon after the turn of the century defined contribution
plans could replace defined benefit plans as the dominant
form of employer-sponsored pension program (fig. 21).

This shift has raised a number of concerns, including the
possibility that most defined contribution plans are less gener-
ous, the use of pension assets before retirement, potential low
rates of return, and the fear that less secure plans will replace
more secure ones.

Plan generosity. The Academy’s 1990 survey confirmed
that terminated defined benefit plans are often replaced with
less generous plans. Two-thirds of the employers offered other
plans after terminating their defined benefit plans, and eight
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out of every ten workers retained coverage, but 90 percent of
the replacement plans were based on defined contributions.

The actuaries overseeing the terminations rated about half
the replacement plans as less generous; an additional 24 per-
cent were rated more generous to some workers and less to
others. This was true regardless of whether the replacement
plans were ones the employer already had in force or were
newly created (fig. 22).

Defined contribution plans can be less generous in several
ways. They can generate lower benefits for most or many
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workers. And, by definition, they lack such features as subsi-
dized early-retirement benefits that longer-service workers
might otherwise enjoy and, in the case of downsizing, actual-
ly need.

Some analysts are further concerned that defined contribu-
tion plans will yield relatively lower benefits because the funds
will not be well invested. Workers nearly always have a choice
of investment options under defined contribution plans. A
number of studies have indicated that they often choose safer,
albeit lower-return, options.

A study using 1989 data showed that common stocks
account for 21 percent of the asset value in 401(k) plans,
while insurance company products, mostly guaranteed insur-
ance contracts (GICs), account for 41 percent. GICs general-
ly have much lower, though much more certain, expected
rates of return than a mixture of common stocks. Data for
later years indicate that workers are becoming less risk averse
and investing more heavily in stocks and mutual funds.
However, this too may be a concern. If, as some fear, the
stock market is overvalued, the switch to stocks and mutual
funds may be occurring at the wrong time.18

In the case of some workers, defined contribution plans may
be more generous. Since the plans are fully portable, workers
own the money in their retirement accounts. Even if they
change jobs, the amounts in their accounts continue to grow
through investment returns. When workers with defined bene-
fit plans change jobs, on the other hand, the amount of their
benefit no longer grows. This happens because retirement ben-
efits from most defined benefit plans are based on years of ser-
vice and salary level. When workers leave jobs, their benefit lev-
els are based on their last  salaries. The value of these frozen
benefit amounts erodes over time with inflation.

Although there is as yet little evidence that the labor force
is more mobile, now, as in the past, many workers change jobs
several times during their careers. For them, defined contribu-
tion plans can have clear advantages.

The more rapid vesting of benefits under defined contri-
bution plans also helps many workers, especially women who
move in and out of the labor force. Employees have full own-
ership in their own contributions and the investment income
on them. In addition, many employers vest their contribu-
tions immediately. As a result, about one-third of covered
workers are fully vested for all contributions immediately. For
most of the other two-thirds of workers, employers’ contribu-
tions become fully vested in five or fewer years.19

Benefit security. For defined benefit plans, the employer
bears the investment risk if the value of the plan’s assets
decline. Defined contribution plans, on the other hand, place
the entire investment risk on the worker. The employer’s lia-
bility is limited to the contribution obligation. Should the
assets in a worker’s account fall in value at or near retirement
age, the worker could lose a substantial part of the expected
benefits. This could easily happen to any particular set of
assets a worker might hold. It can also happen to an entire
cohort of workers. Over the two years 1973 and 1974, stock
market prices fell about 25 percent. In 1987, there was a simi-
lar downward adjustment. The value of bonds can also fluctu-
ate widely.
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Another threat to benefit security is lack of asset diversifi-
cation. In the past, employers often required workers to invest
large portions of their defined contribution accounts in the
company’s own stock, and some still may encourage such
behavior. Some workers, of course, have profited handsomely
from this lack of diversification. Others have lost nearly all
their retirement savings when the company’s stock declined
dramatically in value. Even without prodding from employ-
ers, workers may choose not to diversify their investments
and, hence, expose themselves to large risks.

One of the most serious drawbacks to defined contribution
plans as vehicles for retirement saving is that nearly all of
them permit lump-sum distributions of account balances to
workers who leave the company. Despite having to pay taxes
on the income, as well as a 10-percent tax penalty, most work-
ers spend the funds they receive from their defined contribu-
tion plans when they change jobs. In 1990, 10.8 million people
received lump-sum distributions amounting to $126 billion.
Only 56 percent ($71 billion) was rolled over into individual
retirement accounts (IRAs). 20

Changing jobs may not even be necessary to withdraw the
funds. Workers with 401(k) and other defined contribution
plans often have lenient withdrawal provisions available to
them. Unlike traditional plans, 401(k) and other individual
account plans permit “hardship withdrawals” for medical
expenses, education expenses, and first-home purchases.
Although withdrawals must be counted as income and taxes
must be paid on the money withdrawn, about half the work-
ers in these plans can withdraw funds without changing
employers. Half the workers covered are also permitted to
borrow against their accounts.21

Studies show that older workers and those with larger
amounts in their plans are more likely to return withdrawn
money to retirement accounts. For example, in 1993, 60 per-
cent of workers aged 55 to 64 who received distributions put
the entire amount into retirement or other savings. Fewer than

half of 45-to-54-year-olds put the entire distribution into sav-
ings or investments (fig. 23). The tendency of workers under
55 to use amounts saved for retirement for other purposes is
especially unfortunate. As shown later, amounts put aside ear-
lier in a worker’s career  are generally worth much more at
retirement than similar amounts saved late in one’s career.

One bright note is that the number of workers preserving
their lump sum distributions in IRAs or some other retire-
ment program is on the increase. Only 6 percent of workers
receiving their most recent lump sum distribution before 1980
put it in a new retirement account. This jumped to 15 percent
for lump sums received from 1980 to the end of 1986, and to
27 percent for lump sums from 1987 to April of 1993.22 The
increase after 1986 may have been due in part to the stiffer,
10-percent tax penalty that went into effect then.

Trends in pension wealth and plan funding. It is not
widely appreciated how important employer pension pro-
grams are to the savings of working adults. Along with home
ownership, employer-sponsored pensions are the most impor-
tant way that Americans save, and over the past several
decades pensions have been a tremendous source of capital. In
1950, pension assets accounted for about 2 percent of national
wealth. By 1993, they accounted for nearly 25 percent (fig. 24).

It is not clear how much longer pension plans will continue
to be the engine for savings that they have been for the past 15
to 20 years. At some point, they may well change from net
buyers of assets to net sellers. This is not a negative develop-
ment, per se. The pension assets have been accumulated for
this purpose. However, given the size of the baby boom gener-
ation relative to the cohorts that follow it, there could be
impacts on the aggregate economy, just as there appeared to
be impacts on housing prices in the 1970s.

A M E R I C A N A C A D E M Y o f A C T U A R I E S

Figure 23

Workers’ Uses of Their Most Recent Lump Sum Distributions
from Pension Plans

Age at Receipt of Lump Sum
Use of Under  25 to 35 to 45 to 55 to 
Lump Sum 25 34 44 54 64

Retirement savings 3% 14% 27% 34% 42%
Other financial

savings 11 11 13 13 18
Home, business,

debt repayment 19 28 22 17 10
Spent 56 32 23 21 10
Multiple and 

other uses 10 14 16 15 20

Total 100% 100% 100% 100% 100%

Source: Pension and Health Benefits of American Workers, U.S. Department of Labor, May
1994, Table D5, p. D-5.
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Moreover, recent developments are likely to have a major
impact on future contributions to defined benefit plans. Much
of the extraordinary growth in pension wealth during the
1980s was the result of historically high stock and bond
returns, far higher than pension fund managers had assumed.
For defined benefit plans, higher-than-expected returns on
already invested funds translate directly into lower future con-
tributions. With over half of all pension funds backing defined
benefit plan promises, the impact on future pension savings of
unexpectedly high rates of return can be substantial.23 

In addition, defined benefit plan funding has been restricted
by revenue-driven funding rules in the Omnibus Budget
Reconciliation Act of 1987 (OBRA 87). As a result of that law,
employers have had to defer funding a major portion of bene-
fits until late in the workers’ careers. Formerly, employers could
fund benefits more evenly over a worker’s career (fig. 25).

The OBRA 87 funding restrictions, plus higher-than-pro-
jected rates of return, mean that many employers have been
on an extended contribution holiday. However, the same
demographic factors that are affecting Social Security will also
affect defined benefit plans, and in the long run the private
pension situation is analogous to that of Social Security. The
same demographics will eliminate current funding surpluses,
the contribution holiday for defined benefit plans will end,
and these employers will either need to increase their contri-
butions or cut benefits prospectively. In the meantime,
employers will have adjusted to the very low contributions
that they have had to make, and may be reluctant to divert
funds from business operations to make the larger ones.

A number of factors will influence how this scenario is
likely to play out. For many large employers health benefit
costs, not pensions, are the larger concern. Also, large
employers reexamine their compensation packages frequently
and may intentionally or unintentionally be altering their

defined benefit plans in ways that will avoid larger future con-
tributions.

It is possible, perhaps even likely, that employers will be fac-
ing the same tough choices that face Social Security soon after
the turn of the century. How soon the contribution holiday
will end, and how much the contribution rate for any particu-
lar pension plan will have to increase, depends in large part on
future rates of return and the demographics of the plan.
However, in many cases a 60-percent increase in the contribu-
tion rate would be within the reasonable range.24 Such increas-
es could result in benefit cuts. Although workers’ accrued bene-
fits cannot be reduced, future benefit accruals can.

Benefits of future retirees. For Social Security, the future
situation is clear, as are the questions that need to be answered.
The current system cannot be maintained indefinitely without
benefit cuts, tax increases, some combination of the two, or a
major restructuring. The future situation for private pensions as
a major source of future retirement income is much more
ambiguous. However, a few things seem clear.

First, workers will be much more personally responsible
for their pension saving in the future. Defined contribution
plans are now the primary type of plan for nearly half of
those with pension coverage. Thus, pensions in the future will
be less tied to salary levels at retirement and to employers’
savings choices. Rather, pension income at retirement will be
the result of individual workers taking responsibility to save
through their employers’ defined contribution plans, to invest
in reasonably safe but not overconservative ways, to avoid
taking preretirement distributions, and, finally, to make
appropriate decisions about how to spend their retirement
accounts in their retirement years.

Second, a much larger percentage of workers is likely to
receive private pensions in the future. In 1974, ERISA set
minimum standards for vesting. Subsequent changes have
shortened vesting periods more, so that most plans now vest
benefits within five or fewer years.25 As a result, having a vest-
ed right to a pension should become much more common-
place in the future. The two major projection studies com-
pleted to date support this conclusion.26

The largest unknown for private pensions is how large,
and how well targeted, benefits are likely to be. One recent
study projected pension benefits through 2030.27 Depending
upon the scenario, 77 to 82 percent of baby boomers were
projected to receive pensions. However, the projection indi-
cated that, on average, the benefits in 2030 will not be appre-
ciably higher than they were in 1990, after adjusting for infla-
tion. In addition, a significant percentage of retirees in 2030
was projected to receive relatively small benefits.

There is little doubt that private pensions will help support
the baby boomers in their retirement. But how much of the
gap will they fill when Social Security and Medicare benefits
are reduced? Even if benefits are widespread, will plans largely
benefit baby boomers who have other substantial assets, and
contribute little to middle-class families, who would otherwise
expect at most half their earnings to be replaced by Social
Security? Will pensions be sufficient to contribute more to the
increasingly higher health care expenses of the aged? 

Figure 25
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Personal Savings
The primary personal asset of most Americans is their own
homes. The other assets of most families are modest, and
what one household saves scarcely offsets what another house-
hold borrows. As a result, our nation’s aggregate savings rate,
except for employer-sponsored pensions, has been barely posi-
tive over the past decade.28, 29 

Many reasons have been advanced to explain the anemic
savings rate in the United States, especially as it has fallen over
the past 10 years. Until recently, one reason was the decline in
the percentage of people in the population between the ages
of 45 and 64, the age group considered the most aggressive
savers. It was thought that once baby boomers entered this age
group, the personal savings rate would climb. However, recent
statistics indicate that, although many baby boomers have
already entered the traditionally peak savings years, personal
savings rates continue to fall (fig. 26). This is especially dis-
turbing because employer and employee contributions to pen-
sion and 401(k) plans are included in personal savings.

Figure 26

Personal Savings Rates, 1950–1996

Average
Years       Percentage 

1950–59 6.8
1960–69 7.4
1970–79 8.1
1980–84 8.2
1985–89 5.6
1990–94 5.0
1995–97 4.5

Note: Personal savings includes employer and employee contributions to employer-spon-
sored pension plans. Rates are a percentage of disposable personal income.

Source:  U.S. Department of Commerce, Bureau of Economic Analysis as reported by the
American Savings Education Council, http://www.asec.org/persav.htm, December 15,
1997.

Another reason for reduced savings is increased consump-
tion levels among retirees. Although savings declined among
all groups during the 1980s, it was especially marked among
older age groups. One study shows that those 65 and over had
the highest decline in household-level savings, from 11.2 per-
cent in 1963 to 2.5 percent in 1986.30 

Another study goes a step further, concluding that the
elderly are pushing up household consumption in both non-
medical consumption and total consumption. In 1960–61, 70-
year-olds consumed only 63 percent of the nonmedical prod-
ucts and services that 30-year-olds used. Today, consumption
by 70-year-olds is up to 91 percent of the 30-year-olds’ level.31 

One implication is that intergenerational programs like
Social Security, which redistribute income from savers among
the working-age population to older consumers, will depress
the savings rate below the level it would otherwise have been.
If this is true, in the future the impact will be even greater if

fewer workers are paying more to finance the immediate ben-
efits of Social Security retirees.

Current tax policy also does not favor many forms of per-
sonal savings, even though targeted tax incentives generally
have had a favorable impact. Home ownership is favored
through itemized deductions for mortgage interest payments
and property taxes and through special capital gains treat-
ment. There are also incentives to save for retirement through
insurance annuities and IRAs.

There is considerable debate about the degree to which tax
preferences for particular forms of personal savings actually
increase savings. The history of IRAs is a good example of
how limited incentives are likely to actually affect personal
savings.

In 1981, Congress extended IRA eligibility to all taxpayers
and increased the contribution limits on tax-deductible pay-
ments. Banks and other financial institutions initiated intense
marketing campaigns to bring the friendlier eligibility rules to
the public’s attention. IRA popularity expanded rapidly as a
result, and between 1981 and 1987 IRAs accounted for almost
20 percent of all personal savings.32 In 1986, the lenient eligi-
bility rules were rescinded. In 1987, personal savings declined
and have remained depressed.

Superficially, the IRA policy appears to have been highly
successful. However, there are several caveats. Even though
IRAs accounted for 25 percent of personal savings at one
point, personal savings did not increase by 25 percent. A part
of the IRA savings seems almost certain to have been a diver-
sion from other types of personal savings. Second, the rapid
demise in IRA savings coincided with the rapid increase in
employer-sponsored, contributory 401(k) plans. Some ana-
lysts have pointed out that a part of savings through IRAs was
diverted to 401(k) plans. This is almost certainly true, since
401(k) plans have greater tax advantages for savers whose
employers offered them. However, this does not help explain
a decrease in the personal savings rate. In the national
income accounts, both IRA and 401(k) contributions are
included in personal savings.

In spite of substantial disagreement among economists on
the effectiveness of IRAs in increasing savings, a number of
helpful findings have emerged from the research in this area.
There is growing evidence that people participate in various
saving activities quite independently, without an integrated
savings plan. If people took an integrated approach, then
those participating in pension plans would have lower non-
pension savings and vice versa. However, this does not appear
to be the case. Bureau of Labor Statistics (BLS) data from the
1981–88 Consumer Expenditure Surveys indicate that those
with pension plans have higher, not lower, rates of non-pen-
sion saving. This appears to be true even for people with sim-
ilar incomes.33 Hence, the data do not support the argument
that employer-sponsored pensions totally displace other
forms of personal savings.

Other studies that have examined substitutions between
pension coverage and household saving tend to reinforce
these findings. One noted study found that some reduction
in other saving was associated with pension coverage.

16
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However, the differences in accumulated wealth between
those with and without pension coverage fell far short of a
complete offset. This was true regardless of the type of pen-
sion coverage.34 Findings such as this seem to emerge consis-
tently, regardless of the form of savings. There is some offset
between forms of savings, but it is less than total. The debate
is over how large the offset is likely to be.

These findings have important policy implications. If the
government creates a new form of tax-favored savings, then
the amount saved in this form will not all represent new sav-
ings. Similarly, if the government eliminates one form of sav-
ings vehicle, such as IRAs, it cannot be expected that the
money that would have been saved in that vehicle will simply
be moved to another type of vehicle. Experience seems to
indicate that large numbers of Americans use savings vehicles
only if they are convenient, heavily marketed, and clearly sub-
sidized by someone like an employer or the government.

A corollary of this finding can also be applied to public
programs that do not in themselves constitute savings. If the
government reduces Social Security or other programs that
support retirement, then some families will save more for
retirement. However, overall savings will not increase enough
to replace the cutback without added inducements to save.

Other reasons believed to contribute to low personal savings
rates are the proliferation of consumer credit and the number
and increasing complexity of financial instruments that create
confusion about their use and concern about their volatility.
Also, real wages have been stagnant for 19 years, which means
baby boomers’ wage rates have not grown as rapidly as their
parents’ did at similar ages. Baby boomers are having children
later, leaving them fewer years to save after the child-rearing
years. Also, baby boomers will likely use more of their savings
to educate their children, who are now more likely to pursue
increasingly expensive college educations.

According to one analyst, baby boomers must triple their
current savings if they want to enjoy an undiminished living
standard in retirement.35 If Social Security benefits are signif-
icantly reduced, current savings would have to be increased
perhaps five times over today’s levels.

Other, less obvious, factors also influence savings behavior.
Evidence from various surveys shows that financial knowledge
significantly affects saving. People who describe themselves as
“very financially knowledgeable” saved several times as much
for retirement as those who described themselves as “not very
financially knowledgeable.” In addition, financial knowledge
and adult behavior are strongly related to developmental
experiences. Baby boomers who, as children, talked with their
parents about financial decisions, received allowances, held
bank accounts, held securities, and took courses in economics
or related subjects save more.36 Finally, Americans tend to
“live for today.” As shown in a recent survey, many Americans
expect the essentials of middle-class life.37 Preparing for
retirement pales by comparison.

Some have argued that inheritances will rescue large num-
bers of baby boomers. This is unlikely, even though one study
placed the combined potential inherited wealth of baby
boomers at $10.4 trillion. It is important to remember that

these inheritances will not occur all at once but over 40 years or
more; that the total barely exceeds $100,000 per bequest, which
will be divided among siblings; and that bequests will be largely
concentrated among the offspring of parents in the top 10 per-
cent of the income distribution. It is also not clear how much of
the $10.4 trillion will materialize as transferable wealth. For
example, increasing numbers of couples plan for retirements of
25 years or more and may minimize the risk of outliving their
wealth by purchasing annuities that guarantee a lifetime
income, but do not transfer any money to their children.
Finally, improved longevity means that many baby boomers
will be well into retirement before their parents die. As in the
past, inheritances will be an important source of retirement
income for some but are unlikely to help the many.

Overall, it seems unlikely that baby boomers will increase
their personal savings enough during their working lives to
contribute what will be needed to compensate for changes in
publicly provided benefits. As larger and larger numbers of the
baby boom generation approach retirement, the trends that
helped ease the way financially for their parents are likely to
turn against them and their cohorts who follow. Housing values
are not likely to increase dramatically, but may fall. Financial
markets are less likely to deliver the high returns that have
helped higher-income units among the baby boomers’ parents.
Nor will baby boomers retire at, or soon after, a time when the
real values of public benefits have been increasing rapidly. In
fact, the opposite is almost certain to be the case.

Work and Retirement
Although retirement has almost always been discussed as an
all-or-nothing proposition, that is not really true. In the late
sixties and early seventies about 25 percent of men did not go
directly from a career job to retirement. They chose other
paths toward retirement such as part-time work, self-employ-
ment, or work in an alternative occupation. More recent data
show that, of a group of men 51 and 61 in 1992 who were not
working in 1994, a third had moved from a career job to a
shorter-term bridge job before retiring completely.38 

In addition to gradual retirement, some families have always
used earnings to supplement their retirement income.
Currently, 20 percent of couples and individuals over 65 with
Social Security benefits also have earnings. Among those 62 to
64, about half have earnings. Although neither gradual retire-
ment nor some work during retirement are new, recent evidence
suggests that using earnings to supplement retirement income,
or perhaps to conserve it, may be a major trend on the horizon.

After three decades of steadily declining labor force partici-
pation, rates for men over 55 leveled  in the mid-1980s, sug-
gesting that retirement ages may have stopped falling.
However, the aggregate picture may be masking some impor-
tant underlying developments.

Between 1984 and 1993, while males between ages 50 and
64 participated in the labor force at stable rates, participation
rates in this age range by men who were also receiving retire-
ment benefits rose noticeably.39 
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Several factors have been cited to help explain recent
increases in work activity among male pensioners under 64.
One is the decline in inflation-adjusted values of pensions
after retirement. Employers have been less likely to grant
retirees ad hoc increases in pension benefits to help offset
cost-of-living increases. According to the Department of
Labor, employers granted increases of only 1 to 2 percent a
year from 1984 to1992. Erosion of retirees’ annuities due to
inflation, coupled with longer life expectancies and improved
health, may be encouraging greater labor force participation
among retirees, especially those who retired early. Increases in
the percentage of retired people taking unplanned retirements
(due to early-out incentives and buyouts) may also have
encouraged increased work activity among early retirees. Also,
it is likely that the shift toward individual control of pension
accounts, which means the accounts often earn less, together
with frequent spending of distributions, encourages work
after receipt of the first benefit.

Finally, labor market trends were generally favorable for
older workers during the 1980s. During the latter part of the
economic expansion that occurred between 1984 and 1989,
labor shortages caused employers to seek older workers.
However, as a result of the recession in the early 1990s, many
older workers lost their jobs or were offered early retirement.

Although it is still too early to evaluate recent trends, it
may be that more retirees will want to participate in some
paid employment after retiring from their primary jobs. This
may be one of the ways that the baby boom generation
attempts to maintain its standard of living during retirement.
However, relying on earnings as a continued source of income
after retirement is risky. At any given time, the ability to sup-
plement retirement income through paid employment will
depend upon labor market conditions, as well as continued
good health. Moreover, as suggested by the recession of 1990,
unlike in the past, it may be older workers, not the youngest
ones with the shortest service, who are most likely to be
encouraged to leave first when labor markets become slack. In
fact, it now seems likely that older workers who are also
short-service or part-time will be subject to the last-in-first-
out rule whenever firms experience a slackening of demand.

Health insurance may also be increasingly a problem.
Employers will not want to provide it for older, short-service
workers, while at the same time older, semi-retired workers
may increasingly need it. Any mandate requiring employers to
provide health insurance will clearly discourage hiring older
workers, or at least determine the conditions of employment,
such as the number of hours and whether a job can be full-
year or must be clearly temporary.

Trends in transitions to retirement bear careful, ongoing
scrutiny. It is not yet possible to anticipate the extent to
which employers will want to hire older workers and the will-
ingness and ability of older workers to accept jobs. When
large numbers of the baby boom generation begin leaving the
labor force, the demand for older, skilled workers may
increase, causing some to defer retirement and others to retire
only partially. However, it is too early to predict the most
likely labor force dynamics.

Financing Health Care 

Virtually everyone over 65 receives subsidized health insur-
ance through Medicare. In addition, a third receives subsi-
dized health benefits through former employers.40 Although
these health benefits do not constitute fungible income, they
directly affect economic well-being and the amount of cash
required to maintain a given standard of living. This is true at
any age, but especially for the aged, where health care expen-
ditures are several times higher than those of workers in their
forties and younger (fig. 27).

Figure 27

Deviations in Insured Health Care Costs from the Average
for Insured Adult Males and Females by Age

Age Group Male Female

20–29 .6 1.2
30–39 .8 1.4
40–44 1.0 1.6
45–49 1.2 1.7
50–54 1.6 2.0
55–59 2.2 2.3
60–64 3.0 2.7
65–69 3.7 3.3
70–74 4.5 3.9
75–79 5.2 4.4
80–84 5.6 4.9
85 or older 5.7 5.1

Note 1: Variations in costs are shown as ratios to the cost for 40-to-44-year-old males.
Thus, the cost for 20-to-29-year-old males is only six-tenths of the cost for 40-to-44-
year-old males, while medical costs for 70-to-74-year-old males are four and a half times
higher. Similarly, the cost for 20-to-29-year-old females is 1.2 times the cost for 40-to-
44-year-old males, and for 70-to-74-year-old females the cost is 4.4 times that of 40-to-
44-year-old males.

Note 2: Medical costs include health care costs except those for long-term care.

Source: Derived from health cost factors provided by William M. Mercer Incorporated.

Currently, the health care expenditures of retirees are
financed through four major sources: the Medicare Hospital
Insurance (HI) and Supplementary Medical Insurance (SMI)
programs, employer-sponsored retiree health insurance, pri-
vately purchased health insurance (often referred to as
Medigap or MedSupp), and out-of-pocket payments. In addi-
tion, the Medicaid public assistance program pays for a sub-
stantial amount of the aged’s long-term care. Of these,
Medicare is the largest, paying 45 percent of the overall health
care costs of the aged.

Medicare. The Medicare program was designed primarily
to meet the acute health care needs of the elderly, that is,
short-term hospital stays and payments for physicians and
outpatient services. The HI portion pays for hospital and
other inpatient care costs, and is financed by a payroll tax of
2.90 percent (1.45 percent paid each by the employer and the
employee).
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SMI, which pays doctor bills and other outpatient expens-
es, is not financed through payroll taxes. It is funded through
premiums paid by program participants, as well as contribu-
tions from general tax revenues. In 1998, direct monthly pre-
miums of $43.80 per participant are expected to pay 25 per-
cent of SMI costs. The other 75 percent will come from gener-
al revenues and trust fund income.41 Financing levels for SMI
are recalculated each year based on projected costs for the
year. In the past, the participants’ share of program costs has
varied. Under changes enacted in 1997, each year’s premium
rate for participants will be set at the level necessary to cover
25 percent of program costs.

Medicare spending is growing faster than nearly all other
major federal programs. Before the 1997 budget agreement, the
Health Care Financing Administration (HCFA) projected that,
between 1997 and 2006, Medicare spending would grow from
$213 billion to $457 billion. The contribution from general rev-
enues to the SMI fund alone is expected to increase from an
estimated $60 billion in 1997 to $156 billion in 2006.42

Historically, SMI costs have nearly doubled every seven to eight
years, and this trend is expected to continue (fig. 28).

Figure 28

To avert a near-term financial crisis in the HI portion of
the Medicare program, Congress made a number of changes
in 1997. The most far-reaching was the introduction of
Medicare Part C (Medicare+Choice). Under this restructur-
ing, participants can now choose to participate in the tradi-
tional Medicare Parts A and B or in Medicare Part C. If Part
C is selected, then the participant must select one of several
approved private sector health insurance programs. These
include health maintenance organization (HMO) options, as
well as preferred provider organizations (PPOs), provider
sponsored organizations (PSOs), and fee-for-service options.
As a demonstration project, a limited number of participants
may opt for medical savings accounts. The hope is that mak-
ing managed care options universally available and encourag-

ing competition among health care providers will lower pro-
gram costs. To help ensure this, greater restrictions have been
placed on annual increases in provider costs.

An important part of averting a near-term financial crisis in
the HI program was shifting costs for home health care services
from the HI program to the SMI program over a six-year peri-
od. Of course, this will increase SMI costs. However, the SMI
program is insulated against financial crises because 75 percent
of its cost is financed directly from general revenue. If its cost
increases, there is simply a larger draw on general government
revenues to pay benefits. To slow the rate of growth in SMI
costs, the Balance Budget Act of 1997 imposes prospective pay-
ment systems on many services covered by Part B.

Although changes adopted in 1997 will defer a financial cri-
sis in the HI program until the end of the next decade, they do
not address the financing of Medicare benefits for the baby
boom generation and beyond. Data from the 1997 trustees’
reports, the most recent available, show that the cost of the HI
program as a percent of taxable payroll already outstrips the
current payroll tax rate of 2.9 percent, and is expected to con-
tinue to increase. According to the1997 report, which was
issued prior to the Balanced Budget Act of 1997, by 2010, when
the first of the baby boom generation reaches retirement age,
HI disbursements will be 5.1 percent of payroll. And by 2030,
when the last of the baby boom generation reaches retirement
age, program costs will have reached nearly 9 percent of payroll
(fig. 29). Since Congress has yet to enact any tax hikes for the
program, HI benefits are not sustainable at their current levels.

Figure 29

When SMI is added to the equation, the cost picture
becomes even more bleak. Using data from  HCFA’s projec-
tions in the 1997 trustees’ reports, it is possible to estimate the
tax rate that would be required if both HI and SMI were
financed through a flat payroll tax. Under this assumption,
the current rate would have to be 5.4 percent to cover total
expected 1997 HI and SMI expenditures. By 2010, the rate
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would need to be 8.8 percent. By 2020 it would be 12.1 per-
cent and in 2040, when those currently entering the labor
force are getting ready to retire, the cost would represent 17
percent of payroll (fig. 30).

Figure 30

Combined HI and SMI Disbursements as a Percentage of
Aggregate Payroll, 1996–2040

Implicit  Total 
SMI Disbursements 

HI Payroll Payroll as a Percentage 
Year Tax Rate Tax Rate of Payroll

1996 3.48% 1.90% 5.38%
2000 3.96 2.22 6.18
2005 4.53 2.89 7.42
2010 5.08 3.76 8.84
2015 5.82 4.69 10.51
2020 6.74 5.38 12.12
2025 7.70 6.10 13.80
2030 8.63 6.74 15.37
2035 9.37 7.09 16.46
2040 9.86 7.14 17.00

Source: HI payroll tax rates are from the 1997 Annual Report of the Board of Trustees of the

Federal Hospital Insurance Trust Fund, Table II.E2, p. 42. Although SMI is not financed

through a payroll tax, the cost as a percentage of payroll can be derived from the above

table and Table III.B1, p. 70.

Figure 31
Growth in Consumer and Medical Prices, Based on the
Consumer Price Index, for Selected Decades

Ratio of
Medical to

CPI General CPI Medical General 
Decade Inflation Rate Inflation Rate Inflation Rate

1950–59 2.1 4.0 1.9
1960–69 2.7 4.3 1.6
1970–79 7.8 8.2 1.1
1980–89 4.7 8.1 1.7
1990–96 3.0 6.2 2.1

Source: Economic Report of the President, Washington D.C., February 1997, Table B-58, p. 365.

As bleak as these results may seem, they could nevertheless
be optimistic. Since 1950, the cost of medical care has risen,
on average, at least 1.5 times faster than general prices (fig.
31). The trustees’ projections assume that future trends will
begin falling below the current trend in health care costs in
2010, shortly before the baby boom generation reaches eligi-
bility age. Based on 47 years’ experience, projecting a decline
so soon in the future seems optimistic.

It is anticipated that the government will take action
beyond that in the 1997 Balanced Budget Act before any of

these alarming scenarios actually occurs. Nonetheless, the
government’s projections underscore the need for immediate,
additional action. Even under HCFA’s most optimistic 1997
assumptions, the current Medicare program is not sustainable
for the baby boom generation and the generations that follow.
It seems inevitable that substantial new taxes, deep cuts in
payments to health providers, or severe cutbacks in benefits
will be needed to bring Medicare into financial balance.

Employer-sponsored health insurance for retirees.
Another source of health insurance during retirement is
employer-sponsored retiree health plans. Unlike Medicare,
which is available only to those over 65, major employers
often offer health insurance to early retirees, as well as those
who retire at 65 or after.

Like Medicare, employer-sponsored health plans for
retirees represent a large and growing future liability.
Moreover, recent changes in accounting rules have sensitized
major employers to these liabilities, which have not been pre-
funded and are not likely to be in the future.

When the recent FASB accounting rules were being devel-
oped in the late 1980s, there was some fear that employers
would move swiftly to eliminate these benefits across the
board.

As data from the Current Population Surveys (CPS) show,
this fear was not realized. There has been little change in the
percentage of Americans 65 or older who report receiving
health insurance through employers since 1987. In that year,
34 percent reported being covered through employer plans.
Eight years later, in 1995, 35 percent reported coverage.43

However, firm-level data indicate that employers have
begun to institute major cutbacks for active workers once
they reach retirement. In 1985, large and medium firms
reported that a little over 75 percent of their full-time workers
could continue health insurance coverage after retirement. By
1993, the proportion had dropped to 52 percent.44

Comparisons of data from 1988 and 1994 on early retirees
show how employers’ decisions are beginning to affect work-
ers nearing retirement. In 1988, 84 percent of men age 55 to
64 who were fully retired had been covered by health insur-
ance on their last job. Of these, 79 percent were offered
health insurance when they retired, and 85 percent signed up
(fig. 32). By 1994, the situation had change substantially.
Seventy-six percent of early retirees had health insurance on
their last job (an 8-percent decrease), 69 percent were offered
employer-sponsored  health insurance on any terms when
they retired (a 10-percent decrease), and 73 percent opted to
take the insurance (a 12-percent decrease).

Employers who have not yet eliminated health insurance
for new retirees are frequently passing along more of the cost.
In 1985, 41 percent of large and medium-sized firms that
offered a plan to early retirees required them to pay all or part
of the premium cost. By 1993, 75 percent of employers
required full or partial payment.45 Interestingly, of the early
retirees surveyed in 1994 who turned down the insurance, 42
percent said it was too costly.46

20



R E T I R E M E N T I N C O M E

21

The trend toward reduced retiree health benefits is likely to
continue. For retirees 65 and older, the employers’ costs are
directly related to benefits provided through Medicare. Hence,
any future cutback in Medicare benefits will likely increase the
employers’ costs. Also, prescription drugs, which Medicare
covers only for inpatient care, are among the most rapidly ris-
ing medical costs. Since many employer plans cover prescrip-
tions, their costs are rising more rapidly than Medicare and

medical costs generally. This is a further disincentive to pro-
viding insurance for retirees and for retirees to accept an offer
of insurance when they have to pay much of the cost. As
baby boomers begin reaching retirement, these costs will sky-
rocket for employers that have not restructured their costs by
eliminating the benefit entirely, reducing covered services, or
passing on premium costs to retirees. Finally, any increase in
the eligibility age for Medicare will dramatically increase
employers’ costs, since employers would be liable for total
costs until Medicare payment begins.

Long-term care. One of the great unknowns for the baby
boom generation is how extensive their need for long-term
care will be. Most long-term care, whether at home or in a
nursing facility, occurs near the end of life and, the longer one
lives, the greater the likelihood that some form of long-term
care will be needed. About 25 percent of those 85 and older
are in nursing homes, compared with 5 percent of the general
population over 65.47

As the baby boom generation reaches more advanced ages
over the next half century, the number of people 85 and over
is expected to increase by a factor of four, from 4.3 million in
2000 to over 18 million in 2050 (fig. 33). Moreover, nearly 75
percent of those over age 85 by the middle of the 21st century
will be single, divorced, or widowed, the groups most likely to
need extensive government assistance, including home health
and nursing home care.48

In 1995, Medicaid, the largest third-party payer for nursing
home care, financed 47 percent of the nation’s $78 billion tab.
In addition, public programs, mostly Medicare and Medicaid,
financed 55 percent of the nearly $29 billion spent on home
health care. The growth in such public expenditures has been
substantial. Between 1990 and 1995, total spending on home
health and nursing home care increased from $64 billion to a
little over $106 billion, a 66 percent increase. Of this increase,
private funds financed only 29 percent.49

Although the data do not permit segregating the long-
term care costs for the aged alone, it is known that the aged
consume a large share of the public funds for these services.
For example, in 1995, although only 11 percent of Medicaid
recipients were 65 or older, they consumed over 30 percent of
the program’s benefits.50

As the number reaching advanced ages soars, the govern-
ment’s obligation through existing programs is also likely to
soar. Sheer numbers will likely lead to this result even if the
health status of the aged improves with increased longevity.
There will likely be strong pressure for greater government
support of long-term care if some way is not found to insure
and pre-fund at least a part of this expense privately.

Figure 32

Reported Availability of Pre- and Post-Retirement Employer-
Sponsored Health Insurance among Early Retirees, 1988 and
1994

Percentage of Early Retirees Reporting: 1988 1994

Health insurance coverage 
on last job 84 76

Being covered and being offered
health insurance at retirement 79 69

Being offered and accepting 
health insurance at retirement 85 73

Note: Early retirees were defined as those aged 55 to 64 who were fully
retired. Those reported being retired but working full or part time were not
included.

Source: Retiree Health Benefits: Availability from Employers and Participation
by Employees, Pamela Loprest, The Urban Institute, Washington, D.C.,
October 1997, derived from Figure 2, p. 9a.

Figure 33

U.S. Population Age 85 and Older, 1990–2050

Number Percentage of
Year in Millions Total Population

1990 3.7 1.4
2000 4.3 1.6
2010 5.7 1.9
2020 6.5 2.1
2030 8.5 2.4
2040 13.5 3.7
2050 18.2 4.6

Source: Population Projections of the U.S. by Age, Sex, Race, and Hispanic Origin,
Current Population Reports, Series 25-1130, U.S. Bureau of the Census,
February 1996. Numbers are from the middle-series projections.



Overall Prospects for Future Retirees

A mericans believe they should not have to face dras-
tically reduced living standards during retirement.
Indeed, in one recent survey 70 percent of
American workers said they expect to live a com-

fortable lifestyle during retirement.51

One way to measure the amount of retirement income
necessary to fulfill these expectations is through the calcula-
tion of replacement ratios. These ratios indicate the percent-
age of preretirement income that will be needed to maintain
the same standard of living after retirement. In general, most
retired Americans will not have to replace their entire income
to maintain their standard of living. Most will pay lower taxes
because they will have no, or lower, earnings subject to payroll
taxes, and certain work-related expenses will disappear.

Georgia State University, in collaboration with Aon
Consulting, has done a number of replacement rate studies.
According to their most recent study, workers retiring at 65
will need between 67 and 84 percent of their income before
retirement to maintain the same living standard. The exact
percentage depends upon whether one is single or married,
and varies by level of preretirement income. The lower one’s
income, the higher the percentage that must be replaced. For
example, a two-earner couple with a joint annual income of
$20,000 needs to replace 84 percent of its income to maintain
its preretirement standard of living. A similar couple with an
income of $90,000 needs to replace only 67 percent (fig. 34).

Figure 34

Percentage of Final Earnings Needed to Maintain a
Preretirement Standard of Living During the Early Years of
Retirement

Preretirement   Married Couples
Earnings in One Two Unmarried

1997 Dollars Earner Earners Workers  

20,000 84% 84% 79%
25,000 80 80 77
30,000 77 77 76
40,000 72 72 71
50,000 69 67 68
90,000 71 67 75

Source: Data presented by Fred Munzenmaier, Aon Consulting, at the Enrolled Actuaries

Meeting, March 15, 1997, from a joint Georgia State University and Aon study, publication

forthcoming through GSU.

Since there are almost no data that permit comparisons of
income levels before and after retirement, there are no objec-
tive measures of the extent to which current retirees are, in
fact, maintaining their preretirement standard of living.
However, there is subjective information gathered through
questions asked of retirees in national surveys.

The majority of current retirees seem to have achieved

something approaching the goal of preretirement income
replacement. Nearly three-quarters of retirees report that they
are confident they will have enough money to live comfort-
ably throughout retirement. They also report that they have
enough money to live where they want, support their leisure,
and pay for their medical expenses. Finally, three-quarters
reported that they were able to live as well or better during
the previous year as they did in their first year of retirement,
and 70 percent expect their lifestyle to be the same or better
over the next several years (fig. 35).

Figure 35

But retirement has not worked out well for everyone. More
than one in five said their lifestyle is worse than when they
first retired. Similar numbers expect their living standard to
worsen soon (fig. 36).

Current workers, like current retirees, have a high level of
confidence. Three-quarters are confident about their retire-
ment income prospects. Among these, however, 30 percent
have nothing saved for retirement. Most workers have not
developed a saving plan based on a target, and nearly two-
thirds have not even tried to calculate how much they will
need for retirement.

The confidence of current workers may not be fully war-
ranted. As most members of the baby boom generation know,
Social Security may not be able to provide the same level of
support as it does today. For many, the impact of those reduc-
tions would have a dramatic effect on how much they need to
save. For Social Security, a worst-case scenario would reduce
benefits to levels supportable by current payroll tax rates.
Under this assumption, the oldest baby boomers, who are
now turning 52, would not be seriously affected. Their benefits
would be only 4 to 7 percent lower than otherwise. Those born
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Not Very/Not at AllSomewhat ConfidentVery Confident
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49% 21% 20%
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35% 37% 24%

Have Enough Money
for Basic Expenses

Able to Live Where
They Want

Have Enough Money
for Medical Expenses

Have Enough Money
for Leisure

Have Made Good 
Prep. for Retirement

Confidence Expressed by Retirees in Specific Aspects of Retirement, 1996

Source:  Annual Retirement Confidence Survey, Matthew Greenwald and Associates, October 1996. 
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at the height of the baby boom, in 1955, would suffer much
greater losses. Their reductions would vary from 18 to 25 per-
cent, depending upon their lifetime earning levels. Losses
would continue to increase over time, and workers now in their
early thirties, who will turn 65 in 2030, would experience Social
Security benefit losses from 18 to 30 percent (fig. 37).

Reductions in Social Security benefits, however, may only be
the tip of the iceberg. Paying for health care may be a much
bigger threat to the security of future retirees. As has been
shown, Medicare costs are increasing at an unsustainable rate.
Unless some way can be found to deliver health care more cost
effectively, severe cutbacks in benefits may be necessary.
Cutbacks in Medicare benefits will directly impact employer-
sponsored retiree health insurance, and may reduce or elimi-
nate this benefit for the minority who are fortunate enough to
have it. Medicare cutbacks will also increase the cost of private
health insurance policies, which are currently purchased by a
little over a third of those over age 65. Because there will be
more elderly, long-term care will also be a bigger-ticket item. It
is also possible that a larger percentage of the aged population
will require long-term care at some point. Overall, it would not
be unreasonable to assume that cash replacement rates might
have to rise several percentage points to compensate for
increases in out-of-pocket expenditures on health care.

If future retirees want to maintain their preretirement
standards of living, it seems clear that more of their earnings
will need to be replaced through employer pensions and pri-
vate savings. However, before this can happen on as wide a
scale as needed, it will be necessary for many more employers
to adopt pension plans and for workers to make more serious
efforts to save through them.

Personal savings will also need to increase. The task force
takes little comfort from studies that indicate the baby boom
generation is saving as much or more than its parents. These
findings are based on averages that mask important underly-
ing differences in the income distribution of the baby boom
generation and are likely to generate greater income inequali-
ty as the baby boom reaches retirement age.

Between 1947 and 1973, median family income after infla-
tion more than doubled. Over the past two decades, median
income after inflation has been stagnant. This stagnation, like
the stagnation in overall pension coverage, masks dramatic
underlying changes. Between 1973 and 1993, the real
incomes of those in the top 20 percent of the income distrib-
ution grew by 25 percent. For those in the middle 20 percent
of the income distribution, incomes were constant, and those
in the lower 20 percent actually experienced a 15 percent
decline in real income.52

The growing bifurcation in income seems almost certain
to lead to greater income inequality in retirement in the
future. Moreover, cutting benefits under public retirement
programs will likely exacerbate such inequalities, as will the
high rates of return that investors are currently experiencing.
Baby boomers who are fortunate enough to have financial
assets in 401(k) plans or other savings will have profited
greatly from the high real returns of the past decade. Younger
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baby boom members and those in the bottom half of income
distribution, however, are likely to be little or no better off
when investment returns moderate in the future.

To avoid making the situation worse for future genera-
tions, it is important that those who have saved retain their
savings and that those who have not saved begin to do so.
Even with current high rates of investment return, baby
boomers and those who follow are unlikely to have the finan-
cial good fortune of their parents. And, more important, even
if the baby boom generation is for some unforeseen reason
lucky, such optimism is not a proper basis for developing
financially viable public policy.

Few in the public are aware of the number of years and sav-
ing rates that are necessary to make up for the magnitude of
declines that could occur in public programs, and the increases
in cash income that might be needed for health care. In order
to replace 20 percent of preretirement income, a worker with
30 years until age 65 would need to save 5 percent of income
each year. If the worker had 20 years until retiring at 65, the
required savings rate would be nearly 9 percent of earnings. At
10 years, 20 percent of earnings would be needed.

These savings rates assume that the worker saves through a
tax-favored pension arrangement. If the worker simply invests
the money on his own in a non–tax-favored vehicle, the savings
rates would need to be 50 to 100 percent higher depending
upon the number of years until retirement (fig. 38).

Figure 38
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Source: Ronald Gebhardtsbauer, Senior Pension Fellow, American Academy of Actuaries.
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In order to save enough over 20 years to replace 40 percent
of income during retirement, a worker would have to save
about 18 percent a year in the absence of inflation. If inflation
were 3.5 percent, to provide an indexed annuity equal to 40
percent of income, the worker would have to save 25 percent
of his income each year. These numbers assume retirement
at 65 and that all taxes on amounts saved and investment
returns would be deferred until after age 65 (fig. 40).

If workers are to be given incentives to save and the time
to do it, new public policies must be put into place very soon.
These adjustments could take the form of one or two very
major policy changes or a larger number of small changes.
Available options, and some of their pros and cons, are
addressed below.

In addition, these rates are adequate only to meet a fixed
target. They do not take into account the erosion over time of
real purchasing power due to inflation. Even low rates of
inflation like the current ones can greatly erode the value of a
fixed-income stream over a lengthy retirement period. A 3
percent inflation rate reduces the real value of a $10,000 fixed
annual payment to $6,419 over 15 years, and to $4,776 over
25 years (fig. 39).

As longevity increases, workers will need to set aside even
more to offset inflation during retirement, especially if they
intend to continue retiring at ages as young as 62 to 65. In
addition, savings designed to offset inflation will be especially
important if Social Security and Medicare benefits, both of
which are fully indexed for inflation, are reduced.



Policy Options

W hen taken together, the pieces of the retirement
income puzzle form a potentially bleak picture
for the baby boom generation and those who
follow. The growth in real Social Security ben-

efits is unlikely to be sustained at current levels. Some reduc-
tions have already been enacted. Others are likely to be need-
ed. There appears to be little hope that either employer-spon-
sored pensions or private savings will be able to fill the gap
left by the required reductions. And the baby boom genera-
tion’s increasing health and long-term-care needs, coupled
with diminished public and private programs to finance these
expenditures, will increase their need for retirement income.
To avert much or all of this impending crisis, substantial and
sustained increases in productivity will be needed over a peri-
od exceeding 30 years. However, such sustained growth seems
unlikely based on the experience of the past two decades.
Creating the retirement savings that will be necessary seems
unlikely without effective government action.

The public, through its elected officials, must make a
choice about how much in taxes future generations of work-
ers will be expected to pay, and what individuals will have to
save through their own efforts or those of their employers.
The longer action is delayed, the more serious the crisis will
be. But solutions are possible, and will be less painful if action
is taken now. Some of the options are discussed below.

Reforming Social Security
Among the first actions Congress needs to take is to bring
Social Security and Medicare into long-term fiscal balance.
The need to deal with Medicare is dire. But changes in Social
Security are equally critical. The longer Congress waits to act,
the less time employers and individuals will have to adjust
their behaviors and to compensate for both reductions in
public benefits and, in all probability, increases in taxes.

The first task for Social Security is to determine whether to
make fundamental changes in the underlying philosophy of
the program or to preserve the system in its current form. In
the context of the current debate, fundamental reform means
providing all or part of benefits through individual accounts
that are pre-funded through the use of market-based securi-
ties. Two such approaches are addressed in detail in Report of
the 1994–1996 Advisory Council on Social Security. One of
these would establish a flat benefit that would be received by
all workers. This benefit might, or might not, be related to
lifetime-covered wages. On top of this base benefit, workers
would have individual accounts that would be invested in
some type of market-based securities. Part of the workers’
payroll tax would be used to finance base-level, pay-as-you-go
benefits for current retirees. The rest of the payroll taxes
would be credited to individual accounts and invested in mar-
ket-based securities. Hence, the individual account portion of
the workers’ benefits would be pre-funded.

There are many variations of this basic idea, and many
pros and cons to adopting a funded approach through indi-

vidual accounts. One of the major advantages is that workers
in the future would receive investment returns on a portion of
their Social Security contributions that reflect  returns in the
private investment market. A major downside of these
options is that workers would be exposed to investment risks
and, depending upon market conditions during their working
lives and at retirement, successive generations could fare
much differently.53 In addition, these alternatives usually
require a significant infusion of general revenue or a higher
payroll tax rate to be paid during a long transition period.

If privatization through individual accounts is to be an
option, it must be debated and a decision reached in the near
future. Each year a decision is delayed, the greater will be the
transition costs and the less likely it will be that fundamental
change could actually be achieved.

Another alternative is to change investment procedures to
permit all or part of the current Social Security surplus to be
invested in corporate bond and equity markets. If current
returns remained high after the added investment, they would
help the program in the short run by deferring the date at
which the surplus would be exhausted. However, since the
surplus that would be available for investing would still be
exhausted, though at a later date, this would only postpone
the exhaustion date. Increased revenues or benefit cuts would
still be needed to restore the program’s financial viability in
its current defined benefit form.

What is most important to understand is that merely
changing the fundamental structure of the system does not
solve the problem of maintaining the current levels of bene-
fits. For most of the baby boom generation, benefits at cur-
rent levels will still not be affordable at current payroll tax
rates. Privatization, or investment of current surpluses in the
market, would be aimed at protecting the benefits of genera-
tions following the baby boomers.

Although fundamental changes may be determined to be
desirable, they are not required. The system, as currently
structured, could be brought into actuarial balance through
one or a series of adjustments in taxes, benefit levels, or a
combination of both.54

On the tax side, there are only four basic options if the cur-
rent program structure is to be maintained—increasing the
payroll tax, increasing the limit on taxable earnings, increasing
the taxation of benefits, and extending coverage to currently
noncovered workers (some state and local governments and
religious organizations). Of these, increasing payroll taxes is the
only significant option. Increasing payroll taxes can solve as
much of the long-run problem as elected officials choose, and
can be timed so that the flow of newly generated revenues
matches the program’s income needs. The other options for tax
increases either do not raise very much new revenue or pro-
duce revenue that is poorly timed relative to the program’s
income needs. However, using a combination of tax increases
could ameliorate somewhat an increase in payroll taxes.

On the benefits side, saving can be achieved by changing
the initial benefit formula, raising the normal retirement age

26
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(the age at which workers can begin to receive full retirement
benefits), raising the early eligibility age, and reducing cost-of-
living adjustments. Like payroll-tax increases, changing the
benefit formula can produce almost any desired amount of sav-
ings, and changes can be timed to coincide with the program’s
revenue needs. The normal retirement age is already scheduled
to increase gradually to 67 after the turn of the century. The
timing of these increases could be accelerated, or the age could
be raised. Raising the normal retirement age to 70 for those
reaching that age in 2037 and later would solve about half of
Social Security’s long-range problem. Moreover, such changes
track the program’s financial needs quite well. The reductions
are substantial and occur just when they are needed. It has also
been suggested that, once adjusted, the normal retirement age
could be indexed to life expectancy. This would tend to de-
politicize retirement age adjustments in the future. The earliest
entitlement age (currently 62) could also be raised. This would
save additional income, and would be reasonable if health sta-
tus improves along with increases in longevity.

Reducing cost-of-living adjustments would bring consider-
able savings. For example, a reduction of 1 percentage point
would eliminate about one-half to two-thirds of the long-
range deficit depending on the interaction with other eco-
nomic variables. The timing of savings, however, would not
track the program’s revenue needs very well.

Other options include financing Social Security from gen-
eral revenues and means testing. General revenue financing,
like increases in payroll taxes, could solve as much of the
problem as elected officials determine is needed. However,
this would compromise the principle of a self-supporting pro-
gram. Means testing could also generate substantial savings
(in theory, as much as one wanted). Using this approach to
reduce higher income groups’ benefits would tend to erode
the principle of an “earned right” to benefits and make the
program seem more like welfare. Moreover, means testing
could have counterproductive consequences. Those near the
threshold of eligibility would have an incentive to save less,
consume more, or otherwise manipulate income and assets to
gain access to the means-tested benefits.

Reforming Medicare
Adjustments and restructuring will also be required to avoid a
succession of Medicare crises, and to bring the program into
financial equilibrium over the longer haul. As with Social
Security, a range of options exists. However, in addition to rais-
ing revenues or curtailing benefits, the options include improv-
ing efficiency by changes in the delivery of health care, and
doing a better job of targeting tax dollars to needed services.

Options for raising revenues are fewer than for Social
Security. For SMI, which is supported partly from general rev-
enues and partly from beneficiaries’ premiums, only the pre-
miums can be raised. The premiums, currently 25 percent of
program costs, could be increased or, at a minimum, indexed
to maintain the current percentage. Raising the SMI premi-
um would, of course, absorb retirement income from other
sources and, thus, reduce retirement income security overall.
This is one among many possible examples of how programs

to support retirement are so closely interrelated that they can
no longer be considered in isolation from each other.

General revenues to support SMI are automatically adjust-
ed to pay what is not covered by premiums. The only other
revenue-raising possibility for SMI is to impose a new ear-
marked tax, such as a payroll tax.

For HI, the average value of benefits could be taxed, since
that value really does constitute income. This would raise sig-
nificant revenue. Many beneficiaries would pay the tax out of
their Social Security income, just as they do their SMI premi-
ums. In the absence of other changes, this proposal would
likely be highly controversial. For example, workers are not
currently taxed on the portion of their health insurance paid
by their employers.

Another option would be to raise the HI payroll tax rate.
An immediate increase of 0.7 percent on both employees and
employers (a combined tax rate of 4.3 percent, compared with
today’s 2.9 percent) would fund the program for the next 25
years. At the end of that time, rates would have to be
increased again. Unlike taxing benefits, this option places the
burden on younger workers, who will pay the higher tax for
the entire 25 years.

There is a wider range of options for reducing benefit pay-
ments, several of which would not require reducing covered ser-
vices. The eligibility age could be increased to 67, in the same
manner as is already scheduled for Social Security. This would
eliminate a small amount of the deficit. Increasing the age to 70
would eliminate a significant portion of the shortfall.55 It could
also lead to precipitous declines in employer-provided retiree
health insurance. To accommodate those who retired before the
higher eligibility age, either out of necessity or desire, Medicare
buy-ins could be permitted beginning at a set age.

Beneficiaries could be asked to pay a greater portion of the
cost by increasing their deductibles. However, under current
law, that would likely raise the cost of Medigap policies, which
would pick up the extra deductibles and co-payments. As a
result, this would have little impact on utilization for the over
80 percent of Medicare eligibles with Medigap coverage.

Congress could continue to reduce payment rates to
providers, as has been done in the past. These would have to be
carefully structured to ensure that providers could not largely
avoid the reduction through unbundling of services and other
practices that have limited the effectiveness of such changes in
the past. Permitting hospital reimbursement to grow at only 1
percent a year (less than inflation) for the next 25 years would
be sufficient to keep the HI program solvent for that period.56

Such a change would probably be consistent with the practices
of other payers, who are using their market power to reduce
their hospital reimbursements. However, unlike other payers,
the government might be accused of forcing lower-quality care
on the Medicare population.

There is also the possibility of cutting back some covered
services. This could solve a significant part of the cost problem,
if services of a long-term-care nature and SMI payments for
durable medical equipment were reduced. However, in elimi-
nating covered services, as well as in making other types of
changes, it is important to consider the effect on other sources
of payment. In the case of long-term-care services, eliminating



A M E R I C A N A C A D E M Y o f A C T U A R I E S

that portion now covered under Medicare could ultimately con-
stitute little more than a cost shift from one government pro-
gram to another, in this case from Medicare to the Medicaid
program, which already pays a much larger share of these costs.

Increasing recoveries from other insurance (employer-
sponsored insurance, auto liability insurance, and workers
compensation) would also help, as would expansion of the cir-
cumstances under which Medicare is considered the secondary
payer. As in other areas, caution would be required. Were
employer-sponsored retiree health insurance made a primary
payer, employers could merely eliminate it. This was not the
case when employers were made the primary payers for
Medicare-eligible active workers. Unlike retirees, active work-
ers are protected under the Age Discrimination in
Employment Act (ADEA).

An avenue that is already being considered but could be
explored further is managed care alternatives. Properly
designed, these programs can reduce utilization by eliminating
unnecessary care and encouraging efficient service delivery.
Such programs need to be competitive, and must take advan-
tage of market incentives for minimizing cost while monitor-
ing quality of care.

With the 1997 addition of Medicare Part C (Medicare+
Choice), Congress took a major step toward increasing managed
care options. Experience over the next three years should add
greatly to the information needed to evaluate the probable suc-
cess of managed care programs in reducing the growth in
Medicare costs. Congress will also have to determine whether
Medicare Part C will require major modification to operate
effectively or only minor refinement through more effective risk
adjustment and other mechanisms for controlling adverse selec-
tion and encouraging greater private-sector competition. Along
with evaluating the 1997 restructuring, Congress should contin-
ue its consideration of a voucher-type approach and the use of
medical savings account-type plans.

As with Social Security, eligibility for Medicare could also
be means-tested. This would be similar to taxing the average
value of benefits but could be targeted at particular groups
somewhat more precisely than a tax.

Encouraging Employer-Sponsored Pensions
Employer-sponsored pension plans are the most effective way to
save privately for retirement. If retirees had more income from
private pensions, they would not have to rely as heavily on
Social Security. They could thus absorb reductions in Social
Security benefits and, perhaps, some increases in health care
costs as well. To accomplish this, it is necessary first to ensure
that every worker who would like to save for retirement can do
so on a tax-favored basis. Second, it is necessary to create an
environment that is not burdened by overcomplex regulation.
Third, it is necessary to retain retirement savings for retirement.

The first and foremost option to encourage the creation of
private pension plans is to reduce the complexity of regula-
tions. This means that Congress should consider very carefully
the imposition of any new regulation and, when changes are
made, employers should be given as much time as possible to
adjust. Imposing new requirements, or revising existing ones,

should also involve as little disruption of plans as possible, even
if this means permitting old practices to  continue along with
the new ones for quite extensive periods. Another approach,
which might prove fruitful, is for Congress to provide plans
that adopt certain provisions with relief from particular costly
or complex regulatory requirements. This would encourage
plans to adopt provisions Congress considers desirable by
offering them a reward in the form of some other regulatory
relief. For example, in exchange for a plan offering shorter
vesting, partial indexing, or enhanced portability, Congress
could permit less costly methods of discrimination testing.

However Congress chooses to proceed, new regulations
should move in the direction of simplification and greater
flexibility. In cases where complexity results from the regula-
tions, rather than the law per se, Congress should advise the
relevant agencies to reconsider their regulatory approaches.

Among existing regulations, those that require elaborate
tests to ensure that plans do not discriminate in favor of more
highly compensated workers are most in need of simplification.

Second, Congress should consider removing current
unnecessary restraints on defined benefit plan funding.
Impeding the level funding of these plans over workers’
careers may well result in freezing the benefits in many
defined benefit plans, or their termination altogether, near the
end of many baby boomers’ careers—exactly the time when
continued accruals will be most important.

To encourage coverage, Congress should permit greater
flexibility within prescribed simplified plans that are now
available to employers. For example, since turnover can be
high in smaller firms, allowing some flexibility through par-
ticipation and vesting requirements might give small employ-
ers a greater incentive to adopt simplified plans. In addition,
Congress should consider changes in the law to accommodate
hybrid plans that include features of both defined benefit and
defined contribution plans. These seem more in harmony
with the current preferences of both workers and employers.
Creation of a simplified defined benefit plan exempted from
most complex rules would also be an option.

The most direct way to encourage employers to adopt pen-
sion plans is to mandate them. Congress could consider
requiring all employers above a certain very small size to offer
their workers at least a contributory defined contribution
plan. Participation in the plan and minimum contributions
could be required for workers above some age and income
level. This would not only alleviate some of the pressure on
Social Security, but might be especially helpful to women.

More plans would mean more retirement savings, but to
the extent possible Congress should also encourage larger
individual contributions to plans. For upper-middle-and-
higher-income workers, this could be done by raising the
40l(k) contribution limit to some fixed percentage, say 50
percent, of the defined contribution plan limit. Another
option would be making simple plans with higher contribu-
tion limits available to smaller employers, as well as raising the
limits on the simpler, legislatively prescribed plans that already
exist. It would even be possible to permit workers, and employ-
ers, to vary their contributions. For example, when workers
receive large sums of money from, say, income tax returns, they
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might be permitted to immediately contribute these sums to
plans sponsored through their employers. Contribution limits
could also be varied by age to accommodate the greater savings
required at older ages to reach any given retirement income.
Making it easier to contribute to plans may well lead to greater
coverage, as workers in smaller firms press their employers to
establish simplified contributory plans for them.

Elected officials should also consider developing rules that
would retain for retirement more of the dollars contributed to
defined contribution plans in general, and 401(k)-type plans in
particular. To do this, it is not necessary to raise tax penalties to
confiscatory levels or to make withdrawals totally disallowed.
For example, the tax penalty for withdrawals from defined con-
tribution plans could be graduated, so that the more a worker
withdraws, the higher the penalty. Alternatively, preretirement
distributions could be limited to a specific dollar maximum, or
to a maximum percentage of the account balance. These
changes might also be combined with fewer restrictions on the
amounts workers can contribute to their plans.

Greater tax-deferred retirement savings will mean that
income tax revenues will fall in the short run. It is important
that Congress reconsider how it measures tax expenditures for
pension programs. Over time, many of these incentives will
pay for themselves through increased productivity, higher real
wages, and higher pensions that generate higher tax revenue.
It is important that policy makers not be short-sighted when
estimating the budget impacts of long-term savings programs.
Methodologies should be considered that would measure the
value of future tax flows and other benefits to the economy
when making decisions that affect short-term revenue.

The American Academy of Actuaries Pension Practice
Council has compiled a list of over 100 options for reducing
complexity in the tax code and encouraging coverage.

Increasing Opportunities 
for Personal Savings

Because Americans save only if there are convenient vehicles
that are widely marketed and subsidized, Congress needs to
explore options that fit this profile. The most obvious are
increased IRA opportunities. Already, banks and other finan-
cial institutions are aggressively marketing the recently enact-
ed Roth IRAs.

However, the changes made as part of the Taxpayer Relief
Act of 1997 are probably not nearly bold enough to add per-
ceptibly to personal savings. There is no increase in the
$2,000 limit on contributions, and pretax contributions
remain strictly limited. It is clear from experience that IRAs
are not likely to be used widely enough to increase savings
unless they have higher contribution limits and can be used
by all workers, regardless of other pension coverage. To be
most effective, the rules must be simple and apply generally.
To encourage greater savings among lower-middle-income
workers, tax credits might be considered in lieu of pretax con-
tributions. Also, greater restrictions could be placed on with-
drawals for mortgages, college, unemployment, and major
medical expenses. If the objective is to assist the baby boom

generation to prepare for retirement and to increase savings
and productivity, limitations on retirement savings with-
drawals should be stricter, not more lenient.

A significant asset of many retirees is their owner-occupied
homes. Targeted programs to assist groups that might other-
wise not be able to own a home could be considered as an ele-
ment in any comprehensive strategy for increasing retirement
savings. Initiatives in this area could increase savings and assist
these diverse groups by adding to their retirement assets.
Congress may want to at least consider increasing tax incen-
tives to financial institutions and to organizations that help
nontraditional homeowners purchase homes.

Moreover, since home ownership is such a substantial part
of many families’ assets, policy initiatives that contribute to
making housing equity accessible to retirees are well worth
exploring. Since 1987, taxpayers over 55 have had some tax-
free access to the capital gains portion of their home equity.
Those over age 55 were entitled to a one-time exclusion of up
to $125,000 of capital gains on the sale of an owner-occupied
house. The Taxpayer Relief Act of 1997 liberalized this provi-
sion. Under the revised law, homeowners of any age can
exclude from taxable income up to $250,000 for a single indi-
vidual and $500,000 for a married couple in capital gains from
the sale of a principal residence. Moreover, unlike under the
old rules, the capital gains exclusion is available not just once
in a lifetime, but once every two years.

A second way of gaining access to the savings invested in
one’s  home is through a home equity loan. Although these
have become popular, they may not be a very suitable way for
retirees to gain access to the portion of their savings invested
in their home. Lenders often impose monthly payment-to-
income ratios on these loans and may be reluctant to make
these types of loans to retirees for other reasons as well.
Moreover, retirees are not really seeking a loan. At their stage
in life, they want to permanently withdraw the equity for other
forms of consumption.

Yet a third way to access home equity is through reverse
mortgages. These mortgages pay a monthly sum or set up an
open line of credit to the homeowner in return for the bank’s
taking possession of the property when the owners die. Lenders
in 43 states provide FHA-insured reverse mortgages.57 It is not
clear how popular this type of loan will become. Lenders can-
not as a rule enforce proper maintenance of the property, and
the life expectancies of the borrowers may be difficult for a
lender to predict. The government might want to consider ways
to encourage reverse mortgages. Perhaps this could be done
through insurance arrangements, since repayment is in the form
of property whose date of possession for the lender/insurer is
uncertain due to mortality risk. Encouraging reverse mortgages
could add substantially to the cash income of many of the elder-
ly, and might be especially helpful to widows.

Finally, broader changes to the tax code that discourage
current consumption could be considered. Congress has
recently begun to review consumption, flat wage, and value-
added tax proposals that would tax consumption rather than
savings. While such fundamental change may not be feasible
or wise, portions of the proposals might be brought into play
to encourage greater savings.



Summary and Conclusions

T here are three fundamental misconceptions in the
debate over reforms to ensure Americans that a
secure retirement is plausible. First, the discussion
too often focuses solely on the impact of the baby

boom generation. It is not the baby boom generation alone
that is at the heart of the economic quandary. Even more
important is longevity, the ramifications of which will continue
beyond the baby boom. Americans are living longer and stay-
ing healthier. Since few seem willing to postpone their retire-
ment much beyond 65, these life expectancies, which only
increase with each medical advance, mean that Americans need
more retirement assets than expected even 20 years ago.

The second misconception is that reform can proceed, as it
traditionally has, by adjusting each  program on an ad hoc
basis as each has problems. The time has come when fixing
one program, while ignoring the impacts on other public and
private programs, no longer seems reasonable. Decreasing
benefits under Medicare may often do little more than shift
costs to the private insurance of the elderly and, in the
process, may even increase, rather than reduce, overall costs.
Switching from income-based taxation to consumption taxes
will encourage greater individual saving. However, if employ-
er-sponsored pensions disappear, there may actually be less
total savings for retirement. Even small changes in Social
Security, Medicare, pension policy, or savings-related tax poli-
cy must be carefully examined for unintended impacts on the
other components of our retirement security systems.

The third misconception is that any major crisis is far in
the future and things could change before a crisis occurs. In
less than 14 years, payroll taxes are not expected to cover the
full cost of Social Security benefits, and repaying the federal
debt the program holds will become an increasing fiscal
drain. Meanwhile, Medicare remains in a state of financial
crisis in spite of recent legislation to defer actual bankruptcy
for a few additional years. Things may change, but not nearly
enough or quickly enough to avoid major government action.

The Fundamental Issue 
and Its Underpinnings

Simply stated, the issue facing our nation is that significant
economic and demographic changes require that major
changes be made in our retirement income policies.

The demographic underpinnings of the problem are, by
now, well known. In 10 years, the retirement of the first wave
of baby boomers will usher in the beginning of a demograph-
ic shift that will shape our nation’s future over the next half
century. The baby boom will become the elder boom.

The baby boom generation is more than 50 percent larger
than the retired generation it now supports. By contrast, the
generations that will bear the burden of supporting the baby
boomers will be relatively smaller. Whereas there are nearly five
working-age people to support each American over age 65
today, there will be fewer than three by 2029, when the last baby

boomer turns 65. As the baby boom moves through retirement,
the situation will not improve. Because of improvement in
longevity, the financial burden is likely to worsen.

Social Security and Medicare

The combination of the aging of the population and increas-
ing life expectancies will profoundly affect the financing of
major public programs designed to support the aged.

In 2008, the first baby boomers will turn 62, and four years
later Social Security outlays are expected to exceed tax collec-
tions. Interest payments from general revenues, or issuance of
new government debt, can protect the Social Security trust
funds until about 2018. Thereafter, the trust funds will begin
to decline. By 2029, the year the last baby boomer turns 65,
the OASDI trust funds are projected to be exhausted, and cur-
rently legislated taxes will be sufficient to pay only 75 percent
of promised benefits. To keep the system solvent at that point,
benefits would need to be reduced 25 percent, payroll taxes
would need to be raised 33 percent, or some combination of
benefit reductions and tax increases would be required.
Consistent with improvements in longevity, the situation will
worsen, though at a slower rate, after the entire baby boom
generation has reached 65.

Even more drastic challenges face Medicare. Under current
provisions, the Medicare Hospital Insurance (HI) Trust Fund is
projected to be exhausted by 2011, the same year the first baby
boomers will meet the age-65 eligibility requirement. Had
Congress not changed the provisions in 1997, the fund was pro-
jected to become insolvent just three years from now, in 2001.

Although the 1997 legislation postponed an immediate
crisis, it did not address the program’s longer-term problems.
In fact, a part of the “solution” was to transfer benefits cur-
rently paid by the HI part of Medicare, which is financed
through payroll taxes, to the Supplementary Medical
Insurance (SMI) part of the program, which receives 25 per-
cent of its financing from beneficiary premiums and 75 per-
cent through general tax revenues.

Medicare expenditures, being driven by escalating health care
costs as well as demographics, will increase even more rapidly
than Social Security costs. In 1996, HI disbursements equaled
1.38 percent of payroll. The $70 billion in SMI disbursements,
though not paid through payroll taxes, represented 1.90 percent
of payroll. In 2030, when the last of the baby boom will have
reached age 65, HI costs are estimated to rise nearly sixfold, to
8.3 percent of payroll. Combined HI and SMI costs   would
then represent 14.5 percent of taxable payroll, a far cry from
today’s 3.28 percent. Adding in projected Social Security costs
would bring the total cost to 32.3 percent of payroll.

In the short run, medical prices outpacing general inflation
is the problem. But, even after medical inflation is brought
under control, the increasing number of elderly will continue
to drive up Medicare costs. Even if older people stay healthier
longer, there will be many more of them, and the fastest-
growing age groups will be the oldest ones.
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Without severe cutbacks in benefits or major infusions of
new tax revenue, the federal government will need to devote
its entire budget to financing Social Security and Medicare.
While that is unthinkable, the numbers illustrate the serious-
ness of the problem. Unless policy changes are made now
that address the long-term increasing costs of Social Security
and Medicare, these programs will be increasingly unafford-
able by the end of the next decade.

Reliance on Public Programs

Scaling back public programs has serious implications for
Americans at all income levels, but especially for the middle-
and lower-income groups. Two-thirds of the aged rely on
Social Security for half or more of their income, and nearly
one-third count on Social Security for 90 percent of their
income. In the area of health insurance, Medicare is also
paramount.

Workers, including the baby boom, are aware of the prob-
lems confronting our major public programs. For example,
in 1996, only 10 percent said that they expected Social
Security to be their most important source of retirement
income. Over 50 percent expect employer-sponsored pension
plans to be their most important source of retirement
income. Eighty percent understand that Social Security will
provide relatively lower benefits in the future than today.

Workers are also optimistic about their retirement. About
90 percent want to retire at or before age 65. Seventy percent
expect to be able to live comfortably, and two-thirds or more
are at least fairly confident that they will be able to live where
they want and have enough money for medical expenses and
leisure activities. Yet two-thirds have not figured out how
much money they may need to retire, and more than four out
of ten do not save regularly for retirement.

Realistically, what are the prospects when viewed against
current trends in private programs?  Can the private resources
currently available to workers fill the gaps in retirement
income that are likely to develop as part of the fiscal realign-
ment of public programs?  

Private Pension Plans and Personal Savings

Current trends show that private pensions will help but will
fall far short of replacing potential reductions in Social
Security and Medicare benefits. Although nearly half of
American workers are covered by private pensions, this per-
centage is not expected to increase. Traditional defined benefit
pension plans, which provide comprehensive coverage but
typically replace no more than a third of preretirement
income, are becoming an increasingly smaller portion of pri-
vate pension plans. Defined contribution pension plans,
which usually provide lower employer contributions (and
thus lower employer-provided benefits), now account for
about half the coverage under private pension plans. As the
system continues to mature under ERISA, private pension
benefits are expected to become much more common among
the baby boom generation, growing from 30 percent for cur-

rent retirees to over 80 percent when the younger baby
boomers retire. However, real benefit levels are not expected
to increase, so many retirees will receive only small benefits.

Personal savings, if they continue at current rates, are unlikely
to compensate for even moderate reductions in benefits from
public programs. One recent study indicated that in 1989, those
in the baby boom generation had accumulated greater real
wealth and had higher real incomes than their parents at similar
ages. But, higher real incomes translate into greater retirement
income needs and higher expectations later. The important
question is: Given the baby boom’s higher living standards now
and expectations for higher living standards in retirement, is the
difference in saving enough?   In all likelihood, the difference is
not enough to compensate for potential cutbacks in public pro-
grams. The personal savings rate has not recovered since it
began dropping in 1985. In each successive five-year period, the
rate has been lower, and the trend appears to be continuing. In
1997, the personal savings rate decline again, suggesting that
during the last half of the 1990s the personal savings rate will
sink to yet another post-World War II low.

Trends Do Not Favor the Baby Boom
Generation

The baby boom generation will also not experience the favor-
able trends that helped their parents. In fact, most of these
trends are already being reversed or likely will be.

Baby boomers will not see the rapid increases in real Social
Security benefits their parents experienced. Medicare will
likely be paying a lower share of health care expenses, perhaps
substantially lower. Companies are unlikely to be enriching
their pension programs in a competitive global environment.
And, finally, the baby boom generation is unlikely to benefit
from historically high rates of return as it approaches retire-
ment. In fact, demographics could drive down house values
and may reduce real rates of return on other assets.

Even the relatively large pool of potential inheritance
money—estimated by one study to total $10.4 trillion—will
not do much to alleviate the baby boomers’ retirement prob-
lem. The inheritances will occur over a period of 40 years or
more, so that any remaining wealth transferred to the baby
boomers may not reach them until they are well into retire-
ment themselves. Furthermore, inheritance wealth will be
concentrated among the offspring of parents in the top 10
percent of the income distribution. While this will be an
important source of retirement income for some, it will not
change the broad picture.

Assessing the Need for Saving Through
Private Programs

How much of their preretirement income baby boomers will
have to replace through pensions and personal savings will be
almost impossible to predict until it is known to what extent
public programs will be scaled back. However, future genera-
tions, except at the lowest income levels, could need to replace
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at least 20 percent more of their incomes than current retirees
have had to replace. Moreover, since Social Security and
Medicare benefits are indexed for inflation, any reduction in
those benefits will require an even greater level of savings to
protect against inflation. Finally, in the health area workers
are likely to face much higher private-sector costs through
higher premiums for comparable coverage, increased
deductibles and co-payments, and reduced subsidization by
employers and the government. Costs for private Medigap
insurance will be driven up by Medicare reductions, and those
employers that currently offer health insurance to their
retirees are likely to continue cutting these programs or
requiring greater contributions from the retiree group.

The savings rates required to achieve these savings levels can
be substantial, even if tax-favored savings vehicles, such as
employer-sponsored pension plans, are used. The amount a
worker would need to save to last through a retirement begin-
ning at age 65 depends upon when the worker begins saving
and the rate of return. At current rates of return, if a worker
began saving 20 years before retirement, then 13 percent of
wages would need to be saved each year to have enough to
replace 20 percent of final earnings, indexed for inflation at 3.5
percent a year. If the worker deferred beginning saving until 10
years before retirement, the percentage would increase to 29
percent. In 1997, the “average” baby boomer is age 40 to 45,
so the extra amounts needed to be saved must be started now.
Unfortunately, there is no evidence that this is taking place.

This example can be translated into dollars. A worker earn-
ing $40,000 at final salary (about 60 percent of the Social
Security maximum taxable wage) would have to replace about
72 percent ($28,000) of his income at retirement to maintain
his preretirement standard of living. If the worker wanted to
save 20 percent of this amount through an employer pension
plan and began saving at age 45, he would have to save 8.9 per-
cent of pay ($3,571 in the first year) to have enough in a tax-
sheltered pension program to provide $5,760 a year (about
$480 a month) at retirement. The $5,760 was calculated to
include a 3.5 percent annual increase to help keep pace with
inflation. If the worker began saving 10 years earlier, at age 35,
he would  have to save only 5.0 percent of pay ($2,016 in the
first year) to have $5,760 a year at retirement. Clearly, saving at
younger ages is desirable, and delaying saving until after one is
20 years from retirement is very expensive. At age 50, the
worker would have to save 13.1 percent of pay ($5,242 a year)
to provide the $5,760 annuity for himself and his spouse.

Urgency of the Need for Action   
As the above examples indicate, many in the baby boom gen-
eration have already reached an age where it would be diffi-
cult to substantially increase their potential retirement
income from private sources. And, if those who follow the
baby boom are to provide more for their retirement, they too
will need to begin saving soon.

Although the situation is urgent, it is far from hopeless if
action is taken now. The task force has enumerated a long list
of options and potential approaches for addressing the cur-
rent imbalance in public programs and the shortcomings of

private ones. The need to select among these options is
urgent because many of the most attractive ones are long
term in nature. If not acted upon soon, they will become too
costly or less feasible for other reasons.

One reason for long lead times is that it takes many years
to substantially increase accumulations of private funds and
personal assets. If public programs are to be rebalanced by
reducing benefits, as well as increasing funding, it is only fair
that workers and their families have a long time to adjust
their private asset levels to compensate for the decrease. To
encourage higher rates of private savings, then, action should
taken soon so that the baby boom generation will have a bet-
ter idea of what to expect from Social Security and Medicare.
Even if the baby boom and generation X ignore this informa-
tion or do not respond quickly, their employers may, for
instance, give workers additional opportunities to save
through existing or new pension arrangements.

The second reason that long lead times are required is that,
without long phase-ins, many reforms would create large dif-
ferences in benefits between successive generations of retirees.
This was the case for the “notch baby” problem caused by the
1977 Social Security amendments. It would also be  the case
for initiatives like substantially raising the eligibility age for full
benefits or switching from an unfunded to a funded system.

If reforms are not made well in advance, the only avenue
open will be legislation that focuses on cash-flow fixes that
increase funding or reduce benefits quickly, like increasing tax
rates or cutting back cost-of-living adjustments. The 1997
Medicare revisions are a good example of legislation that focus-
es on cash-flow fixes rather than long-term structural reform.

Increasing Financial Literacy 
As part of bringing public programs into fiscal balance and
encouraging expansion of private savings options, the task
force believes the government should consider placing greater
emphasis on public education about retirement-related issues.
Tax policy, the traditional tool for influencing private savings,
may not by itself be sufficient to address current low savings
rates. To be fully effective, tax policy may need to be coupled
with educational campaigns on how savings translate into
retirement income. Tragically, even though many Americans
expect less from public programs in the future, far fewer
understand the level of assets needed to support a given
retirement income, how much must be saved to achieve that
level, and how to factor investment return and time into asset
accumulation. Congress’s recent enactment of the Savings
Are Vital to Everyone’s Retirement (SAVER) Act is a welcome
development, but much more may be needed to improve the
financial literacy of American families.

Improving the Policy-Making
Environment
In the course of its research, the task force noted three
changes that might possibly expedite policy making in the
area of retirement income policy.
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First, policy makers should consider requiring better and
more complete information for their own deliberations. The
policy makers might benefit significantly if the government
developed a coordinated research and modeling effort to study
and track retirement income trends, as well as to project future
ones. For example, there is nothing comparable to the Social
Security and Medicare trustees’ reports for either private or
public pensions. Should Congress request such a report today,
important elements of the necessary data would be lacking.

Second, Congress should consider adopting a consistent
basis for evaluating proposals related to retirement income.
For Social Security, all proposals should be subject to tests of
basic actuarial viability. These could include determining
whether 75-year actuarial balance is restored, whether the
trust funds are positive at all points in time, and whether the
funds remain stable over the last several years of the projec-
tion. In addition, to help the public and policy makers
understand individual impacts, there should be  standardized
illustrations of replacement rate and “money’s worth” analysis
at different income levels and perhaps by type of family unit
(single individual, married couple, etc.). Consistent analyses
of this type could add clarity to the debate and contribute to
everyone’s understanding.

Congress should also consider adopting guidelines for
evaluating regulatory changes. The American Academy of
Actuaries has developed a set of guidelines for Congress to
consider in evaluating changes to ERISA and related tax pro-
visions (Appendix A). The guidelines include eight criteria
that the Academy uses to evaluate legislative and regulatory

proposals in the pension arena. The guidelines, which are
simple in nature, vary from whether a change would encour-
age growth in both defined benefit and defined contribution
plans, to whether it is based on sound actuarial principles.

Third, Congress and the executive branch should reexam-
ine how tax expenditures are calculated as they apply to pen-
sions. Under current budget rules, changes to the tax code
and rules governing other private and public programs are
“scored.” The Congressional Budget Office calculates proba-
ble changes in revenue that would result from any changes in
rules governing public or private programs. However, the rev-
enue changes are calculated over a budget cycle of five to, at
most, ten years. Changes further into the future are not con-
sidered. Calculating revenue gains and losses over such a
short time frame for pensions—which take decades to fund
and from which income will be received for a decade or
more—makes little fiscal sense. The fundamental fault of
such an accounting system was strikingly demonstrated dur-
ing the 1997 round of proposed Medicare changes. The
changes would have reduced the cost of the program within
the current budget cycle, but shortly thereafter would have
caused costs to increase much more than would otherwise
have been the case. The same situation is likely to happen
repeatedly for pensions unless Congress takes a longer view of
its taxation policies. At best, the current system of calculating
so-called tax expenditures is incompatible with a private pen-
sion system. At worst, Congress may unintentionally reduce
support for private retirement plans in the future and pass on
greater tax burdens to future workers.



Appendix A

Criteria for Retirement Plan 
Legislation and Regulation

Retirement Plans:

Encourage Savings

Allow older workers to retire with economic security, thus
providing job opportunities for younger workers

Reduce dependency on Social Security and welfare programs

The following guidelines will help create a favorable environ-
ment for the establishment and growth of retirement plans:

• Pension legislation should encourage the formation and
growth of both defined benefit  and defined contribution
plans. Additionally, neither plan should be placed at a disad-
vantage to the other.
•Pension legislation should be developed in the context of a
national retirement income policy, including Social Security.

• Changes in pension law should be made as infrequently as
possible: When such changes are necessary but would impose
additional burdens on plan sponsors, their effective dates
should be optional until a suitable period after pertinent regu-
lations have been issued.

• Pension funding rules should be structured to provide ben-
efit security, including security for benefit levels that can rea-
sonably be anticipated within the plan’s current benefit struc-
ture (e.g., cost-of-living adjustments to IRC §415 benefit lim-
its and collective bargaining agreement increases). In addi-
tion, the rules should be sufficiently flexible so as to create
predictable, stable contribution requirements.

• Regulations should not impose requirements beyond those
anticipated by law, and they should be formulated to allow
the greatest possible flexibility and administrative simplicity
consistent with the law.

• Pension legislation or regulations designed to restrict per-
ceived abuses should be carefully evaluated on a cost-benefit
basis:

These restrictions should be applicable only to situations
where abuse is likely to occur or has occurred.

If additional information is required by law or regulation,
it should be required only in situations where abuse is likely
to occur or has occurred.

• The principles supporting any federal pension program or
agency should be based on sound actuarial principles.
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