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Executive Summary 
 


The U.S. society is aging.  The nature of work is changing from work 
that requires physical strength to work based on knowledge.  As a result, 
workers are beginning to phase into retirement rather than going directly 
from full-time work to full retirement.  From a retirement income perspective, 
many final average pay defined-benefit plans have features that make phased 
retirement difficult at best and detrimental at worst.  U.S. pension law and 
regulations present barriers to phased retirement if the phased retiree wants 
to receive a portion of available pension benefits during phased retirement. 
 


This paper discusses the reasons for the trend toward phased 
retirement and looks at the legal and actuarial aspects of phased retirement as 
they apply to a simple defined-benefit plan.  The calculation of final average 
pay is critical to the impact of phased retirement on the ultimate pension 
benefit.  The plan’s early retirement reduction and late retirement increase can 
be set to maintain actuarial equity throughout phased retirement, and this 
paper demonstrates one way of achieving this equity.   
 


Phased retirement can impact participant and spousal protections.  
This paper discusses some of those impacts and suggests possible safeguards. 
 


The tables in the Appendix show various retirement patterns and their 
impact on retirement benefits.  They also show the impact of various final 
average pay definitions on the phased retiree’s retirement benefits. 
 
Introduction1 
 


As America ages, the workforce will need to change.  Because of the 
lower birth rates that followed the baby boom, the number of young workers 
declined by 14 percent in the 1990s, and there will be a shortage of talented 
young workers for decades to come.2  There were seven working-age persons 
for every elderly person in the United States in 1950, but that ratio will drop 


                                                 
1  The views expressed in this paper are those of the authors and do not necessarily 


reflect the views of their employers.  The authors wish to thank Gordon W. Clarke, 
Jr., for his assistance with and review of the tables included in this paper. 


2   Watson Wyatt, Demographics & Destiny: Winning the War for Talent, 1999. 
Summary available at http://www.watsonwyatt.com. 
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to less than 3-to-1 by 2030.3  Consequently, employers will want to find ways 
to retain their productive older workers. 
 
 At the same time, since the repeal of mandatory retirement,4 so-called 
“phased,” or gradual, retirement has started to replace the traditional “cliff” 
retirement pattern that had older workers leaving the workforce suddenly 
and never coming back.5  Many older Americans are staying in or reentering 
the workforce, especially in part-time and contingent work situations.6  
According to a recent survey by Watson Wyatt, 16 percent of the companies 
surveyed now offer phased retirement programs.7  Also, according to one 
estimate, roughly one-third of older workers leave their long-held career jobs 
in favor of new jobs that serve as a bridge to full retirement.8  Another Watson 
Wyatt survey found phased retirement more prevalent at firms in which 
workers have an average age of 45 or higher.9   


  
Clearly, both employers and employees are interested in phased 


retirement.  Unfortunately, however, the U.S. pension system was not 
designed with an eye toward phased retirement.  Many companies face 
serious legal impediments to establishing an effective phased retirement 
program.  In 2000, one of the working groups of the ERISA Advisory Council 


                                                 
3   Committee for Economic Development "New Opportunities for Older Workers:  A 


Statement on National Policy by the Research and Policy Committee of the 
Committee for Economic Development,"  page 2, 1999. 


4  Mandatory retirement is still allowed for certain highly compensated employees. 
5   According to one definition, “Phased retirement is any arrangement that enables 


employees approaching normal retirement age to reduce their work hours and job 
responsibilities for the purpose of gradually easing into full retirement.” Id. 


6   Diane E. Herz, "Work After Early Retirement: An Increasing Trend Among Men,"  
Monthly Labor Review, page 14, 118, Number 4, April 1995; Robert L. Clark and Joseph 
F. Quinn, "Effects of Pensions on Labor Markets and Retirement," in the Brookings 
Institution Conference on ERISA After 25 Years: A Framework for Evaluating 
Pension Reform, Washington, D.C., 31, Sept. 17, 1999; Joseph F. Quinn, "Retirement 
Patterns and Bridge Jobs in the 1990s," EBRI Issue Brief Number 206 (Washington, 
DC: Employee Benefit Research Institute, February 1999); William J. Wiatrowski, 
"Changing Retirement Age:  Ups and Downs," Monthly Labor Review, April 2001 – 
available at http://stats.bls.gov/opub/mlr/2001/04/art1full.pdf. 


7   Watson Wyatt, supra note 2. 
8  Committee for Economic Development, supra note 3, at 9. 
9  Watson Wyatt, Demographics & Destiny: Winning the War for Talent, 1999. 


Summary available at http://www.watsonwyatt.com. 
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focused on phased retirement,10 and Representative Earl Pomeroy (D-ND) 
and Senator Charles Grassley (R-IA) introduced legislation that would change 
ERISA to permit employers to provide in-service distributions once an 
employee reaches age 59½ or 30 years of service.11 
 
More and more workers are using phased retirement as a way to ease into 
retirement rather than going from full-time work to full retirement.  This 
paper explores the impact of phased retirement on benefits provided by a 
traditional final average pay defined benefit pension plan.  The tables in the 
Appendix show the impact of phased retirement on benefit amounts under 
various payout patterns.  They compare common offsets for benefits paid 
against continued accruals with an actuarially neutral approach that avoids 
excessive offsets when only part of the benefit is being paid out during 
phased retirement.  This paper discusses some of the legal, administrative, 
and public policy concerns of phased retirement. 
 
What Is Phased Retirement? 


 
Phased retirement is generally used to refer to one of two situations: 


 
 A person is working part-time after retiring from a full-time career job.  


The part-time job is often unrelated to the career job and it is referred 
to as a “bridge” job. 


 
 A person works a reduced work schedule in the career job before full 


retirement from that job. 
 
This paper will focus on the second type of phased retirement described 
above. 
 
Why Is Phased Retirement Important to U.S. Retirement Policy? 
 


Phased retirement is not a new phenomenon.  It is expected to increase 
in importance for the economy as the large cohort of baby boomers begin to 


                                                 
10  Pension & Welfare Benefits Administration, U. S. Department of Labor, "Report of 


Working Group on Phased Retirement to the Advisory Council on Employee Welfare 
& Pension Benefit Plans," 2000 – available at 
http://www.dol.gov/dol/pwba/pubic/adcoun/phasedr1.htm. 


11   The Phased Retirement and Liberalization Act (S. 2853/H.R. 4837), 2000. 
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reach retirement age.  The baby boom generation is often defined as those 
born between 1946 and 1964.  The oldest baby boomers have already reached 
age 55 – a common age for early retirement eligibility in defined benefit plans.  
Those boomers will begin reaching age 65 in 2011.  With increased longevity 
and more healthy years, many baby boomers will have an active life well 
beyond age 65.  EBRI’s 2001 Retirement Confidence Survey found that 26 
percent of current retirees say they have worked either full-time or part-time 
since they retired.12 
 


Because our economy is more dependent on knowledge and less on 
manufacturing, physical strength of workers has become less important.  As a 
result, it is possible to remain highly productive even as physical strength 
declines.  Phased retirement provides a way for older workers to continue 
using their lifetime skills and knowledge while easing into full retirement.  It 
also allows employers to lose their skilled knowledge workers gradually 
rather than losing the talents all at once as with traditional cliff retirement.  It 
is expected that employers will want to retain experienced knowledge 
workers in part to help with the transition to younger, less experienced 
knowledge workers. 
 


The current U.S. pension system does not facilitate phased retirement, 
especially for defined benefit plans and for workers who want to begin 
phased retirement before the normal retirement age and receive benefits from 
the pension plan while still working.  Not all employees will have other 
sources of income, such as investment income, to supplement their earned 
income during phased retirement, so they will need access to at least a portion 
of their pension as they ease into full retirement.  Legislative and regulatory 
changes that will allow employers and workers to structure phased access to 
retirement benefits will be necessary if phased retirement is to become an 
attractive alternative to a significant segment of baby boomers.  
 
Actuarial Equity in Phased Retirement Payouts 
 


This discussion of actuarial equity begins with the premise that phased 
retirement should be beneficial to both the employer and the employee.  It 
benefits the employee by allowing him or her to design a phased retirement 
pattern.  As long as that phased retirement is beneficial to the employer, the 
employer can implement that retirement pattern for that specific employee.  
                                                 
12  Employee Benefit Research Institute, EBRI 2001 Retirement Surveys:  Retirement 


Confidence Survey (RCS), Minority RCS, and Small Employer Retirement Survey 
(SERS), EBRI Issue Brief Number 224, June 2001. 
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The employer can then negotiate a different, or perhaps similar, phased 
retirement pattern with another employee.  The employee enjoys freedom to 
design his or her transition from full-time work to full retirement.  The 
employer enjoys the productivity and talent of the employee during this 
transition time. 
 


Given the premise that phased retirement is beneficial to both the 
employer and the employee, the financial impact of whether the employee 
decides to supplement his or her phased retirement income with pension plan 
distributions should be actuarially neutral.  The employer is benefiting from 
the continued work of the phased retiree.13  Although the employer cannot be 
expected to subsidize the pension payouts during phased retirement, the 
employer should not expect to receive an actuarial benefit depending on 
whether or not the employee decides to receive some or all of the accrued 
pension benefits before full retirement. 
 


If a participant terminates under a pension plan and is eligible to begin 
receiving pension distributions at early retirement, normal retirement, or any 
time in between, the employer does not participate in the participant’s 
decision of when to begin pension payments.  Similarly, once the phased 
retirement pattern is negotiated, the employer should have no financial stake 
in the pension distributions.   
 


The tables in the Appendix, as described below, demonstrate one way 
of achieving actuarial neutrality in phased retirement payouts.  The key to 
this distribution neutrality is for the plan to make a full actuarial reduction for 
early retirement distributions, as well as a full actuarial increase for continued 
employment after normal retirement.14 
 
Actuarial Equity in Phased Retirement Benefit Calculations 
 


A traditional final average pay plan that averages, for example, the 
final five compensation amounts for determining benefits penalizes the 


                                                 
13  The employer and employee will presumably negotiate a compensation and 


employment arrangement that is mutually beneficial.  This aspect of equity in phased 
retirement is outside the scope of this paper. 


14  Actuarial assumptions must also be consistent to achieve this actuarial equity.  If a 
defined-benefit plan pays lump sums to phased retirees, this actuarial equity may not 
be possible because of mandated actuarial assumptions for lump-sum calculations.  
See Tables B-1, B-2, and B-3 for an illustration of actuarial equity in phased 
retirement payouts. 
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phased retiree for continuing to work, because part-time pay during phased 
retirement would be used in determining final average pay.  The result is final 
average pay that decreases from year to year as a year of full-time pay is 
dropped from the final five years and a year of part-time pay is added in its 
place.  Once the entire final average is based on part-time pay during phased 
retirement, the average will begin to increase because of salary increases in 
the rate of pay as a result of inflation, productivity, merit, and/or promotional 
increases.  However, that average will likely be much smaller than the 
average just before phased retirement. 
  


The definition of final average pay has a significant impact on the effect 
of phased retirement on the retirement benefits payable from a final average 
pay plan.  Table C in the Appendix shows several possible definitions of final 
average pay for a participant who is working 50 percent of a full-time 
schedule during phased retirement beginning at age 60.  The participant 
receives a 4 percent annual salary increase each year, including during phased 
retirement. 
 


Many plans use the approach that results in decreasing final average 
pay described above.  Under this approach, shown in the “Decreasing Final 
Average Pay” column of Table C, the plan might average the final five 
compensation amounts.  Even plans that average the high five of the last 10 
compensation amounts will have decreasing final average pay if the 
participant works a reduced schedule for more than five years and salary 
increases do not make up for the pay reduction as a result of the reduced 
work schedule.15   
 


Instead of having final average pay decrease during phased retirement, 
the plan could use the highest five consecutive compensation amounts 
throughout the entire service period.  The disadvantage to this approach is 
that the participant does not benefit from any increases in the rate of pay 
during phased retirement.  Because phased retirement should be structured to 
benefit both the employee and the employer, it seems unfair not to reflect pay 
increases in final average pay used to determine the benefit amount. 
 


To be sure the worker gets the benefit of pay rate increases during 
phased retirement, the plan could annualize pay during phased retirement 
years.  This approach is similar to the approach some plans use for 
participants who do not work a full-time schedule.  It is most common to 
                                                 
15  With today’s low inflation, it is unlikely that salary increases would compensate for 


the pay reduction from a 50 percent work schedule. 
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annualize pay when the participant receives a partial year of service when not 
working a full-time schedule. 16  This approach could be used for phased 
retirement.  If the plan credits a partial year of service for a year in which a 
participant works less than a threshold number of hours, a participant 
working part-time while phasing into retirement would receive a partial year 
of service.17  In order to avoid double prorating, the plan would then 
annualize compensation for that year. 
 


A plan could annualize pay during phased retirement and credit a full 
year of benefit accrual service at the same time.  However, this approach gives 
a disproportionate benefit accrual during phased retirement years by using a 
full year of benefit accrual service and pay annualized as if the participant 
received a full year of pay even though the participant is working part-time 
and phasing into retirement.  We have not used this overweighting in the 
tables in the Appendix. 
 


An alternative to using annualized pay during phased retirement in 
the calculation of final average pay would be to use a partial year in the 
divisor of the final average pay fraction.  For example, the first year the 
participant works 50 percent of a full-time schedule, the divisor would be 4.5 
and the pay amounts would be the four years just before phased retirement 
and the first year of phased retirement (not annualized).  As  Table C shows, 
this alternative is very close to the alternative that annualizes final average 
compensation.  To avoid an overweighting of the phased retirement years 
(described above), the plan would need to credit a partial year of service 
during phased retirement rather than crediting a full year. 
 


In the tables in the Appendix, we have used the approach that 
annualizes pay and credits partial service during phased retirement.  This 
approach is allowed under current law.  The approach that uses a partial year 
in the divisor of final average pay for each phased retirement year produces 
very similar results, but it may violate some of the rules that apply to plans 
that coordinate benefits with Social Security (integrated plans).18 


                                                 
16  The authors have encountered plans sponsored by health-care industry employers 


using this approach. 
17  Some plans credit a full year of benefit accrual service for a year in which the 


participant earns 2,000 or more hours and credits a fraction of a year equal to hours 
worked divided by 2,000 for a year in which the participant works at least 1,000 
hours but fewer than 2,000 hours.  Many other service crediting options are available.  


18  The authors did not research the impact of integration rules on this alternative.  
Further study of this final average pay alternative should include this research. 
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Methodology Used in Payout Tables in Appendix 
 


The tables in the Appendix illustrate benefit amounts under a 
simplified phased retirement scenario and a simple final average pay plan.  
Complete documentation of the formulas used in the tables is provided in the 
Appendix to allow the reader to develop a spreadsheet model to study other 
plan and phased retirement designs. 
 


The benefit formula illustrated in the tables is one percent of Final 
Average Pay times Credited Service.  No service cap is used in the samples 
even though it is common for plans to use a service cap as explained below.  
The benefit is payable annually at the beginning of the year as a single life 
annuity. 
 


The participant in the example is hired at age 25 and begins phased 
retirement at age 60.  The plan’s normal retirement age is 65.  The participant 
fully retires at age 70.  During phased retirement, the participant works 50 
percent of a full-time schedule. 
 


It is not common for an employee to retire from the company at which 
he or she was hired at age 25.  A participant’s retirement decision will depend 
on the expected retirement income from all sources.  However, it is 
cumbersome to show retirement benefits from several employers.  This more 
common type of employment pattern does not provide the most 
straightforward illustration of various phased retirement designs on 
retirement plans.  We have, instead, chosen to use a career employee to 
simplify our example. 
 


The participant in the tables is assumed to earn $25,000 at age 25 and 
receive four percent annual pay increases until full retirement.  Final average 
pay is the average of the last five compensation amounts.  Pay is annualized 
as described elsewhere in this paper for Tables A-2, B-1, B-2, and B-3.  For 
comparison purposes, Table A-1 uses a common definition of final average 
pay in which the average decreases during phased retirement. 
 


Benefits commencing before normal retirement are reduced actuarially 
from normal retirement age (65).  Benefits commencing after normal 
retirement are increased actuarially for delayed retirement.  These actuarial  
adjustments are based on 6.15 percent interest and GATT mortality.19  
                                                 
19  GATT mortality is commonly used to determine lump-sum distributions under 


§417(e).  It is a male-female blended version of the GAM-83 mortality tables.  
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Discussion of Payout Tables in Appendix 
 


The cliff retirement table shows a common retirement pattern of going 
directly from full-time work to full-time retirement.  The participant in this 
table works full-time until age 70 and then fully retires and begins receiving 
$70,763 annually as a single life annuity. 
 


In Tables A-1, A-2, B-1, B-2, and B-3, the participant begins working 50 
percent of a full-time schedule at age 60 in order to phase into retirement.  The 
participant fully retires at age 70.  These tables differ in their treatment of final 
average pay and in the benefit payout pattern during phased retirement. 
 


Table A-1 shows a plan that averages the final five compensation 
amounts in order to determine benefits.  During phased retirement, final 
average compensation decreases each year until age 65, when the final 
average uses only pay during phased retirement.  Beginning at age 66, final 
average pay increases as a result of the annual pay increase.  The participant 
receives an annual pay increase in all prior years.  However, the pay increase 
did not prevent final average pay from decreasing because a year of full-time 
pay was dropped from the average and was replaced by a year of part-time 
pay.  The participant waits until fully retiring at age 70 to begin receiving 
benefit payments and then begins receiving $35,383 annually, about half of 
the benefit received by the cliff retiree. 
 


In contrast, Table A-2 annualizes pay during phased retirement and 
credits a partial year of service equal to the portion of a full-time schedule 
worked during phased retirement.  As in Table A-1, the participant does not 
receive any benefit payments until full retirement.  The impact of annualized 
pay is partially offset by crediting partial service during phased retirement.  
The rationale for this treatment is discussed in the section of this paper 
covering actuarial equity in the phased retirement benefit calculation.  The 
participant in Table A-2 receives $66,342 annually beginning at age 70 
compared to $35,383 received by the participant in Table A-1 – an 87 percent 
increase in benefit.  The comparison of Tables A-1 and A-2 shows the 
importance of annualizing pay during phased retirement in order to avoid 
penalizing the participant for phasing into retirement with a significantly 
reduced retirement benefit. 
 


At first glance, the relationship between the cliff retirement benefit and 
the benefit in Table A-2 seems inconsistent.  Because Table A-2 annualizes 
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pay, final average pay is the same in both tables.  By age 70, the cliff retiree 
has earned 45 years of service while the Table A-2 phased retiree has earned 
only 40 years of service.  Yet the age 70 benefit in Table A-2 is approximately 
94 percent of the cliff retirement benefit, not 89 percent like the credited 
service relationship.  The reason for this result is that the actuarial increase in 
the normal retirement benefit is more valuable than the additional benefit 
accruals after normal retirement.  As a result, the relationship of the age 70 
benefit payments is in proportion to the service relationship at age 65 (normal 
retirement age). 
 


Tables B-1, B-2, and B-3 use the same annualized pay and partial year 
of credited service as was used in Table A-2.  These tables show the impact on 
the ultimate benefit of various in-service distribution patterns.  The section in 
this paper discussing the basic legal considerations with phased retirement 
talks about whether these options are allowed under current law.  All three 
payout patterns are included as examples of alternatives participants could 
choose if the statute were changed to facilitate phased retirement.20 
 


In Table B-1, the participant begins receiving 50 percent of the age 60 
early retirement benefit ($9,842) at the beginning of phased retirement.  
Because only 50 percent of the early retirement benefit is being paid, the offset 
of benefits received against future benefit accruals is limited to 50 percent of 
the additional accruals.21  As a result, the participant continues earning 
additional accruals until full retirement at age 70.  Upon full retirement, the 
participant begins receiving $50,737 annually, and this benefit is payable as a 
single life annuity for the participant’s remaining lifetime.  In spite of the 
different payout pattern, the actuarial value at age 70 of the accumulated 
benefits received and the benefits to be received in the future is the same for 
Tables A-2, B-1, B-2, and B-3.22 
 


Table B-2 shows an alternative allowed under current law.  In this 
table, the participant begins receiving the full accrued benefit equal to $40,076 
at normal retirement while continuing to work 50 percent of a full-time 


                                                 
20  The authors do not suggest one payout pattern is better than another.  A phased 


retiree can select the best payout pattern based on total personal wealth. 
21  This offset for partial benefit payments is not required under current law.  As 


described elsewhere, current law does not facilitate payment of partial benefits.  
Current law also makes no effort to achieve actuarial equity when a participant 
receives in-service distributions. 


22  See section on actuarial equity in phased retirement payouts for more discussion of 
how these equal actuarial values were achieved. 
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schedule until full retirement at age 70.  Because the full accrued benefit is 
payable during phased retirement, the offset for benefits received applies to 
the entire accrued benefit.  As a result, the participant does not accrue any 
additional benefits from age 65 to age 70.23  As noted above, the value of the 
payouts in this alternative equals the value of the payouts in Tables B-1 and B-
3, in which the participant earns additional benefits during phased retirement 
after partial benefit payments begin. 
 


Table B-3 shows a payout pattern in which the participant begins 
receiving 50 percent of the age 65 accrued benefit beginning at age 65.  
Because only 50 percent of the age 65 accrued benefit is payable before full 
retirement, the offset for benefits received before full retirement applies only 
to 50 percent of the additional benefit accruals.  As a result, the participant 
receives $20,038 beginning at age 65 and then $53,209 annually beginning at 
age 70. 
 
Is Phased Retirement Good Public Policy? 
 


Workers currently have the option of easing into retirement without 
changing jobs.  However, we discuss below the pitfalls inherent in the current 
legal framework.  Is it good public policy to change the law to support phased 
retirement? 
 


On the one hand, one could argue that providing workers with more 
opportunity to manage the end of their career is good public policy.  Rather 
than forcing employees to change jobs in order to access their retirement 
benefits, employees would be able to continue their career job at a reduced 
schedule and receive a portion of their retirement benefits if the law is 
changed to make this option a realistic one. 
 


There is always a concern that employers will force out older workers.  
Does phased retirement increase the risk that older workers who are not 
ready to reduce their work schedule will be forced out?  There is nothing 
inherent in phased retirement that increases the opportunity for age 
                                                 
23  As an alternative, one might want workers in phased retirement to continue to earn 


additional benefit accruals even beyond the date on which they draw full retirement 
benefits.  One approach would be to increase the annual retirement benefit each year 
for work done after normal retirement age.  For example, the worker in Table B-2 
would see a small increase in the $40,076 benefit at age 66 and beyond to take into 
account additional accruals for work beyond age 65.  Alternatively, a single, larger 
adjustment might be made to the benefit to be paid once the worker fully retires at 
age 70. 
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discrimination.  In fact, phased retirement may offer workers who feel they 
are being pushed out an additional option of not fully retiring, but reducing 
their work schedule instead. 
 


If some of the current legal obstacles to a flexible phased retirement 
program, discussed below, were removed, phased retirement would have to 
be available on a nondiscriminatory basis.  With widely available phased 
retirement, employers would be faced with the issue of whether a phased 
retirement program is retaining the highly skilled and effective workers or the 
ones who are no longer effective.  Employers who offer early retirement 
incentive programs face the same type of problem.  The solution to this 
problem does not lie in the particulars of the retirement program; it lies in 
effective workforce management. 
 


We believe phased retirement is good public policy as long as the law 
is changed to facilitate phased retirement programs and protections are put in 
place to prevent abuse. 
 
Basic Legal Considerations With Phased Retirement 
 


There are many legal considerations that impact a phased retirement 
program.  We will discuss some of the major ones that affect defined-benefit 
plans.  These legal considerations impact three aspects of a phased retirement 
program:   
 


 Paying partial benefits before full retirement  
 


 Offsetting continuing benefit accruals by the value of in-service 
distributions  


 
 In-service distributions before the plan’s normal retirement age 


 
Paying Partial Benefits Before Full Retirement.  Although there is 


nothing specific in ERISA that prohibits defined-benefit plans from paying 
partial benefits, there are a number of obstacles that may make these benefits 
impractical.  For example, an employee taking phased retirement might want 
to receive 50 percent of his accrued benefit while working 50 percent of a full-
time work schedule.  ERISA and the Internal Revenue Code and related 
regulations refer to commencement of benefits, calculation of accrued 
benefits, spousal consent, etc., as they apply to the full pension.  The statute 
and related regulations do not discuss paying some portion of the benefit 
beginning at one date and then paying the full benefit at a later date.   
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One question is how the remaining portion of the accrued benefit would 


be increased during phased retirement after normal retirement.  If it were not 
actuarially increased, the participant would need to be given a suspension of 
benefits notice for the portion of the benefit for which payment is delayed.  If 
the benefit is actuarially increased, how will the increase be calculated?  
Would it apply to the full accrued benefit or only the portion not in pay 
status?  The examples in the Appendix show that the actuarial increase must 
apply to the entire accrued benefit in order to achieve actuarial equity as 
defined in this paper. 
 


Tables B-1, B-2, and B-3 show benefit payout patterns if benefits are 
received during phased retirement.  Normal retirement age under all three 
scenarios is age 65, and the participant works 50 percent of a full-time 
schedule beginning at age 60 and fully retires at age 70.  Table B-1 shows 
phased retirement with 50 percent of the accrued benefit payable from age 60 
through age 69 while the participant is working 50 percent of a full-time 
schedule and full retirement and full benefit payout at age 70.  Table B-2 
shows phased retirement with no in-service distributions before normal 
retirement age and 100 percent of the accrued benefit payable beginning at 
age 65.  Any increase in accrued benefit from ages 65 to 70 would be payable 
beginning at age 70, when the participant fully retires.  Table B-3 shows 
phased retirement with 50 percent of the age 65 accrued benefit payable from 
ages 65 to 70 and the full accrued benefit payable beginning at age 70.  In all 
three scenarios, the full accrued benefit has been increased for delayed (full) 
retirement.  The actuarial value of the benefits received is offset against the 
additional accruals.  
 


Offsetting Continued Accruals for Value of In-Service Distributions.  
ERISA and the Internal Revenue Code prohibit benefit accruals to be 
discontinued or the rate of benefit accrual to be reduced because of the 
attainment of any age.24  Proposed regulation §1.411(b)-2 pertains to 
continued benefit accruals beyond normal retirement age.   
 


The plan in Example 3 of §1.411(b)-2 pays out the normal retirement 
benefit beginning at the participant’s normal retirement age.  The example 
shows an acceptable method of offsetting continued benefit accruals against 
the value of benefits paid out.  The accumulated value of the benefits paid out 
is converted to the annuity that could be purchased with that accumulated 
value.  The annuity value of the cumulative in-service distributions is offset 
                                                 
24  IRC §411(b)(1)(H) and ERISA §204(b)(1)(H). 
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against the cumulative value of additional benefit accruals since normal 
retirement age.25 
 


The examples in Tables B-1, B-2, and B-3 in the Appendix offset for the 
value of benefits paid, but they compare the benefit accrual from the time 
benefit payments begin with the annuity that can be purchased with the 
cumulative value of benefits received rather than the year-by-year approach 
in the proposed regulations. 
 
The challenge for sponsors designing a balanced phased retirement program 
is how to offset for partial annuity distributions.  In Table B-1, 50 percent of 
the age 60 accrued benefit is paid from ages 60 to 69, and then the full accrued 
benefit is paid beginning with full retirement at age 70.  If the entire 
additional benefit accrual were offset by the annuity value of the benefits 
paid, it is likely that no further benefits would accrue after age 60.  The only 
increase in the benefit ultimately paid out at age 70 over the benefit payable at 
age 60 would be the elimination of the early retirement reduction that applies 
at age 60. 
 


In Table B-1, because only 50 percent of the age 60 accrued benefit is 
being paid out, the offset applies only to half of the additional benefit accrual.  
As a result, the participant continues accruing at least 50 percent of what 
would have been accrued if no distributions had been received.   
 


This approach achieves actuarial equity as shown by the comparison of 
the present value of past and future benefit payments at age 70 in the 
Summary Present Value Table in the Appendix.  If the plan uses a full 
actuarial reduction before normal retirement and a full actuarial increase after 
normal retirement, the plan does not experience an actuarial gain or loss as a 
result of any of the payout scenarios shown in the Appendix. 


                                                 
25  The proposed regulation applies the offset year by year.  It offsets the annuity value 


at age 66 of the benefit paid out from age 65 to age 66 against the benefit accrual from 
age 65 to age 66 to determine whether an accrual is required at age 66.  It offsets the 
annuity value at age 67 of the benefits paid out from age 65 to age 67 against the 
benefit accrual from age 65 to  67 to determine whether an additional benefit accrual 
is required at age 67.  This treatment is consistent with its requirement that the 
actuarial increase for delayed retirement be applied to the greater of the accrued 
benefit or the prior year’s delayed retirement benefit increased actuarially for an 
additional year of delayed retirement.  In practice, most plans ignore this year-by-
year increase requirement in the proposed regulations.  Instead, they compare the 
accrued benefit at age 68, for example, with the normal retirement benefit actuarially 
increased to age 68.  
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In-Service Distributions Before Normal Retirement Age.  A defined-


benefit plan cannot make in-service distributions before the plan’s normal 
retirement age.26  Many defined- benefit plans use age 65 as the normal 
retirement age, so employees who want to begin phased retirement before the 
plan’s normal retirement age are not able to use pension benefits to 
supplement earned income during phased retirement.  Two-thirds of the 
companies participating in the Watson Wyatt phased retirement survey favor 
eliminating the restrictions on paying in-service before normal retirement as a 
way to facilitate phased retirement.27 
 
Impact of Phased Retirement on Participant Protections 
 
One of the purposes of ERISA was to provide protection to participants.  
Some of the areas of protection will be impacted by phased retirement.   
 


Disclosure.  Disclosure of information about the plan and its benefits is 
one of ERISA’s participant protections.  Effective communication about the 
plan lets participants understand and take advantage of the benefits offered.  It 
may be difficult for participants to understand the impact of phased retirement 
on their ultimate pension benefits.  Plan sponsors could provide examples of 
the expected benefit with and without phased retirement, although there will 
be an associated administrative cost of this additional communication.  The 
more phased retirement choices available to participants, the more important it 
will be that participants understand the impact of various choices on their 
lifetime pension income.  It is important to disclose the impact, if any, of 
reduced pay and credited service on the ultimate retirement benefit.  The 
participant also needs to understand the impact of in-service distributions on 
the ultimate annuity amount.  Some mechanism for helping the participant 
assess the relative value of various options will help the participant make the 
best personal choice. 
 
The section below discussing the communication challenges of phased 
retirement offers some disclosure alternatives. 


                                                 
26  Treas. Reg. §1.401-1(b)(1)(i) states “[a] retirement plan within the meaning of section 


401(a) is a plan established and maintained by an employer primarily to provide 
systematically for the payment of . . . benefits to his employees . . . after retirement.”  
In PLR 8137048, the IRS applied this regulation and concluded that an employee may 
not receive a distribution from a pension plan before normal retirement while still an 
active employee. 


27  Watson Wyatt, supra note 2, at 3. 
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Vesting.28  Vesting protections will not be impacted by phased 


retirement.  Once a participant becomes vested, a reduced work schedule on 
account of phased retirement will not reduce the vesting status.  If the 
participant is not fully vested when phased retirement begins, the participant 
must work sufficient hours in enough plan years to earn additional years of 
vesting service to become vested in the pension benefit.  Participants who 
commence phased retirement before becoming fully vested – typically five 
years – are not the focus of protections discussed in this paper.29   
 


Benefit Accrual Rules.30  The benefit accrual rules look at the rate of 
benefit accrual throughout the full employment period.  Their basic purpose 
is to prevent backloading of benefits,31 and the demonstration of compliance 
of the benefit formula with the rules is typically based on a full-time 
employee.  As a result, a plan that allows phased retirement should not have 
problems satisfying one of the accrual rules.  Participants will continue 
earning benefit accrual service as long as they work the required number of 
hours, assuming the plan uses hours to credit service.32 
 


                                                 
28  I.R.C. §411(a); ERISA §203. 
29  Participants who begin phased retirement before becoming vested are more like 


those who change from their career job to a bridge job because these participants 
would not be counting on retirement benefits from their current job to sustain them 
during their ultimate retirement.  The accrual of benefits after a short job tenure is too 
small to realistically become the primary source of income during retirement.  For 
example, the pension benefit from the final short-tenure job would usually be much 
less than the Social Security benefit because the employee would have had a long 
tenure on another job or jobs. 


30  I.R.C. §4119b); ERISA §204. 
31  Backloading refers to benefit accruals that increase steeply either as service increases 


or after a certain number of years of service.  For example, a benefit formula 
providing 0.25 percent of average pay for each of the first 20 years of service and 2 
percent of pay for each of the next five years of service would be considered a back-
loaded formula.  After 25 years of service, 5 percent of average pay would have been 
earned during the first 20 years of employment, and 10 percent of average pay would 
have been earned during the final five years of employment.  This formula back-
loads the benefit accrual because it provides a much larger value for later years of 
service. 


32  Plans that use elapsed time for service credits will credit a full year of service for each 
full year during phased retirement.  Plans requiring a certain number of hours for a 
year of service may credit less than a year of service during phased retirement, 
depending on the hours actually worked. 
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Nondiscrimination Protection.33  The mechanical nondiscrimination 
rules can create problems for employers who try to accommodate employees 
who want to phase into retirement.  Under current law, a defined-benefit plan 
cannot make in-service distributions before normal retirement age.  If the 
employer considers lowering the normal retirement age to accommodate in-
service distributions, the plan must be able to pass nondiscrimination tests 
using that earlier normal retirement age.34   
 


The impact of phased retirement on final average pay, discussed in the 
Actuarial Equity in Phased Retirement Benefit Calculations section of this 
paper, will present a challenge for a sponsor who wants to facilitate phased 
retirement.  If the sponsor decides to annualize pay for those phasing into 
retirement, the pay definition may fail nondiscrimination tests if a 
disproportionate share of phased retirees are highly compensated employees. 
 


If phased retirees are the only participants who can receive certain 
payout options, such as partial benefit distributions, the sponsor must be 
careful that the effective availability of those options does not discriminate in 
favor of highly compensated employees.  The demographics of those actually 
taking phased retirement will determine whether these special payout options 
are discriminatory under current nondiscrimination rules. 
 


The 2000 ERISA Advisory Council’s Working Group on Phased 
Retirement recommended the following nondiscrimination test alternatives to 
the Secretary of Labor: 
 


 Permitting a facts and circumstances test for phased retirement 
provisions in a pension plan as an alternative to passing the mechanical 
nondiscrimination test.  


 
 Developing safe harbors and/or special rules addressed to phased 


retirement programs that accommodate their special characteristics.35 
 


                                                 
33  I.R.C. §401(a)(4). 


 
34  Of course, there are many other problems for traditional final average pay plans that 


use an early normal retirement age, such as much higher plan costs unless the benefit 
formula is modified. 


35  The Working Group Report on Phased Retirement, November 14, 2000, p.6. 
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Impact of Phased Retirement on Spousal Protections 
 


The primary areas of spousal protection are the following ERISA 
requirements:36 
 


 Spousal consent for certain forms of benefit payment  
 


 Amount of qualified surviving spouse annuity (QJSA)37 and qualified 
preretirement spousal death benefit (QPSA)  


 
Spousal Consent.  Spousal consent is  an effective protection only if the 


spouse understands the impact of waiving the QJSA.  This communication 
challenge is not unique to phased retirement.  If the participant works a 
reduced schedule during phased retirement, but he or she does not elect to 
receive any pension benefits before full retirement, spousal consent will not 
be affected by phased retirement.   
 


If the participant elects to receive benefits during phased retirement, 
spousal consent would be required if the benefit were not payable in the form 
of a QJSA when phased retirement benefits begin.  Upon full retirement, 
another spousal consent would be required for the additional benefit that will 
be payable.38  The requirement of multiple spousal consents may be confusing 
to the spouse, so the plan sponsor should try to ensure that the spouse 
understands that the initial consent  applies only to the initial partial benefit. 
 


Amount of QJSA and QPSA.  If a participant elects phased retirement in a 
final average pay plan and the final average pay decreases during phased 
retirement, the ultimate retirement benefit may be lower than if the 
participant continued working full-time.  Therefore, the QJSA as well as the 
QPSA will be lower as a result of lower annual pay during phased 
retirement.39   
                                                 
36  See, e.g., Jonathan Barry Forman, "Protecting Spousal Rights in Private Pensions," in 


Retirement Needs Framework, SOA Monograph M-RS00-1, 55-68 (Society of 
Actuaries, 2000). 


37  A qualified joint and surviving spouse annuity (QJSA), as defined in §417(b), is an 
annuity that pays the surviving spouse no less than 50 percent and no more than 100 
percent of the amount payable while the participant is living and receiving benefits.   


38  Treas. Reg. §1.401(a)-20, Q-9. 
39  See Actuarial Equity in Phased Retirement Benefit Calculations section of this paper 


for a discussion of various final average pay alternatives that could be used in 
phased retirement programs. 
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When the participant elects to begin receiving a lifetime distribution at an 


earlier age, the amount of the monthly benefit is smaller than if the benefit 
had begun at a later age.  As a result, the survivor benefit payable to the 
spouse under the QJSA payment method is smaller than if the participant had 
not retired as early. 
 


Although it is not reasonable to expect the spouse to have the right to 
consent to a reduced work schedule as part of phased retirement, there is an 
erosion of some of the spousal protections on account of phased retirement.  
Education about the impact of phased retirement on pension benefits could 
include segments geared to educating spouses about the effect of phased 
retirement on their portion of the pension benefit. 
 
Subsidized Early Retirement Benefits and Phased Retirement 
 


Subsidized early retirement benefits are benefits payable before normal 
retirement that are more valuable than the actuarial equivalent of the normal 
retirement benefit determined at the early retirement age.  Most traditional 
defined-benefit plans provide subsidized benefits to those who elect to 
commence benefits before normal retirement.40  Do these subsidized early 
retirement benefits make sense in a phased retirement world? 
 


Subsidized early retirement benefits provide an incentive to 
participants to retire before normal retirement.  If plans are not able to pay 
partial benefits during phased retirement, as is the case currently, participants 
must forfeit the early retirement subsidy in order to ease into retirement 
through phased retirement.  On the other hand, participants who do not want 
to give up the early retirement subsidy are forced to retire from their career 
job and take a bridge job. 
 


If it is good public policy to allow workers to delay retirement by 
facilitating phased retirement, is it also good public policy for pension plans 
to encourage early retirement at the same time?  These policies seem 


                                                 
40  A common early retirement reduction in a plan with age 65 as the normal retirement 


age reduces the benefit 20 percent at age 62, 33 percent at age 60, and 50 percent at 
age 55.  An actuarial reduction using six percent interest and GAM 94 mortality 
would reduce the benefit 25 percent, 37 percent, and 58 percent, respectively.  The 
common early retirement reduction provides benefits more valuable (with a lower 
reduction) than an actuarial reduction and is referred to as subsidized early 
retirement. 
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contradictory.  Making pension plans age-neutral by requiring a full actuarial 
reduction is one way to eliminate this contradiction.41  Requiring an actuarial 
increase for delayed retirement and not allowing suspension of benefits are 
other ways to ensure actuarial neutrality.  As mentioned earlier, Tables B-1, B-
2, and B-3 use a full actuarial reduction before normal retirement and a full 
actuarial increase after normal retirement, achieving actuarial neutrality.  
Regardless of the payout pattern selected by the participant, the present value 
of the benefits paid from the plan does not change. 
 


The Phased Retirement Liberalization Act, introduced by Congressman 
Earl Pomeroy and Senator Charles Grassley in 2000, would allow in-service 
distributions at the earlier of age 59½, 30 years of service, or normal 
retirement age.42  The bill would eliminate the ten percent additional income 
tax on premature distributions for anyone with 30 years of service who is 
receiving in-service distributions before age 59½.  The bill did not address 
paying partial benefits upon phased retirement. 
 
Early Retirement Windows and Phased Retirement 
 


Some employers offer an early retirement window as a means of 
reducing their workforce.  Early retirement windows provide some form of 
extra benefits as an incentive to participants to retire during a particular time 
period (the “window”).   
 


If the law and regulations are modified to facilitate phased retirement, 
early retirement windows take on a new aspect.  Can a plan require 
participants taking an early retirement window to  retire fully when the plan 
otherwise allows participants to receive early retirement benefits and 
continue working a reduced schedule?  Age discrimination rules will likely 
have an impact on how this conflict would be resolved. 


                                                 
41  Pension plans are considered age-neutral if nothing in the plan favors or 


disadvantages employees on account of age.  There are protections to prevent unfair 
age discrimination, but pension benefits before normal retirement seem to be 
excluded from that protection.  As a result, the plan can provide subsidized early 
retirement benefits that are most valuable at the earliest retirement age and become 
less valuable as the participant nears normal retirement.  An age-neutral benefit 
would have the same actuarial value regardless of the age at which the benefit 
begins.  Requiring a full actuarial reduction would require plans to either increase 
the value of benefits at later ages or reduce the value at earlier ages. See, e.g., 
Jonathan Barry Forman, "How Federal Pension Laws Influence Work and Retirement 
Decisions," TAX LAWYER PAGES 143-184, Volume 54, Number 1,  2000. 


42  The Phased Retirement and Liberalization Act (S. 2853/H.R. 4837), 2000. 
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Phased retirement might be an alternative to early retirement 


windows, depending on the extent of downsizing being targeted.  The 
employer may be able to realize sufficient payroll savings by having a larger 
number of participants take partial retirement without as large a window 
subsidy as would be required for employees to take full early retirement.  Of 
course, the law would have to allow in-service distributions for this approach 
to work. 
 


Early retirement windows present a significant opportunity to 
discriminate against older workers.  These programs are geared toward 
reducing the workforce, and they are generally  available only to older 
workers.  If phased retirement could be an alternative to a window program, 
it would replace a program that discriminates against older workers with one 
that gives older workers more choices for managing their retirement. 
 
Deferred Retirement Option Plans – DROPS 
 


Some public sector plans include DROPs – Deferred Retirement Option 
Plans – that allow workers to continue working and have retirement benefits 
deposited into a separate account that earns interest.  The participant receives 
the value of the DROP account upon full retirement, generally no more than 
five years after electing to have benefits deposited into the DROP.  DROPs are 
probably not available to private-sector employers though.43 
 


A DROP can be structured to apply once the participant has become 
eligible for unreduced benefits or to apply also to participants who are eligible 
for an early retirement subsidy.  If it applies to participants who are eligible 
for unreduced benefits, the DROP lets the participant take the unreduced 
benefit without having to retire.  DROPs would be attractive to participants 
who do not need retirement income as a supplement during phased 
retirement. 


 
If the DROP applies to participants eligible for subsidized early 


retirement benefits, it allows the participant to receive that subsidy without 
having to terminate employment.  The subsidized benefit is deposited in the 
DROP and earns interest until retirement.  At retirement, the subsidized early 
                                                 
43  The authors did not conduct a study of ERISA to determine whether DROPs would 


satisfy the ERISA requirements and, therefore, be available to private sector plans.  
This research would be a helpful addition to the information available on phased 
retirement options. 
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retirement benefit would be the monthly benefit payable to the participant.  
As long as the earnings on the DROP are sufficient to protect the value of the 
early retirement subsidy, the participant will end up with more valuable 
lifetime benefits because the participant will receive the value of the early 
retirement subsidy.  Even though the benefits paid out after retirement are 
reduced as if the participant had retired early, the value of the DROP will 
more than compensate for the cost of the early retirement reduction in the 
lifetime benefit. 
 


A more equitable alternative to DROPs is to have early retirement 
benefits reduced for the full actuarial reduction.  As a result, there is no 
economic incentive for retiring early. 
 
Administrative Issues Surrounding Phased Retirement 
 


There is an administrative cost to the employer of allowing participants 
to continue working while receiving retirement benefits.  Benefit calculations 
are more complicated because they are required at more than one time for 
each participant.  Actuarial fees and internal staff time will be higher in order 
to maintain data on phased retirees and to calculate their benefits.  Also, if the 
law is changed to permit paying a portion of the accrued benefit during 
phased retirement, the plan must specify exactly how the ultimate retirement 
benefit will be adjusted to reflect additional accruals and to reflect the value of 
benefits paid during phased retirement.  In the Appendix, we illustrate 
calculation alternatives during phased retirement. 
 
Communication Challenges Related to Phased Retirement 
 


Public policy is not well-served if workers enter into phased retirement 
thinking that they will continue to earn additional pension benefits, only to 
find out they have earned no additional benefits when they move into full 
retirement.  Safeguards are needed to protect workers.  The ideal protection 
would require additional benefit accruals if the worker is taking partial 
benefits during phased retirement, as illustrated in the Appendix.   
 


At a minimum, the protections should ensure that participants 
understand the impact of phased retirement on the ultimate retirement 
benefit.  For example, whether the participant continues to earn benefit 
accrual service may depend on whether the participant continues working at 
or above a certain threshold number of hours, for example, 1,000 hours. 
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Depending on how the plan defines final average pay, phased  
retirement can have a significant impact on final average pay used to calculate  
retirement benefits.  Various alternatives for calculating final average pay 
were discussed above and are shown in the documentation for Table C.  Any 
communication about phased retirement must help ensure that the 
participant understands the impact of phased retirement on the final average 
pay used in the plan and the impact of final average pay on the pension 
benefit. 
 


Additional communication material will be needed to explain phased 
retirement options.  The complexity of the communication materials depends 
on the flexibility of the phased retirement options available to participants.  
Because phased retirement is an individual arrangement, the communications 
will need to be tailored to each participant’s particular situation.  As 
mentioned above, it would be helpful if a section of the communication were 
geared to the spouse because spousal benefits will likely be impacted by 
phased retirement. 
 


The Economic Growth and Tax Relief Reconciliation Act of 2001 
(EGTRRA)44 enhanced the notice requirements for plans that reduce the rate 
of future benefit accruals.  Although these requirements will not apply to 
phased retirement, they provide useful guidance on protections that could 
apply in a plan that facilitates phased retirement.  Under the EGTRRA 
disclosure rules, the average participant should be able to understand the 
communication, and it must give the participant enough information to 
understand the impact of the provision on the participant. 
 


Software that allows participants to model their benefits under various 
phased retirement scenarios can be helpful for participants who are 
comfortable using these tools.  In other situations, the sponsor could use a 
workbook or a series of benefit exhibits to help participants understand the 
effect of phased retirement on their retirement benefits. 
 
Conclusion 
 


Phased retirement provides employees with important options for 
managing the end of their working career.  It provides employers with a way 
to retain valuable knowledge workers who no longer want to work full-time.  
It is important for U.S. pension law and regulations to be modified to facilitate 
phased retirement, but those changes should include safeguards to protect 
                                                 
44  Economic Growth and Tax Relief Reconciliation Act of 2001, Pub. L. No. 107-16, 115 


Stat. 38 (2001). 
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workers and spouses as they make decisions that will have a lifetime financial 
impact. 
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Abstract 
 


In October 2000 the U.S. Census Bureau announced that in 51% of married 
couples with children, both spouses were employed in 1998. This number is a 
significant increase from 33% in 1976. For married women, with or without 
children under age 18, the labor force participation rate has increased from 32% 
in 1960 to 62% in 1997.1 The Census Bureau predicts a continuing trend toward 
more working mothers, a trend that has serious implications for the retirement 
planning of married couples. 


 
Under current pension and Social Security laws in the United States, how 


should married couples exercise their distribution options from their employers’ 
pension plans? What are the optimum decisions for such couples regarding the 
timing of their Social Security benefit commencement? What are the important 
variables that govern these decisions? 
 


How can U.S. pension laws be changed to allow more flexibility for 
couples who need to coordinate benefits from both spouses’ retirement plans? 
How can the Social Security laws be changed to accommodate the retirement and 
survivor needs of two-worker couples? 
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Background 
 


U.S. pension laws have many requirements intended to protect the 
worker’s spouse, both during and after employment, and after the worker’s 
death. These laws are premised on the assumption that the spouse lacks any 
significant earnings or retirement benefits of their own. In most qualified 
retirement plans, these protections can be waived by the participant, but only 
with the informed, written consent of the spouse. 
 


The Social Security system also is designed with spousal protection in 
mind. Over 20% of annual Social Security benefits are paid to surviving spouses 
and other dependents.2 Unlike private retirement benefits, the survivor benefits 
cannot be waived. The only flexibility is the choice of benefit commencement: as 
early as age 62 with an actuarial reduction in benefits, or as late as age 70 with an 
actuarial increase. 
 


Until 1980, fewer than half of married couples had two employed spouses, 
as determined periodically by the Census Bureau (a “snapshot” view).3 This 
approach does not capture information about the percentage of couples who 
have two workers at some time (or times) during their marriage. 
 


The Census Bureau recently announced that the 1998 “snapshot” view of 
U.S. married couples with children shows that 51% had two workers, the first 
time that the percentage exceeded 50%.4 The Bureau of Labor statistics reported 
an even higher percentage – 53.2% – for 2000.5 A significantly larger percentage 
of couples, with or without children, may have earned two sets of retirement 
benefits. 
 


While the census data do not indicate what percentage of couples 
currently have two sets of retirement benefits, the implications for the future 
seem clear: there will be even more couples in the future with two workers and 
more of these couples will have earned two sets of private pension benefits. And, 
with few exceptions, both workers in these couples will have earned Social 
Security benefits. 
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Issues 
 


Under current U.S. pension law, how and when should married couples 
decide to take distributions from their employers’ pension plans? This decision 
encompasses elements of timing (early versus late, at the same time, or 
staggered) and form of benefit (lump sums, installments, or annuities). It also 
depends on the number of plans and the types of plans involved. And it depends 
on the couple’s other assets or sources of income available at retirement or upon 
death. Some of the important variables are as follows: 
 


• Relative ages of the spouses 
• Relative health of the spouses 
• Relative benefits of the spouses 
• The need for protection of other dependents 


 
Under current Social Security law, how should married couples decide 


when to begin their respective Social Security benefits? If benefits begin before 
Social Security retirement age (SSRA), the retirement income test is a factor. 
Actuarial reduction/increase for benefit commencement before/after SSRA is 
another factor. Other important variables are as follows: 


 
• Relative ages of the spouses 
• Relative health of the spouses 
• Relative benefits of the spouses 


 
Should U.S. pension and Social Security laws be changed to better 


accommodate the needs of two-worker married couples? If so, what are some 
approaches that Congress can consider? 
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Analysis of Retirement Options 
 
Assumptions 
 


To simplify the analysis, consider the following matrix of relative 
earnings, which generates the following nine possible combinations of working 
couples: 


 
Husband’s Annual Earnings Wife’s Annual Earnings 


 Low Medium High 
Low LL LM LH 


Medium ML MM MH 
High HL HM HH 


 
We will assume that both workers have earned some retirement benefits 


through their respective employers. Otherwise, the retirement election for the 
worker with benefits will be very similar to that of the traditional worker with a 
non-working spouse. For the general case, we will further assume that both 
spouses are the same age and that both are in good health. We will also examine 
departures from these assumptions. 
 


First we will consider the case where both workers have earned benefits 
under defined benefit (DB) pension plans. We will also look at how their 
decisions would be affected by the existence of one or more defined contribution 
(DC) plans or individual retirement accounts (IRAs). Then we will consider 
couples in which only one spouse has a DB benefit. Finally, we will look at 
couples who have only DC or IRA assets. 
 
Case One: Both Workers Have DB Plan Benefits 
 
If both workers quit working at their SSRA, what optional form of benefits should they 
elect under their respective DB plans? 
 


With both spouses the same age and both in good health, mortality data 
indicate that the wife is expected to outlive the husband by more than six years.6 
Accordingly, in most cases the wife should elect to take her DB benefit as a single 
life annuity, regardless of the relative benefit levels of the spouses. The 
exceptions would be where the husband’s benefit level is very low or where the 
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couple is very risk averse. In these cases, the couple may decide that hedging 
their bets is more important than optimizing their retirement income. 
 


The husband’s election, however, will depend on the couple’s relative 
benefit levels. If the husband’s benefits exceed the wife’s (the ML, HL, and HM 
cases), then the husband should elect a joint and survivor annuity. That way the 
survivor benefits will supplement the wife’s single life annuity from her DB plan. 
Most DB plans in the U.S. offer varying levels of survivor income, typically 50% 
or 100%. Some also offer intermediate levels, such as 66⅔% or 75%. The 
percentage elected should depend, in part, on the adequacy of the wife’s benefits. 
 


If the wife’s DB plan annuity is sufficient to maintain her standard of 
living after the husband’s death, then the husband could elect a single life 
annuity without jeopardizing her welfare. This might be the case in the LH, MH, 
and HH couples. 
 


What election should the husband make in the remaining three couples 
(LL, LM, and MM)? Under U.S. law, the actuarial reduction to elect the joint and 
survivor annuity instead of a single life annuity must be based on unisex 
mortality tables.7 Therefore, the reduction will be smaller, compared to gender-
based tables, for a husband electing a joint and survivor annuity than for a wife 
making such an election. So, the husband in the LL, LM, and MM couples should 
elect the joint and survivor annuity. 
 


In all cases, the couple’s choices will depend on the actuarial conversion 
factors used by their respective DB plans. The plans may use different mortality 
tables or different interest rates. One plan may use five-year age brackets while 
the other does not. If possible, the couple should request both sets of conversion 
factors to see if the actual plan factors would affect their decisions. 
 


By electing to quit working at their SSRA, the spouses can both take an 
unreduced Social Security benefit. If they do not need the Social Security benefits 
immediately (because they have other retirement assets), they could postpone 
one or both Social Security benefits and receive higher benefits because of late 
commencement. However, they should not delay past age 70, as the delayed 
retirement credit ceases at that age. 
 


The delayed retirement credit (DRC) warrants some discussion. Congress 
established the DRC in 1972 and has increased it gradually over the years. It will 
eventually reach 8% per year of delay for the cohort turning age 65 in 2008. 
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Although 8% per year is often claimed to be actuarially neutral, a small penalty 
to the worker remains, particularly at the older ages. A fair actuarial adjustment 
would require a higher DRC at age 69 than at age 65 because life expectancy 
declines very rapidly between ages 65 and 70. Accordingly, an 8% increase is 
close to being actuarially “fair” at age 65, but inadequate at age 68 or 69.8 
 
In what cases should the couple elect to quit working earlier than the SSRA? 
 


Surveys indicate that there are two major factors in deciding to retire 
early. The first of these is having sufficient income and/or assets to allow early 
retirement and the second factor is being in poor health.9 For a couple in good 
health, the decision to stop working will depend on their financial situation, 
though other factors may also be present, such as a desire to travel or engage in 
hobbies or the need to care for elderly parents. 
 


If one or both spouses have a subsidized early retirement benefit under 
their DB plans, it would be financially advantageous to utilize that subsidy. Such 
subsidies are still common, to encourage older workers to retire. However, 
employers are finding it more difficult to retain skilled and seasoned older 
workers. With an inadequate supply of workers to replace these veterans, 
employers may eliminate early retirement subsidies in the future. 
 


An additional factor that should influence a couple to quit working before 
SSRA is the existence of an early retirement “window” in their employers’ 
retirement plans. Employees who are eligible for such a window generally 
receive enhanced retirement benefits if they terminate during a limited window 
period. For example, the window might offer employees who are age 50 or over 
an unreduced retirement benefit. In virtually every case, a worker who receives 
an early retirement window offer should take advantage of it. They could still 
continue working for a different employer, and postpone beginning Social 
Security benefits. 
 


If neither spouse has a subsidized early DB benefit, then the decision to 
quit working will depend on the adequacy of their reduced early retirement 
benefits. For couples with at least one high earner (LH, MH, HL, HM, or HH), 
combined benefits may be sufficient to permit one or both spouses to stop 
working. The existence of other assets will also be a critical factor. For example, a 
couple could live on DC or IRA assets from their employment termination date 
until they are eligible to start an unreduced DB benefit. 
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In an early retirement scenario, spouses also will need to decide whether 
to start their Social Security benefits before SSRA. Although the retirement 
income test has been repealed for individuals at or over SSRA, it still applies 
between age 62 and SSRA. If a couple expects any significant earnings before 
SSRA, they should postpone beginning their Social Security benefits. If they have 
substantially retired, and have no significant earnings, they could begin their 
Social Security benefits as early as age 62, but with a substantial reduction for 
early commencement. For individuals born after 1959, whose SSRA is age 67, the 
reduction for commencing Social Security benefits at age 62 is 30%. This 
reduction is roughly equivalent to the actuarial value of the extra benefits 
received before SSRA. Moreover, quitting work before SSRA also means fewer 
years of payroll taxes paid. The net effect is that the Social Security system 
provides an incentive to beginning Social Security benefits early.10 
 


Some early retirees think they will be better off commencing benefits 
early, even though their monthly benefit amount suffers a permanent reduction. 
They believe they can invest part of their benefits and earn a greater rate of 
return than the Social Security system pays. Instead, they may be better off using 
other income or assets during the early years and delaying their Social Security 
benefits to SSRA or later. Studies show that higher medical and disability 
expenses in the later years of retirement create a potential need for more income 
than anticipated.11 Plus, increasing longevity may cause many retirees to outlive 
their other retirement assets, which is another reason to avoid permanently 
reducing the Social Security annuity through early commencement. 
 


An important factor in deciding whether to start Social Security benefits 
early is the existence of retiree medical benefits. If our couple has such benefits 
through one of their employers, then they may not need the additional financial 
protection of unreduced Social Security benefits. In that case, they should take 
advantage of the age 62 reduced Social Security benefits, which are slightly 
subsidized. 
 
What if one or both spouses are not in good health? 
 


The health of the spouses will affect both the timing of their retirement 
and the form of payment.  
 


The spouse in poor health may be unable to work until SSRA, forcing an 
earlier retirement. If the health problem reduces life expectancy, then that spouse 
should elect a lump sum, if one is available. If not, they should elect a joint and 
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survivor annuity with the highest percentage of survivor benefit offered, or a life 
annuity with period certain, if available. In either case, the healthier spouse 
should elect a single life annuity. This could produce a result contrary to the 
baseline situation, in which the wife should always elect a single life annuity. 
 


If both spouses are in poor health, and lump sums are not available, then a 
judgment should be made regarding which spouse is likely to live longer. That 
spouse should elect a single life annuity, and the other should elect a life annuity 
with period certain or a joint and survivor annuity with the highest percentage of 
survivor benefit offered. 
 
What if the spouses are not the same age? 
 


A difference in ages will alter the form of benefit decision only if the wife 
is significantly older than the husband. As in the relative health determination, 
the issue is which spouse is likely to survive the other. If the wife is more than six 
years older than the husband, the probability of her surviving longer is less than 
50%, and still lower if her relative health is poorer. 
 


A difference in ages can also affect the timing decision. Most spouses quit 
working at the same time, even when the wife is much younger than the 
husband.12 There is little data about the retirement timing of husbands with older 
wives. However, one study indicates that 75% of older wives quit working before 
or at the same time as their husbands.13 
 


Does it make sense financially for the younger wife to begin her pension 
payments when the husband does? If she were eligible for a subsidized early 
retirement benefit, then it would make sense. Without a subsidy, she probably 
should postpone her benefit commencement to avoid the early retirement 
reduction, thereby preserving the higher benefit. If other assets permit, she can 
quit working at the same time as her older husband but postpone the 
commencement of her benefit payments. Most DB plans in the U.S., however, 
provide at least a small subsidy.14 
 
What should the spouses do if they have dependents to provide for after retirement? 
 


Couples with young children or other financially dependent family 
members, such as adult children with disabilities or elderly parents, may need 
continuing income to care for such dependents after the couple’s death. What 
decisions should these couples make regarding their retirement benefits? 
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Choices that maximize their death benefits, such as a life annuity with a 
period certain, or a joint and survivor annuity with the dependent as the joint 
annuitant, are best in these cases. Not all employers’ plans offer these options. 
When offered, there are usually restrictions on the percentage payable to the joint 
annuitant, particularly when the joint annuitant is significantly younger than the 
participant. Couples who don’t have such options available should consider 
purchasing additional life insurance to provide for the future needs of the 
dependents. 
 
Case Two: Only One Spouse Has a DB Plan Benefit 
 


The decisions are the same as in the baseline case. First assume that the 
husband has the DB benefit. As in the baseline case, he should elect the joint and 
survivor annuity, unless the wife is more than six years older or in poorer 
relative health. If the wife has the DB benefit, she should elect the single life 
annuity, unless she is more than six years older or in poorer relative health. 
However, if other assets are inadequate, the spouse with the DB benefit should 
elect a joint and survivor annuity, regardless of age or relative health. Otherwise, 
the spouse who lacks a DB benefit may be left with only Social Security benefits 
after the other’s death. 
 
Case Three: Neither Spouse Has a DB Plan Benefit 
 


The decisions for this situation are actually much simpler because the 
couple will have more control over the timing of their distributions. If the DC 
plans do not allow much distribution flexibility, they can take lump sums and 
roll them over to IRAs. The only factor they cannot control is their longevity; the 
biggest risk they face is that of outliving their DC or IRA assets. 
 


If one or both spouses are in good health, they should explore annuitizing 
at least a portion of their DC or IRA assets. Recent work by Moshe Arye 
Milevsky shows that, for an individual, the optimum time to annuitize is roughly 
age 80.15 This age might be later or earlier for a married couple, depending on 
their relative health and relative ages. Milevsky’s research should be expanded to 
explore the implications for couples. 
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Changes in U.S. Pension Law 
 
Should U.S. pension law be changed to accommodate the needs of two-worker married 
couples? If so, what are some approaches that Congress can consider? 
 


Internal Revenue Code (IRC) Section 401(a)(9) forces individuals to begin 
their retirement plan distributions by age 70½, if they are no longer working. 
This requirement poses a problem for all retirees, not just married couples, 
because it causes retirement resources to be taxed and consumed earlier than 
desired. 
 


Are married couples affected more by this requirement than other 
retirees? Married couples do have lower mortality rates than individuals in other 
marital statuses.16 Accordingly, they will have greater longevity and, therefore, 
will need a longer retirement income stream. Conversely, they also enjoy better 
health and may have lower medical expenses later in their retirement years.17 
Overall, they probably don’t suffer a disproportionate impact from the minimum 
distribution requirements of IRC Section 401(a)(9). 
 


IRC Section 401(a)(11) requires that married participants take their 
benefits in the form of a qualified joint and survivor annuity, with between 50% 
and 100% continuance. The participant can elect an alternate form, if the spouse 
provides informed, written consent. 
 


In our baseline case, with both spouses the same age and in good health, 
the joint and survivor annuity makes sense for the husband’s benefit but not for 
the wife’s. She will need the husband’s consent to elect the single life annuity. 
The consent requirement can be a problem in other situations, such as in the 
cases of abused wives or alienated spouses, but is probably not an onerous 
requirement for coordinating a couple’s payments. 
 


U.S. law requires, generally, that pension plan benefits be paid in the form 
of a joint and survivor annuity if married, or a life annuity if not married. It also 
requires that direct rollovers to another retirement plan or IRA be offered in lieu 
of an immediate lump sum. Other than these requirements, U.S. pension plans 
do not have to offer any particular forms of benefits or any distribution choices 
to participants. While lump sums are popular with participants, they don’t offer 
much flexibility in meeting retirement planning needs or in protecting against 
longevity risk. Their primary value is that they can be rolled over to an IRA. The 
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IRA can provide timing flexibility but no longevity protection, unless the lump 
sum is annuitized within the IRA. 
 


Married couples need at least three types of annuity options that are not 
commonly available within qualified retirement plans in the United States. These 
are as follows: 


 
• A level income option, allowing spouses to coordinate their 


respective benefit distributions into a level stream of payments, 
even if their payments start at different times. Under this option, 
annuity payments begin at $X per month for a number of years, 
and then increase or decrease to $Y per month thereafter. 


• An increasing income option, allowing payments to be indexed, 
providing inflation protection for the later years of retirement. This 
option would be valuable for single, as well as married 
participants. 


• A joint and survivor annuity option, allowing designation of non-
spouse joint annuitants for couples with dependents who need 
post-death income. 


 
Congress could consider mandating one or more of these annuity options 


for qualified DB plans. While benefit mandates are never popular with 
employers, participants would welcome the enhanced flexibility and improved 
financial protection these options would offer. 
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Changes in Social Security 
 
Should Social Security laws be changed to better accommodate the needs of two-worker 
married couples? If so, what are some approaches that Congress can consider? 
 


Compared to private pensions, Social Security offers very little flexibility. 
The design is rooted in 1935 reality, giving retirement benefits to the male 
worker and survivor benefits to the non-working widow. Other than equalizing 
the treatment of widows and widowers, not much has changed since 1935. 
 


Workers do not have the option of waiving the survivor benefits and 
taking a larger single life annuity. And workers with working spouses often 
receive no benefit from the survivor benefits if the spouse has a large enough 
benefit earned in their own right. Yet, these couples have paid two streams of 
Social Security taxes, including taxes to provide survivor benefits that they will 
never enjoy. 
 


A variety of “money’s worth” analyses indicate that two-worker couples 
receive the least benefit from Social Security relative to the amount of Social 
Security taxes paid.18 In essence, two-worker couples are subsidizing the survivor 
benefits paid to non-working spouses. 
 


The predicament of the two-worker couple cannot be fixed, unfortunately, 
without some effect elsewhere in the redistribution system. If we allowed two-
worker couples to waive their survivor benefits in exchange for higher primary 
benefits, then the subsidy for non-working spouses disappears. 
 


This author believes that the fair result is for the worker with a non-
working spouse to pay for the survivor benefits. Payment could be made 
through higher payroll taxes, which are difficult to administer, or through an 
actuarial reduction in the primary benefit, as with private pensions. 
 


A more difficult question is whether the worker with a non-working 
spouse should be able to waive the spouse benefit and avoid the actuarial 
reduction. If so, then Social Security fails as a safety net for elderly widows. 
Clearly, this is not a desirable outcome, given the extreme levels of poverty 
among that demographic group, even with the existing safety net. 
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A better approach is to provide the safety net via a different vehicle. In the 
Canadian system, all residents are entitled to a minimum benefit regardless of 
earnings or taxes paid. The second layer in the Canadian system is based on 
earnings credits.19 The U.S. could adopt a similar system in which any worker 
(whether or not the spouse has earnings credits) could waive the survivor benefit 
and receive a larger primary benefit under the earnings-based layer. Whether 
such a feature is desirable from a social insurance standpoint would depend on 
the adequacy of the minimum benefit under the first layer. 
 


Congress will be addressing long-term financing solutions for the Social 
Security system soon. Estimates of the system’s financial health have been the 
focus of attention. The internal equities of the current benefit structure, a 
structure based on the needs of 1935 workers, have received less scrutiny. For 
current and future generations of workers, basic fairness demands that two-
worker couples receive benefits more commensurate with the payroll taxes they 
have paid. 
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Conclusion 
 


The decisions that a two-worker couple faces at retirement are complex, 
but can be quantified, based on a manageable number of variables. The most 
important factors are relative ages, relative health, and the relative sizes of the 
spouse’s retirement benefits. Other factors include retirement timing and the 
types of benefits available. 
 


Currently, U.S. pension and Social Security laws offer limited flexibility to 
two-worker couples who need to coordinate multiple retirement income streams. 
Both systems are designed for one-worker couples and need updating for the 
twenty-first century workforce. Private plans need more flexible annuity options, 
while Social Security’s internal subsidies of one-worker survivor benefits by two-
worker couples should be re-examined. 
 
 







16 


Endnotes 
 


1 U.S. Census Bureau, “Fertility of American Women, June 1998,” Current 
Population Reports, September 2000, pp. 9-12. 


 
2 Social Security Administration, 2001 OASDI Trustees Report, March 2001, Table III, 


A7. 
 
3 U.S. Census Bureau, Statistical Abstract of the United States: 1998, September 30, 


1998, Table No. 653. 
 
4 U.S. Census Bureau, “Fertility of American Women, June 1998,” Current 


Population Reports, September 2000, pp. 9-12. 
 
5 The Bureau of National Affairs, Inc., Bulletin to Management, July 5, 2001, Vol. 52, 


No. 27, p. 213. 
 
6 1983 Group Annuity Mortality (GAM 83) Table, IRS Revenue Ruling 95-28, I.R.B. 


1995-14, April 3, 1995. 
 
7 City of Los Angeles, Department of Water and Power et al. v. Manhart, U.S. 


Supreme Court (1978), 435 US 702, vac’g and rem’g, CA-9, 553 F2d 581; Arizona 
Governing Committee for Tax Deferred Annuity and Deferred Compensation 
Plans v. Norris, U.S. Supreme Court (1983), 463 US 1073. 


 
8 Steurle, C. Eugene and Jon M. Bakija, Retooling Social Security for the 21st 


Century, The Urban Institute Press, Washington, D.C., 1994, pp. 217-229. 
 
9 Brothers, Linda Smith, “How Do You Choose a Retirement Age?,” Retirement 


Needs Framework, Society of Actuaries, 2000, pp. 11-24; David A. Weaver, “The 
Work and Retirement Decisions of Older Women: A Literature Review,” Social 
Security Bulletin, Spring 1994, Vol. 57, No. 1, pp. 3-24. 


 
10 Steurle, C. Eugene and Jon M. Bakija, Retooling Social Security for the 21st 


Century, The Urban Institute Press, Washington, D.C., 1994, p. 221. 
 
11 Hobbs, Frank B. and Bonnie L. Damon, 65+ in the United States, U.S. Department 


of Commerce, Bureau of the Census, 1996, Chapter 3. 
 
 







17 


 


12 Weaver, David A., “The Work and Retirement Decisions of Older Women: A 
Literature Review,” Social Security Bulletin, Spring 1994, Vol. 57, No. 1, pp. 3-24; 
Michael Hurd, “The Joint Retirement Decision of Husbands and Wives,” Social 
Security Bulletin, January 1989, Vol. 52, No. 1, pp. 29-32. 


 
13 Vistnes, Jessica Primoff, “An Empirical Analysis of Married Women’s Retirement 


Decisions,” National Tax Journal, March 1994, Vol. 47, No. 1, pp. 135-155. 
 
14 Hay Group, 2000 Hay Benefits Report, Philadelphia, 2000, Volume 1, p. VI-19. 
 
15 Milevsky, Moshe Arye, “Optimal Annuitization Policies: Analysis of the Options,” 


Retirement 2000 Conference, Society of Actuaries, February 23, 2000. 
 
16 Waite, Linda J., “Does Marriage Matter?,” Demography, November 1995, Vol. 32, 


pp. 483-507; Lee A. Lillard and Constantijn W.A. Panis, “Marital Status and 
Mortality: The Role of Health,” Demography, August 1996, Vol. 33, pp. 313-327. 


 
17 Ibid. 
 
18 Steurle, C. Eugene and Jon M. Bakija, Retooling Social Security for the 21st 


Century, The Urban Institute Press, Washington, D.C., 1994, pp. 210-212. 
 
19 Coward, Laurence E., Mercer Handbook of Canadian Pension and Benefit Plans, 


Tenth Edition, CCH Canadian Limited, North York, Ontario, Canada, 1991, 
Chapter 6. 







m-rs02-2-03.pdf


1 


III 
 


Alternatives for Providing Family Retirement 
Benefits in Social Security and Employer-Sponsored 


Pension Plans 
 


Anna M. Rappaport* and Manha Yau† 
 
 


 
 
 
 


Presented at Retirement Implications of Demographic and  
Family Change Symposium 


Sponsored by the Society of Actuaries 
 


San Francisco 
 


June 2002 


                                                 
* Anna M. Rappaport, F.S.A., M.A.A.A., F.C.A., F.A., is with William M. Mercer Inc., 10 S. Wacker 
Dr., Chicago, IL 60606, 312-902-7158, e-mail: anna.rappaport@us.wmmercer.com.  
† Manha Yau, A.S.A., E.A., is with William M. Mercer Inc., 10 S. Wacker Dr., Chicago, IL 60606, 
312-902-5134, e-mail: manha.yau@us.wmmercer.com. 
The views represented in this paper are the individual views of the authors and not those of any 
organization or firm. 
 







2 


Abstract 
 


This paper looks at different ways to think about the economic 
relationships within the family and relate them to various ways of providing for 
retirement security, within a Social Security and employer framework. We look 
at what Social Security offers in different family situations in the United States 
and provide examples from overseas.  This paper presents a framework for 
thinking about the economic security of spouses and translates that into 
alternatives for family benefits within Social Security and private retirement 
systems. It focuses on issues related to providing retirement benefits for spouses, 
widows, and divorced spouses and discusses some of the considerations in 
evaluating equal compensation versus a greater benefit to participants who have 
dependents. We look at the issues from the perspective of the government, 
employer, and individual. The employer’s role is related to the government’s and 
the individual’s roles in providing for retirement security. 
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Introduction 
 


The goal of this paper is to explore issues related to retirement and family 
structure. Challenges arise because of changes in families between the time 
benefits are earned and paid. There is a major focus on divorce and Social 
Security because the current U.S. system is not working well. We will look at the 
traditional family, caregiving and its relationship to retirement security, survivor 
benefits, and issues related to divorce. The paper will focus on U.S. benefits, but 
information about methods of determining benefits in other systems will be used 
to illustrate other options. 
 


Retirement benefits, whether private pensions or Social Security, are 
earned in the United States through attachment to the workforce via paid 
employment. However, this structure leaves a significant unmet need, as the 
caregiving and homemaking labor traditionally provided by women does not fit 
easily into this system. In the absence of efforts to provide for retirement benefits 
for this type of non-wage-earning labor explicitly, both private and public 
retirement systems do provide for the extension of benefits to spouses: 


 
• Private retirement systems usually provide little or no explicit 


recognition of the spousal relationship in determining benefits. 
However, for benefits paid as income, the normal form of payment is a 
joint and survivor annuity, and in addition, participants in private 
plans can allocate benefits between spouses through death and 
survivor benefit elections, and, in the case of divorce, through 
Qualified Domestic Relations Orders. 


• Social Security, on the other hand, implicitly recognizes the value of 
the non-wage-earning labor traditionally provided by wives through 
the provision of spousal and survivor benefits. These benefits are in 
addition to the worker benefit and are not an allocation of benefits. 


 
Each of these approaches is partially effective in permitting retirement 


benefits to be provided to the member of the couple who assumed more of the 
non-wage-earning labor. However, each of these approaches is geared toward 
providing implicit, rather than explicit, recognition of this labor. This implicit 
approach is most effective in those cases where the marriage conforms to the 
most traditional model, characterized by a married couple, with no divorces, 
consisting of one wage-earner and one homemaker/caregiver, with no sharing of 
the wage-earning responsibility—that is, only one member of the couple earns 
wages during their lifetimes. 
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A household can deviate from this model in many different ways: 
 
• By sharing wage-earning responsibilities concurrently (dual earner 


families) 
• By shifting wage-earning responsibilities over time, such as when 


couples take turns leaving the labor force for education or caregiving, 
or when the wage-earning spouse dies before retirement 


• By marrying later in life, establishing long individual wage histories 
• By not marrying, thereby forfeiting available spouse benefits from 


Social Security 
• By getting divorced before being married for 10 years 
• By getting divorced after being married for 10 years 
• By remarrying after divorce 


 
Each of these variations in family patterns has implications for the Social 


Security and pension benefits of each member of the household. The result is 
often an inadequate benefit for the person with the most caregiving 
responsibility, usually the wife. In most cases, deviating from the standard 
model results in lower benefits from Social Security and a higher likelihood of 
poverty in retirement. Inequity between families is another result. 


 
Many of the shortcomings and inequities of the current retirement systems 


can be traced to the following causes: 
 
• Fewer and fewer households fit the standard model, rendering Social 


Security less effective in providing equitable benefits for homemakers 
and caregivers. 


• Many households do not save enough and do not use fully the options 
available to them under private retirement systems to meet the income 
needs of both the wage earner and the homemaker/caregiver. 


 
This paper will describe the issues related to family benefits, showing 


where there are shortcomings and how they arise. We look at approaches that are 
used in other countries and discuss potential remedies for the Social Security 
system. 
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Basic Ideas and Background 
 


Benefits are earned over individuals’ working lives and then paid over 
retirement. This is true whether benefits are provided through government 
programs, employer programs, or personal savings. It is also true whether the 
benefit is a flat amount per person, an account built up through savings, or a 
figure based on a formula linked to earnings and period worked. When there is a 
change in the composition of the household between the time benefits are earned 
and paid, there is potential for a problem. 


 
Through divorce or widowhood, one individual may progress through 


multiple marriages, and multiple household situations, prior to receiving 
pension or Social Security benefits. A simple notion of fairness leads us to 
conclude that spouse benefits should be somehow allocated based on the 
relevant periods of marriage. While simple in concept, this notion runs into 
problems in practice. 


 
Complications arise whenever one starts attributing pensions to specific 


years of service. A typical pension plan (final average pay plan) is used as an 
example. A final average pay plan defines a monthly income benefit as a 
percentage of years of service multiplied by final average earnings over some 
specified period. For this type of plan, there are different ways to determine the 
benefit attributed to 25% of the total period over which benefits are earned. 


 
• Take 25% of the total benefit earned: this method assumes that the final 


average earnings apply to all years of service and that changes in the 
formula apply retroactively. The benefit might be calculated at normal 
retirement age, actual retirement, or termination of employment. 
 The calculation can be done after actual retirement using actual 


pay to retirement, or some future pay could be assumed. 
 If the calculation is for splitting benefits in connection with a 


divorce and the plan was amended between the time of divorce 
and retirement, the calculation could be done using the plan at 
time of divorce, the plan at time of retirement, or a combination 
of the two. There is a special complexity in this regard if the 
plan is terminated. 
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• Take the difference in the benefit that would have been paid if 
employment terminated at the beginning of the years in question and 
at the end of the period.  This method assumes that one is using the 
actual earnings during the period without regard to future pay 
increases. This method can be applied using the formula in effect at the 
time or using the formula at retirement. If the plan changes during the 
period, a decision will be needed about what plan provisions are to be 
used. 


 
For each alternative, a rationale can be assigned to explain why it is the 


best choice. The answers, however, will be very different. To further complicate 
matters, the benefit may not be known until years after the period is over. 


 
Key Data on Life Cycle Histories and Poverty 
 


Women have different life cycle histories than men do. The data here 
provide some insight into some of the distinctions that impact variations in 
pension and Social Security benefits. 


 
Women live longer than men do. At age 65, U.S. women can be expected 


to live 19.1 additional years as compared to 15.8 years for men, a difference of 
more than 3 years. It is projected that by 2030, at age 65 women will be expected 
to live for 20.4 more years, compared to 17.5 years for men.1 


 
Women are usually younger than men in married couples. In 34% of 


married couples, the husband is at least 4 years older than the wife.  
 
The following table shows age differences for married couples. 
 


Age Difference in Married Couples Percentage 
Husband 4+ Years Older than Wife 34% 
Husband 2–3 Years Older than Wife 22 
Husband and Wife within 1 Year 32 
Wife 2–3 Years Older than Husband 6 
Wife 4+ Years Older than Husband 6 


Source: Table 56, Statistical Abstract of the United States 
2000, U.S. Census Bureau. 


 


                                                 
1 Michael A. Anzick and David A. Weaver, Reducing Poverty among Elderly Women, ORES 
Working Paper Series No. 87, Social Security Administration Division of Economic Research, 
January 2001, p. 6. 
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Women are more likely than men to become widowed because of longer 
life spans and older spouses. In addition, widows are less likely than widowers 
to remarry, resulting in an even higher likelihood of women remaining 
widowed. Sixty percent of women over age 75 are widowed compared to 21% of 
men. 


 
Marital Status of Men and Women 


 Over Age 65 Over Age 75 
 Men Women Men Women 


Never Married 3% 4% 4% 4% 
Married 80 56 71 31 
Widowed 9 31 21 60 
Divorced 8 9 4 5 


Source: Table 55, Statistical Abstract of the United States 2000 
(Washington, D.C.: U.S. Census Bureau). 


 
Women spend fewer years in the workforce than men do. Women are 


more likely to take time away from the workforce to care for children or elderly 
relatives.  
 


Of retired-worker beneficiaries aged 62 in 1998, the median number of 
years of covered employment was 38 for men and 29 for women.2 


 
Women have less pension income and lower financial net worth at 


retirement today. Only 30% of women aged 65 or older were receiving pension 
income in 1994 (as either a retired worker or survivor) compared with 48% of 
men. In 1993 female householders aged 65 or older had a median financial net 
worth of $9,560 (excluding equity in their home), as compared to $44,410 for 
married couples and $12,927 for aged 65 male householders. Women also have 
lower income. In 1998 the median earnings of full-time, full-year working 
women was $25,862 compared with $35,345 for men.3 


 
Within U.S. society, there is an increasing number of divorces. For 


example, the percentage of divorced women aged 45–49 increased from 5.25% in 
1970 to 17.60% in 1997.4 The following table projects the marital status of women 
by birth cohort. 


 


                                                 
2  Ibid., pp. 5–7. 
3 Ibid. 
4 C. Eugene Steuerle, “The Treatment of the Family and Divorce in the Social Security Program,” 
Special Committee on Aging, U.S. Senate, February 22, 1999; www.urban.org/testimon/steuerle2-
22-99.html. 
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Projected Marital Status of Women at Age 67, by Birth Cohort 
Marital Status 1931–35 1936–40 1941–45 1946–50 1951–55 1956–60 


All Women in Cohort 100% 100% 100% 100% 100% 100% 
Divorced 12 16 17 19 20 20 
Never Married 3 5 5 6 7 7 
Married 57 54 57 56 55 55 
Widowed 29 25 22 19 19 18 
Note: Totals may not sum to exactly 100% because of rounding. 
Source: Barbara A. Butrica and Howard M. Iams, “Divorced Women at Retirement: Projections of 
Economic Well-being in the Near Future,” Social Security Bulletin 63, no. 3 (2000). 


 
 


For a couple that consumes all of its resources during marriage, divorce 
often creates financial hardship on one or both members, as they must set up two 
households after the divorce.  


 
The probability that a divorced woman over age 65 will be in poverty is 


20% compared to 4% for a married couple. The data below show the poverty 
rates among elderly women by marital status. 
 


Marital Status Poverty Rate (1999) 
Married 4.3% 
Not Married 17.3 
Never Married 18.9 
Widowed 15.9 
Divorced 20.4 


Source: ORES Working Paper No. 87, “Reducing 
Poverty among Elderly Women, Table 1, 2001. 
Based on authors’ tabulations of the March 2000 
Current Population Survey. 


 
Poverty rates among unmarried elderly women in all situations are 


troubling. Different reasons lead to poverty on the part of unmarried women. For 
women who have always been single, inadequate benefits would relate to job 
history and lower-income jobs. For women who had been married and became 
widowed or divorced, inadequate benefits would relate to the lack of explicit 
recognition of their caregiving role in retirement systems. Although there are 
different circumstances preceding termination of a marriage by death or divorce, 
the spouse and surviving spouse benefits generally do not differ much under 
various family situations. For example, a couple might be married for 40 or 45 
years, or they may be married for 15 years. Social Security provides the same 
spouse benefits to both couples if all other factors are the same.  
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Some couples choose to live as unmarried couples, but their households 
operate much like those of married couples. U.S. income tax laws provide a 
financial incentive to do this. Social Security and pension benefits can be lost in 
this way, but few people realize that. The situation is particularly dramatic for 
couples who live together for a while, marry, and then divorce in less than 10 
years. Divorce will be discussed further below. 
 
Diversity of Life Cycle Family Situations 
 


Our discussion of social and private benefits has been structured by 
looking at issues related to the traditional family, caregiving, survivor benefits, 
disability, and divorce. As indicated above, there are many ways that families 
can differ from the traditional families for whom the systems were built. Often 
these different family situations are discussed without thinking fully about how 
they interact and patch together over a lifetime. There is not only diversity at any 
point in time; there is diversity and change over time. Here we define some 
households and see how they progress over a lifetime. We will examine the 
impacts on benefits from private and social programs. We assume the private 
programs are defined benefit plans. For this purpose, we will not focus on 
dependent children. Couples can be married or not. 
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Private Pensions Social Security 
E 
X 
A 
M 
P 
L 
E 
 


A 
 


Alison stays single 
through life 


Based on her own earnings 
record.  


Based on her own earnings 
record.  


E 
X 
A 
M 
P 
L 
E 
 


B 
 


Brenda married Bill at age 
28 and continued to work 
after marriage. Bill passed 
away when Brenda was 
age 50. 


Brenda receives pension 
benefit from her job, which 
is based on her own 
earnings. 
 
Brenda starts receiving a 
survivor spouse benefit from 
Bill’s pension plan 
beginning at Bill’s earliest 
retirement date. The 
survivor spouse benefit is 
lower than the regular 
benefit that would have 
been paid to Bill if he had 
lived. 


Brenda’s benefit is the greater 
of benefit based on her own 
earnings record and the 
spouse benefit. 
 
After Bill’s death, the spouse 
benefit is 100% of Bill’s 
benefit. 


E 
X 
A 
M 
P 
L 
E 
 


C 
 


Carolina continued 
working after marrying 
Charles. Carolina’s salary 
was half of Charles’s 
before retirement. 
Carolina is widowed at 
age 75, 10 years into their 
retirement. 


Carolina receives pension 
benefit from her job, which 
is based on her own 
earnings. Her pension is 
subject to the qualified joint 
and survivor rules. 
 
Benefit paid to Charles is 
reduced on his death in 
accordance with joint and 
survivor provisions and is 
payable to Carolina. 


Carolina’s benefit is the 
greater of benefit based on 
her own earnings record and 
the spouse benefit. 
 
Prior to Charles’s death, the 
spouse benefit is 50% of 
Charles’s benefit. 
 
After Charles’s death, the 
spouse benefit will increase 
to 100% of Charles’s benefit. 
 
Charles’ benefit during his 
life is based on his earnings 
record. 
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Private Pensions Social Security 


E 
X 
A 
M 
P 
L 
E 
 


D 
 


Diana was a homemaker 
when she was married to 
Daniel. They divorced 
after 8 years of marriage. 
Diana began to work after 
divorce. Daniel remarried 
shortly after. Diana 
remains unmarried. 


Diana receives benefit she 
earned plus portion of 
Daniel’s pension benefit 
according to divorce 
settlement, if any provisions 
were made for pension 
benefits for her. 
 
Daniel receives benefit 
earned less any amount 
payable to Diana under 
divorce settlement. 


Divorce benefit requires at 
least 10 years of marriage. 
Diana does not have 
entitlement to any benefit 
from her 8 years of marriage. 
 
She receives a benefit from 
her own earnings record and 
gets no credit for 
homemaking years. 
 
Daniel receives benefit based 
on his own earnings record. 
His new spouse is eligible for 
spouse benefit. 







12 


Private Pensions Social Security 
E 
X 
A 
M 
P 
L 
E 
 


E 
 


Emily and Eugene 
divorced after 12 years of 
marriage. During their 
marriage, Emily continued 
to work but made less 
than half of Eugene’s 
salary. 
 
Emily and Eugene both 
remarried afterwards. 
Emily’s second husband, 
Edward, died when Emily 
was age 68. 


Emily receives pension 
benefit from her job, which 
is based on her own 
earnings record. Her 
pension might be reduced if 
benefit was split in divorce 
settlement. 
 
Emily also receives portion 
of Eugene’s pension benefit 
according to divorce 
settlement, if any. In 
addition, she receives a 
survivor spouse benefit 
under Edward’s pension 
plan. The survivor spouse 
benefit is lower than 
Edward’s regular benefit. (If 
Edward had a former wife, 
the survivor benefit might 
have been split.) 
 
Eugene receives pension 
benefit based on his own 
earnings record during 
employment. His pension 
might be reduced if benefit 
was split in divorce 
settlement. 
 
Eugene might also receive 
portion of Emily’s pension 
benefit according to divorce 
settlement, if any. 
 
Prior to his death, Edward 
received a pension benefit 
from the plans he was 
covered under less any 
amounts that were paid to 
former spouses under 
divorce settlements. 


Emily’s benefit is the greater 
of benefit based on her own 
earnings record and a spouse 
benefit.  
 
The spouse benefit is the 
greater of 50% of Eugene’s 
benefit and 50% of Edward’s 
benefit and, after his death, 
100% of Edward’s benefit. 
 
In the event of Eugene's 
predeceasing Emily, the 
spouse benefit would be the 
greater of 100% of Eugene’s 
benefit and 100% of Edward’s 
benefit. 
 
Eugene receives benefit based 
on his own earnings record. 
His new spouse also receives 
a spouse benefit equal to 50% 
of Eugene’s benefit. 
 
Edward received a benefit 
based on his own earnings 
record until his death. If he 
was married previously for 
10 years or more, his prior 
spouse also may receive a 
spouse benefit equal to 50% 
of his benefit during his life 
and increasing to 100% of his 
benefit on his death. 
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Private Pensions Social Security 


E 
X 
A 
M 
P 
L 
E 
 


F 
 


Flora and Frank lived 
together and had children 
but did not get married. 
Flora had primary 
responsibility for the 
household and little 
outside earnings. They 
separated after 15 years of 
relationship. Both stayed 
single throughout life. 


Flora receives benefit based 
only on her own earnings 
record. 
 
Frank receives benefits 
based on his work history.  
 
This could vary if there were 
a contract between the 
parties or in states with 
palimony requirements. 


Flora receives benefit based 
only on her own earnings 
record. 
 
Frank receives benefits based 
on his work history.  
 
There is no recognition of 
unmarried couples. 


 
 
The Traditional Family 
 
Introduction 
 


The traditional family model is a single earner couple with children. The 
family stays together for life, but since one of the spouses is likely to die first, a 
surviving spouse usually will remain. The spouses have different roles: usually 
the husband works outside of the home earning an income, and the wife works 
within the home managing the home and providing caregiving services to the 
family. 


 
Today an increasing number of families are two earner families. In 1998, 


30% of families were single earner families, whereas 44% are dual earner 
families.5 In dual earner families, both spouses work for income, and they also 
may share household duties. Where both spouses work for income, situations 
vary. 
 


Oftentimes, the wife will do more than half and sometimes all of the 
household duties. In many cases, the wife will work outside of the home in some 
years, but not all, and sometimes she will work part time for some or all of the 
time. 
 


                                                 
5 Statistical Abstract of the United States 2000, U.S. Census Bureau, Table 747. 
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Whenever a partner in a marriage or other household couple arrangement 
assumes all (or more than 50%) of the household duties and forgoes wages and 
personal retirement savings, that person is disadvantaged in retirement unless 
the amount saved for retirement by the household during that period is 
ultimately shared. The issues confronting single and dual earner families are 
different, but both types of families have concerns surrounding these issues. 
 


There are different ways to think about the relationships between the 
members of a couple: 


 
1. We can view the couple as a single economic unit, in which case we 


need to think about how to handle benefits if they are separated 
between the time benefits are earned and the time they are paid. 
Separation can occur through death, divorce, or separation without 
legal divorce. 


2. We can view the couple as two separate people who build up their 
own entitlement to pension benefits, in which case we need to think 
about how to allocate the pension credits—public and private—
earned in each year. 


3. We can treat the family using a blend between the above two 
views. This is what is done in the United States today. The current 
U.S. practice leads to inconsistent treatments between families. This 
is a particular problem with divorce, which will be discussed in a 
later section. 


 
Internationally, different methods are used to pay benefits. Some 


countries have systems that pay a flat benefit or demogrant to each person after a 
certain age without regard to current or prior marital status or work history. 
Other countries provide a spouse benefit to a married person who has not earned 
a benefit based on personal work. Usually this is a flat benefit. In the United 
States, that benefit is 50% of the worker benefit, so that spouses of higher-earning 
husbands get higher benefits. 
 
Social Programs 
 


The primary social program in the United States is Social Security. Social 
Security supports the traditional family. The Social Security system provides a 
worker benefit based on the earnings history of the worker, and a spouse benefit 
equal to half of the benefit based on the worker’s history. If both spouses 
worked, then the lower-earning spouse gets a benefit equal to his or her worker 







15 


benefit plus the excess of the spouse benefit over that worker benefit. Additional 
benefits are paid to very low-income people through social safety net programs. 
Supplemental Security Income provides income, and Medicaid provides medical 
services for this group. 


 
The current system redistributes benefit dollars from single persons and 


dual earner families to single earner families, who benefit the most from the 
spouse benefit. It also redistributes benefit dollars from higher earners to lower 
earners. This redistribution is in response to the need to provide adequate 
benefits, but it leads to some inequities. Concerns have been raised about Social 
Security benefits and the way they treat single versus dual earner families: 


 
• There is an inadequate return on the contributions of the lower 


earner in dual earner families. The lower earner gets the greater of 
what he or she would earn based on his or her own earnings and 
the spouse benefit. The spouse benefit is half of the benefit of the 
high earner. In many cases, there is little or no additional benefit for 
the added Social Security contributions. 


• There is also inequity between single and dual earner families. 
Single earner families with the same total income as dual earner 
families pay no more in taxes, and often pay less. In return, they 
can receive considerably higher benefits. This is true while both 
spouses are alive, but it can become even more pronounced after 
the first spouse dies. 


• Benefits for the dual earner family are inadequate, particularly after 
the first spouse dies. 


 
The Appendix illustrates the total Social Security monthly benefit for a 


single earner family and two dual earner families. The three sample families 
have the same household earnings. When both spouses are alive and stay 
together, the single earner family receives higher benefits compared to the two 
dual earner families. The differences in benefits are greater after the higher-
earning spouse dies. When a couple separates, regardless of reasons, the reduced 
household benefit is generally not adequate to maintain the same living standard 
as prior to the separation. The inadequacy in benefit is disturbing, particularly 
for women after divorce. 
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Employer Programs 
 


The employer has to decide how much support will be offered to the 
family and in what form. The employer’s philosophy generally drives that 
decision, although legal requirements are in place to provide some protections to 
spouses. 


 
Combinations of survivor income requirements and spousal consent are 


used to protect family rights. There are two fundamentally different types of 
pension plans—defined benefit and defined contribution. In a defined benefit 
plan, the plan specifies a formula for a benefit, usually a monthly income based 
on pay and service. In a defined contribution plan, the plan specifies a formula 
for a contribution to a savings account based on pay. Defined benefit plans 
usually include benefits payable on retirement, on death before retirement, and 
often on disability. Some plans pay survivor benefits to children as well as 
spouses of deceased employees. In defined contribution plans, the benefit is 
simply the accumulated value in the savings account, and there are no additional 
benefits. 


 
For private plans in the United States, the Employee Retirement Income 


Security Act (ERISA) requires a plan to provide a death benefit to the spouse of a 
deceased married participant who is vested at death. The legally required benefit 
is quite small. Employers are permitted to reduce the pension at retirement to 
reflect the value of the pre-retirement death benefit. If that is done, then the 
benefit is optional and must be elected. This is rare. Usually the benefit is 
provided to all married employees automatically. If an individual has been 
married more than once, the court might split this benefit between different 
spouses. 


 
Defined benefit plans that pay benefits as monthly income must provide 


to married couples a qualified joint and survivor annuity as the normal form of 
income payment. A 50% qualified joint and survivor annuity would pay 100% of 
the income benefit as long as the retired employee is alive and 50% to the 
surviving spouse after the death of the retiree. The survivor benefit can be from 
50% to 100% of the income while both are alive, depending on what the plan 
offers. Usually the added cost of the survivor benefit is paid for at least in part by 
the retiree. The amount of income is reduced so that the income has a value 
equivalent to the life annuity (or other form) specified in the plan. It is not 
uncommon to see a reduction of 10–15% of the pension while both are alive to 
pay for the survivor income feature. Many plans offer a lump-sum option instead 
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of a monthly income. Spousal consent is required for the lump-sum election and 
for the choice of a monthly income in a form other than a qualified joint and 
survivor annuity. Some plans offer an option of benefits paid as a lump sum on 
early termination, whereas others provide only a monthly income at retirement 
age. The effectiveness of spousal consent is unclear. Pension experts are 
concerned that sometimes spouses sign such consent forms without 
understanding their impact. 


 
Defined contribution plans in contrast to defined benefit plans are like 


individual savings accounts. Benefits are most often paid as lump sums, and 
many plans offer no payment options other than lump sums. If benefits are 
available as an annuity, then a qualified joint and survivor annuity is required, 
and spousal consent is required for payment in another form. 


 
Family and Individual Roles 
 


For most families, an adequate retirement income will depend on personal 
savings as well as employer and government programs. With more benefits 
available as lump sums, the family plays a key role in determining how benefits 
will be used after retirement and how they will be spread out. 


 
Couples make decisions about when to marry and when to divorce. 


Sometimes they live together for a number of years prior to marriage, or they do 
not marry at all. Sometimes they divorce immediately on separation, and other 
times they separate but do not divorce or divorce later on. Most people do not 
realize that the timing of decisions with regard to marriage and divorce can have 
a major impact on Social Security benefits payable, particularly to the lower 
earner or dependent spouse. The decisions can also have an impact on the rights 
to private pension benefits. 


 
Many members of the public are not focused on the issue of outliving 


assets. The family and the individual are responsible for ensuring that assets will 
last when payments are not made as regular income. This is discussed further 
under surviving spouse benefits. 
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Conclusions 
 


Social Security was designed to work well for the traditional family—with 
a single earner. It does not work nearly as well for the dual earner family, 
particularly the family with equal earners. Also it may not work well for the 
individual whose status changes over time. Some people will make out well in 
such cases, but others will do very poorly. These issues should be addressed, 
regardless of other Social Security reform. 


 
In the private sector, extensive legal protections are in place to see that 


spouses get the share of pension benefits to which they are entitled. They do not 
always work well, primarily because spouses do not know how to use them. 
Education of the individual and family are very important. 
 
 
Reflecting Caregiving in Retirement Systems 
 


Women are spending a significant part of their adult lives as caregivers. 
As mentioned above, of retired worker beneficiaries who were age 62 in 1998, 
women had an average of 29 years of credited service for Social Security as 
compared to 38 for men. 


 
Currently there is no direct recognition of caregiving in Social Security or 


private pensions, but spouse benefits and spousal rights are designed to provide 
a benefit to the spouse who has spent much of her (or his) lifetime caring for the 
household and/or caregiving. Other countries have addressed this issue as 
shown in the following table. 
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Methods of Providing Benefit Examples 
Use of a flat benefit in a social 
insurance program available to all 
regardless of work history 
 
Special credit for caregiving years 
 
 
 
 
 
Use of dropout years 
 
Additional social insurance benefits to 
create a minimum benefit for those 
who do not meet the minimum 
otherwise 


Social Security programs in Canada, Denmark, 
New Zealand, and Sweden 
 
 
Belgium gives spouse raising child age 3 or 
under credit based on earnings in most recent 
years of work; Norway and Germany credit 
points for spouse raising a child under age 7 
for Norway and under age 3 for Germany 
 
France and the U.K. 
 
Minimum benefits are used in the U.S. 


 
Although disability benefits are generally beyond the scope of this paper, 


it should be pointed out that there is no disability coverage for caregivers and 
homemakers. Disability is an earned income replacement coverage, and it is up 
to the family to provide for needed support if a caregiver becomes disabled. This 
can be a severe hardship for families with moderate or low income. 
 
Social Programs 
 


Social Security provides spouse benefits that implicitly offer provision for 
caregiving. Individuals with some years of caregiving and some years in the paid 
labor force, or periods of combining both, get no greater benefit than the spouse 
benefit. Someone whose work history provides a benefit greater than the spouse 
benefit but who has several years of caregiving gets no added benefit for those 
years. 
 
Employer Programs 
 


Spouses have rights to certain survivor benefits and to give consent on the 
use of pension assets. There are no additional benefits. Caregiving is not an 
employer issue per se, but rather a family issue. 
 







20 


Family and Individual Roles 
 


It is up to the family to make decisions about how assets are earned and 
used. According to Anne Crittenden, when a spouse has to cut back on or quit 
employment to care for children or others in a family, that spouse will ultimately 
pay a heavy financial penalty. In most cases, a caregiver’s unpaid work in a 
family does not entitle one to any ownership of the primary breadwinner’s 
income—either during marriage or after a divorce. Since Social Security does not 
define caregiving as work, a caregiver receives far lower benefits than a spouse 
having full-time continuous employment. As a result, the spouse who principally 
provides caregiving for the family is almost invariably worse off financially after 
divorce than the spouse who devotes all his or her energy to a career. As most 
caregivers are mothers caring for children, motherhood is the single biggest risk 
factor for poverty in old age. As the twenty-first century begins, women may be 
approaching equality, but mothers are still far behind. In planning retirement 
and during the event of dividing family assets, the family needs to recognize the 
unpaid time and labor bestowed by a caregiver.6 
 
Conclusions 
 


The current Social Security system is troublesome in that it does not allow 
for any recognition of a combination of periods of caregiving and periods in the 
labor force, or of reduced labor force participation plus caregiving. It also does 
not provide for any disability coverage for caregivers. Caregivers include 
different kinds of people. Many married caregivers are spouses in higher-income 
families. The current system also gives no recognition to single parents or 
individuals caring for their own parents or single relatives. These types of people 
are often combining work in relatively low-paid jobs with caregiving. 


 
Some countries already have methods in place to recognize periods of 


caregiving in an individual’s lifetime. The methods used in other countries offer 
alternatives to the current U.S. Social Security system. Alternatives would 
include the following: 
 


• Year-by-year earnings sharing by a couple. This is discussed 
further below. 


                                                 
6 Ann Crittenden, The Price of Motherhood: Why the Most Important Job in the World Is Still the Least 
Valued (New York: Henry Holt, 2001), pp. 5–6. 
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• Credit for caregiving years by imputing income for caregiving; 
caregiving might be considered only during periods of marriage. 
This method is used in Sweden, Belgium, and Switzerland. 


• Credit for caregiving by dropping out caregiving years from 
averaging period; this works only for people who have some years 
in paid labor force. This method is used in the United Kingdom and 
Canada. 


 
Survivor Benefit Issues 
 


A single individual requires about 75% of the amount that a couple needs 
to live at the same level. Formal retirement systems do not generally provide an 
amount this large. In some cases, the amount needed may be higher than 75%. If 
an individual needs help on an ongoing basis, a spouse often can provide some 
or all of that help in a married couple. However, a single individual may not 
have any family members available to provide help or care. In such cases, care 
must be purchased from an outside source, and it will cost considerably more 
than 75% for the single person to maintain similar living standards. 


 
Retirement assets are the primary source of support for older couples and 


provide assets for the family unit. Whenever the family is treated as a unit, 
provisions are needed in both public and private systems for continuation of 
income and/or transfer of wealth between members of the family. If the family is 
not treated as a unit, or if there is year-by-year earnings sharing, there is no need 
for wealth transfer. 


 
In the United States, benefits to widows and widowers are similar, and it 


would be easy to think that the issues are parallel. In fact, there are several 
important differences: 


 
• Women have a longer life expectancy than men do; as mentioned 


above, the life expectancy for women at age 65 is 19.1 years 
compared to the life expectancy of 15.8 years for men. 


• Women are much less likely to remarry than men are, so that many 
more elderly women live alone. 


• Women have different lifetime earnings histories and have lower 
benefits based on their own work histories. 


 







22 


As a consequence, elderly widows are more likely to be poor. The wealth 
transfer on death of elderly husbands is not sufficient to provide for continuation 
of the standard of living before death occurred. 


 
Wealth transfer can occur in several ways, and there are trade-offs 


between different methods of wealth transfer. The following chart shows some 
examples of how the wealth transfer might be provided. 
 


Methods of Providing Benefit Examples 
Joint and survivor annuity forms of 
payment 
 
 
If lump sums are paid, family needs 
to work out how it will provide for 
survivors 
 
 
 
Special survivor benefits in social 
benefit programs 
 
Life insurance 


Private defined benefit plans in the U.S. are 
required to use this as normal form of 
payment 
 
Private defined contribution plans typically 
pay benefits as lump sums, and some 
defined benefit plans offer lump sums as an 
option 
 
 
U.S. and many other social security 
programs 


 
In addition to survivor benefits payable to spouses, there are related 


issues when the individual has dependent children at the time of death. 
Programs that provide surviving spouse benefits often include additional 
benefits for surviving dependent children. This can be viewed as a women’s 
issue because supporting these dependents is often the problem of the widow. 
Further discussion of these benefits is beyond the scope of this paper. 
 
Social Programs 
 


Social Security provides survivor benefits on death before or after 
retirement. The Social Security program pays the individual survivor a worker 
benefit, plus the excess of the survivor benefit over the worker benefit. The 
survivor benefit is equal to the benefit that would have been paid to the deceased 
participant. In a couple where the wife is the lower earner or is not in the paid 
labor force, when the husband dies, the wife gets a total benefit equal to his  
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benefit after retirement age. Similar benefits are paid to former spouses who 
were married for 10 years prior to divorce. Survivor benefits are payable to 
widows or widowers after age 60. Survivor benefits are also paid at earlier ages if 
there are dependent children in the household. 


 
There is a major concern about inadequate Social Security benefit levels, 


particularly for widows in dual earner families. There is a major inequity 
between single and dual earner families. A widow in a single earner family gets 
two-thirds of the combined benefit of the couple, but a widow in a dual earner 
family with equal earnings gets half of the combined benefit of the couple. In 
either case, the widow would need about 75% of the combined benefit to 
maintain the same living standard. The Appendix illustrates the impact of this 
inequity. 


 
Proposals have been made to change the survivor benefit in the U.S. Social 


Security system. One proposal is to reduce the spouse benefit from 50% to 33%, 
and then to increase the survivor benefit to 75% of the combined benefit of both 
spouses. 
 
Employer Programs 
 


Employers provide for benefits on death of employees and retirees 
through a combination of life insurance, death benefits with pension programs, 
and, in some cases, continuation of medical coverage for eligible surviving 
family members.  


 
Death benefits for death before retirement within the private pension 


system vary depending on the type of plan and specific plan design. Vested 
defined contribution account balances are paid on death. In defined benefit 
plans, an annuity is paid to the surviving spouse of a vested participant. The law 
requires the benefit to be paid beginning at the earliest retirement age in an 
amount that would have been paid if the person had retired at that time. For 
participants who die before early retirement age, these benefits are very small. 
Employers usually provide active employees life insurance benefits. In many 
situations, there is a base life insurance benefit provided to all employees, plus 
additional coverage that can be purchased on a voluntary basis. At retirement, 
employer-provided life insurance usually ends or decreases to a nominal 
amount. The adequacy of death benefits needs to be judged based on the total 
benefit package. 
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Death benefits for death after retirement vary depending on how the 
benefit was paid. Most defined contribution plan benefits and some defined 
benefit plan benefits are paid as a lump sum. Once a lump sum has been paid, 
there is no plan death benefit, and the extent to which the survivor has assets 
depends on how the family managed its retirement resources. 


 
For benefits paid as monthly income, the typical form of payment is a 


qualified joint and survivor annuity. Various percentages of survivor benefit can 
be chosen, but the usual survivor benefit is 50% of the retirees’ benefit. If a 
married participant chooses an income form other than a qualified joint and 
survivor benefit, then the spouse must give consent to this election. 
 
Family and Individual Roles 
 


The family has a choice to plan for retirement on a family basis, or each 
individual can plan separately. Most families plan on a family basis. In this case, 
it is important to focus on what will be available for the survivor after the first 
spouse dies.  
 


The family needs to consider the potential for outliving assets on a family 
basis rather than on an individual basis. The poverty data and other information 
showing a decline in economic status at the time of widowhood indicate that 
families are not doing this adequately. 
 
Conclusions 
 


There are major problems around provisions for widows in the United 
States. Although benefits are parallel for widows and widowers, the issues are 
not parallel at all. Several steps are needed to address this issue: 


 
• Improving Social Security survivor benefits, particularly for the 


dual earner family. The proposal described above is an example of 
a good way to do that. 


• Families need to do a better job of planning for widowhood and the 
potential for outliving assets. 


• Where employers offer benefits paid as a lump sum, more needs to 
be done to educate employees about post-retirement risks and how 
they can be addressed. 
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• Couples who decide not to marry are excluded from Social Security 
death benefit coverage and from employer spousal coverage. Life 
insurance can be provided naming the partner as the beneficiary. 


 
 
Divorce 
 


Families build assets and wealth. Some families build very few assets and 
others a great deal. Pensions, retirement savings, and Social Security benefit 
values can all be viewed as forms of wealth. In general, state law provides for the 
handling of property acquired during the marriage.  


 
The law provides for the split-up of such property at time of divorce. 


Laws vary by states and pattern. Unmarried couples in contrast can have 
contracts but are not generally subject to divorce law. They can be subject to 
palimony law in some states. 


 
The situation is very different for private pension plans covered by federal 


law, for public employee plans governed by state law, and for Social Security. 
For private plans covered by federal law, the mechanisms are in place for 
splitting benefits on divorce, although much of the public is not well educated 
about how to make good choices. For public employee plans, the requirements 
vary by plan (or at least state), and in some cases, legislation would be desirable 
to bring these plans up to the standards used by private plans. 


 
In general, personal savings, whether for retirement or for other purposes, 


can be marital property subject to being split up on divorce. Property acquired 
before the marriage often is not marital property. 


 
Pension benefits earned during the marriage are also treated as marital 


property. Pension law specifies what must be done in order for a private plan to 
be bound by the divorce order. Pension plans also provide for what will happen 
on the death of an employee. Private plans subject to ERISA are subject to 
different laws than are plans covering state and local government employees. 
These plans are subject to state laws. In contrast, Social Security is not treated as 
marital property. Rather, the law defines when Social Security benefits are 
payable to, for example, a former spouse and widow. 
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The splitting of property on divorce is often not optimal from a pension 
point of view. Particularly in a family with young children, the priorities of at 
least one spouse will often be short-term, and pensions may be neglected. 


 
There are significant issues with Social Security. The system provides for 


inadequate treatment of divorce. A person who is a homemaker during a period 
of marriage and is later in the workplace gets either a spouse benefit based on the 
prior marriage or a worker’s benefit, not a combination of both. The lower-
earning spouse in a marriage that lasts less than 10 years gets no benefit from the 
earnings of the former spouse during the marriage. Some people get very 
generous benefits relative to others. The American public should think about 
modifications in Social Security divorce benefits even if there is no major Social 
Security reform. If there is major reform, then decisions will need to be made 
about how to handle benefits for different types of family situations, for divorced 
persons, and for widows. The alternatives considered in this paper should be 
helpful in thinking through how benefits might be provided in the event of 
divorce. This is discussed further under social programs. 


 
There are different ways that pensions provide for coverage of former 


spouses after divorce. The following table provides some examples. 
 


Methods of Providing Benefit Examples 
Distribution of benefits earned 
during divorce proceedings 
 
Use of a flat benefit in a social 
insurance program available to all 
regardless of work history 
 
Earnings sharing in social benefit 
programs 
 
 
Provision in U.S. Social Security to 
provide a spouse benefit as if the 
marriage had continued, provided 
that the marriage lasts for  10 years or 
more 


Private plans in the U.S. 
 
 
Social Security programs in Canada, 
Denmark, New Zealand, and Sweden 
 
 
Used in second tier of social benefit in 
Canada, social security program in Germany 
 
 
After  10 years of marriage, former spouse 
gets same benefit as continuing spouse; no 
limit on number of spouses who can benefit; 
benefit is greater of benefit based on former 
spouse’s record and benefit based on own 
earnings 
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This section is primarily about divorce. Divorce is followed by remarriage 
for some people. This cycle can be repeated. One of the design issues is what 
happens to benefit rights on remarriage. Where there is earnings sharing, credits 
are based on what happens each year and follows the person regardless of 
remarriage. In contrast, where special benefits are paid to divorced spouses, they 
may terminate on remarriage. This can be a disincentive to remarriage in some 
cases. For example, under U.S. Social Security, a woman divorced from a 
deceased higher-earner husband would have a significant disincentive from 
marrying someone with a lower earnings history. 
 
Social Programs 
 


Social Security currently pays spouse benefits to a divorced spouse 
provided that the spouse was married at least 10 years before divorce. The 
benefit is half of the benefit paid to the earner while the earner is living, and then 
it rises to 100% of the benefit on the death of the earner. If the divorced spouse 
had a personal earnings record, the benefit is the greater of the personal benefit 
and the divorced spouse benefit. Duplicate benefits are not paid. The benefit 
seems to make a great deal of logical sense if the prevailing social pattern is to 
have a breadwinner spouse and a homemaker spouse and to require lifetime or 
very long periods of alimony. 


 
Several examples can be considered to see how the present system does 


not work equitably in its treatment of different families: 
 
• A woman who is married for 15 years, during which time she was a 


homemaker, and a worker for 25 years can get a benefit based on 
either but not both periods. Her worker benefit will be lower 
because there will be a number of years of “zero earnings” figured 
into the computation. 


• A woman who is married for 9 years and 11 months gets no 
benefits based on the marriage, whereas a women divorced after 10 
years and 1 month gets full spouse benefits. 


• A single mother gets no added benefits to recognize her family 
responsibility, whereas a married couple can, depending on the 
earnings of the spouses. 


• The benefit to a divorced spouse is the same regardless of whether 
the marriage lasted 10 years or 40 years. The benefit is half the 
earner’s benefit until that person dies, and then it increases to 100% 
of the earner’s benefit. 
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• Dual earner families get much lower benefits than single earner 
families with the same total earnings level. This will also affect 
benefit entitlement if they divorce. 


 
The current system is awkward and has discontinuities and anomalies. 


Furthermore, some people get a lot and some not much. Regardless of what else 
is done, it would make a lot of sense to restructure benefits on divorce. There are 
proposals to restructure benefits for survivors, particularly to address the dual 
earner family problem. One of these is discussed above. If that proposal were 
adopted, including the decrease in the spouse benefit to 33% of the primary 
insurance amount, then the need to restructure benefits on divorce would be 
much greater. 


 
In order to restructure benefits on divorce, it is necessary to think through 


objectives and the rationale for these benefits. We can think about benefits on 
divorce from two perspectives:  “the family is a single economic unit” versus 
“each individual stands on his or her own.” We can also think about a mixed 
perspective. 


 
At present there is no logical rationale underlying the system. It is more of 


a patchwork, and it does not fully reflect either the philosophy of a family as an 
economic unit or a philosophy of each individual standing on his or her own. 
Rather, it extends spouse benefits to some divorced spouses and would make 
more sense in a world where there was lifetime alimony. 


 
Some of the questions we need to answer if benefits are viewed from “the 


family is a single economic unit” perspective include the following: 
 
• Should the family benefit on a lifetime basis be split? 
• Should the family benefit earned on a yearly basis be split? 
• Should there be a separate formula for the benefit of a spouse who 


spent all or part of the term of the marriage caregiving? Should it 
be the same as the benefit for a spouse who remains married? 


• How should a period of marriage and divorce be combined with a 
period of work for determining a benefit? 


• How should two periods of marriage ending in divorce be 
recognized? 


• Should explicit credits be given for caregiving? 
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The authors believe that a system that recognizes credits on a year-by-year 
basis and splits the benefits earned in a family is better than a system that simply 
looks at benefits on a lifetime basis. If part or all of the benefits were privatized, 
the same questions would need to be answered. If benefits were available as 
lump sums along the way, that would create added challenges in the event of 
divorce. 


 
If benefits are viewed on an “each individual stands on his or her own” 


basis, then there are different questions: 
 
• How is caregiving recognized? Should the caregiver get an annual 


share of the credits earned by the worker? 
• Where both spouses work and have unequal earnings and 


household responsibilities, how should the family effort be 
allocated for Social Security purposes? 


• Should part of the benefit be a flat amount granted to all citizens? 
 


Divorce is much less of an issue in such a scenario since assignment of 
benefit credit is done year by year and long before the time of a divorce. 


 
One of the methods of restructuring benefits that can be considered is 


earnings sharing. Earnings sharing is discussed in the next section of this paper. 
 


Employer Programs 
 


Private pensions are viewed as property, and pension values are subject to 
being split on divorce under a combination of state and federal law. This is 
different from the treatment of Social Security benefits. 


 
On divorce the value of the pension benefits, to the extent that it is marital 


property, may be split, but it is up to the couple to determine how they will split 
their property. In many cases the wife might elect to get the house and leave the 
husband with the pension. This may be a good short-term decision but a very 
poor long-term decision. 
 
Family and Individual Roles 


 
Families make decisions that have a great impact on the security of 


divorced people. Women often take some part of the assets other than pensions 
and pay the price later.  
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 In a June 26, 2001, New York Times featured article, “Women Forced to 
Delay Retirement,” writer Louis Uchitelle draws attention to the hundreds of 
thousands of divorced women in their ’ sixties who are forced to stay in the 
workforce because they lack sufficient money to retire. Unlike widows who at 
least have the pensions and savings left them by a deceased spouse, wages are in 
effect becoming divorced women’s pensions. This area calls for education of the 
general public and a more enlightened divorce bar.7 
 
Conclusions 
 


Divorce is the area in which Social Security reform is most needed. This is 
true whether the present system remains or there are private accounts. Education 
is a critical issue in order to help people use the existing provisions of the private 
system better. 
 
 
Creating a Total Compensation Framework for Employer Programs 
 


Employers today seek to align their total compensation programs with 
their business needs. A number of pension situations are discussed here. For 
many families, pensions are their largest assets. Employers who are focusing on 
issues of total compensation and treatment of employees have several questions 
to answer: 


 
• Should married employees get greater benefits than single 


employees? Should any added benefits be provided beyond what is 
required by law? These questions are important in thinking 
through issues related to single versus married families—both 
single and dual earners—and in thinking through survivor benefits. 


• Should employees who choose larger benefits for their spouses pay 
the full cost for added benefits, or should the employer subsidize 
the benefit? This question arises when considering joint and 
survivor income and survivor benefits. 


• Should employees who support someone other than a spouse be 
able to leave pension benefits to that person in the same way that 
they are left to a spouse? (It is not uncommon for an unmarried 
employee to support a parent or sibling.) In defined contribution 
plans, this is not a problem since a beneficiary can be named. It is 


                                                 
7 Louis Uchitelle, “Women Forced to Delay Retirement,” New York Times, June 26, 2001. 
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not common to find joint and survivor income benefits with other 
beneficiaries. Some plans do not allow them. 


• Should domestic partners be treated the same way as spouses? If 
so, under what circumstances? Should the rules apply to same sex 
and opposite sex partners? Domestic partners can be viewed as a 
particular case of someone other than a spouse. 


• How long does an employee or retiree have to be married in order 
for the spouse to be entitled to benefits? 


• If an employee has divorced and remarried, what are the 
employers’ obligations, if any, to the former spouse? Does it matter 
whether the divorce occurred before or after retirement? For 
private pensions, the provisions of ERISA and domestic relations 
law will set forth minimum obligations. 


• What obligations are there on divorce? 
• How should information be provided to the couple? Should 


information be given only to the employee, or also to the spouse? 
• Should dependent children get additional benefits when their 


parent dies? Should they get some benefits from the pension plan? 
• If health benefits are provided to retirees, should they also be 


provided to family members? What should the employer pay for 
each family member? Should only family members who are already 
connected to the retiree at time of retirement be covered? 


 
There are related issues in other benefit plans. The biggest costs and issues 


are found in health benefits for active employees, where it is customary to 
include family members and pay for part of the cost. 


 
Total compensation philosophy is a function of company philosophy, 


employee need, goals for how much benefit the plan should provide, and the 
regulatory environment. A company that has a relatively pure total 
compensation philosophy would probably wish to provide support for 
retirement savings through defined contribution plans, would use lump sums, 
and would avoid family benefits. A company that is more focused on employee 
need would tend to pay additional benefits to family members and would be 
much more likely to use a combination of defined benefit and defined 
contribution plans. Traditionally, companies have paid for significant family 
benefits, but the degree of subsidy has been reduced over the years in many 
organizations. There are no right or wrong answers to the questions. 
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New Directions for Social Security 
 
Defining Principles and Social Responsibility 
 


In some societies the family cares for its elderly members, so there is no 
need for retirement programs. Families have children, who in turn are expected 
to care for their parents. Family support is an alternative to the direct provision 
of benefits. 


 
In western societies, this notion is no longer predominant. There are 


programs to help retired persons live independently at an adequate level and 
with dignity. Retirement programs generally are a mix of governmental 
programs, employer-sponsored programs, and individual savings. The typical 
mix varies by country. In some countries, government programs provide only a 
very basic floor of protection; in others, they provide most of the social security 
benefit. In some cases, there are legal mandates requiring employers to provide 
benefits. Public policy differs in the extent to which it is focused on reducing and 
eliminating poverty versus providing adequate benefits for a larger segment of 
the population. 


 
Public policy also differs in the way it treats the family members of 


workers. Most western societies have some provisions for benefits for family 
members not in the paid labor force. As families have grown more diverse, these 
systems often do not work well for everyone. 


 
The authors believe that Social Security should balance adequacy and 


equity. The system should provide a reasonable amount of redistribution, it 
should serve to help minimize poverty among the elderly, and it should 
accommodate the range of family structures. Not everyone agrees with these 
goals. In looking at issues of equity, it is important to consider equity between 
families and between individuals. 


 
Private pension plans are designed to supplement Social Security and 


meet a variety of goals. Generally they are designed to help the employer meet 
goals with regard to attraction and retention of employees, and as well, the plans 
are designed to improve employee satisfaction and morale. In organizations and 
during periods in which career employment is the norm, they tend to be 
designed to provide adequate benefits for employees who retire after a career 
with a single employer.  
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In other organizations they are designed to help employees accumulate 
assets, and in many cases, competitive practice is a key driver of plan design. 
Issues of splitting benefits on divorce are present regardless of the underlying 
plan design, but the specifics vary. 


 
Basic Principles and Family Structures 
 


The goals above relate to the retirement structure. There are also public 
policy goals that relate to the formation of families. Benefit and tax provisions 
can serve as incentives and disincentives to marriage, for example: 


 
• The legal structure should not serve as a disincentive to marriage. 


This is not true today; the income tax structure with its marriage 
penalty is a disincentive. The structure of Social Security benefits to 
divorced persons is a disincentive to remarriage. As of mid-2001, 
income tax changes have reduced the “marriage penalty.” 


• The structure of benefits should not serve as an incentive to divorce 
or encourage “artificial” divorces. From this follows the idea that 
the benefits to a couple should not be greater after divorce than 
before divorce. 


 
Other possible principles, which may be controversial, are as follows: 
 
• Any allocation of benefits or credits should relate to the period of 


marriage only. 
• One of the Social Security program goals should be minimizing 


poverty in old age. 
 
Earnings Sharing 
 


Earnings sharing is a different approach, one that is used in Canada. 
Under earnings sharing, the “credit” or earnings history for a married couple for 
each year of service is evenly split.  
 


This approach has several advantages: 
 
• It provides credit for caregivers who are part of a married couple 
• It provides for equal treatment between couples with different 


earnings splits but the same total earnings 







34 


• It provides for a way that people with some years in and some 
years out of the labor force get more continuous credit 


• It offers a way to provide a benefit on divorce that is not subject to 
the current “10 year cliff” 


• If offers credit for each year of earnings to each spouse, with an 
appropriate division for the year 


• It provides a way for a woman who is married for 15 or 20 years 
and then divorced to get credit for her own earnings and for the 
period when she was married, regardless of her activity during 
marriage 


• It provides a way to handle credits for an individual involved in 
multiple marriages and divorces. 


 
Earnings sharing has been considered previously in the United States and 


handles some problems well, but it has generally been rejected for several 
reasons: 


 
• Transition is very difficult 
• It would be politically difficult to sell; it would involve a 


reallocation of dollars, and there would be beneficiaries who win 
and beneficiaries who lose 


• It would require a different basis for determination of death and 
disability benefits 


• It does not work well when the members of a couple retire at 
different times. 


 
In addition, it could be a disincentive to marriage, in that the higher earner 


might not want to share part of his or her earnings with a lower-earner or 
nonearning spouse. There would also be practical difficulties in determining who 
is married and when, particularly in common law situations. 


 
However, in spite of the disadvantages, if some portion of the benefit were 


in an individual account, then earnings or contribution sharing would be much 
more important. The main alternative to earnings or contribution sharing would 
be to make the value of the individual accounts subject to court-directed division 
along with all other marital property. 
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Would the advantages of earnings sharing outweigh the disadvantages in 
today’s environment? This is difficult to say without doing a detailed analysis of 
the population to be covered and benefits to be delivered under a specific 
proposal. If the basis for determining death and disability benefits were 
separated from the basic formula, then earnings sharing might work better. In 
this time of increasing divorce and greater variation in labor force participation, 
it seems to the authors that it is worth taking a new look at this alternative. 
 
Privatization 
 


As changes to the U.S. Social Security system are considered, many of the 
alternatives under discussion include elements of system privatization. The 
proposals generally involve replacement of part of the income-based defined 
benefit social insurance system with individual accounts. Other proposals 
involve investment of some of the trust funds in private market securities, but we 
will exclude these from our discussion. 


 
The proposals vary in that they may be mandatory or optional; both the 


amount of the contributions to the individual accounts and the method of 
managing the accounts vary.  


 
In thinking through issues related to family, there are some important 


issues as we consider private accounts. These include the following: 
 
• The amounts deposited in the private accounts are generally a 


percentage of pay and investment earnings on the accounts, so that 
higher-earning individuals have larger account balances directly in 
proportion to their higher earnings. 


• The private accounts themselves do not provide for family benefits. 
Most proposals include a mix of a traditional income-based benefit, 
at a lower level, plus the private account. Family benefits would 
usually be included in the traditional income-based portion of the 
benefit. The proposal could provide for earnings sharing so that a 
couple would split the credits to the account earned each year, but 
most proposals do not include earnings sharing. 


• On divorce, there is a question of splitting accounts. Options on 
divorce before retirement include credit splitting, leaving the 
benefit with the person who earned it, or leaving it to the courts to 
decide. Based on the experience with private pensions, leaving the 
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decision to the courts would be a terrible idea. For divorce after 
retirement, options depend on how the benefit is paid out. 


• On retirement, benefits might be paid as a lump sum or an annuity. 
If the benefits are paid as an annuity, it could be a life annuity or a 
joint annuity over the life of the covered person and his or her 
spouse. It may be difficult to mandate annuities. If a lump sum is 
paid, the longer-lived spouse will be vulnerable if assets have been 
used. 


• On death before retirement, the account balance would probably be 
left to a beneficiary. This might automatically be the surviving 
spouse for married couples. Alternatively, it might be the portion of 
the account built under the marriage. For death after retirement, 
there would be no issue if a lump sum had been paid. If benefits are 
paid as income, the form of income would determine death 
benefits. 


• Many couples live together for a period of several years before 
marrying, and some never marry but simply live together. 
Presumably couples living together without marriage would be 
treated as two single persons. In situations where accounts were to 
be split covering what was earned during the marriage, it would be 
necessary to determine the period of marriage. There would be 
special considerations in common law jurisdictions. 


• Where a person had been married to multiple spouses over his or 
her working lifetime, there would be additional special issues. 


 
The discussion above focuses on some of the issues that need to be 


considered in structuring family accounts and dealing with family issues. It does 
not focus on what system benefits are lost by moving to private accounts and 
how those benefits might be replaced. The current system provides for 
redistribution from higher-income to lower-income workers and from single 
individuals and dual earner families to single earner families. It also redistributes 
from those family units whose members die relatively early to those who live to 
older ages. To the extent that benefits are provided in private accounts, such 
redistribution is essentially lost. Family benefits are generally a form of 
redistribution, and many of them disappear. The principal issues in structuring 
an account system to meet family needs are ownership of the accounts plus the 
addition of supplemental benefits. 
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Conclusions 
 


In today’s world, many people have several changes in family status 
throughout their adult lives. Pensions and Social Security are earned over a long 
period of time, as individuals move from family to family. Although women 
have entered the labor force in increasing numbers, many of them have fewer 
years in the paid labor force and lower earnings, reflecting their family 
responsibilities over their life cycles. 


 
Many women are widowed and spend a number of years as widows at 


the end of their lives. Others are divorced and spend their last years in that 
status. Elderly women alone are less well off than are elderly men alone, and 
couples are better off than either elderly men or women who are alone. 


 
The retirement systems are based on models of a traditional family that 


now make up by far the minority of families. Social Security provisions include 
benefits for spouses, widows, and divorced persons, but these provisions need to 
be modernized to reflect today’s family structure. Should some part of Social 
Security be privatized, consideration would need to be given to how to handle 
these issues. Pensions also include provisions for handling these issues, but 
individuals do not always use these provisions well. 


 
This paper offers a discussion of the issues related to women and families 


as they relate to Social Security and pensions. It discusses areas for change and 
provides ideas for consideration. 
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Appendix 
 


 


Family 


Husband and 
Wife Alive 


and Stay 
Together 


Widowed: 
Husband Died 


Divorced:  
Husband in 


Original 
Marriage 


Divorced: 
Wife in 
Original 
Marriage 


Single Earner $3,228 $2,152 67% $2,152 67% $1,076 33% 
Dual Earner #1 2,894   1,861 64 1,861 64   1,033 36 
Dual Earner #2 3,004   1,502 50 1,502 50   1,502 50 


 
Assumptions: 


• In single earner family, husband earns $70,000; in dual earner family 1, husband 
earns $50,000 and wife earns $20,000; in dual earner family 2, both husband and 
wife earn $35,000 in 2001. 


• Husband and wife were born on January 1, 1950, and married more than 10 
years. 


• Benefits shown are payable at age 65. 
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Abstract 
 
 The economic consequences of reform of social retirement systems for 
women—who are more likely to receive family benefits from social old-age 
insurance programs—and particularly for widows, have been a major focus of 
public policy discussions. As work careers for women have lengthened, some 
question the need for family benefits, originally designed to protect non-working 
spouses against the income consequences of a working spouse's retirement or 
death. Others argue that a continuing pattern of unequal division of paid work 
responsibilities between spouses and myopic decisions about the allocation of 
retirement resources over the lifetimes of both spouses indicate an ongoing need 
for survivor benefits.  
 
 A Gerontological Society of America Task Force on Women concluded 
that "future low-income elderly women will be no better off than are today's 
lower income older women," (Smeeding, Estes and Glasse, 1999). The Task Force 
recommended more research on ways to improve the economic position of 
survivors. This paper builds on this recommendation by comparing the income 
consequences of a husband’s death in three countries.   
 
 The study examines how income sources change when married women in 
Britain, the U.S. and Germany are widowed, and it draws inferences about the 
income consequences of specific retirement and survivorship provisions.  The 
data come from the Cross-National Equivalent File, which includes data from the 
German Socio-Economic Panel (1984–1997), the U.S. Panel Survey of Income 
Dynamics (1980–1997) and the British Household Panel Survey (1991–1998). 
 
 
Introduction 
 
 The Social Security reform debate is vocal and active across developed 
countries as each discusses the consequences of an aging population for the 
nation’s ability to continue current support provisions. This debate can be 
viewed as part of a long-standing discussion about the appropriate role of the 
welfare state in assuring a minimum level of social and economic equality 
(Palme 1989). A central issue in the current debate is whether the changing work 
roles of women and their greater ability to insure themselves against income loss 
due to their own retirement and widowhood alter the importance of survivor 
benefits to their later economic well being. .  
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Proposals of more privatized Social Security systems are feared by some 
to increase the economic vulnerability of individuals to whom events might 
happen unexpectedly early, before adequate funds can be accumulated.  It is 
argued that despite lengthening work careers, women continue to reduce work 
and earnings for child rearing and couples may continue to underestimate the 
length of widowhood and consumption needs at that time. 


 
The inability of policy makers to come to consensus about the importance 


of public efforts in maintaining the economic security of widows is an indication 
in part of the absence of firm knowledge both about the economic consequences 
of widowhood and about the different outcomes for widows under various 
insurance systems.  Widows, of course, are such because of husbands' deaths.  
But for some, widowhood may be of greater economic consequence because of 
early death of an inadequately insured working husband, of the failure of a 
pension plan to pay expected benefits, or of the couple's myopic estimates of 
future economic risks and consumption needs.   


 
It may also be that widows fair quite differently under different national 


Social Security systems.  In systems that offer guaranteed benefits (demogrants), 
survivors are assured against falling below a given income, but the decline in 
economic resources has a large variation. Voluntary, individual financial 
decisions can move families above the demogrant and lessen income declines.  
Alternatively, society may offer pay survivor benefits that are tied to the income 
actually lost.  Such earnings-related benefits smooth out income falls, but unless 
tied to a guarantee, they may leave low earners with inadequate levels of income. 
 


The literature that shows differences in average income levels between 
elderly, unmarried women and married couples suggests that even in countries 
in which social welfare is more generous, widows are not entirely protected 
against income falls.  At the same time, variations across countries suggest that 
how widowhood is insured makes a difference to relative well-being.  The larger 
difference in the U.S. than in other developed countries between poverty rates 
for, unmarried and married women suggests that the U.S. earnings-related 
approach to social insurance leaves women particularly vulnerable to economic 
decline when their husbands die.  


 
A seminar sponsored by the Urban Institute and the Gerontology Institute 


at the University of Massachusetts–Boston concluded that current U.S. Social 
Security rules could exacerbate this difference among future cohorts of retiring 
women, even though they would have had longer covered work histories 
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(Stanfield, 2000). In their 1999 report to the Social Security Advisory Board, the 
Technical Panel of Assumptions and Methods also feared that "under some 
reasonable assumptions...the number of poor and near-poor older women could 
increase substantially in the future," (Social Security Advisory Board, 1999, p. 25). 
A Gerontological Society of America Task Force on Women concluded, "future 
low-income elderly women will be no better off than are today's lower income 
older women." (Smeeding, Estes, and Glasse, 1999). The Task Force 
recommended more research on ways to improve the economic position of 
survivors.   


 
This paper builds on this recommendation by examining how three 


countries' social security systems treat survivors and what difference this makes 
to changes in income as women move from marriage to widowhood.  This paper 
compares the economic well-being of widows under these three national systems 
and draws inferences about the consequences of variations in benefit provisions 
for the economic well-being of survivors of deceased workers.  
 
Background 
 


Cross-national studies that have examined the relative well-being of 
unmarried, older women (Bradshaw and Chen, 1996; Shaver, 1996; Siegenthaler, 
1996; Stapf, 1994) have shown that non-married, older women (who are 
primarily widows) are worse off than are married couples of like age.  In 1997, 
25.5% of U.S. women 65 and older living alone were poor, using a 40 percent 
median income measure of poverty, compared to 12 percent of families headed 
by a person 65 and older (Smeeding, 2001).  The comparable percentages for the 
U.K. in 1995 were 9.7 and 4.0 percent and for Western Germany: 10.1 and 4.0.  
Our own cross-sectional estimates using data from the Luxemburg Income Study 
(LIS) and distinguishing between married and widowed women, show similar 
percentage differences (Table 1).  The consistency across countries of higher 
poverty incidence of widowed compared to married women yet with variation in 
that difference across nations has been assumed to reflect differences across 
systems in social insurance provisions against old age contingencies.  
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Table 1 
 


Poverty Rates of Married and Widowed Females 60+:  Weighted 
 
 


Country                       60+                  Ratio of Widowed 
& Year       Widowed        Married   to Married Poverty 
 
Germany   
1989   3.6  9.8   2.7 
1994   0.8  3.2   4.2 
 
United Kingdom 
1991   12.1  14.9   1.2 
1995     6.7    6.5   1.0 
 
United States 
1991   10.7  22.1   2.1 
1994     9.5  20.4   2.1 
1997   11.6  23.3   2.0 


 
 Source:  Authors' calculations using Luxembourg Income Study data. 
 
 Cross-sectional data provide information only on the characteristics of 
individuals at a moment in time. They do not reveal how individuals achieved 
currently observed states. Substantially lower incomes of widowed than married 
women in the cross-section may be taken as evidence that widowhood causes 
income falls.  However, widows interviewed in a single survey will include both 
women who were widowed many years earlier, when economic conditions and 
income policies may have been less protective of widows, as well as those more 
recently widowed and subject to current policies and economic conditions.  
 


Further, given the association between death and both age and economic 
status, widows certainly are drawn from those who marry older men and 
probably from couples who were less well-off even prior to widowhood.  Thus, 
in cross-sectional data one cannot distinguish between differences caused by 
long standing pre-widowhood factors that may themselves be associated with a 
greater risk of widowhood, and changes that take place upon widowhood.  Only 
from data that follow individuals over time can we discover the magnitude and 
components of the changes in well-being associated with widowhood.   
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 A longitudinal picture emerges from studies of widowhood in the U.S. 
during the 1970s and early 1980s. It shows that the lower average income of 
widows than married couples can be attributed partially to differences in income 
that existed even before any of the husbands died.   Nevertheless, widowhood 
itself has a large, negative impact on the economic well-being of women 
widowed during those decades (Bound et al., 1991; Burkhauser, Holden, and 
Feaster, 1988; Holden and Zick ,1998b; Hurd and Wise, 1989).   
 
 This paper compares the impact of widowhood in three countries: the 
U.S., U.K. and Western Germany.  The issue that this research attempts to 
address is this: Do the different approaches each nation takes to social insurance 
make a difference to the income of women as they are widowed? 
 
Survivor Benefits: Differences Across Countries  
 
 The three countries provide insurance against the income consequences of 
a spouse's death through different means.  They differ in the degree to which 
additional benefits are obtained when a spouse dies, their offsets against the 
survivor's own benefits, and the ability to combine earnings with benefit receipt. 
Theoretically, these different approaches to social insurance should lead to 
different outcomes when a spouse dies.  Table 2 lays out key differences in these 
systems. 
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Table 2 
 


Comparison of Retirement and Survivor Benefits 
Germany, U.K., U.S. 


 
 
 


Germany 
 


Retirement Benefits 
 Strictly earnings related 
  [credits = sum( wages/ave)] 
 
 Payable 65 (62 for women) 
 
 
 
 
Widow Benefit 
 3 months at 100% 
 Age 45+ at 60% 
 <45   25% 
 
 
 
 
 
 
Offsets 
 Set income over limit: 
  Benefit reduced by 40% 


 U.K 
 


Retirement Benefits 
 Basic Benefit 


Payable 65 (60 women)
  


Plus SERPS 
 
 
 
 
Widow Benefit 
 Highest of own or husband’s  


Basic Benefit 
 
 (Payable age 55) 


100% of husband’s SERPS 
 (Full amount paid if husband 65+, 


Age reduction for younger ages) 
 
 
Offsets 
 No income test 


 U.S. 
 
Retirement Benefits 
 Progressive earning related 


benefit formula 
 Payable women and men at age 


62 
 Reduced if first received age 62-


64 
 
 
Widow Benefit 
 Age 65+ at 100% of husband’s 


retired-worker benefit 
 Reduced if first received age 60-


64 
 
 
 
 
 
Offsets 
 Full offset against own benefits 
 Earnings test offset against 


earnings  
 During data 


period for 
earnings: below 70 
(earliest years 72); 
now below age 65 
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 Germany: Shaver (1996) characterizes Germany's social insurance system 
as one based on a "social market economy" model in which the state aims to 
ensure a decent standard of living but has no responsibility for promoting 
equality.  The several layers of support include compulsory social insurance, plus 
occupational funds that cover particular groups of workers. Statutory old age 
pension benefits are strictly earnings-related, based on a ratio that measures the 
person's lifetime earnings relative to those of the average worker. There are some 
credits for periods out of the workforce due to unemployment, sickness and 
raising children.  


 
Nevertheless, the relative strictness of the lifetime benefit formula means 


that years out of the work force will lower relative earnings (and benefits), even 
if earnings while working are high.  Benefits are payable at age 65, with long-
service workers eligible at 63 and some women, under special circumstances, at 
age 62.   


 
During the first three months of widowhood, women receive 100% of the 


insured spouse's pension.  Thereafter, she receives 60% if age 45 or older, 
disabled or caring for at least one child.  Otherwise, only 25% of the insured 
spouse's pension amount is paid.  These benefits are generally not taxed but may 
be offset by other income including that from earnings, investments, rentals or 
their own worker pensions.   


 
When the additional income exceeds a limit (equal to about one-third of 


the maximum benefit), benefits are reduced by 40% of the excess amount.  
Although benefits are lost at the same rate for all with other income above the 
limit, persons with lower benefits will suffer a larger percentage loss in benefits.  
For these, means-tested benefits provide a minimum guarantee.  


 
Britain:  The British National Insurance system provides a flat-rate benefit 


(the Basic Pension), a supplementary earnings-related insurance program (the 
State Earnings Related Pension Scheme, or SERPS), and means-tested benefits.  
Although the Welfare Reform Act of 1999 made major changes in the earnings-
related system, this paper focuses on the pre-1999 Act system.  Widowed 
mothers' benefits are paid until the youngest child reaches age 16 (or 19 if a full-
time student). Widows without children, who are age 45 and over, receive an 
age-graded share of the basic pension, and at 55, they receive the full grant.   
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Widows are eligible only for the higher Basic Pension benefit: their own or 
their husbands'.  Widows receive a benefit based on their husbands' SERPS 
account with widows of men who would have reached pensionable age before 
October 2002 (age 65), receiving up to 100 percent of his SERPS benefit.  That 
percentage is scheduled to decline gradually to a maximum of 50 percent of their 
husbands' SERP by October 2010.  Widows' benefits are not reduced by earnings 
or other income, although a fairly large delayed retirement credit is designed to 
encourage later receipt. 


 
U.S.: These systems share some common features with the U.S, most 


notably that they all have an earnings-related benefit formula.  Yet, the U.S. 
benefit formula is more strongly redistributive, replacing a higher percentage of 
the wages of lower earners, but without a flat-rate benefit as in Britain. Widows 
may receive benefits either because an eligible child (under age 16) of the 
deceased is in their care, or because they are age-eligible (60 or older if not 
disabled).   


 
At age 65 a widow is eligible for a benefit equal to that of her deceased 


husband's.  However, she is eligible only to receive the higher of the benefits for 
which she may be eligible, hers or his.  If under the age of full benefit eligibility 
she may have her benefits reduced because of covered earnings but no other 
income source counts against benefit receipt. 


 
Summary:  All three countries provide widows some form of survivor 


benefits based on a husband's contribution or benefit amount.  However, the 
share of a husband’s benefits inherited, offsets for other income, age of benefit 
receipt, and the existence of minimum guaranteed benefits vary across these 
three countries.  We explore whether this makes a difference to the average 
changes in income as women are widowed. 
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Data 
 
 The data we use come from the Cross-National Equivalent File (CNEF).  
The CNEF contains longitudinal files for the Panel Study of Income Dynamics 
(PSID) for 1980–1997, data from the German Socio-Economic Panel (GSOEP) for 
1984–1997, and the 1990–1998 waves of the British Household Panel Study 
(BHPS).  To conform with the GSOEP we use data from the PSID for the same 
1984–1997 period.   


 
The GSOEP is a survey, initially of more than 6,600 households 


(containing more than 12,700 individuals) interviewed each year beginning in 
1984.  In 1990 additional households were added from the GDR.  The BHPS is a 
representative sample of the population of Great Britain living in private 
households.  It first interviewed about 5,500 households (including 10,000 
persons), first in 1991 and each year thereafter.  The Panel Study of Income 
Dynamics (PSID) is a longitudinal study of a representative sample of U.S. 
individuals (men, women and children) and the families in which they reside.  
Individuals have been interviewed annually—biennially since 1997—regardless 
of whether they continue to live with the original households.  Begun with 4,800 
families in 1968, the sample has expanded to more than 62,000 individuals over 
the 34 years of interviews.   


 
Sample: This paper focuses on women who were married and become 


widowed during the course of the longitudinal study.  They are labeled 
"eventual widows".  For each sample, women were identified who were married 
in the initial year of the survey and were observed at least in one survey as a 
widow.  Initially, all women who became widows were counted, regardless of 
when they entered the sample.  The vast majority were there in the 1984 PSID 
and in the first year of the GSOEP (1984) and the BHPS (1991) CNEF, so only 
their presence was required in the survey (and married) in that first year.1  Table 
3 shows widows by the year in which they were first widowed.  
 


                                                 
1 In Germany three women who entered the survey from 1985–87 were subsequently 
widowed, 59 eventual widows entered in 1990, the year an East German sample was added, 
and another 9 eventually widowed women (including in East Germany) entered the sample 
after 1991.  Twelve eventual widows entered the PSID after 1984.  None entered the BHPS.  
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Table 3  
Timing of Widowhood in the CNEF 


 
Year First        Germany Britain USA 
Widowed 


 
1984-1985  22    31 
1985-1986  22    25 
1986-1987  22    33 
1987-1988  22    33 
1988-1989  24    21 
1989-1990  18    22 
1990-1991  26    28 
1991-1992  20  23  29 
1992-1993  21  33  28 
1993-1994  22  28  31 
1994-1995  23  29  22 
1995-1996  12  21  28 
1996-1997  12  22  20 
1997-1998  
 
Total   266  156  351 


 
Note:  All women were married and in the sample in 1984 for the 
 GSOEP and PSID and 1991 for the BHPS. 
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Table 4 


Example of Conversion to Widowhood Years 
(Using BHPS Survey Years) 


 
Calendar Year Status  Widowhood Period 


Interview   Person Person  Person          Person 
Year       1      2      1     2 
 
1991   married married  b1  b5 
1992   widowed married  p0  b4 
1993   widowed married  p1  b3 
1994   widowed married  p2  b2 
1995   widowed married  p3  b1 
1996   widowed widowed  p4  p0 
1997   widowed widowed  p5  p1 
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Table 5 
Adjusted Widowhood Period  


(Number of Widows by Period) 
 


Year First  GSOEP     BHPS  PSID 
Widowed 


 
b10     67    101 
b9     90    126 
b8   109    154 
b7   136    182 
b6   154    202 
b5   178  43  223 
b4   199  71  256 
b3   221  98  289 
b2   240  131  316 


  b1     266    156    351 
b2   240  131  316 
b1   266  156  351 
p   266  156  351 
p1   240  126  316 
p2   221  98  276 
p3   190  72  246 
p4   161  45  210 
p5   132  16  183 
p6   114    154 


   p7        92       129 
 
 Because this paper is interested in transitions to widowhood, observations 
were organized by pre- and post- widowhood years (Table 4). That is, everyone 
is observed for at least one pre-widowhood period (identified as b1) and as a 
widow (identified as p0).  The full sample is present in both of those periods.  
Women are observed for different periods of pre- and post-widowhood, and the 
total length of time is longer than the number of interview years.  


 
Consider, for example, two women who were interviewed in the 1991 


BHPS when married and continued to be interviewed each year through 1997 
(Table 4).  Assume one was widowed between the 1991 and 1992 interviews, and 
the other between the 1995 and 1996 interviews. The first would be observed for 
periods b1, p0 and p1–p5.  The second would be observed for b5–b1, p0 and p1.  
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Thus, for these two women interviewed in 7 years, there are a total of 11 
widowhood observations.   
 
 It is this arrangement of the data that makes it possible to aggregate 
observations and track changes in income as women approach widowhood and 
live as widows.  Although there are many more periods of widowhood for the 
longer German and U.S. panels, the shorter BHPS panel limits analysis to the five 
pre- and post-periods for each country (Table 5). 


 
The presentation of data in this way requires price adjustments and a 


decision on weighting.  All income data are price adjusted:  BHPS data, to the 
base year 1995, and GSOEP and PSID, to the base year 1991.  Because absolute 
levels of well-being are not being compared, rather, changes in each country over 
time, the differences in base years do not affect the conclusions. 


 
 Data are weighted by individual weights in the first year of the survey.  
As described in the CNEF documentation, individual weights compensate for 
unequal probabilities of selection and sample attrition. The analysis sample is 
representative of women who were widowed over the years of the panels. 
Because women who are widowed but do not remain in the panel present 
legitimate observations on the consequences of widowhood, longitudinal 
weights are not used. This is because these are non-zero only for those 
individuals who have been panel members and answered surveys in all waves.  
 


SEE CHART 1 
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Income change: Chart 1 presents mean income for BHPS eventual 
widows.  Data are adjusted for price changes, but not for household size. 
Categories of income are those in the CNEF.   All observations are centered on 
b0, the first interview in which each woman is observed as a widow.  The decline 
in income is obvious in this chart.  Total post-government income declines by 
36%, slightly less than the 43% decline in average pre-government income.  
Interesting is the relative stability of income pre- and post-widowhood.   


 
Income is stable as husbands approach death, in part because public 


transfers rise as labor earnings fall.  The death of the husband brings a sharp fall 
in labor earnings, as well as in Social Security payments, public transfer and asset 
income, offset slightly by a rise in private transfers.  


 
SEE CHARTS 2 and 3 


 
 Similar patterns are observed across the three countries. Later in the 
paper, particular sources of change are discussed, but here, note the relative 
stability in income pre- and post-widowhood and the fall upon the husbands' 
deaths.   


 
Chart 2 compares mean incomes (Chart 3 compares median income) for 


the three countries, but scales income in the b1 period to be equal.  This is for 
visual comparison and does not imply identical levels of income in the three 
countries.  What is evident in this chart is not only the relative stability pre- and 
post-widowhood in the three countries but the comparable decline in income 
from the last pre-widowhood year (b1) to the first full period of widowhood (p1). 
 The median changes shown in Chart 3 are consistent with mean observations. 


 
The U.S. data diverges from the other two countries for the b0 period.  


This is due to a peak in both mean and median private transfers for widows in 
this period, likely due to insurance and pension settlements.  This increase 
contrasts with the trough in income for this period in Germany and Britain.  
While this could be due to delays from a more public support system settling 
benefit accounts, it may also be due to the problem described in Burkhauser, 
Holden, and Meyers (1986), of asking current widows about income in a 
reference period during which some income was received by the then-still-alive 
husband.   
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For these two reasons—survey procedures and insurance payment timing 
differences—this first survey year when women report being a widow is ignored. 
The analysis concentrates on changes in income from the period just before 
widowhood (b1) to the interview for which the income reference period 
represented a full period of widowhood, which is p1. 
 
Needs-Adjusted Income Changes 
 


Income declines are not a concern if the economic resources of the 
survivor are diminished no more than proportionately by the decline in 
consumption requirements due to the death of one person.  In this case, if the 
income of the newly widowed household were equivalent to that of the 
household when the woman was married, her economic well-being would be 
judged as unchanged.  The appropriate adjustment for the different consumption 
needs of households remains an unresolved issue in the economics literature.   


 
Table 6 compares how mean and median income changes using three 


different equivalency scales to adjust for changes in household size between the 
b1 and p1 periods. The OECD scale gives each adult beyond the first (who counts 
as one person) a weight of .7 and each child (under 18) a weight of .5.  The U.S. 
equivalency scale is that used in the setting of poverty levels in the U.S. and 
assumes greater economies of scale as household size increases.   
 
 The third is based on a scale developed in Buhmann et al. (1988) and 
adopted in several recent studies on income inequality and poverty (e.g., 
Hagenaars et al. 1994).  The scale, labeled here the "international scale", is equal 
to disposable household income divided by household size raised to a power (e), 
which represents the elasticity of the scale rate with respect to household size.  
The value e = .5 is adopted in most international comparisons, and is used here. 
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Table 6 
Comparison of Equivalency Scale Effects: 


Income Changes Upon Widowhood 
 


I. Hypothetical Income Change 
 


Prewidow Widow      % 
  Income   Income Change 


 
Total 30000 20000 -33.3% 
Per Capita 15000 20000   33.3% 


 
 
II. Equivalence Scale Adjusted Hypothetical Income Change 
 
                                  Using U.S. Scale                                 Using OECD Scale                       Using International  Scale 
 
   Size           Prewidow      Widow           %             Prewidow       Widow             %           Prewidow      Widow        % 
Change         Income         Income      Change         Income           Income       Change        Income        Income    
Change 
 


2 to 1 23438 20000 -14.7% 17647 20000 13.3% 21213 20000  -5.7  
3 to 2 19108 15625 -18.2% 12500 11765  -5.9% 17321 14142 -18.4 
4 to 3 14925 12739 -14.6%   9677   8333 -13.9% 15000 11547 -23.0 
5 to 4 12605   9950 -21.1%   7895   6452 -18.3% 13416 10000 -25.5 
6 to 3 11194   8403 -24.9%   6667   5263 -21.1% 12247   8944 -27.0 
 
3 to 1 19108 20000    4.7%  12500 20000  60.0% 17321 20000 15.5 
4 to 2 14925 15625    4.7%    9677 11765  21.6% 15000 14142 -5.7 


 
Note: With U.S. scale: persons are BETTER off;  become MORE worse off; differences between 


size changes are SMALLER.  With OECD scale: persons are WORSE off; become LESS 
worse off ; differences between size changes are LARGER. 
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The scales would lead to quite different conclusions about the relative 
well-being of households of different sizes.  Using the U.S. poverty scale, the 
second person and third adult are each assumed to raise consumption needs by 
approximately 28%.  In this scale, a three-adult household requires 1.57 of the 
income of a one-person household compared to the OECD's scale of 1.5 required 
for a household with one adult and one child, or 1.7 for a household with two 
adults and the third scale's 1.73 times income requirement for three adults.   


 
Compared to a scale that assumes greater economies of scale as household 


size increases, a scale that assumes smaller economies of scale will result in larger 
falls in well-being as household size increases, holding income constant (Table 6). 
Thus smaller economies of scale will require larger income increases to maintain 
equivalent levels of consumption as household size increases.   
 
 In considering the well-being of widows under different equivalence 
scales, there are two effects.  For a given income, the equivalency standard that 
assumes the larger economies of scale (e.g., the U.S. poverty standards) will 
register greater levels of well-being in the pre-widowhood period (when at least 
two adults reside in the household) than will the standard with smaller 
economies of scale (e.g., the OECD scale).  However, using a standard with larger 
economies of scale will result in larger declines in equivalent well-being when one 
adult leaves the household. 
 
 Consider first the example of a household that received $30,000 until after 
the husband's death, when the widow received 33 percent less.  Use of the OECD 
scale with its smaller assumed economies of scale lowers the level of economic 
well-being of the couple household by more compared to a simple household 
income measure than does the use of the U.S. equivalence scale.  The 
international scale is between these two equivalent measures.  However, use of 
the OECD equivalence scale makes it appear as if the economic well-being of the 
widow improved after the husband's death (by 13%).  Her well-being would 
have declined using the U.S. equivalence scale (by 15%) and the international 
scale (by 6%). 
 


The largest difference in the use of these two scales is when a husband 
dies in a two-person household, which is the median household change in all 
three countries.  Additional persons in the household in the pre-widowhood 
period reduce economic well-being by a proportion that depends on the 
equivalency scale used, but the change in well-being upon a decline by one adult 
for larger households is quite comparable as household size increases.   
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At the same time, should small households (of one or two persons) be the 
result of size falls from quite large households (for example if a child goes off to 
college after a husband dies), the OECD scale registers a very large improvement 
in well-being relative to the U.S. scale.  Again the international scale is 
intermediate. 


 
Thus the particular equivalency scale chosen makes an enormous 


difference to what is concluded about the economic fortunes of women when 
husbands die. Beyond the change when household size falls from two to one, the 
two equivalency scales are more comparable in registering relative income 
changes. Most widows, however, do come from two-person and three-person 
households.    
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Table 7 
Changes in Post-Government Income 


Using Three Equivalency Scales 
 
                                                    BHPS                                     PSID                                   GSOEP             
                                      Mean              Median       Mean               Median       Mean             Median 


 
Widowhood 


Total  Income 
Period 
 
b1 15989 13175 42017 27405 41291 35916 
p1 11431 9066 28843 17445 31278 25322 
% Change -28.5% -31.2% -31.4% -36.3% -24.2% -29.5% 
 


Household Size Adjusted Income 
Using OECD Equivalence Weights 


 
b1 8543 7228 27939 18815 26949 24282 
p1 9730 7920 25936 14004 26582 22678 
% Change 13.9% 9.6% -7.2% -25.6% -1.4% -6.6% 
 


Using General Official U.S. Equivalence Weight 
b1 11532 9946 28817 20544 28984 26044 
p1 10396 8714 26352 15205 27296 23246 
% Change -9.8% -12.4% -8.6% -26.0% -5.8% -10.7% 
 


International Equivalence Scale 
 
b1 10583 9002 26384 18759 26652 24253 
p1 10170 8612 25921 14883 26555 22610 
% Change -3.9% -4.3% -1.8% -20.7% -0.4% -6.8% 
 
 
Note: BHPS data are in price adjusted British pounds, PSID data in price adjusted U.S. dollars, 


GSOEP data in price adjusted Marks.  
 
 







21 


Table 7 shows the change in mean and median post-government income 
using these three equivalency scales.  Consistent with the hypothetical example, 
households are absolutely worst off using the OECD equivalence scale and the 
average declines in income are smaller, particularly compared to use of the U.S. 
scale.  Despite quite comparable percentage changes in non-size adjusted 
household income, mean household-size adjusted income actually increases for 
British widows. The explanation appears to lie in the higher percentage of British 
widows who live in households that change from two- to one-person (plus three- 
to two-person) households upon the husbands' deaths.   
 


This is the range of household size change in which the equivalence scales 
register the greatest difference.  In the U.S. only 59 percent of these households 
were in this range (68 percent adding three to two-person households) compared 
to 77 percent in Britain (87 percent) and 68 percent in Germany (81 percent).  The 
consequence, as shown in Table 6, is the more positive (or smaller declines) in the 
income of British widows using the OECD scale.   


 
The OECD equivalence scale was used in this study in part because it 


makes it possible to compare these results with earlier studies.  In addition, the 
OECD scale is a more widely accepted measure of well-being, in part because of 
its more uniform treatment of additional adults and children, in contrast to the 
non-uniform increments in consumption needs as adults and children are added 
to the U.S. equivalently-scaled household.  This, of course, results in British 
widows appearing to suffer less economically upon the death of their husbands 
than would be the case using the other two scales. 


 
SEE CHARTS 4 and 5 


 
In Charts 4 and 5 pre-widowhood and post-widowhood mean and 


median OECD scale adjusted incomes of eventual widows are plotted. While the 
data are in each nation's currency (but price adjusted), again each country's 
values are scaled so they are equal (at the PSID amount) in the b1 year.  


 
The reasons for ignoring the year in which widowhood occurs is 


confirmed here; divergence in changes in that year are probably due more to the 
timing of countries' insurance distributions than to fundamental differences in 
income changes. That widows in Britain are better off relative to the pre-
widowhood year in the first post-widowhood year is shown here.  The stability 
in mean income in the pre- and post-widowhood years is evident, although the 
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medians show greater declines for the PSID and increases for the BHPS samples 
from the b1 to p1 periods.  
 
Sources of Income Change 
 


As a first step in understanding why these similarities arise when the 
three country systems are so different, Table 8 presents distribution of income by 
source in b1 and p1 and the contribution of each source to the change.  Excluded 
from this table are net taxes and the impute value of owner-occupied housing. 
Differences in systems (and in survey classification of income) are evident in 
differences across countries in the contribution of each source to total post-
government income, shown in the first panel of the table.   


 
In the second panel of the table, there is the percentage by which the mean 


pre-widowhood OECD adjusted income would have declined had this source 
alone changed as it did while neither household size nor other sources did. For 
example, in Britain, had labor income alone declined, all other sources and 
household size remaining the same, the observed pre-widowhood income would 
have declined on average by 25.8 percent. 
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Table 8 
Contribution to Post-Government Income and Change  


in Income by Each Source 
 


Income Sources 
 
                                                         Labor              Private            Asset               Social             Public 
                                                       Income           Transfers         Income          Security        Transfers 
 
DISTRIBUTION  
 
 Of Income 
   BHPS 
      b1 30.5%   0.3% 10.9% 27.8% 35.7% 
      p1 21.3   0.4   7.6 30.3 35.1 
 
   PSID 
      b1 38.3 11.7 17.0 17.4 0.8 
      p1 22.2   5.8 18.2 21.6 1.2 
 
   GSOEP 
      b1 43.9   0.1   4.1 54.2 1.6 
      p1 31.6   0.6   6.2 58.0 2.4 
 
Of Income Change 
  BHPS -25.8%    0.0% -10.2% -12.9% -21.3% 
  PSID -34.7 -11.5  - 6.8  -3.9    0.1 
  GSOEP -24.3      0.7   1.3 -17.1    0.1 
 
 
Note: Percentages are the percentage by which post-government OECD adjusted income would have 


changed due to a change in the individual source alone. Percentages do not add up to 100 
because contributions of taxes and imputed value of housing are not presented.  
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The contribution of labor income declines in the three countries (though to 
varying degrees) as women are widowed.  In the post-widowhood period it 
accounts for a smaller share of the wife's income than it had earlier.  Virtually all 
the major sources declined, with the exception of public income transfers in the 
U.S. and Germany.   


 
The differential contribution of other sources across the three countries 


may be in part due to the nature of the public-private income support system in 
each country as well as the different classification of income by the surveys.  For 
example, the importance of private pensions in the U.S. is reflected in the larger 
decline in income due to that source in the U.S.  The largely public occupational 
pension systems in the U.K. and Germany and the inclusion of this pension 
income in the public transfer aggregation in the CNEF data, accounts for the 
large contribution of that source to the decline in post-government income.  It 
appears that the mix of public and private transfers and of household size 
changes, though different in the three countries, work to maintain the same 
average level of economic well-being of women who are widowed.   


 
Regression Analysis  
 
 Not all widows' income change experience conforms to the average in any 
country.  To understand who is better or worse off after widowhood and how 
systems operate to achieve those differences, we present some preliminary 
regression analysis.  The sample sizes are small and the CNEF aggregates income 
components that probably have distinct effects. However, the results are 
suggestive.  Of particular interest is the influence on pre-widowhood levels of 
well-being, of minimum age of survivor benefit receipt, offsets of benefits against 
other income, and limitations on earnings.  
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Table 9 
Age Distribution of Widows 


(Age in Year B1) 
 
 


Country 
 
                                                           PSID                                  BHPS                                     GSOEP 
               b1 Age                            Percent                                Percent                                   Percent 


 
<45 10.0% 6.7% 7.5% 
45-54 14.5% 14.2% 11.8% 
55-59 11.2% 4.5% 11.4% 
60-64 15.2% 10.4% 16.5% 
65-74 31.8% 39.6% 35.4% 
75+ 17.3% 24.6% 17.3% 
 
<60 35.8% 25.4% 30.7% 
median 63-64 68-69 64-65 
mean 62.9 65.9 63.9 


 
Note: Numbers are unweighted sample size 
 
 
This group of widows represents a broad range of ages at death; they are 


not all elderly (Table 9), so their fortunes are potentially different across age 
groups under different support systems.  For younger and older widows, the age 
distinctions for receipt of survivor benefits made in Social Security systems 
would be expected to have a differential effect. This paper examined the effect of 
a widow being under age 60 at the time of her husband's death.   


 
The three countries have different provisions concerning earned income 


receipt by beneficiaries.  Because earnings by the husband in b1 represent a 
household that would suffer both "retirement" and widowhood consequences 
upon his death, we explored the effect of husbands' pre-widowhood work on 
income change.  Continued earnings by widows are treated differently as well.  
This paper explored the effect of the woman's pre-widowhood work on her 
income as a widow.   
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The influence of the "program" variables on the change in income from the 
pre- to post-widowhood years (p1 to b1) was examined.  The preliminary 
analysis indicates that greater initial income is associated with smaller income 
declines, a reflection of all three systems' linking survivor benefits to pre-
widowhood earnings and benefits of the deceased worker.  However, it appears 
that this variable is less important in Britain (though still highly significant), 
perhaps an indication of the leveling effect of its Basic Benefit.   


 
While older age is associated with smaller negative income changes in 


both Britain and the U.S. (consistent with older households being more 
dependent on social insurance income), it is linked to greater change in 
Germany, with women under 60 being more vulnerable to declines.  Finally, the 
preliminary analysis suggests that within each country employment of husbands 
or wives in the pre-widowhood period is protective against income falls.  It is 
wife's employment that makes a significant difference in Britain (perhaps 
because of the absence of an earnings test) but it is husbands’ employment that 
mitigates against income falls in the U.S. and Germany.  It is not entirely certain 
why husbands’ employment would have different effects in these countries, 
although the Basic Benefit in Britain may loosen the link between husbands' 
earnings (and pension coverage, as in the U.S.) and survivor benefits.  


 
It may also indicate the tighter link between eligibility for retirement (and 


associated survivor) benefits and place of employment through U.S. pensions 
and German occupational pensions, in contrast to the individualized but non-
specific occupational SERPS in Britain.  Finally, that only in Britain does the 
wife's employment have a mitigating effect on income declines may reflect the 
absence of income or earnings tests in that country, an incentive for wives to 
continue to work in widowhood. 


 
Conclusions 


 
This study examines changes in income as women move from marriage to 


widowhood in three countries, using a data set created precisely to conduct such 
international comparisons.  Because variables in the CNEF file are constructed to 
assure comparability, there are limits based on the variables offered on this file, 
and especially the income components.   
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The widows in this sample represent a broad range of ages at death; they 
are not all elderly (Table 9), and so their fortunes are potentially different across 
household structure and support systems.  An important finding is that 
household structure and its change varies across countries and may contribute to 
the somewhat better than average outcomes for widows in Britain.  


 
The Social Security systems in these countries are different and would be 


expected to contribute to different outcomes for widows with different 
characteristics. For younger and older widows, the age distinctions for receipt of 
survivor benefits made in Social Security systems are expected to have a 
differential effect.  The preliminary analysis indicates some, but not a consistent 
or large effect.  More intriguing are the findings on the pre-widowhood 
employment of the husbands or wives, which are differentially (but always) 
protective against income falls.  The results may indicate the effect of 
occupationally linked pensions in the U.S. and Germany and (this is stated with 
more confidence) the benefits for women of having no income or earnings offsets 
in Britain's Social Security system. 


 
The question of why different systems lead to similar average outcomes is 


not answered.  More work needs to be done to draw conclusions, though one 
could clearly hypothesize compensating behavior or savings on the part of 
couples and of offsetting provisions in these systems.  Much more exploration is 
to be done on the distribution of changes.   


 
The cross-sectional Luxemburg Income Study data show greater income 


inequality among widows in the U.S. and Britain than in Germany (Gini 
coefficient of .369, .347, and .266 respectively). This implies that although average 
levels of well-being may be comparable, the distribution of outcomes may be 
different.   


 
However, as from all cross-sectional data, it is not known whether this 


represents differential changes in inequality as women are widowed in these 
countries or initial differences even when these women were married.  Thus, 
while the average changes in income (even when incomes are household-size 
adjusted) appear both remarkably similar in spite of differences in support 
systems (note that the British divergence is due to household structure), these 
system provisions may affect households across the income/earnings spectrum 
quite differently.  That is the unfinished piece of this exploration.  
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I. Introduction 
 


Dramatic changes have occurred in family patterns and in the role of 
women in the workplace during the last 30 years or so. More and more women 
have entered the paid labor force. Fewer people marry, they marry later, they 
divorce more often and sooner, and they remarry less often. Increasingly, many 
more are not marrying at all. Unmarried opposite-sex couple households have 
grown greatly; and cohabiting adults of the same sex have increased their ranks. 
Some of the changes in family patterns have been more pronounced among 
blacks and Hispanics than among whites. 
 
 Since Social Security provides income not only to retired and disabled 
workers but also to their eligible dependents and survivors, changing familial 
relationships will affect the scope and value of Social Security protection. But the 
effect on the role of Social Security of changing family structure has not been 
generally recognized. If Social Security reform does not include altering its 
benefit provisions in light of changing family structure, then Social Security will 
become a less effective income protection mechanism than originally planned. 
 


The purpose of this paper is to identify the changes in the structure and 
composition of families and to discuss the implications of those changes for 
Social Security protection. The central question is, “Who will receive less 
protection or no protection if Social Security’s benefit provisions are not changed, 
while family patterns have changed?” The policy challenge is how best to modify 
the relevant provisions. 
 
 Because older women constitute one of the most financially vulnerable 
groups of people, how widows and divorcées fare under Social Security has 
become a major issue, with older women in poverty as the predominant concern. 
A related concern is two-earner couples versus one-earner couples when their 
Social Security benefits are calculated. 
 
 The paper will review a number of policy proposals for addressing these 
issues, offer several caveats that need to be taken in policy development, and 
suggest a two-tier system for Social Security. 
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 Section II summarizes important changes in family patterns in the last 
three decades or so. Section III points out the implications of family pattern 
changes for the availability of Social Security benefits. Section IV is concerned 
with changing family structure among racial and ethnic minorities. Section V 
deals with the issue of poverty among older women. Section VI briefly analyzes 
several policy proposals; Section VII highlights cohabitation. Section VIII 
discusses the role of minimum benefits. Section IX offers some caveats for policy 
development. Section X proposes a two-tier Social Security system. Section XI 
offers some concluding remarks. 
 
 
II. Changing Family Structure 
 


During the early decades of Social Security, the traditional family 
consisted of a working husband with a wife who did not work outside the home 
and their children. Most people married, and did so at younger ages than in 
recent decades; they had more children, and most marriages lasted a lifetime.  


 
Dramatic changes in social conventions have occurred during the last 


three decades. Summarized below are some important trends: 
 


• Labor force participation rates among women have grown 
substantially. Among the 25–34 age group, the rate in 1999 was 76.4%, 
up from 45% in 1970. For those age 35–44, 1999’s rate of 77.2% 
contrasted with 51.1% in 1970. Even for the age group 45–54, 
traditionally with the highest rate, 1999’s rate of 76.7% was still 
considerably higher than 1970’s rate of 54.4% (U.S. Census Bureau 
2000). 


• The median age at first marriage was 25.1 years for women and 26.8 
years for men in 2000, more than four years later than in 1970, 20.9 
and 23.2, respectively (Fields and Casper 2001). 


• In 2000, only 56% of the adult population (defined as age 15 and over) 
were married, down from 65.4% in 1970 (Fields and Casper 2001). 


• Families have become smaller. The average household size is 2.62 in 
2000, down from 3.14 in 1970 (U.S. Department of Commerce 2001). 


• Reflecting delayed marriage and later childbearing, in 2000, slightly 
less than 46% of the married couples have children under 18 living 
with them, down from 57% in 1970 (Fields and Casper 2001). 
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• Not only have people been marrying later, but more marriages have 
dissolved. In 1999, 9.9% of adults (19 million) were currently 
divorced, up from 3% (4.3 million) of adults who were currently 
divorced in 1970 (U.S. Census Bureau 2000). 


• People have also been divorcing sooner and remarrying less. Based on 
a 1995 national survey, one in three marriages ended in 10 years; one 
in five divorced in five years; 43% of first marriages ended in 
separation or divorce within 15 years. The remarriage rate after first 
divorce and the remarriage rate after redivorce have both declined 
(National Center for Health Statistics 2001). 


• The number of unmarried adults has more than doubled—from 38 
million in 1970 to 87 million in 1998 (U.S. Census Bureau 2000). 


• The number of never-married adults has also more than doubled—
from 21.4 million (16% of all adults) in 1970 to 47.6 million (24% of all 
adults) in 1999 (Fields and Casper 2001). 


• Related to the never-married status, unmarried-couple households of 
opposite sex have increased more than seven times—from 523,000 in 
1970 to 4 million in 1996 (Casper and Cohen 2000). In addition, there 
are approximately 1.2 million same-sex unmarried couples in 2000 
(Gates 2001). 
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III. Implications of Changing Family Structure for Social Security 
Benefits 
 
 Social Security provides income not only to retired and disabled workers 
but also to their eligible dependents and survivors (auxiliary beneficiaries). For 
example, for a couple both age 27 and both working at average wages, with two 
small children, Social Security provides life insurance protection estimated at 
more than $300,000. The long-term trends summarized in Section II hold policy 
implications that are of crucial importance, first with regard to the changing 
nature of what constitutes adequate protection and, second, because of their 
foreseeable effect on underwriting requirements. 
 
 Changing familial relationships therefore will affect the scope and value of 
Social Security protection. The family structure changes enumerated earlier have 
already begun to be reflected in the numbers of new awards for auxiliary 
beneficiaries in recent years. For example, the proportions of new auxiliary 
beneficiaries in the total number of new beneficiaries have declined. In 1970, 
54.3% of new awards went to dependents and survivors. That percentage has 
steadily declined, to 40.4% in 1997 (see Table 1). 
 
 Several reasons may account for these declines. For example, fewer wife 
or husband beneficiaries may have resulted from more women receiving benefits 
as retired workers rather than as wives. The 1981 Social Security Amendments, 
which eliminated benefits to in-school children above age 18, would be a major 
reason for fewer child beneficiaries. Improved mortality may have reduced the 
number of survivors. 
 
 Nonetheless, if not legally married, one will not have an eligible spouse or 
leave an eligible widow or widower despite a long-term marriage-like 
relationship. Unless the marriage has lasted for at least 10 years, no one will be 
eligible for a spousal or survivor benefit when divorced, except if it was one of 
the common-law marriages recognized by some of the states. 
 
 Because of the large increase in the percentage of never-married adults 
noted earlier, many women will not benefit from Social Security’s antipoverty 
effect because they will not be eligible for spousal and survivor benefits. 
Increases in short-term marriages will result in many divorced persons ineligible 
for spousal or survivor benefits. In addition, cohabitation of adults of the 
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opposite sex or of the same sex will remove many from becoming otherwise 
eligible beneficiaries for spousal or survivor benefits. 
 
 Social Security must adapt to changing family patterns, or else it will leave 
behind more and more vulnerable groups of people. Future relative declines in 
auxiliary beneficiaries will be much greater because family pattern changes will 
affect Social Security recipiency with a time lag of decades before changes in 
family structure result in eligibility or ineligibility for Social Security benefits. 
The new awards for dependents and survivors are estimated to decline to 35.7% 
in 2010—from, as pointed out above, 54.3% in 1970 and 40.4% in 1997 (Table 1). 
 
 
IV. Changing Family Structure Among Minorities 
 


Furthermore, problems caused by ineligibility and lower Social Security 
benefits, noted above, impact blacks and Hispanics more severely because some 
of the changes in family patterns have been more pronounced among these 
minorities than among whites. 


 
Compared to whites, these minorities have much lower percentages of 


married persons, much higher percentages of never-married persons, much 
greater poverty rates, and much larger percentages of their children living with 
single mothers (respective percentages for such black, Hispanic, and white 
children were 51%, 27%, and 18% in 1998). 


 
An example is the declining percentages of married adults (1970–99): 


Whereas the drop was 15% for whites, it was 36% for blacks and 18% for 
Hispanics. More specifically, the trends for whites, blacks, and Hispanics from 
1970 to 1999 (U.S. Census Bureau 2000) are: 
 


• 15% drop among whites, from 73% to 62% 
• 36% drop among blacks, from 64% to 41% 
• 18% drop among Hispanics, from 72% to 59%. 
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Another example is the increase in never-married persons (1970–99): a 
31% increase among whites, compared to an 86% increase among blacks and 53% 
among Hispanics. More specifically, the trends for whites, blacks, and Hispanics 
from 1970 to 1999 (U.S. Census Bureau 2000) are: 
 


• 31% increase (from 16% to 21%) for Whites 
• 86% increase (from 21% to 39%) for Blacks 
• 53% increase (from 19% to 29%) for Hispanics. 
 
These trends have resulted in relatively fewer Social Security beneficiaries 


as dependents and survivors for blacks and Hispanics, compared to whites. The 
racial/ethnicity dimension is therefore highly significant. 


 
 For example, according to calculations based on the latest available 


statistics, among blacks, although about 62% of new awards were for dependents 
and survivors in 1970 and 1980, that proportion declined to about 52% in 1990 
and 44% in 2000 (Social Security Administration 2002). 
 
 
V. Older Women in Poverty 
 


Beyond the divorced and never-marrieds who are ineligible for these 
benefits, the problem of lower benefits arises for some beneficiaries, notably 
widows and widowers. Under current law, a surviving elderly spouse may 
receive his or her own “retired worker benefit” or a “survivor benefit” based on a 
deceased spouse’s earnings, whichever is higher but not both. Suppose the 
husband’s retired worker benefit is $1,000/month. If his wife has not worked at 
all or if her own earnings entitle her to a retired worker benefit of less than $500, 
then she receives a spousal benefit of $500, half her husband’s benefit. Together 
they receive $1,500. When he dies, she receives $1,000, two-thirds their combined 
benefit. 
 
 In fact, a survivor may do worse than that—getting only half, instead of 
two-thirds, their combined benefit if husband and wife are each entitled to the 
same retired worker benefit, say, $750. Between them they receive $1,500, the 
same total as for the above couple. When he dies, her benefit stays at $750, only 
half of their combined total. As two-earner families become more prevalent and 
as their respective earnings approximate each other’s, it is becoming more 
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common that the survivor gets less than two-thirds of the combined benefits of 
the couple. 
 


The anomalies with the survivor benefit follow from the treatment of two-
earner families, and particularly those in which two earners have a more even 
division of earnings between them. Couples whose earnings are more evenly 
divided would fare worse than another couple whose respective earnings are 
more uneven. Two examples, quoted below, may suffice (Urban Institute 2000):  


 
“Two Couples: Same Earnings, Different Benefits. The Greens and the 
Whites each earn twice the average wage. But, while Tom Green is 
the sole breadwinner, Ted and Becky White each earn the same 
amount. When Tom Green retires in 2032, the couple receives a 
Social Security benefit of $37,769—Tom’s retired worker benefit of 
$25,179 plus Beth Green’s spousal benefit of half that amount, 
$12,590. When Ted and Becky White retire in 2032, each spouse gets 
a retired worker benefit of $17,358, a family total of only $34,716. 
That is $3,053 less than Tom and Beth’s benefit.” 
 
“Tom Green dies. Beth Green moves up from a spousal benefit to a 
survivor benefit and receives $25,179. But, when Ted White dies, 
Becky White continues to get only her retired worker benefit of 
$17,358. Taking into account life expectancy, Tom and Beth can 
anticipate lifetime benefits of $549,694, while Ted and Becky are 
likely to receive $100,103 less—only $449,561.” 
 
“Secondary Workers Versus Primary Workers. Jorge Rodriguez earns 
$40,000 a year, entitling him to a retired worker’s benefit of $14,758 
when he retires in 2000. His wife, Inez, earns $15,000 a year, which 
yields a retired worker’s benefit of $7,967. Granted, that’s more 
than the spousal benefit of $7,379—but not much more, only $588 a 
year. In fact, if instead of Inez working at all, Jorge earned that 
$15,000 on top of his current salary, he would be entitled to $17,008 
a year at retirement and Inez would get $8,504 in spousal benefits. 
Thus, if Jorge earns the additional $15,000, their total benefit would 
be $2,787 higher than if Inez earned the $15,000. When either Jorge 
or Inez dies, the survivor gets $2,250 more if Jorge, rather than Inez, 
had earned the extra $15,000.” 


 







 


9 


The reduced benefits received by widows and widowers may drive some 
of them into poverty, since the official poverty threshold for one elderly person is 
almost 80% of that for an elderly two-person household. Together with 
ineligibility, lowered benefits for survivors may help explain (among other 
reasons) why the poverty rate among nonmarried older women (widowed, 
divorced, and never married) is now about 20%, four times the rate for older 
married women, as shown below for 1999. 
 


Changing family patterns may also adversely affect child benefits. Owing 
mainly to births to unmarried mothers and high divorce rates, 24% of children 
now live with mothers only. Because women generally earn less than men, child 
benefits will be lower when they are based on mothers’ earnings rather than 
fathers’, unless paternity is established (Administration on Aging 2001). 
 


How women fare under Social Security has become a major issue, with 
women in poverty as the predominant concern. The poverty rate for women 65 
and over was 11.8% in 1999, and the differing rates according to marital status 
were (Anzick and Weaver 2000): 


 
Married    4.3% 
Widowed  15.9% 
Divorced  20.4% 
Never married 18.9%. 


 
 What does the future hold? One projection being carried out for the Social 
Security Administration shows that Social Security in the next 20 years would 
not reduce poverty rates among older people as much as it did in the past (Smith 
and Toder 1999). 
 
 As large proportions of women in successive cohorts have entered the 
paid labor force, the percentage of women receiving benefits based solely on 
their own earnings records is expected to rise from 37% today to 60% in 2060 
(Smith and Toder 1999). However, because this means that 40% of women will 
continue to receive benefits based on their husbands’ earnings, spousal and 
survivor benefits will remain a matter of substantial importance. Therefore, who 
will receive such benefits and at what levels should properly be a concern to 
policymakers. 
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VI. Some Proposals 
 
Several ideas have been suggested to deal with the problem: 


 
• Raise the survivor benefit and lower the spousal benefit (e.g., Iams 


and Sandell 1998; Smeeding 1999) 
• Lower the length-of-marriage requirement (e.g., Smeeding 1999) 
• Implement earnings sharing. 
 
Raise the survivor benefit and lower the spousal benefit. Over the years, there 


have been proposals for Social Security to offer a better survivor benefit by 
reducing the spousal benefit and raising the survivor benefit. For example, 
lowering the spousal benefit to 33% from the present 50% of the higher earner’s 
benefit, and raising the benefit to the surviving spouses to 75% of the combined 
benefit of the couple before death occurred. 


 
This proposal raises a number of questions.1 Would a cut in the spousal 


benefit drive into poverty those couples living not far above the poverty line? 
What about couples who are already poor when they retire? 


 
Moreover, what is meant by a spousal benefit? Under Social Security, a 


woman can receive benefits based, in essence, on the larger of the two, her own 
earnings record or her husband’s earnings record. Today, more than one in four 
(26% of all female beneficiaries) receive their own retired worker benefit plus an 
amount that raises it to what they would be entitled to as spouses. In this case, to 
what part of her benefit does a spousal benefit reduction apply? 
 
 This proposal has been suggested on the supposition that, with more and 
more married women staying in the labor force longer and earning higher pay, 
they would be receiving Social Security benefits on their own earnings records 
(Butrica and Iams 2000). However, as pointed out earlier, in 2060, some 60 years 
from now, an estimated 40% of the women receiving spousal and survivor 
benefits will still be receiving benefits based on their husband’s earnings. To 
reduce the spousal benefit from 50% to 33% (the most commonly suggested 
reduction) would impose a financial cost that may not be easily dismissed or 
ignored. Another study (Levine, Mitchell, and Phillips 2000) has also pointed out 
that many more married women would qualify for retired worker’s benefits 


                                                 
1 I have benefited from discussion and personal correspondence with Sara Rix. 
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because of longer work histories, but many of them still would receive higher 
benefits in spousal benefits. 
 
 Finally, what of the divorced women who receive a spousal benefit based 
on their former husband’s earnings records? They will receive higher benefits 
only when their former spouses have died. 


 
Lower the length-of-marriage requirement. Another suggestion to deal with 


the divorced spouse’s benefit problem is to lower the number of years of 
marriage required for a spousal or survivor benefit. Now the requirement is at 
least 10 years (since the 1977 law). The requirement was 20 years when the 
benefit was first instituted under the 1965 law. 


 
Lowering the required length of marriage to five or seven years has been 


proposed. However, this begs the question of what the spousal or survivor 
benefit was intended for. If it was designed to protect a marriage partner for the 
sake of the family over the long term, then it may be questionable to lower it 
further. 
 


At the practical level, unless the current law provision allowing several 
exspouses (wives) to receive benefits based on one exspouse (husband) is 
changed, lowering the length-of-marriage requirement would increase the 
likelihood of the number of multiple recipients of benefits as exspouses. 
 
 Implement earnings sharing. Another suggestion is to implement earnings 
sharing. This would combine a couple’s earnings and divide the earnings credits 
evenly between them while married, and each half would be portable upon 
divorce. This idea has been discussed for nearly a quarter of a century (see,  e.g., 
U.S. Department of Health, Education, and Welfare 1979; Congressional Budget 
Office 1986; Fierst and Campbell 1988; U.S. General Accounting Office 1996). The 
major stumbling block has been the added cost to Social Security. 
 
 
VII. Cohabitation 
 


The preceding proposals have been suggested to deal with auxiliary 
benefits originating from marriages. What about cohabitation, which introduces 
a broader set of circumstances? 
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 Many long-term relationships exist between unmarried partners of the 
opposite sex. These relationships have grown sevenfold since 1970. Recognition 
of common-law marriage may ameliorate the situation, but only 11 states and the 
District of Columbia now (July 2001) recognize such marriages, down from 21 
states in 1991 (Social Security Administration 2001). Then there is the situation of 
cohabiting individuals of the same sex.  
 
 Some state and local governmental units and some business firms have 
recognized domestic partners in granting coverage for health insurance, for 
example. Some state and local government pension plans allow their participants 
to designate beneficiaries as they choose.2 These practices are possibilities. It is 
also possible to deal with cohabiting situations by means of individual accounts. 
 
 
VIII. Minimum Benefits 
 


Among the suggestions for ameliorating poverty is one that calls for the 
establishment of a minimum benefit. One of the plans proposed in the last 
advisory body (Advisory Council on Social Security 1996) as well as several bills 
introduced in Congress would create a new system of minimum Social Security 
benefits. For example, an individual who has worked for 40 years and thus is 
qualified for 40 years of coverage will be guaranteed a Social Security benefit 
equal to 100% of the poverty income level. This minimum benefit would apply to 
retired workers with at least 20 years of coverage, but the minimum benefit for 
them would equal only 60% of the poverty level of income. Those who have 
worked between 20 and 40 years of coverage would receive prorated minimum 
benefits, based on their number of quarters of coverage. Widows or widowers 
would be covered by the minimum benefit guarantee based on their spouse’s 
earnings records. 
 


                                                 
2 On August 15, 2001, Acting Governor Jane M. Swift of Massachusetts announced that she is 
extending some domestic partnership benefits to gays and lesbians among the state’s 70,000 
employees. The benefits, now available to a small number of gays in senior management, would 
include paid leave for workers to care for a same-sex partner who is ill, bereavement leave if a 
partner dies, and paid time for a court appearance or counseling if they are victims of domestic 
violence by a same-sex partner. However, health insurance benefits are not included. These 
benefits will be extended during labor negotiations with public employee unions as the contracts 
come up for renewal over the next two years. This initiative extends a 1992 executive order by 
Governor William Weld, which offered bereavement and sick leave to gay and lesbian managers. 
The state of Vermont sanctioned same-sex unions last year. Recently, the Netherlands and 
Germany have passed similar legislation. 
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Under this proposal, the full antipoverty impact of the minimum benefit 
will be felt only by those who have worked for 40 years. What about those with 
fewer years of work? Because it begins to apply for people with 20 years of work, 
this minimum benefit provision misses altogether those with less than 20 years of 
eligible work. 
 
 
IX. Caveats in Policy Development 
 


In thinking about how to protect at-risk populations, one needs to be 
mindful of the nature and purpose of the Social Security program. If Social 
Security is an employment-based income-replacement system financed 
exclusively or largely by the payroll tax, then there is a limit as to what type of 
benefit and what levels would be appropriate. It may be that a public assistance 
program based on general revenue, such as the Supplemental Security Income 
(SSI) program, would be a better policy instrument. 
 
 Another consideration to keep in mind is that there are reasons for the 
low-income status of many elderly widows, widowers, and divorced persons 
that lie outside the Social Security system. Analyzing the causes of widow 
poverty, one study suggests the following rough breakdown of several factors: 
 
 Pre-widowhood difference in economic status, 20–26% 
 Decline in Social Security benefits at widowhood, 40–50% 
 Declines in pension income at widowhood, 15% and 


Declines in income from other assets at widowhood, 10–15%  
(Schoeni 2001). 


 
Is Social Security an appropriate instrument for compensating for the 


prewidowhood differences in economic status or income declines from other 
assets at widowhood, or for the deficiencies in employer pension programs? 
Should we not explore improvements with other policy vehicles? 
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X. A Two-Tier Social Security System3 
 


Allowing a married couple to share their earnings could solve the 
problem some widows and widowers and divorced persons face. Earnings 
sharing would credit half the total earnings of the couple to each spouse’s 
earnings records. When one spouse dies, the survivor may inherit all or most of 
the earnings credits of the deceased. At divorce, each spouse would have 
separate earnings records, regardless of number of years of marriage. 
 
 But earnings sharing would not help the never-married. Nor would it help 
alleviate poverty generally. So we need a comprehensive reform that includes 
earnings sharing. 
 
 A good method would be to combine earnings sharing with a flat-rate 
benefit in a two-tier benefit structure. The first tier would provide a flat-rate 
benefit, payable to eligible persons for age or disability, regardless of earnings. 
The second tier would be based on earnings—an individual’s earnings when 
single, plus half the couple’s combined earnings while married. 
 
 The first-tier benefit should be integrated with the SSI program, funded 
with general revenue, not payroll taxes, because of its income redistributive and 
antipoverty functions. The second-tier benefit should be financed by payroll 
taxes because contribution and benefit calculations are both based on earnings. 
 
 
XI. Concluding Remarks 
 


The effect of demographic change, in the form of population aging, on 
Social Security is widely discussed. But the effect on Social Security of another 
demographic development, that of changing family structure, has not been 
generally recognized. As a result, Social Security reform discussions have been 
almost exclusively concerned with restoring the system’s long-range solvency. 
However, because of changing family patterns along with the changing role of 
women in the workforce, the role of Social Security as social protection is liable 
to diminish if its benefit provisions are not altered to meet modern conditions. 
 


                                                 
3 For an analysis of this type of reform, see U.S. Department of Health, Education, and Welfare 
(1979). 
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Table 1 
 


Proportions of New Beneficiariesa as Retired Workers, Disabled Workers, 
and Dependents and Survivors,b in Selected Years (1970–2010) 


 


Yearc Retired 
Workers 


Disabled 
Workers 


Dependents 
and Survivors Total 


1970 36.2% 9.5% 54.3% 100% 


1980 38.3 9.4 52.3 100 


1990 44.8 12.6 42.6 100 
1997 44.5 15.2 40.4 100 


2010 48.8 15.5 35.7 100 
 


Notes: a New beneficiaries refer to those awarded benefits in each year. 
b Dependents  and survivors include wives/husbands, children, widow(er)s, 
widowed mothers/fathers, and parents. 
c For 1970–97, from actual data; for 2010, based on estimates. 


 
Sources: For 1970–97, calculations based on data in Table 6.A (OASDI Benefits 


Awarded: Summary), 1998 Annual Statistical Supplement to the Social Security 
Bulletin, Social Security Administration, SSA Publication No. 13-11700, p. 254. 
For 2010, calculations based on unpublished estimates supplied by the Office 
of the Chief Actuary, Social Security Administration, February 1 and 
February 13, 2002. 
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Abstract 
 
 This study outlines how the costs of life insurance, medical care, 
disability, and retirement are impacted by increases in longevity. The author 
examines how the costs of these benefits are shared by employee benefit 
programs and publicly sponsored programs and how increases in longevity 
impact this cost sharing and result in greater cost increases for publicly 
sponsored programs. Based on this analysis, likely courses for policy action that 
in turn will impact on employer-sponsored programs are discussed.  The author 
proposes future directions employers may take in designing their employee 
benefit programs. The paper concludes by considering the impact on the 
economy and Canadians’ standard of living. 
 
 
Introduction 
 


As an individual grows older, generally the need for medical care and a 
secure source of future income (other than from employment) increases. 
Employee benefit plans are established by employers, associations, or sponsors 
to provide for these needs as they occur or to assist in preparing financially to 
meet the need when it occurs after the employment relationship is ended. 
(Hereafter, such plans are referred to as employer-sponsored programs to 
distinguish them from publicly sponsored programs. It is recognized that the 
sponsor need not be the employer.) Employee benefit plans typically provide 
coverage only to members of well-defined groups and for specified periods, such 
as to age 65. 
 


On the other hand, in Canada publicly sponsored programs also provide 
assistance for similar needs, but generally on a broader, less restricted basis. The 
term “publicly sponsored programs” is used to describe programs that are 
established by a government regardless of how they are funded. These include 
provincial medical programs, which are funded from general tax revenues, and 
the Canada Pension Plan, which is funded jointly by employers and employees. 
Well-designed employee benefit programs and publicly sponsored programs 
complement each other and share the costs. However, because of the way these 
programs fit together, as longevity increases there is a disproportionate 
allocation of the changing cost structure. 
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The Canadian population is aging for a number of reasons, including the 
following: 


 
• Greater accessibility of quality medical care 
• Increased focus on healthier lifestyles and fitness 
• Healthier environment and better nutrition 
• Broader network of social support programs 
• Advancements in medical treatment and equipment and 
• Lower birth rates.  


 
The aging population’s impact on the sharing of costs between employee 


benefit programs and publicly sponsored programs will create opportunities for 
organizations in designing their employee benefit programs. This paper 
describes some of the designs that may become popular in the future. 
 


It should be noted that this analysis focuses on the effect on costs per 
individual as an individual ages. It does not consider other cost factors such as 
family composition. So, for example, in this analysis, the drug costs under an 
employer-sponsored medical care plan increase as the employee ages; however, 
the total drug costs in relation to the employee’s family unit may remain stable 
or decrease as the composition of the family unit changes, as the employee ages. 
For example, the family unit may include several dependent children when the 
employee is 30 but no dependent children when the employee is 60. 
 
Benefit Costs and Societal Costs 
 


In examining the impact of aging on employee benefit costs, it is 
important to recognize the perspective of such an examination. From the 
microperspective of an individual plan sponsor, if an employee group ages, that 
is, has a higher average age than it did in previous years, then the cost for 
providing coverage will be higher per person or as a percentage of payroll than it 
was previously. This point is discussed in detail in a paper written by James H. 
Murta and Frederick K. Holmes entitled “Impact of Aging on Benefit Plans: 
Measures Must Be Taken to Alleviate Skyrocketing Pension Costs.” 
 


In this paper, unless specifically noted, the impact is viewed from a 
macroperspective, that is, the viewpoint of the present cost to society of 
providing the coverage. To illustrate, if an individual of a certain age is expected, 
on average, to live two years longer than an individual of the same age was 
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expected to live 10 years ago, then the present value of a death benefit for such 
an individual is less today than it was 10 years ago. (In calculating present value 
it is assumed that a predefined interest rate is used at the time of determination, 
and not an interest rate that varies by time as the economy changes in the future.) 
For the majority of the paper, this macroperspective is used. 
 
Why Is the Canadian Population Aging? 
 


The Canadian population is aging for a variety of reasons and because of a 
number of factors. Because these factors may have a particular impact on specific 
employee benefits, it is useful to identify the factors and comment briefly on each 
one. (Immigration and migration of the population may also affect the average 
age of the population. On Canada’s current policies toward immigration, the net 
effect has been to slow the aging of the population. These policies may change 
over time and are not considered in this analysis.) 
 
Greater Accessibility of Quality Medical Care 
 


Accessibility of quality medical care results in:  
 


Lower death rates by age, which increases the life expectancy of the 
population 
Increased numbers of and occasionally quicker recoveries from disabilities 
and 
Greater costs for medical care per capita over an individual’s lifetime. 


 
Increased Focus on Healthier Lifestyles and Fitness 
 


Increased focus on healthier and fitness results in:  
 


Lower death rates by age, which increases the life expectancy of the 
population 
Increased numbers of and occasionally quicker recoveries from disabilities 
and 
Reduced costs for medical care per capita over an individual’s lifetime. 


 
Healthier Environment and Better Nutrition 
 


A healthier environment and better nutrition results in:  
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Lower death rates by age, which increases the life expectancy of the 
population 
Increased numbers of and occasionally quicker recoveries from disabilities 
and 
Reduced costs for medical care per capita over an individual’s lifetime. 


 
Broader Network of Social Support Programs 


 
A broader network of social support programs results in:  


 
Lower death rates at birth, among women in child-bearing years, and at 
older adult ages, which increases the life expectancy of the population and 
Greater access to medical care. 


 
Advancements in Medical Treatment and Equipment 
 


Advances in medical treatment and equipment result in:  
 
Lower death rates by age but particularly at older ages, which increases 
the life expectancy of the population 
Increased numbers of and occasionally quicker recoveries from disabilities 
and 
Reduced costs for medical care per capita over an individual’s lifetime. 


 
Lower Birth Rates 
 


Lower birth rates result in the average age of the population rising. 
 
Impact of Aging on Specific Benefits 
 
Death Benefits 
 


The death benefit or life insurance cost curve is shown in Figure 1. It shows 
that the cost of insurance for those less than age 40 is relatively low but begins to 
rise sharply about age 40. This cost continues to increase until death. Most life 
insurance coverage within an employer-sponsored benefit program ceases at age 
65 or retirement or reduces significantly beyond age 65. 
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Figure 1 
 


Figure 1
Death Benefits
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One of the reasons that the population is aging is that life expectancy is 
increasing. As such, the population of people dying at age 65 or younger 
decreases. In terms of the total death benefits borne by employer-sponsored 
benefit programs (i.e., the macroperspective), costs (per $1,000 of coverage) 
should decrease with increasing life expectancy, if the savings due to increased 
longevity are passed along by life insurance companies. 


 
Even when the employer continues life insurance benefits at a reduced 


level beyond age 65, the present value of providing this benefit is reduced as life 
expectancy increases. Once again, this results from the increase in the expected 
life span and a higher expected age of death. In other words, the cost curve tends 
to shift downwards and to the right. 


 
Publicly sponsored programs provide limited amounts of benefit on 


death. However, the impact of an aging population is the same for publicly 
sponsored programs as it is for employer-sponsored programs, that is, because of 
the increased life expectancy, the costs to the program for benefits payable upon 
death are reduced. 
 
Disability Benefits 
 


The cost curve for long-term disability benefits is shown in the Figure 2. It 
should be noted that costs are relatively low and stable up to age 40 and then rise 
relatively steeply until age 55, after which they decrease. The reason for the 
decrease is not due primarily to cessation of disability, but rather to the common 
provision in both employer- and publicly sponsored programs to terminate 
payment of disability benefits at age 65 or earlier entitlement to unreduced 
lifetime retirement benefits, such as under an “age plus service equals 85 factor” 
provision. 
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Figure 2 
 


 
As the population ages because of increased life expectancy, 


improvements in mortality are also observed among disabled lives. As such, the 
costs associated with providing disability benefits increases, since fewer claims 
are terminated by early death. This increase in costs may be partly offset by 
greater numbers of, and occasionally quicker, recoveries due to greater access of 
quality medical care, increased focus on healthier lifestyles and fitness, 
advancements in medical treatment and equipment, increased emphasis on 
rehabilitation, modified work availability, and return to work procedures. 
However, the net effect is an increase in the present value of disability costs. In 
other words, the cost curve tends to shift upward to the left but is still terminated 
at age 65. 
 


For publicly sponsored programs, disability programs are normally also 
only provided until age 65 (but the Canada Pension Plan and Worker’s 
Compensation also provide for other benefits after 65). The same factors affecting 
employer-sponsored programs are present, so publicly sponsored program costs 
will increase. 
 


In addition to publicly sponsored programs, governments also provide 
special benefits with respect to disabled individuals through the welfare system. 
Accordingly, as the population ages, and because both employer- and publicly 
sponsored programs cease to provide benefits at age 65, there will be increasing 
numbers of disabled people, who will not have sufficient income from all sources 


Figure 2
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to be above the welfare level. Accordingly, it can be expected that there will be a 
greater cost for these disabled individuals incurred by governments and 
taxpayers. Moreover, there is an impact on tax revenues, not only due to reduced 
incomes of the disableds, but also because employee-paid disability benefits are 
nontaxable income in Canada. 
 


(It should be noted that both gender and occupation have an effect on 
death and disability costs. As changes in the work force composition and in the 
mix of occupations occur, costs can be impacted. In particular, the general 
movement from heavy industry and natural resource extraction to service 
industry work, which has lowered death and disability claim costs, masks the 
cost increases attributable to aging.) 
 
Medical and Health Benefits 
 


The cost curve for medical and health benefits is shown in Figure 3. The 
costs are relatively stable through age 40 and then continue to rise gradually with 
age. The majority of the cost for the employer-sponsored programs relates to 
drug care. 


Figure 3 


 
 


Many employer-sponsored programs already limit the age to which 
benefits are provided, typically to age 65. A number of plans that in the past have 
provided benefits to retirees are being restructured to eliminate or significantly 
reduce such benefits. (This restructuring has been driven by changes in 


Figure 3
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accounting rules regarding how costs are to be recognized on companies’ 
financial statements and the timing of cost recognition.) 
 


The increased focus on healthier lifestyles and fitness combined with the 
healthier environment and better nutrition available reduces the average annual 
cost for medical care per capita over an individual’s lifetime. On the other hand, 
greater accessibility of quality medical care and advancements in medical 
treatment and equipment increase the average annual cost for medical care per 
capita. Diseases or illnesses that were once fatal may now result in chronic 
conditions requiring regular health maintenance programs. Because employer-
sponsored programs tend not to provide coverage beyond age 65, the net impact 
of these two factors is somewhat offsetting, and the cost impact of aging on 
employer-sponsored benefit plans is minimal. 


 
The effect is quite different for publicly sponsored programs. Canadian 


programs provide for basic medical care to the population at all ages, as well as 
basic drug care for those over age 65 in some provinces. With increasing 
longevity, there is an extended period of time above age 65 during which 
benefits, especially drug benefits and hospital benefits, will be provided. This 
will be at a significant cost to the publicly sponsored programs, unless the 
conventional retirement age of 65, and the prevalence of earlier retirement 
(particularly from employers in the public and parapublic sectors), is similarly 
deferred. There has been no indication in Canada that such deferral will occur. 


 
Moreover, new drugs, specialized equipment, and new treatments are 


being developed, many of which add significantly to the cost of treatment. In 
some cases these drugs, equipment, and treatment sustain and extend life, but it 
is questionable whether they enhance it. The Canadian Institute of Actuaries 
(2001) in its submission to the Senate Committee observed that “various sources 
report that between 30 and 50 percent of total lifetime health care expenditures 
occur in the last six months of life.” With increasing life expectancy, more and 
more this occurs beyond age 65 and is primarily at the expense of the publicly 
sponsored programs. 


 
Health care costs tend to be “stacked” near the end of an individual’s 


lifetime. As life expectancy increases, the expected time of incurring these 
expenses is shifted farther into the future, producing a deferral effect. This 
deferral effect means that the true extent of the increase in costs is not fully 
evident from tabulated statistics. This is a reason for great concern regarding 
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those programs. In other words, the sharp spike in the cost curve is moved out to 
the right. 


 
The foregoing analysis assumes that there will be no change to our social 


approaches to the aged. Should it be decided, for example, that care for the 
terminally ill should be revoked or that some policy of euthanasia should be 
adopted, then the cost bulge in the last six months of life might be significantly 
reduced. The CIA submission refers to a study that indicates that costs in the 
year of death are reduced significantly if the patient has been involved in 
advance decisions about palliative care. Such changes in social policy would 
mean that the cost for medical and health care might in fact decline, even though 
the population was still aging. 
 
Dental Benefits 


 
The cost curve for dental benefits is shown in Figure 4. It shows gradually 


increasing costs from age 40 to age 65. Most employer-sponsored programs 
terminate coverage at age 65. Because of the increased focus on healthier 
lifestyles, the healthier environment, and better nutrition, one would expect a 
slight shift in services toward cleaning, scaling, and root canals and away from 
dentures and bridges. Depending on the economic well being of the country, 
those adults who expect to retain their teeth for a longer time might also be more 
inclined to purchase orthodontic services than they did previously. 


 
The net impact of this shifting in services is small and might lead to a 


slight reduction in costs for employer-sponsored programs. There have been a 
few publicly sponsored dental programs in certain Canadian provinces, but most 
of them have provided benefits only to children. Most publicly sponsored 
programs have been curtailed. As such, there is no material impact on either 
employer-sponsored or publicly sponsored programs due to aging. 
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Figure 4 
 


 
(It has been argued that many dental claim costs are for elective or 


cosmetic services. If insurance programs were eliminated or reduced or if the 
favorable tax treatment of insurance were reduced or rescinded, there might be a 
significant reduction in demand for dental services.)  
 
Retirement Benefits 


 
Retirement benefits are significantly affected by the aging population. 


Employer-sponsored plans provide that starting at a normal retirement age, such 
as age 65, pension benefits will be paid and will continue until the employee dies 
and, in most cases as required by Canadian pension law, unless an appropriate 
waiver has been signed, until the employee’s spouse dies. Recent experience 
shows that the pension plan members are choosing to receive their benefits at 
even earlier ages, as plan terms favoring early retirement are enhanced. As 
longevity increases, the period of benefit payout is greatly increased, and so the 
total cost is increased. 


 
Employer-sponsored retirement programs are generally managed from 


the perspective that the value of the benefits to be paid during retirement should 
be funded during the period of work prior to retirement. With increasing 
longevity, the ratio of the years of one’s lifetime during which one is working 
increases significantly. This causes an increase in the annual cost of maintaining 
a retirement plan. To combat such increases, new plan provisions may focus on 
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reversing the trend to an earlier retirement age and instead reward later 
retirement. 


 
Publicly sponsored programs also face increasing costs due to increasing 


longevity, that is, the number of payments that must be made to the retiree and 
the surviving spouse increases. However, unlike employer-sponsored programs, 
which are generally managed to prefund retirement benefits over the 
individual’s working life, publicly sponsored programs typically pay benefits 
that fall due largely from contributions collected from those who are working at 
that time.  


 
One of the reasons that the population as a whole is aging is due to the 


reduced birth rates that have occurred since the legendary baby boom birth 
years, that is, 1946–65. The effect of this reduction in birth rates is to produce a 
bulge in the demographic “triangle.” 


 
The baby boomers were starting to enter the work force in the 1960s about 


the time of the establishment of the Canada Pension Plan. The large size of this 
group compared to the size of their grandparents’ generation who were retiring 
meant that relatively low contributions were required to pay benefits to retirees. 


 
Because baby boomers have not maintained the birth rates enjoyed by 


their parents, it is now apparent that the ratio of retirees to workers contributing 
will increase significantly over the next 35 years as the boomers retire. See the 
ratios in Table 1, which are taken from the projection shown in the Canada 
Pension Plan Seventeenth Actuarial Report as at 31 December 1997 made by the 
actuary to the Canada Pension Plan. For publicly sponsored programs, this 
demographic factor exacerbates the increases in costs due to increases in 
longevity. 
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Table 1 
Projected Dependency Ratios* 


Canada Excluding Quebec 


Year Seniors** 
1996 19.9 
2000 20.3 
2025 33.6 
2050 40.7 
2075 41.9 
2100 44.0 


*As shown on p. 83 of the Canada Pension Plan Seventeenth Statutory Actuarial Report as at December 31, 1997. 


**Population aged 65 years and over as a percentage of population aged 20 to 64 years. 
 
In fact, recognition of the implications of this demographic bulge in 


funding publicly sponsored programs has renewed interest in the idea of 
increasing the amount of advanced funding of CPP benefits, and doing it before 
the boomers retire. The Canada Pension Plan has increased sharply its 
contribution rates to exceed the pay-go cost of pensions and other benefits, 
leading to the development of a fund that may be expected to provide for 
approximately one-sixth of future costs. The scheduled 9.9% contribution rate for 
2003 and later is more than three times the initial rate of 3.2% applicable during 
the 1960s and 1970s. 


 
The concern is that as the population ages because of both greater life 


expectancy and especially the demographic bulge, the system will break down. 
Contributors in the early stages of the system, the boomers, have had to pay only 
for the cost of the current retirees’ benefits (a relatively small group) and not to 
prefund the cost of their benefits. A point will be reached at which the cost to a 
future generation of contributors will be well in excess of the cost to prefund 
their own benefits. When that point is reached, current contributors may resist 
making contributions at the level required to fund retiree benefits and either 
overturn the system or modify it significantly. 


 
While the theoretical answer to the impact of aging on publicly sponsored 


retirement programs is that there will be a sharp increase in cost, this assumes 
that the programs remain unchanged. The social reality may be that such sharp 
increases will not be borne by taxpayers/contributors, and modifications to the 
programs will take place. In fact, the recent reforms to the Canada Pension Plan 
not only significantly increased the contribution rate, but also reduced the 
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average benefits by lengthening the final averaging period to five years from 
three years. 


 
However, there are interesting political dynamics in such modifications. 


As the population ages, there is a greater proportion of retirees in relation to the 
contributors. These retirees continue to be voters even though they are not 
contributors, and it will be difficult for governments to make changes to retiree 
benefits in view of this large proportion of the population. In this respect, 
governments will be much better placed to make changes now before there is 
such a large percentage of retirees. 
 
 
Summary 
 


Table 2 summarizes the impacts described above, by benefit, showing the 
employer-sponsored benefit program separately from the publicly sponsored 
program. As can be seen from the table, the direction of the cost impact is the 
same by benefit for both the employer- and publicly sponsored programs, 
ignoring dental. However, what is not shown is the relative proportion of dollars 
spent on each benefit. 


 
Table 2 


Summary of Cost Impact of Aging on Employer-Sponsored Benefit Plans and 
Publicly Sponsored Programs by Benefit from Macroperspective1 


 Cost Impact on 


Benefit 
Employer-Sponsored 


Benefit Plans 
Publicly Sponsored 


 Programs 
Death Decrease Decrease 
Disability Increase Increase 
Medical/Health Slight increase Significant increase 
Dental Negligible decrease Not applicable 
Retirement Increase Significant increase 


*Cost impact is viewed as the change in present value on a benefit as a result of factors affecting the aging of the population. 
 


Under an employer-sponsored program, the level of death benefits can be 
relatively large and the amount of medical/health benefits can be relatively 
modest, since each supplement publicly sponsored programs. (Medical/health 
benefits in employer-sponsored programs are very modest in comparison to the 
overall level of medical/health expenditures.) Very approximately, the death, 
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disability, medical/health, and dental benefits in total represent approximately 
50% of the employer-sponsored plan cost, and the retirement benefits would 
represent the other 50% of the cost. The split of the costs among the 
nonretirement benefits may be roughly 25%, each depending upon plan design, 
and individual plan designs vary widely. Using such a weighting, one can see 
that there is only a slight increase in the overall cost of nonretirement benefits 
and a larger increase in the cost of retirement benefits. Hence, the impact on the 
employer-sponsored benefit plans is a small increase. 


 
However, there is a different result for publicly sponsored programs. 


These programs provide limited death and disability benefits. The 
medical/health benefits are very significant, representing approximately two-
thirds of the total cost, and most of the remaining cost occurs during retirement 
years. As shown in the preceding table, both the medical/health and the 
retirement programs will experience significant cost increases. 


 
Hence, while both employer- and publicly sponsored programs will have 


cost increases, without policy change, the proportion of the total cost borne by 
publicly sponsored programs will increase significantly. One can expect 
continued policy actions to be taken to address this cost shifting. 
 
 
Expected Directions for Social Policy 


 
As explained earlier, because of the Canadian demographics in the 1960s 


about the time of the launch of publicly sponsored medical/health and retirement 
programs, it was appropriate to pay the benefits arising under these programs as 
they fell due. Because of the large number of individuals entering the work force 
from the baby boom generation, there was only a small ratio of benefit recipients 
to workers. However, with changing demographics, there may be reason to 
prefund some of these benefit promises, particularly retirement benefit promises. 


 
In the 1980s Canadian governments at all levels were showing large 


deficits. This was true even though Canada has one of the highest rates of 
personal taxation within the G-7 countries. In the 1990s Canadian governments 
took action to reduce the rate at which the deficits continued to increase. There 
was little room for tax rate increases. Also, because of the lower birth rates, the 
personal income tax base was not growing at rates anticipated in the 1960s. 
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It is clear that as the population ages, the current levels of medical/health 
and retirement benefits cannot be supported by current tax revenues. The policy 
choices are the following:  


 
• Reductions in benefit levels 
• Changes in conditions for eligibility for benefits 
• Raising revenues through increased taxation 
• Permitting government deficits to increase and  
• Inducing longer participation in the labor force as a taxpayer. 


 
A policy alternative accompanying any of these actions could be to 


provide greater tax assistance to those who save to prefund the future costs 
associated with health care and retirement. 


 
It has been argued that better administration of publicly sponsored 


programs could be an answer. For the purpose of this paper, it is assumed that 
governments will take the necessary steps to operate the programs in an efficient 
manner, including “spending smarter” as advocated by the Canadian Institute of 
Actuaries (2001). 


 
These are unpleasant options, and each one is discussed briefly in order to 


identify the most likely course of action for the future. 
 
Reduce Benefits 


 
The publicly sponsored Canadian medical/health system and the 


retirement system are excellent and provide broad-based coverage that is almost 
universally accessible. The medical/health system has little in direct fees and is 
financed primarily by indirect taxation. As such, users have little appreciation of 
the cost of individual services. It will be extremely painful to have benefit levels 
decreased, although various noncore procedures continue to be delisted. 
Canadians have come to expect the level of benefits that they currently enjoy. 


 
Most provincial hospital and medical care programs provide benefits in 


excess of the minimum standards required by the Canada Health Act. As such, 
there is room to scale back benefits and still qualify for federal funding. For 
example, Nova Scotia is the first province to eliminate prescription drug 
reimbursement for retirees, which is not a required, but a widely expected and 
popular, benefit. 
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In the retirement area, the Canada Pension Plan is sponsored, not funded, 
by the government. It is financed by contributions from employees and their 
employers. Accordingly, participants have a better understanding of their 
required contributions to the system. However, because current pension benefits 
are paid mainly from current contributions and future pension benefits are only 
beginning to be partially prefunded, Canadians do not have a full appreciation of 
the true cost of the system. Current contributions are sufficient to fund 
contributors’ benefits. Unfortunately, they are not sufficient also to liquidate the 
unfunded liability developed by inadequate past funding. 


 
It is better to have some sense of the cost than no sense at all. 


Consequently, it may be slightly easier to reduce or modify benefits under the 
retirement system than it will be under the medical/health system. 
 
Change Eligibility 


 
A basic tenant of the Canadian medical/health system is universal 


accessibility. However, faced with rising costs, this tenant has been under attack 
in various ways. There continue to be questions raised regarding the service 
levels that should be available, on an apparently “free” basis to individuals of all 
incomes regardless of their ability to pay; whether users should be able to seek 
second and third opinions at the expense of the system; whether care should be 
provided anywhere in the world; whether greater periods of residency in 
Canada should be required to maintain coverage; etc. 


 
Although such changes in eligibility may be difficult theoretically, since 


they challenge the founding principles of the system and will raise issues of 
social justice, they may be slightly easier to introduce and represent a likely 
direction for change. (Some would argue that Canada already has a “two-tier 
system,” and that the debate is only about the acceptable extent of variations in 
eligibility; however, no politician seems willing to admit the existence of a two-
tier system.) 


 
With respect to the retirement system, it will also be less painful to change 


the terms for benefit eligibility. Likely areas for change include the following:  
 
• Raising the normal retirement age to 67 or above, as is already 


scheduled in other countries such as the United States 
• Reducing the years that can be dropped out and still receive full 


service credit 
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• Focusing on retirement and reducing or eliminating ancillary 
(death, disability) benefits and 


• Reducing the Year’s Basic Exemption. 
 
Raise Tax Revenues 


 
Canadians currently have individual personal income tax rates that are 


among the highest within the G-7 countries. That said, faced with significant cost 
increases to maintain benefit levels under the medical/health and retirement 
programs, it is likely that Canadians will experience even higher levels of 
taxation. In fact, raising taxes is an action that governments can take quickly. Of 
course, each government that raises taxes must eventually face the voters and 
may pay the political price for its actions; however, as an analysis of the impact 
of the aging population on publicly sponsored programs shows, other political 
parties may not have better alternatives. 


 
Note that this action is clearly counter to current trends where both the 


federal and provincial governments have reduced income taxes, while also 
reducing deficits and expanding some programs, all thanks to a booming 
economy. 
 
Increase Government Deficits 


 
Easier even than raising taxes is to increase spending without a 


complementary increase in revenue, that is, increasing the deficit. In the short 
term, such measures are easiest upon the electorate; however, in the longer term, 
other nations in the world economy will force Canada to reduce its standard of 
living through measures such as depreciation of the currency, higher interest 
rates, and higher unemployment. This should not be a long-term course of action 
that Canadians would support their politicians taking, nor is it one that would 
have a beneficial effect on the country’s international position. 
 
Summary 
 


So which evil will we or our politicians choose? From time to time, any of 
the four may be used. But the long-term course is likely to be changes in the rules 
regarding accessibility and eligibility, combined with reduction in benefit levels, 
accompanied by slight increases in taxation. 
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In terms of publicly sponsored programs, one could expect to see changes 
such as the following: 
 
Medical/Health 
• Restrictions on choice of doctors, particularly for second opinions 
• User fees for services and hospital visits 
• Limitations on drugs that are provided through the plan 
• Decrease in funding for specialized equipment 
• Withdrawal of care to the terminally ill 
• Limitations on out-of-Canada care 
• Longer residency requirements to qualify for coverage 
• Continued earlier discharge from the hospital and 
• Reduced list of medical or psychological complaints that are covered by 


the system. 
 
Retirement 
• Later starting age for receiving benefits 
• Decreased indexing of benefits once commenced 
• Reduced drop-out provisions to maintain entitlement for pension 
• Increased contribution base without an accompanying increase in benefit 


levels 
• Increased contribution rates and 
• Fewer ancillary benefits.  
 
 
Impact on Employer-Sponsored Programs 
 


In view of the kinds of changes anticipated for publicly sponsored 
programs, what action can we expect with respect to employer-sponsored 
programs? As discussed, it is expected that publicly sponsored programs will 
provide less universal coverage, with respect to both the level of benefits 
provided and those eligible for benefits, and that greater tax revenues will be 
required. In other words, if employees are to enjoy the same level of overall 
coverage they receive today, it will be necessary for employer-sponsored 
programs to increase coverage. However, if there are increases in the level of 
taxation, there will be less available income to be allocated for benefits. 


 
What options are available to employers? Once again, the choices are not 


easy. They include the following:  
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• Refuse to provide coverage for items no longer covered by the 


publicly sponsored programs 
• Increase coverage with an accompanying increase in contributions 


and 
• Revise coverage and accessibility to that coverage but maintain the 


cost at approximately the same level.  
 


Each of these options is discussed in turn. 
 
Refuse to Cover Items No Longer Covered by the Publicly Sponsored 
Programs 
 


Undoubtedly some employers will refuse to cover services that were 
formerly provided by publicly sponsored programs and that are no longer fully 
paid, but it is unlikely that all employers will choose this approach. Accordingly, 
plans will be redesigned to complement the redesigned publicly sponsored 
programs, and the issue will become: at whose cost. 
 
Increase Benefit Levels and Increase Contributions 
 


Because of present levels of payroll taxes and regulation, Canadian 
businesses are not in a position to absorb significant increases from publicly 
sponsored programs and still remain competitive in the world market. 
Moreover, employees who are already taxed at relatively high rates by world 
standards and who will be faced with increased levels of taxation to support 
publicly sponsored programs will not be able to contribute much more for these 
programs. 


 
It is unlikely that the benefit levels will be increased to maintain coverage 


no longer covered by the publicly sponsored programs. Additional funds will 
not be made available to pay for such benefits. 


 
Redesign Programs 


 
This seems the most likely of the options. It may be accomplished in such 


a way that there might be some slight increase in revenues available for the 
overall programs but that each individual would not be covered for all benefits. 
Ideally, the decision as to the coverage provided for each individual would be 







 


22 


made by the individual. Practically, in order to control the cost and to prevent 
significant antiselection, there would be some limitations on choice of individual 
coverage levels. 


 
This increased level of choice will bring about an increased interest in 


flexible benefit programs and will change the way these programs operate. Some 
of the directions for the future are as follows: 


 
• Unallocated spending accounts that can be used by employees to 


pay for costs associated with using the publicly sponsored 
programs 


• Special insurance benefits that provide coverage during periods of 
absence from the country or during periods of requalification for 
eligibility under publicly sponsored programs 


• “Lifestyle” packages of benefits that require a level contribution 
over the employee’s working lifetime but vary the level of coverage 
depending upon the stage in life. For example, during an 
employee’s early years, significant life insurance and disability 
benefits would be available with modest medical/health benefits; 
later in an individual’s working career, limited death and disability 
benefits would be available, but there would be an increase in 
medical/health benefits and significant savings established for 
retirement benefits; on retirement there would be retirement 
benefits paid, and medical/health benefits would be maintained but 
at a reduced level. 


• Unallocated, tax-assisted accounts for employees’ savings to be 
used for death, disability, medical/health, or retirement purposes 


• Insurance to cover significant or catastrophic expenses with no 
coverage for “budgetable” expenses; for example, disability 
benefits might be paid after four months of disability, but no 
benefits would be paid during the first four months, or 
medical/health expenses in excess of $1,000 per year might be 
covered but not below (or if below, with a significant copayment 
factor) 


• Retirement plans that may provide pension only on earnings in 
excess of that covered by the Canada Pension Plan or, as a 
minimum, be designed to integrate more precisely with Canada 
Pension Plan and possibly Old Age Security entitlements 


• Programs designed so that the cost to the employer increases with a 
length of service of the employee 
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• Introduction of a greater degree of copayment and deductibles to 
force individuals to make cost benefit decisions that will likely 
reduce utilization 


• Introduction of a greater component of employee funding and 
possibly effect a shift to “flex” plans, where employees can choose 
whether or not to participate and 


• Replacement of programs that provide defined benefits with 
defined contribution arrangements. (Although this current trend is 
perhaps abating somewhat as more modest investment 
expectations become the norm. There are usually more “economies 
of scale” in defined benefit plans with pooled assets than with 
individual defined contribution accounts.) 


 
 These are all examples of directions in which programs may go. It is 


likely that these alternatives will be combined in different forms. 
 
 
Impact on the Economy and Our Standard of Living 
 


The following likely trends may be seen as the population ages: 
 
• Greater numbers of older people, especially the older elderly, those 


over age 85 
• Higher percentages of retirees to workers 
• Reduced levels of coverage and changing eligibility conditions for 


coverage under publicly sponsored programs 
• Greater choice of coverage under employer-sponsored programs 
• Increased levels of taxation 
• Increased levels of contributions to employer-sponsored programs 
• Reversal of the trend to earlier retirement and  
• Possible shifts in immigration policy. 


 
What does this mean for the economy of Canada and Canadians’ standard 


of living? We can expect to see increasing levels of taxation for retirees. Many of 
these retirees have adequate incomes and are the main consumers of medical/ 
health and retirement benefits. It is logical that those who can afford to will be 
asked to pay more. 


 
Because of the increased taxation required to support publicly sponsored 


programs and because of the increase in cost of the employer-sponsored 
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programs, the overall rate of savings in the economy may be reduced. This 
would result in less capital being available for investment, resulting in a lower 
average level of output for the economy and slightly higher interest rates. This 
would have a positive impact on the investment returns that could be earned by 
pension funds and could help moderate the cost increases faced by funded 
pension plans. 


 
Compared to today, Canadians’ standard of living will be lower. Canada’s 


baby boom demographic bulge is more pronounced than any other 
industrialized nation. Accordingly, Canadians can expect to see their standard of 
living eroded compared to that of other industrialized nations. However, 
productivity improvements could mitigate the negative consequences noted 
above. 
 


But in restructuring employer-sponsored benefit programs, it is likely that 
new pools of capital will be created, producing different savings vehicles. Also, 
faced with a reduced standard of living and increased taxation, Canadians will 
seek alternative forms of investment. It is likely that rules that restrict foreign 
investment or that tax investment income at high rates will be relaxed in order to 
encourage additional investment. The recent change in the rate of taxation of 
capital gains is an example of a movement in this direction. 
 


As a result of increased levels of taxation, there may be a redistribution of 
income away from the higher income earners to the lower income levels. 
Accordingly, more income would be spent and less saved, which will increase 
consumption. This would have a stimulative effect on the service-related and 
nondurable consumer goods industries. As increased amounts are spent on 
consumables, there will be increased opportunities for employment in smaller 
businesses and in service businesses. 
 


Pressures will continue to generate “equitable” tax revenues. Thus Private 
Health Services Plans (private medical and dental plans) will be in danger of 
losing some or all of their favorable tax position. 
 


In addition, as the pool of retirement savings capital continues to grow, 
there will be continued risk that such funds will be looked at by governments as 
a source of current tax revenue—perhaps disguised as an asset-based registration 
fee or a tax on foreign investments as limits are increased. Resistance will 
continue to raising registered retirement savings plan (RRSP) and retirement 
plan limits, as many still view these as tax expenditures for the benefit of the rich. 
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Reduced levels of savings will be harmful to the insurance and mutual 


fund industries. There will likely be greater consolidation in those industries to 
create greater efficiency, and there may be more purchases of domestic firms by 
foreign firms. 
 


The large infrastructure supporting the medical/health system, such as 
hospital and nursing facilities, will be under attack to reduce expenditures and 
improve efficiency; “right sizing,” resulting in job loss, will continue to occur. 
But government efforts to “right size” may be bluntly or inappropriately 
implemented, resulting in shortages in certain areas. 
 
 


Conclusion 
 


The aging population, accentuated by Canada’s demographic bulge, will 
create increased costs for both employer- and publicly sponsored programs. 
However, the greater proportion of cost increases will be borne by publicly 
sponsored programs. Action will be taken to reduce benefits and strengthen 
eligibility conditions required for publicly sponsored programs while raising tax 
levels. As a result, employer-sponsored programs will be redesigned to give 
employees more choice as to which benefits are covered and at which stage of 
their lifecycle. 


 
Canadians can expect to see changes in social policy with respect to 


universal accessibility to social programs and may also expect to see changes in 
policy with respect to treatment of the elderly who are terminally ill. 


 
Without productivity improvements, the economy will operate at a lower 


level, and there will be less savings overall, creating greater uncertainty about 
future security. The Canadian standard of living will decline slightly. There will 
be shifts in employment toward smaller businesses, particularly in the service 
and nondurable consumer goods industries. 


 
Overall, the combined implications of the aging population are that 


publicly sponsored programs will be less able to provide benefits that are 
expected and that there will be a greater need for employer-sponsored programs. 
Employer-sponsored programs will face increased costs and will introduce 
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designs to limit access to benefits or to provide choice to employees about 
benefits to be provided. 
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Introduction 
 
The scope of papers discussed at this conference shows that nothing is 


making the job of actuaries much easier.  Most Americans can expect to live 
longer than earlier generations, so their needs, capabilities, assets, family 
circumstances, and desires will become increasingly diverse.  But despite 
glowing claims for retirement plans, many baby boomers will not have enough 
money to retire comfortably.   


 
Just changing blanket provisions such as retirement eligibility ages for 


large groups of people will not be adequate.  The country should develop new 
ways to identify and meet the widely differing needs of individuals and help 
them adapt to their changing situations.  This should be done in the context of 
what the country will be able to do in the future. 
 
 This paper starts at opposite poles and works toward the middle.  The 
first pole is based on the environmental notion of carrying capacity—how many 
retired adults the nation and its working population can support.  The second 
pole is the growing diversity of needs and desires of older people and employers. 


 
These two poles—the limits to what the country can do in relation to what 


individuals, employers, and communities want or need—will frame the issues of 
aging for decades.  The issues will require finding acceptable blends of political, 
administrative, free market, and individual choices.   


 
Finding these blends will require a high level of thinking that will involve 


far more than abstract philosophy.  The country may be approaching a period 
like the one that followed May 15, 1776, when the Continental Congress advised 
the thirteen colonies to develop their own ways to govern themselves to replace 
the English governors and appointees.  We can learn from how they handled that 
unprecedented task. 
 
Part 1:  Carrying Capacity 
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Physical Limits 
 
 Environmentalists have long been guided by the idea of carrying capacity, 
or what a natural system can support.  It shows up many in ways such as how 
many animals can feed on a range or how much water can be drawn without 
destroying an aquifer.  
 
 In looking for ways to allow millions of boomers to retire, the United 
States hasn’t begun to consider how many people it can support in retirement.  
Financial retirement schemes including Social Security, employer-provided 
pensions, and plans that individuals manage by themselves obscure the basic 
limitations.  The schemes are like trees that hide the forest.   


 
The country is trying to use financial techniques to avoid physical realities 


and nobody has shown how that can work. Let’s start with three basic facts:1  
 
1. In modern economies, consumption is fed by a continuous flow of 


goods and services.  Most of the goods and services don’t keep very 
long so they must be consumed immediately or shortly after they have 
been produced.  


2. Workers produce the national pie of goods and services.   
3. Most retirees are adults who consume slices of the pie without helping 


to produce it. 
 
By themselves, these facts are not striking.  In combination, however, they 


have profound significance for millions of baby boomers who hope to retire for 
many years.   


 
After World War II, large companies and other employers planted the 


seeds of the retirement hope by including pension plans in compensation 
packages.2  In recent years, many employers shifted risks to their employees by 
converting to defined contribution plans. This shift was accompanied by the 
growth of IRAs and other tax-advantaged schemes for individuals.  The details 
keep changing, but they still fan the hopes of many boomers for years of 
pleasant, independent retirement without having to rely on other people.  


 
Much of the financial services industry reinforces these hopes.  The Social 


Security debate is an offshoot of the hopes as people look for ways to turn what 
began as a safety net for those who would otherwise be destitute into a hammock 
for everybody to enjoy.   
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But there is a glitch.  Unless any of the three facts are wrong, they point to the 


conclusion that most boomers will not be able to enjoy years of retirement with true 
independence.  Retirees who must depend on workers to make and share the pie of goods 
and services cannot be independent.   


 
We can see this more clearly if we look at several types of national limits. 


 
Financial Limits 


 
The debates about Social Security illustrate the limits.  The program 


primarily transfers income from workers to retirees and their survivors.  The 
more income the retirees and survivors receive, the more they can buy.  At any 
given time the pie has a finite size, so the more the retirees and survivors 
consume, the less there is left for those who make it. 
 
 But Social Security is just the tip of the U.S. retirement iceberg.  
Conventional investment and financial analysis techniques hide the fact that 
most financial retirement schemes—including pension plans, 401(k)s, IRAs and 
other tax-advantaged arrangements that depend on stocks—are also ways to 
transfer income from workers to retirees.   


 
There is a fundamental mismatch between what stocks do and what 


retirees need.  These days, few stocks pay significant dividends, so the only 
reason to buy them for retirement plans is appreciation.  But until a stock is sold, 
any portfolio appreciation is just a paper gain or phantom wealth, and phantom 
wealth doesn't buy groceries.  Retirees need dependable cash income as 
dividends once provided. 
 


Boomers' retirement plans have created a national stocks-for-retirement 
cycle, in which workers and employers buy shares that will be sold later for 
retirement income.3  Already, pension plans, 401(k)s, IRAs and so on hold half of 
the country’s traded stocks.4 Most of them will be sold to support consumption, 
and nobody knows how the cycle will play out.  Nearly everybody who thinks 
about stocks and retirement investments concentrates on the front, or build-up 
half of the cycle, and ignores the back, or selling half.  But the problem will arise 
during the back half when most of these stocks will have to be sold.  Nobody 
knows who will buy them or at what prices.   
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Most stocks are bought by people in their peak earning years, between the 
ages of 40 and 60, when they have the most discretionary income.  By 2030, about 
a third of America’s adults will be in that age group.  Another third, including all 
the boomers, will be in the retirement age range, from the early sixties on up, 
many of whom will be selling their stock.  The youngest third will be the 20-to-
40-year-old workers who tend not to be major buyers of stocks. 


 
The problem with the current Social Security System is this:  Shortly after 


the boomers begin to retire and collect their monthly benefits, starting around 
2016, those still working may not pay enough payroll taxes to support the 
benefits. But Social Security is just the tip of the retirement iceberg.  Stock-based 
retirement plans will have an even greater problem because they will depend on 
stock buyers in the middle-third, or roughly half as many supporters as Social 
Security will have. 


 
Some stock advocates hope that foreign buyers will pick up the slack, but 


nobody has shown why they can be expected to do so.  A 1998 report by the 
Organization for Economic Cooperation and Development said that most 
developed countries will have greater economic, social and political problems 
meeting the needs of their aging populations than the United States is likely to 
face.5  A recent article in Foreign Affairs said that European retirement plans 
even threaten the Euro.6 


 
In business school, one can study familiar techniques such as discounted 


cash flow, security analysis, and portfolio management as part of the financial 
curriculum.  A better place to learn what can happen to retirement plans, 
however, would be in marketing curriculum where one studies inventory 
liquidation problems   


 
As with any business that buys things to sell later, two factors will 


determine whether the boomers’ stock-based retirement plans can be successful: 
the quantity of stocks that will have to be sold and the purchasing power that 
will be available to buy them.  This is a simple inventory liquidation question 
and nothing else will matter. 


So far, it looks as if the income that boomers will receive for their stocks 
will be determined by the prices that workers will be willing to pay.  When 
workers buy stocks to provide income to retirees, the amounts they pay are as 
much a levy on their income as FICA taxes.   
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Unless somebody can show why this is wrong, true retired independence is 
impossible.  Most retired boomers will have to depend on workers to share their incomes 
either through Social Security transfers or by buying their stocks.  The same holds true 
for any other assets that boomers may buy to hold, then sell, whether they are bonds, 
bungalows or Beanie Babies.   
 
The History of Stocks  


 
"Everybody knows that stock prices fluctuate, but over the years, stocks 


have been good investments."  That mental picture of stocks, which treats the 
combination of dividends and gains as “total returns”, is held by most people, 
including financial professionals.  It comes from widely quoted reports that show 
how the total returns from stocks have done well for the past 75 years.  A close 
look at the data behind those reports, however, shows that there are actually two 
pictures and an empty frame.   


 
The 75 Year History of Stocks 


Summary of S&P 500 
 


Picture 1–56 Years  
1926–1981 


1925 closing price  12.76 
1981       ”          ”      122.60 
Gains 109.84 
Dividends paid       110.99 
Returns from gains  49.7% 
Total return rate*       5.3% 


Picture 2–19 Years 
1982–2000 


1981 closing price     122.60 
2000      ”          ”     1320.30 
Gains                      1197.70 
Dividends paid         222.49 
Returns from gains    84.3% 
Total return rate*       14.3%  


Picture 3–?? Years  
2001–20?? 


 
 


          ? 
 
 


* Dividends not reinvested 
 
The first picture, which covers 1926–1981, shows that gains provided 


slightly less than half of the total returns during those 56 years, and the average 
annual total return, without reinvesting the dividends, was just 5.3%. 
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The second picture of the 1982–2000 bull market covers the period when 
retirement savings poured into the market and companies were driven primarily 
to inflate their stocks instead of paying dividends.  The average annual total 
return was 14.3%.  Gains were more than five times greater than dividends.  
Many boomers think the bull market that began in 1982 was typical, but the 
gains of those 19 years are unprecedented, in part because they were fed by 
boomers' retirement savings in the front half of the stocks-for-retirement cycle.   


 
It is a mistake to assume that the third picture will be a continuation of the 


second or even an average the first two pictures.  Nobody knows what will 
happen, but if the preceding explanation of the stocks-for-retirement cycle is 
correct, the first picture was like crossing a vast and undulating plain, the second 
picture was like climbing a mountain, and the third will be like the downward 
slope on the other side of the mountain.   


 
The data on which the widely-quoted reports about the history of stocks are based 


are probably trying to warn us of the serious declines that can be expected during the 
back half of the cycle. 


 
Investment Income Limits 
 
 As the first picture shows, dividends provided half of the returns from 
stocks until about 1982.  Many (but by no means all) financial advisors say that as 
people approach their retirement age, they should switch from growth stocks to 
investments that provide current income such as interest and dividends.  But 
there are national limits to this strategy.  If all the interest produced by the 
economy in 2000 ($567.3 billion)7 were distributed evenly to the 35.5 million 
people who were over 65 in 2000,8 each would get about only $15,980 per year or 
$1,332 per month.   


 
To get that interest, people over 65 would have to receive all the federal, 


state, and local bond interest, all the mortgage interest, all the credit card and car 
payment interest, and all the interest that industry pays on bonds and short-term 
paper.  In other words, to get that interest, these older people would have to own 
all the country’s underlying credit instruments, which of course, they will never 
do. 


If we add all the dividends paid by U.S. corporations ($352.7 billion)7 to all 
the net interest paid in the economy and distribute the sum evenly to people over 
65, each would get about $25,915 a year or $2,157 a month.  In other words, they 
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would have to own every dividend-paying stock in addition to all credit 
instruments.  Clearly they will never do that either. 


 
There are three points here.  First, on a national basis, the total amount of 


current income that investments could pay to retirees is limited.  Because the 
income goes to those who own the securities, retirees could not even theoretically 
own all of them at the same time that workers are acquiring them to provide for 
their own retirements.   


 
The second point is that the percent of the population over 65 is expected 


to grow much faster than the economy, so the total amount of interest and 
dividends per older person will decline.   


 
Third, while shifting from stocks to income securities may make sense for 


some people as they age, there are limits to how many can make this shift, and 
the process of selling stocks to make the shift would just start the descent down 
the back side of the mountain sooner.   


 
Carrying Capacity Limits—Conclusion 
 
 Without even considering the issues of health care and how it will be 
rationed, there are both physical and financial limits to the amount of time that 
aging Americans will be able spend in retirement and what they will be able to 
consume.  For most people, the limits will be due to the fact that most retirees are 
supported physically, financially, or both by those who are still working.  What 
the retirees receive, workers do without. 
 
 This generalization applies to all but the relatively few wealthy people 
whose investments can provide enough current income such as dividends and 
interest without having to be sold.  
 
 Because Social Security is the only program that publishes 75-year projections, it 
is the only one that gives the public a glimpse of these limitations.  All other programs 
are evaluated and managed at the individual or portfolio level where the national context 
in which they must operate is hidden and ignored.   
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Part 2: Reconciling Individual Desires, Needs and Capabilities with 
Free Markets 
 
 Other papers presented during this program show how much American 
society has changed since the baby boomers were born.  In addition to social and 
demographic changes, large companies no longer pride themselves on providing 
jobs for all skill levels, nurturing their communities, and paying dependable 
pensions and dividends.  Many local businesses like banks, newspapers, and 
hardware stores are gone.  Because of deregulation, even utility companies that 
used to be part of the glue that held communities together have been detached 
from their service areas. 
 
 The keywords for most successful America boomers are individuality and 
self-sufficiency.  Millions of them are thinking primarily about themselves, their 
immediate families, and their own living standards.  Some boomers are 
following what they are told is their formula for years of comfortable 
retirement—work hard, save, and buy stocks.   


 
Most other boomers, however, are ignoring or can’t follow that advice and 


only time will tell how they will fare in comparison with those who are following 
it.  Few boomers have the slightest inkling of how the country’s physical and 
financial limits will affect what they will or will not be able to do in their later 
years. 
 
 Boomers, along with their parents and children, should ask, “What can 
Americans do about aging?”  In the rest of this paper we will examine several 
aspects of that question. 
 
Minimum Living Standards for Older People 
 
 America has established standards for people.  Some of them are rights, 
such as protection from discrimination, that go back to the Constitution, while 
others are guidelines, as for nutrition.  De facto standards, such as those that have 
become accepted and are being expanded for education, are among the most 
interesting.  We believe that Society should pay for teaching a child to read, 
write, and do arithmetic unless there is some reason why the child simply can’t 
learn. The premise is that everybody needs at least a minimum level of 
education.  
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But at the other end of life, and despite reams of regulations for retirement 
homes and care facilities along with periodic inspections to ensure compliance, 
there have been few attempts to array the range of older peoples’ needs and 
think realistically about how they can be met. Nor have there been even nibbles 
at how to resolve the conflict between minimal living standards, whatever they 
may be, and the national limits on much of the country’s pie of goods and 
services that can be provided to people who no longer help make the pie.  This is 
all new country.   


 
Seven Classes of Boomers 
 
 As boomers pass their mid-sixties, they will fall into several possible 
categories.  The following seven classes are offered as one way to array the 
possibilities.  Over time, and as events play themselves out, individuals may 
move from one class to another. 
 
 The seven classes are 
 


1. The WEALTHY, who will have enough assets to support themselves 
regardless of what happens to financial markets and the economy 


2. The LUCKY, whose assets or employer-furnished retirement plans 
will prove to be adequate 


3. The EMPLOYED, who will find appropriate and accessible jobs with 
adequate benefits 


4. The REALISTIC, who want or expect to work because they know they 
do not have adequate retirement plans 


5. The SURPRISED, who expect to retire but will find that they must 
work when their retirement plans or assets prove to be inadequate 


6. The UNEMPLOYED, who will need appropriate and accessible jobs 
but will not be able to find them 


7. The NEEDY, who will be without adequate retirement plans or 
assets and will not be able to work even if jobs are available 


 
Note that all of these classes are described in terms of what will happen in 


the future.  Few people can know in advance where time, events, and their own 
actions will place them.   


 
The SURPRISED class is one of the most important to consider, because for 


many, it can be a stepping stone to the UNEMPLOYED and NEEDY classes.  If the 
stocks-for-retirement cycle can’t work, many boomers who expect to be 
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WEALTHY , LUCKY, or even EMPLOYED will find themselves SURPRISED.  These will 
include people who followed the standard advice, saved, and bought stocks, 
only to watch in horror as the value of their savings declines.   


 
If recent surveys are correct, many of the SURPRISED boomers will be those 


who are not thinking seriously or preparing for their later years.  But here we 
must be careful.  If the stocks-for-retirement cycle can’t work, people who are not 
following the standard advice may not turn out to be worse off than those who 
are following it, and those who are putting their retirement savings in more 
pedestrian but safer investments could wind up ahead of those who are relying 
on stocks. 


 
The SURPRISED class will include boomers whose retirement income 


depends on selling assets when they discover the difficulties of predicting how 
long they will live and stretch the sales.  Actuaries routinely make longevity 
predictions for groups of people, but for an individual, that becomes the 
Impossible Decision.  Overestimating how long one will live results in a lower 
standard of living than was necessary, while underestimating can lead to 
spending one’s last years destitute—one loses either way.   


 
The SURPRISED class will also include those who prepared for jobs that 


were not available for a variety of reasons, and this brings us to the role of large 
corporations. 
 
Large Corporations 
 
 Several papers presented at this conference discuss the role of employers 
and how they might provide different or more flexible benefit and retirement 
packages.  In considering what large corporations might do, however, we must 
understand the loop in which they operate. 
 
 Since the early ’80s, billions of dollars of employer contributions and 
individuals’ retirement savings have flowed into pension plans and mutual 
funds whose managers were expected to make the money grow.  The managers 
passed the pressure for growth on to corporations that responded by cutting 
costs, downsizing, merging, moving operations overseas to lower labor cost 
areas, laying off employees, and encouraging older employees to retire early or 
accept part-time work with reduced benefits—all to inflate stock prices.   
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One of the paradoxes of the current situation is that many of the problems 
discussed at this conference have been exacerbated by retirement savings.  As 
retirement portfolios managed by financial institutions grew, the managers 
became like absentee landlords over the companies.  They created a zero-sum 
game in which the interests of employees compete directly with the interests of 
stockholders even though the employees are beneficial stockholders.   
 
 The country appears to be approaching a fork.  One road would continue 
the paradoxical loop with retirement savings pressing companies to inflate their 
stocks above all other considerations.  The other road would lead to drastic shifts 
in the goals of major corporations and how they are run.  Let’s consider both 
roads. 
 
 If the pressure stays on retirement fund managers to make their portfolios 
grow, they will continue to press companies to take actions that primarily benefit 
the stockholders.  Company executives will not be able to change their 
employment, compensation, and benefit policies in ways that increase costs but 
not stock prices. 
 
 When, for example, corporate executives must decide between helping the 
majority of their older, domestic employees whose capabilities may be declining 
or replacing them with workers in other countries, the decisions will continue to 
favor replacement. 
 
 If more is going to be done to meet the needs of older domestic 
employees, the pressure for change may have to come from outside the financial 
loop that is dominated by institutional investors who manage the retirement 
savings.  In this case, it will probably come as more federal or state government 
regulation, which the corporations and institutional investors will resist.   


 
Alternately, it may come by changing the goals, expectations, and 


performance measures for the mangers of the retirement funds.  If they were 
instructed to take a more balanced approach to meet the needs of employees and 
retirees as well as stockholders, and if they were measured by those actions, the 
companies could be made to respond.  But the companies are not the drivers, they are 
the driven. 
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 The second path may be more effective in the long run.  If the stocks-for-
retirement cycle cannot work, then at some point, the supply of stocks offered for 
sale to pay retirement incomes will grow in relation to the demand, and prices 
will decline.  When that happens, the primary goal of institutional investors and 
corporations to inflate stocks will become impossible and obsolete.  Corporations 
will then have to look for new reasons for being and the future could become 
much more like the past. 
 
 In the past, before the era of large institutional investors, public companies 
were expected to be corporate citizens in their communities.  Many of them, 
particularly those whose founding families played dominant roles, looked out 
for their employees, provided civic services, and contributed to meeting 
community needs.  Some companies whose stock is privately held continue to do 
this today.  


 
Henry Ford provided a prime example of the broader view by 


guaranteeing his factory workers five dollars a day when this was above the 
prevailing wage.  He believed that to sell lots of cars, lots of people would have 
to earn enough to buy them.  He set patterns for Detroit and much of the rest of 
the country, but he would not have dreamed of doing such a thing if institutional 
investors had owned large blocks of Ford stock.  


 
It is possible that employees, particularly unionized employees, could 


press the managers of their retirement accounts to pursue goals that are broader 
than just making their portfolios grow.  If they don’t, a chain reaction could be 
triggered by a collapse of the stocks-for-retirement cycle.  This would cause 
disillusionment with institutional investors and public corporations.  It would 
probably lead to extensive government regulation of employers to meet the 
needs of their employees and retirees.  One may see a precursor of this in 
reactions to the collapse of Enron.  


 
An obvious conclusion from the discussion of national limits is that 


people who live longer will have to work longer.  This means that appropriate 
jobs must be available for them, even if their capabilities decline.  Sooner or later, 
the country will probably have to decide whether its measures of productivity 
and efficiency should apply only to those who are actually working or also to 
those who need work but can’t find it. Is it more “efficient” to pay workers in 
third world countries a fraction of what older boomers would be paid, while 
laying off the boomers, to be supported by public assistance or live in poverty?  
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Should a company’s efficiency be measured solely in terms of returns to 
stockholders or in broader, national terms?  
Formulas, Flexibility, and Fairness 
 
 As more people live longer, their needs and capabilities tend to become 
more diverse.  It was one thing for Bismarck to set 65 as the retirement eligibility 
age when few people lived that long or had extended periods of infirmity.  It is 
quite another thing to set blanket eligibility dates now that some workers may 
develop occupational disabilities in their fifties, while others will stay productive 
for decades longer.   
 
 Eligibility ages may appeal to or violate Americans’ ideas of fairness.  
There are widely accepted minimum age limits for drinking, driving, voting, and 
even holding federal office.  Conversely, upper age limits for working in general 
have been removed and remaining limits for some occupations are being 
challenged.   


 
But flexibility causes problems.  We have all heard about a company or 


government official who refused to do something for one person because it 
would open the doors to everybody who would want special treatment.  Yet 
diversity will require a combination of fairness and flexibility, and the big 
question is how to achieve it.  
 
 Social Security is an interesting case.  It provides discretionary bands in 
which one may retire at reduced benefits, retire at full benefits, or receive 
benefits whether retired or not.  Often overlooked, Social Security provides 
benefits to those who are disabled as well as to workers’ survivors and 
dependents.  This is more flexibility than most employers provide.  But are even 
the Social Security bands too restrictive? 
 
 Consider, for example, four single women, age 55, whose Carpal Tunnel 
Syndrome prevents them from continuing to work as dental technicians, but who 
are otherwise in good physical health and may have life expectancies of about 
thirty years. None of them are interested in moving to somewhere else and 
starting over, nor do they know of any community that would want them to 
come.  In theory, all of them should be able to train for other work and support 
themselves for many more years. 
 


• A is young in spirit, lives in a vibrant community, is eager to take 
on something new, has access to many educational, training, and 
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employment opportunities, and wouldn’t dream of just retiring and 
doing nothing; 


• B is physically and mentally tired, lives in a depressed area where 
there are few other opportunities, has little drive to do anything 
new, and can’t think of anything that she could do that would 
provide what she considers to be an adequate income; 


• C enjoys helping people and would like to do volunteer work at a 
local retirement home and assisted care facility if she had a source 
of income, and  


• D believes it would be best for her and her mother if she cares for 
her mother at home instead of finding another job and paying 
someone else to provide the care.  


 
These four hypothetical women hardly scratch the surface of the range of 


real cases but they illustrate at least the following points:   
 
• They are under the age of 59, when they can start to withdraw 


funds from any retirement accounts they may have without paying 
a tax penalty. 


• They may qualify for Social Security disability payments but not 
full retirement benefits for another ten years (to be increased over 
time). 


• At least C and D want to help older people but would need income 
to do it. 


• There are wide variations in the employment opportunities and 
retraining services that are available in the communities of A and B. 


• B’s outlook may be affected by her community surroundings and 
she may be suffering from depression. 


• D is guided more by a sense of duty to her mother than desires for 
herself. 


 
The more one knows about each case, the more different they seem.  


Opinions will vary over what would be fair for all or in each case.  It may be 
impossible to develop flexible rules that would be widely accepted as fair, in part 
because of concerns that just trying to be fair would lead to attempts to game the 
system.  These four women illustrate the limitations of legislation, company 
policies, and cookie-cutter solutions.  But when we remember that national limits 
on retirement will force workers to share their earnings and help support any of 
these women who do retire, it is clear that they cannot be entirely free to decide 
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when to stop working.  Flexibility and fairness will require their decisions to be 
shared. 
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Part 3:  Approaching the Problem 
 
The Lessons of History 
 


• From one standpoint, nothing that Americans have learned has 
prepared them for the coming situation.  Economics teaches that 
markets allocate resources efficiently, but it defines efficiency in its 
own terms—any allocations that are made by free markets are 
efficient by definition.  If free markets lead companies to replace 
older U.S. employees with foreign workers, that is efficient. 


• Abraham Lincoln’s statement, “The legitimate object of 
government is to do for a community of people whatever they need 
to have done but cannot do at all, or cannot do so well for 
themselves in their separate and individual capacities,” is at the 
other end of the scale.9  This leads to a regulatory framework in 
which markets are allowed to function, but can also lead to rigidity. 


• The need to provide flexible and fair treatment for individual 
members of the growing segment of older people within the limits 
of America’s carrying capacity is a task that neither free markets 
nor government regulations can do entirely on their own.  
Something new is needed. 


 
From another standpoint, however, America has been a pioneer in 


showing the world how to handle new situations.   
 
We all celebrate the 4th of July as the date when the thirteen original 


colonies declared their independence, but May 15 is a more important date to 
remember.  That is when the Continental Congress advised all of the colonies to 
develop their own ways to govern themselves and replace the English 
governors.10 


 
As a result of that advice, hundreds of farmers, merchants, and craftsmen, 


in addition to the few who had studied law began to search for and develop 
answers to questions that they had never considered before.  These questions, 
which were even debated in town meetings, included: 


 
• Is a legislature adequate to run a state or is something more 


needed? 
• Do individual legislators represent all of a state or factions within a 


state? 
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• What role should property ownership play as a qualification for 
voting? 


• Can sovereign power be shared by separate branches of 
government? 


• What is sovereignty?  Must it reside in the government, with some 
rights granted to the people as in England, or can it reside with the 
people, who transfer some responsibilities to their governments? 


 
The history of what ordinary people did in the period that led from about 


1765 through the ratification of the Constitution and George Washington’s two 
terms is fascinating and inspiring.  It forces one to realize that the only reason the 
country might not be able to provide for its aging population within its carrying 
capacity is that we are not as smart and capable as those people were.  I don’t 
think that is so.  


 
This conference and its sponsors provide an example of why I think the 


country can do what is necessary.  The studies and debates on what to do about 
Social Security are another example.  They are different ways to analyze what is 
desirable in relation to what is possible.  As I see the questions unfolding, they 
include: 


 
• What are the limits to the country’s carrying capacity for retirees? 
• What is the range of needs and desires that individuals, employers 


and the country will accept responsibility for trying to satisfy? 
• What different ways are there to satisfy those needs and desires? 
• How far can the country go in allowing decisions to be made by 


free choices and markets when most older people will have 
minimal purchasing power? 


• What sort of framework is required to guide those free choices and 
markets? 


• What sort of mechanisms can allow for accommodating individual 
needs and desires in the context of national limits? 


 
Possible Actions 


 
Again looking to history, America faced difficult choices during World 


War II when men had to be drafted and gasoline rationed.  In each case, broad 
policies were set by legislation, and applied by local boards and officials.  Except 
for medical conditions, the decisions to defer, or exempt men from service, were 
made by neighbors like jury decisions.  Similarly, local officials decided how 
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much gasoline a person had to have.  There was some grumbling and abuse, but 
for the most part, people accepted the results as fair. 
 
 It would help to look at the way the country handled such difficult 
situations in the past; first to learn from those experiences, and second to realize 
that although the issue of aging is new, there is nothing unique about finding 
new ways to accommodate legitimate ranges of needs and even desires. 
 
 As considerations of aging go forward, I think that older people will need 
at least three new types of services in addition to just money. 
 


1. Advice and assistance that they can trust:   
 The wealthiest ten-or-twenty percent of the population can hire the 


advisors, but the rest of the people should also have advisors, and 
advocates when necessary, whom they can trust.  How does an 80-
year-old former store clerk or truck driver with macular 
degeneration cope with the bills and insurance forms that follow an 
operation?  If one has no family, where does one get advice on 
where to live and what to do with any savings that one may have? 


2. Investment pools:  
 The trend toward retirement self-sufficiency is creating millions of 


individual islands of assets that must be managed and sold over 
time by people who have no training.  Each must make the 
Impossible Decision of how long to stretch his or her assets when 
there are penalties for both overestimating and underestimating 
how long one will live.  So far, financial institutions are not meeting 
the need for simple, economical investment pools like annuities, 
particularly for people with relatively small savings. 


3. Cooperatives, buying services or barter arrangements that don’t just need 
cash  One way to help older people is by making their money go 
farther.  One of the least efficient purchasing units imaginable is an 
older person with limited funds and mobility who lives alone in a 
rented apartment.  In a free market system, life is largely a result of 
money in and money out.  There are many ways to help older 
people who have little money.  One way is to help them organize to 
do things that are beyond what they can do for themselves. 


 
At first glance, these examples may seem far removed from the concerns 


of actuaries, but these and other arrangements should be part of the country’s 
approach to providing for its older people.  Each arrangement should help to 
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move from simply considering how much money an older person has, to 
increasing how much can be accomplished with the money that is available.  For 
many older people, approaches like these can reduce the need for more money or 
other types of support that could only be provided by those who are still 
working.  
 
Conclusion 
 
 There are limits to the number of adults who can retire and be supported 
by those who are still working.  We don’t and probably can’t know what the 
limits are until we try to exceed them.   


 
As people live longer, the range of good and bad things that can happen 


to them expands.  As their needs and desires become more diverse, flexible ways 
must be found to satisfy them that most people will consider fair.   


 
Satisfying the expanding range of needs and desires within the retirement 


limits will require new ways to make decisions that go beyond the capabilities of 
free markets and government regulations.   


 
The history of the formation of the United States provides inspiring 


examples of how the country pioneered new ways of adapting to very large 
changes.  Further, there are specific examples of how the country met unusual 
needs that required flexibility and fairness.  


 
The country needs to array what can be known about the coming needs, 


the national limits and examples of ways that have worked to tackle large sets of 
issues like these.  The sooner we do, the better our chances will be of being 
pleased with the results.  Actuaries should understand that whatever they recommend 
to their clients must operate in the context of what going on throughout the country.  
Techniques that consider only information related to an isolated employer or retirement 
plan will become less effective.  They should be augmented and eventually replaced by 
techniques that relate the actions of their clients to what employers and retirement plans 
are doing in the aggregate.   
 
Thornton Parker is the author of What If Boomers Can’t Retire?  How to Build Real 
Security, Not Phantom Wealth, published in 2001 by Berrett-Koehler. 
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Individual Responsibility for Retirement Savings 
 
 Over the past 25 years, the structure of retirement plans has changed 
substantially, and this evolution of employer-provided pension plans has 
significantly increased the role of workers in the determination of their 
retirement income. During this period, the proportion of the labor force covered 
by any type of pension plan has remained relatively stable at around 50 percent; 
however, the coverage rate in basic or primary pensions by defined-benefit plans 
has plummeted, while participation in primary defined-contribution plans has 
grown rapidly. In 1979, the share of primary pension coverage attributed to 
defined-benefit plans was 83 percent. By 1998, primary coverage by defined-
benefit plans as a percentage of all pension participants had fallen to less than 50 
percent. Therefore, at the dawn of the 21st century, defined-contribution plans 
had become the dominant plan type for primary employer-provided pensions in 
the United States. 
 


In addition to the basic pension, many workers, especially those in large 
organizations, are covered by supplemental pension plans. These plans are 
almost exclusively some type of defined-contribution plan. The rapid transition 
to defined- contribution plans that include individual accounts has been driven 
by changes in government regulations and tax policy that have increased the 
administrative costs of defined-benefit plans and made defined-contribution 
plans more desirable (Clark and McDermed, 1990; Hustead, 1998). In addition, 
changes in the composition of the labor force that have increased the demand for 
more portable pensions and shifts in the composition of employment toward 
those sectors that have traditionally offered defined-contribution plans have 
accelerated the growth of defined-contribution plans (Gustman and Steinmeier, 
1992; Ippolito, 1997). 


 
In most defined-benefit plans, full-time employees are automatically 


included in the plan after meeting minimum participation standards. Future 
retirement benefits for participants in defined-benefit plans typically depend on 
earnings histories and years of service. Thus, participants in defined-benefit 
plans are not required to make any participation, contribution, or investment 
decisions. In contrast, defined-contribution plans are based on individual 
accounts into which the company and employees contribute funds. Participation 
in many defined-contribution plans, especially 401(k) plans, is voluntary. 
Therefore, each worker must decide whether to make any annual contribution 
and the size of that annual contribution. In addition, the participant must decide 
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how to invest the annual contribution and how to invest all of the assets in his or 
her individual account. 
 


The expanding use of employer-provided defined-contribution plans has 
placed increased responsibility on many individuals to set retirement goals and 
decide how to save sufficient funds to achieve these goals. Potential changes in 
the Social Security system may further increase the need for individuals to have a 
better understanding of financial markets and the retirement savings process. 
Some proposals to reform the Social Security system include the introduction of 
individual accounts as a component of retirement benefits. If adopted, the 
inclusion of self-directed individual accounts would place even greater 
responsibility on individual workers in the determination of their retirement 
income goals. Other reform proposals would retain the current benefit structure 
but would reduce future Social Security benefits. Lower replacement ratios from 
Social Security would also mean that individuals would be responsible for 
saving a greater portion of their retirement income. 
 


Economic theory provides some structure for considering the allocation of 
time and resources over the lifetime. Under certain restrictive conditions, life 
cycle models can predict the age of retirement, annual savings rates, and the 
level of income in retirement compared to preretirement earnings. Most of these 
models assume that individuals understand the financial markets and know the 
risk-return distribution of all assets. With this knowledge, individuals can make 
consumption and savings decisions that determine their expected retirement 
income at their chosen retirement age. In truth, most individuals seem to have 
extremely limited knowledge of financial markets, the level of risks associated 
with specific assets, and how much they need to save to achieve a retirement 
income goal.  
 


In the 21st century, individuals will have greater responsibility for their 
own retirement income. In this new environment, financial knowledge may be 
the key to achieving one’s retirement objectives successfully. Recently, Federal 
Reserve Chairman Alan Greenspan (2001) commented that helping Americans 
understand basic concepts about budgeting and financial markets through 
financial education programs should enable them to make more appropriate 
short- and long-term savings decisions. Greenspan stated that…. education can 
play a critical role in equipping consumers with the fundamental knowledge 
required to choose among the myriad of products and providers in the financial 
services industry. This is especially true for populations that have traditionally 
been underserved by our financial system…. In addition, education can help to 
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provide individuals with the financial knowledge necessary to create household 
budgets, initiate savings plans, and make strategic investment decisions for their 
retirement or children’s education. Such financial planning can help families to 
meet their near-term obligations and to maximize their longer-term financial well 
being. While data available to measure the efficacy of financial education are not 
plentiful, the limited research available on the benefits of financial education 
programs is encouraging. 
 


Greenspan’s remarks suggest that financial education would be helpful to 
workers engaged in retirement planning and that such programs would be most 
useful to lower- and middle-income families. His observation about limited 
research on the link between financial education and retirement savings is 
correct and can be viewed as an implicit call for additional research on this 
important topic. Lusardi (2000) concurs with Chairman Greenspan’s view that 
financial literacy is a key to retirement savings and concludes that lack of 
planning and not understanding the savings process are two of the primary 
reasons that Americans have such a low savings rate. 
 


It seems obvious that increased financial awareness would be beneficial to 
individuals considering how to save for their retirement. However, the linkage 
between financial education and the setting of retirement goals, and the impact 
of enhanced financial education on the likelihood of achieving the necessary 
savings to reach these goals, has gone virtually unexplored. Very few studies 
have examined the link between financial education and retirement savings. This 
paper examines the impact of participation in financial education seminars 
offered by TIAA-CREF on retirement goals and savings behavior. Specifically, 
we determine whether participants in these seminars revise their expected 
retirement age and the level of income they desire in retirement after 
participation in a seminar that provides an overview of the retirement savings 
process. In addition, we observe whether the participants indicate that they 
expect to change their savings behavior by making specific changes in the 
amounts they save, how they invest their retirement assets, and whether they 
intend to acquire additional information about their retirement income needs 
and the retirement savings process.  
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Does Financial Education Influence Savings: What Do We Know 
Now? 
 


If individuals have insufficient knowledge concerning the retirement 
savings process, they are unlikely to be able to make optimal retirement savings 
decisions. A lack of financial education may result in workers starting to save too 
late in life and saving too little to achieve their stated retirement goals. In 
addition, a lack of information concerning the risk-return distribution of various 
investments might lead workers to misallocate their retirement portfolios. 
Bernheim (1998) presents evidence that questions whether the typical household 
has enough financial literacy to make appropriate savings decisions for their 
employer-provided pension plans. Recognizing this lack of financial knowledge, 
many employers now provide financial education programs for their workers. 
Employer-provided financial information consists of written communications 
that explain company retirement savings options, general information about 
financial markets and economic conditions, and financial education or retirement 
seminars led by pension providers or in-house staff. Other firms provide monies 
so that their employees can purchase a financial plan.1 Some of the programs are 
provided with the specific goal of increasing participation and contribution 
levels to help the company meet nondiscrimination standards. 
 


Relatively few studies have attempted to estimate the effectiveness of 
these programs in altering retirement goals or retirement savings behavior. 
Using the KPMG Peat Marwick Retirement Benefits Survey, Bayer, Bernheim, 
and Scholz (1996) estimated that workers employed by firms that offered 
financial education programs had higher participation rates in and contribution 
rates to 401(k) plans compared to firms that did not provide this type of 
program.2 Their analysis indicated that seminars were the most effective type of 
communication. Sponsorship of financial education seminars was associated 
with a 12 percentage point increase in the participation rate of non-highly 
compensated workers and a 6 percentage point increase among highly 
compensated employees. Company-sponsored retirement seminars produced a 1 
percentage point increase in the contribution rate of the non-highly compensated 
and no significant increase among highly compensated employees. This increase 
in the contribution for non-highly compensated is quite large given that the 
average contribution rate for these employees is only 3 percent.  
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Clark and Schieber (1998) examined employment records gathered by 
Watson Wyatt Worldwide from 19 firms covering more than 40,000 employees. 
They estimated the effect of company-provided written communications 
describing the retirement savings process, the need for workers to save, the 
national economic environment, and the characteristics of the company 
retirement plan. This type of financial information played a significant role in 
increasing the probability of employees participating in a 401(k) plan and in 
increasing the contribution rate to that plan. Providing written documents to 
workers about retirement savings increased the probability of participating in the 
401(k) plan between 15 and 21 percentage points. In addition, they found that the 
provision of information concerning the company’s 401(k) plan increased the 
annual contribution rate by 2 percentage points, while generic financial and 
economic information did not have any significant influence on the contribution 
rate.  
 


Muller (2000) estimated the effect of financial education seminars on the 
allocation of investments in defined-contribution plans using the Health and 
Retirement Survey (HRS). She employed only the 1992 wave of the HRS that asks 
whether the respondent has ever attended a retirement seminar. She reported no 
general effect of seminar attendance on the allocation of retirement funds. 
However, her measure of investment allocation was very broad. The question in 
the HRS asks whether the household’s assets are mostly or all in stocks, mixed, 
or mostly or all in bonds. This measure would obviously miss small and even 
medium-size adjustments to pension investments. She did find that individuals 
with a high degree of risk aversion tend to adjust their portfolios after 
participation in a seminar. This finding is somewhat odd because “high degree” 
of risk aversion is the second-highest of four risk aversion categories used in the 
analysis, and individuals with “extreme risk aversion” (the highest category) did 
not have any significant reaction to financial education. 
 


Lusardi (1999, 2000) also examined data from the Health and Retirement 
Survey. Her focus was on the role of planning and the lack of financial literacy in 
the retirement savings. She found that individuals who do not plan for 
retirement have lower net wealth and are less likely to invest in assets with 
higher expected returns, such as equities. She argued that existing studies of 
retirement savings are based on models that assume that there are no planning 
costs associated with retirement savings and little or no differences in how 
households obtain and use information needed to establish an optimal savings 
plan (Lusardi, 2000). Lusardi (1999) stated that extensive information is needed 
to plan adequately for retirement, and the financial education programs are 
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important to the planning process. Finally, she argued that more research is 
needed “to determine why households do not plan for retirement, and whether 
the provision of information … can play a role in affecting household decision 
making and, ultimately, the financial security of many American households.” 
(Lusardi, 2000). 
 


The general conclusion of this limited literature is that financial education 
provided by employers can increase retirement savings and potentially alter the 
investment of assets in retirement accounts. The mechanism for how education 
alters retirement savings and investment decisions is unclear. Maki (2001) 
provided three possibilities. First, financial education could increase household 
savings by causing the family to reduce its discount rate. Second, increased 
knowledge could lead the household to become less risk-averse and thus 
increase investment in assets with a greater level of risk and expected return. 
Finally, financial education programs could change the household’s knowledge 
of its investment choice set. For example, the information may reveal to workers 
that it is impossible to achieve the current goal of retiring at a specific age with a 
certain level of income using the existing saving and investment strategy. Maki 
dismissed the first two possibilities and argued that greater knowledge of what is 
possible is the primary mechanism through which these programs alter 
household decision making. 
 
 
TIAA-CREF Financial Education Seminars 
 


Throughout the year, the Consulting Services division of TIAA-CREF 
conducts Financial Education Seminars at educational institutions and other 
nonprofit organizations. Seminars are open to all employees of these institutions. 
Thus, participants at colleges and universities may include administrative, 
technical, clerical, and service workers, as well as faculty. Coverage in other 
nonprofit institutions also tends to include the full range of employees. The basic 
pension plan of seminar participants may be TIAA-CREF, a defined-contribution 
plan from another pension provider, or a defined-benefit plan. Seminars are also 
given in community settings, with participants coming from many different 
institutions. These seminars are presented all across the country. Thus, 
respondents in our study are not limited to college faculty.  
 


TIAA-CREF consultants present a variety of seminars aimed at audiences 
in different life stages, including newly hired employees, midcareer workers, and 
preretirees. They also conduct special seminars developed for female employees. 
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The objective of all of these seminars is to provide financial information that 
would assist individuals in the retirement planning process. Consultants discuss 
such retirement goals as the amount of money needed in retirement to maintain 
the same level of consumption as during the working years and the relationship 
between the age of retirement and the annual amount of savings needed to 
achieve the retirement income goal. Consultants also devote considerable time in 
a seminar to examining the risk-return characteristics of alternative investments. 
Although they differ somewhat in content, all of the seminars provide this basic 
information concerning retirement savings. Brief descriptions of the primary 
types of seminars included in this analysis are presented below. 
 


The Investment Education Seminar is designed to establish the importance 
of identifying personal financial goals and ways to utilize employer-provided 
retirement plans, as well as voluntary saving plans to meet these goals. 
Participants are educated on developing an investment strategy, including 
discussions of diversification, risk tolerance, time horizon, and investment 
preferences. 
 


The Retirement Education Seminar is designed to answer questions about 
how much money is needed in retirement, sources of retirement income, income 
distribution options available, tax considerations, and the effects of inflation. 
 


The Women’s Investment Forum is designed to provide women with the 
tools, resources, and information necessary to manage their own finances. 
Women examine differences in life expectancy; career interruptions; and the 
impact of marriage, divorce, death of a spouse, and other variables impacting 
retirement planning. 
 
 
Research Methodology 
 


The primary objective of this research is to examine how financial 
education affects retirement goals and retirement savings behavior. The age of 
expected retirement and the ratio of retirement income to gross earnings prior to 
retirement are used to measure retirement goals. In order to achieve these goals, 
individuals must make certain savings and investment decisions. Optimal 
decision making requires that individuals understand the savings process, the 
expected risk-return distribution of various investments, and the magnitude of 
annual saving necessary to accumulate sufficient wealth to retire at the expected 
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age with the desired level of income. Without adequate information or financial 
education, individuals will have an inadequate knowledge base to make 
important decisions for retirement. This study attempts to measure the impact of 
financial education on retirement goals and savings behavior by analyzing the 
responses by participants in TIAA-CREF Financial Education Seminars described 
in the previous section. This section describes the three surveys used to measure 
individual response to information provided in the seminars and the key 
questions addressed in the research. This is an interim report of a two-year 
research project. Over the next two years, we anticipate that approximately 100 
seminars and more than 1,000 participants will be included in the study. 
 
Survey Content 
 


The analysis of retirement savings is based on information obtained from 
three surveys of participants in TIAA-CREF Financial Education Seminars. 
Survey One is given to participants at the beginning of the seminar, Survey Two 
is completed at the end of the seminar before participants leave the room, and 
Survey Three is sent to participants about three months after the seminar.3 
Survey One asks participants to indicate the age at which they hope to retire and 
the annual retirement income as a percentage of their final working year’s 
earnings that they hope to have in retirement. Respondents are asked to indicate 
the likelihood of achieving this goal, how strongly committed they are to this 
goal, and whether other priorities might make it difficult for them to attain this 
goal. Individuals are asked whether their basic pension is a defined-benefit or a 
defined-contribution plan. Those in a defined-contribution plan are asked to 
report their account balance, annual contribution, and their allocation of funds in 
their account between equities and bonds. All respondents are asked if they have 
a supplemental retirement account and, if so, its current account balance, annual 
contributions, and investment allocations. Finally, individuals are asked to report 
their age, gender, employment, years of service, marital status, education, 
earnings, income, number of children, and occupation. The objective of Survey 
One is to provide baseline information on retirement goals and savings behavior 
prior to the educational intervention. 
 


After completing the survey, individuals participate in a financial 
educational seminar for approximately one hour. These seminars include 
information on setting retirement goals, employer-provided savings plans, the 
risk and return properties of various assets, and the amount of annual savings 
needed to achieve certain retirement income objectives. At the conclusion of the 
seminar, participants are asked to complete Survey Two.  
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In Survey Two, respondents are asked to indicate whether they have 
changed their retirement age goal or revised the level of retirement income they 
desire. In addition, individuals are asked whether they intend to change their 
allocation of invested funds in their basic defined-contribution plan to include 
more equities or more bonds. If respondents have a supplemental retirement 
plan, they are asked if they intend to increase their contributions or change their 
investment allocation. Individuals who do not have a supplemental plan are 
asked if they plan on establishing one. A risk preference question asks whether 
individuals would describe themselves as conservative investors, moderately 
conservative investors, moderately aggressive investors, or aggressive investors. 
Finally, participants are asked a series of questions concerning other actions that 
they might take on the basis of their newly acquired financial information. 
Possible actions include using telephone services to amend investment decisions, 
telephone services to contact counseling centers, use of the World Wide Web to 
make financial decisions, and hire a financial planner. In addition, respondents 
are asked if they plan to establish passwords to access accounts on line, purchase 
long-term-care insurance, open an IRA or increase contributions to an existing 
IRA, or engage in other non-tax-deferred savings plans.  
 


Survey Three is sent to participants about three months after their 
participation in the seminar. The survey is similar in content to Survey Two but 
asks what actions have actually been taken. The final research project will be 
based on seminars conducted from March 2001 to June 2002. The present paper is 
limited to the first round of surveys completed between March 15 and May 1. A 
total of 20 seminars at seven institutions along with seven community-based 
seminars have been completed thus far, and we have obtained 270 completed 
surveys. This paper analyzes the responses to Survey One and Survey Two from 
these respondents.4 
 


Table 1 presents the mean values for demographic and economic variables 
for the sample of respondents who have already participated in the research 
project. The sample is reasonably diverse. The average age of the sample is 56, 
and 47 percent of the respondents are female. Educational status is 12 percent 
with a high school degree, 20 percent with a college degree, 32 percent with a 
master’s degree, 30 percent with a doctoral degree, and 6 percent with a 
professional degree. Mean annual household income is $107,263, with $61,488 
coming from the respondents’ earnings. Average number of years of service with 
the current employer is 17.5 years, and the average number of children of the 
respondents is 1.9. About half of the respondents expect to continue working 
after retirement. Respondents indicated that they, on average, have a goal of 
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retiring at age 64 and they hope to have about 80 percent of their final working 
year’s income in retirement. Respondents indicated that they were about 70 
percent sure that they would achieve these goals before the seminar.  
 


About one-third of the sample was engaged in teaching and research, 
while slightly more than one-fourth of respondents were in administrative and 
management. Secretarial and clerical workers comprised 7 percent of 
respondents, other professional and technical employees 14 percent, and 
maintenance and service workers 4 percent. Among those in teaching and 
research, 66 percent were tenured, 16 percent tenure track, and 17 percent non-
tenure track. The rank of those in teaching and research positions was 13 percent 
instructor, 10 percent assistant professor, 28 percent associate professor, and 45 
percent professor. 
 


A little more than a fifth of the sample was currently working with a 
financial adviser, but many had previously attended some type of financial 
seminar. In describing their investment behavior, 14 percent stated that they 
were aggressive, 38 percent moderately aggressive, 39 percent moderately 
conservative, and only 9 percent were self-described conservative investors. The 
basic pension plan for 84 percent of the respondents was a defined-contribution 
plan, and they had an average account balance of $434,372 with 61 percent of the 
balance invested in equities. The mean employee contribution to these plans was 
8 percent, while the average employer contribution was 8.5 percent. New 
contributions were also 58 percent-invested in equities. Slightly more than a third 
of the respondents were making contributions to a supplemental tax-deferred 
retirement plan. The average account balance was $131,356, with 65 percent of 
these assets invested in equities. The mean contribution to these plans was 
$5,878, or 7.5 percent of salary. 
 
Key Questions 
 


Workers must decide at what age they want to retire and how much 
income they desire in retirement relative to their final earnings. In order to 
achieve these retirement goals, individuals must decide how much to save and 
how to invest their retirement funds. The key question that we examine is 
whether financial education results in workers altering their retirement goals 
and/or their retirement savings behavior. By comparing the survey responses in 
Survey Two with those in Survey One, we are able to determine whether 
individuals alter their expected age of retirement or their desired level of income 
in retirement after participating in the seminar. Using these data, we are able to 
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estimate how changes in retirement goals vary across individual characteristics. 
Next, we examine whether individuals alter their savings plans by increasing 
voluntary contributions to existing supplemental plans, opening new 
supplemental plans, or changing the investment mix of new contributions and 
account balances. Finally, we explore whether individuals expect to engage in 
other actions in response to the knowledge gained in the seminar. Actions 
include being more active in the investment process by using the Web or 
consulting a financial planner, opening an IRA or increasing contributions to an 
existing IRA, or by purchasing long-term-care insurance. Once again, we 
estimate how these actions vary across individuals. 
 
 
Retirement Savings Responses to Financial Education 
 


After completing the seminars, respondents indicated whether they were 
likely to change their retirement goals and savings behavior (see Table 2). The 
response of individuals obviously depends on how they viewed the quality of 
the information they received. In general, participants thought they had been 
part of a high-quality financial education program, with 30 percent rating the 
seminar excellent and 50 percent good. In response to the statement that the 
seminar had improved their understanding of the need for retirement savings, 
28.5 percent strongly agreed with the statement and 56.7 percent agreed with the 
statement. Respondents also indicated that they now had a greater likelihood of 
achieving their retirement age goal and their retirement income goal. 
 


Some respondents changed their retirement goals. Almost 5 percent of the 
sample increased their retirement age goal by an average of three years, and 4.4 
percent of respondents reduced this goal by an average of close to three and a 
half years. There was a much greater tendency to adjust retirement income goals, 
with 17.8 percent increasing this goal and nearly 26 percent decreasing the 
income objective. The mean retirement income goal for those increasing the goal 
was only 71.9 percent before the seminar. These respondents increased their goal 
by an average of 15 percentage points. The mean retirement income goal for 
those decreasing their goal was 81.7 percent before the seminar. These 
respondents lowered their income goal by an average of 15.7 percentage points. 
In general, these responses represent a movement toward the income goal that 
would allow the respondent to have the same consumable income in retirement 
as in the final working year. This concept is discussed in the seminars. 
 







 


13 


On the basis of the information provided in the seminar, respondents 
indicated they plan to be more active in planning for their retirement. About 28 
percent of respondents who currently do not have a supplemental pension plan 
are now planning on establishing such a plan with their employer. Among 
respondents who currently have a supplemental plan, 22 percent stated that they 
would increase their contribution rate to these plans. In addition, 12.6 percent 
indicated that they will increase the proportion of their investment held in 
equities, while an equal percent reported that they intend to increase their 
investment in bonds. Other actions that are now being planned by seminar 
participants include monitoring their accounts on the Web (60 percent of 
respondents), using a financial planner (32 percent), planning to contact a 
telephone counseling center (41 percent), and increasing other forms of non-tax-
deferred savings (36 percent). After completion of the seminar, 19 percent of the 
respondents stated that they are planning to open a new IRA or increasing 
contributions to an existing IRA. 
 
 
Conclusions and Implications 
 


This paper presents preliminary results from a research project designed 
to determine the impact of financial education on retirement savings. Early 
findings indicate that high-quality financial education can be effective in altering 
retirement income goals. Specifically, we find that after receiving information on 
the level of income retirement needed to continue preretirement consumption, 
seminar participants amend their income goal toward this level. Individuals with 
relatively low retirement income goals (between 50 and 60 percent of final year’s 
income) tend to increase their target retirement income, while those with income 
goals in excess of 90 percent tend to decrease their stated income targets. In 
addition, a high proportion of seminar participants indicate that they plan on 
being more active in determining their retirement savings. Close to 30 percent 
without supplemental pension plans expect to establish such a plan, more than 
one-fifth of those with existing supplemental plans expect to increase their 
contributions, about one-fifth expect to open an IRA or increase contributions to 
an existing IRA, and one-third indicate a desire to increase other forms of non-
tax-deferred savings. Based on the information in the seminar, many participants 
report that they will reallocate the investment of their account balances and new 
contributions. These tentative early results suggest that financial education is an 
effective mechanism for improving the retirement savings process. 
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In the 21st century, American workers will be required to assume greater 
responsibility for determining their retirement income. Many workers will have 
to decide whether to participate in a company pension plan, how much to 
contribute, and how to invest these funds. In addition, workers may also have to 
respond to reductions in Social Security benefits or the introduction of individual 
accounts as part of Social Security. Such changes will place even greater 
responsibility on individual workers. Finally, individuals who feel that their 
expected income from Social Security and employer pensions is insufficient must 
consider other forms of savings. In order to achieve the desired level of 
retirement income, workers must make appropriate savings and investment 
choices. Similar choices are facing workers in many other countries as national 
retirement plans are restructured in response to population aging. This study 
illustrates how financial education can help individuals make better choices, 
including decisions about when to start saving for retirement, how much money 
needs to be saved each year, and how retirement accounts should be invested. 
Financial education leads to a greater understanding of financial markets, the 
risk-return properties of investments, the level of savings needed to achieve 
target levels of retirement income, and how various savings programs can be 
more appropriately utilized. In a world of defined-contribution retirement plans, 
companies and governments have an obligation to provide better financial 
education to their employees and citizens. 
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Table 1. Sample Means 
 
Variable     Survey One  Survey Two  
Age       56.1 
 
Percent Female     46.7 
 
Years of Service     17.5 
 
Number of Children     1.9 
 
Education Attainment 


Percent with High School Degree  12.4 
Percent with College Degree  19.7 
Percent with Master’s Degree  32.2 
Percent with Doctoral Degree  29.9 
Percent with Professional Degree    6.2 


 
Annual Household Income  (dollars) 107,264 
 
Earnings from Primary Employer (dollars) 61,488 
 
Type of Investor 
 Conservative         9.4 
 Moderately Conservative      39.3 
 Moderately Aggressive      37.6 
 Aggressive        13.7 
 
Retirement Age Goal    63.8   63.7 
 
Likelihood of Achieving Retirement Age Goal  7.5    7.7 
(scale 1 to 10) 
 
Retirement Income Goal: Percent of Final 80.4   81.7  
Working Year’s Income 
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Variable     Survey One  Survey Two  
 
Likelihood of Achieving Inc. Goal (1 to 10)  6.7    7.0 
 
Percent Who Plan to Work after Retirement 49.3 
 
Financial Seminars Previously Attended   2.1 
 
Percent Currently Working with Financial  
Adviser      22.2 
 
Basic Pension Plan 


Percent with Defined-Contribution  
Pension      84.1 


 Account Balance (dollars)     434,372 
 Investment Allocation in Equities (%)  61.1 
 Employee Contribution Rate   8.1 
 Employer Contribution Rate   8.5 
 Allocation of Contribution to Equities  57.9 
 
Supplemental Pension Plans 
 Percent Currently Making Contribution  36.8 
 Account Balance (dollars)    131,356 
 Percent in Equities     64.6 
 Annual Contribution (dollars)    5,878 
 Contribution as Percent of Salary   7.5 
 Allocation of Contributions to Equities  60.5 
 
Type of Employment (percent of respondents) 
 Secretarial/Clerical      7.0 
 Teaching/Research     34.1 
 Administrative/Management   28.5 
 Maintenance/Service    4.4 
 Other Professional/Technical   13.7 
 Other        4.1 
 Retired      5.6 
 Not Currently Employed    2.6 
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Variable     Survey One  Survey Two  
 
Tenure Status of Teaching/ Research  
(percent of those responding) 
 Tenured     66.3 
 Tenure Track, Nontenured   16.3 
 Non-Tenure Track     17.4 
 
Rank of Teaching/Research (percent responding)  
 Instructor     13.0 
 Assistant Professor      9.8 
 Associate Professor    28.3 
 Professor     44.6 
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Table 2. Response to Seminar 
 
Variable      Mean Response   
 
Evaluation of Seminar (percent) 
 Excellent      30.0 
 Good       50.4 
 Fair       12.6 
 Poor         0.4 
 
Seminar Improved Understanding of  
Need for Retirement Savings (percent) 
 Strongly Agree     28.5 
 Agree       56.7 
 Disagree        7.0 
 Strongly Disagree       1.5 
 
Changes in Retirement Age Goal 
 Percent that Increased Goal     4.8 
 Mean Increase in Years      3.2 
 Percent that Decreased Goal     4.4 
 Mean Decrease in Years      3.4 
 
Changes in Retirement Income Goal: Respondents Who 
Increased Their Goal after the Seminar 
 Percent that Increased Goal   17.8 


Mean Retirement Income Goal   71.9 
(percent of final year’s income)   


 Mean Increase in Goal (percentage point) 15.2 
 
Changes in Retirement Income Goal: Respondents Who 
Decreased Their Goal after the Seminar 
 Percent that Decreased Goal   25.9 
 Mean Retirement Income Goal   81.7 
 (percent of final year’s income) 
 Mean Decrease in Goal (percentage point) -15.7 
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Variable      Mean Response   
 
Respondents with Basic Defined-Contribution Plan 
 Percent Who Now Plan to Increase  
  Investment in Equities   11.9 
 Percent Who Now Plan to Increase 
  Investment in Bonds   12.6 
 
Respondents Without Supplemental Plan Who Now 
 Plan to Establish One    28.4 
 
Respondents with Supplemental Retirement Plan 
 Percent Who Now Plan to Increase  
  Their Contribution Rate   22.0 
 Percent Who Now Plan to Increase 
  Investment in Equities   12.6 
 Percent Who Now Plan to Increase 
  Investment in Bonds   12.6 
 
Respondents Now Plan to Use 
 Automated Telephone Service   11.1 
 Telephone Counseling Center   40.7 
 The Web      60.4 
 Financial Planner     32.2 
 
Increased Probability of Taking Action: 
 Purchase Long-Term-Care Insurance  13.0 
 Open an IRA or Increase Contributions  19.3 
 Increase Other Forms of Non-Tax-  35.6 
 Deferred Savings 
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Endnotes 
 
                                                 
1 Bernheim and Garrett (2000) and Bayer, Bernheim, and Scholz (1996) provide an assessment of 
employer-provided financial education programs. 
 
2 Other studies using this survey include Bernheim (1998), Bernheim and Garrett (1996), and Bernheim 
and Garrett (2000). 
 
3 Copies of the surveys can be obtained from the authors upon request. 
 
4 Surveys have been completed at Campbell University (two seminars), Duke University (three seminars), 
Center for Creative Leadership (two seminars), Furman University (two seminars), University of North 
Carolina at Charlotte (two seminars), Phillips Academy (two seminars), and Northeastern University. In 
addition, six community-based seminars were held in New Jersey and one in Boston. In total, 880 people 
attended part or all of these seminars, and 317 individuals completed some parts of the two surveys. The 
sample included in the analysis contains 270 observations. It is important to recognize that some 
individuals arrive after the seminar has begun and are not given either of the surveys. In addition, some 
participants who have completed Survey One leave the seminar early and do not complete Survey Two. 







m-rs02-2-09.pdf


1 


I 
 


Labor Force Trends and Future Social Security Benefits 
 


David H. Pattison 
 


 
 
 
 
 
 
 
 
 
 
 


 
Presented at Retirement Implications of Demographic and  


Family Change Symposium 
Sponsored by the Society of Actuaries 


 
San Francisco 


 
June 2002 


 
 







2 


Abstract 
 
 Trends in employment and earnings patterns in the population, 
particularly the increase in the number of two-earner couples, create a hurdle for 
the long-term modeling of Social Security, because benefits are intricately related 
to employment and earnings.  The spouse and widow benefits of women who 
are eligible for their own retired worker benefits are particularly problematic 
because of the dual entitlement reduction under which a woman’s spouse or 
widow benefit is reduced, dollar for dollar, by any increase in the woman’s 
retired worker benefit.  This paper examines a technique that allows long-term 
macromodeling of the economy to incorporate these intricate effects.  The 
technique makes use of a microsimulation model of individual workers, with the 
microsimulation model specified in such a way that the earnings and 
employment of its individuals can be constrained to meet specified calendar-year 
projections for aggregate employment and earnings.  The technique is used to 
carry out a 75-year analysis, examining the sensitivity of Social Security taxes and 
benefits to changes in women's employment and earnings under three scenarios: 
 an increase in women's employment holding average earnings constant, an 
increase in women's earnings holding employment constant, and a simultaneous 
increase in both employment and average earnings.  As expected, the dual 
entitlement reduction limits the increase in benefits for many of the women.   
 
 Over the 75-year period the increase in payroll taxes from women's higher 
earnings will more than offset the increase in benefits from their earnings.  The 
simulations indicate, however, that there is an additional effect from higher 
women's earnings through the national average wage indexing series, which is 
used to set the overall level of benefits.  By raising the national wage index, 
higher women's earnings can increase the overall level of benefits, thereby 
offsetting some or all of the increase in payroll taxes.  
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I.  Introduction 
 
 Long-term aggregate modeling of Social Security must deal with the often 
intricate relationships between the earnings of a cohort of workers and the 
benefits that cohort will receive many years later.  Even if the economic and 
demographic patterns in the population were stable in the long term — if, for 
example, there were no changes in marital patterns, in the proportion of two-
earner couples, in the number of years women work, or in women’s earnings 
while they work — the ability to model the changes in aggregate benefits over 75 
years resulting from some standard variations in benefit provisions is a 
substantial challenge.  When the patterns themselves are changing, the modeling 
challenge is compounded. 
 
 This paper deals with one approach to this challenge.  The work described 
in the paper is part of the development by the Social Security Administration 
(SSA) of a long-term macroeconomic model that examines the effects of Social 
Security on the rest of the economy and the macroeconomic feedback effects on 
the Social Security Trust Funds.  The macro model is intended to explore such 
questions as, “If the trust funds add to national saving, what are the feedback 
effects from this increased saving on incomes in the national economy and on the 
payroll taxes and interest income received by the trust funds?  If part of trust 
fund revenues are redirected into individual accounts, or if new payroll taxes are 
directed into individual accounts, or if general revenues are directed into 
individual accounts, and these accounts increase national saving, what are the 
effects on future national income, including the effects on the trust funds from 
higher wages and lower interest rates?  If the labor force can be induced to 
postpone retirement, on average, what are the resulting effects on national 
income and on the trust funds?” 
 
 For most of its applications, the macro model is formulated in terms of a 
baseline simulation, under current law, and one or more alternative simulations, 
under which some provisions of current law are changed or some assumptions 
about future economic growth are varied.  The baseline simulation is calibrated 
to give results the same as or close to the intermediate projections developed by 
SSA's Office of the Chief Actuary (OCACT), projections like those used in the 
annual Trustees Reports for the Old-Age and Survivors Insurance (OASI) and 
Disability Insurance (DI) trust funds.  (These funds together will be referred to as 
the OASDI trust funds.)  The calibration sometimes takes the form of direct use 
of the detailed age by year (and sometimes age by sex by year) projections by 
OCACT; sometimes it means adjusting the macro model's detailed projections so 
that the aggregates each year add up to the aggregates projected by OCACT. 
 
 The modeling problem faced by the macro model is the consistent 
modeling of the alternatives to the baseline.  Even those simple changes in 
provisions that are easy to input into the macro model, such as changes in 
payroll tax rates by year or diversion of a specified proportion to taxes into 
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individual accounts each year, create macroeconomic feedback effects on benefits 
which are difficult to model.   
 
 One of these is the effect on average wages among employed workers, 
which determine a fundamental index in the Social Security benefit calculation, 
the national average wage (NAW) index.  The level of old-age benefits is 
determined in part by the NAW in the year a retired worker beneficiary reached 
age 60.  For older beneficiaries it is possible to model, with a little work, the 
effects of this wage indexing.  For beneficiaries at age 80, for example, the level of 
benefits depends on the national average wage 20 years earlier, plus any 
consumer price index increases in the 18 years since the beneficiaries turned 62.  
For modeling macroeconomic feedback effects of proposals that change the 
average wages, the benefit levels in all age-year cells in the alternative 
simulations can be adjusted appropriately for changes in the wage index in the 
year each cohort of beneficiaries turned 60. 
 
 The modeling of these simple effects on DI beneficiaries and on younger 
survivor beneficiaries is more complicated, since the critical level for the national 
wage index is for them not the year they turned 60, but the year two years before 
the year they became eligible for benefits.  For any given age cell in the macro 
model age-year matrix, the feedback effect of a change in national average wages 
depends on a distribution of years of eligibility.   
 
 For 50-year-old beneficiaries, for example, some were eligible two years 
earlier, at age 48, while some were eligible 20 years earlier, at age 30.  Changes in 
the growth in average wages will therefore have a distribution of effects on DI 
beneficiaries at a given age.  Furthermore, as the composition of the DI 
beneficiary population changes, the distribution of these wage indexing lags also 
changes. 
 
 For analyzing all but the simplest changes in the benefit provisions, the 
macro model faces still more difficulties.   
 
 A change in the spouse provisions, for example, will have proportionate 
effects on benefits by age that dwindle in the future as more women become 
eligible for retired worker benefits on their own and as their spouse benefits 
shrink accordingly.  (Spouse benefits, as will be described later, are reduced 
under the dual entitlement reduction by the amount of any retired worker 
benefits.)  Simulation of this alternative in the macro model would therefore 
require a preliminary simulation for each age in each year of the amount by 
which benefits are reduced under the provision. 
 
 Similar hurdles are faced for the simulation of alternative assumptions 
about future labor-force trends, such as the trends in women's employment and 
earnings that will be examined in this paper.  If women's career earnings rise, 
their retired worker benefits also rise, but because of the dual entitlement 
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reduction, some proportion of women will not see a rise in their total benefit. 
This proportion of women is declining because of past changes in women's 
employment and earnings, and will decline still further if women's employment 
and earnings continue to increase in the future. 
 
 Many of these hurdles could be overcome on a case-by-case basis, 
studying the aspects of each problem and working up estimates for each age cell 
over the projection period of the proportionate effects on benefits.  For our 
macroeconomic modeling, however, we need something much quicker.   
 
 The solution explored here is a hybrid model in which a sample of 
individual worker earnings histories is adjusted to reflect projected changes in 
the labor force, and benefits are then calculated for each worker or couple in the 
sample under both the baseline and the alternative.  The change in the aggregate 
benefits from the baseline to the alternative in the individual simulation is then 
brought up to the macro model simulation as an estimate of the appropriate 
change in the aggregate cell values.  The baseline, in short, is provided by the 
macro model, calibrated to intermediate projections from OCACT.  The 
proportionate change in benefits between baseline and alternative in each cell in 
the model is provided from the simulation of individual histories representing 
present and future cohorts of workers and beneficiaries.  The final assembly, the 
multiplication of the baseline value in each cell by the proportionate change in 
each cell, then is done under the macro model cell framework. 
 
 The simulation sample of life histories of earnings for workers and their 
spouses will be referred to here as the "embedded microsimulation model", or 
the "micro model" for short.  The trick in using such a sample is to develop 
techniques for altering the sample systematically to represent the changing 
experiences of future cohorts.  The same sample is used over and over, but the 
women in the sample, for example, have fewer years of zero earnings when the 
sample represents a cohort born in 1960 than when it represents a cohort born in 
1930.   
 
 The techniques have been developed to the point where the average 
earnings and employment of men and women in the sample can be constrained 
to meet changing projections for aggregate employment and earnings by 
calendar year and sex over the projection period.  Similar techniques for altering 
the marital histories of the sample have not yet been implemented.  The 
development of such a model is an open-ended process.  Future work may focus 
not just on marital histories but also on a capability for simulating changing 
disability and mortality trends among pre-retirement workers. 
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 Although microsimulation modeling is usually found in the context of 
distributional analysis, examining the effects of proposed policies on important 
components of the population, the most important attribute of microsimulation 
— the calculation of effects at the individual level using actual policy provisions 
— is equally useful in developing macro-level estimates.   
 
 This will not be the first aggregate-level model to use an embedded 
microsimulation model.  The models used by the Office of the Chief Actuary 
(OCACT) at Social Security have long used a submodel of a sample of individual 
workers as an important part of their projection of worker benefits.  The long-
term model under development at the Congressional Budget Office (CBO) also 
uses an embedded micro model. 
 
 The effort here is similar to the original goal of Guy Orcutt and his 
associates in the development of the Dynasim model, the first large 
microsimulation model of the national economy [see Orcutt, et al., 1976].  
Dynasim was supposed to include an ability to aggregate up to a macro model 
that would fill in some of the gaps in the microsimulation model.  The model 
here works from the other end.  It is a macro model, but alters its results using 
the effects of a micro model to fill in some of the estimates that the macro model 
can't calculate. 
 
 The embedded microsimulation model is used here to examine the 
sensitivity of aggregate Social Security benefit payments over a 75-year 
projection period to three test scenarios for variations from the baseline of 
women's employment and earnings.   
 
 In the first scenario, the employment-only scenario, women's employment 
rates are increased slightly from the baseline, but the average earnings among 
employed women is held constant.  In the second, the earnings-only scenario, the 
average annual earnings among employed women  increases, but not the 
proportion employed.  In the third, the combination scenario—or the 
employment and earnings scenario—the first two increases in employment and 
earnings are implemented simultaneously. 
 
 These scenarios are not meant to be more accurate projections of the 
future than the baseline scenario, and they are not meant to be finely tuned 
estimates of the most likely variations.  They are in the spirit of the sensitivity 
analyses in the annual Trustees report for the OASDI trust funds, indicating how 
much the 75-year projection might change if the intermediate projections were 
changed.   
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 The most important aspect of the estimates from the alternative scenarios 
in this paper is that they are generated automatically for the macro model using 
the embedded micro model.  They are probably sufficiently accurate for the 
purposes of the macro model, whose goal is the exploration of the effects of 
changing national wages and interest rates under reasonably accurate 
specifications of the workings of OASDI taxes and benefits. 
 
 The modeling described here is by no means finished.  Although it is 
generating results, a number of sectors of the micro model are still incomplete, 
and the macro model itself is still evolving. 
 
 The next section gives a very brief description of the macro model.  The 
third section gives a quick summary of the results from the first scenario (the 
employment-only scenario) to give an indication of the types of estimates being 
calculated and the roles of the macro and micro models in calculating them.   
 
 The fourth section describes recent trends in employment and earnings, 
the intermediate projections of employment that are used in the baseline, and the 
alternative projection scenarios that will be used here as variations from the 
baseline.  This section also presents calculations of the likely effects on taxes and 
benefits under the scenarios.  These expected effects are important for checking 
that the microsimulation model is doing what it is supposed to and might also be 
of use to anyone making rough estimates of the effects of changing labor-force 
trends.  
 
 The fifth section describes the microsimulation model itself, and the sixth 
describes the sensitivity estimates under the three scenarios.  A final section 
describes future work. 
 
 
II.  The Macro Model 
 
 The long-term macro model of the U.S. population carries out its 
calculations on age by year (and sometimes age by sex by year) matrices of 
numbers of persons, workers, and beneficiaries, as well as aggregate income, 
earnings, taxes, and benefits for every year in the projection period.1  The age-by-
year and age-by-sex-by-year elements of these matrices are referred to as "cells."  
The baseline cell values for population and employment for the model are 
adapted from cell projections by the SSA's Office of the Chief Actuary (OCACT). 
The aggregate earnings, taxes, and benefits are adapted from OCACT projections 
as well, although many of these projections are not at the cell detail needed by 
the macro model and must be distributed into cell values from the still more-
aggregated projections provided by OCACT. 


                                                 
1The simulation actually extends over a much longer period than the 75-simulation period and 
includes many matrices that are age-by-year-of-birth rather than age-by-year. 







8 


 The long-term macro model is designed to study questions other than the 
sensitivity of projected benefits to assumptions about women's labor force 
trends. Its primary focus is the study of changes in national saving and income 
associated with changes in Social Security, including changes in federal taxes and 
surpluses other than the OASDI taxes and surpluses projected by OCACT.  For 
many of these questions, women's labor-force trends are held constant, and the 
OCACT baseline projections for women's earnings can be used for the whole 
analysis.  Some analyses, however, deal with changes in labor-force participation 
themselves (such as a move to later retirement), and for these purposes, the 
model needs to be able to deal with changes in labor force behavior from the 
baseline projection. 
 
 In all such questions, the ability to model the interaction between women's 
earnings and their later benefits accurately is important.  There is a dual 
relationship between the study of the effects of changes in women's earnings 
holding the benefit formulas constant and the effects of changes in the benefit 
formulas while holding women's earnings constant.  Most of the questions the 
model is intended to study will be in this latter form.  But the model's ability to 
accurately study these effects can also be tested with questions of the other form. 
 
 When the Office of the Actuary is faced with analyzing the projected 
effects of a change in a spouse's benefits, it can, on a case-by-case basis, come up 
with careful estimates of the likely effects in each age-sex cell over the projection 
period.  (Their methods typically use benefits disaggregated in even more detail 
than age and sex, including marital status and many different types of benefits.)  
For the questions likely to be examined with the long-term macro model, such a 
case-by-case approach cannot be taken.  The microsimulation technique outlined 
here provides a more automatic approach. 
 
 
III. A Preview of One Set of Results 
 
 The simulations in section VI  compare the baseline projections of OASDI 
taxes and benefits with the taxes and benefits under the three different 
employment and earnings scenarios mentioned in the introduction.  This section, 
using the results from the first of these scenarios, describes the way the macro 
and micro parts of the model combine to form the estimates.  The scenario 
examined here is one in which women's employment rates increase over 25 
years, closing the current gap between women's and men's employment by 25 
percent.  Unlike the other scenarios that are examined later, the average earnings 
of employed women does not change from the baseline. 
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Employment 
 
 The estimates for the increase in employment, the increase in taxable 
payroll, and the increase in payroll taxes come straight from the macro model.  
Employment in the macro model is specified from an age-by-sex-by-year table of 
numbers of persons multiplied by an age-by-sex-by-year table of employment 
rates.  In the baseline simulation, both the population and the employment rate 
are calibrated to intermediate projections.  Under the alternative simulation, the 
population does not change, but the employment rate table is changed 
exogenously. 
 
 The simulation indicates that the number of employed women in the labor 
force would rise by about 5.4 percent relative to the baseline after 25 years.  The 
men's labor force, as specified, does not change.  The total employed labor force 
increases by 2.4 percent. 
 
The national average wage index 
 
 The national average wage (NAW) index is calculated by the Social 
Security Administration each year and is a key figure in benefit calculations, 
because the overall level of benefits is scaled to the national average wage index 
two years before a beneficiary's year of eligibility for benefits.  For retired worker 
beneficiaries, the year of eligibility is the year they turn 62, so their benefits are 
originally scaled to the national average wage index in the year they turn 60.  
(This scaling of benefits to the national average wage index is a consequence of 
the procedure for indexing the average earnings and of the simultaneous 
indexing of the benefit formula provisions.  Benefits after age 62 continue to 
increase according to the consumer price index, rather than the national average 
wage.).2 
 
 The alternative simulation specifies not only that more women will enter 
the labor force but also that the earnings of women entering the labor force will 
be the same as the earnings of women already in the labor force at the same age 
and year.  With women's earnings lower than men's, on average, this causes the 
national average index to fall.  The reduction in the national average wage index, 
through its effect on the level of all future benefits, somewhat offsets the increase 
in benefits from the increase in women's earnings.  It is conceivable that future 
widows benefits, because they are based on the deceased husbands' benefits, 
could fall, even though the widows' lifetime earnings had increased. 
 
 In the current implementation, the national average wage is calculated by 
the macro model, using an age-by-sex-by-year table of average annual earnings 


                                                 
2A reduction in the national average wage would also reduce the maximum taxable earnings, 
reducing payroll taxes from workers with earnings above the taxable maximum.  This effect is not yet 
modeled. 
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that has been calibrated to produce, in the baseline specification, the intermediate 
projection of the national average wage.  The national average wage index in any 
simulation year is the sum—over all the age-by-sex cells in that year— of the 
number employed times the average earnings, divided by the sum of the number 
employed. 
 
 The national average wage index in the first scenario simulation 
eventually declined by 0.6 percent from the baseline value.  Because this decline 
in the wage index—through its effects on benefits—makes the benefit results 
difficult to interpret, the simulations have been run twice, first with the wage 
index held at its baseline value for the Social Security benefits calculations in the 
microsimulation (the "fixed NAW" simulation), and second with the wage index 
allowed to change from its baseline value according to the change in women's 
employment and earnings. 
 
 In the other scenarios that are considered in this paper, in which the 
average earnings of women is specified as closing some of the gap with men's 
earnings, the effect on the national average wage will run the other way: an 
increase in women's average earnings, if women's employment and men's 
employment and earnings stay constant, will unambiguously increase the 
national average wage index, which in itself will increase all future benefits.  The 
simulation in which both women's employment and their average earnings 
increase will have a net increase in the national wage index.  (If this last scenario 
had specified a larger employment change and a smaller earnings change, the net 
effect could have gone the other way.) 
 
 One important effect of an increase in women's employment is not 
simulated in this paper.  An increase in women's employment, at the same time 
that it increases national output (reflected in the increase in aggregate earnings) 
will also have the macroeconomic effect of reducing all average earnings 
somewhat, moderating the increase in aggregate earnings.  This macroeconomic 
effect on earnings would also affect the national average wage index and future 
benefits.  Although the investigation of these macroeconomic feedbacks is the 
primary goal of the macro model, the feedbacks have been held at zero in this 
paper to keep the analysis simple while assessing the accuracy of the pre-
feedback estimates. 
 
 It also should be noted that although the estimate of the change in the 
national average wage in this paper comes from the macro model, it could have 
been calculated from the micro model.  The macro model estimate assumes that 
the women who are not in the labor force in the baseline simulation, but are in 
the labor force in the alternative simulation, have the same distribution of 
earnings as the women who are in the labor force in both simulations.   
 
 The micro model simulation of individual women's earnings histories 
specifies that some of the women in earlier cohorts who have many zero years of 
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earnings correspond to simulation individuals in later cohorts with fewer years 
of earnings, with the gradual reduction in the number of years of zero earnings 
constrained in such a way that the aggregate employment rates from the micro 
model correspond to the aggregate employment rates in the macro model.  When 
zero earnings at a given age for an early cohort individual are replaced with 
nonzero earnings at the same age for a late cohort individual, the nonzero 
earnings are imputed to be consistent with earnings at other ages for that 
individual.  The distribution of these newly-imputed earnings does not 
necessarily match the distribution of the already existent earnings, and thus does 
not necessarily match the assumption in the macro model that the average new 
earnings equals the average already-existent earnings.  If that is the case, then an 
estimate of the change in the national average wage from the micro model would 
be different from the change in the national average wage from the macro model 
and would lead to slightly different results. 
 
 The micro model simulation of women's earnings would be the natural 
vehicle for exploration of more complicated specifications of the relationship 
between women's work experience and their earnings.   
 
 In the current model, in the alternative scenario simulations to be 
described later, the increase in women's earnings by age, sex, and year is 
specified exogenously along with the increase in women's employment rates.  It 
would be possible to specify, in the micro model, that a woman's earnings are in 
part a function of her years of experience in the work force, so that an increase in 
women's employment rates would have an endogenous effect on the earnings of 
women in the simulation.  Such explorations, however, are well beyond the 
current state of the individual worker modeling. 
 
Taxable payroll and payroll taxes 
 
 The estimate for the increase in taxable payroll comes straight from the 
macro model.  A percentage increase in women's employment causes the same 
percentage increase in women's taxable payroll at each age, sex, and year under 
the assumption that average earnings in each age, sex, and year cell do not 
change.  The overall increase in taxable payroll in a year is the sum of the 
increases within the age and sex cells in that year.3  The payroll tax, equal to 
taxable payroll at the combined employer-employee OASDI payroll tax rate, 
increases in the same proportion. 
 
 In the simulation of the employment-only scenario, taxable payroll and 


                                                 
3The actual macro modeling is more complicated, distinguishing compensation before and after 
fringe benefits, covered from noncovered employment, wage employment from self-employment, 
and covered earnings from earnings under the taxable maximum.  But none of these are modeled 
separately by sex.  The modeling therefore will not capture such effects as the possibility that average 
coverage characteristics at a given age and year might differ in the alternative simulation from the 
baseline simulation. 
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the payroll tax eventually increased by 1.86 percent. 
Average indexed monthly earnings (AIME) 
 
 A key step in the calculation of a worker's retired-worker benefit is the 
calculation of the "average indexed monthly earnings" (AIME).  To calculate a 
worker's AIME, all of the pre-age-60 earnings are indexed to age 60 using the 
national average wage index.  Earnings at age 40, for example, are divided by the 
index from the year the worker turned 40 and multiplied by the index from the 
year the worker turned 60.  The top 35 years of indexed earnings (including any 
unindexed earnings after age 60) are then averaged together and divided by 12 to 
get the AIME, which is fed into the benefit formula. 
 
 In the simulation, the calculation of the AIMEs is done entirely at the 
micro level, with changes in the individual AIMEs occurring as some zero years 
in the earnings histories are replaced by non-zero years.  The eventual increase in 
the aggregate AIME among women approached 3.5 percent over the baseline.  
The overall increase in aggregate AIME (men and women) approached 1.1 
percent over the baseline. The estimates include the effect of the change on the 
national average wage, which will have slightly decreased the AIME for both 
men and women.4 
 
Retired Worker Benefits 
 
 The increase in aggregate worker benefits for women eventually 
approaches 2.4 percent over the baseline.  (The increase to aggregate worker 
benefits for men and women combined approaches 0.8 percent.)  The percentage 
increase in benefits is smaller than the percentage increase in AIMEs because of 
the progressivity of the benefit formula, which pays benefits proportional to 
AIMEs only at extremely low AIMEs. 
 
 The estimate of the percent increase in worker benefits at each age in each 
year comes entirely from the micro model.  The estimate of aggregate benefits in 
the macro model includes both worker benefits and the auxiliary spouse and 
widow benefits.  Although the proportion worker benefits in total benefits by age 
and sex can be tabulated for current beneficiaries from administrative data, this 
proportion would not apply to future beneficiaries because of, among other 
things, the changing proportion of two earner families.  Even if an accurate 
baseline could be established for the projected future ratio of worker to total 
benefits, this proportion would have to be changed for each change in 
assumptions about growth in women's employment and earnings. 


                                                 
4The aggregate AIME figure here is simply the sum of the individual AIMEs over all workers born in 
the same year.  For women who did not have insured status in the baseline simulation because of a 
lack of insufficient quarters of covered earnings, the AIME was set to zero, even though they had 
positive earnings.  If a positive AIME had been calculated and aggregated for these women, as well, 
the baseline AIME would have been higher and the percentage increase in AIME would have been 
lower. 
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Total benefits 
 
 The increase in total benefits to women, equal to the sum of the worker 
benefits and the auxiliary spouse or widow benefits, approaches 1.3 percent over 
the baseline.  This increase is smaller than the increase in women's worker 
benefits, in part because women's worker benefits are only one component of 
total women's benefits, but more importantly because the remaining components 
actually fall when the women's worker benefits rise because of the dual 
entitlement reduction to women's spouse or widow benefits when their worker 
benefits increase.  (The increase in total benefits, men's and women's, approaches 
0.8 percent of the baseline.) 
 
 The estimate of the effect on total benefits combines the micro and the 
macro models.  The macro model provides an estimate of total benefits by age 
and sex calibrated to the intermediate projections of OASI and DI benefits.  The 
micro model provides an estimate of the increase in total benefits for each OASI 
cell in the form of the percentage increase of the alternative benefit over the 
baseline benefit for each cell.  The macro model then assembles the alternative 
simulation estimates by multiplying the baseline macro model estimate for each 
cell by the percentage increase for that cell from the micro model. 
 
Summary of 75-year effects 
 
 Long-term changes in OASDI taxes or benefits are often expressed as a 
ratio of the present-value sum of 75 years of change in the taxes or benefits to the 
present value sum of 75 years of taxable payroll.  For this paper, all such 
measures will expressed as a ratio to the present value of 75 years of baseline 
taxable payroll, making the changes in taxes easier to interpret.  (Otherwise, with 
the payroll tax rate constant over the 75-year period, there would be no change in 
the ratio of the 75-year summarized tax to the 75-year summarized taxable 
payroll.) 
 
 The increase in the summarized 75-year payroll tax was 0.17 percent of the 
baseline summarized taxable payroll.  This increase is slightly less than 10 
percent of the current estimate of the summarized 75-year actuarial deficit of 1.86 
percent. 
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 Summarizing the 75-year changes as a percent of taxable payroll under the 
scenario in which only the women's employment rate is increased: 
 


Changes in Income and Costs Over 75-Years Under the  
Employment-Only Scenario 


 
     Fixed NAW  Changing NAW 
 
 Income increase        0.18 %   0.18 % 
 
 Cost increase         0.09 %   0.00 % 
 
 Net change in balance    + 0.10 %           + 0.18% 
 
 In this scenario, the national average wage decreases as more women 
enter the labor force and ameliorates the benefit increase.  In the scenarios in 
which the earnings of employed women close some of the gap with men's 
earnings, the national average wage will increase rather than decrease, leading to 
a larger—rather than a smaller—benefit increase, and a smaller, even negative, 
net change in the balance. 
 
Caveats 
 
 These estimates require several caveats. 
 
 First, the modeling of benefits is incomplete.  In the current 
implementation of the micro model, the benefit modeling is limited to old-age 
benefits.  The younger OASI beneficiaries and all the DI beneficiaries are 
currently handled entirely within the macro model, which makes a rough 
estimate of the effect of a changing NAW on benefits but does not estimate the 
effect of changing earnings and employment patterns themselves.  If DI 
beneficiaries and young survivors had been included in the micro modeling, 
there would have been some benefit increases not indicated here. 
 
 Second, the modeling of divorced spouses and of "early" widows (those 
widows whose spouses died before both had become entitled to benefits) shows 
only the increases in their own worker benefits, because the current 
microsimulation sample does not include histories of their spouses' earnings.  
For many such beneficiaries there actually would be no increase because of a 
larger spouse or widow benefit, so that the benefit increases modeled here are 
overestimated. 
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 Third, the modeling of the changes in labor-force participation and 
earnings under changes in projected aggregates is still somewhat simple.5 
 
 Fourth, as already noted, macroeconomic feedback effects are not 
modeled.  Increased labor force participation by women, because it increases the 
size of the labor force, should have an economic effect of reducing everyone's 
wages slightly, reducing both tax revenues and, with a lag, benefits.  (This is a 
different effect from the effect discussed above of changing national average 
wages on the benefit formula.)  An additional side effect of the larger labor force 
would be a rise in rate of return, including the interest rates earned by the trust 
funds.  Although the macro model can estimate these effects, that side of the 
model has been turned off for the modeling exercises described here, both 
because the macroeconomic feedback part of the macro model is still being 
tightened up and because such feedbacks are not a part of the traditional 
actuarial balance sensitivity analyses and introduce a new layer of complication 
in interpreting the changes.6 
 
 All the shortcomings described above can be reduced or eliminated with 
further work.  The focus in this initial work has been on developing a 
macromodeling framework within which the microsimulation contribution can 
evolve to the desired degree of accuracy.  For reasons that will be given, the use 
of microsimulation as a means of developing estimates of changes in aggregates 
for input into a macro model often can get by with much less simulation detail 
than is needed in the use of microsimulation for distributional estimates.  Once 
the framework is in place, exercises of the sort shown here will give some 
guidance for where the microsimulation component is most in need of further 
work for improving the macro modeling estimates. 
 
IV. Employment and Earnings Trends and their Expected Effects 
 
 This section briefly describes past and projected trends in employment 
and earnings, including the three alternative scenarios that will be simulated.  
Most of the section is devoted to making rough calculations of the likely effect on 
OASDI taxes and benefits under the three scenarios.  These rough estimates are 
important in assessing whether the simulation is performing as it should. 
 
 The most striking change in the labor force over the last several decades 
has been the increased participation of women at all ages and the higher earnings 
of the women who do participate.  It is impossible for these trends to continue 
forever, and there are signs that the rate of increase has ebbed at some ages.  The 
exact future trends are impossible to predict with any certainty. 
                                                 
5Although the microsimulation modeling described here resembles the cohorts modeling of the 
Historical Cohort Model (HCM), the labor-force participation imputations in this model are not as 
sophisticated as those used in the HCM.  
6To mention just one complication, calculation of summarized actuarial balances requires 
discounting with an interest rate, but with macroeconomic feedback the interest rate itself changes. 
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 One approach to dealing with the uncertainty in future trends would be to 
assign a probability distribution to the possible trends, run the models many 
times for samples from this distribution, and take the average.  The approach 
taken here is much simpler, since what we are interested in is not an accurate 
prediction of the average effect but an indication of how important it is to model 
the exact trend.  For a sensitivity test, all that is needed are two or more trends 
representing a judicious selection from the range of possible trends.  If the 
projections using the two selected trends show that the trust fund values are 
sensitive to the trend, two conclusions can be drawn.  First, more research is 
justified into projecting the trends accurately.  Second, users of the current 
projections need to be made aware of this uncertainty in the projections. 
 
 One of the two trends used in each sensitivity test is the intermediate 
projection made for the Trustees Report.7  After slight adjustments in the first few 
years of the projection period, the intermediate projections hold age-by-sex 
participation rates constant at a value close to their most recently observed 
values.  (There is a slight downward drift at some of the older ages.)  This is the 
projection that might be selected if it were assumed that the trend to increased 
women's employment and earnings has pretty much run its course, so that, 
although the future employment rates are uncertain, they are as likely to fall as to 
rise. 
 
 The alternative projection in the employment-only scenario will use the 
concept of closing the gap between the sexes.  At the beginning of the projection 
period, there is a gap at each age between women's and men's employment rates. 
The alternative projection simply assumes that some portion of this gap at each 
age will be gradually reduced over some specified number of years. 
 
 For the simulations in this paper, the gaps in employment and earnings in 
the year 2000 are narrowed over a 25-year period.  For the employment-rate 
scenario (the one summarized in the preceding section), 25 percent of the 
employment rate gap is closed over 25 years.  For the earnings-only scenario, 10 
percent of the gap in average earnings among those employed is closed over 25 
years.  For the combination employment and earnings scenario, the two other 
specifications are combined: 25 percent of the employment rate gap and 10 
percent of the average earnings gap is closed over a period of 25 years.  The two 
ultimate closures — 25 percent of the employment rate and 10 percent of the 
average earnings — were chosen to give approximately equal effects on total 
earnings. 
 
 These specifications are simple enough to be easily applicable and 
structured enough to ensure against giving nonsense results.  If it should turn 
out that it is important to model the projections more accurately, the women's 
employment rate projections could be given more structure, taking into account 


                                                 
7The participation rate projections have not yet been updated to the 2001 report. 
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for each cohort such explanatory variables as years of experience, marital status, 
and number of young children.  More elaborate structural modeling of 
participation and earnings also would be appropriate for distributional modeling 
of the effects of labor force trends on benefits for particular types of families.  For 
the present exercise, however, the simple gap closure specification is adequate. 
 
 Figure 1 shows the historical and projected labor-force participation rates 
for men (black) and women (gray) at selected ages.  For the projected period both 
the baseline projection (solid) and the alternative projection (dotted) are shown.  
Only four ages are shown; for the simulation, participation rates from age 16 
through age 70 are used.8 
 
 The specification used here — an equal closure of the employment and/or 
earnings gap at all ages — is easy to apply, but it is not the most realistic 
specification of the most likely possible variants.  More realistic, but more 
complicated, approaches would take into account the fact that the ultimate gap, 
whatever it is, is likely to be approached at early ages before it is approached at 
later ages, since employment at later ages is a function, in part, of the experience 
of employment at earlier ages.  If employment and earnings for 30-year-olds 
were to reach their final values this year, the full effect on the employment and 
earnings of 60-year-olds might not be felt for another 30 years. 
 
 The increase in women's labor-force participation can be expected to have 
several effects.  There is the immediate effect on payroll tax revenues, which 
should increase almost in proportion to the increase in women's earnings.   There 
is an effect through the national average wage index, which determines the 
overall future level of benefits being paid and affects the benefits of all workers, 
male and female.  There is the effect on the women's retired worker benefits 
themselves, which should increase as the women's average lifetime earnings 
increase, but not proportionately. Finally, for those women who will receive 
spouse or widow benefits, there is a masking effect that offsets the increase in 
their worker benefits. 
 
Some ballpark figures for women's employment and earnings 
 
 In the rest of this section, estimates of the effects of the specified changes 
in women's employment and earnings are calculated.  The approximations 
assume that, at the start, women are 45 percent of the employed labor force and 
that the employed women earn, on average, 66 percent of what the employed 
men earn.9  If there are approximately equal numbers of men and women, a 25 


                                                 
8The rates shown in Figure 1 are the annual averages of the monthly participation rates.  A more 
appropriate rate for simulations using annual earnings would be the annual employment rate: the 
percentage of persons who had any income during the year. 
9The figures 45 percent and 66 percent were chosen after running the simulations reported below.  
They are designed to give changes in labor force and earnings that are approximately the same as 
those seen in the simulations.  I haven't checked how accurate the 45 and 66 percent figures are 







18 


percent closure of the gap between women's employment rates and men's would 
bring the women-to-men ratio in the employed labor force from 45:55, the pre-
closure ratio, to 47.25:55, the post-closure ratio.  The increase in women's 
employment from 45 to 47.5 is a 5.56 percent increase. 
 
 If the average earnings of employed women in the labor force is 66 percent 
of the average earnings of employed men (these annual earnings figures include 
all workers with some earnings, including part-time or part-year workers), then a 
10 percent closure of the gap (the gap is 34 percent of men's earnings, 10 percent 
of which is 3.4) would bring women's earnings to 69.4 percent of men's, a 5.2 
percent increase. 
 
 These figures, a 5.6 percent increase in employment and a 5.2 percent 
increase in earnings, are used throughout the estimates in the rest of this section. 
 
 If women are 45 percent of the employed labor force, and the employed 
women earn on average 66 percent of what the employed men earn, the women 
will receive about 35 percent of aggregate earnings (45 * 66 / [45 * 66 + 55 * 100] = 
35.1). 
 
Increase in employment 
 
 If women are 45 percent of all workers, then the 5.6 percent increase in 
women's employment will increase total employment by 45 percent of that, or 
about 2.5 percent. 
 
Increase in aggregate earnings 
 
 If women's employment increases by 5.6 percent, but the average earnings 
of employed women does not change (the employment-only scenario), then a 5.6 
percent increase in women's employment also will increase women's earnings by 
5.6 percent. 
 
 The increase in total earnings, women's plus men's, will be smaller.  If 
women's earnings are 35 percent of all earnings, then the increase in total 
earnings is 35 percent of the increase in women's earnings, or about 2.0 percent. 
 
 If women's employment does not increase but the average earnings of 
employed women increases by 5.2 percent (the earnings-only scenario), then 
their aggregate earnings also will increase by 5.2 percent.  The increase in 
aggregate women's and men's earnings is 35 percent of this, or about 1.8 percent. 
 
 If women's employment increases by 5.6 percent and the average earnings 
of employed women increases by 5.2 percent (the combination scenario), 


                                                                                                                                                 
themselves. 
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aggregate women's earnings will increase by 1.056*1.052 = 1.111, or 11.1 percent. 
 
 The increase in aggregate women's plus men's earnings will be slightly 
more than 35 percent of this, or about 3.9 percent. 
 
Taxable Payroll and Payroll Tax Revenues 
 
 Any increase in earnings will lead to an almost proportionate increase in 
taxable payroll. (In actuality, the increase would be not quite proportionate, 
because increases in earnings above the maximum taxable earnings level will not 
increase the OASDI taxable payroll.)  If payroll tax rates are kept constant, then 
the same proportionate increases will occur in payroll taxes.  The approximate 
increases in aggregate women's and men's earnings from above will therefore 
also apply to aggregate taxable payroll and aggregate payroll tax revenue: a 2.0 
percent increase under the employment-only scenario, a 1.8 percent increase 
under the earnings-only scenario, and a 3.9 percent increase if both earnings and 
employment increase. 
 
National Average Wage Index 
 
 The increase in women's earnings also will affect the wage indexing series 
used to calibrate the level of payments in the OASDI system. 
 
 The average wage index is calculated by averaging together the annual 
earnings for all workers with non-zero earnings.  To the extent that the 
distribution of earnings of women entering employment is lower than the 
distribution of workers already employed, the new workers will lower the 
average.  The lower average wage will reduce the benefits of all subsequently 
eligible beneficiaries. 
 
 If women are 45 percent of the employed labor force and average women's 
non-zero earnings is 66 percent of the average non-zero male earnings, the 
combined national average earnings as a percent of the male average would be: 
 


{45 * 66 + 55 * 100} / {45 + 55} = 84.70. 
 
 If the female employed labor force increases by 5.6 percent, but the 
average earnings stay at the same 66 percent of men's, the average earnings as a 
percent of male average earnings would then be: 
 


{1.056* 45 * 66 + 55 * 100 } / { 1.056 * 45 + 55 } = 84.24. 
 
 This represents a 0.54 percent reduction in the national average wage. 
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 If the female employed labor force stays at the same size but women's 
average annual earnings rise by 5.2 percent, the average wage would be: 
 


{45 * 1.052 * 66 + 55 * 100 } / { 45 + 55 } = 86.24. 
 
 This represents a 1.82 percent increase in the national average wage. 
 
 If both changes occur simultaneously, the average would be: 
 


{1.056 * 45 * 1.052 * 66 + 55 * 100 } / { 1.056 * 45 + 55 } = 85.83. 
 
 This represents a 1.34 percent increase in the national average wage. 
 
 How important is the decrease or increase in the national average wage?  
Because both the indexed average earnings and the bend points in the benefit 
formula are indexed to the national average wage two years before a 
beneficiary's year of eligibility, an increase of 1 percent in the national average 
wage will increase benefits by 1 percent for all beneficiaries who become eligible 
two or more years later than the national average wage increase.  Since 
beneficiaries eligible before then are not affected by the wage increase, it takes 
some time for the increase in the national average wage to translate itself into a 
general increase in benefits, but eventually any given one-percent increase in the 
national average wage will work out to a one-percent increase in benefits. 
 
 If women, by returning in greater numbers to work, did actually lower the 
national average wage index, the effects could be paradoxical.  Although the 
retired worker benefits that the returning women could now receive would rise, 
the effect of a smaller average wage on the husband's benefits of the married 
women would reduce the spouse benefits and widow benefits payable on the 
husbands' accounts.  The net effect for many women of the return of women to 
the labor force would be a reduction in their total benefits. 
 
 It seems more likely that any negative effect on the national average wage 
from women's increased employment would be more than offset by the positive 
effect from the increase in their average earnings.  For precise study of these 
questions, however, the macroeconomic effect of the enlarged labor force also 
have to be incorporated.  Because this effect is not being calculated here, it 
should be remembered that only part of the picture is being presented.10 
 


                                                 
10Under conventional Cobb-Douglas modeling of the production function, if labor income is about 
two-thirds of national income, then a 2 percent increase in the labor force would lead to an 
approximately 0.7 percent decrease in wage levels. 
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Women's AIME 
 
 An increase in employment without a change in average earnings will 
replace some years of zero earnings in individual histories with years of non-zero 
earnings.  If the number of non-zero earnings years increased on average by 5 
percent, then the AIME would increase by about 5 percent as well.  However, the 
increase is likely to be less than 5 percent.  Many women in the projection period 
will already have 35 years of non-zero earnings, so further reductions in their 
number of zero years will not affect their average.  At the other end of the 
spectrum, some women do not have enough years of earnings to attain insured 
status, so any years of earnings added to their histories before they attain insured 
status will not affect the average AIME among insured women.  The likely effect 
of a 5 percent increase in employment, therefore, would be something less than a 
5 percent increase in AIME.  We will use 3 percent just as a rough estimate. 
 
 An increase in average women's non-zero earnings with no increase in 
employment would have a proportionate effect on AIMEs for birth cohorts late 
enough to have experienced a full career of the higher earnings.  A 5.2 percent 
increase in non-zero earnings will therefore translate into a 5.2 percent rise in 
AIMEs, at least in the latter part of the projection period. 
 
 The combined effect of an increase in employment and an increase in 
average non-zero earnings might therefore be on the order of the sum of the 
percentage increase in average non-zero earnings and half the percentage 
increase in employment.  For our example values, a 5.6 percent increase in 
employment would increase women's AIMEs by about 3 percent; a 5.2 percent 
increase in women's earnings would increase their AIMEs by about 5 percent, 
and a combination of the two increases would increase women's AIMEs by about 
8 percent. 
 
Women's Retired Worker Benefits 
 
 A worker's average indexed monthly earnings (AIME) is translated into a 
"primary insurance amount" (PIA) using a three-bracket PIA formula.   
 
 In the bottom bracket of the PIA formula, in which the PIA is 90 percent of 
the AIME, a percentage change in the AIME translates into the same percentage 
change in retired worker benefits, even after allowing for early entitlement 
reductions.  This, however, is the maximum effect on those who are already 
receiving worker benefits under the baseline.  (For women who are uninsured 
under the baseline and insured under the alternative because only then do they 
work 10 years or more, the change in benefits, from zero to some positive 
amount, can't be given in percentage terms.  These women will, however, 
contribute to the aggregate percentage change in retired worker benefits.) 
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 In the second bracket of the PIA formula, each dollar increase in AIME 
increases the PIA by 32 cents.  In percentage terms this translates into 
(calculations not shown here) a .36 percent increase in PIA for each percent 
increase in AIME at the bottom of the bracket and a .77 percent increase in PIA 
for each 1 percent increase in AIME at the top of the bracket. 
 
 In the third bracket of the PIA formula, each dollar increase in AIME 
increases the PIA by 15 cents.  At the bottom of this bracket, a 1 percent increase 
in AIME increases PIA by .36 percent and rises slowly above that. 
 
 Each 1 percent rise in AIME, therefore, will average something less than a 
one percent rise in PIA (assuming that the effect of newly insured workers does 
not dominate).  It is impossible to get a better fix on the aggregate increase in 
AIMEs without more knowledge of the distribution of women's AIMEs.  The 3 
percent, 5 percent, and 8 percent increases in AIMEs under, respectively, the 
employment-only, the earnings-only, and the combination scenarios, should lead 
to similar but somewhat smaller increases in women's retired worker benefits. 
 
Women's Spouse and Widow Benefits 
 
 Many retired worker women beneficiaries who were married 10 or more 
years will be entitled to old-age spouse or widow benefits that are larger than 
their retired worker benefits.  When women are receiving spouse or widow 
benefits, the total benefit received will be little affected or not at all affected by 
any small changes in the retired worker benefit: any increase in the retired 
worker benefit is offset by a reduction in the spouse or widow benefit, so that the 
total benefit remains the same.  For widow benefits this is often exactly true.  For 
spouse benefits with reductions for early entitlement, it is not exactly true, 
because the reduction applied to the retired worker portion of the benefit is 
slightly smaller than the reduction applied to the spouse portion, so that an 
increase in the worker portion reduces the overall reduction slightly.11 
 
 The determination of whether a retired worker can also receive spouse or 
widow benefits is made by comparing the PIA of the retired worker with the PIA 
of the other retired worker.  A surviving worker will be eligible for a widow 
benefit based on the deceased worker's PIA if the surviving worker's PIA is less 
than the deceased worker's PIA.  For workers of the same age, the surviving 
worker's PIA will be less than the deceased worker's PIA as long as the surviving 
worker's AIME is less than the deceased worker's AIME (some qualifications will 
be given below). 
 


                                                 
11The most important of the provisions affecting the calculations of retired worker, spouse, and 
widow benefits now and in the future are given in the appendix. 
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 As long, therefore, as women's earnings tend to be less than their 
husbands', their PIAs will tend to be less than their husbands', and widows will 
tend to be eligible for widow benefits larger than their retired worker benefits.  
Even if perfect equality is approached on average, we would still expect to see 
about half the women have lower lifetime earnings and PIAs than their husbands 
and to therefore be eligible for widow benefits on their husbands' PIAs.  (We 
would also, of course, expect to see half the men, if they survive as widowers, to 
receive widower benefits on their wives' PIAs.)  That perfect equality, however, 
is far from being reached, so we can expect that under projections in which 
women continue to work less and receive less than men, considerably more than 
half the married women will be eligible as widows for widow benefits larger 
than their own retired worker benefits. 
 
 Two qualifications need to be mentioned.  First, it is possible for a woman 
to have a smaller PIA than her deceased husband yet still take only a retired 
worker benefit.  If the husband accepted benefits early but the wife postponed 
receiving any worker or spouse benefits to a later age than her husband's 
entitlement, then her own retired worker benefit, with its smaller reductions, 
could be larger than the widow benefit she would receive on her husband's 
account.  These widows could receive no widow benefits even though their own 
PIAs might be smaller.   
 
 Second, wives tend to be younger than their husbands, and their AIMEs 
and PIAs are indexed to a later year, and benefit from several years more of real 
wage growth in the indexing.  This indexing will increase the wives' PIAs by a 
few percent relative to their husbands', even if they had identical earnings year 
by year through their careers.  The point of complete equality of average PIAs for 
women younger than their husbands would be arrived at when women still tend 
to have slightly lower earnings at each age. 
 
 Spouse benefits are more difficult to assess than widow benefits.  The PIA 
rule for eligibility to spouse benefits is that a retired worker is eligible for spouse 
benefits on the account of another worker only if the retired worker's PIA is less 
than 50 percent of the other retired worker's PIA.  Because of the progressivity of 
the PIA formula, when one worker's PIA is 50 percent of another worker's, the 
first worker's AIME can be considerably less than 50 percent of the other 
worker's AIME.  Over a large range of lifetime earnings, a wife's PIA tends to 
approach 50 percent of her husband's when her AIME approaches about 30 
percent of her husband's.  Although most of today's retirees did not approach 
this level, many but not all of married women currently in the work force are 
likely to end up with AIMEs above this level.  These women will receive retired 
worker benefits rather than spouse benefits.  For the period in retirement during 
which their husbands survive, these women will receive total benefits that 
depend only on their own retired worker benefits.  Once their husbands die, 
however, most of them will receive widow benefits on their husbands’ accounts. 
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 Overall, therefore, the effect of increased women's employment on 
women's worker benefits will translate into an increase in the actual total benefits 
they receive only for never-married women and for that growing portion of 
married or divorced women who receive worker benefits on their own account 
during the period of retirement in which their husbands are alive.  For the 
remaining married or divorced women, and for most widows, the increased 
employment will have little effect on the total benefits they receive. 
 
 I have provided no rough calculations of the increase in total women's 
benefits after taking into account the masking of the increase in women's retired 
worker benefits by their larger spouse or widow benefits.  Calculations from 
current retirees are not much guide to the proportions of future retirees who 
would be affected.12  The effects in the future will be a complicated function not 
just of the distribution of women's earnings in the population relative to men's, 
but also on how the earnings are distributed for individual couples.  This is a 
situation made to order for a microsimulation model.  Although the future 
distribution of husbands' and wives' earnings is uncertain, a microsimulation 
model allows the effects on benefits conditional on a projected distribution to be 
calculated and thereby allows us to begin to explore the possible sizes of these 
effects and the sensitivity to the assumptions about future distributions. 
 
Summarized 75-Year Changes in Taxable Payroll 
 
 If aggregate taxable payroll has increased after the first 25 years by 2 
percent over the baseline taxable payroll, and if it remains 2 percent higher than 
the baseline payroll over the next 50 years, the overall increase in the 
summarized 75- year taxable payroll will be something less than 2 percent.  If 
there were no present-value discounting in the calculation of the 75-year 
summary, we could estimate that the first 25 years average a 1 percent increase 
and that the final 50 years average a 2 percent increase, so that the average over 
75 years would be about 1.7 percent.  The present-value discounting, however,  
gives greater weight to the early years and reduces the increase in the discounted 
taxable payroll to somewhere less than 1.7 percent. 
 
 Summarizing for all three scenarios, the employment-only increase would 
increase the 75-year taxable payroll by something less than 1.7 percent, the 
earnings only increase (ultimately a 1.8 percent increase in taxable payroll) 
would increase the 75-year taxable payroll by something less than 1.5 percent, 
and the combination employment and earnings increase (3.9 percent) would 
increase the 75-year taxable payroll by something less than 2.9 percent. 
 


                                                 
12Anyone attempting calculations for the current population from tables in the Social Security Bulletin 
Annual Statistical Supplement should bear in mind that in most of the tables, women who receive both 
retired worker benefits and spouse or widow benefits are classified as retired worker beneficiaries 
even though the size of their benefit is determined by their spouse or widow benefit. 
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75-Year Payroll Tax Revenues and Income Rates 
 
 With payroll tax rates assumed constant over the 75-year period, the 
percentage increases in the 75-year summarized taxable payroll translate into the 
same percentage increases in the 75-year summarized payroll tax revenues, 
namely something less than 1.7 percent for the employment-only scenario, 
something less than 1.5 percent for the earnings-only scenario, and something 
less than 2.9 percent for the employment-and-earnings scenario. 
 
 With the OASDI tax rate at 12.4 percent of taxable payroll, this means that 
the increase in the summarized 75-year payroll tax as a percent of the baseline 
taxable payroll will be about 12.4 percent of the percentage increase in the 
payroll tax.  As a percentage of taxable payroll, therefore, the employment-only 
scenario should show an increase in taxes of something less than 0.21 of baseline 
taxable payroll, the earnings-only scenario something less than 0.19 percent of 
taxable payroll, and the combination scenario something less than 0.36 percent of 
taxable payroll. 
 
 These increases in the payroll tax of from 0.19 to 0.36 percent of taxable 
payroll are about 10 to 20 percent of the currently estimated 75-year summarized 
actuarial deficit of 1.86 percent of taxable payroll. 
 
75-Year Benefit Expenses and the National Average Wage Index 
 
 The national average wage index was estimated above to fall by about half 
a percentage point under the employment-only scenario, to rise by about 1.8 
percent under the earnings-only scenario, and to rise by about 1.3 percent under 
the combination scenario. 
 
 Over the 75-year projection period, benefits are about 15 percent of taxable 
payroll.  A 1 percent increase in benefits, if it occurred immediately, would 
increase benefits to 15.15 percent of taxable payroll, an increase of 0.15 percent of 
taxable payroll.  Because it takes time for a benefit increase to work itself out, the 
actual summarized 75-year effect would be something less than this. 
 
 Under the employment-only scenario, therefore, the 0.5 percent reduction 
in the national average wage would cause benefits as a percent of payroll to 
decline by something on the order of, but less than, 0.075 percent of payroll.  The 
increase in the national average wage under the earnings-only scenario would 
cause benefits to increase over 75 years by something on the order of, but less 
than, 0.27 percent of payroll.  The slightly smaller increase under the 
combination scenario would cause benefits over 75 years to increase by 
something on the order of, but less than, 0.20 percent of payroll. 
 
 These changes are small but not negligible.  The smallest, the 0.075 percent 
of taxable payroll decrease under the employment-only scenario, is only about 4 
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percent of the currently-estimated 75-year actuarial deficit, but it reinforces, 
rather than offsets, the increase in taxes under that scenario.  The largest, the up-
to-0.27 percent of payroll increase under the earnings-only scenario, could more 
than offset the 0.19 percent of payroll increase in payroll tax revenues.  The up-
to-0.20 percent of payroll increase in the combination scenario would offset some 
of the 0.36 percent of payroll increase in payroll taxes. 
 
Summarized 75-year changes in benefits 
 
 It was estimated above that AIMEs for women might rise by about 3 
percent under the employment-only scenario, about 5 percent under the 
earnings-only scenario, and about 8 percent under the combination scenario, and 
that women's retired worker benefits would rise by some hard-to-determine 
smaller amounts. 
 
 We can use these estimates to set very rough upper bounds on the 
possible 75-year effects on benefits.  Women's benefits are about 50 percent of 
total benefits.  If total benefits are estimated to be about 15 percent of taxable 
payroll over 75 years, then women's benefits are about 7.5 percent of taxable 
payroll.  If women's retired worker benefits rose proportionately to AIMEs, and 
if women's benefits were made entirely of retired worker benefits, then the 3 
percent, 5 percent, and 8 percent increases in AIMEs would translate into 
percentages of 75-year baseline taxable payroll of 0.22, 0.38, and 0.60, 
respectively. 
 
 The actual increases, however, certainly would be less.  Most of the 
benefits paid to widows and many of the benefits paid to spouses will mask the 
increase in the women's worker benefits.  The full effect of the increases that do 
occur, furthermore, won't be felt until well into the 75-year projection period.  
Women who are 21 in 2035 and will have a full career of higher earnings under 
the alternative scenarios won't reach 62 until 2076, just after the end of the 75-
year period.  This lag alone might more than halve the 75-year effect once 
discounting is taken into account.  The upper bounds for the three scenarios are 
therefore probably safely less than 0.11, 0.19, and 0.30 percent of 75-year baseline 
taxable payroll. 
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 The calculations made in this section are summarized in Table 1 (for the 
percentage increase in the eventual effect) and Table 2 (for the summarized 
effects over 75 years as a percentage of summarized taxable payroll). 
 


Table 1: Summary of Approximate End-of-Period Effects 
 
     Percent Changes From Baseline 
 
              Employment Earnings       Combination 
       Only                    Only 
 
 Ultimate employment 
  Women's  5.6%        0%   5.6% 
  Total   2.5        0   2.5 
 Ultimate taxable payroll 
  Women's  5.6     5.2  11.1 
  Total   2.0     1.8   3.9 
 Ultimate payroll taxes 
  Total   2.0     1.8   3.9 
 
 Women's AIMEs   ~3     ~5    ~8 
 Women's Worker benefits  <3     <5    <8 
 Total benefits, women  <<3   <<5   <<8 
 


Table 2:  Summarized 75-Year Effects 
(relative to baseline taxable payroll) 


 
     Percent of 75-Year Baseline Payroll 
 
              Employment Earnings       Combination 
       Only                    Only 
 
 Taxable payroll    1.7%      1.5   2.9 
 
 Payroll tax    0.21      0.19   0.36 
 
 Benefits    <0.11    <0.19  <0.30 
 
 Effect of NAW   -0.075     0.27   0.20 
 
 Net income      > 0      < 0     ?? 
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 The net effect in the last row of Table 2 takes taxes as positive, benefits as 
negative, and the effect through changing the NAW as adding to benefits.  Under 
the first scenario, the 0.21 percent increase in the payroll tax is reinforced by the 
0.07 percent reduction in benefits from the national average wage decrease, 
which is more than enough to offset the increase in benefits of something less 
than 0.11.  Under the earnings-only scenario, the large increase in benefits from 
the increase in the national average wage, together with whatever increase in 
benefits is not masked by spouse and widow benefits, is more than enough to 
offset the increase in payroll taxes, leading to a net increase in costs.  The 
combination scenario is indeterminate: There is a large increase in payroll taxes, 
0.36 percent of baseline payroll, which is more than enough to offset the fairly 
large increase in benefits from the national average wage increase, 0.20 percent of 
payroll.  The net income after these two effects, however, could be more than 
offset by the increase in women's benefits, which is some unknown amount less 
than 0.30 percent of baseline payroll. 
 
 This is about as far as we can get with this level of analysis.  More refined 
analysis of published data and tabulations of unpublished data would allow us 
to narrow the bounds of some of the effects and extrapolate them into the future. 
The Office of the Chief Actuary, given  its tool bag of expert techniques and a few 
days to work on the problem, could come up with very precise estimates for each 
year over the 75-year period.  For the macro modeling, however, we need 
something in between:  much more detailed than the preliminary analysis above, 
but calculated more automatically, even if not as accurately, than the estimates 
that could be provided by the Office of the Chief Actuary.  The solution is 
microsimulation. 
 
 
V. The Microsimulation Model 
 
 The microsimulation model is built around a sample of workers and (for 
some workers) their spouses, representing a single birth cohort of workers and 
spouses.   
 
 The sample data contains life histories of earnings for each worker and 
spouse and sampling weights that allow tabulations from the sample to be 
aggregated into aggregate estimates for the whole birth cohort.  Although the 
original sample represents a specific birth cohort of workers, if the data in the 
sample can be transformed systematically to represent the expected changes in 
the data in other birth cohorts, and if the sampling weights can be adjusted to 
represent changes in birth cohort sizes, the original cohort sample—successively 
transformed into birth cohort after birth cohort—can be used to build up 
calendar-year estimates of benefit and tax aggregates. 
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 Because the sample is of individual workers, the Social Security benefit 
provisions can be applied to each worker (and couple) in the sample exactly as 
they are applied to real individuals, indexing the earnings histories, selecting the 
top 35 years of earnings, calculating the AIME and PIA, determining the spouse 
or widow benefits, and applying the early entitlement and dual entitlement 
reductions.  The provisions, furthermore, can change from cohort to cohort 
exactly as current provisions are scheduled to change, or can be altered for 
specific cohorts exactly as proposed provisions are altered under alternative 
policy proposals. For the type of scenario being analyzed in this paper, in which 
it is the underlying employment trends and not the provisions that are being 
altered, the changes in the number of years of employment or in the average 
earnings employed will alter the current-law worker and spouse benefits in the 
changing cohort sample data just as the current-law benefits would change in a 
real population as the employment and earnings data changed. 
 
The Basis Sample 
 
 The microsimulation component of the macro model is built around a 
sample of earnings histories meant to represent a single-year birth cohort of 
workers.  This sample is referred to as the basis.  The basis can be constructed in 
several different ways, but it ideally should possess several basic criteria, not all 
of which are met by the current sample. 
 
 First, the basis should be representative of the actual variability in the 
population of workers and their earnings histories.  One way to get a 
representative basis is to sample worker life histories of earnings from the 
population.  Another is to make use of regression studies of earnings histories 
and to generate simulated samples by adding simulated error terms to 
regression-predicted earnings histories.   
 
 Regression studies themselves require earnings histories, but if the sample 
is limited to partial career earnings histories (some start at age 16 but don’t show 
the ends of the careers, and some end at retirement but don’t show beginnings of 
careers), regression analysis provides one method of constructing complete-
career earnings histories.  Complete histories can also be constructed through 
splicing together partial-career histories with matching techniques. 
 
 Second, the basis should include earnings histories of spouses.  The more 
complete the representation of spouses, the better.  The lowest requirement for 
current-law analysis would be the earnings histories of the spouse in any 
marriage from which spouse or widow benefits would be paid.  For current law 
analysis, this includes any marriage lasting at least  10 years.  More complete 
basis information would include the earnings histories from shorter marriages, 
even those which don't pay benefits, and the starting and ending date of the 
marriages—information which is needed for simulating some alternative benefit 
proposals. 







30 


 Third, the basis sample should include a representation of the disability 
experience of workers sufficient for simulating the DI component of OASDI 
benefits.  It also should include a representation of workers who die before 
reaching retirement age, a representation that should be correlated appropriately 
with the disability sample. 
 
 Fourth, the basis should include members of the birth cohort that were 
born in other countries and immigrated to the U.S.  These workers contribute 
taxes during some portion of their careers, and many of them receive benefits 
when they retire. 
 
 The basis sample used in the macro model at its current state of 
development is taken from a sample of workers taking old-age benefits or 
reaching age 70 (if later) in 1992.  For a married worker, eligibility for the sample 
is determined by the year in which both the worker and the spouse have either 
accepted old-age benefits or reached age 70: if that year was 1992, the couple was 
included in the sample.  Individual workers and couples selected in this way 
have one member of the couple born in 1930 or not much longer before then.  For 
those who are not born in 1930, the data is transformed slightly to make the 
sampled workers look like they were born in 1930 and accepted old-age benefits 
in a later year than 1992.  Couples are put into the basis sample twice: once as a 
male born in 1930 married to a female typically born later than 1930, and the 
other as a female born in 1930 married to a male typically born earlier than 1930.  
Except for couples born in the same year, this requires two sets of 
transformations to the 1930 birth year. 
 
 The current basis sample does not possess all the desired criteria listed 
above.  It is missing workers who died before entitlement.  (The taxes will be 
missing for these workers as well as the disability benefits that some of them 
might have received.)  For workers who are divorced at entitlement, the earnings 
of their divorced spouses are not available.  (The divorced spouse benefits are 
needed for those divorced persons, usually female, whose ex-spouses' average 
lifetime earnings were more than about three times their own average lifetime 
earnings.)  For workers married at entitlement, only the earnings of the most 
recent spouse are available.  (This is usually sufficient for current law analysis 
but does not cover the cases of long marriages followed by divorce and 
remarriage.)   
 
 For widows already widowed when they first become entitled ("early 
widows"), the earnings of their deceased spouses are not available.  (By giving 
these early widows only their own worker benefit rather than the typically larger 
widow benefit that would be paid from their husbands' earnings, their benefits 
are underestimated.  The change in their benefits if they work more is 
overestimated.) 
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 Although the data set from which the basis sample was drawn includes 
disability entitlement information, that information was not used, and these 
workers are excluded from the current basis.  They will be included once a 
sample of disabled workers who die before reaching old-age entitlement can be 
included. 
 
 The current basis sample does include immigrants.  Their earnings records 
show zeroes for the years before they immigrated, and the individual taxes and 
benefits calculated for them will be accurate, but the lack of an indication of their 
immigrant status and the year in which they immigrated creates slight problems 
for the calibration of the micro model to employment aggregates. 
 
 All of these problems can be alleviated with further work on the basis 
sample.  The most pressing is the development of a disability and early death 
sample, probably in a one-for-one match with a sample like the current basis 
sample.  Using age-by-sex-by-year mortality tables, the probability of surviving 
into the current basis sample can be calculated.  (These probability tables are 
currently used for simulating dates of death conditional on survival into the 
sample for each individual or couple in the sample.)  For each such unit in the 
sample, one or more cases in which the worker or couple did not survive into the 
sample also can be calculated and given an appropriately-adjusted weight.13 
 
Cohort Re-expression 
 
 The basis sample represents only one birth cohort accurately.  For long 
term modeling, the cohort needs to be "re-expressed," or systematically altered to 
reflect other birth cohorts.  The re-expression is applied to several demographic 
and economic variables. 
 
Cohort Size 
 
 The simplest such re-expression is the adjustment of the cohort size, which 
is carried out for a fixed sample size simply by adjusting each sample weight in 
the sample basis by a ratio calculated from exogenous projections of the cohort 
birth size.  The OCACT intermediate projections of the age-zero population are 
used for this adjustment.14 


                                                 
13Suppose, for example, that a particular unit with a sampling weight of 1,000 accepts benefits when 
the male is 65 and the female is 62, and that calculations for the appropriate birth cohort indicate that 
such a couple would have had a 90 percent chance of surviving to that point.  An additional unit or 
units would be created in which one or both members of the couple dies before that point.  The 
weight or sum of weights for these new units would be 1,000*0.1/0.9, or 111.1.  The "early widows" 
that are included in the current sample would under such a procedure be simulated as part of the 
deceased worker sample. 
A procedure in which the extra basis sample is to include both disability cases and early deaths 
would be more complicated in that the relevant probability is the probability of surviving to 
entitlement without any disability episodes. 
14These adjustments are not quite correct, since the U.S. age-zero population is used to determine the 
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Length of Lifetime 
 
 Almost as basic is the re-expression of the cohort to reflect declining 
mortality and increasing lifetimes.  As already mentioned, for each individual in 
the basis sample, an age at death is simulated using cohort-specific mortality 
rates, taking into account the fact that the person or couple has survived to 
retirement.  Each time the basis sample is transformed into another birth cohort, 
the age at death is resimulated for each person in the basis sample, using the 
appropriate projected cohort mortality rates, taking into account both the greater 
likelihood of surviving to retirement (which changes the sampling weight of the 
simulation unit) and the longer lifetime conditional on having survived to 
retirement (which increases the simulated age at death).   
 
 When the basis sample is expanded to include an early death sample, the 
weights on the early death units will decrease in later birth cohorts, reflecting the 
smaller probability of dying before reaching retirement. 
 
Labor Force Participation 
 
 Because the current model is based on a sample of annual covered 
earnings, the observable employment concept in the microsimulation model is 
the annual covered employment rate (the percentage of workers with some 
covered employment during the year), which is not quite the same as the labor-
force participation rate (the annual average of monthly participation rates, which 
includes non-covered employment and  also  persons looking for work, as well 
as persons actually working).  The re-expression by cohort is applied using 
projected labor-force participation rates, rather than covered employment rates, 
so there is a slight conceptual mismatch.  (The largest divergence in the two rates 
is for school-age workers.)  It is not known how much of the discrepancy is 
ironed out through calibration.  
 
 The current implementation of the labor force participation re-expression 
is almost the simplest possible.  In the basis sample, a standard normal random 
number is assigned at each age for each worker and spouse in the basis sample.  
The assignment is done conditional on the observed employment: At those ages 
at which a worker is observed to have covered earnings, the assigned random 
number is constrained to be positive. At those years in which the worker is 
observed to have no covered earnings, the assigned random number is 
constrained to be negative. 
 


                                                                                                                                                 
ratios, rather than the slightly larger group that includes persons who will later immigrate to the U.S. 
 Implicit in the use of the U.S. births is that the immigrant age structure will maintain a constant 
proportion to the national age structure. 
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 For each age-sex-year cell over the period of the simulation, an adjustment 
factor is calculated that, when added to the random number for all workers in 
that cell, will cause the weighted proportion of adjusted random numbers to 
equal the target participation rate for that age, sex, and year. 
 
 The effect of this procedure under the simulation of increasing 
employment rates is that for all years in which an individual was observed to be 
employed in the original sample, employment will be observed in the projected 
sample.  For the remaining years in which no earnings were observed in the 
original sample, more and more years will be given nonzero earnings in the 
projected sample. 
 
 For years that have zero earnings in the observed sample but that might 
be re-expressed as having non-zero earnings, an imputed earnings value needs to 
be supplied.  In the current implementation, a simple imputation is used, making 
use of both the worker's average nonzero observed earnings and, when there are 
observed earnings on both sides of a gap in earnings, of an interpolation between 
the observed earnings on each side of the gap. 
 
Nonzero Earnings 
 
 Earnings for each age-sex-year cell in the historical period are adjusted to 
match the patterns observed in tabulations of administrative data on earnings 
from 1951 through 1993.  The 1993 pattern then is continued through the 
projection period. 
 
 In the baseline simulation, an overall wage index is calculated and 
calibrated in such a way that the national average wage index in the baseline 
grows at its projected rate under the intermediate projection.  The growth in this 
baseline index varies around that of the national wage index because of the 
changing composition of the labor force.  (In macroeconomic feedback modeling, 
in which changes in national saving change the average level of earnings, this 
overall wage index is the vehicle for transmitting feedback effects on wages to 
the age-year cells in the macro model and to the individual earnings histories in 
the micro model.) 
 
 Finally, in the non-baseline simulations the earnings for each age-sex-year 
cell in the projection period can be altered systematically using multiplicative 
adjustment factors that, over a specified period, will close a specified portion of 
the gap between male and female earnings at each age over a specified period. 
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Marriage Histories 
 
 Marriage histories are not re-expressed in the current implementation.  
(The initial basis sample is adjusted slightly through reweighting so that the 
proportions of never-married, married, divorced, and widowed persons in the 
sample match those in the population in the mid-1990s.)  Later implementations 
will, once procedures have been worked out, allow a proportion of workers who 
are married in the current sample to have their marriage histories altered so that 
they either remain never-married or become divorced. 
 
The Tax and Benefit Simulation 
 
 Part of the re-expression of each cohort's earnings includes the 
recalculation of each worker's total compensation to reflect aggregate growth in 
compensation.  Nominal earnings are calculated from the worker's total 
compensation history by subtracting an adjustment for fringe benefits and 
subtracting the employer contribution for OASDHI taxes. 
 
 After checking for insured status, the resulting nominal earnings history is 
converted into an average indexed monthly earnings (AIME) using the 
procedures of current law (earnings before age 60 are indexed using the national 
average wage series, the indexed earnings then are sorted, and the highest 
earnings are averaged and divided by 12 to get the AIME).  The benefit formula 
for the appropriate year of eligibility  then is used to calculate the primary 
insurance amount (PIA) in the year of eligibility.  This PIA—reduced, if 
necessary, for early entitlement—becomes the retired worker benefit for each 
worker, and a series of cost-of-living adjustment (COLA) indexed benefits from 
the year of eligibility to death is calculated.   
 
 For couples, the PIA for each member of the couple is COLA indexed to 
the year in which both are first entitled to benefits, and the appropriate 
comparisons of PIAs are made to determine the eligibility, and if eligible, the 
amounts, of the possible spouse and widow benefits.  The benefits then are 
reduced, when appropriate, for early entitlement and for dual entitlement and 
COLA indexed through each year of remaining lifetime for both members, with 
spouse benefits (when appropriate) paid until one of the workers dies.  If the 
higher PIA worker dies first, widow(er) benefits are paid for the survivor's 
remaining lifetime. 
 
 Both the taxes by age and the benefits by age are tabulated into age by sex 
cells for each simulation birth cohort and aggregated into calendar year cells 
across the overlapping birth cohorts. 
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Sequencing and Other Implementation Details 
 
 The birth cohort approach allows great flexibility in the basis sample size 
and in the use of interpolation between birth cohorts.  The current test sample 
used for model development has 691 sample units (individuals or couples) in the 
basis sample.  All numbers reported in this paper use the full 691 units, but it is 
easy to direct the simulation to use smaller samples, and much of the model 
development has been carried out with a sample size of 200.   
 
 The computer code also has been written so that the program can be 
directed to simulate every birth cohort by single year of birth or, alternatively, to 
skip birth cohorts, simulating every fifth or tenth birth cohort, interpolating the 
intervening cohorts at the end of the microsimulation before calculating the 
calendar year aggregates.  Again, all the numbers used in this paper are from the 
every-year simulation, but much of the development has been carried out using 
every 10th birth cohort and interpolating.  For the current uses of the model, this 
ability to shorten the simulation time is more convenient than it is necessary15; 
but for possible future uses of the model, involving repeated stochastic 
simulations or iteration to convergence the ability to shorten the time might be 
critical. 
 
 The current sequencing between the macro model and the micro model in 
a model run is as follows.  ("Simulation" here refers to the baseline and each of 
the alternative scenarios being carried out in a single model run.  In the runs 
described in this paper there is for each model run a baseline simulation and 
three alternative simulations.) 
 


• The whole macro model baseline simulation is carried out, 
establishing baseline values for population cells (which do not vary 
by assumption) and establishing baseline values for wage growth, 
the national wage index, a CPI index, and other time series that are 
needed in the micro simulation.  A preliminary portion of the 
macro model also is carried out for each separate simulation being 
run, establishing employment by cell and calculating a national 
wage index for each simulation. 


 


                                                 
15The simulation times depend on the number of policies or assumptions being compared and on 
how much output is being written by the simulation.  On the day this footnote was written, the 
simulations for baseline and three alternatives extended from calendar year 1937 through calendar 
year 2100, requiring 264 birth cohorts from 1837 (aged 100 at the beginning of the simulation) 
through 2100 (aged zero at the end of the simulation).  Each full set of simulations took 4 minutes and 
25 seconds.  (There were two such sets, one with the fixed NAW and one with the changing NAW.)  
If the macro model was run on the same four simulations in stand-alone mode, without the 
microsimulation, it took 45 seconds. 
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• The micro model  then is carried out for each simulation, using the 
wage and price indexes from the baseline macro model for the 
microsimulation computations.  The results from the simulation of 
each basis unit in each simulation cohort are tabulated in the 
computer memory as the simulation is carried out. 


 
• At the end of each alternative simulation, the micro model 


aggregates are compared with the aggregates from the baseline 
micro model simulation, and the appropriate ratios of alternative to 
baseline for each age-year cell are saved for use by the macro 
model. 


 
• The alternative simulations are then run for the macro model, 


using, for the OASI benefit calculations, the baseline values for each 
age-year cell from the earlier baseline run, multiplied by the ratios 
for the corresponding cells of alternative to baseline calculated by 
the micro model. 


 
 The macro model can also be run as a stand-alone unit, skipping the micro 
model calculations and using its own estimates of age and year cell values.  (This 
is currently the procedure used for the DI program, for which the micro model 
simulation has not been implemented.) 
 
 There are alternative ways of threading these simulations together.  The 
micro model currently can be done one whole cohort at a time, simulating all the 
basis units under one birth cohort before moving on to the next cohort, or one 
basis unit at a time, simulating all birth cohort re-expressions for a given basis 
unit before moving on to the next basis unit.  The alternative simulations are 
currently carried out one at a time, simulating the baseline for all units and 
cohorts before moving on to each alternative simulation for all basis units and 
cohorts, but it also can be set up do the baseline simulation and all the 
alternatives for each unit before moving on to the next unit or birth cohort.  The 
latter sort of thread allows the effects on individuals of different policies to be 
compared and tabulated, which, while sometimes important for distributional 
analyses, is not of much use for macro modeling. A thread that carries out for 
each calendar year the simulation for all units in all birth cohorts alive in that 
year before moving on to the next calendar year has not been implemented yet.  
Such a thread would be more analogous to microsimulation models like 
Dynasim and Corsim but would make greater demands on computer storage 
and processing. 
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VI. Sensitivity Exercise 
 
 The earlier discussions allow us to move fairly quickly through the 
simulations of the three alternative scenarios.  In order to isolate the effects that 
operate through the effect of changing women's employment and earnings on the 
national average wage (NAW), the alternative simulations were run twice, one 
set with the NAW held fixed at its baseline value for the calculation of OASDI 
benefits, and the other set with the NAW in the benefit calculation changing 
according to the change in women's employment and earnings. 
 
 The following table (Table 3) gives the percentage change from the 
baseline value for several of the key variables.  The benefits in this table are OASI 
benefits for beneficiaries over age 62, all estimated in the micro model. 
 


Table 3: Percentage Changes in End-of-Period Values 
 
     Percent Changes From Baseline 
 
              Employment Earnings       Combination 
       Only                    Only 
 
 Ultimate employment 
  Women's   5.38%         0%   5.38% 
  Total    2.42         0   2.42 
 Ultimate taxable payroll 
  Women's   5.36    5.46  11.13 
  Total    1.85    1.89   3.85 
 Ultimate payroll taxes 
  Total    1.85    1.89   3.85 
 Ultimate NAW   -0.6    1.9   1.4 
 Women's AIME    3.48    5.44   9.14 
 Worker benefits (fixed NAW) 
  Women    2.66    3.24   5.95 
  Total    1.09    1.33   2.45 
 Total benefits (fixed NAW) 
  Women    1.55    1.68   3.40 
  Total    0.85    0.83   1.27 
 Worker benefits 
  Women    2.43    4.01   6.55 
  Total    0.84    2.19   3.09 
 Total benefits 
  Women    1.31    2.48   4.01 
  Total    0.60    1.69   1.91 
 
 Comparing these numbers with the approximate calculations given 
earlier, the growth in women's taxable payroll, which had been estimated to be, 
under the respective scenarios, 5.6 percent, 5.2 percent, and 11.1 percent, is 
approximately as predicted, at 5.36 percent, 5.46 percent, and 11.13 percent.  (The 
assumptions behind the earlier approximations were, as mentioned then, 
selected with an eye to making these particular comparisons come out about 
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right.)  The increase in total payroll and in payroll taxes, 1.85 percent, 1.89 
percent, and 3.85 percent, are also close to the estimates of 2.0 percent, 1.8 
percent, and 3.9 percent. 
 
 The payroll and tax estimates are generated entirely by the macro model.  
The first estimates requiring the microsimulation model are those for the percent 
increase in women's AIMEs.  The earlier estimates were very rough 
approximations, 3 percent, 5 percent, and 8 percent.  The simulation gives 3.48 
percent, 5.44 percent, and 9.14 percent, respectively. 
 
 The earlier approximations were not able to say anything beyond this 
except that the AIME increases placed an upper bound on the women's worker 
benefit increases and that the women's worker benefit increases placed an upper 
bound on the women's total benefit increases.  The simulations observe these 
bounds, and allow us to calculate some percentages.  Using the fixed-NAW 
simulations, which are not clouded by the simultaneous effect on benefit levels of 
a changing NAW, the ratio between the percentage increase in women's AIMEs 
and the percentage increase in women's worker benefits is, in the three scenarios, 
0.76, 0.60, and 0.65, i.e., in the range of 60 to 76 percent.  The ratio between the 
increase in women's total benefits and the increase in women's worker benefits, 
again using the fixed-NAW simulations, is 0.58, 0.52, and 0.57, i.e., in the 50 
percent to 60 percent range. 
 
 Table 4 gives the changes in summarized values as a percent of taxable 
payroll.  The benefits in this table are OASDI benefits.  (DI benefits and the pre-
62 OASI benefits are estimated by the macro model.  The estimates for these 
components of benefits not directly affected by the change in women's earnings 
and employment, although they do include estimates of the effect of the 
changing NAW.)  Payroll taxes are not shown directly in the table, but are 
included in the row for income, which includes revenues from the income 
taxation of benefits (and hence rise or fall slightly when benefits themselves rise 
or fall).  Similarly, benefits are not shown directly, but are included under costs, 
which include administrative and other expenditures. 
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Table 4: Summarized 75-year Effects Relative to Baseline Taxable Payroll 
 
              Employment Earnings       Combination 
       Only                    Only 
 
 Income (fixed NAW)  +0.18%   +0.18%  +0.37% 
 Income    +0.17%   +0.19%  +0.38% 
 
 Costs (fixed NAW)  +0.07%   +0.05%  +0.11% 
 Costs    -0.01%   +0.36%  +0.34% 
 Effect of NAW on costs  -0.08   +0.31  +0.23 
 
 Net change (fixed NAW) +0.11%   +0.14%  +0.28% 
 
 Net change   +0.20%   -0.16%  +0.06% 
 The effect of the national average wage (NAW) is calculated here as the 
difference in the change in costs in the run in which the NAW was allowed to 
vary from the costs when the NAW in the benefit calculation was held fixed at its 
baseline value.  There are actually slight additional differences (showing up in 
the two rows for income rates given in the table) having to do with the effect of 
the change in benefits on the income taxation of benefits. 
 
 The payroll tax and national average wage effects are pleasingly close to 
the approximate effects that were calculated above.  The payroll tax increases, 
estimated earlier to be 0.21, 0.19, and 0.36 of taxable payroll, here turn out to be 
0.17 percent, 0.19 percent, and 0.38 percent of taxable payroll.  The effect of the 
national average wage change on benefits, estimated earlier to be about -0.075 
percent, 0.27 percent, and 0.20 percent of taxable payroll, are simulated as -0.08 
percent, 0.31 percent, and 0.23 percent of taxable payroll. 
 
 The line for "Costs (fixed NAW)" is conceptually closest to the estimate we 
were looking for of the change in worker benefits masked by the spouse and 
widow benefits.  The earlier analysis had indicated that these should be less than 
0.11 percent, 0.19 percent, and 0.30 percent of taxable payroll.  The simulation 
estimates are 0.07 percent, 0.05 percent, and 0.11 percent of taxable payroll.  
These are, as expected, less than the bounds that had been estimated, with ratios 
to the bounds of, respectively, 64 percent, 26 percent, and 37 percent. 
 
 It is not clear why the latter two ratios are low compared to the first.  The 
simulation output used here, percentage changes in ultimate values and changes 
as a percent of payroll, is not the best for a detailed assessment of the masking 
effect of spouse and widow benefits on women's retired worker benefits.  A more 
detailed simulation output, to be produced in future work, will allow more focus 
on the three components of women's benefits, namely the retired worker benefit, 
the excess spouse benefit for those who have spouse benefits, and the excess 
widow benefits for those who have widow benefits, following the changes in 
these components over time under the alternative scenarios.  Until this more 
detailed output is developed, this portion of the microsimulation model remains 
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something of a black box. 
 
Comparison With Trustees Report Sensitivity Analyses 
 
 The 75-year effects as a percent of taxable payroll in the three scenarios 
estimated here range from -0.16 percent to +0.20 percent.  These can be compared 
with the sensitivity tests published in the 2001 Trustees Report.  The effects 
estimated here are much smaller than the sensitivity to mortality assumptions 
(about 0.70), real rate of return assumptions (about 0.65), and real wage growth 
(0.50).  They are somewhat smaller than the sensitivity to fertility assumptions 
(0.28) and disability incidence (0.28).  They are similar to the sensitivity to price 
growth (0.22) and immigration (0.14). 
 
 The ranges of assumptions in these tests are selected to give an indication 
of possible variations, and are not necessarily scaled to each other terms of the 
probability of occurrence.  Different choices of the range of assumptions would 
give different ranges in the sensitivity tests.   In the scenarios simulated here, for 
example, if a 10 percent closure in the employment gap had been selected, the 
effects estimated in the first scenario would have been smaller.  If a 25 percent 
closure in the earnings gap had been selected for the second and third scenarios, 
the estimated effects would have been larger.  Readers will have to judge 
whether the selected scenarios are at the best distance from the baseline to give a 
reasonable indication of a likely variation.  Women's employment and earnings 
have risen considerably more in the past 35 years than they are simulated to rise 
here in the next 35 years.  On the other hand, the gap between men's and 
women's employment can't be closed as much in the next 35 years as it has 
closed in the last 35: there isn't enough gap left.  The most potential for continued 
change seems to be not in employment relative to men's but in earnings relative 
to men's.  The increase simulated here was equivalent to an increase in average 
women's earnings from 66 percent of men's to 69.4 percent.  It is conceivable that 
it could go higher. 
 
 
VII. Future Directions and Discussion 
 
 The goals of the microsimulation modeling described here are subordinate 
to the goal of developing a more accurate macro model.  The further refinement 
of the embedded microsimulation model will to some extent depend on 
sensitivity tests.  If a preliminary test indicates that the macromodeling is quite 
sensitive to the specification of a particular component of the micro model, 
resources can be devoted to making that component more accurate.  If the test 
indicates that the macro model is fairly robust to changes in the micro 
specification, then further development of that specification can be postponed in 
favor of the more pressing needs of the macro model development. 
 
 As was indicated earlier, there are several parts of the micro model 
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implementation that need to be completed before the framework can be 
considered complete. 
 


• The basis sample needs to be augmented with a sample of workers 
who experience death or disability before old-age entitlement.  (The 
macro model currently simulates DI benefits and the young 
survivors component of OASI benefits without any help from the 
micro model.)  This basis sample of disabled and early decedent 
workers needs to be designed in such a way that the sample can be 
re-expressed with a changing history of disability incidence and 
recovery and with declining mortality over time. 
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• Divorced spouses and early widows in the current implementation 
need imputations for the work histories of their ex- or deceased 
spouses.  In addition, procedures have to be developed for 
imputing and re-expressing marital histories to simulate some 
multiple marriages and to allow projections of fewer marriages and 
more divorces to be simulated. 


 
 Once these gaps in the framework have been closed, there is plenty of 
scope for refining the existing components of the model. 
 
 Meanwhile, the framework that has been developed so far has performed 
as hoped.  The hybrid macro/micro model develops its micro estimates 
automatically.  The model development, for example, was carried out entirely 
under the first scenario.  The second scenario and the combination scenario were 
added only when development was complete, and they generated their 
simulations without a hitch. 
 
 Finally, a discussion—not of the model, but of one of the results—turned 
up in this paper.  It was expected when this project was started that a large 
portion of the increase in women's worker benefits from an increase in women's 
employment and earnings would be masked by their spouse and widow 
benefits. The tendency of payroll tax revenues to increase more than benefits, 
thus generating net income to the trust fund, therefore would be reinforced by 
the masking of some of the benefit increases.  An unexpected result was the 
effect that runs through the national average wage.  As women's earnings rise, 
holding their employment rates constant, the national average wage increases, 
increasing benefits for everybody under the current indexing rules.  As a result, 
the increase in women's earnings can have the effect of increasing, rather than 
decreasing, the actuarial deficit. 
 
 The fact that the actuarial balance is a bit sensitive to the average wage 
index points to the importance of being able to model endogenous changes in 
average wages.  These effects have been turned off in the simulations explored in 
this paper, but they would tend to reinforce the average wage indexing effects 
from the increase in employment in the first two scenarios. 
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Appendix 
 
Summary of Dual-Entitlement Benefit Provisions 
 
 The rules for spouse and widow benefits can become quite complicated 
when retired workers or their spouses have accepted benefits before normal 
retirement age (NRA) and when the spouse or widow is also entitled to her own 
worker benefits.  These complications are described here, but to keep things 
simple, some of the rarer combinations will be left out.  The focus will be on old-
age benefits, to which workers become entitled whenever they apply for benefits 
after reaching age 62, and to which spouses of workers become entitled as soon 
as the worker is entitled and the spouse has reached age 62 and applied for 
benefits.16  Widows of deceased workers can become entitled as early as age 60. 
 
 When an insured worker dies or becomes entitled to retired worker 
benefits, a "primary insurance amount" (PIA) is calculated that determines the 
worker's benefit and any spouse or widow benefits paid on that worker's 
account.  The requirement for insurance for old-age benefits is 40 quarters of 
coverage, which will have been earned by many workers by the time they have 
10 years of earnings. 
 
 It was at one time quite common for the female spouses of male retired 
workers to not have enough years of earnings to receive their own retired worker 
benefit.  In the future, dual insurance will be the norm, and both members of a 
couple will have their own PIAs. 
 
 If an eligible spouse of a retired worker has no PIA or has a PIA of less 
than 50 percent of the retired worker's PIA, the spouse is eligible for a spouse 
benefit based on 50 percent of the retired worker's PIA.  This basic screen means 
that not more than one, and often neither, member of a couple can receive spouse 
benefits on the other member's account.17 
 


                                                 
16Divorced spouses with at least 10 years of marriage to the retired worker also become eligible when 
both they and the retired worker have reached age 62.  A divorced spouse does not have to wait until 
the retired worker applies for benefits. 
    17The PIA calculation does not include any adjustments for early or late entitlement.  The PIA, 
however, is COLA-adjusted for inflation after the beneficiary reaches age 62.  For comparing PIAs of 
members of a couple born in different years, the PIAs are COLA-adjusted to a common year of 
comparison.  For example, if a male born in 1935 is married to a female born in 1938, and both retire 
in 2000, when he is 65 and she is 62, the PIA for the male will be calculated under the rules for a 
worker reaching age 62 in 1997 and will then have three years of COLAs applied.  The PIA for the 
female will be that for a worker reaching age 62 in 2000, and will have no COLAs applied.  The PIA 
for the female, furthermore, will not be adjusted downward for the early retirement.  (That 
adjustment is made to the benefit, not to the PIA.)  Because all PIAs rise at the same rate under 
successive COLAs, a spouse's PIA just under or over 50 percent of a retired worker's PIA will remain 
just under or over the other worker's PIA throughout retirement, unless one of the two, through 
continued work after retirement, changes the PIA. 
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 If a spouse's lifetime average earnings approach 50 percent of the other 
retired worker's average lifetime earnings, the spouse's PIA will usually be more 
than 50 percent of the other worker's earnings because of the progressivity of the 
PIA formula.  On average, a spouse's PIA will reach 50 percent of the other 
worker's PIA when the spouse's lifetime earnings are about 30 percent of the 
other worker's lifetime earnings. 
 
 A similar screen operates for widow benefits, but at 100 percent of the 
other worker's PIA, rather than 50 percent.  Although many women in the future 
will have lifetime average earnings greater than 30 percent of their husbands, 
only a minority will have average lifetime earnings more than 100 percent of 
their husbands.  We can expect widow benefits to remain common even if spouse 
benefits become infrequent. 
 
Early Entitlement Reductions for Singly-Entitled Worker, Spouse, or Widow 
Benefits 
 
 When a beneficiary accepts benefits before the NRA, the benefits are 
reduced below the PIA-calculated level by a factor that depends on how many 
months before the NRA the benefits were accepted.  The reduction factors are 
different for worker, spouse, and widow benefits. 
 
 The NRA18 was 65 for workers and spouses who reached 62 before 2000; it 
is now increasing by two months per year until it reaches age 66 for workers and 
spouses who reach age 62 in 2005, and it will begin increasing again for workers 
and spouses who reach age 62 in 2017, reaching age 67 for workers and spouses 
who reach age 62 in 2022 or later.19 
 
 The benefit reduction rates were originally scaled in such a way that for 
benefit acceptance at age 62, the earliest possible age for workers and spouses, or 
at 60, the earliest possible age for widows, which were three and five years 
before the NRA, respectively, the reduced benefits were: 
 
 Worker benefit at age 62 80 percent of PIA. 
 Spouse benefit at age 62 75 percent of (50 percent of other worker's PIA). 
 Widow benefit at age 62 82.9 percent of (100 percent of deceased worker's PIA). 
 Widow benefit at age 60 71.5 percent of (100 percent of deceased worker's PIA). 
 


                                                 
18The NRA also is known as the Full Retirement Age (FRA).  Neither term is entirely satisfactory.  
"Normal" in NRA does not mean "usual", but refers to a reference age from which benefits are 
calculated.  The benefits at the NRA are not quite "full" benefits, since delaying acceptance past the 
NRA will increase the benefits still further. 
19The NRA for widows is determined by the year in which they reach 60, rather than the year in 
which they reach 62.  During periods in which the NRA is changing, it is possible for the NRA for a 
person's widow benefits to be four months less then the NRA for the person's worker and spouse 
benefits. 
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 The monthly reduction rates can be calculated from the age-62 reduced 
benefits by dividing the percentage reduction at three years by 36.  The 20 
percent reduction in a worker benefit at age 62 is equivalent to a reduction of 
20/36 percent of PIA per month of early entitlement. 
 
 When the NRA is increased above 65, the widow's benefit reduction is 
scaled in such a way that the benefit at age 60 will still be 71.5 percent of the 
deceased worker's PIA.  The worker and spouse reductions, however, are 
increased.  The same monthly reduction factors as before apply for the 36 months 
immediately preceding the NRA.  When the NRA reaches 67, therefore, the 
reductions given previously apply for benefit entitlement at age 64.  Early 
entitlement before the final 36 months causes further reductions at the rate of 5 
percent of PIA per year, or 10 percent over two years.  When the NRA reaches 
age 67, therefore, the percentages will be 70 percent for worker benefits (rather 
than 80 percent) and 65 for spouse benefits (rather than 75). 
 
 When the NRA is 67, accordingly, the reduced benefits at age 62 are: 
 
 Worker benefit at age 62 70 percent of PIA. 
 Spouse benefit at age 62 65 percent of (50 percent of other worker's PIA). 
 Widow benefit at age 62 79.6 percent of (100 percent of deceased worker's PIA). 
 Widow benefit at age 60 71.5 percent of (100 percent of deceased worker's PIA). 
 
 The reductions for a worker and the worker's spouse are applied 
separately.  If a worker and a same-aged spouse both accept benefits three years 
early, the worker will receive benefits equal to 80 percent of the worker's PIA, 
and the spouse will receive benefits of 75 percent of the 50 percent spouse 
benefit, or 37.5 percent of the worker's PIA.  The spouse benefit is in this case 46.9 
percent of the worker's benefit.  If a worker accepts benefits at the NRA and the 
worker's younger spouse accepts benefits three years early, the worker will 
receive a benefit of 100 percent of the worker's PIA and the spouse a benefit of 
37.5 percent of the worker's PIA.  If, on the other hand, the worker takes benefits 
three years early, but the spouse waits until the NRA to take benefits, the 
worker's benefit is 80 percent of the worker's PIA, the spouse's benefit 50 percent 
of PIA, or 62.5 percent as large as the worker's.  The spouse benefit, therefore, can 
be as little as 37.5 percent as large as the workers or as much as 62.5 percent as 
large.  (Delayed entitlement credits for the worker benefit can cause still larger 
differences.)  When the NRA reaches age 67, the extremes will be 32.5 percent 
and 71.4 percent. 
 
 These relationships between reduced worker benefits and reduced spouse 
benefits are unaffected by the COLA indexing of the benefits.  If a worker accepts 
benefits at the NRA of 100 percent of PIA, and the worker's much younger 
spouse accepts benefits 20 years later also at the NRA, the spouse's benefit is 
calculated from a worker PIA that includes all the years of COLA indexing since 
the worker reached 62.  The worker's benefit will be 100 percent of this indexed 
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PIA, and the spouse's benefit will be 50 percent of the indexed PIA, so that the 
spouse benefit is 50 percent of the worker's benefit. 
 
 The reductions when a spouse is entitled to both a spouse benefit and a 
retired worker benefit are described later. 
 
Widow Benefits and the RIBLIM 
 
 The worker and singly-entitled spouse reductions are applied separately: 
if a worker retires early, but the spouse waits until NRA before accepting 
benefits, the spouse benefits are not reduced.  This is not true for widow benefits. 
 If a worker accepts benefits early, then dies many years later, the proportional 
reduction to the PIA that was applied to his early entitlement benefit also is 
applied to the widow benefit calculated at his death, except that the reduced 
benefit can't be smaller than 82.5 percent of the deceased worker's PIA.  (This 
reduction is called the RIBLIM.)  For workers accepting benefits at age 62, who 
would have had an 80 percent of PIA benefit when the NRA was 65 (and will 
have a 70 percent of PIA when the NRA is 67), the widow benefit paid at their 
deaths is 82.5 percent of PIA, regardless of the NRA. 
 
 The widow's limit provision is quite important for evaluating the long-
term effect of some spouse and widow benefit proposals.  When a worker and a 
spouse have no early entitlement reductions, the joint benefit of 150 percent of 
the worker's PIA falls to a widow benefit of 100 percent of the PIA when the 
worker dies, a 33 percent reduction.  A preponderance of couples, however, do 
not wait until the NRA to accept benefits, and in fact accept them at the earliest 
possible age, age 62.  When both members of the couple have taken benefits at 
62, the combined benefits, when the NRA is 65, are 117.5 percent of PIA, and the 
eventual widow benefit is, because of the widow cap, 82.5 percent of PIA, a 29.8 
percent reduction from the combined benefit. 
 


When the NRA reaches age 67, however, the combined couple benefit for 
entitlement at 62 will have fallen to 102.5 percent of PIA, rather than 117.5 
percent, but the ultimate widow benefit will still be 82.5 percent of PIA, a 19.5 
percent reduction from the combined. 
 
Delayed Entitlement Credits 
 
 Benefits to retired workers are increased for each month of delayed 
entitlement after the NRA up to age 70.  For workers who reached age 62 in 1979 
through 1986, the credit is given at the rate of 3 percent of PIA per year of 
delayed entitlement for a maximum (65 through 70) of 15 percent of PIA.  For 
later cohorts of workers, the annual credit has been increasing at the rate of half a 
percent every two years.  For workers who reach age 62 in 2005 (the same 
workers for whom the NRA will first reach 66), the delayed entitlement credits 
are given at the rate of 8 percent of PIA per year of delayed entitlement, for a 
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maximum credit (at age 70) of 32 percent of PIA (66 to 70).  For workers who 
reach age 62 in 2022 or later, for whom the NRA is 67, the credit at age 70 is only 
24 percent of PIA (67 to 70). 
 
 The delayed entitlement credits are not given to spouses who delay their 
own entitlement past the NRA.  They are, however, added to a worker's PIA at 
death, so that a worker's widow will inherit the effect of the deceased worker's 
credit. 
 
 The delayed entitlement credits increase the range of possible worker to 
spouse ratios.  For a worker who retires at age 70 and a spouse who retires at age 
62, the worker benefit  ultimately is 132 percent of PIA (credits for the delay from 
age 67 to age 70) and the spouse benefit 32.5 percent of PIA, or 24.6 percent of the 
worker benefit.  Because the delayed entitlement credit is not given to spouses, 
the maximum ratio remains 71.4 for a worker who accepts benefits at 62 and a 
spouse who accepts benefits at 67 or later.  The eventual full range for spouse 
benefits as percent of worker benefits is therefore 24.6 through 71.4. 
 
The Dual Entitlement Reduction 
 
 Beneficiaries entitled to both a worker benefit and a larger spouse benefit, 
or to a worker benefit and a larger widow benefit, are called dually entitled.  The 
larger benefit is reduced by the amount of the smaller worker benefit, so that the 
total benefit paid is equal to the larger spouse or widow benefit.  The interaction 
with early entitlement reductions is described below. 
 
Dual Worker/spouse Benefit Early Retirement Reductions 
 
 A retired worker who accepts benefits before the normal retirement age 
(NRA) has the retired worker benefit reduced by the factor described earlier, 
regardless of dual entitlement. 
 
 The spouse benefit reduction for a dually entitled spouse, however, is 
applied only to the excess of the unreduced spouse benefit over the unreduced 
worker benefit.  The total reduced benefit is the sum of the reduced worker 
benefit and the reduced excess spouse benefit. 
 
 An example should make this clear:  If the unreduced worker benefit (the 
PIA) is $500, and the unreduced spouse benefit (50 percent of the other worker's 
PIA) is $600—and the dually entitled worker has accepted benefits three years 
before the NRA—the reduced benefit is the sum of a $400 worker benefit (80 
percent of $500) and a $75 spouse benefit (75 percent of the excess of $600 over 
$500), for a total of $475. 
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Dual Worker/Widow Early Entitlement Reductions 
 
 Widow/worker reductions differ from spouse/worker reductions in two 
regards.  First, early widows are allowed some leeway in the timing of their 
widow and worker entitlement dates. A beneficiary who is eligible for both 
spouse and worker benefits either must delay accepting both or accept both 
simultaneously.  A widow, however, can take reduced worker benefits at 62 until 
the NRA, then apply for unreduced widow benefits at the NRA.  (Or, if the 
widow has a larger worker benefit, the widow can take reduced widow benefits 
at 62, then apply for unreduced worker benefits at the NRA.) 
 
 Second, the early entitlement reduction for the widow is applied to the 
whole of the widow benefit before the dual entitlement reduction, not just to the 
excess over the unreduced worker benefit. 
 
 The widow/worker dual entitlement provisions are more complicated 
than is being described here.  If we distinguish between "early widows" (those 
who are widowed before becoming entitled to spouse benefits), "late widows" 
(those who become widows only after reaching the NRA although they might 
have been entitled to worker and/or spouse benefits before the NRA), and "mid 
widows" (those who become widows before the NRA but after a worker or 
spouse entitlement), the "late widows" are the most common type and the easiest 
to calculate.  For them, there is no early entitlement reduction on their widow 
benefit (except for the widow's limit passed through from their deceased 
spouse's early entitlement), and the total benefit is equal to the larger of their 
widow benefit and their worker benefit.  The worker benefit possibly is reduced 
for early entitlement, but that reduction becomes irrelevant to the total benefit 
amount once the larger widow benefit becomes available. 
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Abstract 
 
 This study addresses some aspects of the financial impact on women 
under the Social Security benefits reform or redistribution.  This paper presents a 
preliminary result of the study.  A multiple decrement model (LL Model) is 
developed based on a proxy population of U.S. women and its demographic 
projection.  Social Security benefits under current policy rules are then assigned 
to each sample unit in the resulting proxy population.  The authors then compare 
aggregate benefit entitlement figures under current policies to figures obtained 
when potential policy change is implemented.   
 


For example, one potential policy change is the proposed “de-coupled 
allocation” policy, which involves changing the current benefit loss (ranging 
from 33–50%) upon spousal death to 40% in order to redistribute wealth and to 
help alleviate poverty in elderly widows.  The analysis of the authors shows that 
this redistribution is more equitable for “de-coupled allocation”, of which the 
gross effect would not significantly increase Social Security payments. The 
redistribution also seeks to improve the financial condition of the American 
senior citizens who live below the poverty line. 
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1. Introduction 
 


The primary objective of this research is to study the financial impact on 
women under the Social Security benefits reform or redistribution by building a 
sample of sufficiently representative women population demographics from the 
U.S. population. 
 


Retirement and family patterns have dramatically changed since the Social 
Security system was instituted, and further change is likely. A significant number 
of women have since entered the workforce. Furthermore, the proportion of 
divorced and single people in the population has increased and the median 
length of marriage before divorce has gone down.  While some revisions have 
been made to the social insurance systems to handle the new patterns, several 
issues still remain.   
 


Many issues in the current retirement system are of concern for women.  
For instance, dual-earner families whose earnings are nearly evenly divided (for 
example, one spouse earns $30,000 and the other earns $20,000) almost always 
fare worse than those whose earnings are more lopsided ($40,000 versus $10,000, 
for example) (see Stanfield and Nicolaou, 2000 and Rappaport, 1997 and 1999).  
Since spousal benefits are greater for those married to higher earners, higher-
income households in general get more for raising their children than lower-
income households. This produces the perplexing result that child-raising in 
high-income households is more valued by society—at least from a benefit 
perspective.   
 


There is a lack of recognition for nontraditional families (for example, 
single-parent households and domestic relationships that do not involve 
marriage).  There is a 10-year marriage requirement for divorced spouse benefits 
in the U.S. even though a high level of divorces fall under that mark.   
 


In 1990, marriages that ended in divorce averaged only seven years. Half 
the marriages of divorced women ages 25–29 lasted less than 3.4 years (see 
Williamson and Rix, 1999).  Moreover, some of the reform solutions being 
discussed that are geared towards strengthening the solvency of social insurance 
systems may worsen the problems presented by new retirement and family 
structures (see Shirley & Spiegler, 1998, Shaw, Zuckerman & Hartmann, 1998, 
and Munnell, 1999). 
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According to the Social Security Administration (SSA) Accountability 
Report for Fiscal Year 1998, one of their goals was to improve the SSA’s 
retirement modeling capacity.  In an effort to enhance the projection of 
demographic changes including marriage and divorce trends and mortality rates, 
the SSA issued a task order contract with the Urban Institute in collaboration 
with the Brookings Institution to develop a model (CORSIM).  CORSIM is a 
dynamic micro simulation model based on the 1960 decennial census.  SSASIM2 
is a statistical model designed to evaluate the distributional effects of proposed 
solvency reforms.  RAND Corporation added to this endeavor (see Lillard and 
Panis, 1998). 
 


These researchers appear to have had some success in drawing samples 
and projecting retirement income from them in order to address the actuarial 
questions associated with funding levels for Social Security.  This study was built 
on these previous researchers’ approaches, which were extended and 
enhancements were added, including the projection of the employment history 
for each person.   
 


This paper proposes a change referred to as “de-coupled allocation” that 
targets the problem of inequities associated with an equal versus a lopsided 
earnings structure.  A model was developed to investigate the impact of this type 
of change. 
 


In the following section, the paper introduces a multiple decrement model 
for the U.S. women population. It models women workers’ behavioral changes in 
activities and characterizes the population of women by segmenting them into 
subgroups or categories, running the gamut from single and working to 
permanently retired.  Section three discusses the “de-coupled allocation” 
principle and the impact of the proposed change. Comparative analyses are 
given of payout distributions that occur when benefit accrual rules are altered.  
Validation of the model is discussed in section four.  Section five summarizes the 
paper and offers insights into further alternatives on policy changes and their 
implications. 
 
 







 


5 


2. Multiple Decrement Model 
 


In this section, a multiple decrement model is developed for the analysis 
of retirement benefit valuation of U.S. women. 
 


There are many random events in a lifetime that affect retirement income, 
including Social Security benefits for women.  The most important events in the 
calculation of benefit payoffs are death, marriage, divorce, disability and 
employment.  Based on this consideration, the demographic model was built 
with five decrements.  
 
2.1 Women Population 
 


The model started by securing a seeding sample of the U.S. population.  In 
order to include young disabled persons as well as retirees in the projections for 
Social Security entitlements, the study needed women sample units from 1960, 
1970, 1980 and 1990. It chose to employ the University of Minnesota’s sample set 
generator called IPUMS.   
 


The IPUMS is a data extraction tool that consists of twenty-five high-
precision samples of the American population drawn from thirteen federal 
censuses. Some of these samples have existed for years, and others were created 
specifically for this database. The twenty-five samples spanned the censuses of 
1850–1990 (see Ruggles and Sobek, 1997).  By using the Census data, actual 
persons’ data trails began in 1960, 1970, 1980 and 1990, and thus reduced 
inaccuracies that were introduced by simulating life events for these persons.   
 


In the following, the process of generating this seeding sample along with 
the initial and imputed variable values is discussed in detail. 
 


The IPUMS allows for differing density of samples.  For the 1960 data, a 
sample was drawn based on 21,000 households, which found 18,526 women 30 
years of age or older.  Note that these women will be 90 and older in the year 
2020.  The study accumulated younger factions in 1970, 1980 and 1990 by 
securing a sample of women aged 30–39.  The next wave will be 80 and older in 
2020, with the next being 70 and older, and the final sample will be 60 and older 
in 2020.  
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Some types of women will be missed; for example, a 32-year-old who 
immigrates to the U.S. in 1981 cannot be included in the proxy population. With 
approximately 44 million women 30 years of age and older in the U.S. in 1960 
(see 1995 Statistical Abstract), this sample of 18,526 represents about 1 in every 
2,500 women.  The extractions for 1970 generated 3,831 from a population of 11.5 
million for a 1 in 3,000 sampling with 4,171 of 15.9 million for 1 in 3,800 for 1980.  
The 1990 sample was trickier to work with due to the fact it was weighted, but 
the study extracted 7,234 from the 21 million for a 1 in 2,900 sampling.   
 


Remark: In future work the study will include extraction code edits to 
ensure a more equal sampling from each of the years.  The size of the data could 
also be expanded in the subsequent work.   
 


The study settled on the sample unit’s age at the time of the Census taking 
and sex, race, marital status, educational level, current employment status and 
income for the year. Key variables were summarized, distilled and imputed from 
these answers in order to create input for the multi-decrement model.  Everyone 
except women in the specified age bracket was deleted from the sample set. 
From these remaining women sample units these additional needed values were 
derived: birth year, an indicator for which marriage the woman is presently 
experiencing, the duration she has most recently been single, the number of years 
in the current or most recent marriage, an accumulating variable tracking the 
number of years a woman sample unit (and a husband, as appropriate) has been 
employed. 
 


Note that half of the above variables were imputed.  What follows is a 
discussion of each of those variables, and the rationale behind the assumptions 
made along with some of the consequences of those assumptions.   
 


To derive the number of times a woman has been married, if the Census 
data reported a non-single status (i.e. currently married, widowed or divorced), 
it was assumed that this was her first marriage.  For the 1960 sample draw, this 
approach underestimated the number of marriages since the women contained in 
this set are aged 30 and older.  The impact is less noticeable since the divorce rate 
is lower for that age and calendar time.   
 


As matter of fact, many of these woman sample units will be deceased 
during the projecting period (2001–2020).  For later year draws, with women in 
the age bracket of 30–39, the number of marriages will only be slightly 
underestimated.  As a partial remedy to this approximation the study set the 
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number of credit years of this first marriage to the woman sample unit’s age past 
23 divided by 1.5 rather than just 1.0.  The commencement of marriage at age 23 
was selected after reviewing median ages of first marriage for women (see 
Almanac, p. 838). 


 
In addition to the above consideration, the duration of being single was 


set to one if a woman was unmarried.  Note that another variable which might 
affect marriage probability is ethnic origin—in particular, Hispanic origin. A 
meaningful extraction of this indicator via IPUMS had not yet been attempted. 
 
2.2 Decrement in Mortality 
 


In order to simulate death for each of the woman sample units it is 
necessary to generate yearly probabilities of death. A regression analysis of death 
rates was applied for females in 1960, 1970, 1980 and 1990 by various age 
brackets with midpoints at 30, 40, 50, 60, 70, 80 and 95.  The regression analysis 
on this data (from Almanac, p. 847) provided a predictive equation and this, 
along with an adjustment for race (black versus other) coming from the RAND 
work is used to discern female mortality. 
 


The regression model derived from this data is as follows: 
 


.08546x)  1900)-*(t-.013458 (-8.795,
,' += eq df
tx  


 
Where f


txq ,'  is the probability of death at age x for the female mortality 
decrement in a particular year, t.  The R-square on this model was .996.  Notice 
that the influence of the year variable intends to capture advances in medical 
technology and other socioeconomic aspects of life, such as fewer on-the-job 
accidents, better nutrition, etc..  For a detailed discussion on this factor, see Panis 
and Lillard, 1999.  According to the RAND study, there is a significant factor that 
increases death rates in black women.  Here is the adjustment to the regression 
equation: 
 


).3325I.08546x  1900)-*(t-.013458 (-8.795,
,


r' ++= eq df
tx  


 
Where Ir is an indicator variable for race: 


 







=
 0


 1
otherwise
blackif


I r . 
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For calibration 1900 was changed to 1950. This had the effect of essentially 
doubling the overall death rates but seemed to work best in the simulation.  
Presently, a woman sample unit is not allowed to live beyond 100.  Table 1 is the 
actual death rate data used to generate the mortality probabilities.  
 


Table 1. 
Death Rate per 1,000 for White Females 


 
Year Age 
 30 40 50 60 70 80 95 
1960 .9 1.9 4.6 10.8 27.8 77 194.8 
1970 .8 1.9 4.6 10.1 24.7 67 159.8 
1980 .7 1.2 3.7 8.8 20.7 54 149.8 
1990 .6 1.2 3.1 8.2 19.2 48.4 144.0 


 
 


For the male mortality, a piecewise linear function was used to model the 
force of mortality function.  The choices of parameters were taken from the 
RAND model. 
 


At the current year, t, the male mortality rates were derived from: 
 


)I .2851  1968)-.0081(t - a (-8.3597,
,


r' ++= eq dm
tx , 


 
Where a describes an increment value for age x: 


 







≥−+
<≤−


=
65  xf)65(*0821.5235.2


 6530)30(0721.
ix


xifx
a  


 
and Ir again, is an indicator variable as previously defined. 


 
The primary use of the male mortality model is to determine the 


probability of widowhood occurrence for a married woman sample unit.   
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2.3 Decrement in Marriage 
 


The study used the RAND model for probability of a wedding in a certain 
year.  The probability of marriage in year t is 
 


)-.3813IER-marry 1940)--.0036(t a(-21.9557,
,


wm' ++++= smf
tx eq ; 


 
Where am is a piecewise linear function that represents the increment of 


age: 
 















≥−−
<≤−−
<≤−+


<


=


25)25(*0751.1768.20
2520)20(0545.3948.20
2016)16(3855.8528.18


161783.1


xifx
xifx
xifx


xifx


am  , 


 
s is an incrementing of the years spent single, ys ( 8≥ys if remain married 


for more than 8 years, for example): 
 













≥−−
<≤−
<≤


=
80223.1263.


830726.2367.
300789.


yy


yy


yy


sifs
sifs
sifs


s  , 


 
marry is an incrementing of number of previous marital experience, my, 


(whether the person was married once, twice or three times previously): 













≥
=
=


=
32017.1
26248.
1359.


y


y


y


mif
mif
mif


marry , 


 
Also incorporated into the equation is the race/ethnicity variable, R: 


 















=


hispanicif
asianif
indianif
blackif


R


3009.
2276.
0543.
5179.


, 
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E represents the educational level: 
 





−


=
graduatecollegeif


outdropschoolhighif
E


4313.
1284.


, 


 
and finally, Iw is an indicator of whether currently widowed or not:  


 







=
 0


 c1
otherwise


widowedurrentlyif
I w . 


 
2.4 Decrement in Divorce 
 


For the projection of divorce probability, the RAND model is adopted.  
Assume that the probability of marriage dissolution in a given year, t, follows: 
 


)E-Rmarry  a-(-1.7268,
,


dddd' ++++= trendymdf
tx eq ; 


 
Where ad is a piecewise linear function that represents the increment of the 


age factor: 
 







≥−+
<


=
30)30(*0523.063.3
301021.


xifx
xifx


ad , 


 
ym is an indicator variable for the duration of the marriage: 


 




















≥−−
<≤−−
<≤−−
<≤
=


−+
=


25)25(0832.7462.
2515)15(0275.0212.1
154)4(0156.1928.1
41


1
)1(1526.735.


735.


mifm
mifm
mifm
mif
mif


m
ym , 


 
trend is a component, which reflects the divorce trend that allows for 


rising rates until the year 1980 (trend1=1980 - year for years 1980 and prior and 
40 beyond that) and more level divorce probabilities after 1980: 
 







>−+
≤−


=
1980)1980(0058.716.1
1980)1980(0429.


tift
tift


trend , 
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marryd is an incrementing of number of previous marital experience, my, 
(whether the person was married once, twice or three times previously): 
 













=
=
=


=
33584.1
26368.
10


y


y


y


d


mif
mif
mif


marry , 


 
Also incorporated into the equation is the race/ethnicity variable, Rd: 


 















−
−


=


hispanicif
asianif
indianif
blackif


Rd


2067.
6378.


3237.
1736.


. 


 
Note that hispanic=0 currently since ethnicity was not included in the 


woman sample unit data.   
 


Finally, Ed represents the educational level: 
 







=
graduatecollegeif


outdropschoolhighif
Ed 1068.


0085.
. 


 
2.5 Decrement in Disability 
 


Assuming that once disabled, a worker will be permanently unable to 
return to gainful employment.  Also assume the probability of being disabled is 
zero once one reaches age 65.  The simple model is adopted for the probability of 
disability at current year t: 
 


)E-R a(-7.376,
,


dsbdsbdsb' ++= eq dsbf
tx ; 


 
Where adsb is a linear function that represents the increment of age factor: 


 







≥−+
<≤−


=
45)45(*1746.789.


4530)30(0526.
xifx
xifx


adsb . 
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Also incorporated into the equation is the race/ethnicity variable, Rdsb: 
 















−
−


=


hispanicif
asianif
indianif
blackif


Rdsb


1647.
5249.


5446.
2779.


. 


 
Finally, Edsb represents the educational level: 


 





−


=
graduatecollegeif


outdropschoolhighif
Edsb 6668.


7321.
. 


 
2.6 Model for Employment 
 


Now, the study introduces a new model for employment history and 
earnings.  Since Social Security retirement, disability and survivor payments are 
based on average earnings over years worked, it is necessary to establish a 
mechanism for ascertaining the number of working years of a woman and that of 
her husband.  In order to simulate the year-to-year employment activity, it is 
necessary to calculate the probability distribution of employment in a woman’s 
lifetime.   
 


To begin, the study models a regression analysis based on the data from 
the Statistical Abstract.  The data used appears in table No. 636 Labor Force 
Participation Rates, by Marital Status, Sex and Age: 1960–1994 as quoted in Table 
2 with the age being the mid-point of the age bracket listed in the Abstract. 
 


The regression analysis shows that at age x, in the current year t, between 
1960 and 2000, the labor participating rate for women is as follows: 
 


2,
, 06589.014.1928.3052.1784.327044.33.1396' xxtIxtp s
emf
tx −−+−++−= , 


 
Where Is is an indicator for single status: 


 







=
otherwise
marriedif


I s 1
0


. 


 
The fit was good with an R-square of .901.  For the valuation years beyond 


the year 2000 the study used the probabilities associated with the year 2000.  
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Table 2. Labor Force Participation Rates: 1960–1994 
 


    MALE    FEMALE   
 Age 29.5 39.5 54.5 70.0  29.5 39.5 54.5 70.0 
Year           
     SINGLE      
1960  91.5 88.6 80.1 31.2  83.4 82.9 79.8 24.3 
1970  87.9 86.2 57.1 25.2  81.4 78.6 73 19.7 
1975  86.7 83.2 69.9 21.0  80.8 78.6 68.3 15.8 
1980  89.2 82.2 66.9 15.8  83.3 76.9 65.6 13.9 
1985  89.4 84.6 67.1 15.7  82.4 80.8 67.9 9.8 
1990  89.9 84.6 67.1 15.7  81.2 81.0 66.1 12.2 
1994  88.4 83.1 67.8 17.8  78.9 78.7 68.8 12.7 
     MARRIED      
1960  98.8 98.6 93.7 36.6  28.8 37.2 36.0 6.7 
1970  98.0 98.1 91.2 29.9  38.8 46.8 44.0 7.3 
1975  97.4 97.1 88.8 23.3  48.4 52.0 43.8 7.0 
1980  97.5 97.2 84.3 20.5  58.8 61.8 46.9 7.3 
1985  97.4 96.8 81.7 16.8  65.8 68.1 49.4 6.6 
1990  96.9 94.4 83.2 22.7  63.1 70.0 60.0 11.4 
1994  95.9 85.6 81.9 18.1  71.6 75.8 61.9 9.4 
     OTHER      
1960  95.2 94.4 83.2 22.7  63.1 70.0 60.0 11.4 
1970  93.7 91.1 78.5 19.3  64.6 68.8 61.9 10.0 
1975  92.4 89.4 73.4 15.0  68.6 69.2 59.0 8.3 
1980  94.1 91.9 73.3 13.7  76.5 77.1 60.2 8.2 
1985  93.7 91.8 72.8 11.4  76.9 81.6 61.0 7.5 
1990  93.0 90.8 74.6 12.0  77.3 82.3 65.0 8.5 
1994  90.3 88.6 72.6 11.9  74.3 80.4 67.6 8.7 


 
 


Notice that emf
txp
,
,'  only represents the participation percentage for varying 


marital statuses, ages and calendar year.  Using the above regression equation 
can simulate emf


xp
,' , the probability of women being employed during the given 


year of interest.  Recall that this activity is simulated year-by-year until she is age 
65. 
 


Based on the analysis on the Bureau of Labor Statistics (series ID 
LFU21000010 and LFU21001731: UNEMPLOYMENT RATES), race is a very 
important contributor to the employment probability.  Therefore, the model was 
developed to incorporate a component related to race next.  The data used is 
described in Table 3.     
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Notice that over the available years, the average unemployment rate for 
blacks was about 10.7% whereas for non-blacks it was 4.4%. The ratio of 
unemployed blacks to others is 10.7/4.4 = 2.43 and the paper assumes 10% blacks 
in the population versus 90% non-blacks; calculating nbemf


xq
,,'  —the probability of 


unemployment for non-blacks— by solving this equation: 
 


nbemf
x


nbemf
x


emf
x qqp ,,,,, '9.'43.2*1.'1 +=− . 


 
The probability of unemployment for blacks bemf


xq
,,' is then 2.43 nbemf


xq
,,' . A 


bound is enforced on percentages at 100 above and 5 below. 
 


Finally, another important factor in the modeling consideration is 
employment duration.  Again data was obtained from the Bureau of Labor 
Statistics Web site (http://stats.bls.gov/emplt986.htm) to acquire statistics related 
to this phenomenon.  This data was separated into men versus women, blacks 
versus whites and others and identifies numbers of “stayers” (those who remain 
in the work force from year to year).  Cumulative numbers for the years 1988–
1998 appear.   
 


This finding indicated that the probability of being employed for a woman 
next year given that she is working this year is .86, regardless of race.  To 
ascertain the chance of employment next year for an identical (except that she is 
unemployed) woman sample unit, this study adopted the following approach.  
Let P be the participating labor force in current year,  
 







−−
−


=
blacksnonforq


blacksforq
P nbemf


x


bemf
x


)'1(100
)'1(100


,,


,,


. 


 
By assuming that there will also be P number in the labor force next year, 


.86*P will be “stayers” so the number of new entrants must be P-.86*P out of the 
remaining work force of 100-P.  So that the probability of being employed now 
that she is unemployed will be .14P/(1-P).  Note that P depends on a woman 
sample unit’s age, the current year, her marital status and her race.  
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Table 3.  Unemployment Rates, by Sex and Race:  1954–1994 
 


  Non-Blacks  Blacks 
 Gender Men Women  Men Women 


Year       
1954  4.4 5.1    
1955  3.3 3.9    
1956  3.0 3.7    
1957  3.2 3.8    
1958  5.5 5.6    
1959  4.1 4.7    
1960  4.2 4.6    
1961  5.1 5.7    
1962  4.0 4.7    
1963  3.9 4.8    
1964  3.4 4.6    
1965  2.9 4.0    
1966  2.2 3.3    
1967  2.1 3.8    
1968  2.0 3.4    
1969  1.9 3.4    
1970  3.2 4.4    
1971  4.0 5.3    
1972  3.6 4.9  7.0 9.0 
1973  3.0 4.3  6.0 8.6 
1974  3.5 5.1  7.4 8.8 
1975  6.2 7.5  12.5 12.2 
1976  5.4 6.8  11.4 11.7 
1977  4.7 6.2  10.7 12.3 
1978  3.7 5.2  9.3 11.2 
1979  3.6 5.0  9.3 10.9 
1980  5.3 5.6  12.4 11.9 
1981  5.6 5.9  13.5 13.4 
1982  7.8 7.3  17.8 15.4 
1983  7.9 6.9  18.1 16.5 
1984  5.7 5.8  14.3 13.5 
1985  5.4 5.7  13.2 13.1 
1986  5.3 5.4  12.9 12.4 
1987  4.8 4.6  11.1 11.6 
1988  4.1 4.1  10.1 10.4 
1989  3.9 4.0  10.0 9.8 
1990  4.3 4.1  10.4 9.7 
1991  5.8 5.0  11.5 10.6 
1992  6.4 5.5  13.5 11.8 
1993  5.7 5.2  12.1 10.7 
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  Non-Blacks  Blacks 
 Gender Men Women  Men Women 


Year       
1994  4.8 4.6  10.3 9.8 
1995  4.3 4.3  8.8 8.6 
1996  4.1 4.1  9.4 8.7 
1997  3.6 3.7  8.5 8.8 
1998  3.2 3.4  7.4 7.9 
1999  3.0 3.3  6.7 6.8 
2000  2.8 3.1  7.0 6.3 


Averages  4.25 4.79  10.78 10.77 
 


In summary, the model predicts the probability of employment next year 
for a woman with a certain age, race, marital status and whether she is currently 
employed or currently unemployed.  The male employment probability model is 
developed following a similar process. 
 


After extracting the samples from the 1960, 1970, 1980 and 1990 Census, 
women sampling units the study intended to simulate year by year each of their 
life events.  Each year, based on the probability formulas derived above, the 
study generated a uniform random variable, and if it exceeded the probability 
assigned to that event (marriage, employment, etc.) then the woman sampling 
unit took on that demographic. Each sampling unit was followed until death 
(also simulated by considering mortality on a yearly basis for a woman with the 
simulated life event stream).  This entire procedure is executed via SAS code.  
Then, Social Security benefits were calculated based on this multiple decrement 
model. 
 
 
3. Financial Impacts on Women  
 


Based on the projected women population demographics, the Social 
Security benefit payoff was analyzed for the woman population according to the 
current rule, and some alternative rules in this section.   
 


At present, our model only looks at retirement, survivor and disability 
benefits for workers which in 1999 comprised 88.4% (39.4 million) of those 
eligible to draw on Social Security, the remaining 11.6% (5.2 million) being 
children and parent benefits (see Table 3.C6, page 126, of the Social Security 
Bulletin in the Annual Statistical Supplement, 2000, 
http://www.ssa.gov/statistics/Supplement/2000/supp2000.pdf).  In order to 
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compute benefits the average indexed monthly earnings (AIME) of a woman 
sample unit is needed, along with items related to her marital status.  Then, the 
rules set forth in the Social Security Handbook (http://www.ssa.gov/) are used to 
determine the amount of payment.  Outlined below are the six categories to 
which women recipients were relegated.   
 
Average Indexed Monthly Earnings 
 


The average indexed monthly earnings (AIME) is an indexed earning used 
as a base to calculate the Social Security benefits.  The average is the result of 
dividing the sum of the 35 highest amounts by the number of months in 35 years. 
 


To calculate AIME, the study used Census files that contain information 
on earnings.  In 1960 about 30% of women reported zero income.  In 1990 that 
figure dropped to nearly 10%.  Many of these women were not employed that 
year and the model will tend to leave those women unemployed (see Section 
2.6), but it is still necessary to have a monetary figure available for the few years 
that these women were in the work force.  In this case, RAND’s model was used 
to determine income, w


xI  in 1990 for a woman based on factors such as age, 
marital status and household size.   
 


h) a(9.3733 +++= marryw
x eI  , 


 
where a represents the increment of age (i.e. x): 
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and marry depends on the marital status of the woman: 
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where n is the number in the household: 
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=
otherwise
marriedif


n
1
3.2


.   


 
Based on the consumer price indices (CPI) for 1960, 1970, 1980 and 1990 of 


18.22, 24.33, 52.76 and 81.81, respectively, each of these income numbers were 
anchored to the woman at age 30.  When working with the woman sample unit, 
five was subtracted from the number of years she worked as stipulated for AIME 
calculations allowing up to a maximum of 35 years.  It was decided that those 
years would be centered on the age of 48.  Using the 30-year-age income each 
working year’s salary was indexed by relying on a 4% year-to-year general 
population salary growth.  This percentage was determined by referring to the 
national average wage indexing series provided by SSA office (see the SSA Web 
site http://www.ssa.gov/OACT/COLA/AWI.html#Series). The AIME for a 
woman was then computed by taking her lifetime-indexed earnings and dividing 
by 420 months.  Her husband’s (as appropriate) AIME was calculated in the 
same manner but with his 30-year-age income equal to his wife’s income divided 
by .7. 
 


The basic Social Security benefit is called the primary insurance amount 
(PIA). Typically the PIA is a function of AIME.  PIA is the sum of three separate 
percentages of portions of the average indexed monthly earnings. The portions 
depend on the year in which a worker attains age 62, becomes disabled before 
age 62, or dies before attaining age 62. The formula changes annually.  For 2001 
these portions are the first $561, the amount between $561 and $3,381 and the 
amount over $3,381.  The 2001 computations for Social Security benefits are 
based on 90 percent of the first $561 of AIME plus 32 percent of AIME of $561 
through $3,381 plus 15 percent over $3,381 up to a maximum for an individual at 
age 65 of $1,536.  For ease of computation the PIA was approximated by a 
quadratic curve:  
 


2AIME.000391-AIME.493367140.3317 +=PIA . 
 


The fit is good with an R-square of .991.  The above formula was used to 
generate benefits for the woman and her spouse, if married, in the proxy 
population. 
 







 


19 


Benefits Allocations 
 


Social Security benefits vary with health, employment and marital 
situations.  Now it is necessary to classify the proxy population and assign each 
woman to one of the following six classes:  


 
1) divorced where no marriage lasted 10 or more years,  
2) divorced where a marriage lasted at least 10 years,  
3) currently married, 
4) widowed,  
5) single or  
6) disabled.   
 
Each of these classifications receives a different benefit allocation: Those in 


the first class receive benefits based solely on her own earnings.  The second 
category of woman draws the maximum of hers and the divorced husband’s 
benefit.  To a currently married woman, the study apportioned either half of the 
sum of the couple’s benefits or half of 1.5 multiplied by the maximum of each of 
the couple’s Social Security stipend, which ever was larger.  For women who are 
widowed, the maximum of hers or her deceased husband’s benefits were 
allocated.   
 


Finally, to the single or disabled woman, benefits were assigned based 
only on her earnings. Benefits were assigned to a disabled woman only if she was 
employed at least half of the years preceding her disability.  Also, we have 
assigned full benefits to persons 64 and older rather than deal with the two-
tiered allocations to those aged 62–64 and those 65 and older.  Additionally, the 
paper has not yet accounted for the recent policy changes that delay the age for 
full retirement.   
 
Financial Impacts of De-coupled Allocation 
 


As indicated in the beginning of the paper there are several inequities in 
Social Security allocations.  One problem lies in the reduction of a couple’s 
income when a spouse dies.  Social Security policy works to the disadvantage of 
working couples who have comparable levels of earnings.  When one person in 
the couple dies, the remaining spouse will lose one-third to one-half of his or her 
joint benefits.  When earnings are more lopsided the reduction is limited to one-
third.   
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In the following, the LL model is used to show that those earners with 
more equal levels of benefits are most likely to be the poorer persons in the U.S.  
Thus the survivor of the poorest couples is most likely to suffer when the spouse 
dies, and due to lower female mortality this is also likely to be a surviving 
woman. 
 


Let S be the amount of smaller benefit, and L be the amount of larger 
benefit for a working couple.  Under the current policy, the couple will draw the 
maximum of 1.5L and S+L, while the survivor will only draw the maximum of S 
and L. 
 


Define: 
 
 
 


When r is smaller than one-half, then the benefit that the living couple 
draws is 1.5L while the benefit for the survivor (if one of the couple dies) is only 
L.  The result is a one-third reduction in the benefit payoff.  In the case when r is 
larger or equal to one-half, S+L will be larger than 1.5L and possibly as big as 2L.  
Paying L to the survivor reduces the benefit amount by at least one-third, and as 
much as one-half. 
 


Now look at married couple recipients in the year 2001 and examine the 
correlation between their current benefit amount and the ratio r.  The finding 
shows a correlation coefficient of -.73.  This indicates that those with a higher 
value of r (i.e. having more equal AIMEs) tend to have lower overall Social 
Security benefits.   
 


The above analysis supports the study’s statement that the survivor, most 
likely a woman, of poorer couples will tend to see a larger proportional reduction 
of her Social Security benefits upon the death of her spouse.  
 


Now examine some possible changes of policy in the computation of the 
survivor benefit, and assess the cost and distributional consequences and 
antipoverty impact of the change. Consider the de-coupled allocation policy, 
which involves changing the current benefit loss ranging from 33–50% upon 
spousal death to 40% in order to redistribute wealth and to help alleviate poverty 
of elderly widows.  
 


.
L
Sr =  
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Under current law, there is a notable difference between the poverty rates 
of non-married versus married women that holds across all age groups. For all 
benefit categories, married women are much less likely to reside in poor families 
than are non-married women.  The poverty rate of female divorced-spouse 
beneficiaries is also markedly higher than for all other beneficiary subgroups 
except for non-married retired workers aged 62–64.  
 


The de-coupled allocation policy change would be an attempt to 
redistribute the benefits paid to surviving spouses.  Since in 2001 those drawing 
the largest payments were those who received the smaller proportional 
reduction, a flat 40% reduction seems to be a reasonable policy change.  To 
ascertain the overall impact to the Social Security entitlement program it is 
necessary to compare several facets: the change in the median expenditures for 
the entire program, the change to the survivors’ median payments and the 
manner of the redistribution. 
 


The median monthly expenditure based on the LL model for all recipients 
is $707 in the year 2001.  The median for widows was $675.  Under the proposed 
de-coupled allocation policy, the median monthly expenditure for widows 
increased by $3.  However, since the proportion of the widows is small in the 
group, the monthly median for all recipients remained the same.   
 


Figure 1 shows our analysis in benefit changes due to the proposed de-
coupled allocation in year 2001.  It displays how changes in Social Security 
benefit rules affects widows in different parts of the income distribution.  


 
Figure 1.  Benefits Under De-coupled Allocation in the Year 2001 
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Viewing figure 1 the paper notes that there has been an actual alteration in 
individual allocations while maintaining aggregate benefit amounts.  In Figure 1, 
the solid line represents no change of benefits.  One can see that the lower 
amount recipients would have some increase to their monthly income since they 
lie above the line.  For the most part, those receiving more than $900 monthly 
would have a reduced amount allocated under the de-coupled allocation policy.  
The analysis reveals the effectiveness of the de-coupled allocation in improving 
the economic well-being of women of lower-income status. 
 


Now the model is used to project benefit allocations beyond the year 2001.  
As explained above the study used earnings inflation of 4%.  To compute Social 
Security payments the 2001 approximating quadratic equation was relied on 
with the alteration of an inflationary shift using a 3% per year increase.  This 3% 
increase reflects the historical Consumer Price Index from 1984 through 1999. 
 


The median monthly expenditures based on the LL model for 2020 for all 
recipients were $1,251.  The median for widows was $1,483.  Under the de-
coupled allocation policy, the group would see a slight $2 decrease in the 
monthly median due to the overall drop of $53 in median payments to widows.  
Figure 2 shows the projection of benefit changes due to the proposed de-coupling 
allocation in the year 2020.   Viewing Figure 2, again there has been a 
redistribution of benefits among widows. 


 
Figure 2.  Benefits Under De-coupled Allocation in the Year 2020 
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The year 2020 projection indicates that most of the lower earners will 
receive some relief.  The middle-income widows, those who receive Social 
Security payments near the median, are allocated with certain increases in benefit 
payout.  This occurs mainly because of the substantially demographic change of 
the U.S. women population from 2001–2020.  For the analysis of demographic 
change, the subcategories of women were examined and compared in the years 
2001 and 2020.   
 


The most notable difference was in the percentages of the group of 
married couples and the group of divorced women.   In 2001 the retired/married 
group constitutes 62% of the Social Security recipients with the divorced/retired 
women being 15%.  By the year 2020, the retired/married group decreases to 50% 
while the divorced/retired women group increases to 22%, respectively.   
 
The above percentages lead the study to infer that marriages last for a shorter 
duration and women will be working for relatively more years out into the 
future.  This means that the lopsided earnings structure observed in 2001 will not 
be as prevalent in 2020. The correlation between their current benefit amount and 
the ratio between the minimum and maximum earnings will no longer be 
negative.  By 2020 the equality in earnings will no longer be an indicator of a 
couple being in a lower income bracket.  So the de-coupled allocation policy will 
not serve as well to redistribute an inequitable allocation.   
 
In summary, the results show that the proposed de-coupled allocation improves 
the economic circumstances of the poor at the present time but might have less 
impact on women in the future due to changing demographics.  
 
 
4. Model Validation 
 


For model validation purposes, a 10% sample of proxy woman population 
was used.  The validation figures reported here are for the 3,376 data vectors. The 
validity must be checked in two manners: the proxy population must adequately 
represent the entirety of U.S. women and the monetary Social Security benefits 
must match the actual expenditures. 
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4.1 Proxy Population Representativeness 
 


Due to the availability of comparative figures, the study settled on 
projecting life events for each woman sample unit through the year 1995.  The 
youngest woman in the data vectors then would be 35.  Using data from the 1995 
Statistical Abstract (Table 14: Resident Population, by Age and Sex: 1970–1994) 
there were 66.86 million women of these ages in the U.S..  Out of the 3,376 
women sample units, 1,979 were alive in 1995.  According to the discussion in 
section 2.1, this was designed as a 1 in 30,000 sample.  That means the number of 
women of this age was 1,979*30,000 = 59.4 million.  This was close (about a 10% 
error) to the actual population.  Table 4 summarizes the percentages by age 
bracket.  It shows that the proxy population mimics very closely the real 
population. 
 


Table 4 
Comparing Percentage of Population of U.S. Women 


 
Age Proxy 1995 Actual Data 


35-39 19 16 
40-49 29 28 
50-59 18 19 
60-74 24 24 
75+ 10 13 


 
Also, the racial proportion was checked, specifically the number of black 


women in this 1995 proxy population.  Of the 1979 women still alive from the 
extraction, it was noted that 10.9% of them were black.  This is close to the 10.5% 
reported by the CDC via its WONDER data inquiry system (see 
http://wonder.cdc.gov).   
 


Next, the mortality ratio was examined.  Of the 1,764 non-black women 
alive in our 1994 proxy population, the simulation reveals a rate of .0198 per 
thousand.  And the death rate for non-black women in this age range was .0161 
per thousand according to the WONDER data. 
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Finally, the study looked at marriage rate statistics and found that the rate 
was 9.1 per thousand in 1994 (Monthly Vital Statistic Report, Vol. 43 No. 13, 
October 23, 1995, published by the Centers for Disease Control) and the study’s 
1995 rate was 9.6.  


Based on these checks, the proxy population mimics the U.S. women 
population with enough accuracy to conduct benefits projection of the future 
years.  
 
4.2 Verifying Benefits Matching 
 


The most recent data accessible from the Social Security Administration is 
their Social Security Bulletin, Annual Statistical Supplement, 2000.  Tables 3C.6-8 
contain data that were used to verify the model’s benefit assignment 
methodology.  In March 1999, 21.5 million women were receiving Social Security 
benefits.  Among them, about 9.5% of the recipients were disabled and under age 
65, and 5.9% of the recipients were widows and widowers.  The median annual 
benefit amount for each recipient was $8,170 (a 1998 figure).   
 


A benefit analysis for 2001 determined that out of 3,376 women sample 
units 597 were drawing Social Security.  This is a good match since 597*30,000 is 
17.9 million (but this does not account for those with child or parent benefits and 
thus not all 21.5 million recipients will be accounted for).  Of the 597 recipients 41 
are disabled (6.8%) and 29, or 4.9%, are widows.  The entire group of recipients 
had a median annual benefit amount of  $8,484.  Since this is a 2001 figure from 
the LL model it should be reduced by COLA percentages (which are figured at 
three percent per year) so that $8,484 in 1998 dollars would be $7,764, also 
underestimating expenditures a bit. 
 


These figures were close to actual values when employing the LL model.  
Particularly, the study primarily wanted to analyze comparisons of dollar 
allocations under proposed policy changes.   
 
 
5. Summary and Discussion 
 


This paper presented a preliminary result of a scientific analysis on the 
impact of changing Social Security’s benefit structure on women’s economic 
condition.  This was accomplished by building a multiple decrement model for a 
proxy population of U.S. women.  Evaluating policy proposals for women’s 
Social Security benefits is a complicated process because those benefits depend 
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on complex interactions among women’s lifetime earnings patterns, marital 
histories, and the correlation between the earnings histories of married women 
and those of their husbands.   


 
Many simplifying assumptions were made in order to handle efficiently 


differing life event situations during the simulation.  Based on the model, the 
effect of changing some of the current SSA policy was studied, such as the de-
coupled allocation.  Then model outcomes were validated via the actual 
population and the Social Security benefits payoff.  In spite of adopting many 
gross aggregating characterizations of individual women sample units, the LL 
model worked well and matched both population numbers and benefit amounts.   


 
One of the examples of future study using the LL model is to analyze the 


spousal credit sharing for a working couple proposed by Greenspan (1983).  It 
combines a couple’s earnings and divides the credits between them. If they 
divorce, each half of the shared earnings or benefit is portable, so many of the 
inequities faced by two-earner couples are removed along with the arbitrary 10-
year rule. 


 
During the past several decades, there have been striking changes to the 


factors that affect women’s retirement income.  For example, women’s wages 
(relative to men’s) have been steadily increasing due to various causes.  The 
trend in the labor force activity of women suggests that in the future a higher 
proportion of women reaching retirement age will be eligible for their own Social 
Security retired-worker benefits.  Therefore, the fraction of women entitled as 
spouse-only beneficiaries will decline.   


 
Marriage patterns have also been changing. The increased incidence of 


divorce and the lower propensity of women to enter marriage would lead to a 
smaller proportion of women near retirement age qualifying for secondary Social 
Security benefits of any type.  Additionally, the average wife/husband earnings 
ratio within couples, which determines the type and level of Social Security 
benefit a woman will eventually receive, has also been redistributed.   


 
The analysis explored the economic impact of potential Social Security 


benefits policy alteration due to the changing demographics in our society.  For 
further study, the LL model can be used to evaluate all potential Social Security 
policy.  De-coupled allocation example indicates the urgent need for dynamic 
change in the Social Security Benefit policy.  
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Abstract 
 


This paper explores the relationship between the Wealth Transfer Index 
(WTI), a statistic defined by Brown and Bilodeau (1999), and retirement age, 
which is the age at which the workers in an economy cease to be economically 
productive. Appropriately expressed as ratio of consumption demand to labor 
productivity, the WTI is a barometer for the demand for wealth placed on the 
workers of an economy. This paper explains why a relationship between this 
statistic and retirement age must exist. Using Canadian historical median 
retirement age data compiled by Statistics Canada and calculated values of the 
WTI for the same period, three linear regression models are fitted. The 
conclusion from this analysis is that there is a strong positive correlation between 
the WTI and average retirement age.  
 


This paper also briefly looks at the well-documented demographic shift 
expected to occur in Canada because of the baby boom-baby bust tidal wave. The 
aged dependency ratio is expected to increase dramatically, reaching 45% in 
2036. A practical application of the WTI model suggests that the baby boom 
cohort may experience a rise in the normal retirement age in the period 2017–34. 
They will, in effect, be forced to retire at ages that will allow for an “acceptable” 
transfer of wealth from the workers to dependent Canadians. Using one of the 
fitted linear regression models and projected values of the WTI, the paper then 
projects the median retirement age to 2041 for Canadian workers. The paper 
concludes by speculating on how the marketplace might respond to higher 
retirement ages. 
 
 
Introduction 
 


In an economy it is the labor force that produces the goods and services 
demanded by consumers, both productive and unproductive. Through large-
scale macroeconomic wealth transfer schemes such as social security, education, 
unemployment insurance, and national health care, wealth is redistributed from 
the workers to the beneficiaries of these schemes. The redistribution is 
accomplished by means of the sale of assets by retirees (e.g., pension asset 
liquidation), taxes on the worker’s earnings, social security contributions, 
charitable donations, and voluntary altruism. 
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 Brown (1999) argues that there is a limit on the demand for wealth 
transfer that can be borne by the workers in an economy. He maintains that the 
economy has “self-adjusting” mechanisms (acting through the government, 
employers, individuals, or economic forces) that always ensure that, at any given 
time, only an “acceptable” demand for wealth by dependents can be placed on 
workers. One way to maintain an acceptable balance is a shift in the average age 
at which a worker retires (i.e., ceases to be economically productive). Workers 
will retire at the earliest age that is “affordable” in a macroeconomic sense. 
 


This paper attempts to validate this argument by using a statistic called 
the Wealth Transfer Index (WTI), which measures the relative demand for 
wealth placed on the labor force by youth, unemployed, and aged. Using 
Canadian data, we show that a strong positive correlation between the WTI and 
average retirement age does in fact exist, thus supporting the hypothesis that the 
average retirement age of a given population will shift to allow for a stable 
wealth transfer from the workforce to all dependent Canadians. The paper 
concludes by projecting the average age at retirement for the Canadian working 
population for years to 2041, using historical retirement age data from Statistics 
Canada, average rates of productivity improvement, and forecasted values of the 
WTI for years to 2041. 
 
The Wealth Transfer Index 
 


The WTI, developed by Brown and Bilodeau (1999), is a statistic that 
measures the relative supply of and demand for wealth among the Canadian 
population. It is defined as 


 


  WTI =
1.866 × Y( )+ 1×U( )+ 4.636 × A( )[ ]


LF
, 


where Y = Youth, 0–19 
 U = Unemployed adults 
 A = Aged, 65 and over, and 
 LF = The employed labor force aged 20–64. 


 
The weights of 1.866, 1, and 4.636 were derived by McDonald and Carty 


(1980, pp. 16–17) for the Task Force on Retirement Income Policy (1979) and 
depict relative wealth transfer weights for the young, unemployed adults, and 
the elderly, respectively. The weights do not have any meaning by themselves—
they are only weights relative to a weight of “1” for unemployed adults. It is 
important to note that the transfers to the aged are almost exactly 2.5 times the 
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transfers to youth. These weights are based on total payments for health care, 
education, unemployment transfers, and retirement income security made by 
any government (federal, provincial, or municipal). Although this does not 
represent the totality of dependency costs, it does capture the key 
macroeconomic indicators. It should be noted that a factor for productivity 
improvement should be included in the denominator for comparisons of wealth 
transfers over a period of years. For example, even if the demand for goods and 
services by dependants were to grow, the increased demand for wealth transfer 
could be met if the workforce became more productive. 
 


There are problems with the use of this index as is. First, the study on 
which the weights are derived is now 20 years old. It is true that in 1982 Foot 
(1982, p. 135) corroborated the weights (and suggested that, in the United States, 
the ratio of transfers to the aged would be about three times the transfers to 
youth), but no later data exist. There are many reasons that over this 20-year time 
span the weights would have shifted. Educating the young has become more 
expensive, as has health care for the elderly. Some social security payments (e.g., 
Old Age Security and the Guaranteed Income Supplement) are indexed to 
inflation, whereas others (e.g., the Canada/Quebec Pension Plans) are indexed 
(prior to retirement) to wages. Further, ad hoc amendments to all of these plans 
have taken place over this 20-year period. At the end of the day, however, these 
data are all that are available. Thus, we argue that we should continue the study 
as outlined. 
 
 
Canada: Demographics and Implications for the Future 
 


The Canadian baby boom-baby bust demographic profile has been well 
documented. The rise in birth rates during the 1950s and early 1960s coupled 
with the dramatic decline in these rates in the 1970s will shift the population age 
structure over the coming years. Exacerbating the rise in the number of seniors in 
Canada is the fact that life expectancy is increasing (see Table 1). Figure 1 
outlines the historical and projected distribution of youth, adult, and aged in 
Canada to 2100. Clearly, this “aging” of the population will create a heavy 
demand for wealth transfer from the workers to the elderly, which could create 
pressure for an increase in taxes and other contributions from the workers’ 
earnings, all else being equal. 
 


Table 1 
Life Expectancy in Canada (1931–1994)* 
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 At Birth At Age 65 At Age 75 


Year Male Female Male Female Male Female 
1931 60.0 62.1 13.0 13.7 7.6 8.0 
1951 66.3 70.8 13.3 15.0 7.9 8.8 
1971 69.3 76.4 13.7 17.5 8.5 10.70 
1991 74.6 80.9 15.7 19.9 9.6 12.50 
1994 75.1 81.1 16.1 20.1 9.9 12.70 


* These are period life expectancies based on the q’s experienced in the reference 
year, without projection. 


Source: Statistics Canada, 1986, 1995a, 1997. 
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Figure 1 
Distribution of Historical and Projected Population by Age Group 


 
 
 
 
 
 
 
 
 
 
 
Source: Office of the Superintendent of Financial Institutions 1998. 


 


 
However, this shift could mean that baby boomers will simply not be able 


to retire at the ages currently accepted as the norm. There are several reasons 
why this might come true. Assume that the massive baby boom cohort attempted 
to retire at ages now accepted as normal. As the baby boomers attempted to 
liquidate their assets, to buy goods and services, these asset prices could become 
depressed. Furthermore, because the much smaller baby bust generation is now 
the only source of labor, production in the economy could suffer a slump, while 
demand for consumption goods and services remains level. The expected result 
would be price inflation. 
 


To the extent that the retirement decision is dependent on the real value of 
assets accumulated versus the current cost of goods and services, then it is clear 
that some baby boomers might be forced to postpone their exit from the 
workforce (see also Schieber and Shoven 1994). Employers, as well as 
governments, would also be expected to provide incentives for later retirement 
because there would be a decline in the supply of labor (Statistics Canada 1996, 
p. 39). In other words, the baby boomers might be forced to adjust to new ages of 
retirement that would continue to allow a constant wealth transfer from a stable 
workforce to all dependent Canadians. 
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Analysis of the Wealth Transfer Index 
versus the Historic Retirement Age 
 


Table 2 gives calculated values for the WTI based on data for the years 
1976–98, yearly productivity improvements for the same period, and median 
retirement ages for Canada for the years 1976–95 (Statistics Canada 1999). 
Statistics Canada has published data on age of retirement only since 1976, so no 
earlier periods could be analyzed. 
 


Table 2 
Median Retirement Age and Wealth Transfer Index 
(Adjusted and Unadjusted) for 1976–1998 


 
 


Year 
 


MRA 
Productivity 


Increase 
 


WTI 
WTI 


Adjusted 
1976 65.00 1.89% 2.962 2.962 
1977 64.92 0.00 2.927 2.872 
1978 65.00 0.00 2.847 2.793 
1979 64.92 0.46 2.747 2.696 
1980 64.83 0.00 2.684 2.622 
1981 64.92 0.92 2.617 2.556 
1982 64.83 2.28 2.721 2.633 
1983 64.67 3.13 2.708 2.559 
1984 64.75 1.73 2.639 2.413 
1985 64.67 −0.43 2.571 2.307 
1986 64.58 0.43 2.515 2.267 
1987 63.25 0.00 2.488 2.232 
1988 63.83 0.00 2.443 2.192 
1989 63.33 0.43 2.441 2.190 
1990 62.92 0.85 2.475 2.210 
1991 62.58 1.68 2.582 2.284 
1992 62.33 0.41 2.636 2.289 
1993 61.83 1.65 2.632 2.274 
1994 62.33 1.21 2.605 2.209 
1995 61.75       −0.40 2.583 2.159 
1996  2.81 2.579 2.166 
1997  0.78 2.551 2.073 
1998   2.506 2.017 


Source: Statistics Canada (1999); Brown and Bilodeau (1999). 
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A linear regression model of the average retirement age was fitted against 
the WTI, adjusted for annual labor productivity improvements (see Figure 2). 
The median retirement age for a particular year was regressed on the resultant 
WTI of that same year. Significant overall regression was obtained with an R2  
statistic of 0.55 (see Figure 2).  


 
The regression equation is 


IndexTransfer  Wealth Adjusted3.47 + 55.40 =  (years) Age RetirementMedian × . 
 


A second regression model—also accounting for labor productivity 
improvements in the calculation of the WTI—was fitted (see Figure 3). The 
median retirement age for a year was regressed on the WTI lagged six years: that 
is, the retirement age of year t was regressed on the WTI of year t−6. Results for 
this model were impressive, with an R2  statistic of 0.91. The obtained regression 
equation is 


Median Retirement Age (years) = 52.77 + 4.22 × Adjusted Wealth Transfer Index (lagged) . 
 


Figure 2 
Model 1, 1976–1995 
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Figure 3 
Model 2, 1982–1995 


Overlay Plots of Actual versus Predicted 
Average Retirement Age for Canada 


with Lagged WTI 
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This could take years. Finally, after a response decision has been reached, time 
would be required for implementation of the suggested course of action. For 
example, if the WTI declined, it might be possible for governments to lower 
taxes, for manufacturers to lower prices, or for employers to enhance pension 
benefits. Any of these actions would allow earlier retirement. 


 
As a second example, with the impending demographic profile where the 


baby bust generation will be the source of labor, it might be expected that both 
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into his or her retirement decision. Thus, a six-year time lag is completely 
plausible. 


 
Finally, a linear regression model that did not account for labor 


productivity improvements was fitted using lagged values of the WTI observed 
during the period 1976–95 (see Figure 4). The results show that the regression is 
still significant ( R2 = 0.84) and that the WTI is a useful predictor of the median 
retirement age (although not as good as model 2). The regression equation is 


Median Retirement Age (years)  = 46.77 + 6.24 × Wealth Transfer Index (lagged 6 years) . 
 


Figure 4 
Model 3, 1976–1995 


Overlay Plots of Actual versus Predicted 
Average Retirement Age for Canada 


Ignoring Productivity 
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age. 
 


O v erlay -R etirem en t ag e, actu al an d  exp ected


61 .5


62


62 .5


63


63 .5


64


64 .5


65


65 .5


66


19
76


19
78


19
80


19
82


19
84


19
86


19
88


19
90


19
92


19
94


year


A
ge Expected


Actua l







11 


Projections on Future Retirement Age in Canada 
 


The previous section provides a model (model 2) with which to project the 
retirement age in the future. To this end, we also need to project the WTI in the 
future. Statistics Canada (1994) has projected the 1993 Canadian population to 
2041 under four different sets of assumptions (low-growth, medium-growth, and 
two high-growth projections). This paper employs the medium-growth 
projection (projection 2); it is considered to be the most realistic, and Brown and 
Bilodeau (1999) used the same assumption in their paper. These data provide us 
with information on the number of young (ages 0–19), adult (ages 20–64), and 
elderly (ages 65 and up) in Canada to 2041. 


 
To determine the number of employed and unemployed adults, we use a 


method similar to Brown and Bilodeau (1999). Historical participation rates and 
unemployment rates for various age and sex groups are available from Statistics 
Canada (1984, 1989, 1995b) to 1994. We then use an ARIMA1 time series 
methodology to project these rates to 2006, after which the rates are held 
constant. The participation rates are segregated between the sexes and different 
age classes, while the unemployment rate is obtained for the entire adult 
population. By knowing the number of people in the various age and sex 
categories, the model forecasts the number of employed and unemployed 
Canadians to 2041. 


 
The model assumes an annual increase in productivity consistent with the 


historical increase from 1976 to 1998 (in terms of 1986 dollars). The productivity 
increase during this period has averaged 0.9% compounded per annum (pa). The 
WTI (adjusted) to 2041 is then found using the projected population and 
employment data, with the labor force component adjusted to reflect 
productivity improvements. 


 
Using the six-year lagged regression we obtained in the previous section 


(model 2), we are able to project the median retirement age in Canada to 2047. 
The result is displayed in Figure 5. If the retirement age rises, it is assumed that 
these new workers have the labor force participation rates of those aged 60–64. 


 


                                                 
1 For more information on the ARIMA (Autoregressive Integrated Moving Average) process, see 
chapter 4 of Box and Jenkins (1976). 
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Figure 5 


 
From Figure 5, we can see that the median retirement age is projected 


generally to decrease until 2017, where it reaches a local minimum of 60.3 years. 
After this date, the increase in the number of elderly and the decrease in 
employed adults results in a higher median retirement age as workers must stay 
longer in the workforce to achieve a constant WTI. The increase is projected to 
last until 2034, when the median retirement age is 60.9 years. After that, the 
retirement age again is projected to decrease. In 2041 the median retirement age 
is forecast to be 60.6 years; it will be 60.0 years in 2047. 


 
We also show future projected retirement ages with 1.5% pa productivity 


growth (Figure 6), and no productivity growth (Figure 7). Finally, in Figure 8 we 
show that the annual rate of productivity growth required for no increase in 
retirement age is 1.29% pa. 
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Figure 6 
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Figure 7 
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Figure 8 
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Market Response 
 


This paper has shown that, after 2016, there will be more pressure for later 
retirement than for early retirement. What will that mean for the design and 
administration of employer-sponsored pension plans? One would expect that in 
the normal realm of labor economics, once older workers determine they are a 
scarce and valued commodity, they will bargain for more acceptable work 
arrangements. This might mean higher compensation, but it could just as easily 
mean pension benefits more attuned to their needs. For example, a worker might 
ask to be allowed to work Tuesday through Thursday, and contribute to the 
pension plan, but then take every Friday and Monday off and draw pension 
benefits on those two days. Or, similarly, a worker might suggest a work year 
covering the seven months from April to October during which he or she would 
be employed full time and contribute to the pension plan, but for the months 
from November to March, the worker would be considered “retired” and draw 
from the pension plan. Neither of these arrangements exist today within a 
normal pension plan (in fact, they would not be allowed under the regulations 
for qualified/registered plans), but there is nothing to stop them from being 
created actuarially. 
 


Further, one must become aware of the fact that retirement is not a one-
time, one-day event. Workers do not go from 40 hours a week to full-time leisure. 
It is now estimated that between 30% and 50% of people move into their “final” 
retirement via partial retirement, or use “bridge jobs” from their “career” jobs 
into retirement, and that this process can take up to five years. Further, it is the 
best-educated workers who have been forced to retire early who are most likely 
to return to a bridge job (see McDonald 1996; Burkhauser 1996; Quinn 1997, 
1999). Thus, what is needed is not costlier retirement benefits, but more flexible 
benefits and administration that can be tailored to the needs of the individual 
worker. The day of “one size fits all” should be over. What is needed are 
employers, pension plans, and regulations that allow for a longer-term transition 
from full-time work to full-time retirement. Workers should not have to leave 
their primary or career employer to find “bridge jobs.” They should be able to 
find “bridge jobs” where their skills are most valuable, and this is within their 
career post. To do otherwise is to deny and waste a huge asset, namely, the older 
worker. 
 


Finally, defined benefit plans that are integrated with Social Security (i.e., 
the Canada/Quebec Pension Plans) will have to be cognizant of any future 
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benefit reductions by the government, since, depending on the design of the 
plan, reductions in government benefits would be matched automatically by 
increases in employer-sponsored benefits. In Canada, 82% of pension plan 
members are in integrated plans. 
 
 
Conclusion 
 


There appears to be a very strong positive correlation between the WTI 
and retirement age based on Canadian historical data for the years 1976–95. It is 
plausible that because of the time required for recognition, decision, and 
implementation, the effects quantified by the WTI will be lagged several years 
(apparently close to six years). 


 
The regression model obtained (model 2) was used to project future 


retirement ages. It indicates that the median retirement age in Canada will 
generally decrease from 61.75 in 1995 to 60.3 years in 2017, increase slightly to a 
local maximum of 60.9 years in 2034, and then decrease once again to 60.0 years 
at the end of the projection period, 2047. 


 
This projection of the expected retirement age is consistent with a 


philosophical view that government transfers, including education, 
unemployment insurance, and social security, represent wealth transfer. But 
wealth can be transferred only after it has been created, and then only in the 
amount that has been created. 
 


This paper concludes that, historically, workers have retired at the earliest 
possible age that was affordable given the limits on the potential transfer of 
wealth. The paper further concludes that this will continue to be true, whether 
legislated by government or not. If true, the retirement age experienced by the 
workforce is just another resultant variable in a macroeconomy that must operate 
in balance: that is, the variable “retirement age” is just another balance-point 
variable that will be decided by economic realities, not government legislation. 
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Abstract 


 This paper is concerned with the implications of demographic and labor 
force changes for work and retirement. It discusses the role of gradual retirement 
in introducing flexibility into the range of choices between work and retirement. 
Part I explains the rationale for gradual retirement. Part II discusses some of the 
major barriers and possible solutions to gradual retirement, along with some 
examples of gradual retirement arrangements in both the public and private 
sectors. Part III contains some concluding remarks. 
 
 
Part I: Rationale For Gradual Retirement 


 We begin by reference to some recent news items from abroad. The London 
Telegraph reported that cities across France were choked with demonstrators on 
January 25, 2001, as thousands took to the streets to protect their right to retire at 
age 60. On August 1, 2001, a news outlet (smh.com.au) summarized the 
Australian prime minister’s policy for dealing with a dramatically aging 
population in four words: don’t retire, keep working. These reports reflect the 
dichotomous nature of work versus retirement. French workers’ insistence on 
retiring at age 60 and the Australian leader’s “keep working” policy would be 
tempered, we submit, if arrangements for gradual retirement were more 
prevalent. 
 
 The either-or choice between work and retirement also is implicit in much 
of the discussion of living longer and working more in a recent U.S. book on 
income and the health security of an aging workforce, although bridge jobs and 
phased retirement are mentioned. Three discussants of the chapter by Burtless 
and Quinn (2001) reacted to their suggestion of encouraging older workers to 
delay retirement from different perspectives. Rappaport (2001) centered on the 
employer perspective; Pransky (2001), on the workability point of view; and 
Ghilarducci (2001), on the distributional effects of raising the normal retirement 
age. We argue that much of the concern and debate about postponing the age at 
which full Social Security benefits are paid could be ameliorated if gradual 
retirement arrangements were more available and better utilized. 
 
 Financing retirement is becoming more difficult as the population ages 
and longevity lengthens. Many people in many countries may spend half their 
adult life in retirement, if the current patterns of retirement persist. Consumption 
during retirement may be financed collectively by society and privately by 
individuals and families. Although some people may have under their command 
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multiple means of support for retirement, others do not, and they may therefore 
desire employment as a source of supplemental income. Then there are those 
who may wish to continue work for non-pecuniary reasons. In other words, 
some people need to work, others want to work. 
 
 Whereas some older people doubtless wish to continue in their full-time 
positions, many more would opt for part-time work. However, when faced with 
a dichotomous choice of work or retirement, more people will choose retirement. 
In fact, we hypothesize that there would have been more incidence of gradual 
retirement if systemic and reasonable ways to enable workers to gradually retire 
had been more widely available. 
 
 Since retirement income security is one of the major policy concerns in the 
United States as elsewhere, we will first review the role of employment in 
providing income for people aged 65 or older. 
 
 The metaphor widely used to symbolize the sources of income to older 
people in the United States is the three-legged stool, comprising Social Security, 
pensions, and individual savings. Social Security is designed to provide an 
income protection floor, to be supplemented with pensions and savings. In fact, 
however, employment is another major source of income. 
 
 According to the latest available statistics, the proportions of those aged 
65 and over who received income from these major sources in 2000 were (see 
Table 1): 


• Social Security, 90% 
• Asset income, 59% 
• Occupational pensions, 41% 
 (private pensions, 29%) 
• Employment income, 22% 
• Public assistance, 5%. 


 
These sources of income did not contribute equally to the total income of 


the elderly, however. The relative shares of those sources in the total income in 
2000 were (see Table 2): 


• Social Security, 38% 
• Asset income, 18% 
• Occupational pensions, 18% 
 (private pensions, 9%) 
• Employment income, 23% 
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• Other sources, 2%. 
 
 During the last four decades, important developments have occurred in 
the relative contributions of the various sources from which older persons derive 
income. For the purpose at hand, we will point out that employment as a source 
of income has clearly declined during the past few decades. Whereas 36% of the 
older population had earnings in 1962, only 22% of them did in 2000 (Table 1). 
Although earnings represented 28% of total income of all older persons in 1962, 
they accounted for 23% of their total income in 2000 (Table 2). 
 
 Since the mid-1980s, it should be noted, while employment was a source 
of income to a near constant proportion of older people (20%), employment’s 
contribution to their income rose from 16% or 17% in the mid-1980s to 20% or 
21% in the late 1990s. This has been a significant development over the past 
decade and a half. In 2000, it reached 23%, a level attained in 1976, a quarter-
century prior. 
 
 Although employment has become a more important source of income, 
there is considerable variation among people in different income classes. As 
Table 3 shows, although earnings contributed only 1% of income to the people in 
the lowest quintile of income distribution, they constituted 31% of income to the 
people in the highest quintile. In fact, employment as a source of income 
increases as income levels rise. This bears out the fact that, under current 
employment patterns, white-collar professionals are the ones who could more 
easily arrange for gradual retirement or keep on working full time. 
 
 Proposals to keep people working longer are a policy prescription that 
arises from several factors. A major reason is Social Security’s long-range 
funding problem. Raising the normal retirement age is one way to moderate the 
rise in total benefit payments. However, increasing the normal retirement age is a 
contentious issue, igniting spirited debate. There are legitimate distributional 
concerns about increasing the age at which full benefits begin to be available. 
Gradual retirement may soften the impact of postponing the normal retirement 
age. 
 
 Another factor that leads to the idea of keeping people working longer is 
the projected slower growth in the working-age population. This way of 
mitigating labor force shortages does raise legitimate concerns for certain 
segments of the workforce. Gradual retirement, in our opinion, may provide a 
solution. If older workers may receive partial pensions as they are paid wages for 
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the reduced amount of work under arrangements for partial retirement, then 
people could lengthen their working years without the strain of full-time work 
throughout their careers. 
 
 Before pursuing the possibility of a wider application of gradual 
retirement, it is necessary first to understand the existing barriers that impede 
the adoption of gradual retirement, and then suggest ways of removing those 
impediments. We turn to these tasks in Part II, where we also refer to several 
examples of gradual retirement arrangements. 
 
 
Part II: Barriers and Solutions to Gradual Retirement 
 
Barriers to Implementing Gradual Retirement Programs 


While a variety of gradual retirement practices exist, there appears to be a 
large number of barriers to an employer who might desire, either formally or 
informally, to adopt a gradual retirement arrangement. Many of these barriers 
are legal in nature, but there are also barriers that are economic, cultural, or 
practical. 
 
Legal Barriers 


A prime concern for many employees who would like to retire gradually 
is ensuring adequate retirement income through a combination of wages and 
retirement benefits. Access to retirement benefits, however, is often legally 
conditioned on the employee’s full retirement, which conflicts with the idea of 
gradual retirement. Whether a rule or regulation impedes gradual retirement 
may also depend on the type of retirement plan and may also involve issues 
outside of the retirement plan context. 
 
 Accessing Retirement Benefits Provided under Defined Benefit Plans. Under 
current law, distributions from qualified defined benefit plans are not permitted 
prior to the earlier of termination of employment or the attainment of normal 
retirement age.1 Moreover, there is some question about whether certain defined 
benefit pension formulas (so-called “final average pay” plans) could result in 
reduced benefits if an employee participated in a gradual retirement program. 


                                                 
1 Treas. Reg. sec. 1.401-1(b)(1)(i); Rev. Rul. 56-693, 1956-2 C.B. 282, as modified by Rev. Rul. 60-323, 1960-2 
C.B. 148. 
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Each of these requirements presents its own set of issues when a gradual 
retirement program is considered. 
 
 Termination of Employment. Reducing the number of working hours does 
not by itself constitute a termination of employment that would trigger 
entitlement to a pension distribution.2 Specifically, the Internal Revenue Service 
(IRS) stated that: 
 


Though relatively few authorities have considered whether a 
participant has experienced a separation from service when she 
changes from full-time to part-time employment with one 
employer, such a change apparently would not qualify as a 
separation from service. This is because the employer/employee 
relationship is not completely severed, but is simply modified 
when the employee changes her work schedule.3 


 
 There are ways outside of a formal gradual retirement program to access 
the pension benefits while continuing to work, but these raise other legal issues. 
Under one method, an employer and an employee may enter into a “retire and 
rehire” arrangement in which the employee fully retires, thereby becoming 
eligible to collect a pension benefit, and then is rehired by the employer to 
continue work with reduced hours or responsibilities. According to one survey, 
59% of employers have a policy of rehiring retirees in some type of relationship 
(William M. Mercer 2001). The IRS has ruled consistently, however, that the act 
of retirement must be bona fide. Otherwise, the retirement plan may be 
disqualified under Internal Revenue Code (hereinafter “Code”) section 401, 
which would result in immediate disallowance of all tax benefits of the plan 
benefits. To avoid plan disqualification, some employers may require that the 
employee-retiree wait a period of time—for example, six months—before he or 
she can be rehired. Such a long wait may not be satisfactory to workers who 
would like to continue in their current positions, albeit in a reduced role, and 
may generate administrative complexity for the employer. 
 
 Another arrangement involves the hiring of a retired employee as an 
independent contractor by the employer. Of surveyed companies that rehire 
retirees, 61% will engage the services of retirees as independent contractors 
                                                 
2 See, e.g., Edwards v. Commissioner, T.C. Memo, 1989-409, aff’d 906 F.2d 114 (4th Cir. 1990). Interestingly, 
under Code and IRS rules, working as much as 500 hours in a year will not permit a pension distribution 
even though one may be required to work at least 1,000 hours to accrue a year of service in a pension plan. 
3 IRS Information Letter 2000-0245, September 6, 2000. 
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(William M. Mercer 2001). Because an independent contractor arrangement may 
relieve the employer of certain responsibilities, such as employment taxes, the 
worker’s status as an independent contractor is subject to scrutiny. The 
contractual/employment relationship is governed by common law principles of 
agency, and the IRS has provided guidance by which to judge whether such an 
arrangement is in fact legitimate. A key concept to establishing a legitimate 
independent contractor relationship is that the employer cannot direct the 
manner of performance of the independent contractor, and this requirement may 
be difficult for employers who wish for more control over employees 
participating in the gradual retirement program. 
 
 Normal Retirement Age. As noted above, distributions are not permitted 
prior to termination of employment or attainment of normal retirement age. The 
employer typically sets the plan’s normal retirement age, but it generally cannot 
be higher than age 65. Some of the problems in accessing a pension while still 
working could be resolved by lowering the normal retirement age in the plan. 
However, lowering the normal retirement age presents a separate set of 
problems. 
 
 One problem is the higher cost of providing a benefit that commences at 
an earlier normal retirement age. For example, the value of a benefit equal to 
$1,000 per month commencing at age 50 is more than a benefit of the same 
amount but commencing at age 60. Another issue is possible violation of the 
accrual rules under Code section 411(b), which requires that plans pass 
numerical tests that are designed to prevent excessive backloading of benefit 
accruals, and a reduction in the normal retirement age may change the results of 
these strict tests. Reducing the retirement age only for those who would 
participate in a gradual retirement program may also cause difficulties in the 
benefits, rights, and features test of Code section 401(a)(4) nondiscrimination 
rules.4 
 


                                                 
4 The benefits, rights and features test of Code section 401(a)(4) requires that a plan’s benefit, 
right, or feature cannot discriminate in favor of highly compensated employees. Special 
distribution options under a gradual retirement program and/or different retirement ages (if an 
employer targets gradual retirement to a subset of its employee population) are likely to be 
covered under the requirements of this test such that the distribution would have to pass 
numerical coverage tests (Treas. Reg. 1.401(a)(4)).4 Although a gradual retirement program would 
be open to all who meet the age and service requirement, there generally is a higher 
concentration of highly paid employees in the older age and longer service categories. There may 
also be a higher concentration of highly compensated employees in the occupational categories 
for which the employer wishes to retain employees (e.g., professionals) in a gradual retirement 
program.  
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 A participant working past normal retirement age as part of a gradual 
retirement arrangement may raise additional complexities under the suspension 
of benefit rules.5 The suspension of benefit rules allow a plan to cease payment of 
retirement benefits to a participant who resumes working for their employer 
after distributions have started or who continues working past the plan’s normal 
retirement age if certain conditions are satisfied, but these conditions may make 
a gradual retirement program unattractive to an employer. 
 
 Final Average Pay Plans. Some defined benefit pension plans have benefit 
accrual formulas that base benefits on a worker’s final average pay (e.g., pay 
averaged over the last three years of employment). Participation in a gradual 
retirement program would likely reduce one’s pay at the end of a career, thereby 
reducing a pension benefit under a final average pay plan. Although current law 
prohibits a pension from being reduced because of increasing age or service, 
there is no specific rule that prevents the reduction of a pension benefit because 
of a decrease in final average pay. The IRS stated informally that a pension could 
not be reduced because of a decrease in pay, but many experts in the private 
sector disagree. 
 
 Accessing Retirement Benefits Provided under Defined Contribution Plans. For 
participants in defined contribution plans, there are fewer restrictions on taking 
in-service withdrawals than in defined benefit plans, and this flexibility helps 
employees who wish to participate in a gradual retirement arrangement. Profit-
sharing plans and 401(k) plans may distribute all or a portion of the participant’s 
account balance after a specified number of years, after attainment of a certain 
age, or upon occurrence of an event such as death or disability. There are some 
restrictions, such as a participant’s elective salary deferrals to 401(k) and 403(b) 
plans6 and pre-1989 earnings thereon may not be withdrawn prior to age 59½, 


                                                 
5 DOL Reg. sec. 2530.203-3. Benefits are only suspended for each month in which the participant 
works 40 or more hours, and the plan must provide a specific notice that alerts the participant 
that benefits are being suspended. When the notice requirement is satisfied, the plan sponsor 
may give a participant only the benefit accruals for future service. If the plan does not suspend 
benefits and benefits have not begun, the plan must provide to the participant an accrued benefit 
that is the greater of the actuarial adjustment for delayed retirement or the benefit actually 
accrued for each year of service after the participant reaches normal retirement age. If benefits 
have commenced, the actuarial value of the benefits paid during the year is used to offset the 
additional accrued benefit. 
6 401(k) and 403(b) plans are, generally, retirement plans qualified under the Internal Revenue 
Code that permit employees to make pretax contributions from their salaries. While there have 
been historical and legal distinctions between these types of salary deferral plans, recent changes 
in the law have blurred these distinctions. However, it is still the case that 401(k) plans are 
usually sponsored by private sector employers, and 403(b) plans are sponsored by nonprofit or 
public sector employers or employees. 
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except in cases involving hardship.7 Despite these restrictions, defined 
contribution plans may permit participants to borrow against their account 
balances, and a plan may also allow its participants to take distributions in order 
to avoid a financial hardship. Participants in defined contribution plans, 
therefore, generally (absent other barriers) will find it easier to supplement 
wages from reduced work with retirement income. 
 
 Tax on Premature Distributions. Even when the plan or the tax code permits 
access to retirement benefits, a financial penalty on withdrawals may apply 
regardless of the type of retirement plan. Code section 72(t) imposes a 10% 
additional tax on taxable distributions, unless the participant is over age 59½, has 
separated from service after attaining age 55, or is receiving the distribution over 
his or her life expectancy (or joint life expectancy if married), provided 
employment has terminated. This tax is a clear financial disincentive to 
participation in a gradual retirement program for those under age 59½. 
 
 Limits on Plan Design. An employer may wish to design their retirement 
plan with a provision for gradual retirement. In addition to the restrictions 
discussed above, the Code places limitations on plan designs, and these 
limitations affect the degree to which employers can modify their plans to 
accommodate gradual retirement programs. 
 
 The benefits, rights, and features test of Code section 401(a)(4), mentioned 
above, may require that special features of a gradual retirement program have to 
pass numerical coverage tests in order to ensure that these features do not 
unduly benefit highly paid employees. 
 
 401(k) plans have their own nondiscrimination rules that test the relative 
salary deferrals of highly compensated employees versus non-highly 
compensated employees (the so-called “ADP/ACP tests”). Although 401(k) plans 
might be more favorable for gradual retirement in terms of their ability to 
provide in-service withdrawals, as mentioned above, their specific 
nondiscrimination tests may be difficult to pass if the gradual retirement 
program helps retain highly compensated employees or forces out non-highly 
compensated employees. 
 


                                                 
7 Post-1988 earnings on elective deferrals, employer-matching contributions, and qualified non-
elective contributions (including earnings) used to satisfy the 401(k) nondiscrimination tests may 
not be withdrawn before age 59½ while a participant is still employed. 
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 Distribution forms must be available to participants based on objective 
criteria.8 Thus, employer discretion would be somewhat limited in providing 
distribution options in a gradual retirement program within the retirement plan. 
Another problem with distribution options for a plan-based gradual retirement 
program is that a participant may wish to receive a smaller periodic pension 
benefit while working part time (or in some other reduced capacity) and then to 
increase the pension benefit when fully retired. Current law and plan designs do 
not allow flexibility in benefit payments in order to meet changed circumstances. 
Generally, only a single election is applicable to the entire benefit payable from a 
qualified retirement plan. 
 
 Employers cannot remove a plan benefit that is deemed a “protected 
benefit” under Code section 411(d)(6). If a gradual retirement benefit or feature is 
considered a protected benefit such that they cannot be modified or removed at a 
later date, employers may be reluctant to establish a gradual retirement 
provision in their plans. Moreover, employers likely cannot offer gradual 
retirement benefits as an alternative to additional cash compensation under 
Treasury regulations.9 
 
 Application of ERISA. Gradual retirement programs in the public sector are 
more developed than in the private sector. One example is the growing use of 
deferred retirement option plans (DROPs) in the public sector (see below for a 
fuller description of DROPs), but they are not widely utilized in the private 
sector. One reason for this difference may be the impact of the Employee 
Retirement Income Security Act (ERISA). Drawing on both the tax and labor 
laws, ERISA provides a uniform and comprehensive statutory framework for 
U.S. pension programs. Many public and nonprofit plans, however, are not 
subject to ERISA, and private sector employers may not be attracted to gradual 
retirement until questions over ERISA’s applicability are resolved. In addition, 
ERISA’s framework is fairly rigid when applied to the growing demand for 
flexible work arrangements, particularly by older workers. 
 
 Age Discrimination. Rules outside of the tax code may also raise problems 
for a gradual retirement program. For example, it is not clear whether and how 
the age discrimination laws and regulations would permit gradual retirement 
programs, and this uncertainty may inhibit employers in developing such 
programs. The various age discrimination laws—the Age Discrimination in 


                                                 
8 Treas. Reg. sec. 1.411(d)-4, Q&A 6. 
9 Treas. Reg. secs. 1.401(k)-1(a)(3) and 1.401(k)-1(a)(5)(iv). 
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Employment Act and its amendments and related laws—are quite broad in 
scope, and the federal judiciary is still developing their interpretation. 
 
Barriers Related to Plan Objectives 


Apart from legal rules, there are aspects of pension plans that inhibit 
gradual retirement. Many pension plans were drafted with an eye toward 
inducing retirement by older participants in order to control labor supply and 
costs. While some or all of the underlying demographic and economic 
assumptions might have changed, many pension plan provisions remain 
unchanged. 
 
 Early Retirement Incentives. For participants who have not reached the 
plan’s normal retirement age, the plan’s design may encourage such participants 
to retire fully in order to collect benefits. Many defined benefit plans have 
significant incentives for early retirement benefits, and the early retirement 
benefit is collectible only if the participant completely severs employment. If the 
participant delays retirement past the eligibility date for subsidized early 
retirement benefits, the economic value of the early retirement benefit will 
decline (even if the dollar amount remains unchanged). In a similar fashion, if a 
plan provides a lump-sum payment option, low interest rates may encourage 
retirement because lower interest rates typically result in larger lump-sum 
values. In both cases, the plan design provides strong inducements to retire fully 
in order to collect valuable pension benefits. 
 
 Disincentives to Continued Work. For those participants who have attained 
normal retirement age, plan designs may encourage participants to retire in 
order to avoid the reduction in economic value of benefits. Many defined benefit 
plans commence benefits at normal retirement age. If a participant works past 
normal retirement age, the value of the benefit may decrease because it is 
calculated for commencement at a normal retirement age such as age 65. In 
addition, some plan designs make it difficult to accrue meaningful benefits if a 
participant works past normal retirement age. A participant considering gradual 
retirement may be deterred by the lack of financial reward for continued service 
in the pension plan. 
 
 In addition, reduced benefits may occur in defined benefit plans that base 
benefits on a participant’s final average pay, or at the very least, benefits could 
fail to grow appreciably in spite of an employee’s additional service. This 
reduction in pay often occurs when a person goes from full-time employment to 
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part-time work. Under final average pay plans, the participant’s benefit is a 
function of his or her salary averaged over a period immediately prior to 
retirement, and the reduction in pay due to part-time work would necessarily 
reduce the benefit payable upon full retirement. Although current law prohibits 
a pension from being decreased because of increasing age or service, there is no 
clear guidance that prohibits reductions in benefits due to reductions in final 
average pay.10 
Other Barriers 


There are issues and complexities outside of the legal and retirement plan 
context that may be barriers to gradual retirement. These barriers involve norms 
and the interaction with other programs and institutions. 
 
 Company Paternalism. Company paternalism may hinder the establishment 
of a gradual retirement program. Employers may be concerned that early 
distribution of benefits through a gradual retirement program may weaken 
retirement income security for its workers. This would be particularly true with 
defined contribution plan benefits, which may not be sufficient in amount for 
long-lived participants. 
 
 Employer Flexibility. The fostering of employee expectations could also 
inhibit gradual retirement. Employers may view gradual retirement as a 
program to deal with changing labor supply such that they wish to retain as 
much flexibility as possible in its design and operation. However, the offering of 
gradual retirement may be viewed by employees as a beneficial plan feature that 
should not be modified. If employers sense that they have little ability to modify 
gradual retirement programs in order to respond to changed business 
circumstances in the future, they may be reluctant to offer such programs in the 
first place. 
 
 Health Care. Access to health care for part-time workers and for employees 
who sever employment is a major concern, and this concern could be true for 
those participating in a gradual retirement program depending on how the 
program is structured. Many employers do not provide health care coverage to 
part-time employees (according to the definition of  “part-time” under the health 


                                                 
10 There is some uncertainty on this point. In testimony delivered to the ERISA Advisory Council, 
IRS officials asserted that pensions may not be reduced if final average pay decreases, but there is 
no specific regulatory guidance that supports this assertion. Moreover, witnesses before the same 
panel testified that pensions, in fact, have been reduced and that court cases supported such 
reductions. See the Working Group Report on Gradual Retirement, ERISA Advisory Council, 
November 14, 2000, at http://www.dol.gov/dol/pwba/public/adcoun/gradualr1.htm.  
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plan’s eligibility rules). For terminating employees, the Consolidated Omnibus 
Budget Reconciliation Act of 1985 (COBRA) allows an insured worker to obtain 
continued health care coverage for up to 18 months following the loss of health 
care insurance coverage. There could be a large gap, however, between the end 
of COBRA coverage and eligibility for Medicare. Moreover, the cost of health 
care insurance coverage on an individual policy basis is often very expensive or 
simply not available because of health conditions for older workers. Finally, an 
employer may extend health insurance coverage to gradual retirees in much the  
 
same way it extends coverage to regular retirees. The value and cost to the retiree 
of retiree health insurance can vary widely, and a recent federal appeals court 
decision has cast some uncertainty on the future of retiree health programs.11 
 
Possible Solutions for Implementing Gradual Retirement 


A number of things might be done, particularly on the legal front, that 
would facilitate gradual retirement. These actions may include the following: 
 
 Pension Reductions. Pension law and regulations should clarify whether a 
defined benefit pension based on final average pay could be reduced if a 
participant’s salary is reduced because of participation in a gradual retirement 
program. If pension law is clarified to permit such reductions, participants 
should be notified if a change in pension benefits will be affected by a change in 
their employment status. 
 
 In-Service Payments. Defined benefit plans, 401(k), 403(b), and 45712 plans 
maintained by an employer, should be permitted to make payments to any 
current employee who qualifies for in-service payments under a gradual 
retirement program. Under such a program, employers could set a “floor” age 
and/or service requirement, such as attainment of age 50 or 25 years of service, 
according to their particular workforce demographics. Legislation that has been 
introduced in the prior 106th Congress, the Phased Retirement Liberalization 
Act,13 would have allowed pension payments to be made to an active employee 


                                                 
11 Erie County Retirees Ass’n v. County of Erie, 2000 WL 1053833 (3d Cir. 2000). The provision of 
health benefits to Medicare-eligible retirees through an HMO, while providing benefits to 
younger, pre-Medicare retirees through a point-of-service plan, can violate the Age 
Discrimination in Employment Act. 
12 For 457 plans, the constructive receipt rule should also be repealed. 
13 H.R. 4837/S. 2853 in the 106th Congress. Senator Charles Grassley and Representative Earl 
Pomeroy introduced the Phased Retirement Liberalization Act. 
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after the earlier of (a) normal retirement age, (b) age 59½, and (c) 30 years of 
service. 
 
 In order to effectuate such payments, an exception from the 10% 
additional tax on early pension payments should be made for benefits paid after 
the attainment of a specified age or amount of service. For example, if an 
employee has attained age 50 or 30 years of service, the 10% additional tax would 
not apply to periodic payments of all or a part of the employee’s benefit that are 
made for the life (of life expectancy) of the employee or for the joint lives (or joint 
life expectancies) of the employee and his or her beneficiary. 
 Relief from Nondiscrimination Rules. Conceptually, it is not a violation of the 
nondiscrimination rules under Code section 401(a)(4) for a defined benefit plan 
to facilitate older employees’ shift to part-time status in a bona fide gradual 
retirement program as long as the applicable plan provisions are available to a 
broad group of employees. Nonetheless, such a program could still fail the 
quantitative tests under the nondiscrimination rules. Because bona fide gradual 
retirement programs are not promoting discrimination in any real sense, a “facts 
and circumstances” test should be permitted under the general 
nondiscrimination rules of Code section 401(a)(4) for gradual retirement 
provisions within a pension plan. More generally, safe harbors and/or special 
rules addressed to gradual retirement programs should be developed. 
 
 Age Discrimination Relief. Congress should direct the Department of Labor 
and the Equal Employment Opportunity Commission to collaborate on a review 
of the application of the age discrimination laws on gradual retirement 
programs. The agencies should also be directed to use their regulatory authority 
to facilitate the implementation of gradual retirement programs while ensuring 
that the protections for older workers are not diminished. 
 
 Unknown Regulatory Barriers. Congress should direct the Treasury 
Department, the Internal Revenue Service, and the Department of Labor to 
review the application of the Internal Revenue Code and ERISA to gradual 
retirement programs in order to identify potential barriers to gradual retirement 
programs. The agencies should have broad authority to provide appropriate 
relief from the various statutory and regulatory provisions that impede the 
development of gradual retirement programs. If the agencies identify barriers 
that cannot be changed by regulatory action, Congress should develop and pass 
the necessary legislation. 
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 It is important that any regulatory guidance provide flexibility for 
employers who sponsor bona fide gradual retirement programs. For business 
reasons, employers will need to retain reasonable discretion to determine who is 
eligible for a gradual retirement program and to modify the eligibility rules as 
reasonably necessary. 
 
 Health Care. To alleviate the barriers to health care for participants in 
gradual retirement programs, some or all of the following might be considered: 
 


• Allow the purchase of Medicare coverage between the ages of 55 and 
65 at a rate that is commensurate with group insurance policies that 
provide similar benefits but without consideration of insurability and 
preexisting condition requirements. 


• Extend the total COBRA period for employees losing coverage after 
age 55 to the lesser of (a) the period of time to Medicare eligibility, or 
(b) the period of coverage with the employer prior to the COBRA 
period. 


• Allow more flexibility for the use of surplus pension assets in funding 
retiree health benefits. One possible use would be to increase pension 
benefits by the amount of individual health insurance coverage. 


 
 Alternative Work Arrangements. The expansion of alternative work 
arrangements in general, regardless of an employee’s age, may in effect foster the 
development of gradual retirement. Currently, more than half of all employers 
currently offer employees flextime, and nearly one-quarter of employers offer 
telecommuting, compressed work weeks, and job sharing (Society for Human 
Resource Management 1999). Although not targeted specifically to older 
workers, these programs may serve as vehicles for gradual retirement, and their 
continued development will serve to promote the expansion of gradual 
retirement. 
 
Selected Examples of Gradual Retirement Programs 
 
 Despite the litany of barriers to gradual retirement recited above, gradual 
retirement arrangements exist today. Although such practices are not common, 
there are indications that the use of gradual retirement is growing. But gradual 
retirement programs vary from employer to employer, and this variation reflects 
the particular circumstances of demography, culture, and economics that face an 
employer. Gradual retirement can consist of reduced hours or schedules, special 
or temporary assignments, consulting work, job sharing, leaves of absences, job 
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transfer, and/or telecommuting (Watson Wyatt 1999; William M. Mercer 2001). 
Below are selected summaries of some current gradual retirement practices. 
These examples are not meant to be comprehensive in scope, but they do 
illustrate the variety of arrangements in effect today. 
 


“DROP” Arrangements. A deferred retirement option plan (DROP) is a 
program under which an employee who would otherwise be eligible to retire 
and receive benefits under an employer’s defined benefit plan instead continues 
working. DROPs are usually offered by state and local government plans. 
Instead of continuing to accrue pension benefits under the plan’s accrual 
formula, the employee has a sum of money credited during each year of 
continued employment to a separate account under the employer’s retirement 
plan. The account earns interest according to a specified rate or based on the 
plan’s underlying investment return. The account is paid to the employee when 
he or she fully retires as a supplement to the benefit earned under the plan’s 
traditional defined benefit formula. DROPs are effective in retaining employees 
who have earned the maximum benefit under the plan as well as for those 
employees who either value a lump-sum benefit or may receive a higher rate of 
return under the DROP than under the traditional defined benefit plan’s 
continued benefit accrual. 
 
 Example: Employee Smith is covered by a local government plan that 
provides that she will receive an annual benefit beginning at retirement of 2% of 
average final compensation multiplied by her years of service. If Smith retires at 
age 60 with 35 years of service and final average compensation of $20,000, she 
would have an annual benefit of $14,000. The plan also permits early retirement 
without actuarial reduction at age 55. If Smith chose early retirement (with no 
change in average compensation), her benefit would $12,000. The local 
government’s DROP permits Smith at age 55 to continue working for five more 
years but to have her compensation and years of service frozen at the level they 
were when she was 55. Her employer contributes $12,000 per year of continued 
employment into a separate account, which earns a competitive return. When 
she retires at age 60, Smith would receive (a) $12,000 per year, plus (b) $60,000 
plus earnings (Calhoun 2000). 
 
 Retiree Pools. A problem to implementing gradual retirement is that 
generally employees must separate from service in order to begin receiving 
retirement benefits. Retiree pools are ongoing and formal programs that can be 
used to provide continued work to retirees on a temporary basis. 
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 Example: A large pharmaceutical and food sciences company offers all 
retirees the opportunity to participate in a retiree pool. The company uses the 
retiree pool to employ retirees to fill in for active employees with prolonged 
absences due to illness, vacation, or when there is a temporary need for 
additional work such as a special project. While not performing the jobs they 
held prior to retirement, the retirees are using the skills earned in their former 
positions. The retiree pool is open to all levels of skill, from clerical to research 
chemists. Compensation is not based on the former position of the retiree but 
rather is based on skill level and the needs of the job assignment. No benefits are 
accrued while on temporary assignment, and health care is provided by the 
company’s existing retiree health program. Only when there are no available 
people in the retiree pool for a particular assignment does the employer go 
outside of the company to hire temporary help (Shopp 2000). 
 
 Job Sharing. A clothing manufacturer provides a job-sharing program for 
its older workers. The 10-year-old program allows eligible employees to work 40 
hours over two weeks and retain full health insurance benefits, prorated vacation 
leave, and the corporate match to their own salary deferrals to the company 
401(k) plan. Eligible employees are factory production and day care workers. The 
program was started in order to retain the skills of older workers when the 
employer was not in a position to offer higher wages. The company has found 
that older workers’ productivity remains high because of the program and that 
workers are conscientious about arranging schedules so that machines are rarely 
idle (Perkins 2000). 
 
 Flexible Work Arrangements. A food and merchandise retailer operating 210 
stores in seven Midwestern states targets older workers for recruitment and 
retention because of labor shortages. Despite the physical nature of the store 
work, approximately 5% of employees are over the age of 60. The company 
actively recruits older individuals by working through job service agencies and 
senior organizations. The employer also seeks to keep older workers through the 
use of liberal work scheduling policies and accommodating special needs. 
Flexible scheduling is permitted on a daily, weekly, and seasonal basis. For 
example, an employee may work in the spring, summer, and fall and still spend 
the winter in Florida. All employees regardless of age have access to training, 
profit sharing, 401(k) plans, and health care insurance, including a continuation 
of medical benefits program for part-time workers over the age of 50 (Meyer 
2000). 
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 Gradual Retirement Benefits in a Defined Benefit Plan. The National Rural 
Electric Cooperative Association (NRECA) is comprised of nearly 1,000 
consumer-owned not-for-profit electric cooperatives. NRECA provides health 
and retirement benefits to over 130,000 rural electric employees in 46 states. The 
NRECA defined benefit plan has provided a gradual retirement option since 
1983 because of the tight labor market in rural America. The plan covers 850 
cooperative employers, who select the benefit level, eligibility requirements, and 
other plan features, such as the plan’s normal retirement age for its own 
cooperative employees. Normal retirement age in the NRECA defined benefit 
plan can be 60, 62, 65, or the earlier of 30 years of service or age 62. About 50% of 
the cooperatives select age 62 as the normal retirement age, while another 35% 
choose the 30 year/age 62 standard. Participants in the plan may elect to receive 
retirement benefits in the month in which the employee reaches normal 
retirement age, while continuing to work. Participants in the gradual retirement 
program continue to accrue a benefit even as the employee draws down on the 
benefit previously earned. In addition, employees retain access to health 
insurance, life insurance, disability insurance, and paid vacation because the 
employee is still active even if he or she is on a reduced work schedule (Dau 
2000). 
 
 Gradual Retirement at a Large University. Universities have led the way in 
developing gradual retirement programs. Although 27% of universities offer a 
formal gradual retirement program, this is above a recent estimate of 16% for 
private sector employers (Ehrenberg 2001; Watson Wyatt 1999). In one example 
that is not atypical, a large, privately supported university allows tenured faculty 
members to reduce their teaching, research, and administrative duties prior to 
full retirement. Generally, the program is available to all full-time faculty 
members after reaching age 55 and holding a full-time appointment at the 
university for at least 10 years. Prior to 1998, the age eligibility requirement was 
60 years of age. Service must be at least half time for one term in an academic 
year but cannot exceed half time over the entire academic year. The university 
continues to provide health and dental benefits. If the faculty member’s 
appointment is for one-half time, the university will make retirement 
contributions in an amount equivalent to the faculty member’s full-time pay, but 
if the appointment is for less than half time, retirement contributions by the 
university are based on 20% of the actual gradual retirement base pay. The 
faculty member may elect to receive retirement distributions during the gradual 
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retirement period. Other benefits, such as life insurance, will be adjusted 
according the ongoing status of the faculty member’s appointment.14 
 
 “Retire-and-Rehire.” The state of Washington passed a law in 2001 that 
permits public school teachers and administrators to return to their jobs up to 
full-time status while retaining pension and health care benefits. If an educator 
has fully retired, he or she may return either part time or full time on a year-by-
year basis once they have been retired at least 30 days. As of November 2001, 
over 500 individuals are participating in the program, which was implemented 
to help relieve a shortage of teachers, clerical staff, and administrators. State 
lawmakers were concerned that retired teachers were simply taking up new 
positions at private schools or accepting teaching jobs out of state (Pohlig 2001). 
 
Part III: Concluding Remarks 
 


To promote gradual retirement whereby older workers may receive a 
partial pension together with current wages (from working less) would require a 
major change in Social Security and occupational pension programs. It would 
also require changing attitudes on the part of employers and workers 
themselves. However, gradual retirement arrangements can have many 
salubrious effects, including easing the concern over the extension of the normal 
retirement age. Gradual retirement via part-time jobs potentially is compatible 
with health promotion, caregiving, and volunteering, self-actualization activities, 
not to mention the benefits to society through continued work by those older 
without necessarily competing against younger people for full-time employment. 
Moreover, we argue that opportunities for gradual retirement should be made 
available to as large a spectrum of workers as possible. In other words, this 
policy change should aim to popularize, universalize, and democratize a practice 
that is heretofore only available to higher-paid while-collar professionals. 
 
 In order to bring about a major shift in employment practices and 
retirement income arrangements such as what we are advocating here, combined 
efforts by employers, unions, government, as well as workers themselves will be 
required. It is not an easy task, but the payoff for individuals and society can be 
quite substantial. 


                                                 
14 The example is based on an informational document that was supplied to the author and is 
entitled “Cornell University Phased Retirement Program for Endowed Faculty,” dated 
May 2, 2000. 
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Table 1 
 


Sources of Income, 1962–2000, Selected Years 


Year 
Social 


Security 
Asset 


Income 
Occupational 


Pensions* 
Employment 


Income 
Public 


Assistance 


1962 69% 54% 18% 36% 14% 


1967 86 50 22 27 12 


1971 87 49 23 31 10 


1976 89 56 31 25 11 


1978 90 62 32 25 9 


1980 90 66 34 23 10 


1982 90 68 35 22 8 


1984 91 68 38 21 9 


1986 91 67 40 20 7 


1988 92 68 42 22 7 


1990 92 69 44 22 7 


1992 92 67 45 20 7 


1994 91 67 42 21 6 


1996 91 63 41 21 6 


1998 90 63 43 21 5 


2000 90 59 41 22 5 


 
*Includes private pensions or annuities, government employee pensions, 
Railroad Retirement, and Individual Retirement Accounts, Keogh plans, and 
401(k) accounts. 
 
Source: Social Security Administration, 2002, Table 1.1. 
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Table 2 
 


Shares of Income from Various Sources, 1962–2000, Selected Years 


Year 
Social 


Security 
Asset 


Income 
Occupational 


Pensions* 
Employment 


Income 
Public 


Assistance 


1962 31% 16% 9% 28% 16% 


1967 34 15 12 29 10 


1976 39 18 16 23 4 


1978 38 19 16 23 4 


1980 39 22 16 19 4 


1982 39 25 15 18 3 


1984 38 28 15 16 3 


1986 38 26 16 17 3 


1988 38 25 17 17 3 


1990 36 24 18 18 3 


1992 40 21 20 17 3 


1994 42 18 19 18 3 


1996 40 18 19 20 3 


1998 38 20 19 21 2 


2000 38 18 18 23 1 


 


* Includes private pensions or annuities, government employee pensions, 
Railroad Retirement, and Individual Retirement Accounts, Keogh plans, and 
401(k) accounts. 
 
Source: Social Security Administration 2002, Table 7.1. 
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Table 3 
 


Shares of Income, by Quintiles of Total Income 
 


Source Lowest Second Third Fourth Highest 


Total Percentage 100 100 100 100 100 


Social Security 82 80 64 45 18 


Pensions* 3 7 15 24 20 


Asset income 2 6 10 14 28 


Earnings 1 3 7 13 31 


Public Assistance 10 2 1 ** ** 


Other 2 2 3 3 2 


 
* Includes private pensions and annuities, government employee pensions, 
Railroad Retirement, and IRA, Keogh, and 401(k) payments. 
** Less than 0.5%. 
 
Note: Percentages may not sum to 100 because of rounding. 
 
Source: Social Security Administration, 2002. Table 7.5. 
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I. Introduction 
 


The nature of work and the workplace has changed significantly over the 
years.  During most of the twentieth century, an employee expected to spend 
most, if not all, of his working life with one employer and then retire with a 
token of a job well done, usually a gold watch, and a small retirement benefit.  
During this same period, an employer relied on long-term relationships with its 
employees, who, after developing valuable skills, often became economically 
irreplaceable.  Moreover, the industrial landscape permitted employees having 
similar skills, craftsmanship, and interests to pursue organized economic 
advancement through the labor movement.  Those relationships further 
enhanced their skills, wages, benefits, and voice in the workplace. 
 


Toward the end of the twentieth century, the nature of work and the 
workplace no longer relied upon long-term work relationships.  Employers no 
longer included in their business models highly skilled and highly compensated 
labor.  Instead, employers often looked outside of the United States for their 
labor needs, often finding cheap non-skilled labor.  This was particularly true in 
the automobile industry.  In response, America’s workforce no longer began to 
expect long tenures with the same employer.  Moreover, changes in technology, 
international competition in labor markets, and employer and employee 
expectations redefined the employment relationship. These changes also 
lessened the role of the labor union in the American workforce.  This was 
crystallized when the Reagan Administration fired 11,000 members of the 
striking air traffic controllers’ union in August 1981.1/ 
 


America’s new generations have achieved additional credentials to ensure 
that their work lives would be in their control.  That change has manifested itself 
in employee mobility and workplace flexibility, which now factor quite heavily 
in the employment relationships of all U.S. industries.  Unlike previous 
generations, the current generation is unburdened by “lifetime” employment, 
free to experiment with unorthodox work arrangements such as telecommuting, 
and unfettered by traditional workdays and workweeks.  With this newly found 
(or perhaps imposed) liberty, though, comes a price: the securities once available 
to traditional workers, however small they may have been, are slowly 
disappearing.  And as might be expected, traditional models concerning 


                                                 
1/The Changing Situation Of Workers and Their Unions, a report by the AFL-CIO Committee on The 
Evolution of Work (1985).   
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employment, retirement, and retirement benefits are fast becoming outdated. 
 


Arguably, more people enter a workforce as a result of traditional 
employment boundaries disappearing.  But many workers—new entrants and 
previously full-timers alike—have been relegated to contingent worker status, 
which, if defined loosely, means a worker who has no expectation of regular, 
full-time employment (typically 40 hours per week).  By some estimates, these 
workers compose approximately 30% of the total workforce.2/ Many of these 
workers work in temporary jobs involuntarily, make less money, and have none 
of the benefits that accompany traditional full-time positions.3/ Clearly, these 
workers would benefit from union representation and collective bargaining.  
Unfortunately, to the extent that workplace efficiency drives workplace staffing, 
the temporary nature of an employee’s work history with an employer makes 
union organizing very difficult because the tenure of many workers is short and 
the workplace experience alienating.4/ 
 
Parallel to the changing dynamics of employment relationships have been the 
evolving ideas regarding retirement.  Many workers now consider “phased 
retirement” instead of a traditional cut-off date that completely severs an 
employment relationship.  In phased retirement, workers do not withdraw 
completely from the workforce, but they work in some form of reduced capacity, 
such as part-time or temporary.  Thus, these “phased retirees” are merely one 
type of contingent worker. 
 


Phased retirees, as well as other contingent workers, are presented with 
unique problems regarding retirement benefits, to the extent that they are 
participants in a defined benefit plan.  Additional benefits may not accrue due to 
the reduction in work hours.  Moreover, benefits may be suspended during 
periods of active work.  Although defined contribution plans have become 
increasingly popular among employers—primarily because they require little 
financial commitment or administration on the part of the employer—many 
contingent workers, union and nonunion alike, seek additional security in their 
retirement.  For these employees, a defined benefit plan may meet their needs 
best.   


                                                 
2/Advisory Council on Employee Welfare and Pension Benefit Plans, U.S. Dep’t of Labor, Report 
of the Working Group on the Benefit Implications of the Growth of a Contingent Workforce (10 
Nov. 1999); see also Richard S. Belous, Symposium: The Rise of the Contingent Work Force: The Key 
Challenges and Opportunities, 52 WASH. & LEE L. REV. 863 (1995). 
3/Jonathan P. Hiatt and Lynn Rhinehart, The Growing Contingent Work Force: A Challenge For the 
Future, 10 The Labor Lawyer 143 (1994). 
4/See The Changing Nature of Work, pp.349-391 (1998).   
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Appropriate amendments to the Employment Retirement Income Security Act 
(ERISA) and the Internal Revenue Code (Code) could permit phased retirees to 
continue to accrue benefits for their active work while receiving a portion of their 
retirement benefit.  In the multiemployer plan context, these changes could also 
provide unions with a significant organizing tool—the ability to offer a defined 
retirement benefit for contingent workers.  Currently, because contingent 
workers work fewer hours, have erratic schedules, and work for several 
employers throughout the year, neither ERISA nor the Code provide defined 
benefit plans the mechanism to offer meaningful benefit accrual and vesting 
schedules for those workers. 
 


To address the needs of phased retirees, this article recommends changes 
to current laws affecting employee benefits, which would provide substantial 
retirement security for these and other contingent workers.  Part II of this article 
describes the players and plans which may benefit from phased retirement.  Part 
III addresses problems that contingent workers confront in obtaining retirement 
benefits.  In Part IV, the rights of contingent workers are examined as they are 
being defined by the courts and the legislatures (Defining The Rights of 
Contingent Workers: Litigation and Legislation).  Finally, Part V recommends 
changes to make multiemployer defined benefit plans work for phased retirees 
and other contingent workers.  
II. The Players And The Plans 
 
A. Unions: Finding Innovative Ways of Reaching the Contingent Workforce 
 


America’s labor movement has always stressed the importance of 
collective activity by workers.  However, America’s labor laws have permitted 
employer intimidation at a level that has significantly harmed union 
representation campaigns.5/  As the labor movement began to make strides in 
overcoming the effects of employer intimidation, the National Labor Relations 
Board (NLRB) began to dissect which employees were and which employees 
were not properly members of a bargaining unit, again attacking the voluntary 
collective action of workers.6/  In fact, the labor laws, which were designed to 
protect employees, have been interpreted to deny employees appropriate 
protections, as well as access to union representation through collective activity.  
                                                 
5/ See Paul Weiler, Promises to Keep:Securing Workers’ Rights To Self-Organization Under the NLRA, 
96 Harvard Law Review 1796 (1983). 
6/See Christopher L. Tomlins, The States and the Unions: Labor Relations, Law and the Organized 
Labor Movement in America, 1880-1960 Cambridge University Press (1985).  
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Over the years, the NLRB has been drawing lines between which 


individuals in the workplace are employees and which individuals in the 
workplace are independent contractors.  Under the “right-to-control” test, an 
employer-employee relationship exists when the employer reserves the right to 
control not only the ends to be achieved, but also the means to be used in 
achieving such ends.  Where a Company controls only the final result sought, an 
independent contractor relationship exists.7/ Although in subsequent rulings, the 
NLRB concluded that the common-law agency test, which focuses on all 
incidents of an individual’s relationship with an employer to determine whether 
or not “employee” status exists, the fact-based analysis of “control” has resulted 
in varying rulings regarding employee status.   
 


Coverage under other employment laws is keyed to an individual meeting 
the definition of “employee.”  Temporary workers referred to employers by 
agencies are typically deemed to be the employees of the referral agency, not the 
employer to who he or she has been dispatched. These referral agencies typically 
do not offer retirement and health benefits to the temporary workers. Moreover, 
because the employer contracting with the referral agency views those 
temporary workers as not being its employees, they are not entitled to the 
benefits the employer has established for its full-time staff.  In this instance, the 
employee must establish that the referral agency and the employer to which the 
employee has been dispatched are “joint employers” to secure coverage under 
the existing labor laws.  However, the process of establishing the facts 
supporting the legal theories favoring contingent workers is expensive and time 
consuming.  Typically, many of the interested workers may be lost in the process. 
 


These legal challenges make union organizing very difficult, although not 
impossible.  In fact the labor movement has had some victories in securing a 
voice for contingent workers. For example, the building trades unions of the 
AFL-CIO have launched a national campaign highlighting abuses of temporary 
employment in the construction industry and have begun organizing temp 
workers to help them win a voice at work. The Atlanta Building Trades Council 
joined forces with day laborers who are suing Labor Ready over the company’s 


                                                 
7/Roadway Package System, Inc. and General Drivers, Warehousemen and Helpers Local 89, 288 N.L.R.B. 
196, 198, 128 LRRM 1016 (1988).  See also Roadway Package System, Inc., and Wholesale Retail 
Food, Distribution, Teamster Local 63, 326 N.L.R.B. 72, 159 LLRM 1153. 







6 


policy of deducting a fee, ranging from $1.00 to $1.99, from workers when they 
redeem their day’s cash wages from the company’s cash-dispensing machines.8/ 
 


Unions are also developing new models of representation for contingent 
workers who, by choice or otherwise, will likely continue to fall outside the 
traditional employer-employee relationship. Last year the New York State 
Psychological Association, a membership association of about 3,300 mostly self-
employed psychologists, affiliated with the New York State United Teachers and 
the American Federation of Teachers (AFT). The unions and the association will 
join forces to advocate legal reforms designed to curb managed care abuse and 
protect professional standards; they are also exploring strategies for providing 
benefits to the association’s members. In addition, the AFT is collaborating with 
Working Today to explore the development of a portable benefits program for 
part-time and self-employed professionals.9/  
 


In Washington State, the Communication Workers of America (CWA) has 
chartered a new local, WashTech, an organization of high tech workers formed in 
the wake of the successful “permatemp” litigation against Microsoft. In addition 
to organizing to win a voice at work for high tech employees, WashTech and 
CWA are lobbying to secure greater protections for all high tech workers, 
regardless of their classification, and are exploring strategies for providing 
benefits and bargaining on behalf of agency employees. AFSCME and OPEIU are 
organizing among self-employed doctors and dentists in several states.10/ 
 


In San Jose, the South Bay Central Labor Council and Working 
Partnerships USA have established Together@Work, a labor-led temporary 
employment agency that aims to raise standards for temporary employment in 
the Valley, thus affecting industry practices, raising the wage floor for low wage 
earners, and providing greater employment stability. Together@Work temps 
earn higher hourly wages than other agencies’ temps and they receive pension, 
health benefits, and training. To ensure quality, Together@Work meets regional 
skills standards prescribed by an employer advisory council.11/  It remains to be 
seen whether this approach will enhance the working life of the contingent 
workforce.    
 
                                                 
8/Statement by John J. Sweeney, AFL-CIO President on New GAO Report Shows Contingent 
Workers Income and Benefits lag.  (July 26, 2000), at http://www.aflcio.org/publ/press2000. 
9/Id. 
10/ Id. 
11/Id. 
12/For purposes of Section IV, an exact definition is not necessary. 
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B. Contingent Workers:  A General Snapshot 
 


Since the early- through mid-’90s there has been no consistent definition 
of a contingent worker.12/  In fact, the definition has broadened to encompass 
many types of employee-employer relationships that are not full-time work. 
Depending upon the categories of workers included in the definition, contingent 
workers have been estimated to account for as much as 30% of today’s total 
workforce.13/  The Society For Human Resource Management simply defines a 
contingent worker as one who does not expect regular, full-time employment,14/ 
while the Bureau of Labor Statistics (BLS) defines a contingent worker as any 
person who holds a job that is temporary or not expected to last.15/   


A liberal definition of contingent worker would include:  
• Self-Employed Workers – doctors, restaurant and shop owners, etc. 
• Standard Part-Time Workers – individuals who regularly work fewer 


than 35 hours a week for a particular employer and are wage and 
salary workers 


• Leased Workers – individuals who work for leasing companies 
• Day Laborers – individuals who get work by waiting at a place 


where employers pick up people to work for the day, such as low-
skilled construction workers 


• Agency Temporary Workers – individuals who work for temp 
employment agencies and are assigned by the agencies to work for 
other companies 
– Direct-Hire Temps – temp workers, such as seasonal workers, 


hired directly by companies to work for a specific period of 
time 


– On-Call Workers – individuals who are called to work only 
as-needed, such as substitute teachers and construction 
workers provided by union hiring halls 


• Contract Company Workers – individuals who work for companies 
that provide services to other firms under contract, such as security 
or computer programming 


• Independent Contractors – individuals who obtain customers on their 
                                                  
13/U.S. General Accounting Office, Report to the Honorable Edward M. Kennedy and the Honorable 
Robert G. Torricelli, U.S. Senate, Contingent Workers, Incomes and Benefits Lag Behind Those of 
Rest of Workforce (hereinafter “GAO Report”) (12 June 2000); see also Belous, supra note 1. 
14/Society For Human Resource Management, What Is Contingent Work?, at  
http://www.shrm.org/foundation/conexcerpt1.html (last visited July 1, 2001).  
15/ Bureau of Labor Statistics, Contingent and Alternative Employment Arrangements (Feb. 1999) 
(considering the following groups: alternative employment arrangement workers, agency 
temporary workers, on-call workers, contract workers, and independent contractors), see 
http://stats.bls.gov/news.release/conemp.nes.htm (last visited June 2001).  
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own and provide a product or service (for example, maids, realtors, 
or management consultants) 


 
 In studying the 1999 BLS Contingent Work Supplement, the General 
Accounting Office made several key findings.  First, as might be expected, 
contingent workers are more likely to have lower incomes than traditional 
workers.16/  For instance, on average, 14.8% of contingent workers belong to 
families with incomes below $15,000, whereas only 7.7% of standard full-time 
workers are similarly situated.17/   
 
 Second, contingent workers are less likely to have health insurance, 
benefits, or employer-provided pensions than traditional workers.18/  To compare 
extremes, only 9% of agency temps have employer-provided health insurance, 
whereas 73% of standard full-time workers are covered under their employers’ 
sponsored plan.19/  Additionally, only 43% of agency temps have any source of 
health insurance, while 88% of standard full-time employees are covered under 
some form of insurance.20/  The statistics are similar for other employer-provided 
benefits.   
 
 Finally, contingent workers are less likely to be covered by key laws 
designed to protect workers.21/  For example, under ERISA, employers are 
permitted to exclude workers from their pension plans who have worked fewer 
than 1,000 hours in a 12-month period.22/  Likewise, the Fair Labor Standards Act 
(FLSA) exempts agricultural employers from the overtime pay requirement.23/   
 
 The Department of Labor (DOL) also analyzed the 1999 BLS Contingent 
Work Supplement.  However, it focused on worker coverage status under 
employer-provided pension plans.  With respect to employee sponsorship of 
plans, the DOL made several findings.  First, the employment rate in firms 
offering plans was 64% for full-time employees, but only 37% for part-time 
employees.24/  Second, 26% of women workers were employed part-time, 
                                                 
16/GAO Report 12.  
17/See Id.  
18/See Id.   
19/GAO Report 22.   
20/See Id.    
21/See Id.  
22/GAO Report 30.  
23/See Id.   
24/Department of Labor, Coverage Status of Workers Under Employer Provided Pension Plans, Findings 
From the Contingent Work Supplement to the February, 1999 Current Population Survey, available at 
http://www.dol.gov/dol/pwba/public/programs/opr/CWS-Survey/hilites.html (last visited July 
2001). 
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compared to only 12% of men workers.25/ Third, only 40% of workers under age 
25 were employed by a firm offering a pension plan, compared to 67% of 
workers age 35 and older.26/   
 
 The DOL also examined pension participation rates and participation 
rates in firms with plans.  The overall pension coverage rate was 51% for full-
time employees and 14% for part-time employees.27/  Those participating 
included 47% of whites, 41% of blacks, 38% of Asian and Pacific Islanders, and 
27% of Hispanics.28/  Regarding earnings levels, pension participation was 3% for 
workers earning less than $200 per week, 54% for workers earning $500-$599, 
and 76% for workers earning $1,000 or more per week.29/ 
 
 Although 75% of workers participated in plans when their employers 
offered them, several barriers, such as eligibility requirements, mandatory 
employee contributions, and low wages discourage or prevent many contingent 
workers from participating in plans.30/  The most common reasons cited by 
employees for nonparticipation, in rank order, include: (1) failed to meet the plan 
service or age requirements; (2) chose not to participate (presumably, workers 
declined employee contribution plans, such as 401(k) plans); or (3) excluded 
because of part-time status.31/   
 
C. Phased Retirees:  A Type of Contingent Worker 
 
 The concept of retirement continues to change.  During this evolution, the 
term “phased retirement” has come to represent the reality that the end of one’s 
work life is no longer sharply defined.  Instead of an employment void, a 
growing number of retirees anticipate retirement that includes some form of 
work.32/  According to a recent survey, phased retirees may reduce their 
workload by performing part-time or temporary work, by reducing their work 


                                                 
25/Id.  
26/Id.  
27/Id.  
28/Id.  
29/Id.   
30/Id.   
31/Id.  
32/American Association of Retired Persons (AARP), Update On The Older Worker: 1997-
Participation Rises and Unemployment Falls  (interest in part-time employment rises with age as 
older workers are more likely than their younger counterparts to work part-time by choice.  For 
example, as of 1997, 39% of working women age 55 or older were voluntary part-time workers; 
the comparable figure for women under the age of 55 was 28%.  Just 23% of older men chose to 
work part-time, but that was the case for only 13% of younger men), at 
http://research.aarp.org/econ/dd33_older.html (last visited 18 July 2001)  







10 


day or work week by performing consulting services, by transferring to different 
jobs within a company, or by taking an extended leave of absence.33/   
 
 Contributing to the popularity of phased retirement is a growing need for 
skilled workers to remain in the workforce, coupled with the desire of many 
soon-to-be retirees to supplement their income, either out of necessity or 
otherwise.34/  For example, employers give the following reasons for 
implementing phased retirement: to retain skilled workers (49%), to allow 
workers to retire gradually (28%), to facilitate training new workers (6%), and to 
control early retirement costs (1%).35/   
 
 Similarly, 80% of Baby Boomers plan to work at least part-time during 
their retirement, whereas only 16% report they will not work at all.36/  Moreover, 
the removal of the earnings cap for retirees between the ages of 65 and 69 is 
expected to encourage recent retirees and those nearing retirement to continue 
working and to help ease employers’ hiring needs in the currently tight labor 
market.37/  
 
 Broken down by industry sector, employers permitted phased retirements 
most often in educational services (36%) and professional/technical industry 
sectors (25%).38/  Following those two sectors were public administration (21%), 
health/social services (18%), and wholesale industry sectors (13%).39/  Eleven 
percent of employers in each of the manufacturing, the information services, and 
the finance/insurance industry sectors allow phased retirement.40/  Lately, in the 


                                                 
33/Watson Wyatt Insider, Phased Retirement: Reshaping the End of Work, available at 
http://www.watsonwyatt.com/homepage/us/new/insider/new/1999/1999_09_06.asp (last visited 
15 July 2001) [hereinafter “Watson Wyatt”]. 
34/While a number of workers look forward to a voluntary semi-retirement, there may be an 
increasing number of workers who will have an involuntary semi-retirement, due to financial 
limitations.  The age of eligibility for full Social Security benefits, commonly referred to as the 
“normal retirement age,” will increase gradually over the next 25 years, from age 65 to 67.  As a 
result, workers may seek part-time employment to supplement income during the years of 
extension or to supplement an early retirement Social Security benefit.  Moreover, some older 
workers who seek employment may be limited to part-time or temporary work, due to health 
restrictions. 
35/See Watson Wyatt, supra note 22.  
36/See AARP Update, supra note 21.  
37/Christopher J. Gearon, Legislation Courts Older Workers, Population Reference Bureau: 
Population Today: August/September, 
http://www.prb.org/pt/2000/August2000/Legislation_Courts_Older_Workers.html (last visited 
March 2001).  
38/See Watson Wyatt, supra note 22.  
39/Id.   
40/Id.   
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utility industry, 7% of employers permitted phased retirement.41/  Given the 
current environment, phased retirement is fast becoming an attractive 
employment option for employers and employees alike.   
 
 It is anticipated that by the year 2010, the labor force growth will approach 
zero and that between now and 2006, the number of workers age 25 to 34 will 
shrink by approximately 9%.42/ 
 
D. Defined Benefit Plan 
 
 A defined benefit plan (germane to this article) is distinct from a defined 
contribution plan (extraneous to this article).  A defined benefit plan is a pension 
plan that provides a fixed benefit to each of its participants.  Such benefit is 
usually determined by a formula based on factors such as the number of years of 
service and compensation.  Generally, plan contributions are made by the 
employer.  Some plans, however, may permit employee contributions as well.   
 
 The primary advantage of a defined benefit plan is that it offers security to 
an employee.43/  Since the benefit is fixed by an actuarial formula, it can be 
determined without regard to swings in economic fortuity.  Moreover, benefits 
from a defined benefit plan are generally paid as an annuity over the life of the 
participant.  Because of these unique characteristics, retirees may rely on their 
benefit and plan their retirement accordingly.  Thus, many retirees prefer the 
assurance that a defined benefit plan affords them.  While phased retirees may 
enjoy the benefit of having participated in a defined benefit plan, the opportunity 
to continue to accrue benefits under such plans is not available.  As for 
contingent workers, they lack the opportunity to participate in defined benefit 
plans.  
 
 In contrast, a defined contribution plan establishes an individual account 
for each participant.  The benefit of such plan is equal to the sum of all 
contributions made to each account.  Often, the employee must make 
contributions that may or may not be matched by the employer.  Since a defined 
contribution plan pays only the participant’s account balance, the participant is 


                                                 
41/Id.   
 
42/See Watson Wyatt, Current Practices in Phased Retirement-Transforming the End of Work, p. 11 
People Management Resources (2001). 
43/ Pamela D. Perdue, Qualified Pension and Profit-Sharing Plans 14-15 (Warren, Gorham & 
Lamont 2nd ed. 1998). 
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responsible for ensuring that the account balance will last for the rest of his or 
her lifetime. 
 
 Agencies that place temporary workers note that designing benefit plans 
for them is difficult because contingent workers remain relatively unattached to 
any particular agency.44/  Moreover, if an employer does provide a plan for 
contingent workers, it will typically be a 401(k) plan, which depends upon 
voluntary employee contributions.  Employers like these plans because they are 
less expensive.  However, since most contingent workers have limited financial 
resources, defined contribution plans make little sense for them.  
 
E. Multiemployer Benefit Plan 
 
 The two types of plans that ERISA permits to be maintained by more than 
one employer are the multiemployer benefit plan and the multiple-employer 
benefit plan.  The ultimate difference between the two is that a multiemployer 
plan is maintained pursuant to a collective bargaining agreement, while a 
multiple-employer plan is not.  In addition, a multiemployer plan allows an 
employee to continue to earn benefit accruals as long as he works for one of the 
employers under the plan.  Due to increasing interest in organizing contingent 
workers, this article focuses on multiemployer benefit plans.45/  Nevertheless, this 
article also recommends action to make multiple-employer plans more viable for 
nonunion contingent worker industries.46/   
 


                                                 
44/U. S. Dep’t of Labor, Report of the Working Group on the Benefit Implications of the Growth of 
a Contingent Workforce (1999), at http://www.dol.gov/dol/pwba/public/adcoun/contrpt.htm (last 
visited July 2001). 
45/Assuming that unionization efforts are successful, plans involving contingent workers and 
several employers will be multiemployer plans, by definition.  To the extent that there are 
contingent workers who are not unionized, they could still benefit under a multiple-employer 
benefit plan.  
46/Defined benefit plans can be attractive even though some industries may not unionize.  A 
multiple-employer benefit plan consists of several employers who sponsor a plan together, but 
none of the workers are subject to a collective bargaining agreement.  Similar to the 
multiemployer plan, a participant under the plan accrues benefits as long as he or she works for 
an employer under the plan.  However, a significant obstacle to the multiple-employer benefit 
plan is that each individual employer must pass nondiscrimination testing.  Treas. Reg. Sec. 
1.413-1(a)(3)(A).  
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 Multiemployer plans can be complex for several reasons.  Politically, a 
board of trustees, which is composed of both employer and union 
representatives, makes decisions by majority vote.  Administratively, activities 
such as disbursing benefits or completing application forms are performed in 
central locations that are usually distant from the locations of some employers.  
Despite such complexities, compliance under ERISA is relatively hassle-free.  
Since the plans must be maintained pursuant to collective bargaining 
agreements, coverage and nondiscrimination testing are only required for 
employees who are not covered by the collective bargaining agreement.  
Moreover, the cost of providing retirement benefits is lower because expenses are 
borne by all of the employers who contribute to the Fund. 
 
 
III. Challenges Confronting Phased Retirees And Other Contingent 
Workers 
 
 Today, employers have a greater incentive to find ways of attracting and 
keeping phased retirees.  The trend towards early retirement has increased, as 
the median age for retirement declined in the United States during the latter half 
of the twentieth century.  During the period 1950-1955 the median retirement age 
for men was 66.9 compared to 62.7 during the period 1990-1995.47/ During the 
period 1950-1955, the median retirement age for women was 67.7 compared to 
61.7 during the period 1990-1995.48/ If that trend continues, employers will 
experience a rapid decline in skilled, knowledgeable, and experienced labor at a 
time when the numbers of skilled individuals entering the labor force is much 
smaller.49/  Phased retirees can provide the necessary skill level in the workplace 
supplementing the gap this phenomenon creates. 
 
 Phased retirement offers many benefits to both employers and their 
employees.  However, many statutory obstacles deter employers from fully 
embracing defined benefit pension plans as a tool to attract and retain phased 
retirees.  Consequently, the potential value that defined benefit plans offer 
employers and phased retirees is made nugatory.  This is especially true for 
multiemployer plans.  Until Congress removes some of the more egregious 


                                                 
47/Employee Benefit Research Institute, July 2001 Issue Brief. 
48/Id. 
49/See Census 200 Data Shows Characteristics of National Population, The Segal Company May 2001 
Bulletin.  The working-age population demonstrates that approximately 35.4% are age 20-34 
versus 49% that are age 35-54.   
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statutory obstacles, the benefits of multiemployer defined benefit plans will 
remain unrealized for employers and phased retirees alike. 
 
A. Employers May Be Less Likely to Provide Benefits to Phased Retirees 
 
 Of primary concern is that employees who continue to work after 
retirement may sacrifice their pension benefits.  Due to benefit plan design 
constraints, phased retirees and other contingent workers often lack the rights 
and privileges available to full-time employees.  For instance, while 59% of full-
time employees were eligible for benefits under their employer’s defined benefit 
plan, only 29% of phased retirees were offered the same deal.50/  This means that 
71% of phased retirees who worked for employers offering a defined benefit plan 
were ineligible to participate in that plan.  
 In addition, employers who permit phased retirement arrangements are 
likely to reduce benefits provided to phased retirees relative to full-time 
employees.51/  For instance, 13% of employers offering a defined benefit plan 
reduced the benefits of phased retirees.52/  Therefore, even though these phased 
retirees continued to work (that is, contributed to their employer’s bottom-line) 
when they could have retired, they were limited to the benefit that they accrued 
when they began their phased retirement.   
 
 Although legislative incentives could move more employers to share the 
pecuniary benefits that phased retirement promises, it is more likely that the 
economic necessities will provide such an incentive.  For example, to ward off 
the trend towards early retirement, the design of the defined benefit plan could 
be changed to provide greater benefits for additional service.  In contrast, defined 
contribution plans, which are driven by investment performance, are more 
difficult to use as leverage to maintain older skilled workers.  
 
B. ERISA Fails to Protect a Phased Retiree’s Accrued Benefit 
 
 Most of the opportunities to make multiemployer defined benefit plans 
more valuable to phased retirees involve amending ERISA.  In general, ERISA 
protects a participant’s right to an accrued benefit.53/  However, if an employee 
who terminates service begins to receive benefit payments under a plan and is 
then re-employed, a plan may suspend benefit payments until the employee 


                                                 
50/See Watson Wyatt, supra note 22.  
51/Id.  
52/Id.  
53/ERISA  Sec. 203(a).  
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reaches normal retirement age.54/  Since many potential phased retirees hope to 
augment their retirement income, this rule obviously works contrary to such 
purpose.   
 
 Under a multiemployer plan, the impact is even more extreme.  For one, 
the plan may suspend benefit payments if the retiree works in the same industry, 
trade, or craft, and in the same geographic area covered by the plan.55/  In 
addition, even if an employee takes several temporary jobs during a year, it is 
unlikely he will earn enough service with any one employer to earn benefit 
accruals,56/ and the inconvenience of moving retirement savings from one plan to 
another is extraordinarily daunting.  Obviously, this rule discourages continued 
employment after the attainment of normal retirement age.  In fact, the rule 
nullifies the benefit of a multiemployer defined benefit plan for phased 
retirement because a phased retiree’s benefit payments are often subject to 
forfeiture under such plans’ suspension of benefit rules.   
 
 Another obstacle is that the rule pertaining to multiemployer plans 
severely limits a phased retiree’s choice of employment and may encourage 
employees departure from a collectively-bargained industry.  Although an 
employee is likely to first consider post-retirement work with a current 
employer, potential forfeiture of accrued benefits may cause an employee to look 
elsewhere for employment opportunities.  Additionally, some plans may 
suspend benefits if a retiree continues to work in the industry from which he 
retired.  As a result, an employer loses, among other things, the opportunity to 
retain a skilled worker, and an employee must expend additional efforts to find 
and possibly retrain for a new job.  Such a rule provides no incentive for the 
parties to stay together.  In short, both sides lose.    
 
 In addition to the lack of incentive to continue working post-retirement, 
current pension accrual laws, which are structured to prevent “backloading” of 
benefits work against both phased retirees and contingent workers.57/  Despite 
the enormous growth in employee benefit plans, when Congress enacted ERISA, 
it found that “many employees with long years of employment [were] losing 
                                                 
54/ERISA Sec. � 203(a)(3)(B)(i).  Normal retirement age is the earlier of the date specified in the 
plan as normal retirement age, or the later of the date the participant attains age 65 and the fifth 
anniversary of his or her participation in the plan.  IRC Sec.  411(a)(8).  However, a plan must 
provide that the payment of benefits begin by April 1 of the calendar year following the later of 
the calendar year in which the employee attains age 70.5 or the calendar year in which the 
participant retires.  IRC Sec. 401(a)(9).  
55/ERISA Sec. 203(a)(3)(B)(ii).  
56/Rev. Rule 81-140, 1981-1 C.B. 180.  
57/ Plans that backload benefits cause the majority of the accrual to occur in later years of service. 
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anticipated retirement benefits owing to the lack of vesting provisions in such 
plans.”58/  To combat this practice, Congress established minimum accrual rates,59/ 
which cause a plan’s normal retirement benefits to accrue fairly evenly across a 
participant’s years of participation.  Thus, excessive backloading was 
prevented.60/   
 
 Although this requirement allows for effective preretirement vesting, it 
also dilutes incentives to persuade employees to consider phased retirement.  To 
illustrate, by the time a worker reaches retirement age, he has likely earned some 
sort of a pension benefit.  Therefore, a phased retiree is not working in order to 
establish a retirement benefit, but rather to supplement his vested retirement 
benefit.   
 
 The DOL has attempted to provide some relief: a plan may only suspend 
benefit payments if a participant works more than 40 hours in a month.61/  
Nevertheless, such relief changes very little.  For example, only 8.5% of 
employed persons age 55 or older worked less than 15 hours a week in 1998.62/  
Therefore, more than 91.5% of retirement age workers were at risk of having 
their benefit payments suspended.  Perhaps relief can be found in Congress.  
 
C. Organizing Contingent Workers:  Finding a Community of Interest 
 
 The underlying premise of labor organizing is strength in numbers.  If the 
contingent workforce could be organized, there would be leverage at the 
bargaining table to ensure adequate retirement benefits.  However, organizing 
the contingent workforce is a difficult task.  Contingent work is often 
characterized by low wages and few or no employee benefits.  While some older 
workers, with adequate income from other sources, may enjoy the flexibility and 
variety of a contingent job, many others require good wages, benefits, and job 
security.63/  The fact that union workers are more likely to be employed by firms 
sponsoring employee benefit plans,64/ and that among those workers, 70% 
participate in a pension plan,65/ suggests that contingent workers of all sorts may 
benefit greatly from organization.   
                                                 
58/ 29 U.S.C. Sec. � 1001(a).  
59/See Jones v. UOP, 16 F.3d 141, 143 (7th Cir. 1994) (citing Asbestos Workers Local 53 Pension Benefit 
Fund v. Dupuis, No. 91-93, 1992 U.S. Dist. LEXIS 9912 (E.D. La., July 3, 1992)).  
60/In addition, the rate of accrual cannot increase for participants with longer years of service. 
61/DOL Reg. Sec. �2530.203-3(c).  
62/U.S. Department of Labor, Report on the American Workforce 110 (1999). 
63/See AARP Update, supra note 21.  
64/See DOL Findings, supra note 13. 
65/Id.  
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 On August 25, 2000, the NLRB issued its ruling in M.B. Sturgis and Jeffboat 
Division 66/ which makes it easier for temporary workers, a segment of contingent 
workers, to join unions.  In prefacing its ruling, the NLRB noted, “a growing 
number of employees who are part of what is commonly described as the 
‘contingent work force’ are being effectively denied representational rights 
guaranteed them under the National Labor Relations Act.”67/  Under the ruling, 
the NLRB determined that employees jointly employed by a user employer and a 
supplier employer, and employees solely employed by the user employer, need 
not obtain consent of the employers to form a collective bargaining unit.68/   
  
 Prior to that ruling, a temporary employee needed permission from the 
temporary service agency that paid him and the company for which he was 
performing labor to join the bargaining unit – rarely was he able to obtain 
permission from both.  Consequently, contingent workers rarely organized.  
However, the NLRB’s ruling in M.B. Sturgis and Jeffboat Division,69/ provides that 
the solely- and-jointly-employed employees of a  common employer (temporary 
agency) may form a bargaining unit without seeking consent from each of the 
employers to which they have been dispatched.  Therefore, a bargaining unit 
made up of temporary and full-time employees of the same user employer is not 
considered a “multiemployer unit,”70/ and employer approval is unnecessary.   
 
 This ruling, motivated by changes in the workforce,71/ has the potential to 
affect industries in addition to those that are currently unionized.  For instance, it 
may result in organizing in industries without historical ties to unions, such as 
the technology industry.72/  In this industry, many hi-tech firms keep a lean 
workforce, which is largely composed of contract workers and temporary 
employees who work on long-term projects.73/  Prior to the NLRB ruling, this 
made it especially hard for a union to define a bargaining unit.  But the 


                                                 
66/331 N.L.R.B.173, 165 LRRM 1017 (2000). 
67/See Id. at 36.  
68/Id.  
69/ 331 N.L.R.B.173, 165 LRRM 1017 (2000).  


70/See Id at 36.  
71/ John F. Licari and Melissa R. Magee, Your Temporary Employees May Be Eligible To Join A Labor 
Union Now, THE METROPOLITAN CORPORATE COUNSEL, Mid-Atlantic Edition, November 2000. 
72/Michael Joe, NLRB Ruling Boosts Temp Workers Union Efforts, NEW YORK LAW JOURNAL, 
September 28, 2000.  
73/Kevin Galvin, Unions Finding It Hard To Organize High-Tech Workers, Associated Press (1998),  
http://archive.nandotimes.com/newsroom/ntn/biz/072798/biz29_20339_noframes.html (last 
visited 19 July 2001).  
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temporary workers in the technology industry would benefit greatly from the 
potential union organizing that may result from this decision.74/   
 
 In Silicon Valley, labor leaders are borrowing an approach used long 
ago.75/  Union organizers are setting up a clearinghouse for hi-tech workers that 
provides job training, certification, and job placement, and one day it may offer 
portable benefits.76/  The Associated Press reported that “[t]his approach 
resembles the craft guilds of a century ago that evolved into today’s construction 
unions.  It would encourage workers to identify with the union instead of a 
specific employer.”77/ 
 At this juncture, attempting to predict the extent to which the NLRB 
ruling will assist unions in organizing the contingent workforce is premature.  
No new legislation affecting this ruling has been passed, litigation has yet to test 
the NLRB’s new ruling, and the effects of attempts to organize nontraditional 
industries since the ruling are unknown.  However, the ruling suggests that there 
may be an opportunity for contingent workers to begin to obtain the same 
benefits and entitlements as workers hired directly by a company, should a court 
conclude that the two groups of employees share common interests. 
 
 
IV. Defining the Rights of Contingent Workers:  Litigation and 
Legislation 
 
A. Microsoft and Subsequent Contingent Worker Cases 
 
 Over the years, many employers have inadvertently or perhaps 
intentionally misclassified contingent workers.  These misclassifications have 
given rise to both litigation and legislative proposals on behalf of contingent 
workers.  In 1993, contingent workers sued Microsoft Corporation because they 
were denied benefits available to Microsoft employees.78/  The Microsoft case is 
interesting because it involves most of the elements discussed thus far.  
 


                                                 
74/See Washington Alliance of Technology Workers (WashTech), Organize Your Workplace, at 
http://www.washtech.org/organize.php3 (last visited 18 July 2001).  
75/See Michael Joe, supra note 57.  
76/See Id.  The NRLB ruling goes far in sanctioning unions offering portable benefits to contingent 
workers, but express statutory declaration of such authority should make the practice truly 
thrive. 
77/See Id.   
78/See Vizcaino v. Microsoft Corp., 1993 U.S. Dist. Lexis 21068 (W.D. Wash. July 21, 1993). 
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 In addition to regular employees, Microsoft employed a large number of 
workers that it classified as “independent contractors” and “temporary agency 
employees.”79/  Microsoft entered into special agreements with these contingent 
workers that stated that a worker was an “Independent Contractor,” that there 
was no “employer-employee relationship,” and that the worker would be 
“responsible for all of [his] federal and state taxes, withholding, social security, 
insurance, and other benefits.”80/  Microsoft also paid the contingent workers 
through its accounts payable department instead of through payroll and did not 
allow contingent workers to participate in the company’s SPP or ESPP plans.81/   
 
 However, the IRS determined, and Microsoft conceded, that the 
contingent workers were common-law employees for purposes of federal income 
taxes.82/  Subsequently, many contingent workers asserted that they were 
common-law employees, and they sought to be included in the Microsoft 
employee benefit plans.83/  Eventually, the United States Court of Appeals, Ninth 
Circuit, held that the contingent workers were indeed common-law employees, 
and as such, they were entitled to participate in the Microsoft employee benefit 
plans based upon the express terms of the plan.84/ 
 
 Although this ruling inspired many contingent workers from a variety of 
fields to assert similar rights,85/ the results have been somewhat disheartening for 
them.  For example, in Admin. Comm. of the Time Warner, Inc. v. Biscardi, 
independent contractors who worked for subsidiary companies claimed that 
Time Warner’s employee benefit plans extended to all common-law employees.86/  


                                                 
79/See Vizcaino v. Microsoft Corp., 120 F.3d 1006, 1008 (9th Cir. 1997). 
80/See Id. at 1010 (citing Microsoft’s agreements with contingent workers.  The contract further 
stated, “As an Independent Contractor to Microsoft...You are not either an employee of 
Microsoft, or a temporary employee of Microsoft.”) 
81/See Vizcaino, 120 F.3d at 1010-11.  Eligibility for plans depended upon the definition of 
“employee” which, according to the SPP, meant “any common law employee...who is on the 
United States payroll of the employer.”  
82/See Id. at 1008.  Shortly thereafter, Microsoft tendered offers to some of the contingent workers 
to become acknowledged employees, and terminated employment of the rest of the contingent 
workers, who had the option of working for a temporary employment agency. 
83/See Id.   
84/See Vizcaino v. Microsoft Corp., 120 F. 3d 1006 (9th Cir. 1997); see also Vizcaino v. Microsoft Corp., 
1998 U.S. Dist. Lexis 2008 (W.D. Wash., Feb. 13, 1998); see also Vizcaino v. Microsoft Corp., 173 F.3d 
713 (9th Cir. 1999). 
85/See Health v. Perdue Farms, Inc., 87 F. Supp. 2d. 452 (D. Md. 2000) (chicken catchers sued for 
overtime and benefits even though Perdue argued that they were employees of supervisors who 
were labeled as “independent contractors”); see also Herman v. Time Warner Inc., 56 F. Supp. 2d 
411 (S.D.N.Y. 1999) (U.S. Dept. of Labor sued Time Warner, Inc., seeking benefits for workers 
classified as independent contractors.). 
86/See Admin. Comm. of the Time Warner, Inc. v. Biscardi, 2000 U.S. Dist. LEXIS 16707, at *1-2 
(S.D.N.Y., Nov. 20, 2000). 
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The issue, however, was not whether they were common-law employees.  In fact, 
the court concluded that “[e]ven if the defendants were employees for statutory 
purposes, they are entitled to benefits only if eligible under the terms of the 
Plan.”87/  The court held that the plan terms effectively excluded independent 
contractors from eligibility.88/ 
 
 Similarly, in Montesano v. Xerox Corp. Ret. Income Guarantee Plan, contract 
workers who performed work through a leasing agency sued Xerox after being 
denied participation in its employee benefit plans.89/  In reviewing the plan 
administrator’s denial of employee benefit coverage, the court held that the plan 
administrator’s conclusion was not unreasonable.90/  Obviously, a company may 
still exclude contingent workers from employee benefit plan participation.   
 
 In Casey v. Atlantic Richfield Co., the results for leased employee plaintiffs 
were the same.91/  The court noted that the contingent workers wrongfully 
asserted that Vizcaino stood for the proposition that all common-law employees 
are entitled to ERISA benefits.92/  In holding that the employer was not required 
to make its ERISA plan available to all common-law employees because the plan 
specifically excluded leased employees from eligibility,93/ the court described the 
requirements for participant status under ERISA.  First, a contingent worker 
must be an employee;94/ second, a contingent worker must be, according to the 
language of the plan itself, eligible to receive a benefit under the plan.95/   


                                                 
87/See Id. at *34.  
88/See Id. at *31-32.  
89/See Montesano v. Xerox Corp. Retirement Income Guarantee Plan, 117 F. Supp. 2d 147 (D. Conn. 
2000).  The summary plan description expressly excluded independent contractors, leased 
employees, supplemental contract workers, consultants, or any other third-party personnel who 
performed services for the company. 
90/See Id. at 160-61.  
91/See Casey v. Atlantic Richfield Co., 2000 U.S. Dist. LEXIS 6836 (C.D. Cal., Mar. 30, 2000). 
92/See Id. at *19.  
93/See Id. at *22-23. 
94/See Id. at *14-16.  The court further stated that if the plaintiff is a common-law employee of the 
company, the first prong is established.  To determine whether a worker is a common-law 
employee, the courts look to the “Darden Test,” see Nationwide Mutual Ins. Co. v. Darden, 503 U.S. 
318, 319 (1992), and the Internal Revenue Service common-law factors, see Rev. Rul. 87-41, 1987-1 
C.B. 296, which include: instructions; training; integration; services rendered personally; hiring, 
supervising, and paying assistants; continuing relationship; set hours of work; full time required; 
doing work on employer’s premises; order or sequence set; oral or written reports; payment by 
hour, week, or month; payment of business and/or traveling expenses; furnishing of tools and 
materials; significant investment; realization of profit or loss; working for more than one firm at a 
time; making service available to general public; right to discharge; and right to terminate. 
95/See Id. at *14, 17-18.  The court found that “the only limitations imposed by [ERISA]Sec. 1052 are 
that an ERISA plan not exclude common-law employees on the basis of an age older than 21 or a 
term of service longer than one year – other grounds for exclusion from ERISA plans are 
permitted” 
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 Over the years, misclassification of employees may have prevented many 
“common-law” employees, who were eligible for pension benefits under the 
terms of the plan, from obtaining such benefits.  However, to the dismay of most 
contingent workers, Vizcaino does not preclude an employer-sponsored benefit 
plan from excluding contingent workers from participation in a pension plan.  It 
merely describes what a plan must do in order to properly exclude certain 
employees from plan participation.  Even though the courts subsequent to 
Vizcaino have not extended rights to contingent workers — contingent workers 
continue to be diligent in their efforts to capture what is available to most 
traditional employees — pension plan benefits.  However, legislation is needed 
to provide better opportunities for contingent workers, including phased 
retirees, to secure both employment rights and employee benefits from 
employers. 
 
B. Past and Present Legislative Initiatives 
 
 In July 2000, Sen. Edward M. Kennedy (D-MA), Sen. Robert Torricelli (D-
NJ), and Rep. Robert A. Andrews (D-NJ) introduced the Employee Benefits 
Fairness Act of 2000.96/  The proposed Act was intended to amend Title 1 of 
ERISA, to ensure that employees were not improperly disqualified from benefits 
under pension plans and welfare plans based on a misclassification of their 
employee status.  
 
 If this bill had been enacted, it would have increased the ability of 
contingent workers to participate in employer-sponsored benefit plans.  For 
instance, the bill’s preamble declared that “[t]he intent of [ERISA] to protect the 
pension and welfare benefits of workers is frustrated by the practice of 
mislabeling employees to improperly exclude them from employee benefit 
plans.”97/  Furthermore, the active parts of the bill attempted to codify the 
following contingent worker rights:  


                                                 
96/S. 2946, 107th Cong. (2001).  On July 27, 2000, this bill was assigned to the Senate Committee on 
Health, Education, Labor, and Pensions, where it died.   
97/S. 2946, Sec. � 2.  The Preamble also found that the following acts violated ERISA: (1) mislabeled 
employees are often paid through staffing, temporary, employee leasing, or other similar firms to 
give the appearance that the employees do not work for their worksite employer; (2) employees 
are mislabeled as contractors and paid from nonpayroll accounts to give the appearance that they 
are not employees of their worksite employer; (3) employers are amending their benefit plans to 
add provisions that exclude mislabeled employees from participation in the plan, even in the 
event that such employees are determined to be common-law employees and otherwise eligible 
to participate in the plan; and (4) mislabeled employees are often required to sign documents that 
purport to waive their right to participate in employee benefit plans. 
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• service includes all service for the employer under the common 


law, irrespective of the manner in which such employee is paid;98/ 
• a pension plan may not exclude a common-law employee who 


performs substantially the same work as other employees, 
irrespective of employee classification (for example, temporary, part-
time, leased, agency, staffing firm, contractors, or any similar 
category);99/ 


• any waiver by an employee of participation in a pension plan or 
welfare plan shall be ineffective if related to the misclassification of 
the employee;100/ and  


• no plan may exclude a common-law employee from plan 
participation, irrespective of employee classification, if the 
employee performs substantially the same work as other 
employees.101/ 


 
 Based on the preamble alone, S. 2946 appears to be written either in 
response to actions taken by employers reacting to the Vizcaino decision or in an 
attempt to preempt such potential reactions.  Either way, the bill addressed 
many of the important issues already illuminated by the Vizcaino Court.   
 
 Just as some legislators have attempted to shore up contingent worker 
rights, it follows that others in the legislature would attempt to stifle them.  In 
May of 2001, U.S. Senator Christopher Bond introduced the Independent 
Contractor Determination Act of 2001.102/  This bill would do two things.  First, it 
would amend the Internal Revenue Code to set forth criteria for determining 
whether a service provider and a service recipient are in an employer-employee 
relationship or in an independent contractor relationship.103/  Second, the bill 
would amend the Revenue Act of 1978 (as amended by the Tax Reform Act of 
1986) to repeal the prohibition on treating certain technical service providers as 


                                                 
98/S. 2946, Sec. � 3(a). 
99/S. 2946, Sec. � 3(b). 
100/S. 2946, Sec.� 4(d).  This section appears to codify what was already determined in Vizcaino, 
specifically, that the terms in the special agreements “merely warn the Workers about what 
happens to them if they are independent contractors.  Again, those are simply results which 
hinge on the status determination itself; they are not separate freestanding agreements.”  See 
Vizcaino, 120 F.3d 1006, 1011-12.  
 
101/S. 2946, Sec. � 5(c)(2).  
102/S. 837, 107th Cong. (2001).  The bill was assigned to the Senate Finance Committee on May 7, 
2001.  As of the completion of this article, no action has been scheduled for the bill.  
103/S. 837, Sec. 2(a). 
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independent contractors.104/  In essence, this bill represents an attempt to ensure 
that independent contractors may not also be considered common-law 
employees.  If this law were enacted prior to Vizcaino, the court could have easily 
reached a different conclusion. 
 
 In summary, laws have been proposed since Vizcaino that would 
significantly guarantee or alter the rights of contingent workers.  Although 
Senate Bill 2946 failed to survive the 106th Congress, its mere presence 
demonstrated a new-found interest in strengthening the rights of contingent 
workers.  Similarly, legislation sitting in the 107th Congress indicates that those 
opposed to extending employee benefit coverage to contingent workers also 
hope to codify their preferences.   
 
V. Changes To Make Multiemployer Defined Benefit Plans Work 
for Phased Retirees and Other Contingent Workers 
 
 As the definition of today’s and tomorrow’s workforce continues to 
change, its contingent workers become ever more in need of defining their rights.  
Of the rights desired by phased retirees, being able to accrue pension benefits is 
most important.  A multiemployer pension benefit is probably the most 
appropriate vehicle in which to administer employee benefits to all contingent 
workers and especially to phased retirees.  But since current laws – in particular, 
ERISA and the NLRA – fail to secure these rights to contingent workers by way 
of a multiemployer benefit plan, those laws must be changed.  The following 
recommendations are made to help provide phased retirees, and contingent 
workers in general, better access to multiemployer defined benefit plans (and to 
defined contribution plans, if appropriate).     
 
A. Define “Contingent Worker” 
 
 Preliminary to strengthening laws to assist contingent workers is the need 
to adequately define a contingent worker.  To comport with the purposes of 
ERISA105/ and the NLRA,106/ this article recommends a broad and encompassing 


                                                 
104/S. 837, Sec. 2(b). 
105/ERISA Sec. 2, finding in subsection (a) that the “continued well-being and security of millions 
of employees and their dependents are directly affected by [employee benefit] plans.”  
Furthermore, the subsection recognizes that providing minimum standards that assure the 
equitable character of employee benefit plans and their financial soundness is desirable in the 
interest of employees and their beneficiaries.  Consequently, subsection (c) declares that the Act is 
meant to “protect...the interests of participants in private pension plans and their beneficiaries by 
improving the equitable character and the soundness of such plans….” 
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definition that will open access to employee pension plans and better protect 
those rights once they are realized.  This article also recognizes that more 
empirical study needs to be conducted on the effects of such a definition.  
Therefore, any statutory definition of contingent worker should be reviewed and 
revised, if necessary.  
 
 In short, this article recommends defining a contingent worker as any 
worker who works less than the maximum hours permitted by the Fair Labor 
Standards Act,107/ or as any worker who does not expect regular, full-time 
employment.108/  This definition would include, but not be limited to, the 
following identified groups: phased retirees, self-employed workers, part-time 
workers, leased workers, day laborers, agency temporary workers, direct-hire 
temporary workers, on-call workers, contract company workers, independent 
contractors, and others.   
 
B. Amend the NLRA to Permit Contingent Workers to Organize Effectively 
 
 The recent NLRB ruling recognized the inherent difficulties of contingent 
workers to obtain benefits under the NLRA.  As such, it provided some relief for 
temporary workers by allowing employees jointly employed by a user employer 
and a supplier employer, and employees solely employed by the user employer, 
to form a collective bargaining agreement without the consent of the 
employers.109/  More must be done to strengthen the rights of contingent workers 
and to help phased retirement and other forms of contingent work to become 
viable options for tomorrow’s labor market.   
 
 However, the NLRA must do more than simply codify the NLRB ruling.  
It should provide similar rights for phased retirees and all contingent workers by 
permitting them to organize without the consent of each user employer, 
notwithstanding whether a collective bargaining unit is categorized as 
multiemployer.  Specifically, a contingent worker – despite not being employed 
by a service employer – should be entitled to organize in a bargaining unit and to 


                                                                                                                                                 
106/National Labor Relations Act, 29 U.S.C. Sec. 151, declaring, in subsection (d), that the denial by 
some employers of the right of employees to organize burdens or obstructs commerce by causing 
“diminution of employment and wages in such volume as substantially to impair or disrupt the 
market for goods flowing from or into the channels of commerce”. 
107/Fair Labor Standards Act of 1938, 29 U.S.C. Sec. 207, stating that no employer shall employ any 
of his employees in a work week longer than 40 hours unless he receives compensation for excess 
hours of employment at a rate of one and one-half times that of his normal rate. 
108/The Wage and Hour Division in the Department of Labor would be responsible for enforcing 
many contingent workers’ rights. 
109/Id.  
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accrue benefits by working for any one of a number of user employers that offer 
employees a multiemployer pension benefit plan.  In other words, unions could 
organize contingent workers in a given field and provide them with a 
multiemployer benefit plan that would normally be available only to traditional 
workers of a user employer.  Such an amendment would be consistent with the 
needs of phased retirees and the contingent workforce in general, and also with 
industry trends. 
 
C. Repeal ERISA’s Suspension Rules 
 
 ERISA Sec. 203 allows a plan to suspend a participant’s benefit payments 
under certain circumstances. Specifically, if an employee who terminates service 
begins to receive benefit payments under a plan and is then re-employed, a plan 
may suspend benefit payments until the employee reaches normal retirement 
age.110/  Because many plans have adopted provisions tracking ERISA, this 
provision provides a huge disincentive to employees considering phased 
retirement as a manner in which to supplement their retirement income.  As 
such, this provision should be amended, to take into consideration the changing 
patterns of retirement.  Such changes could ultimately benefit other contingent 
workers.   
 
 Furthermore, ERISA Sec. 203 provides less of an incentive for workers to 
embrace multiemployer benefit plans.  By allowing a plan to suspend benefit 
payments if a retiree works in the same industry, trade, or craft, and in the same 
geographic area,111/ the statute severely cripples a retiree’s chance of continuing 
meaningful work for which he is skilled. It also prevents an employer from 
retaining older skilled workers in the same industry, trade, or craft, and in the 
same geographic area covered by the plan.  This provision not only obstructs an 
employer from offering phased retirement, it may ultimately impact unions 
effectively retaining skilled members who could assist in organizing and training 
new union members.  Without a doubt, ERISA Sec. 203(a)(3)(B)(ii) as currently 
applied by most plans is counterintuitive to the purposes of phased retirement, 
and as such, should be repealed.   
 


                                                 
110/ERISA Sec. 203(a)(3)(B)(i).  Normal retirement age is the earlier of the date specified in the plan 
as normal retirement age or the later of the date the participant attains age 65 and the fifth 
anniversary of his or her participation in the plan.  IRC Sec. 411(a)(8).  However, a plan must 
provide that the payment of benefits begin by April 1 of the calendar year following the later of 
the calendar year in which the employee attains age 70.5 or the calendar year in which the 
participant retires.  IRC Sec. 401(a)(9).  
111/ Sec. 203(a)(3)(B)(ii).  
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D. Amend ERISA’s Benefit Accrual Rules 
 
 The current ERISA benefit accrual rules – which do not distinguish 
between benefit accrual rates for traditional full-time employees or for 
contingent workers – must be changed.112/  Under ERISA Sec. 203, a plan may 
provide that an employee has a nonforfeitable right to 100% of his accrued 
benefit derived from employee contributions (read “defined benefit plan”) if he 
completes five years of service.113/  Alternatively, a plan may provide that an 
employee has a nonforfeitable right to a percentage of his accrued benefit 
derived from employee contributions based upon a schedule of years of service 
completed: 3 years (20%), 4 years (40%), 5 years (60%), 6 years (80%), and 7 years 
(100%).114/   
 Particularly troublesome to contingent workers is that a year of service is 
calculated as completing 1,000 hours of service in a calendar year, a plan year, or 
another 12-consecutive-month period designated by the plan.115/  Although this 
requirement may be achieved by some contingent workers, such as independent 
contractors, it severely limits the chance of others, such as phased retirees, to 
accrue nonforfeitable benefits.  
 
 To encourage employers to offer defined benefit plans to their contingent 
workers, the accrual rates must provide more flexibility.  More importantly, a 
meaningful change in the accrual rates would provide unions with a tool with 
which to organize temporary, part-time, and seasonal workers.  The notion that 
in addition to increased wages, a contingent worker could obtain a future benefit 
at the end of his or her worklife, for the hours he or she currently works, is a 
significant incentive to support a union organizing campaign.  A good start 
would be to amend the ERISA “year of service” definition so that contingent 
workers are not required to meet the 1,000-hour standard.  Although ERISA 
must continue to penalize plans that backload benefits for traditional workers, it 
should be amended to allow different benefit accrual rates to be applied to 
contingent workers.   
 
E. A Multiple-Employer Defined Benefit Plan Fix: Eliminate 
Nondiscrimination Testing Requirements for Employers of Contingent 
Workers 
 


                                                 
112/Sec. 203(a).    
113/Sec. 203(a)(2)(a).  
114/Sec. 203(a)(2)(B).  
115/Sec. 203(b)(2)(A).  
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 One of the requirements to qualify as an employee benefit plan under 
ERISA, and to receive the tax advantages associated with such status, is that 
contributions or benefits provided under the plan may not discriminate in favor 
of officers, shareholders, or highly compensated employees.116/  Plans maintained 
pursuant to a collective bargaining agreement, such as multiemployer plans, are 
given a presumption of nondiscrimination, and, therefore, employers need not 
test for discrimination.  However, multiple-employer plans are afforded no such 
exception, and nondiscrimination testing is required of them.   
 
 Nondiscrimination testing is costly, especially when considering testing 
all employers of a multiple-employer plan created for the benefit of contingent 
workers.  In addition, employers are ineligible to receive tax credits for 
contributions made to employee benefit plans that are not ERISA-qualified.  
Consequently, including phased retirees and other contingent workers in a 
multiple-employer plan can be extremely expensive for employers and cost-
prohibitive for many.   
 
 Incentives for employers to provide benefits to nonunion contingent 
workers is essential to the success of phased retirement.  One way to encourage 
employers to create multiple-employer defined benefit plans for contingent 
workers is to exempt them from the nondiscrimination testing requirements.  
This would give nonunion contingent workers, who currently compose the 
majority of contingent workers, a chance to obtain retirement benefits otherwise 
unavailable, while relieving employers of excessive administrative burden and 
expense. 
 
F. Amend the Code To Promote Phased Retirement 
 
 Much has been done to promote retirement savings over the past several 
months.116/ During previous Congressional terms, bills have been introduced to 
amend the Code to allow for distributions to be made from certain qualified 
plans before a participant separated from employment.117/ Such legislative actions 
should be closely examined because the need for skilled workers, both union and 
nonunion, will undoubtedly increase over time.  Therefore, the incentives for 


                                                 
116/Treas. Reg. Sec. 1.413-1(c)(2).    
117/On May 26, 2001, Congress passed the Economic Growth and Tax Relief Reconciliation Act of 
2001, which contains many incentives for retirement savings. 
118/During the 106th Congress, Congressman Earl Pomeroy introduced H.R. 4837 which permitted 
distributions from either a defined benefit plan or a defined contribution plan, limiting such 
distributions to the earliest of the participant’s normal retirement age, attainment of age 59 ½,  or 
the completion of 30 years of service.  
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remaining or returning to the workplace may be addressed through legislation 
that provides that the qualified nature of a trust under Code Sec. 401 (a) will not 
be threatened by in-service distributions.  Clearly, in the unionized setting, the 
ability to retain skilled union members capable of both organizing and training 
new members would be an enhancement to both the labor movement as well as 
to employers across the country. 
 
 
VI. Conclusion 
 
 As baby boomers increase in age, the need for older workers in the 
workplace has increased.  Today, one in every nine Americans is 65 or older.  By 
the year 2030, this number will grow to one in five.118/  One way to lessen the 
strain on the labor market is to make phased retirement more attractive than 
complete retirement.  According to market tests, employees are more likely to 
phase their retirement if they can increase their pension benefits.119/ Defined 
benefit plans could help by allowing older workers to accrue additional benefits 
while continuing to work, even if such work is not full time.  This, of course, will 
only become reality if there are appropriate legislative changes made to the 
current pension laws.  Such legislative changes must allow short-term work 
durations to count towards accrual and vesting in some portion of a retirement 
benefit.  Those same legislative changes would also permit the contingent work 
force access to defined pension plans. 
 
 Multiemployer plans can serve as a tool for union organizing in an era of 
phased retirement.  Furthermore, with appropriate changes to the laws, a 
multiemployer defined benefit plan is well suited to contingent workers who are 
more likely to work for more than one employer and less likely to be able to 
make voluntary contributions.  First, a multiemployer plan can provide the 
employee portability with respect to his or her service in temporary positions, so 
long as the employers for whom he or she works participate in the plan. Second, 
a defined benefit plan does not require voluntary employee contributions.  
Contingent workers who are phased retirees would benefit greatly from a 
multiemployer defined benefit plan because they would be able to participate in 
the plan without sacrificing current income.  Therefore, whether an employee is 


                                                 
119/Anthony Kane, Older Workers Widen Role in Work Force, at 
http.//www.smartbiz.com/sbs/arts/kane1.htm (last visited Mar. 2001). 
120/Anthony Kane, Older Workers Widen Role in Work Force (citing a study conducted by the 
American Association of Retired Persons, among 1300 workers ages 40 and above), at 
http.//www.smartbiz.com/sbs/arts/kane1.htm (last visited Mar. 2001). 
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continuing in employment or taking on new employment, the idea of part-time 
or temporary work would not require the employee to forego additional 
retirement benefits.  With the multiemployer plan as the tool, unions could reach 
the contingent work force and attract them with the promise of retirement 
security. 
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Abstract 
 


Do individuals make rational, well-planned retirement age decisions? 
Evidence is not conclusive; some decisions seem to be quite reasonable, while 
others, including the long-term trends generated by these decisions, seem 
irrational. In order to be able to predict and influence this important decision, the 
process leading up to it needs to be better understood. The process an individual 
uses to make a retirement decision may be influenced by a rational allocation of 
money, time, and effort, as suggested by a utility-maximizing Household 
Production approach. Alternatively, the decision process may be strongly 
influenced by an anchor, defined by the retirement ages chosen by friends, 
neighbors, relatives, and colleagues, as suggested by Anchoring and Prospect 
Theory. Studies investigating anchoring and risk-seeking/risk-aversion behavior, 
which results when a target is seen as a loss or a gain from the anchor, have 
found that individuals make irrational decisions under many different 
circumstances. A set of retirement decision propositions, which hypothesize that 
the heuristic of Anchoring and the resulting cognitive biases described by 
Prospect Theory will influence the chosen retirement age, are developed in this 
paper. Retirement information provided by the employer is a possible moderator 
that may reduce the influence of the anchor on the retirement decision; a set of 
moderator hypotheses are also developed in this paper. Propositions strongly 
supported by existing research predict that, unless sufficient information 
regarding retirement issues is used by an individual, s/he is likely to choose an 
inappropriate retirement age. Finally, recommended methods, including settings, 
variable measurement, and possible methods of data analysis, for completing the 
proposed study are provided. 
 
Introduction 
 
 Retirement research has shown that individuals sometimes seem to make 
very rational, optimal decisions with regard to retirement and at other times to 
make irrational decisions that cannot be explained.  For instance, in support of 
rational decisions, Kim and Feldman (2000) have found that individuals 
accepting bridge employment were strongly influenced by financial needs (lower 
personal savings and lower pension benefits) and good health. These authors’ 
results also showed that individuals who previously declined early retirement 
programs and held onto their regular jobs were later strongly disinclined to 
accept bridge employment, thus implying that “decliners are holding onto their 
regular jobs until they can accumulate enough income to retire” (Kim and 
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Feldman, 2000, p.1207)—a truly rational decision. Also, as Anderson, 
Burkhauser, and Quinn (1986) found, a majority of employees retired when they 
planned to, and those who changed their plans were strongly influenced by 
unexpected financial changes (changes in Social Security and employer-provided 
pensions) and deterioration in health. Many statistics, however, also imply 
irrational decisions. For example, the retirement decisions have resulted in a 
trend of earlier and earlier retirement among men since the 1930s; in 1937, the 
labor force participation rate of men age 60 and over was 61.5%, but by 1990, this 
rate had steadily fallen to 27.6% (Levine and Mitchell, 1993). This long-term trend 
has occurred in spite of substantial increases in longevity and improvements in 
health care. Since the late 1980s, this trend has leveled out and become fairly 
stable but has not reversed; from 1988 to 1992, the percentage of individuals still 
working in the age 63 to 64 category increased slightly from 40.2% to 42.9%, 
while the percentage in the age 65 and over category decreased slightly from 
15.2% to 13.7% (EBRI, 1995).  Another example of a consequence of non-optimal 
decision making is reflected in the poverty level of retired individuals.  Although 
the general economic status of the elderly has improved, many people, 
particularly women, live in poverty during their retirement years (EBRI, 1995; 
Rappaport, 2000). This trend is supported by current statistics that show that the 
percentage of individuals over the age of 65 who were still working dropped 
from 15.2% in 1988 to 13.7% in 1992, while the median income, adjusted to 1992 
dollars, of individuals in the age-65-to-age-69 category dropped from $12,423 to 
$11,302, mostly due to decreases in median income from personal assets (EBRI, 
1995). More workers continued to retire while the median income for this group 
from all sources except Social Security declined. 
 
 Why do some individuals make rational, optimal retirement decisions, 
and others make unreasonable, poor decisions? Although a great deal of research 
has been done on the influences on and consequences of retirement, no research 
has investigated the individual retirement decision-making process. Can we 
predict and then influence the age pattern of people withdrawing from their 
working careers and moving into retirement, without knowledge of the 
retirement-making process? This is unlikely, given our lack of understanding of 
when rational versus irrational influences affect this decision process and lack of 
understanding of what, if anything, moderates the influence of different factors 
on the retirement age chosen. Understanding individual decisions, and the 
relative influence of different factors on the choice of a retirement age, is thus 
very important. Technology is now available through interactive, Web-based 
surveys to investigate this decision-making process, including assessing the 
initial knowledge of individuals, recording the impact of feedback showing the 
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reasonableness or lack thereof of decisions to date, and recording choices made 
by individuals to improve their retirement planning or to avoid accepting a more 
optimal retirement age. 
 
 Although not used to date to study retirement decisions, important 
theories, which have been extensively used to investigate other areas of decision 
making, do exist that can be used to analyze the retirement decision-making 
process. Two distinct theories, Theory of Bounded Rationality and Prospect 
Theory with Anchoring, suggest quite different influences and procedures when 
making a retirement decision.  Economic approaches based on Bounded 
Rationality have been used for almost four decades to study individual behavior 
(Becker, 1976; Ierulli, Glaeser, and Tommasi, 1995); the retirement decision using 
Becker’s (1976) rational economic theory emphasizing allocation of scarce 
resources of money, time, and health is described and appropriate hypotheses 
generated in an earlier paper (Brothers, 2000). 
 
 Contrary to Bounded Rationality, Anchoring and Prospect Theory along 
with several other cognitive biases uncovered by decision-making researchers, 
indicate that humans are often not rational beings (Kahneman and Tversky, 1979; 
Bazerman, 1998; Kuhberger, Schulte-Mecklenbeck, and Perner, 1999; Levin, 
Schneider, and Gaeth, 1998). Anchoring and accompanying cognitive biases will 
likely influence an individual’s choice of a retirement age; this choice will also 
likely be different from the economically-appropriate retirement age based on 
allocation of scarce resources for several reasons. First, a decision maker facing a 
retirement decision will have knowledge of the chosen retirement ages of many 
other people with whom s/he compares her/himself, including family members, 
peers with whom s/he works, and neighbors. The retirement ages of these known 
comparable others, as explained by the activation mechanism, will very likely 
form an anchor (Chapman and Johnson, 1999). The individual decision maker 
will view this anchor as a neutral reference point from which to analyze the 
retirement decision and assist with the choice of his/her retirement age. Contrary 
to utility and expected value theories, Prospect Theory indicates that an 
individual will analyze his/her retirement decision by viewing potential 
outcomes, his/her retirement age in this case, as a gain or loss relative to the 
anchor (Kahneman and Tversky, 1979). Potential gains and losses will be treated 
differently by the decision maker, where possible losses, especially when very 
likely or if the payoff at risk is large, will induce the decision maker to be a risk 
seeker (Bazerman, 1998; Kuhberger, et al, 1999; Levin, et al, 1998; Kaufman, 
1999). The individual choosing his/her retirement age will likely view an age 
later than that chosen by known others as a loss. As a result, the decision maker 
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will likely not adjust his/her retirement age far from the anchor, instead 
accepting unknown future financial risks. 
 
 As many researchers have found, several other cognitive biases will also 
likely exacerbate the illogical decision-making approach suggested by Anchoring 
and Prospect Theory.  For example, humans are notoriously disinclined to use 
expert systems, including actuarial calculations, when making decisions 
(Kleinmuntz, 1990; Dawes, Faust, and Meehl, 1989). Also, most individuals use 
simplifying heuristics when the decision to be made is complex or when it 
necessitates using multiple sources of information (Bazerman, 1998; Hogarth, 
1980). Certainly, an economically-based retirement decision that involves 
allocation of the scarce resources of money, time, and health necessitates use of 
actuarial methods to make appropriate financial allocations and necessitates use 
of multiple sources of information that include both quantitative and qualitative 
data on time and health considerations. The question is whether individuals use 
actuarial calculations and multiple sources of information to analyze such a 
major life decision as the choice of a retirement age; prior research suggests they 
will not. Consequently, it seems very likely that cognitive biases, especially 
Anchoring and risk-seeking behavior described by Prospect Theory, will strongly 
influence an individual’s retirement decision. The result will be an inappropriate 
choice, from an economically rational perspective, of a retirement age. 
 
 What, if anything, can reduce the influence of the anchor on the retirement 
decision and encourage an individual to focus on the rational influences: money, 
time, and health? Current research has found that employer communication 
improves both understanding and satisfaction with benefits (Broderick and 
Gerhart, 1997; Gerhart and Milkovich, 1992; Hennessey, Perrewe, and 
Hochwarter, 1992; Sturman and Boudreau,1994; Barber, Dunham, and 
Formisano, 1992). Although this research has investigated the effect of 
communication on health and flexible benefit plans only, it seems reasonable to 
assume that more communication about retirement benefits will also improve 
employees’ satisfaction and understanding of this expensive, important group of 
benefits. Also, although anchoring effects are very robust, their influence has 
been shown to be reduced either when the participant is prompted to consider 
reasons why the anchor is not appropriate or when the participant is more 
knowledgeable about the dependent variable or the decision process 
(Mussweiler, Strack, and Pfeffer, 2000; Chapman and Johnson, 1999; Wilson, 
Houston, Etling, and Brekke, 1996; Neale and Northcraft, 1986). Communication 
of retirement information should lead to more knowledgeable employees and 
provide information that allows them to distinguish anchored retirement ages 
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from their own target retirement ages. Increases in employer communication 
about retirement benefits is being strongly encouraged by investment advisors, 
consultants, researchers, and the government (Burzawa, 2001; Rappaport, 2000; 
Employee Benefit Plan Review,1999; Feldman, 1994). It seems likely that this group 
is right; more information on retirement benefits may substantially reduce or 
even negate the influence of the anchor. 
 
 A study of employees’ decision-making processes and their actual 
retirement decisions will provide valuable information about both the influences 
of rational allocation of time, money, and effort, and the influences of Anchoring 
and its consequent irrational risk-seeking/risk-aversion behavior on the choice of 
a retirement age. This study will extend the decision-making literature by a) 
investigating the anchoring and adjustment process for a real-world, major life 
decision and b) investigating a decision maker’s creation of an anchor without 
information provided by the researcher. Management literature will be extended 
through additional information about a) employees’ knowledge or lack thereof 
about their retirement benefits, both defined benefit and defined contribution, b) 
the influence of employer communication, and c) the influence of anchors and 
irrational risk-seeking behavior on the retirement decision. Such a study can also 
have important managerial and public policy applications.  Both theories can be 
used by organizations to address and influence behavior, though through very 
different techniques and approaches. Bounded Rationality has long been used by 
management to influence employee decisions and behavior through financial 
incentives or penalties. Alternatively, Anchoring and Prospect Theory imply 
employees can be influenced through changes in the anchor ages of known 
others or more quickly, by discouraging the formation of anchoring influences 
through the communication of more and better information on retirement issues. 
Thus, for instance, to encourage later retirement, an employer can provide 
information to employees that allow them to investigate their financial needs as 
compared to available benefits; this will likely show them that they need to 
increase their chosen retirement ages and/or need to increase personal savings in 
IRAs and/or in 401(k) employer-sponsored plans. To encourage later retirement 
for all through change in retirement anchors, an employer must strongly 
encourage some employees, such as managers, to retire later, must make the 
decisions of those who do retire later very public and noticeable, and must wait 
for this new information to be included in employees’ anchors. Knowledge of the 
decision-making process would certainly be beneficial with regard to public 
policy, redesign of Social Security and Medicare system as well. 
 
 The purpose of the proposed research is to investigate the retirement 
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decision, including the age chosen, influencing factors, and potential moderating 
factors. The unit of analysis will be individual members of an organization or 
association. This study should investigate both rational and irrational influences 
on decision-making behavior using hierarchical regression analyses. If research 
shows that, as expected, employees/individuals take irrational risks to support 
an anchor-based retirement age, then employers and the government will know 
that more information on retirement issues needs to be communicated in order to 
encourage individuals to focus less on the anchor and more on the rational 
influences: money, time, and health. 
 
Development of Hypotheses for Future Research 
 
 Every individual makes many choices each day, choices between different 
personal activities, choices regarding work activities, choices about meals, etc. 
Individuals also occasionally make major life decisions, such as the decision to 
retire or to pursue additional education instead of immediate employment. Do 
individuals make rational choices and consider their specific circumstances when 
making retirement decisions (Becker, 1976; Ierulli, et al, 1995)?  Alternatively, is 
the amount of information and uncertainty associated with a major life decision 
such as retirement overwhelming, thus leading individuals to use heuristics and 
framing references to make poor, non-optimal decisions (Bazerman,1998; 
McKean,1985; Tversky and Kahneman, 1981)? Is there any mechanism, a 
moderator, that encourages an individual to be more rational, optimizing, with 
regard to a retirement decision? Hypotheses to investigate each of these 
questions are generated below. For purposes of the following propositions, the 
definition of “retirement” will be the age of the individual when the first 
retirement benefit is paid to him or her. “Retirement” may be defined by several 
different triggering events, including being employed less than full time (known 
as partial or phased retirement), receiving a pension benefit, forced or “implied” 
mandatory retirement, early (prior to age 65) as compared to normal retirement, 
and assumption of the person that they are “retired” (Levine and Mitchell 1993; 
Beehr,1986). The definition used for this study has been chosen because it a) 
represents the economic point when the individual begins to reduce rather than 
accumulate assets for retirement and is thus a good defining point for the 
rational hypotheses and b) is consistent with the definition used by other 
researchers who refer to bridge employment as post-retirement employment 
(Kim and Feldman 2000). 
 
Economically-Based Propositions 
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 Economists, including labor economists, have studied individual decision 
making from the perspective of utility-maximizing, rational choice models 
(Anderson, et al,1986). In particular, research on retirement issues has been based 
on Human Capital Theory and Agency Theory (Ben-Porath,1967; Mincer, 1994; 
Lazear, 1979, 1995). Such research has considered only one component 
influencing the individual decision, financial considerations; the influence of 
health considerations and individual preference for time have not been  
considered. To consider all personal elements that influence the retirement 
decision, it is necessary to return to the basic premises outlined by Becker and 
colleagues in the 1960s — consider the scarce resources that constrain an 
individual’s choices and that must be allocated each time someone makes a 
major decision, namely money, time, and effort (Ierulli, et al, 1995). The 
derivation of hypotheses that reflect the impact of each of these resources — 
time, money, and health — on the choice of an economically feasible retirement 
age is contained in a previous paper (Brothers, 2000). The resulting full 
proposition 1 derived in that paper is as follows: 
 


1 c) When an individual has the ability to retire without affecting his/her 
economic status, the employee will choose an earlier retirement age if 
either a) s/he perceives s/he is unable to keep working or b) s/he 
prefers spending time on leisure instead of work activities or c) both. 


 
 
 
 
 
 
 
 
                                                              +/- 
 
                                                                          
                                                                 - 
 
 
 
                                                               - 
 
 
 


Effort Needed to Keep 
Working = Negative 
Perceived Health Status 


Ability to Retire 
without Affecting 
Economic Status = 
Financial Condition 


Decision to Retire = 
Economically Feasible 
Retirement Age 


Preferences for Time = 
Leisure over Work 


Control Variables =  
Employee Specific, 
Employer Specific, 
Environmental 
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Propositions Explaining Non-optimal Decisions Derived from Anchors 
 
 For several reasons, it is very unlikely that an individual’s chosen 
retirement age will actually be equal to his/her economically feasible retirement 
age. First, the economically feasible retirement age is based on complex actuarial 
calculations related to financial conditions, health conditions, and time 
preferences. It is very unlikely that an individual would actually perform or have 
performed such calculations for him/herself. Humans are notoriously disinclined 
to use expert systems when making decisions, even when the decision maker is 
making a decision in his/her own chosen profession and the systems have been 
well tested and proven more effective than human intuition (Kleinmuntz, 1990; 
Dawes, et al, 1989; Peterson and Pitz, 1986). Also, having such an in-depth 
analysis done by an expert is very costly and thus outside the decision-making 
framework for most individuals. Second, most individuals use simplifying 
heuristics to make decisions especially when the decision to be made is complex 
or when it necessitates using multiple sources of information (Payne, Bettman, 
and Johnson, 1992; Bazerman, 1998; Hogarth, 1980). Since determination of the 
economically feasible retirement age is high on complexity, volume of 
information, and mix of numerical with descriptive health and time data, it is 
very likely that an individual would use a simplifying heuristic to make such a 
decision. As has been well documented by researchers, use of heuristics often 
results in inappropriate cognitive biases and thus inappropriate outcomes. In this 
case, cognitive biases likely result in inappropriate selection of a retirement age. 
 
 If an individual does not or cannot determine his/her economically 
feasible retirement age, how does s/he arrive at a chosen retirement age? Each 
individual has knowledge of the chosen retirement ages of many other people, 
including family members, peers with whom each has worked, and supervisors 
and managers in the firms where s/he has worked. This available information 
can easily form an anchor for the individual. In particular, a person can compare 
him/herself to peers and neighbors, assessing the similarities in job position and 
thus wages, in living standard via automobiles, homes, travel, etc., and in health. 
These similarities will lead to an association-based error when the individual 
considers his/her own retirement age, his/her own “target” (Chapman and 
Johnson, 1999). This process is referred to as the activation account of the 
anchoring-and-adjustment bias. Specifically, researchers have found that 
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anchoring can occur because the decision maker attends to target features that 
are similar to the anchor (Mussweiler, et al, 2000; Chapman and Johnson,1999; 
Schkade and Johnson, 1989). This activation mechanism is a fairly automatic 
cognitive process that is enhanced when multiple features of the target exist so 
that similarities between the target and the anchor can be readily found. 
Certainly, an individual can find many ways to equate him/herself (the target) 
with peers and neighbors. There is an endless supply of similarities, career- and 
job-related as well as financial- and family-related, and, as research on the 
activation process supports, focusing on these similarities, especially considering 
similarities first, encourages the decision maker to neglect and likely not make 
the extra effort to search for dissimilarities (Chapman and Johnson, 1999; Hoch, 
1984). 
 
 Research has also shown that, once an anchor is set, it is easy to support 
and very difficult to reduce its influence on the target (Mussweiler, et al, 2000; 
Chapman and Johnson, 1999). When making a decision, focus on similarities 
with peers and neighbors will be supported by the person’s overconfidence that 
s/he has chosen an appropriate retirement age; for instance, the individual is 
likely to believe that s/he works as hard, has as much or more job responsibilities 
than peers, and thus is entitled to the same retirement scenario. Also, as 
supported by research, the individual will proceed to confirm the already 
existing bias by continuing to notice similarities between him/herself and known 
friends, relatives, and neighbors as they proceed to retire (Chapman and 
Johnson, 1999; Hoch, 1984).  In addition, researchers have found that it is very 
difficult to correct the categorization of information stored in memory to "false" 
once it has been understood by an individual, even when the information was 
presented as questionable when it was communicated; in other words, we tend 
to accept information as true at the time it is presented (Gilbert, Krull, and 
Malone, 1990). Thus, if an individual discovers that assumed similarities with 
neighbors with regard to financial position is not accurate, it will be very difficult 
for him/her to correct his/her memory regarding the former information. 
Consequently, an individual is unlikely to consider, search for, or believe 
differences, even important financial differences such as rate of savings or 
difference in employer-provided benefits, between him/herself and known 
assumed-similar others. 
 
 The anchor representing known others’ chosen retirement ages will have a 
moderating effect on the individual’s future analysis of the retirement decision, 
as well as the direct effect on the chosen retirement age just described.  Prospect 
Theory, described and researched by Kahneman and Tversky (1979, 1992), states 







11 


that potential outcomes are expressed as gains or losses relative to a fixed, 
neutral reference point; the reference point is the initial anchor or starting point 
of the decision process. When the potential outcome for this study, the 
individual’s economically-feasible retirement age, is compared to the anchor, the 
chosen retirement age of known others, the future retiree will view the difference 
as either a gain or a loss. Contrary to Utility and Expected Value Theories, 
substantial research on Prospect Theory has shown that gains and losses are 
treated differently (Bazerman, 1998; McKean, 1985; Kuhberger, et al, 1999; Levin, 
et al, 1998). A decision maker will avoid a risk if the change from the anchor to 
outcome is seen as a gain, but will be a risk seeker, selecting the risky choice 
when given an option between a risky and certain solution, when the change 
from the anchor to outcome is seen as a loss. This dichotomy, the moderating 
effect of the anchor on the decision maker’s final choice, has been shown to hold 
in many different circumstances and for all types of decision makers (Kuhberger, 
et al, 1999). Recent researchers have also found that the strength of this 
dichotomy differs depending on the type of good involved; when there is a 
perceived loss, individuals are willing to take higher risks when making choices 
concerning human lives or diseases than when making choices about property or 
monetary issues (Kuhberger, et al, 1999; Levin, et al, 1998). 
 
 If the individual’s chosen retirement age based on his/her anchor and the 
economically-feasible retirement age are unequal, how does the person reconcile 
the difference and set a retirement age?  As implied by Prospect Theory, the 
decision maker’s self-generated anchor will be compared to the economically-
feasible retirement age; the decision maker will then view the difference as either 
a gain or as a loss. If the comparison between these two ages indicates to the 
decision maker that s/he has adequate funds to retire by the time known others 
have retired, in other words if the anchor age is higher than the economically-
feasible retirement age, then the individual will view this as a gain. The person 
will feel that s/he is able to enjoy the same benefits, retirement financial security 
and leisure time alternatives, as other neighbors, colleagues, friends, and family 
members to whom the person compares him/herself. In this case, the final choice 
of a retirement age will be easy; the individual will leave the chosen age as is. 
This assumption is well supported by existing research that has found that 
decision makers are consistently risk averse when the situation is framed or 
perceived as a gain (Kuhberger, et al, 1999; Bazerman, 1998; McKean, 1985). In 
fact, as explained by the mood-maintenance hypothesis, an individual has been 
shown to be more risk averse with regard to a potential gain when s/he is in a 
positive mood than when in a negative mood (Mittell and Ross, 1998). The 
decision maker will likely be in a good mood, positive affective state, following 
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the realization that s/he is able to retire, with financial security, by the same age 
as known others; thus, the person’s level of risk aversion will be high. S/he will 
not want to risk future retirement security by choosing an earlier retirement age, 
the economically feasible retirement age; instead s/he will consider the additional 
income that will exist at the later age to be available for contingencies, such as 
health costs, or to enhance his/her standard of living in retirement. Selecting an 
earlier than planned retirement age would likely also violate the decision 
maker’s choices with regard to expenditure of time; s/he may enjoy work- and 
career-related activities and/or may not have activities planned for earlier 
retirement. 
 
Consequently, a future retiree whose self-generated anchor is greater than the 
economically-feasible retirement age will leave his/her chosen retirement age as 
is. Due to risk aversion, s/he will not reduce this chosen age to the economically-
feasible retirement age. Thus, proposition 2 part a) is as follows: 
 


2 a) An individual’s chosen retirement age will seldom be equal to 
his/her economically feasible retirement age. The anchor of 
retirement ages chosen by friends, neighbors, relatives, and known 
colleagues will moderate the relationship between the economically 
feasible retirement age and the individual’s chosen retirement age. 
When the anchor is greater than the economically feasible 
retirement age, the individual will view this as a gain and will 
retain the chosen retirement age. 
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 Unlike the case when the anchor age is greater than the economically-
feasible retirement age, if the anchor age is less than the economically-feasible 
retirement age, the decision maker will view this as a loss. The comparison will 
be viewed as a loss because the individual will feel that s/he will not be able to 
enjoy the same retirement benefits as other neighbors, colleagues, friends, and 
family members whom the individual views as similar. At this point in the 
decision process, the individual will feel that the general choices seem to be 
either to accept a financially secure retirement at an age later than desired, thus 
foregoing the person’s preferences for leisure time, or to retire at the age desired 
and face possible financial insecurity during retirement. Both of these options 
will be perceived as losses. Although decision makers are not consistently risk 
seekers when the situation is framed as a loss, comparison of the anchor to the 
economically-feasible retirement age in this case, people are consistent when 
both the frame and the actual final outcome are losses (Kuhberger, et al, 1999). 
Since both general options will be seen as future losses to the individual, this 
situation will likely be seen as both a framed and an actual loss. Also, the 
decision maker’s risk-seeking behavior will be enhanced by the negative mood 
created by the feeling of pending personal loss, loss of personal choice of a 
retirement age, and loss of benefits equivalent to those experienced by others 
with whom the decision maker compares him/herself. As explained by the 
mood-maintenance hypothesis, individuals in a negative mood will take higher 
risks than those in a positive mood, especially when the issue is framed as a 
potential loss (Mittell and Ross, 1998). This loss perception will encourage the 
decision maker to be a risk seeker and thus to risk future financial insecurity by 
leaving his/her retirement age at the original chosen age (Bazerman, 1998; 
Kuhberger, et al, 1999; Levin, et al, 1998). This resistance to increasing the chosen 
retirement age will be great if the individual has a strong preference to spend 
time on non-work-related activities and/or feels that s/he will not be healthy 
enough to continue working to the later age. 
 
 The decision maker’s choice to not increase his/her chosen retirement age 
will be supported by several human weaknesses, in addition to risk-seeking 
behavior. Specifically, individuals are not inclined to rely on actuarial models or 
calculations when making decisions, not even professional decision-makers 
where the models have been well tested and shown to produce more accurate 
predictions than human intuition (Kleinmuntz, 1990; Dawes, et al, 1989; Peterson 
and Pitz, 1986). Research conducted on all forms of decision aids have 
consistently concluded that decision makers, both experienced and 
inexperienced in the field on which the decision is being made, will not likely 
allow important decisions to be based solely on the output of a mechanical 
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method (Peterson and Pitz, 1986; Dawes, et al, 1989). The decision maker will 
almost always retain the power to make the final decision, since s/he is confident 
that the model does not have full information and/or cannot combine multiple 
sources of information as well as a “knowledgeable” individual (Kleinmuntz, 
1990). However, individual intervention through modification of predictions 
made by actuarial models seldom produces accurate forecasts; research shows 
that inclusion of input from the decision maker does not increase the accuracy or 
the utility of a prediction, and can easily do more harm than good (Dawes, et al, 
1989). Skepticism about actuarial calculations and personal overconfidence that 
the decision maker has more information and can combine it more accurately 
than a mechanical model will likely be great with the retirement age decision. 
This decision is based on three major personal characteristics of the decision 
maker, and valuations of two of these dimensions, health and time preference, 
depend on subjective personal assessments. Thus, the decision maker will likely 
distrust the actuarially determined economically-feasible retirement age, since 
s/he will feel that this calculation does not adequately consider unique factors 
about him/herself and/or will feel that s/he can improve the statistical calculation. 
 
 In further support of individuals’ risk-seeking behavior, people have been 
found to be unwilling to reduce current consumption levels even when they 
know they are facing future reductions in income (Bowman, Minehart, and 
Rabin, 1999).  These authors described a two-period consumption/savings model 
based on Tversky and Kahneman’s Prospect Theory, hypothesizing that there is 
an asymmetry in the evaluation of future increases versus future decreases in 
consumption. Specifically, they hypothesized that when an individual receives 
good news about future income prospects, s/he may immediately adjust current 
consumption upward, thus leaving minimal funds for further increases in 
consumption, but, if bad news is received implying a negative future impact on 
income, risk-seeking behavior will encourage him/her to not adjust current 
consumption and instead delay the decrease in future consumption to the date 
when the negative shock is realized, if ever (Bowman, et al, 1999). Shea (1995) 
found evidence of such asymmetric consumption behavior by analyzing union 
contracts in the U.S.; he found that, during the second period, consumption 
responded more to first-period-predictable declines in wages than to first-period-
predictable increases. Bowman, et al (1999) extended Shea’s research by finding 
evidence supporting their asymmetric model using per-capita consumption and 
personal disposable income of Canada, France, West Germany, and the United 
Kingdom and of a pooled group including these four countries plus Japan and 
the U.S.; they found significantly larger, future-period consumption responses to 
predictable declines in income than to predictable income growth. Thus, with 
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regard to the current retirement decision, a participant will likely be unwilling 
either to forgo current income and consumption in order to increase savings for 
retirement or to increase the chosen retirement age. The risk-loving individual as 
described by the two-period consumption/savings model will defer this 
uncertain loss to the date it actually occurs, if at all, during retirement. Thus, the 
second proposition, part b) is as follows: 
 


2 b) When the anchor is less than the economically feasible retirement 
age, an individual will view this as a loss and will not be willing to 
increase the chosen retirement age to be equal to the economically 
feasible retirement age. The individual will also be unwilling to 
increase his/her personal savings so that the economically feasible 
retirement age can be reduced to the chosen retirement age. 


 
 Decision makers are not consistent risk seekers when the task is framed as 
a loss. Risk-seeking propensity differs depending on whether the final outcome 
will be a loss, on the probability of loss, on the size of the payoff, and on the type 
of good at stake (Kuhberger, et al, 1999). The decision to retain the chosen 
retirement age when the economically-feasible retirement age is greater than the 
anchor age contains several different types and differing levels of risk due to the 
fact that the economically-feasible retirement age is based on the allocation of 
three scarce resources: money, time, and effort (Ierulli, et al, 1995). Since time is 
strictly a preference issue that assesses whether an individual wishes to spend 
time on work versus leisure and family activities, no real risk is involved with 
this component. Also, the individual’s time preference will have been taken into 
account in determination of the chosen retirement age as well as the 
economically-feasible retirement age; thus, adjustment for this resource should 
not be needed. With regard to the financial/monetary component, however, 
significant risk and uncertainty is involved. Several financial elements are fixed 
or are outside the control of the individual decision maker; this includes the 
Social Security benefit and many employer-provided retirement benefit(s).  The 
financial components provided by participation in an employer’s 401(k) plan and 
by the individual decision maker’s IRA and other personal assets are, however, 
quite flexible and under direct control of the decision maker through choices in 
rate of savings and types of investment. As previously explained, the decision 
maker is not likely to increase his/her savings rate due to the person’s resistance  
to consuming below his/her current reference point as supported by the two-
period consumption/savings model of Bowman, et al, (1999). However, the 
decision maker can change his/her investment strategy to a more risky 
combination of investments and, by doing so, hopefully produce a higher rate of 
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return and have more funds available at his/her chosen retirement age. The 
decision maker will likely be a risk seeker in this situation and will choose more 
risky investments than s/he otherwise would. This is supported by Prospect 
Theory and recent research since, as explained before, the decision maker will 
view this situation as both a framed and a true loss (Bazerman, 1998; Kuhberger, 
et al, 1999). This risk-seeking propensity will not be constant, however.  The 
greater the difference between the economically-feasible retirement age and the 
anchor age, the greater will be the increase in the riskiness of the decision 
maker’s investment choices; this is supported by research that has found that 
risk-seeking propensity increases as the probability of loss increases and/or as the 
size of the payoff increases (Kuhberger, et al, 1999). 
 
 With regard to the third scarce resource, effort and perceived health 
considerations, substantial uncertainty and risk exists with this component. The 
decision maker’s expected longevity and thus length of retirement are based on 
current mortality tables that are used by insurance companies and consulting 
actuaries to determine the cost of a retirement annuity, as adjusted by the 
decision maker’s own assessment of his/her perceived health status. However, 
these calculations determine only the “expected longevity and length of 
retirement”; the actual length of retirement cannot be determined until after the 
decision maker dies. An individual facing a framed and likely true loss will be 
inclined to question this very uncertain component, the stated longevity figure, 
for several reasons. First, as previously discussed, individuals are not inclined to 
use actuarial models or calculations when making decisions, not even when the 
calculations have been well tested and shown to produce more accurate 
predictions than human intuition (Kleinmuntz, 1990; Dawes, et al, 1989; Peterson 
and Pitz, 1986). Although the decision maker will likely be willing to incorporate 
the actuarial prediction of longevity in his/her assessment, s/he will want to 
make the final decision since s/he will certainly feel that the expected calculation 
does not consider full information about his/her specific health. Second, decision 
makers are risk seekers when facing losses; they will choose a risky option that 
might reduce the loss instead of simply accepting a smaller sure loss (Bazerman, 
1998; Levin, et al, 1998; Kuhberger, et al, 1999). Third, researchers have found 
that a higher percentage of decision makers make risky choices regarding 
decisions concerning human lives and diseases than they do regarding decisions 
about property and money (Levin, et al, 1998; Kuhberger, et al, 1999). It has been 
suggested that this difference in risk-taking propensity is due to the context that 
makes people think more normatively than they do with financial decisions that 
encourage statistical thinking (Kuhberger, et al, 1999). Thus, when considering 
the longevity calculation and length of retirement, the decision maker is very 
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likely to be a risk seeker. Due to discomfort with the longevity calculation and a 
risk-seeking propensity, the decision maker will be likely to indicate that s/he 
expects her/his own personal longevity to be less than the expected value. This 
risky choice can very likely cause future financial insecurity for the individual at 
the time s/he purchases an annuity or after retirement when s/he actually does 
live the expected number of years or longer, but it will justify the decision 
maker’s chosen retirement age in the present and thus alleviate or eliminate 
his/her present feeling of loss of retirement benefits. 
 
 The decision maker does have another option to consider if the now-
adjusted economically-feasible retirement age is still greater than the anchor age. 
Specifically, the decision maker can decide to retire at the chosen retirement age 
and, if financially necessary, return to work after retirement or accept bridge 
employment. This decision is financially risky, however. The individual may not 
be able to return to work after retirement or accept bridge employment because 
of poor health in later life or may not be able to secure employment after 
retirement due to lack of skills based on both rapid changes in skill requirements 
since retirement and diminished physical or mental ability. This supposition is 
partially supported by recent research. Kim and Feldman (2000) investigated the 
antecedents of acceptance of bridge employment; they found that the strongest 
positive influences on acceptance were good health, a working spouse, 
dependent children, and lower levels of pre-retirement salary as a surrogate for 
personal savings. Thus, depending on future acceptance of bridge or post-
retirement employment and thus assuming that income from this source will 
offset low pension benefits on retirement can be very risky and uncertain.  
However, consistent with risk-seeking behavior of decision makers who are 
facing losses, an individual who is still facing a choice between two possible 
losses, where one option is to increase his/her chosen retirement age to the now-
adjusted economically-feasible retirement age and the other is for the individual 
to retain his/her lower, chosen retirement age and plan to return to work if 
financially necessary, will likely choose the second, financially risky option 
(Bazerman, 1998; Levin, et al, 1998; Kuhberger, et al, 1999). Thus, the resulting 
full proposition 2 is as follows: 
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2 c) When the anchor is less than the economically feasible retirement 
age, an individual is willing to take additional risk in order to 
avoid increasing the chosen retirement age. First, s/he will be 
willing to put personal savings in higher risk investments in order 
to potentially reduce the economically-feasible retirement age. 
Second, the individual will support/anticipate a more pessimistic 
assumption with regard to future health and longevity in order to 
reduce the economically-feasible retirement age. Third, s/he will be 
willing to anticipate part-time post-retirement employment to earn 
wages that allows the chosen retirement age to become 
economically-feasible. When the anchor is greater than the 
economically feasible retirement age, as hypothesized by 2a), the 
individual will view this as a gain and will retain the chosen 
retirement age. 
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Influence of Communication Provided by Employer 
 
 Can anything remove or reduce the impact of the anchor, the chosen 
retirement ages of known friends, relatives, colleagues, and neighbors? Employer 
communication, which has been shown to increase both understanding and 
satisfaction with employee benefits (Broderick and Gerhart, 1997; Gerhart and 
Milkovich, 1992; Feldman, 1994), is one possible way to reduce and possibly 
negate the influence of the anchor. With regard to retirement benefits, employer 
communication will likely include retirement statements that show current 
account values and projections of annuity values, information about investment 
choices, and comprehensive preretirement counseling programs that cover legal, 
social, physical wellness, and financial aspects of retirement (Feldman, 1994). For 
instance, Strong Investments makes seven different modules available to their 
clients for use by employees; these modules include plan basics, asset allocation, 
how to reach a comfortable retirement, and market and fund risk information 
and analysis (Burzawa, 2001). Aetna Financial Services provides reports on self-
assessment for risk tolerance, fund analysis, and access to Pathfinder, an online 
tool that charts users’ financial future (Burzawa, 2001). Consultants encourage 
communication to employees on retirement plan details to address the potential 
mismatch between needs and what is provided and/or to encourage retirement 
satisfaction (Rappaport, 2000; Feldman, 1994). Employer communication 
regarding retirement benefits, specifically the relative value of different forms of 
payment, is being investigated, and best practices are likely to be encouraged by 
the Internal Revenue Service and Department of Labor (Employee Benefit Plan 
Review 1999). All such communication will provide information to each 
employee about his/her Financial Condition and possibly Preference for Time, 
two of the three components that determine the economically feasible retirement 
age. By providing information about and thus improving understanding of these 
components of a retirement decision, each employee’s chosen retirement age 
should be better aligned with his/her economically-feasible retirement age. 
 
 Although limited in number, some current research has found that 
employer communication improves both understanding and satisfaction with 
benefits (Broderick and Gerhart, 1997; Gerhart and Milkovich, 1992). Employee 
awareness about and satisfaction with 25 components of an extensive benefits 
package, which included a retirement plan and retirement counseling, available 
to employees of a U.S. state government agency were shown to increase with 
changes in communication brought about due to changes in plan design 
(Hennessey, et al, 1992). Benefit satisfaction was found to increase with improved 
coverage and decrease with greater employee costs, with both relationships 
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found to be stronger among employees possessing more accurate information 
(Dreher, Ash, and Bretz, 1988). Employee understanding of and satisfaction with 
benefits have been shown to increase significantly after implementation of a 
flexible benefits plan (Sturman and Boudreau, 1994; Barber, et al, 1992); although 
untested, these increases in understanding and satisfaction were likely due to 
additional benefit communication and training that accompanied the changes to 
the flexible benefits plans (Gerhart and Milkovich, 1992).  Increases in employee 
satisfaction and understanding of health benefit options and their value have 
also been found following employees’ use of expert systems to assist with 
making flexible benefit decisions (Hannon, Milkovich, and Sturman, 1990). 
Although the effect of increases in communication on increases in understanding 
and satisfaction has only been implied in most of the above studies and although 
only one of the above studies investigated the affect on understanding of 
retirement plans, the implication that increases in communication on retirement 
issues will improve understanding of retirement benefits and the economically 
feasible retirement age is still strong (Feldman, 1994). As Lawler (1981) suggests, 
any action that would enhance employee knowledge would strengthen the 
impact of benefits on employee attitudes and behavior. 
 
 Although anchoring effects are very robust, research has shown that their 
influence can be reduced under certain conditions. Use of randomly chosen and 
uninformative anchors still produce substantial anchoring effects (Wilson, et al, 
1996; Chapman and Johnson, 1999), even when explicit instructions to correct for 
the anchor’s likely influence are provided (Wilson, et al, 1996). Even when the 
anchor provided is extremely high or low, anchor effects still occur, though they 
are not proportional to the high or low extreme values (Chapman and Johnson, 
1994; Strack and Mussweiler, 1997). Conflicting results have been found for the 
influence of participant motivation on anchoring. Wilson, et al. (1996) found that 
offering individuals a monetary incentive did not affect the magnitude of the 
anchoring influence, though participants said it had; Wright and Anderson 
(1989), however, found significantly less anchoring used by participants who 
were offered a relatively higher incentive. Three specific practices, all of which 
emphasize facts about the target (chosen retirement age for this study) that are 
incompatible with or in addition to information about the anchor, have been 
consistently found to reduce the influence of an anchor. First, when the anchor 
and target values are presented in different formats (i.e., one in dollars and the 
other as a percentage), the influence of the anchor is significantly reduced  
(Chapman and Johnson, 1994). Second, when the participant is prompted to 
consider reasons why the anchor is not appropriate, is not consistent with the 
target, the anchor’s influence is significantly reduced or eliminated (Mussweiler, 
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et al, 2000; Chapman and Johnson, 1999). In fact, the higher the number of 
inconsistent features between anchor and target that are considered, the stronger 
the debiasing effect. Third, knowledge has been found to reduce the anchor’s 
influence. Wilson, et al  (1996) found that participants who stated they had more 
knowledge about the dependent variable showed significantly lower effects of 
anchoring. Neale and Northcraft (1986) found that, although experts still 
exhibited anchoring effects, the experts with process knowledge performed 
significantly better than amateurs. In another investigation of both experts and 
amateurs, Northcraft and Neale (1987) also found that decisions of both groups 
of participants were significantly affected by anchoring; although untested by the 
authors, the range of property values and the range of errors from the actual 
property listing price were much smaller for the experts. 
 
 As Arkes (1991) recommends, addressing the mechanism that produces 
the anchor will likely reduce the influence of the anchor. It thus seems likely that 
increasing the knowledge/expertise of employees by providing additional 
information on retirement issues should a) encourage them to use this target 
specific information, b) encourage the consideration of reasons why the target 
and anchor are dissimilar, and thus c) lead to the choice of a retirement age that 
is closer to the economically feasible retirement age. The first component of the 
third proposition is as follows: 
 


3 a) If an employee makes use of a high level of retirement information 
that is provided by his/her employer, the anchor, the retirement 
ages chosen by friends, neighbors, relatives, and known colleagues, 
will no longer influence the chosen retirement age or the process of 
reconciling the economically-feasible retirement age to the chosen 
retirement age. If the level provided or use of retirement 
information is low, the anchor will influence the chosen retirement 
age as described in hypothesis 2c) above. 
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 Is age of an individual, especially the proximity of an individual’s age to 
his/her chosen retirement age, another factor that may reduce or negate the 
influence of the anchor on the retirement decision? Many consultants and 
employers offer substantial retirement planning programs only to employees 
nearing retirement, assuming that employees will not take the retirement 
decision seriously until they are close to retirement (Burzawa, 2001). This 
assumption also implies that once the decision is taken seriously, the individual/ 
employee will make a good decision based on his/her circumstances. If this is the 
case, the anchoring effect will likely occur only at relatively young ages before 
the individual/employee has seriously considered retirement, and will thereafter 
disappear. However, limited research in labor economics and anchoring and 
extensive historical evidence do not support this conclusion. Also, logic does not 
support this conclusion. Specifically, given an employee’s current circumstances 
and adequate information on retirement planning, a younger employee should 
be able to and, because of the need to accumulate retirement savings throughout 
his/her working lifetime, hopefully can choose an economically-feasible 
retirement age. There is also no reason to assume that an older employee will 
choose an economically-feasible retirement age unless s/he has received financial 
information and counseling that allow good retirement planning. 
 
 Two studies, one in labor economics and one in decision making with 
anchoring influences, have found that age and proximity to retirement likely 
affect neither the relationship of a chosen retirement age to the actual retirement 
age nor the influence of an anchor, respectively. Anderson, et al (1986) 
investigated, over a ten year period, whether individuals’ plans for retirement 
changed because of unexpected changes in financial and health factors. They 
found that a majority of employees (57%) retired when they had planned to; of 
those age 63, 61, and 58 at the start of the study, 76%, 62%, and 47%, respectively, 
retired at their planned age. Most of those who were age 63 at the time of the 
initial survey retired at age 65 or about two years after stating their intended 
retirement date; during this time, changes in the studied economic climate were 
just beginning to occur. With regard to investigated employees who changed 
their planned retirement date, the authors found that a) changes in Social 
Security wealth, b) deterioration in health, and c) pension provided by the 
employer all had significant strong effects on retirement plans, positive 
influences on changes to earlier retirement, and negative influences on changes 
to later retirement (Anderson, et al, 1986). As these changes in financial and 
health status occurred, it appeared that the employees changed their planned 
retirement ages accordingly; it is unknown if they would have changed their 
plans if such unexpected events had not occurred. A study by Northcraft and 
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Neale (1987) tested whether demographic variables affected the degree of 
anchoring. They did not find any significant effects of age, sex, years as a 
professional, or number of professional transactions completed per year on the 
degree of anchoring. 
 
 A great deal of historical data supports the conclusion that actual 
retirement ages often are not economically feasible, thus implying that 
inappropriate anchoring effects are not eliminated as an individual approaches 
retirement. First, although the trend of earlier and earlier retirement began to 
slightly reverse during the 1990s, the retirement age of employees is still much 
earlier than it was 30 years ago despite increases in longevity and substantial 
increases in expenditures to maintain good health (Rappaport, 2000; Gustman, 
Mitchell, and Steinmeier, 1994). Second, although the general economic status of 
the elderly has improved, many of them, particularly women, live in poverty 
during their retirement years (EBRI, 1995; Rappaport, 2000). Such non-optimal 
behavior is, for example, shown in U.S. statistical data covering the period 1990-
92. During this time, the percentage of individuals over the age of 65 who were 
still working dropped from 15.4% to 13.7%; during the same time, the median 
income of individuals over the age of 65, adjusted to 1992 dollars, dropped from 
$15,225 to $14,548 for men and from $8,634 to $8,189 for women, mostly because 
of decreases in median income from personal assets (EBRI, 1995). More workers 
decided to retire while the median income for this group was declining. Third, 
research on the antecedents and consequences of bridge employment has found 
that the significant antecedents with largest effect sizes were all financial or 
health factors (Kim and Feldman, 2000). Specifically, a person’s salary, used as a 
surrogate for accumulated personal savings, was found significantly and 
negatively related to bridge employment; following the effect of the variable 
assessing good health and the variable reflecting the participant’s prior decline of 
an early retirement option, the variable for "salary" had the next largest effect on 
the decision to accept bridge employment. The variable reflecting the 
participant’s prior decline of an early retirement option was also significantly 
and negatively related to bridge employment; in the authors’ opinion, this result 
was likely caused by previous decliners holding onto their regular jobs until they 
could accumulate enough income to retire completely, never entering into bridge 
employment (Kim and Feldman, 2000). Thus, some take an earlier retirement 
choice requiring bridge employment to meet financial needs, but others delay 
retirement until they have financial security. Since the significant, positive effects 
of volunteer work plus leisure activity had much greater impact on retirement 
and life satisfaction than the significant, positive effects of bridge employment, it 
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seems that many who chose earlier retirement might have made a better choice 
by waiting until financial security was attained. 
 It is unlikely, without access to and use of additional retirement 
information, that age or proximity to the chosen retirement age will change the 
influence of the anchor. First, age has been shown to neither reduce nor enhance 
anchoring effects. Second, actual retirement ages have been shown to adhere 
closely to planned retirement ages, except when changes were made because of 
unexpected economic and health circumstances. Third, as supported by historical 
data and the need for bridge employment, many retirement decisions are not 
made optimally. If age and proximity to retirement could reduce the influence of 
the anchor, we should a) see major differences in chosen retirement ages due to 
passage of time only and b) see more optimal retirement decisions. The second 
component of the third proposition is as follows: 
 


3 b) After the level of retirement information provided by the employer 
and the employee’s use of this information have been considered, 
the current age of the employee and his/her proximity to the chosen 
retirement age will not change the affect of the anchor. The level of 
retirement information and the anchor will influence the chosen 
retirement age as described in 3 a) above. 


 
 
Future Research: Recommended Methods and Analyses 
 
Criteria for Research Setting 
 
 A rich research setting to study the propositions suggested by the 
literature and theory review would consist of two separate groups of 
organizations, each of which has contact with future and current retirees, where 
the first group would include several employers of various sizes and the second 
group would be an association of citizens over the age of 40. The research 
participants from the first setting should include all the current employees of the 
employers who are over the age of 40. The research participants from the second 
setting should consist of 500 members of the association, who are randomly 
chosen from a membership pool that includes all nonretired members over the 
age of 40. 
 
 This multiple research setting will provide natural variation for all 
variables, dependent and independent. First, the group of employers of varying 
size will have employees in all age brackets and, provided the company is not 
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recently formed, will have retirees in all age brackets. This age spread will exist 
particularly if companies have followed an internal-labor-market approach. 
Employees will decide when to retire based on their specific individual, family, 
and occupational characteristics; thus, there should be natural variation in the 
retirement ages chosen. Also, by surveying employees of employers of varying 
size, employees occupying many different job categories and having a wide 
range of income, educational, and skill levels, thus producing a range of 
economically feasible retirement ages, should be included in the investigation. By 
surveying employees of several employers, differences in the amount of 
information provided to employees about their retirement plans should also 
exist. This will enhance the variation in the independent variables. One concern 
with this setting is the lack of variety in the independent variable measuring 
perceived health of the employee; most people still employed and actively 
working are in fairly good health. This concern recommends the inclusion of 
another separately-administered research setting. 
 
 The second setting will be an association of citizens over the age of 40, for 
example AARP. This setting should provide variability with regard to perceived 
health of the individual. However, this setting will have shortcomings with 
regard to potential lack of involvement from an employer, for example, no 
employer-provided retirement plan and/or no employer communication 
regarding retirement planning, thus resulting in a very uninformed participant 
who may be unable to complete the survey. This lack of participant knowledge 
may provide very important information about the U.S. population in general, 
however, where the random selection process used to determine the participants 
for this setting will allow the results to be generalized to the entire organization 
from which the participants were selected. If the membership of this 
organization is very large, as expected, and is representative of the entire U.S. 
population, the results may be generalizable to all individuals who will be 
retiring in the next two decades. 
 
 The multiple research settings within which to administer the survey 
should reduce the impact of several confounding variables that can affect results 
obtained from any one setting. In particular, the survey of employees of 
employers of varying size may contain influences due to the institutionalized 
corporate settings, influences on the employees’ chosen retirement ages, the 
retirement anchor, employees’ descriptions of their health status, their financial 
status, etc. These corporate influences should be mitigated by also surveying 
members of an association of citizens over the age of 40. With this association 
survey, there will be responses from current employees of small, medium, and 
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large employers who may or may not have ever sponsored a retirement plan. 
There will be responses from current government employees, current military 
personnel, and individuals who are currently unemployed. This will greatly 
expand the variety of responses. However, this second setting may introduce 
other problems, such as investigating only members of one association, who may 
be predominately from one geographic area or from a limited socio-economic 
background. Thus, the best way to address both the needed variety and 
confounding variables is to administer the survey in two different settings. The 
resulting database should be analyzed as one data set, with the use of a dummy 
variable to indicate the setting from which the data were obtained to assess 
whether important differences exist between the settings. 
 
Measurement of Variables 
 
 A Web-based, interactive survey will be made available to individuals 
over the age of 40 who are members/employees of one of the two recommended 
research sites. Prior to access to the Web-based survey, each participating 
individual will be given a copy of the first five pages of it. These pages contain 
individual-specific questions regarding demographic characteristics, the chosen 
retirement age, perceived health status, financial condition including salary, 
needed retirement income, and employer-, individual-, and government-
provided benefits, and preferences for time; each participant will be given up to a 
week to compile the requested data and answer these questions. Once the 
participant begins the survey, s/he will first complete the first five pages based 
on the answers that have been pre-assembled and will then proceed to the rest of 
the survey. Intermediate feedback will be provided to the participant as s/he 
proceeds, with individual feedback periodically displaying the income needed at 
the participant’s chosen retirement age as compared to the income available from 
each of the three sources at this age, after which the participant is prompted to 
answer the next set of questions and to consider making changes in the chosen 
retirement age, rate of savings, etc. The responses of each participant will be 
stored in a database as s/he proceeds through the survey; thus, both intermediate 
feedback that can be provided to the participant and data for future research 
analysis can be accumulated as the participant proceeds. 
 
 The dependent variable (DV) is the age at which an employee plans to 
retire. This is a continuous variable that will be determined by a question posed 
at the beginning of the survey that asks each participant the age when they plan 
to begin receiving benefits from either an employer’s pension plan(s) or the 
Social Security Administration.  Thus “Chosen Retirement Age” will be the 
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assumed future retirement age for all participants. Retirement age is defined by 
the age the first retirement benefit will begin because this is a) an objective 
measure that can be verified in the future and b) an economic measure that 
indicates a specific time when the participant will begin to deplete rather than 
accumulate assets. To aid in understanding the employee’s perception of his/her 
chosen retirement age, each employee’s definition of a “normal retirement age or 
ages” should be investigated based on questions asked as part of the survey. The 
survey questions will focus on the employee’s personal understanding of 
“normal retirement age” and his/her knowledge of retirement ages chosen by 
other colleagues and friends. 
 
 The economically-feasible retirement age is an intermediate dependent 
variable (IDV) determined as the economically best retirement age for each 
specific individual participant based on his/her financial conditions, health 
status, and preference for time. This IDV operates as the feedback mechanism to 
participants, summarizing the individual choices and specific characteristics of 
each person into a single economically feasible retirement age. The theory and 
logic supporting the “economically best retirement age," description of the 
measures used to derive and investigate the IDV, and discussion of the analysis 
and implications of this research are contained in an earlier paper (Brothers, 
2000). 
 The independent variable, which is both a moderator and a variable 
directly influencing the chosen retirement age, of proposition 2 is the 
“Retirement Ages of Peers, Neighbors, Friends, and Family Members” 
(ANCHOR). The actual determination of this average age, a continuous variable 
(ANCHOR), will be based on questions asked as part of the participant survey. 
These questions will ask the person for the actual specific retirement ages of 
known colleagues, peers, friends, and family members, where the individual will 
simply list all such known people and their respective retirement ages. This 
variable will also moderate the relationship between the intermediate and final 
retirement age. This moderating influence occurs in a dichotomous, yes/no 
manner, based on the difference between ANCHOR and the intermediate 
retirement age, IDV. If the difference is positive, the moderator (ANCHOR) will 
be set equal to one; if the difference is negative, the moderator will be set equal to 
zero. 
 
 The other three independent variables associated with proposition 2 are 
components of the “Risky Choices” outcome that results from the moderating 
comparison of ANCHOR with the IDV. The first two of these variables, 
Investment Risk (IR) and Health Evaluation Risk (HER), represent participant 
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choices to change prior decisions that were used to calculate the IDV. The 
decision-making process used to allow this interactive participant involvement is 
a form of clinical synthesis in which output from a mechanical model is used as 
input into a clinical judgment (Peterson and Pitz, 1986). In this particular 
investigation, the calculations are made based on established optimal models, 
actuarial models for calculating retirement income, financially optimal 
retirement ages, and expected longevity, and thus do not involve bootstrapping 
where the model calculations would be done based on the decision makers’ own 
use of cues as analyzed and summarized in a regression equation. Researchers 
have found that such a process where the participant uses his/her head as a 
measuring device and formulas as rules to combine the measurements can 
substantially improve decision making (Kleinmuntz, 1990). Unfortunately, 
however, humans notoriously resist using such decision aids, especially expert 
systems without individual intervention. The first of these variables, Investment 
Risk (IR), will be measured by the difference between the expected variability of 
the investment combination for personal savings originally chosen by the 
participant to determine FC and the expected variability of the investment 
combination that the participant chooses after comparison of the IDV and 
ANCHOR. This variable will thus be continuous and likely negative, with a 
possible range from -5 to +5.  
The second of these variables, Health Evaluation Risk (HER), will be measured 
by the difference in expected longevity first calculated based on the individually-
health-adjusted, Retirement Plan 2000 mortality tables for combined-healthy 
participants and second determined by the participant’s own assessment of 
his/her longevity. This variable will also be continuous and likely positive, with a 
possible range from -4 to +4. The participant’s changes in investment strategy 
and expected longevity will then be used to recalculate the intermediate 
dependent variable, after converting the longevity change to a year-by-year 
adjustment of mortality, using the same process as described previously. 
 
 The last independent variable associated with proposition 2 that results 
from the moderating comparison of ANCHOR with the IDV is Employment Risk 
(ER). This variable will be assessed by survey questions posed to each participant 
after s/he has seen the latest comparison of the recently-adjusted IDV and 
ANCHOR. The questions will, for example, ask the participant a) if s/he will be 
willing to work again after retirement, b) the probability that s/he will need to 
seek employment again after retirement due to financial conditions, and c) which 
choice s/he prefers—accepting a later, but more financially secure, retirement age 
or retiring at an earlier age and then returning to work after retirement. The 
variable ER will then equal an average of all answers provided to the 
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employment-during-retirement questions, with answers to each question 
assessed on a scale of 1 to 7. The higher the average, the more willing the 
participant is to accept the risk of returning to work after retirement. 
 
 The first independent variable associated with proposition 3 has two 
separate components, Level of Employer-Provided Retirement Information (ERI) 
and Use of Retirement Information (URI). Both components of this variable will 
be measured by survey questions, with answers to each question assessed on a 
scale of 1 to 5, where 1 is defined as no communication of this type and 5 is 
defined as a high level of information of this type, posed to each participant early 
in the survey process. The series of questions will ask about various forms of 
communication that can be provided by employers (e.g., benefit statements 
showing account balances, benefit statements showing account balances and 
expected monthly benefits, investment information, retirement videos, 
retirement planning meetings, retirement counseling) (Burzawa, 2001; Employee 
Benefit Plan Review 2000). For each form of communication, the 
participant/employee will be asked separately a) how many times s/he has 
received this type of communication and b) how many times s/he has read or 
reviewed this form of communication during the last three years. Each 
participant will also be asked how well s/he understands the information 
provided and how useful/beneficial s/he finds this information (Barber, et al, 
1992). 
 
 Several employee characteristics might be significant influencing factors 
on the retirement decision and are thus included as control variables. First, 
gender seems to have an important effect, since historical retirement trends are 
different for men and women (Levine, et al, 1993); the interaction of gender with 
both a) number of dependents in the household and b) health of the spouse have 
also been found to be significant predictors of retirement (Talaga and Beehr, 
1995). Second, marital status and the retirement status of the spouse are likely 
important influences because of their effect on the individual’s post-retirement 
financial state and plans and activities (Feldman, 1994; Kim and Feldman, 2000). 
Next, the pre-retirement employment status of the individual should have an 
important influence on the retirement decision. If the individual is already 
unemployed, or fears s/he may soon be, there is little reason not to retire! 
However, deciding to retire when currently employed means foregoing future 
income unless a retirement plan is available. Finally, the highest level of 
education attained by the individual is another influencing factor on this 
decision. Level of education will likely affect the person’s post-retirement plans 
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and activities as well as his/her pre-retirement personal savings, both planned 
and actual. 
 
 There are also several employer- or industry-specific factors and 
environmental factors that will influence an employee’s retirement decision; 
thus, these factors will also be included as control variables. The first 
organizational-specific characteristic that has been shown to affect retirement 
decisions is whether the employer sponsors a retirement plan(s) (Karoly and 
Rogowski, 1994; Levine and Mitchell, 1993). Next, organizational and/or industry 
characteristics that describe the physical, intellectual, and social demands of a job 
have been shown to influence retirement decisions (Feldman, 1994). One set of 
such factors includes the industry and profession from which retiring, an 
individual’s management responsibilities at the time the retirement decision is 
made, and the size of the firm from which the employee is retiring. In addition to 
influencing job demands, the size of a company also has a strong relationship 
with the firm’s provision of security benefits, such as retirement plan(s), health 
plan(s), post-retirement health plan, etc. Next, the regional unemployment rate 
will affect a retirement decision; the unemployment rate alters employees’ future 
employment opportunities, real or perceived. Macroeconomic indicators such as 
growth rates, inflation rates, and the other leading economic indicators are also 
likely to influence the retirement decision by affecting an employee’s financial 
uncertainly in post-retirement years (Feldman, 1994). Finally, the geographic 
location of the individual at the time the retirement decision is made will 
influence the individual’s post-retirement plans and activities as well as increase 
(or reduce) the social influence of other observed retirees and their activities. 
 
Analyses using Statistical Methods 
 
 The first statistical procedure that will be used will be calculation of the 
means and standard deviations of all variables. The actual values and 
distribution of the DV and several of the IVs are of interest with regard to 
differences among groups of participants, groups that are defined by a) differing 
levels of employer-provided information and b) differing ages, differences with 
prior published results, and longitudinal differences when the studied 
participants are revisited in the future. Also, a table of correlation coefficients 
will be constructed to reveal the strength and direction of the relationships 
between the variables and indicate possible problems with multicollinearity. 
 
 The main form of analyses used to test propositions 1 and 2 will be 
hierarchical, multiple linear regression with nonlinear, moderator effects. At 
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present, the regression model is assumed to be linear in all variables, with a 
specific set of nonlinear components resulting from the hypothesized moderating 
effect of the anchor. This basic linearity assumption may change with further 
refinement of the variables and insight into their impact on the dependent 
variable, Chosen Retirement Age. The causal model first assesses the influence of 
the set of control variables on the choice of a retirement age, then the influence of 
the hypothesized economic variables, then the influence of the hypothesized 
anchor (the retirement ages of known friends, colleagues, neighbors, and family 
members), and finally the hypothesized additional causal influence of the risky, 
irrationally-induced variables. 
 
 To determine if the propositions are supported, each regression coefficient 
will be tested to determine if it is significantly different from zero using 
applications of the null hypothesis at the 0.05 level of significance. Hierarchical 
regression analysis includes analysis of variance as a major component. Analysis 
of variance tests the ability of each proposition or set of variables to explain 
variation in the dependent variable, Chosen Retirement Age, about its mean by 
determining the amount of additional variance that is explained by regression on 
each additional specific set of variables. The assumption behind this test is that 
significant increases in the ∆R2 as each successive set of variables is added to the 
model indicates that each additional set of added variables provides additional 
explanatory information about the factors that influence the dependent variable, 
Y.  A more useful term than R2, which controls for inflationary increases due to 
simply adding additional variables, is called the adjusted R2 and is equal to (n-1)/ 
(n-p-1) x R2; the adjusted R2 will be used for the actual test. To complete this 
statistical method and determine if each set of variables adds explanatory value, 
each R2 and ∆ R2 will be tested to determine if they are significantly greater than 
zero using applications of the null hypothesis at the 0.05 level of significance. 


 
 The type of analysis used to test both components of proposition three 
will be a two-way form of analysis of covariance, with significance tested by a 
Chow test (Stata Reference Manual, 1997). For both proposition 3 a) and 3 b), 
determination of whether these propositions are supported or not depends on 
whether the mutually exclusive subsets of the total sample database produce 
distinctly different influences of the economic, anchor, and irrational sets of 
variables on the dependent variable, the chosen retirement age. 


 
Limitations of This Study 
 







33 


 The use of a retirement age definition that is not all encompassing is 
definitely a limitation of the research as designed. The results, regardless of their 
support of the hypotheses, will not be generalizable to all retirees. This limitation 
is necessary, however, given the current complex, multi-faceted state of 
retirement. As described previously, retirement may now be defined by several 
different triggering events. The triggering events or various ways to assess the 
state of “retirement” include being employed less than full time (known as 
partial or phased retirement), receiving a pension, forced or “implied” 
mandatory retirement, early (prior to age 65) as compared to normal retirement, 
and assumption of the person that they are “retired” (Levine and Mitchell, 1993; 
Beehr, 1986). It is assumed by some researchers (Beehr, 1986) that these differing 
definitions of retirement are one likely explanation for the differences obtained 
by research to date in the type and significance of influencing factors on the 
retirement decision.  Thus, the best if not only way to study the retirement issue 
at this time is to choose one specific definition and then later redo the same study 
using a different definition. The results can then be compared to determine the 
consistently and/or differences based on retirement age definition. Alternatively, 
if the participant pool is large enough and data are collected on all retirement 
“triggering events," the relationship among the various definitions of retirement 
can be tested as part of this study. The state of retirement used for this study, 
namely, receiving a pension, is the most appropriate definition, keeping in mind 
the propositions being investigated, the testing environment, and the objectivity 
of this measure. 
 
 The first independent variable measuring the financial condition of the 
future retiree can also be a potential source of limitation for this study. This is a 
very complicated variable that is based on several financial calculations. It is 
unlikely that a future retiree will know the exact, or even a reasonably close 
estimate, of the components of this calculation; this is where expertise as an 
employee benefits actuary will help. With proper participant authorization and a 
listing of personal assets, this “replacement income” can be accurately estimated; 
in fact, sharing the result of these calculations with the participant is the planned 
incentive to encourage participation and survey completion. Regardless of the 
incentive to participate, it is likely that length of the survey and amount of detail 
needed to complete it will reduce the response rate and thus the power and 
generalizability of the results. Therefore, the survey must be carefully designed, 
the incentive emphasized, and follow-up rigorously performed to ensure the 
maximum possible response rate. 
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 As described in components of proposition 2, the choices available to a 
participant are not as clearly defined as those provided in other studies, mostly 
experimental, that have assessed risk-seeking behavior under Prospect Theory. 
Previous studies have, with each set of choices, stated the frame of reference (for 
example, lives saved versus deaths), the type of good at stake, the probability of 
gain and loss, and the size of the payoff at risk (Kuhberger, et al, 1999). The 
choices presented to participants in this study, choices of a retirement age, with 
the participant’s original chosen age and the economically-feasible retirement 
age serving as the main two options, are not as clear cut as the choices provided 
in these other studies. This lack of clarity is mainly due to the fact that the 
present study involves an actual major life decision, where the facts are based on 
each participant’s characteristics and where the choices include future 
uncertainties which are not clear and well-defined (Fox and Tversky, 1998).  First, 
the type of good at stake involves allocation of three different goods, money, 
time and effort; the study does address this problem by decomposing the final 
analysis into factors and choices related to each of these three different goods 
separately. Second, the frame of reference, gain versus a loss, is not clearly stated. 
However, given the options available if a participant’s anchor age is less than 
his/her economically-feasible retirement age as described in the derivation of 
proposition 2 a) and 2 b) above, it seems very likely that the participant will view 
or frame  
these options as a loss and will see the final outcome as a loss; also, the 
participant is asked his/her opinion of this comparison as part of the survey to 
check that these choices are truly viewed as losses. Third, although each 
participant is given feedback that shows the size of the payoff at risk, s/he is not 
given a specific probability of loss. However, this should not change the 
hypothesized study outcomes. Researchers have tested both risky prospects and 
uncertain prospects whose outcomes were contingent on upcoming events; they 
found greater departures from expected Utility Theory when probabilities were 
not known (Fox and Tversky, 1998). With regard to the present study, the choices 
available to a participant involve a great deal of uncertainty with regard to future 
events, and, consequently, the participant will likely be a stronger risk seeker 
when the framed choices and final outcomes are seen as losses. 
 
 This study does not currently contain a process-tracing procedure to 
follow the decision maker through this important decision process. Measures 
resulting from such a process-tracing method could include the amount of time 
each participant spends answering specific questions about each component, the 
amount of time each participant spends considering his/her risky options, the 
participant’s choice of which of the three economic components, money, time, 
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and effort, to investigate first, etc. Such measures could add additional 
explanatory value to this important individual decision-making process, and, for 
example, could differentiate individual respondents based on their assessments 
of which of the three scarce resources should be considered first. A process-
tracing procedure can be added before the survey is administered, although it 
will add more complexity and length to an already complex and lengthy 
assessment and will likely interfere with protection needed for the survey so that 
participants are not able to adjust previous answers after receiving feedback. 
Thus, the costs and benefits of adding process tracing must be considered and 
investigated further before the survey is completed. 
 
 Another major limitation that is apparent even before the study 
commences is the fact that all the independent variables change, often 
dramatically, over time.  Changes in these variables along with changes in the 
listed control variables will likely cause changes in the predicted retirement ages 
of current employees (Anderson, et al, 1986) and possibly substantial changes in the 
relative influence of these variables.  Thus, to study the retirement decision and the  
relevant influencing factors completely, this study would need to be 
longitudinal, where the participant groups who are now five years from 
estimated retirement are restudied five to seven years hence, the participant 
groups who are now 10 years from estimated retirement receive the same survey 
and are restudied five to seven years from now and again 10 to 12 years from 
now, etc. Thus, the present group of participants must be followed and the study 
must be repeated as noted. Only then can we hope to understand an individual’s 
retirement decision, the factors that influence this decision, and the way these 
factors change over time. 
 
Discussion and Conclusion 
 
Implications If Propositions Are Confirmed 
 
 The results of studying the hypotheses generated by Bounded Rationality 
and Prospect Theory with Anchoring will enhance our understanding of an 
individual’s retirement decision, both the actual choice of a retirement age and 
the factors that influence this decision. This study will show the impact of many 
influences, through control variables, economically-based independent variables, 
and independent variables suggested by decision-making cognitive biases and 
risk-seeking behavior, on the retirement decision. In particular, this will be a 
direct application of Becker and colleagues' (1976) economic approach to analysis 
of a retirement decision, one area of individual behavior that has not been 
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directly investigated.  Also, this study may provide important information about 
the end of the earnings lifecycle as determined by the employee. This study will 
certainly enhance knowledge about the retirement decision, an issue that has 
been a “key [but] unanswered question [s]” since 1957 (Feldman, 1994, p. 285; 
Rappaport and Schieber, 1993, p. 6; Beehr, 1986, p. 45; Mathiasen, 1957, p. 101). 
 
 This study will also be an important addition to the literature on non-
economic decision making. As mentioned above, Prospect Theory and 
Anchoring have mainly been investigated through experimental work; the goods 
at stake, as well as the probabilities of loss and the amount at risk, have been 
defined by the researchers. However, when an individual is faced with a major 
life decision where his/her own finances, health, and time considerations are at 
risk, will s/he behave the same as Prospect Theory suggests?  This study can be 
significant in assessing this impact of cognitive biases on such an uncontrolled, 
but very risky and uncertain, decision. This study is also unique and important 
because it incorporates clinical synthesis, feedback from actuarial models, as part 
of the ongoing decision-making process. Will a decision maker trust and use 
such information when it is provided or will s/he continue to rely on the anchor 
and supporting cognitive biases? The results of this study will provide valuable 
information about these questions with regard to the standard, non-expert 
individual’s decision-making process as s/he analyzes a major life choice, one 
that most of us must make some day. 
 
 Perhaps more importantly, this study will enhance our understanding of 
the entire decision-making process. When making a major life decision, does an 
individual use an economic, boundedly-rational analysis as assumed and studied 
by many different research groups? Or, even with an important decision, does an 
individual default to decision-making heuristics and the resulting cognitive 
biases and risk-seeking behavior because of the overwhelming number of 
choices, amount of information, and uncertainty inherent in a boundedly-rational 
analysis?  Alternatively, the results of the study may show that cognitive biases 
only “add” explanatory value to an already existing economic approach. This 
will be an important contribution to the study of decision making, since, as with 
the retirement decision, specific, definable factors that influence an individual’s 
decision-making process and thus might be restructured or redefined to affect 
this decision are important for many areas of research. 
 
Managerial And Public Policy Applications 
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 On one hand, an employee’s decision to retire means an organization will 
need to replace an experienced, knowledgeable member. On the other hand, an 
employer may want senior employees to retire in order to provide promotion 
opportunities for younger, more junior employees. Thus, organizations have 
several reasons to be interested in the way and time an employee chooses to 
retire. The Theory of Bounded Rationality has a long history of managerial 
applications. In fact, the basis for incentive compensation, as well as for merit 
pay, is grounded here. A study of actual employees’ decision-making processes, 
as related to financial stability, health, and preference for leisure time, could thus 
have important managerial applications by reviving the initial emphasis of 
retirement plans as an organizational planning tool.  If instead, risk-taking 
behavior predicted by Anchoring and Prospect Theory is the predominate 
influence on an employees’ decision-making process, then companies can only 
address and influence behavior through changes in the anchor age determined 
by the retirement decisions of known others. This change process would likely be 
slow and agonizing, involving unpopular changes in retirement plans such as 
eliminating early retirement and retirement windows and providing strong 
inducements for highly visible employees to retire late.  The techniques to be 
used to affect behavior will be quite different depending on whether Bounded 
Rationality versus Anchoring and Prospect Theory is found to be most 
influential. 
 
 If the number of employees retiring in any given period is high or low in 
comparison to the number of new labor-market entrants, employees’ decisions 
will affect the labor market supply of the business that the employees are 
leaving, the industry of which the business is a member, and possibly the general 
population (Rappaport and Schieber, 1993). The size of the retired component of 
the population also affects goods and services available to society as a whole, 
because as the proportion of the total population that is retired increases, so does 
the proportion of the economy and the GDP focused on providing the needs and 
wants of the elderly (Rappaport and Schieber, 1993). Knowledge of the process 
employees use to decide when to retire would certainly be beneficial with regard 
to redesign of the Social Security and Medicare systems, as well. Thus, the results 
of our study of proposition 1 and 2 and the relative explanatory ability of the full 
model with regard to the retirement decision are very important and interesting 
for both managerial and public policy application purposes. 
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Introduction 
 
 The aging of baby boomers is raising concern over their long-term care 
needs.  How to pay for long-term care services is a major component of that 
concern. At present, out-of-pocket payment (from personal income and savings) 
and public welfare (Medicaid) combined account for 70% of the total cost of 
formal (paid) long-term care, with social and private insurance playing a minor 
role.  This method of funding is unlikely to be sustainable because it tends to 
impoverish many people and thereby severely strains Medicaid budgets 
nationwide. 
 
 A better funding method could be found by (a), more widespread use of 
the insurance principle for both private- and public-sector programs, and (b), 
linking several sources of funds in each sector that already exist to generate 
resources to pay for both social and private insurance. Therefore, this paper 
proposes a new funding model, one in which social insurance and private 
insurance will pay for the bulk of the costs, supplemented by personal payment. 
When these three sources fail to provide for some individuals, public welfare 
(Medicaid) will serve as a safety net. These are the same sources of funds 
presently in use, but will be deployed vastly differently in the proposed model. 
 
 
I. The Aging of the Elderly Population 
 
 In just over a decade, the baby boomers will begin to turn age 65. Over the 
next 40 years, the number of people aged 65 or older is expected to more than 
double.  
 
 More specifically, the new challenge in the next decades will be the aging 
of the elderly population.  The age group 65–84 is estimated to increase by more 
than 50 percent in 20 years (from 30.5 million in 2000 to 47 million in 2020), and 
more than double in 40 years (to 62.9 million in 2040). More impressive is the 85 
and older group, which is expected to grow by one-third in 20 years (from 4.3 
million in 2000 to 6.8 million in 2020), and more than triple in 40 years (to 14.3 
million in 2040).  
 
 The projected growth of those 85 and older invites concern because frailty 
is more common at advanced ages. It is difficult to forecast, though, because of 
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uncertainty about the effects of better health care and improved lifestyles on the 
incidence of dependency.  
 
 Declines in chronic disability rates among persons aged 65 and older were 
reported for 1982–1999. Even as the proportion of disabled elderly among the 
population declines, their absolute number is estimated to grow from 8.8 million 
in 2000 to 10.4 billion in 2020 and to 12.1 million in 2040. In other words, the 
implied growth in need for long-term care services is substantial because the 
projected decline in the disability rate will not be sufficient to offset the projected 
rise in the elderly population, especially those in the more advanced ages. 
 
 
II. How Long-Term Care Expenditures are Paid Today 
 
 The uncertain need for long-term care services is a recognized risk that 
may carry with it substantial—even catastrophic—financial consequences to an 
individual or his or her family, but it actually occurs only to a relatively small 
and predictable proportion of persons in a population at any one time. Therefore, 
the most sensible approach to paying for this type of contingency is to use 
insurance mechanisms.  
 
 In practice, however, insurance is used in a limited way to fund long-term 
care by either the public or private sector. Combined, out-of-pocket payment and 
Medicaid defrayed 70 percent of the total expenditures, as noted earlier. Out-of-
pocket payment—sometimes called self-insurance—fails to use the insurance 
principle of pooling risks. Self-insurance, by definition, is assuming the risk by 
oneself, rather than with others in a large group of persons exposed to the same 
type of risk.  
 
 Medicaid similarly lacks risk pooling, although some analysts regard it as 
a public insurance program. Labeling Medicaid—a welfare program—as 
insurance appears to use the term in a vernacular sense ("something to fall back 
on"), rather than in its actuarial sense, in terms of risk pooling among a large 
number of persons exposed to the same type of risk.  
 
 Traditionally, the bulk of long-term care services have been provided by 
informal (non-paid) caregivers of families and friends. During the last 30 years, 
increased labor force participation by women and changes in family patterns 
may have made such care less available. Despite these developments, informal 
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care is still highly important. Over the years, formal (paid) care has also become 
more prevalent. 
 
 The future demand for formal care may be expected to rise because these 
demographic trends would most likely result in a smaller pool of available 
informal caregivers. Persons in their 80s and 90s at present formed their families 
in the 1950s and 1960s when fertility rates were still high. For them, the supply of 
potential family caregivers would not have declined.   
 
 In contrast, when persons who reared their children in the 1970s–1990s 
arrive at ages when they will be more at risk of long-term care services, the 
supply of informal caregivers is expected to decline. These trends are similar in 
many countries in North America, Europe and Japan. It is therefore important to 
review how formal long-term care services are paid for at present. 
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III. Directions of Policy Reform: Sharing Public and Private 
Responsibilities 
 
 Heavy reliance on out-of-pocket payment and public welfare has spawned 
many calls for reform over the years. Reform ideas have revolved around social 
and private insurance. Expanding Medicare to include long-term care has been 
suggested. Creating a new long-term care program using social insurance has 
also been suggested. Private insurance has been considered an additional source 
of funding. There are tax deductions or credits to encourage the purchase of such 
policies. More tax incentives have also been proposed; however, tax incentives 
result in tax expenditures.  
 
 In short, in the debate on how to reform the way we pay for long-term 
care, all proposals face the same question of how to obtain additional funding.  
Many have come to realize that neither the public nor the private sector has the 
financial wherewithal to meet the high and growing long-term care costs. A 
significant challenge for policymakers is how to secure funding from both public 
and private sectors. New approaches are needed. 
 
 
IV. The Trade-Off Principle 
 
 This paper proposes a new funding model in which social insurance will 
provide a basic layer of protection to be supplemented by private insurance and 
personal payment. Assuming acceptance of this model, where might the funds 
for a new social insurance program and for the purchase of private insurance be 
found? Many people seem unable or unwilling to devote new resources for 
meeting long-term care costs. At least part of this may stem from the fact that 
people, in general, tend to compartmentalize or categorize their total resources 
(financial and non-financial assets as well as income) into different expenditure 
items such as food, housing and the like. Once compartmentalized or 
categorized, resources will only be available for designated purposes or 
accounts.   
 
 Merging resources could then increase the total utility of existing 
resources for meeting various costs. In order to merge or combine resources 
together, it is necessary to create linkages in both public and private sectors. 
Therefore, this paper suggests the use of the trade-off principle.  
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 The trade-off principle can be applied in both the public and private 
sectors. In the public sector, long-term care coverage may be provided in a trade-
off with Social Security cash benefits or with federal or state and local 
government, employee retirement benefits. In the private sector, private long-
term care insurance coverage may be provided in a trade-off with life insurance 
or annuity; private pensions; individual retirement accounts or IRAs; 
employment-based savings mechanisms such as 401(k) accounts or Keogh plans; 
or home equity conversion, such as reverse mortgages. Therefore, the concept of 
trade-off is ideologically and politically neutral in that it favors neither social nor 
private insurance; it can apply to either or both. 
 
 While the trade-off is suggested to generate new funding for long-term 
care when government resources are not available and when individuals are 
either unable or unwilling to devote new dollars for it, the suggested method 
does not imply that the trade-off will cover all long-term care needs. Far from 
it—implementation of the trade-off principle in the public sector would still leave 
much room for private-sector initiatives such as personal insurance and personal 
saving.  
 
 
V. Observations of Cognitive Psychology/Behavioral Economics 
 
 The policy prescriptions suggested above that promote widespread use of 
insurance mechanisms and create linkages between sources of funds are 
undergirded by these two basic ideas: risk aversion to potentially large financial 
losses and fungibility of income and assets. However, risk aversion and 
fungibility are the concepts that may be challenged by cognitive psychology/ 
behavioral economics concerning observations of how people make choices. 
 
 Traditional economic theory assumes that people seek to maximize the 
satisfaction from making market decisions about consumption, saving and 
investment. Satisfaction is the utility they derive from these activities. Economics 
thus assumes utility-maximizing rationality on the part of consumers, savers and 
investors. But, cognitive psychologists note that people do not always behave in 
a logical, consistent manner to maximize utility, either as an individual or on 
behalf of a firm or an organization.  
 
 For the purposes of this paper, two behavioral tendencies or biases—loss 
aversion and mental accounting—are of particular interest in understanding (a), 
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the lack of utility-maximizing rationality in the use of insurance mechanisms and 
(b), the scarcity of funding for long-term care. 
 
 Loss aversion poses a barrier to utility-maximization rationality. 
Psychological experiments have suggested that people actually make decisions 
differently regarding the possibility of gains and the possibilities of losses. 
People feel the pain of a loss more acutely than the pleasure of a gain of equal 
size. As a consequence, they feel far worse about having made losing choices 
than they do about not having made winning choices. Therefore, loss aversion—
not risk aversion—is important in influencing decision-making. People often 
delay making a decision about risk because they might regret the consequences 
of the decision. 
 
 Mental accounting creates another barrier to utility-maximizing 
rationality. Mental accounting means that people tend to separate a whole into 
its components. Instead of looking at the totality of the circumstance, including 
other risks and making decisions related to it, as the utility theory would suggest, 
people tend to judge financial risks in isolation. Mental accounting may be 
behind the decision of individuals and businesses that often make insurance 
purchase decisions on a case-by-case basis, rather than considering their entire 
financial and risk positions. 
 
 Based on cognitive psychology, the challenge behavioral economics poses 
to the standard assumption of utility maximization rationality in economics also 
poses a challenge to the ideas presented in this paper. Therefore, it is necessary to 
identify and confront the particular behavioral phenomena that result in the 
problems observed in funding long-term care.  
 
 Limited use of insurance seems to result from loss aversion. And the lack 
of resources appears to be a consequence of compartmentalization of budgets. If 
loss aversion predominates over risk aversion, then promoting more use of 
public and private insurance will lose much of its persuasive power. And, if non-
fungibility is the rule by which people make their purchasing, saving and 
investing decisions, then the idea of trade-off will probably be ignored.  
 
 It is necessary, therefore, to remove these impediments. To remedy loss 
aversion, one could attempt to reduce the problem of "use it or lose it", relative to 
the stand-alone long-term care insurance policy, by linking it to life insurance or 
annuity. To overcome the non-fungibility consequence of mental accounting, the 
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budget category could be broadened, by merging long-term care needs into 
retirement income needs. These ideas will be outlined in the following sections. 
 
 
VI. Creating Social Insurance for Long-Term Care: A Social 
Security/Long-Term Care Plan 
 
 Applying the trade-off principle in the public sector, one could fund a 
social insurance program for providing basic coverage for long-term care by 
diverting a small portion of a retiree's Social Security cash benefits for this 
purpose.  This trade-off can be called a "Social Security/Long-term Care (SS/LTC) 
Plan", in which retirees would trade off a small portion of their current benefits 
to join SS/LTC. SS/LTC would then exempt low-income Social Security 
beneficiaries from the trade-off. Closest to the suggested SS/LTC is a proposal to 
tax Social Security benefits for long-term care. 
 
How to Start SS/LTC 
 


The new plan could be implemented using a Long-term Care Trust Fund, 
like those for Social Security and Medicare programs. To illustrate, assume that 
the SS/LTC plan had become law in January 1996 and would build up a trust 
fund using the increase in the cost-of-living adjustments (COLA) to phase in the 
system, as described below. 
 


The new plan would divert a portion of the COLA into the LTC Trust 
Fund starting January 1, 1996. Each year thereafter, the rate would rise by one 
percentage point to the ultimate level of five percent, beginning in January 2000, 
and continuing into future years. Long-term care coverage would begin on 
January 1, 2000, in an arrangement similar to how Social Security began. (Social 
Security started collecting payroll taxes on January 1, 1937. It began paying the 
first monthly Social Security benefits on January 1, 1940, two years in advance of 
the starting date under the original legislation.) 
 
Basic Long-term Care Coverage 
 


What might be the expected long-term care coverage from the suggested 
SS/LTC? Assuming the program is administered by the government in a manner 
similar to that used for Medicare, administrative costs would indeed be 
essentially negligible, with mandatory participation. This new program may 
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induce higher demand; nursing home use, therefore, may be expected to increase 
by 10–20 percent. This increase in cost could be offset by setting the daily 
coverage amount at about 85 percent of customary and reasonable charges. 
 


The costs for nursing home and home health services may continue to rise 
for some time at a rate faster than average earnings' increase. Therefore, the five 
percent SS/LTC plan may provide one year of coverage only at 85 percent of 
customary and reasonable charges after a 90-day waiting period, two years of 
home health care, or a combination of these two benefits.  
 


The idea of trading one type of benefit for another (in this case, Social 
Security for long-term care) has been applied in employee benefit programs in 
the private sector under the rubric of "cafeteria plans". Still, SS/LTC represents a 
shift in the entitlement paradigm and a change in the way one thinks about 
benefits under government programs. Therefore, the idea should be greeted with 
reservation, resistance or rejection. 
 
Some Pros and Cons of SS/LTC 
 
 The SS/LTC plan has been subject to scrutiny by health policy analysts. 
For example, Illston and Weiner considered several positive points about the 
plan. First, they acknowledged that, according to opinion polls, the public might 
be willing to trade off some Social Security benefits for long-term care coverage. 
Second, they recognized that the plan would not introduce new taxes on 
workers, thus removing concerns about generational equity. Third, they believed 
that because its funding is linked to a percentage of Social Security benefits, and 
is therefore income-related, the plan would be an improvement over Medicare 
Part B premiums, which are deducted at a flat rate from Social Security checks. 
But they thought the major drawback to this idea was that it would not raise 
enough money to cover all long-term care costs, echoing Weiner's earlier 
criticism. However, SS/LTC has never proposed to be the sole payer for long-
term care. Instead, the plan was suggested to provide basic coverage, to be 
supplemented by private insurance and personal payment. 
 
 Some critics have cited the repeal of the Medicare Catastrophic Coverage 
Act (MCAA) as evidence that SS/LTC will not work because the elderly are asked 
to pay for their own long-term care. In my view, the critics have over-
emphasized the fact that MCCA required the intended beneficiaries to pay for 
their own benefits.  
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 The critics have de-emphasized or overlooked the fact that MCCA did not 
really provide meaningful long-term care benefits, which seemed to have been 
implied by the term "catastrophic" in the law's title. Moreover, to the extent that 
MCCA provided enhanced benefits to the Medicare coverage, they were, for the 
most part, covered by the Medigap policies, which many of the elderly had 
already owned, and with which they were mostly satisfied.  
 
 Therefore, the protest against the legislation reflected the fact that the 
elders were dissatisfied with having to pay for some benefits for which either 
they or their former employers had already paid. They were not, in my opinion, 
rebelling against the arrangement that called on them to pay for the benefits 
themselves. 
 
 
VI. Private Insurance for Long-Term Care: Trading Benefits 
 


As noted earlier, private long-term care insurance has been regarded as a 
potential source of funding. This section explores how this potential may be 
realized. Despite the fact that private long-term care insurance policies today are 
much improved than those in the past, covering almost all forms of assistance, 
including home care and assisted living, as well as nursing home, this market has 
not flourished. 
 
 Among many reasons for the unwillingness of people to buy long-term 
care insurance, the following are the most important which inform the suggested 
solution in this paper. On the demand side, some people resist buying long-term 
care insurance because it provides no benefit if they do not need services; they 
dread the so-called "use it or lose it" syndrome. Another reason is the high costs 
of private long-term care insurance policies for older people. On the supply side, 
insurance companies are concerned about moral hazard (greater use of services 
induced by insurance) and adverse selection (buyers are those who suspect they 
will need long-term care services).  
 
 To substantially reduce the degree of these reservations, the trade-off 
principle may be used to enhance the willingness of individuals to purchase 
long-term care insurance, by linking it to life insurance or annuity products. 
Also, it may be possible to increase the ability of individuals to purchase long-
term care insurance by linking it to occupational pensions from employers. This 
includes Teachers Insurance and Annuity Association-College Retirement 
Equities Fund and government employee retirement programs at federal, state 
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and local levels, or by linking it to individual retirement accounts (IRAs), Keogh 
plans, or other employment-based saving vehicles, such as 401(k) plans and 
home equity conversion plans (e.g., reverse mortgages). 
 
 Linking long-term care benefit to life insurance or annuity products 
already exists in the market. Upwards to 15 life insurance companies are 
marketing this type of combination product. Out of all the long-term care policies 
sold in 1996, about six to seven percent were life insurance policies with a rider 
for long-term care. Companies' products vary to suit their respective markets. 
There are many varieties such as a fixed annuity or a variable annuity with long-
term care benefits, or a universal variable life insurance policy with a long-term 
care rider. But the underlying concept is the same, that of combining long-term-
care protection with income protection through life insurance or annuity. 
 
 For example, for a single premium of $100,000, a 65-year-old woman 
could buy a life insurance policy that provides an initial death benefit of 
$190,000. The death benefit, by definition, is payable on the death of the insured. 
The death benefit can also be used by the insured prior to death to pay for long-
term care expenses, such as nursing home or home health care for at least 50 
months—at lesser of actual cost or 2 percent of a death benefit of $3,800 monthly.  
 
 This arrangement is akin to the critical illness rider attached to a life 
insurance policy. If the insured is diagnosed as having a critical illness and if 100 
percent is paid on diagnosis, then nothing is payable on subsequent death. 
However, if only 25 percent is paid on critical illness, then 75 percent of the face 
amount is payable on subsequent death.  
 
 In short, with a rider for long-term care, a life insurance policy pre-pays 
the death benefit for long-term care expenses. If the insured does not need long-
term care, then the funds in the insurance policy continue to grow. Stated 
differently, unused long-term care benefits will pass to the beneficiaries of the 
policy. Under this arrangement, in essence, the policyholder trades off some or 
all of the death benefit for long-term care. 
 
 Tying long-term care insurance benefits to life insurance products could 
possibly resolve much of the issues troubling both the demand and supply sides 
of the market. Not willing or able to recognize the value of insurance protection, 
some people inaccurately consider paying the premium wasteful. Providing a 
long-term care rider to a life insurance policy would overcome this concern. The 
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cash value of the life insurance policy will continue to accrue if the policyholder 
does not use long-term care services.  
 
 Closest to the idea of a combination product suggested here is a proposal 
of long-life insurance, which combines nursing home, home health and deferred 
annuity benefits. The idea of trade-off has also been incorporated in other 
studies. 
 
 Providing a long-term care rider to a life insurance policy would reduce, if 
not eliminate, this moral hazard problem: there would be a built-in resistance to 
over-using long-term care benefits because that would reduce the eventual 
insurance proceeds. The adverse selection problem would be limited because 
such a combination product would appeal to both healthy and not-so-healthy 
people. The high cost issue could also be moderated because people could buy 
long-term care insurance coverage at younger ages.  
 


Moreover, if a long-term care rider could be provided under group life 
insurance policies, then the ability and willingness of workers to participate 
would be even more enhanced. The method to combine long-term care benefits 
with life insurance or annuity products could be adapted to serve organizations 
that market both retirement income products and long-term care policies, such as 
Teachers Insurance and Annuity Association-College Retirement Equities Fund 
(TIAA-CREF). 
 


Some may argue that the idea about tying a long-term care rider to a life 
insurance policy may appear to unduly promote sales of life insurance. 
However, a recent study has reported that life insurance is essentially not 
correlated with financial vulnerability at every stage of the life cycle. As a result, 
roughly two-thirds of poverty among surviving women and more than one-third 
of poverty among surviving men results from a failure to insure survivors 
against an undiminished living standard. This finding may lend support to the 
viability of tying long-term care to life insurance. 
 


Finally, linking long-term care benefits to life insurance or annuity 
products can cope with the problems caused by loss aversion and mental 
accounting, as discussed earlier. 
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X. Conclusion 
 


With improved longevity there is in all likelihood a growing need for 
long-term care services by the aging baby boomers in the next few decades. The 
costs could be immense.  It is unlikely that our society can meet that demand, 
given the present mix of long-term care funding, which relies primarily on out-
of-pocket personal payment and public welfare.  
 


Since insurance is the best method to protect against this type of risk and 
because neither the public nor the private sector alone has sufficient resources to 
pay for long-term care, this paper proposes a new model in which insurance—
both public and private—will play a key role. Given constrained government 
resources and unwillingness or inability of individuals to pay for long-term care, 
this paper further suggests a trade-off principle to be applied in both the public 
and private sectors in order to implement the new funding model. 
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Abstract 
 


Politicians and the public are all beginning to worry about how people 
will be able to afford the health care demands of an aging population, especially 
when the baby boomers retire.  
 


Politicians are also worried about how much money is lost from tax 
revenues today because of the tax advantages offered in employer-sponsored 
Qualified Pension Plans (QPPs) and Individual Retirement Accounts (IRAs), 
including 401(k) plans. Under these schemes, contributions (for some plans, both 
employer and employee) within limits are tax-deductible and investment income 
accrues tax-free until the pension funds are taken as income. Thus, there is 
significant taxpayer participation in these schemes. 
 


While it is true that these Qualified Plans cost the government tax 
revenues today, it is also true that the same schemes will create increased tax 
revenues for the government when the baby boomers retire and turn their 
pension assets into taxable retirement income.  
 


This paper models the extent of the tax dollars being lost by the 
government today because of QPPs and IRAs, then goes on to project the extra 
revenue that will accrue to the government from these same pension plans when 
the baby boomers retire. It then points out that these extra pension income 
dollars of tax revenue will arrive at exactly the time that the baby boomers will 
need extra government support to pay for their increased health care delivery. 
 


In short, this paper shows that it is possible to create the perfect 
macroeconomic immunized portfolio. 
 
 
 
I. Introduction 
 


This paper is written by a Canadian academic, based on Canadian data. 
However, the results are completely transferable to the U.S. and are of immense 
importance. In particular, the paper presents an existing solution for how to pay 
for U.S. government-sponsored health care as its population ages (especially 
after the baby boomers retire). 


 







 3


 
This paper will show that the rate of aging of the Canadian population 


will exceed the rate of aging of the U.S. population. This is mainly true because 
the baby boom/baby bust demographic tidal wave in Canada (as explained in the 
next section) exceeded that experienced in the U.S.  
 


Thus, any solution that can be found to create a synergy between pensions 
and health care in Canada could immediately be applied successfully in the U.S. 
We present such a solution in this paper, and suggest that it could be made to 
work equally as well in the U.S. 
 
 
II. Population Aging 
 


This section of the paper explores the definition of the phrase 
“"Population Aging". There are two components of Population Aging: enhanced 
life expectancy and shifting demographics.  
 


It is well known that life expectancy in both Canada and the U.S. has 
improved remarkably this century, as illustrated in the following table: 
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Table 1 
 


Life Expectancy in Canada 
1931–1991 


 
 Year   At Birth   At Age 65   At Age 75 
 


   Male Female  Male Female  Male Female 
 


 1931  60.0 62.1  13.0 13.7   7.6  8.0 
 1951  66.3 70.8  13.3 15.0   7.9  8.8 
 1971  69.3 76.4  13.7 17.5   8.5 10.7 
 1991  74.6 80.9  15.7 19.9   9.6 12.5 
 
Source: Statistics Canada, National Life Tables 
 
 
Similar data are available for the U.S. 
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Table 2 


 
Life Expectancy in the United States 


1930–1990 
 
  Year   At Birth   At Age 65    
    Male Female  Male Female   
 
  1930  59.8 61.1  11.7 12.8   


 1950  65.5 71.0  12.7 15.0   
  1970  67.1 74.7  13.0 16.7   


 1990  71.8 78.8  15.1 18.9   
 
Source: United States, Bureau of the Census, National Life Tables 
 


Clearly, all else being equal, if every member of society lives longer, then 
the population will age. Thus, enhanced life expectancy is an important part of 
the population-aging paradigm, but not the most important part. 
 


What is more important, it turns out, are the dramatic demographic shifts 
that took place in Canada and the U.S. in the second half of this century. Both 
Canada and the U.S. experienced large increases in live births after World War II. 
This has become known as the post-war baby boom. One view of this 
phenomenon is provided by Figure 1, which shows the fertility rates for Canada 
and the U.S. for the period from 1921–1992. 
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Figure 1 


 
Source: Brown, 1997, p30 
 


It may be inappropriate to call this phenomenon the post-war baby boom. 
Studying Figure 1, one can see that the immediate impact of the return of the 
soldiers from the war is obvious, but temporary. This paper takes the point of 
view that the real baby boom did not start until the early 1950s, and did not end 
until the mid-'60s. 
 


Another representation of the same phenomenon can be found in the next 
two graphs, which present the number of live births in Canada and the U.S. in 
the twentieth century. 
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Figure 2 
 


Live Births in Canada 
 


Source: Brown, 1997, p225 
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Figure 3 


 
Live Births in the United States 


Source: Brown, 1997, p224 
 
 


Once again, one can see that the baby boom did not really reach its full 
force until the good economic times of the 1950s. In fact, live births in Canada 
peaked in 1959; and in 1957, in the U.S. Thus, as this paper was presented in 
2002, the largest birth cohort ever is turning age 45 in the U.S., not age 57 as one 
might assume using the indicator of post-war baby boom. 
 


That is a summary of what is meant by population aging. An overall 
graphic image of population aging is captured in Figure 4 that follows. 
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Figure 4 


 
 
Source: Foot, 1982, p125 
 


One can see in this graph the rapid escalation of the median age. Canada’s 
median age was 17 in the middle of the last century, and now it is 31. Canadians 
expect to reach a median age of around 42 by the middle of the twenty-first 
century. While enhanced life expectancy is an important part of this 
phenomenon—in Canada and the U.S.—shifting demographics are the true 
driving force. 
 


This is proven in that the only time the median age in Canada has ever 
fallen was around 1952–1966, which corresponds to the baby boom years, as 
defined in this paper. Since 1966, the median age of the population has been 
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substantially driven by the baby boom generation. In conclusion, in Canada and 
the U.S., population aging has a lot more to do with shifting demographics than 
with improvement in life expectancy. 
 
 
 
 
III. An International Comparison 
 


This study placed these demographic in Canada and the U.S. into an 
international perspective. Most nations have experienced remarkable 
improvements in life expectancy over the last half-century, especially those who 
have recently attained modern sanitation and medical practices, such as China. 
These same countries have seen significant drops in their fertility rates (at least 
since the mid-'60s). The result of enhanced life expectancy, combined with 
dropping fertility rates is a sharp rise in dependency ratios (defined here as the 
ratio of those aged 65 and over to the labor force aged 15–64), as seen in Table 3 
and Figure 5. 
 


Table 3 
 


Growth in the Dependency Ratio 
(Ages 65+/Labour Force) 


2050/1996 
 


 Country  Total Growth (2050/1996) 
 
   Japan    190% 
   Italy    170 
   Canada   130 
   France    100 
   United States    90 
   United Kingdom   60 
   Sweden    50 
 
Source: Fougere and Merette, 1998, p5. 
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Figure 5 
 


 
 
Source: ibid, p13 
 
 


Returning the focus to the U.S., graphical evidence of this macro-
population aging process can be seen in Figures 6 and 7 that follow. 
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Figure 6 
 


U.S. Population 1995 


 
 


Figure 7 
 


U.S. Population 2030 
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These graphs are known as population pyramids and show the number of 
people within each age group (females on the right and males on the left). In a 
stable population—one in which birth rates and death rates are constant year 
after year—these histograms would look like a pyramid; broad in the base, and 
because of mortality, working gradually to a peak at the top. Note that these are 
not the shapes presented in Figures 6 and 7. 
 


Clearly, Canada and the U.S. are going through some rapid demographic 
changes. This is dramatically summarized in Table 4, which follows. 
 


Table 4 
 


Distribution of Canadian Population by Age Group 
1956–2036 


 
Age  1956  1976  1996  2016  2036 
 
Under 20 39.4  35.6  26.7  22.0  20.2 
20-64  52.9  55.8  61.1  61.4  55.0 
65+   7.7   8.6  12.2  16.6  24.8 
 
75+   2.5   3.2   5.1   7.1  12.8 
85+   0.4   0.7   1.2   2.2   3.8 
 
Source: Denton, Feaver, and Spencer, 1998, p85/90 
 


Thus, over the next thirty-five years, the percent of the population aged 65 
and over will double, while the percent of the population aged 85 and over will 
more than triple. This has important implications for paying for health care, as 
will be discussed later. 
 


Based on these data, the thesis of this paper is: If a solution to the payment 
of health care costs over the next half century can be found for the Canadian 
population described, then any such solution could be applied successfully in the 
U.S. 
 
 
IV. Registered Pension Plans (RPPs) and Registered Retirement 


Savings Plans (RRSPs) in Canada 
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A. Existing Plans and Coverage 
 


Table 5 
 


Percentage of Tax Filers Participating in 
RPPs, DPSPs and RRSPs (1992) 


 
   By Age Group    By Income Group 


Public Sector   Private Sector           Public Sector  Private Sector 
 
<25  41.0  20.0   <20,000 43.0  24.0 
25-44  83.0  55.0  20-39,999 87.0  62.0 
45-64  90.0  67.0   40-79,999 97.0  87.0 
25-64  86.0  58.0   80,000+ 99.0  92.0 
 
Source: Canadian Institute of Actuaries 1995, Appendix D 


 
In general, younger workers and females show lower levels of coverage. 


Also the level of public sector coverage greatly exceeds that in the private sector. 
Public sector employees represented about a quarter of the paid work force but 
almost half (46 percent) of the total RPP membership in 1999 (Statistics Canada, 
2000a, 20).  
 


One reason for this disparity of coverage is the fact that small employers 
tend not to offer pension plans to their employees, and most small employers are 
in the private sector. In 1992, fully 96 percent of the members of plans with fewer 
than 10 participants were employed in the private sector (Statistics Canada, 1994, 
25).  
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The importance of RPPs and RRSPs is illustrated in Table 6. 
 


Table 6 
 


Number of Contributors, Contributions ($B), and Accumulated Assets: 
C/QPP; RPPs; RRSPs 


1998 
      
Plan  Number of Contributors   Contributions Accumulated 
Assets   (,000)    ($B)   ($B) 
 
C/QPP  13,627    18.5    49.4 
RPPs    5,091    16.9   644.4 
RRSPs    6,122    26.6   241.2 
 
Total       67.4   657.8 
 
Source: Statistics Canada 2000,11/12. 
 
B. Tax Reform 
 


The federal government has decided that all forms of private pension 
schemes (including RRSPs) should operate on a level playing field when it comes 
to tax incentives. Prior to tax reform, workers not participating in employer-
sponsored pension plans could not achieve the same level of retirement savings 
through RRSPs, because of the relatively low contribution limits. 
 


The maximum pension the federal government allows in a registered, 
defined benefit plan is two percent of one's best earnings for each year of 
employment, or $1,722.22 per year of employment, which ever is less. A person 
who worked 35 years for the same employer and qualified for the maximum 
benefit each year would get a pension of $60,278 a year, upon retirement. To 
qualify for this, however, a person needs a best-earning year of $86,111 or more 
(since 70% of $86,111 = $60,278). These limits have been frozen until 2003. 
 


In 1976, when the upper limit on tax assistance for retirement savings was 
first established, it was about five times the average industrial wage (AIW). Tax 
reform in 1991 set the new limit at two-and-a-half times the AIW, and the 1996 
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deferral of the extension of these limits effectively means that the eventual cut-off 
will be at twice the AIW (Mercer, 1996).  
 


For a defined contribution plan, the current maximum contribution 
allowed in a registered plan is $13,500, or 18 percent of remuneration, which ever 
is less. These amounts are also frozen until 2003. 
 


In his 1995 budget, Paul Martin scaled back the contribution level from 
$15,500 to $13,500, where it will remain frozen until the end of 2003. It is now 
scheduled to rise to $14,500 in 2004, then to $15,500 in 2005; a whole decade later 
than originally intended.  
 


This is extremely important. Even if inflation only rises by two percent per 
annum, the decade deferral in the $15,500 limit effectively decreases the ability to 
save for retirement by 22 percent in real terms. 
 


If one participates in an employer-sponsored plan, the 18 percent/$15,500 
limit is reduced by a factor called a pension adjustment, which is the value of the 
contribution to the employer-sponsored pension plan. If that plan is a defined 
contribution plan, the value is the total contribution made (employer plus 
employee). If it is a defined benefit plan, the value is nine times the amount of 
increased benefit in that year. For example, if the benefit is 1.5 percent per year of 
service, the pension adjustment is 13.5 percent (9 times 1.5) and the maximum 
allowable contribution to an RRSP is 4.5 percent of earnings. 
 


There are public policy issues around the level of tax incentives provided 
to private pension plans. Money contributed to a RPP/RRSP is tax-deductible 
(within limits) at the time of contribution. Hence, for a worker in the 40% tax 
bracket, a $1 contribution to a RPP/RRSP only costs $0.60, directly. Also, the 
investment income earned in a registered plan accrues tax-free until taken as 
income. Hence, workers earn the full gross rate of investment return (7% is 
assumed in this paper) during the life of the plan, not the after-tax rate. Leon 
Muszynski (1996, 121) goes so far as to ask why these plans should be called 
private when the level of public involvement by way of tax subsidization is so 
significant. 
 


On the other hand, income from a RPP/RRSP is taxable at the time it is 
taken post-retirement (which may be at rates either lower or higher than before 
retirement, especially if Social Security clawbacks are included in the analysis).  
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C. Registered Pay-out Options 
 


The RRSP may be matured or annuitized at any time, except that the 
annuitant payments must commence or the funds must be transferred to an RRIF 
(explained shortly) prior to the end of the year in which the taxpayer turns 69. 
 


Until 1978, the only form of retirement income that one could purchase 
from an RRSP was an annuity payable for life. This annuity could have a 
guaranteed period and could be designed to continue payments to the surviving 
spouse (last survivor annuity). The more guarantees included, the lower the 
initial income one receives per unit of RRSP fund. 
 


In 1978, the government introduced two extra maturity options. The first 
was annuity-certain (i.e. payments do not depend on one's continued 
survivorship), payable until age 90, and the second was a special pay-out scheme 
called a Registered Retirement Income Fund (RRIF). This paper will not describe 
these options in any detail. 
 
 
V. Public Policy Issues 
 
 


One of the reasons for the deferral in increasing the tax deductible 
RPP/RRSP contribution limits, and the ability to save for retirement is the 
government’s perception that the tax incentives provided to RPPs and RRSPs 
cost them a lot of money. The tax deductibility of contributions is worth $473 per 
$1000 contribution for someone in the highest income bracket, but only worth 
$269 to a taxpayer in the lowest bracket (National Council of Welfare, 1996, 43).  
 


Table 7 shows Ministry of Finance estimates of the cost of RPP/RRSPs to 
the government in lost tax revenues. These estimates result from the fact that 
registered contributions are tax-deductible and investment income in a registered 
plan is not taxed until taken as income (most likely after retirement). 
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Table 7 
 


Estimated Lost Tax Revenues from Registered Pension Plans ($B) 
 


1991–1995 
 
 Source       Year 
      1996 1997 1998 1999 2000 
 
Registered Pension Plans 
 Contributions deduction    4.9  4.9  5.0  5.1  5.2 
 Non-taxation of investment   9.0  8.1  7.3  8.0  8.7 
 Taxation of withdrawals              -4.9     -5.5      -6.2      -6.9      -7.8 
 Net expenditures     9.0  7.6  6.2  6.2  6.0 
 
Registered Retirement Savings Plans 
  Contributions deduction    5.9  6.4  7.0  7.7  8.1 
 Non-taxation of investment   3.5  3.4  3.3  3.9  4.4 
 Taxation of withdrawals   -2.2 -2.5 -2.8 -3.0 -2.9 
 Net Expenditures     7.3  7.2  7.5  8.5  9.5 
 
Total Tax Expenditure   16.3 14.8 13.7 14.7 14.5 
 
 


However, instead of looking at the tax incentives for RPP/RRSPs as tax 
expenditures, this paper argues that the government should view the monies 
accumulating in these funds as the perfect deferred tax asset. This is true because 
as the baby boomers retire, they will take their registered income out of their 
retirement plans, and pay income tax thereon, just when the government will 
need the money to pay for Social Security and health care for the now-aged baby 
boomers. 
 
VII. Qualified Plan Contribution Limits in the U.S. 
 


(Aside: this section has been updated to reflect the Economic Growth and 
Tax Relief Reconciliation Act of 2001). 
 


The U.S. income tax laws are quite favorable to the establishment of 
qualified pension programs. Employer contributions are deductible from 
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corporate taxable income as a business expense; investment earnings of a 
qualified pension plan are exempt from income taxation until benefits are paid 
out; and employer contributions are not taxable to employees as income in the 
years made. However, benefits are taxable in the hands of the recipient, when 
taken. Employee contributions generally must be made from after-tax income. At 
least 90 percent of all U.S. plans are non-contributory. 
 


Contributions to and benefits received, under qualified plans, are limited 
by law. With respect to defined benefit plans, the plan must provide an annual 
benefit that does not exceed the lesser of (1) $160,000 (adjusted annually for cost-
of-living changes) or (2) 100 percent of the participant’s highest average 
compensation for three consecutive years. (These limits are reduced if the 
participant has less than 10 years of plan participation, less than 10 years of 
service or retires prior to attaining the Social Security normal retirement age). 
 


With respect to defined contribution plans, the annual addition to a 
participant’s account may not exceed the lesser of (1) $40,000 (adjusted annually 
for cost-of-living changes) or (2) 25 percent of the participant’s covered 
compensation for the year.  
 


No qualified plan may take into account compensation in excess of 
$200,000 (beginning in 2002) to determine benefits or contributions (adjusted for 
cost-of-living). Additional requirements apply to top-heavy plans. 
 


A profit-sharing plan is a type of defined contribution plan in which 
employer contributions are typically based on the company’s profits in some 
manner. For profit-sharing plans, the deduction for employer contributions is 
limited to 15 percent of the aggregate participant payroll. Any one participant is 
eligible to receive a contribution up to the defined limit of 25 percent of salary, or 
$40,000, which ever is lower.  
 


For tax purposes, a Thrift Plan is a contributory profit-sharing plan. 
Employee contributions are from after-tax income. There are also Stock Bonus 
plans and Employee Stock Ownership plans, but these will not be discussed 
further here. 
 


A 401(k) is an employee savings plan that allows for employee 
contributions on a pre-tax basis and for partial employer-matching contributions. 
The 401(k) employee contribution is considered to have been made by the  
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employer, therefore, it is not treated as part of the employee’s taxable income for  
that year. The maximum contribution (salary reduction) permitted under 401(k) 
plans is $11,000. This ceiling will increase by $1,000 per year until it reaches 
$15,000 in 2006. For subsequent years, indexation is to the cost-of-living. No 
withdrawals from 401(k) plans are allowed before age 59.5 (with some 
exceptions) without penalty taxation. 
 


Under a regular IRA, anyone can contribute 100 percent of annual earned 
income to the IRA, up to a maximum of $2,000 per year. The minimum age at 
which a distribution can be made without tax penalty is 59.5 (with some 
exceptions). A worker can also contribute up to $2,000 a year (i.e., $4,000 in total) 
to a spousal IRA. If the employee is covered under a qualified plan and his/her 
income exceeds $50,000 (or $80,000 for a married couple filing a joint return), 
then the ability to contribute a tax-deductible amount to an IRA disappears. 
However, investment income will still accrue, tax-free, until taken. 
 


There are also Roth IRAs into which after-tax contributions may be made. 
However, they will not be discussed further here. 
 


Additionally, there are simplified employee pension plans, which are 
similar to employer-sponsored IRAs, but have higher deduction limits. The 
contribution for each covered employee may not exceed the lesser of 15 percent 
of the employee’s covered compensation, or $40,000, compared to the maximum 
of $2,000 with an IRA. SEPs have been widely used by self-employed persons. 
 


No other qualified plans will be discussed here. 
 
VI. Health Care and Economic Security 
 


Population aging will have its major impact on two government-
sponsored economic security systems; namely, Social Security and health care. 
Analysis has shown that the impact on other support systems (e.g. education) is 
expected to be smaller. Both retirement income security and health care provide 
economic security; retirement income by providing a source of funds for 
retirement, and health care by removing a source of expense risk. It has been 
estimated that the incomes of elderly Canadians would need to be as much as 
one-third higher if they had to pay for the various services covered under public 
health insurance (National Council of Welfare 1984, 62). 
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From this point on, this paper will only pursue a method to fund the 
rising cost of health care as the population ages. Social Security financing issues 
are a separate matter under OASDI and will not be analyzed further here. 
 
 Given the statistics on the aging of the Canadian population, as outlined 
previously (e.g. a 141 percent increase in the number of elderly persons in 
Canada by 2025), it is not surprising that health care costs are expected to rise. 
This is true especially since the old/old proportion of the population is growing 
faster than the young/old population (see Table 3), and it is the old/old who 
make the largest demand on the health care system (Barer et al, 1995, 201). 
 
 As shown in Table 4, the percent of the population aged 65 and over will 
nearly double in the next thirty-five years, and the percent of the population 
aged 80 and over will more than triple.  
 


Age is one of the strongest determinants in predicting the need for health 
care services of a nation as can be seen in Figure 9, which follows. In Canada, 
people aged 65 and over made up 11.7 percent of the population in 1991/92, and 
4.75 percent of the population was 75 and older. However, persons 65 and over 
accounted for nearly 60 percent of hospital inpatient days, and 40 percent of all 
days were provided to those 75 and over (Barer et al., 1995, p201). 
 


Figure 9 
 


Relative Per Capita Costs of Health Care 
for 


Males and Females by Age 
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Source: Marshall, 1987 
 
 Denton and Spencer (1995) modeled the shifting demographics in Canada, 
then applied constant (quinquennial) age-sex-specific health care cost data to the 
modeled population to determine what impact population aging will have on 
government expenditures for health care. Health care here includes hospital, 
medical, preventive and other health care costs, but only those paid for by the 
government. Denton and Spencer (1995, 178) present the following impact of 
population aging on government health care expenditures when per capita 
expenditures for each age-sex group are held constant (1986 = 100.0): 
 


Table 8 
Implied Health Care Expenditures (1986 = 100.0) 


1991–2041 
 
    Year   $B 
 
    1991  110.1   
    2001  131.3     
    2011  150.4     
    2021  175.7  
    2031  201.1     
    2041  214.6 
 
% Increase (2041/1991): 94.9% (1.949)   
Growth rate per annum*: 1.4%  
Source: Denton and Spencer, 1995, 178 
*Author’s calculations. 
 
 Very similar projections were made by the Organization for Economic 
Cooperation and Development (OECD) in the late 1980s. It projected the rate of 
increase in public social expenditures between 1980 and 2040 (1980 was set equal 
to 100 in all countries) assuming constant real per capita expenditures by age 
within each program. The results follow in Table 9. 
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Table 9 
Growth of Public Social Expenditures in the OECD 


1980–2040 
(1980 = 100) 


 Country Health  Social Security  Total* 
 Australia  240   288      207 
 Britain   121   130**     110 
 Canada  218   304     187 
 France   119   172     128 
 Germany  90   126     97 
 Italy   108   134     107 
 Japan   146   229     140 
 Sweden  117   123     109 
 United States  178   215     165 
 
• Includes all social expenditures (e.g. education, unemployment) 
** Prior to legislative changes to SERPS 
Source: Walker, 1990, 384 
 


The increase in public expenditures captured in Tables 8 and 9 are those 
created purely by population aging. The projections assume a constant level of 
service and benefit delivery, with no improvement in the existing systems. That 
is, per capita costs by age and sex are carried as constants in the models.  
 
 If government revenues are finite, then how will these growing demands 
for health care funding be met? What should the public policy priorities be? 
 
VII. A Macro-Economic Immune Portfolio 
 
 The direction this paper now intends to go may be apparent. So far, this 
study has presented the problems that will be faced with being required to pay 
for health care as the population ages, and in particular, when the baby boomers 
age. Also, this paper has implied that the government is sitting on the perfect 
deferred tax asset in the form of RPP/RRSPs. That is true because the baby 
boomers will have to pay income taxes in full when they turn their Registered 
Savings into retirement income. 
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 To model the impact of these two counteractive cash flows, the study 
created a model based on a number of assumptions. First, data were received 
from the Canada Pension Plan actuary that provided data as to the past since 
1966 and expected future population in Canada. The model assumed (starting in 
1966) that every Canadian aged 20–64 placed one dollar per annum into a RPP or 
RRSP. This created a loss of tax revenue to the government since the 
contributions were assumed to be tax-deductible in full, and the investment 
income grew tax-free (we ignored the potential impact of existing ceilings on 
contributions). Then, the model assumed that when the worker turned age 65, 
that retiree would buy an annuity at age 65, which would pay out retirement 
income from age 65 until death. All of these dollars, in turn, were fully taxable as 
income. 
 


Both before and after retirement the model assumed a tax rate of 40 
percent (about right for an average worker/retiree in Canada today) and an 
interest rate of 7 percent. That is, all assets grew at seven percent per annum pre-
retirement, and the cost of the annuity was determined at seven percent. The 
latter assumption means that assets post-retirement grow at the full seven 
percent, which, in turn means that the government is not receiving tax revenue 
on the growth of the post-retirement investment income. The government only 
gets the income tax on the annuity cash flow.  
 
 One could argue (and the Canadian Department of Finance does) that this 
is a further "tax expenditure" (the non-taxation of annual investment income 
post-retirement). While this is technically correct, this paper does not agree with 
that argument post-retirement. The reason is that we feel strongly no 
government could pass tax legislation to tax post-retirement investment income 
embedded in RPP/RRSPs, once annuitized. That is, we believe there is no way 
that the government could ever realize this income. 
 
 To summarize, this paper does account for two types of "tax expenditure" 
pre-retirement: the tax deductibility of contributions (here, with no limit) and the 
non-taxation of investment income. Post retirement, it is assumed that there is no 
"tax expenditure", but that there is positive cash flow to the government in the 
form of income tax on the annuity payout. 
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 This model produced the following output: 
 


Table 10 
 


Government Tax Expenditures and Gains 
from 


RPPs and RRSPs (millions of dollars) 
1991–2041 


 
  Year    Taxes Lost    Taxes Gained    Net Total 
 
  1991   26.4   2.6   (23.7) 
  1996   28.2   4.7   (23.6) 
  2001   29.9   7.6   (22.3) 
  2006   31.6   11.9   (19.7) 
  2011   33.0   19.6   (13.3) 
  2016   33.7   29.0   (4.7) 
  2021   34.0   38.1   4.1 
  2026   33.8   47.0   13.1 
  2031   33.6   54.4   20.9 
  2036   33.9   57.8   23.9 
  2041   34.4   59.1   24.6 
 
 Each of these entries is actually the five-year total, beginning in the listed 
year. That is, the $26.4 million of "taxes lost" in 1991 is actually the total dollars 
lost in the period 1991–1995, inclusive. 
 
 The net total government gain is displayed in Figure 10 from 1966–2066. 
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Figure 10 


 
 
 


These numbers are model output based on the assumption that every 
Canadian aged 20–64 saves one dollar per annum. In the real world, however, 
some people save nothing, while others save to the limit imposed on them by 
legislation. 
 


To attempt to turn these model numbers into real world numbers, this 
study compared the modeled government gains and losses in the period 1991–
1995 to the actual taxes gained and lost in the same period, as listed in Table 7. 
Based on the resultant ratios, the paper estimated the "real world" net gain to the 
government for the years listed above. The results follow. 
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Table 11 
 


Estimated Net Government Gain 
 
    Year  ($billion) 
 


1991 (14.9) 
1996 (15.1) 
2001 (14.6) 
2006 (13.4) 
2011 (10.5) 
2016 ( 5.7) 
2021 ( 0.2) 
2026 5.4 
2031 10.8 
2036 14.3 
2041 15.5 


 
These numbers are one-year cash flows, not five-year totals, as in Table 10. That 
is, the 14.9 billion loss in 1991 is only for 1991. 
 
 The study searched for best estimates of future health care costs in 
Canada. These were found in work done by Denton and Spencer (1995), as 
previously cited. Denton and Spencer took age- and sex-specific health care costs 
from 1991 and applied those costs as constants to the future expected Canadian 
population. They estimated the following health care costs in their model: 
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Table 12 
Estimated Health Care Costs 


 
Year  ($billion) 


 
1991 41.6 
1996 45.9 
2001 49.6 
2006 53.2 
2011 56.8 
2016 61.3 
2021 66.4 
2026 71.3 
2031 75.9 
2036 79.2 
2041 81.1 
 


Source: Denton and Spencer (1995, p178) 
 
 The thesis of this paper is this: The government should not look at the 
temporary tax losses associated with RPP/RRSPs as problems. Rather, they 
should view these temporary losses as an investment toward deferred tax assets.  
 
 By deferring some tax income today, the government is creating a system 
that will guarantee increased tax revenues later, when they are needed to pay for 
health care for the baby boom. It is time to test the thesis. Will the increased tax 
gains from RPP/RRSPs help to pay for the health care of the baby boom? 
 
 The following table simply adds two numbers together for the years 
listed, namely the taxes gained or lost from RPPs and RRSPs and the current cost 
of health care. These numbers can be found in the previous two tables. 
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Table 13 
Net Cost of RPP/RRSPs and Health Care 


1991-2041 
($billions) 


 
  Year  Net RPP/RRSPs Health Care  Total 
  1991   (14.9)   41.6    56.5 
  1996   (15.1)   45.9    61.0 
  2001   (14.6)   49.6    64.2 
  2006   (13.4)   53.2    66.6 
  2011   (10.5)   56.8    67.3 
  2016   ( 5.7)   61.3    67.0 
  2021   ( 0.2)   66.4    66.6 
  2026    5.4   71.3    65.9 
  2031   10.8   75.9    65.1 
  2036   14.3   79.2    64.9 
  2041   15.5   81.1    65.6 
 
 These are extremely exciting results. If one can accept the large number of 
assumptions behind the models, then RPP/RRSPs can create the perfect mirror-
positive cash flow to the negative cash flow demands for health care funding. 
Thus, these two systems in total create a macro economic immune portfolio. 
None of the numbers were manipulated, nor were they derived by working 
backward from the desired answer and filling in the blanks.  
There are, however, a number of caveats to stress. The model uses constant 
dollar "cost" assumptions. That is, for the RPP/RRSPs, each worker in the 
population puts a constant number of dollars in the system each year. The rise 
and fall of cash flows (and their direction to and from the government) are 
purely the result of population aging. Similarly, the health care costs are based 
on 1991 prices held constant and pushed through an aging population. There is 
no assumption of increased or decreased unit spending for health care in the 
model—only the impact of population aging. 
 


What that means, at the end of the day, is that RPP/RRSP cash flow would 
have to grow (or decline) in tandem to the real per capita costs of health care for 
the portfolio to remain immunized. That is quite questionable at the moment. 
Governments (certainly both those in Canada and the United States) seem to be 
obsessed with the short-term tax losses associated with RPP/RRSPs (Qualified 
Plans in the U.S.), and they seem determined to put ever more stringent limits on 
a worker’s ability to access these systems.  
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 Were it possible to convince the politicians that these plans represent, in 
fact, the perfect deferred tax asset, then one might hope for a more enlightened 
attitude. However, as long as the life of a politician only lasts until the next 
election, these limits and ceilings are not likely to be liberalized. 
 
 
IX. Translating the Canadian Model to the U.S. 
 
 
 Having argued that RPP/RRSPs and Health Care funding can be 
combined into a macro-economic immune portfolio for Canada, how does that 
translate for the U.S.?  
 
 The aging population problem is much less extreme in the U.S. than in 
Canada. Thus, one might quickly conclude that the system of Qualified Plans 
that the U.S. needs to build an immune portfolio would be much smaller than the 
RPP/RRSP system needed in Canada. That conclusion, however, is false (at least 
if based on a demographic argument).  
 
 If the U.S. had a stable population, where the proportion of the population 
in any age group remained constant, then there would be no need to worry 
about the future. The level of taxation that exists today would be sufficient for 
the future. That is because there would be no population aging as we now know 
it. 
 
 The next smallest step toward population aging assumes that the elderly 
population grows by exactly one extra person in the next generation. That would 
be a small problem, but how big a Qualified-Plan system would need to be built 
to solve it? The answer is the same size as modeled above.  
 
 Why? 
 
 Well, while only enough new money to pay for one extra person is 
needed, the added Qualified Plan deferred income is only derived from that one 
extra person. Thus, all of the costs alluded to are marginal. Whether there is one 
extra elderly person or one million does not matter. It is necessary to have the 
size of Qualified Plan portfolio modeled above (ie. as RPP/RRSPs) to fund future 
health care in an aging population. 
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 At least, that is the demographic reality. There is another reality, however, 
that must be factored. Canada spends about 9.5 percent of GNP on health care, 
whereas the U.S. spends about 15.5 percent. Of this, about 71 percent of the 
health care budget is paid for by the government in Canada while the 
comparable statistic in the U.S. is 41 percent. Thus, the Canadian government 
taxes away 6.7 percent of GNP (this percentage has been held fairly level over the 
last decade) and provides all Canadians with fairly acceptable (but basic) health 
care, at virtually no extra cost to the consumer.  
 
 In the U.S., the government takes 6.4 percent of GNP to provide its elderly 
(Medicare) and poor (Medicaid) with basic health care (with co-insurance and 
deductibles). This percentage continues to rise rapidly (see Figure 11). Thus, the 
Canadian model can be used virtually without modification to provide an 
indication of the size of Qualified Plan system the U.S. would need in order to 
create the immunized macroeconomic portfolio and pay for health care. An 
independent study of U.S. data could bear this prediction out. 
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Figure 11 


 


 
 
 It would be preferable to model all of these systems using U.S. data rather 
than trying to do a second-tier translation of a Canadian study onto the U.S. 
landscape, but for the purpose of this paper, the size of the field has been 
defined. 
 
 
X. Conclusion 
 
 As stated in the introduction, governments in most developed nations are 
beginning to worry about how people will pay for health care in populations that 
are rapidly aging. In Canada and the U.S. this is particularly acute once the baby 
boomers reach the ages where health care demands explode.  
 


The mathematics of this paper may be viewed as simplistic, and the 
assumptions wide and numerous. However, it builds the case that the macro-
economic portfolio of RPP/RRSPs—with their attribute of deferred tax gains to 
the government, combined with growing demands for the funding of health 
care—can be seen as macro-economically immune. In fact, the exact people who 
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will be creating the need to find ever-increasing funding for health care are 
exactly the people who will create increased tax flows to cover the need.  
 
 A concerted effort at the public policy level is needed today to convince 
governments that RPP/RRSPs are not the pure tax drain that they are seen to be. 
Rather, they are the perfect deferred tax asset that will some day pay for 
increased demands for health care funding in an aging population. 
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Abstract 


 
 This paper describes changes in demographic, family, and lifestyle 
patterns and anticipated major trends in further changes. Facing these changes, 
we introduce a dynamic social security system deemed most suitable for 
accommodating the changes. The details of the operation of the system then 
are described. All the desirable features of the system also are emphasized. 
Finally, all the questions as raised in the CALL FOR PAPERS then are 
answered under the system. 
 







3 


Old age is Indian country. Uncharted and dark. Even when we have parents 
still living to provide us with maps, show us over the rising hill, the crest of 
the road, we don’t want to look. Fear, perhaps. Not of death so much as of all 
the indignities lying in wait for us. 
Nina Bawden in Walking Naked 
 


1. Introduction 


 
 The financing of social security programs has been the subject of many 
studies in social security literature.  Much of the debate has focused on the 
relative advantages and drawbacks of pay-as-you-go and full funding, on the 
viability of public or occupational pensions as compared to personal saving 
schemes. In advocating one method of funding over another, many have based 
their arguments on past experience and projected demographic changes.  No 
system, however, exists in a vacuum, and insufficient attention has been given 
to the broader international, social, political, cultural, and economic trends 
that govern the viability and sustainability of a social security system in the 
future.  
 


Section 2 of this paper reviews the major changes and shifts around the 
world. Section 3 introduces the dynamic social security system in detail. In 
section 4, the key characteristics of the dynamic social security system are 
discussed. Section 5 applies the dynamic social security system to answer all the 
questions raised in the CALL FOR PAPERS. Finally, we draw our conclusions in 
Section 6.   
 
 


2. Major Changes and Shifts Around The World 


 
2.1 Changing Population Structure 
 


Changes in the population structure are determined by changes in 
fertility, mortality, and international migration, which manifest themselves 
through increases in longevity.  According to the United Nations, the gross 
reproductive rate (GRR) for the world as a whole was 2.44 between 1950 and 
1955, 1.67 between 1985-1990, and is projected to decline to 1.15 in 2020-2025.  
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Fertility is projected to fall at a faster rate in the less developed areas, with the 
GRR declining by more than 60 percent over the period, while the rate in the 
more developed regions is expected to fall by only 33 percent. Mortality rates  
also have declined. Life expectancy at birth in the developed countries 
increased from 66.0 years in 1950 to 73.7 years in 1990, while the 
corresponding increase was from 40.7 to 60.7 years for the less developed 
regions. 
 


The impact of reduced fertility and mortality is reflected in the 
changing share of the aged population.  In 1950, 5.1 percent of the world’s 
population was aged 65 and over.  This proportion is expected to increase to 
9.7 percent in the year 2025. While the more developed regions currently 
exhibit a more severe case of population aging, the less developed countries 
are projected to have a higher rate of aging. Between 1950 and 1980, the share 
of the elderly in the total population in the more developed regions rose by 53 
percent and is expected to increase a further 53 percent by the year 2025.  
However, in the less developed regions, while the share of the elderly grew by 
only 18 percent between 1950 and 1980, it is projected to rise by a staggering 78 
percent between 1980 and 2025. The majority of the world’s population will be 
residing in the less developed countries in the 21st century. The rapid rate of 
population aging has also raised the elderly dependency ratio, which is the 
ratio of the number of elderly persons to the number of persons in the working 
age group.  The ratios for all the major regions of the world are projected to 
increase: Asia will have the largest projected increase—77.1 percent in the 
1990-2025 period—and Africa the smallest at 16.1 percent. 
 


At the same time, the growth of the share of the working population for 
all major regions is projected to decrease, with the exception of Africa. In 
addition, the labor force participation rates of men above and below the 
normal retirement age have fallen sharply over the last decade.  Not only will 
there be a large population of elderly, there also will be a smaller working 
population to support it.  
 
 These demographic changes will constrain the ability of economies to 
finance social expenditure. The shares of social security and health 
expenditures for many industrialized countries show sharp upward trends.  In 
1992/93, the expenditure shares ranged from 11.0 percent for the United States 
to 27.9 percent for the Netherlands.  With annual growth rates averaging only 
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about 3 percent, it is highly unlikely that these economies will be able to 
sustain social programs financed by the taxes and contributions of the working 
population.  
 
 It is true that female labor force participation rates have risen 
significantly in recent decades, especially in the OECD countries.  However, 
given the average gender earnings differentials and the concentration of 
women in part-time employment, women’s earnings are considerably lower 
than men’s. Therefore, while the number of women entering the labor force 
would more than counterbalance the number of older men withdrawing, this 
growth will not be able to provide a one-to-one offset for the decline in male 
participation in terms of the tax base for social expenditure contributions, 
implying a shrinking of the tax base. 
 
2.2 Changing Family Pattern 
 


Family patterns have changed considerably worldwide in the recent 
decades, and further change is very likely. The proportion of divorced and 
single people in the population has increased, and the median length of 
marriage before divorce has gone down. The proportion of single-parent 
families among all families has increased significantly. There will be many 
more couples with few or no children and a new class of unmarried couples 
living together. Same-sex marriage is being accepted and permitted under the 
law in some countries. Two-earner families have become the norm rather than 
the exception. The proportion of families with either an absent father or absent 
mother also has increased considerably. 
 
2.3 Changing Retirement Pattern 
 


Retirement patterns also have changed considerably worldwide in the 
recent decades, and further change can be expected. An increasing proportion 
of workers has taken early retirement; this is particularly so in the 
industrialized countries. A significant number of individuals are working 
part-time or intermittently before completely leaving the workforce. People 
have shared the same job on some specially arranged basis. Other forms of 
phased retirement have either emerged or can also be expected. 
 
2.4 The Information Revolution and the Global Electronic Village 
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The launch of Russia’s “Sputnik” in 1957 marked the beginning of the era 


of global satellite communications and precipitated the information revolution. 
As a result, the information float collapsed. As information now can be shared 
simultaneously among countries, the “national economy” is now, and will 
continue to be, subsumed under the “global economy,” or, in Kenichi Ohmae’s 
words, “The Borderless World”.   
 
2.5 Shift from Nation State to Business State 
 


The globalization trend is exemplified by the global corporation.  This 
will no longer be the colonial-style, multinational company with a 
headquarter-subsidiary mentality, but rather a network of downsized, 
outsourced, and largely stateless cross-border corporate alliances. In the past 
decade, the world’s 37,000 transnational companies—up from 7,000 in the late 
1960s—were responsible for more in sales than all trade exports put together: US 
$5.8 trillion in 1992.  In the United States, 80 percent of the dollar goods sold 
abroad are not exported, but are sold under the governance of the transnationals, 
either by affiliates, intrafirm trade, or through licensing or franchising 
agreements.  These flows have been consolidated with the investment of capital 
overseas, which has led to the emergence of international production systems.  
Since 1983, foreign direct investment has grown five times faster than world 
trade and 10 times faster than world output (The Economist, June 24, 1995).  The 
production lines of Mitsubishi Motors, for instance, stretch from Thailand to 
Malaysia to Japan.  Production sharing will be the prevailing form of 
international economic integration.   
 
 Business leaders are the politicians of the future. Conversely, politicians 
will run their governments like corporations, promoting the country’s 
comparative advantage for business.  In the future, the international ties between 
business leaders and politicians will strengthen. 
 
 The power of the transnational corporations has grown to such an extent 
that governments are handing over tasks which once were under their sole 
purview. For instance, U.S. Congress has asked multinationals to take up some 
of the burden of foreign aid.  Table 1 shows that foreign private investment 
outflows have registered much sharper increases than government foreign aid. 
Corporations have begun to develop their own human rights codes and 
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increased pressure on countries which, in the eyes of the United States, have less 
than satisfactory human rights records.  Many governments in the West have 
sought to impose their standards on the developing countries with whom they 
have economic and trade links to little or no avail, generating only hostility and 
resentment in the process. 
 
 Transnational corporations have begun to take over this role.  They are 
adopting politically correct profiles and strict codes of business ethics. For 
example, Levi Strauss, an American clothing company, cancels contracts with 
suppliers if they employ child labor. Chemical companies are more vigilant in 
policing their industry and computer companies are advocating higher 
environmental standards. Many are signatories to international agreements such 
as the International Chamber of Commerce’s Business Charter for Sustainable 
Development. And rightly or wrongly, the transnational companies impose 
these standards on their host countries.  The transnational corporation has now 
become and will continue to be the major agent of international  
integration.  The increasing power of the business corporation means that 
business concerns will override politics. And business issues cut across all 
national boundaries and will help to build the global business state. 
 


Table 1 


 


Foreign Investment 
Outflow to Developing 


Countries Foreign Aid 
 1990 1993 1990 1993 
United States $423.2 $548.7 11.4 9.7 
Japan 310.8 422.6 9.1 11.3 
Germany 143.1 178.7 6.3 7.0 
France 67.9 140.6 7.2 7.9 
Britain 77.2 243.2 2.6 2.9 


All figures in billions of US dollars. 
Source: Newsweek, June 26, 1995 p. 31. 


 
2.6 Shift from Fixed to Flexible and Responsive Systems 
 


The strength of the traditional multinational lies in its size and ability to 
exploit economies of scale.  Cost was dominant and the variable cost of labor was 
the decisive factor.  Now practices such as just-in-time production emphasize 
responsiveness and flexibility—factors which have downgraded the importance 
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of size.  
 
 With increasing automation, the present day global corporation is 
operating in an increasingly fixed-cost environment.  Competitiveness and 
market share are built up and maintained through innovation, knowledge, and 
development of brand consciousness in the consumer—all of which involve high 
fixed costs.  In the old variable-cost environment, companies focused on 
reducing the cost of materials, wages, and labor hours.  Now companies focus on 
maximizing the marginal contribution to fixed costs (i.e., maximizing sales) 
which explains the importance of a large market base and the motivation for 
globalization.  
 
 In the present quicksilver world of consumer tastes, companies have had 
to adapt and become increasingly flexible and responsive to change.  Big, 
overstaffed companies involving many bureaucratic layers are now anathema.  
Long hierarchies impede the flow of information, slow down the 
decision-making process, and reduce the ability of the company to respond to 
changes in the marketplace. This responsiveness is especially visible in the retail 
sector.  In the past, stores operated strictly according to office hours and were 
almost always closed on Sundays.  Now shops, including beauty salons and 
medical clinics, are beginning to stay open into the night and sometimes are 
open round the clock.  Even British stores, conservatism and Sunday trading 
laws notwithstanding, have responded to consumer demands by staying open 
into the early evening and open their doors on Sundays.   
 
 Companies also have tried to adapt to the needs of employees. For 
instance, job-sharing has taken root in many organizations to accommodate 
demands of working parents. Shifts in thinking also have permeated social 
organizations such as schools, where some have adjusted hours and curricula, 
allowing students to arrive earlier and stay later, to accommodate their parents’ 
work schedules. 
 
 Wage payments are beginning to move from fixed payscale systems to 
flexible ones based on productivity, which can respond quickly to changing 
economic circumstances. Benefits systems also are evolving gradually from 
fixed-benefits systems to ones that recognize and accept individual preferences.  
One way this is manifested is in the increasing popularity of “cafeteria benefits 
systems”.  While these require a greater initial capital outlay and are more 







9 


demanding in terms of monitoring, firms are starting to tailor systems to suit 
individuals to maximize productivity and value for money. 
 
2.7 Shift from Short-Term to Long-Term 
 


This stress on flexibility has been accompanied by an increasingly 
long-term outlook.  The debate over the environment and nonrenewable 
resources has focused attention on the long-run sustainability of short-term 
actions.  Many companies and countries, unfortunately, are run with very 
short-time horizons—this month, quarter, half year—and the problem is 
exacerbated by the political process of elections every four or five years, where 
expedience is the guiding principle. 
 
 Long-range strategic visions and planning are beginning to replace 
short-term goals. Managers and executives must abandon their preoccupation 
with short-term quantitative measures of performance and profit and give 
attention to the kinds of investments and behavior that will spur innovation and 
strengthen the firm and nation’s capacity to create wealth.   
 
2.8 Formation of Trade Blocs and Harmonization of Standards 
 


While great strides have been made in the past decade to reduce barriers 
to trade and capital mobility, prospects for global trade liberalization remain 
guarded at best.  If anything, the advent of the European Common Market in 
1992 fuelled fears that some markets, the lifeblood of companies, would become 
increasingly closed. The formation of the North American Free Trade Area 
(NAFTA) and the growing activity with the forum for Asia-Pacific Economic 
Co-operation (APEC) are seen to be responses to this ominous development and 
represent efforts to maintain and promote free trade, at least within these regions.  
Many observers agree that the 21st century will see the world economy 
consisting of three main economic blocs: Europe, the Americas, and Asia 
(however defined), bringing about greater intra-bloc flows of trade, investment, 
and people. 
 
 Harmonization of standards within the bloc usually follows the creation 
of an economic zone.  The European Union is trying to devise a common set of 
standards for everything from labor laws and minimum wages (envisaged in the 
Social Charter) to the beef content of sausages.  The setting of common standards, 
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processes, and systems across countries reduces uncertainty and minimizes 
transaction costs, particularly for the global corporation operating in many 
different countries. 
 
2.9 Increasing Labour Mobility 
 


The degree of labor mobility at present differs widely across regions.  In 
North America, labor mobility, at least between Canada and the United States, is 
strongly encouraged and widely practiced.  To a much lesser degree, Europeans 
are beginning to realize that people will have to move with and to a job, and not 
the other way around. In Asia, residents of Hong Kong and Taiwan, with 
significant foreign investments overseas, have long accepted the need for 
mobility.  This trend is beginning to emerge even in Japan, one of the more 
closed Asian societies. Singapore, actively pushing the regionalization drive, is 
encouraging citizens to work abroad. Increased labor mobility between countries 
and the advantages of a common set of standards will govern the type of social 
security system which will be workable and acceptable.  
 
2.10 Development of a New and Global Lifestyle 
 


Just as national economies will gradually merge into a greater world 
economy, the growth of transnational corporations will mean that people from 
vastly different cultures and climates will be eating the same foods, wearing the 
same kinds of clothes, and sharing the same music, movies, magazines and 
television shows.  Satellite technology, international travel, and the spread of 
information will spawn an international culture.   
 


Alongside this globalization of lifestyle, society will become more 
conservative and liberal at the same time.  On the one hand, higher standards 
will be set for all aspects of business conduct, from adherence to a code of ethics 
to regulation. On the other hand, topics and issues which were once taboo—such 
as sex, drug addiction, euthanasia, cloning, same-sex marriage, and mental 
illness—will be discussed with greater openness. An alternative lifestyle will 
evolve. There will be a greater proportion of unmarried people, unmarried 
couples living together, and couples who may be married but have few or no 
children. 
 
2.11 Shift from Reliance on Institutional Help to Self Help 
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In the industrial countries, particularly after the Depression, there was a 


heavy reliance on large institutions to provide for the basic needs, from food to 
shelter to jobs. Over the past two decades, however, people have been moving 
away from this reliance to new habits of self-care. Many are taking responsibility 
for their own health by taking up exercise, reducing consumption of less 
healthful foods, and reducing smoking. The concept of health has been redefined 
from the mere absence of disease to the existence of a positive state of wellness. 
On another level, self-help will manifest itself by increasing independence from 
large companies through self-employment and small business entrepreneurship.    
 
2.12 Shift from Complacency to Accountability 
 


Alongside this greater self-reliance will develop a greater awareness of 
the need for accountability.  The average citizen will demand that both 
individuals and businesses be accountable for their actions, and this 
accountability will go beyond criminal and insurance liabilities. Grandparents of 
children born to unmarried mothers may be held liable for child support. 
Employers and doctors, stockbrokers and politicians, all who are in any position 
of duty and obligation, will be expected to take responsibility for not only their 
own actions but also the actions of others. 
 
2.13 Major Changes and Shifts Around the World: A Summary 
 
1. The population will be ageing. 
2. The spread of technology and information will engender a world that will 


be increasingly interdependent. Future technology will be so efficient that, 
most of the time, it will be taken for granted. The indications are already 
there–take for example the increasing use of the “smart card”—of the 
move from technological complexity to technological transparency. 


3. Politics will take a back seat to economics. The global corporation will 
become the agent of international economic integration and the catalyst 
for social and political change in developing countries, taking over some 
of the roles of governments and international organizations. 
Decision-making will be increasingly decentralized.    


4. The consumer will be sovereign. Firms will seek ways of adapting their 
operations and management styles to maximize their responsiveness to 
consumer tastes, which will evolve over time and differ across cultures. 
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People and knowledge, brain-power and innovation will be the driving 
forces of the 21st century and access to markets will be the critical factor 
determining business success. Countries have responded by carving out 
their “markets of influence,” most visibly through the formation of trade 
blocs. 


5. Employees with innovative drive and the ability to harness and exploit 
information will expect and demand better remuneration, benefits and 
pension packages. However, with greater international labor mobility, the 
traditional pay-as-you-go social security systems will be increasingly 
anachronistic.   


6. The availability of information, multinational production, trade, and 
foreign investment will nurture a new global lifestyle. Present cultural 
and societal barriers to certain types of behavior and lifestyle patterns will 
break down. 


7. Individuals will become accustomed to looking after themselves and 
taking responsibility for their actions and their lives.  


 
 


3. The Dynamic Social Security System (DSSS) 


 
The DSSS, as envisioned here, is a compulsory social security savings 


scheme. Both employers and employees must contribute jointly a certain 
percentage of employees’ monthly salaries to their individual DSSS accounts. 
A statutory board called the DSSS Board can be established to administer the 
scheme. The DSSS accounts earn interests and provide the employees a fund 
that they can rely on upon retirement or disability. 
 
3.1 Membership 
 


DSSS members are employees and self-employed persons in a given 
country. Although most members are either the citizens or the permanent 
residents of the country, foreign workers are likewise entitled to the 
membership. Active members are those who are actively at work while retired 
persons could still hold their membership when their accounts are being 
utilized. 
 
3.2 Contribution Rate 
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In this scheme, both employer and employee contribution rates change 


according to the nation’s economic situation. When the economic situation is 
not good, the contribution rate from both the employers and employees could 
be reduced; the degree of the reduction is a function of the economic situation. 
Similarly, if the economic situation is good, the contribution rate for both 
employers and employees could be increased. Again, the extent of the increase 
depends on how good the nation’s economy is.  
 
 It is possible to drastically reduce only the employer’s contribution rate 
in time of an economic recession to reduce the operating cost for employers. 
Similarly, some supplementary retirement scheme may be implemented to 
encourage voluntary contributions from employees, only with varying 
contribution rates among foreigners, citizens, and permanent residents. The 
contribution rate could also vary by age. For example, the total contribution 
rate from both employers and employees could be, say, 30 percent of salaries 
for those up to 55 years of age, 20 percent for those above 55 but not exceeding 
60, 15 percent for those above 60 but not exceeding 65, and 10 percent for those 
above 65. 
 
3.3 Individual Members’ Accounts 
 


Each DSSS member’s account is divided further into, say, three accounts, 
namely Ordinary, Medical, and Emergent Accounts. The contributions made 
by both employers and employees are apportioned to the three accounts—for 
example, 20 percent to the Ordinary Account, five percent to the Medical 
Account, and five percent to the Emergent Account. The apportionment rates 
among these accounts could vary with time and the member’s age.  
 
 The amount in the Ordinary Account may be used for housing, 
education, approved insurance, and investment schemes and transfers to 
top-up parents’ own accounts. On the other hand, Medical Account may be 
used only to pay hospital bills and certain outpatient medical expenses, such 
as kidney dialysis, chemotherapy, radiotherapy, assisted conception treatment, 
hepatitis B vaccinations, and day surgeries. Finally, the Emergent Account is 
reserved for old age and special contingencies.  
 
3.4 Credited Interest Rate 
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The interest rate credited to DSSS accounts is based on, say, the average 


of the 12 month deposit and month-end savings account rates of major banks 
in a given nation, subject to some minimum rate of, say, 2.5 percent. Since 
DSSS interest earnings are exempted from income tax, the effective rate of 
return on members’ DSSS accounts is higher than the nominal interest rate, the 
extent of the excess being dependent on each member’s tax bracket. 
 
3.5 Administrative System 
 


The DSSS Board installs a comprehensive system to ensure that 
employers pay the monthly contributions (from both employers and 
employees) correctly and promptly. Each month, the DSSS Board sends a 
computerized DSSS payment form to each employer, who then sends the 
contributions due for the month, together with the completed form, to the 
Board. If no contribution is made for an employee, the employer is required to 
give reasons. Similarly, the employer must register new employees with the 
Board so that DSSS contributions can be made on their behalf. The Board’s 
computer can easily detect those employers who fail to pay DSSS 
contributions promptly and correctly and single them out for follow-up action 
by the Board. Also, each member receives a DSSS Statement of Account that 
shows the progress of the accounts. 
 
3.6 DSSS Benefits 
 


Although DSSS accounts are owned by each individual member, 
withdrawal of funds from these accounts may be made only for those 
approved purposes. These purposes are consistent to the objectives of the 
DSSS Board, which could include the following: 


 
1. To help members buy and own houses 
2. To help members protect their homes and families 
3. To pay for education 
4. To pay for hospital, surgical, and medical expenses 
5. To save up for retirement 
6. To enhance their savings through approved investments 


 
3.7 Medical Account 
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This account will be established as a compulsory national savings 


scheme, which helps individuals set aside part of their income to meet their 
personal or immediate family’s hospital, surgical, and some outpatient 
treatment fees. Under this scheme, every employee contributes some 
percentage (depending on age) of his monthly salary to a personal Medical 
Account. There is a maximum limit for both the monthly contribution and the 
total amount of contributions to avoid excessive build-up. At some age, such 
as 60, the account holder is allowed to withdraw his Medical funds, leaving a 
minimum sum of some specific amount or the actual Medical Account balance, 
whichever is lower. Upon an account-holder’s death, the balance in the 
account is paid to the heirs. 
 


A Medical Account may be used to pay for hospital, surgical, and 
certain outpatient fees of the account-holder, his parents, or children. Family 
members may also pool their accounts to pay a bill. An account-holder also 
may use his account to pay for the expenses of a more distant family member, 
provided that the patient’s immediate family has completely drained its 
accounts. Medical savings also may be used to pay for certain forms of 
outpatient treatment: kidney dialysis, chemotherapy, radiotherapy, assisted 
conception procedures, hepatitis B vaccination, AZT treatment, and day 
surgery. 
 
3.8 Catastrophic Insurance Scheme (CIS) 
 


Since the Medical Account does not adequately provide for catastrophic 
or chronic illnesses, a low-cost catastrophic illness insurance scheme, (CIS), 
will be introduced to fill the gap.  
 


All Medical account holders below age 70 will be covered automatically 
by CIS unless they opt out. They may pay their CIS premiums from their 
Medical Accounts and also may use their accounts to pay the premiums for 
their dependents who opt to join CIS. 
 


CIS premiums can be kept low and affordable to encourage 
participation. This can be achieved by pegging the reimbursements at the 
average charges incurred by patients in an ordinary ward in a public hospital. 
There will be varying premiums for different age groups and sex. 
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 CIS may be used to pay hospital, surgical expenses, and certain 
expensive outpatient treatments, such as kidney dialysis, chemotherapy, and 
radiotherapy. There could be high deductibles, depending on ward 
accommodation. Deductibles can be pegged at a level at which only some 
percentage of all hospitalizations in a year are eligible for CIS claims and CIS 
pays 80 percent of the amount in excess of the deductibles. There also can be 
maximum limits on the amounts claimable per policy year and in a lifetime. 
However, there can be no deductibles for some treatments, such as kidney 
dialysis, chemotherapy, and radiotherapy. 
 
3.9 Medifund 
 


Despite Medical Account and CIS, there still will be some people who 
are unable to pay their portion of their hospital bills. Medifund will be an 
endowment fund set up by government to meet the need of these people. Only 
the income from Medifund will be used. Patients in public hospitals who are 
unable to pay their hospital bills, even after utilization of Medical Account and 
CIS, may apply to Hospital Medifund Committees for assistance. These 
committees comprise members who are actively involved in community or 
social work and who are familiar with the needs of the lower-income group. 
The actual assistance provided will depend on the individual circumstances. 
 
3.10 Education Scheme 
 


This scheme will be introduced to allow DSSS members to use up to 
some percentage of their DSSS savings that is in excess of the Minimum Sum 
(see Section 3.11) as the study loan to finance the education on themselves or 
their children. The scheme will cover full-time degree and diploma courses at 
various institutions of higher education. The study loan granted under the 
scheme must be paid back with interest to the DSSS by cash. The repayment 
can be made one year after graduation by a lump sum or by monthly 
installments over a maximum period of, say, 10 years. 
 
3.11 Withdrawal 
 


DSSS members may withdraw their money from their DSSS Accounts 
upon reaching normal retirement age or becoming permanently disabled, 
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provided they set aside a minimum sum and put it in their Retirement 
Accounts. This Minimum Sum Scheme will be established to ensure that there 
always would be a minimum sum available upon retirement, regardless of 
how DSSS savings are used for various approved purposes. Note that the 
minimum sum will be changing by time, and it is conceivable that the 
minimum sum may be increasing throughout the years in the future.  
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 The DSSS Board also will allow its members to top-up their own or their 
parents’ Retirement Accounts, either by cash or through transfers from their 
own DSSS savings. This is consistent with other DSSS schemes, such as 
Medical Account, CIS, and Education Schemes, in which members are allowed 
to use their DSSS savings to support their families. In this regard, DSSS saving 
schemes will play an important role in strengthening family relationships. 
 
 


4. Desirable Features Of The Dynamic Social Security System 


 
There are a few distinguished features of the dynamic social security 


system. These features form part of all the desirable features of a social 
security system for the 21st century.  Listed below are DSSS’ features. 
 
4.1 Fully Equitable  
 


The dynamic social security system is equitable in that the depositors 
do not subsidize other members of the system. Being equitable, the system 
provides incentives to its members to save simply because the benefit will be 
returned to them in full. If the savings constitute a sizable portion of the salary, 
people will be motivated to continue working longer and harder in order to 
increase their income and thus savings for retirement. 
 
4.2 Fully Funded 
 


All benefits for DSSS members are derived from their own and their 
employers’ contributions and the investment income earned from the fund. 
This ensures that the liabilities of the DSSS Board are fully funded at any point 
in time without any subsidy. It creates no burden to the government nor to the 
society. 
 
4.3 Fully Vested 
 


All benefits under DSSS are vested immediately on the members 
without any requirement such as minimum age or length of service. This 
allows members to enjoy the benefits without any conditions. 
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4.4 Fully Portable 
 


Under the dynamic social security system, a DSSS member can continue 
to save without any interruption, even if he changes job from time to time. 
Contributions made in all jobs will be credited into the member’s DSSS 
Accounts within the system. 
 
4.5 Intergenerationally Independent  
 


Because the DSSS is fully equitable, fully funded, fully vested 
(immediately), and fully portable, it may be the closest thing to being 
intergenerationally independent. 
 
4.6 Fully Reciprocal Across National Boundaries 
 


Some countries already have a unified social security program 
administered by one agency that comprises representatives of employers, 
employees, and governments. Bilateral and multilateral conventions or treaties 
exist among many countries, especially in Europe, which guarantee equal 
treatment of aliens and citizens, payment of benefits outside the country, and the 
pooling of transfer records to meet qualifying periods. A totalization procedure 
sometimes is used.  
 


The countries agreeing to do this count the earnings record of the 
individual as part of his earnings record in the given country for purposes of 
determining benefit eligibility. Pension credits obtained in one country are 
handled in such a way that a movement to a job in another country is 
administered like the continuation of work in the given country. Under the DSSS 
scheme, contributions made in all jobs would be credited into the employee’s 
account by any signatory country to the agreement.   
 
4.7 Encouraging Private Intergenerational Transfers 
 


Many Asian societies rely on a system of informal support, whereby 
children accept that they have to ensure the welfare of the elderly in their 
family, notably through sharing of income and provision of basic needs. The 
DSSS scheme institutionalizes this system of private intergenerational 
transfers by allowing and encouraging children to top-up their parents’ DSSS 
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Accounts. Income redistribution takes place within the family, and this 
emphasis on care of the elderly will help to reinforce the strength of the family 
unit. 
 
4.8 Encouraging Late, Phased or Flexible Retirement  
 


Note that early or mandatory retirement at a fixed age is 
costly—particularly when the labor force is shrinking—and inefficient when 
individual utility could be raised by continued employment. The DSSS scheme, 
with salary-based contributions, has a labor-supply inducing effect and reduces 
the incentive to take early retirement.   
 
 A phased, or flexible, retirement scheme is logical and should be 
encouraged. Individuals differ greatly in their financial conditions, health status, 
work attitudes, and life philosophy, and they should be able to work for as long 
as they choose. 
 
4.9 Emphasis on Saving and Personal Responsibility 
 


The dynamic social security system has several positive features: 
 
1. It emphasizes personal responsibility for one’s own welfare 


rather than dependence on others. This is consistent with the 
general trend in which people are moving away from reliance on 
public institutions to greater reliance on themselves. Saving for 
one’s own future consumption is but an extension of this trend. 


2. It encourages long-term planning rather than short-term 
expedience. 


3. It facilitates understanding of the cost of living and financing for 
retirement. 


4. It creates incentives to take up or remain in employment or to 
generate earnings through business. 


5. It provides resources for economic development. 
 
4.10 Emphasis on Employer Responsibility 
 


The orderly functioning of DSSS disciplines employers and places 
emphasis on employer responsibility. It also provides a desirable means of 
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retiring older employees and attracting new talents. 
 
4.11 Provides for Disability and Medical Expenses 
 


One of the biggest public expenditure items is health care, particularly for 
the elderly and infirm. The United States currently spends about 15 percent of 
national income on healthcare, and this proportion is projected to rise as the 
population ages. Suffice to say that pension schemes should require individuals 
to plan for medical expenses and insure against catastrophic illnesses and 
disability. DSSS not only requires this but also allows premiums for approved 
medical insurance schemes to be paid with DSSS accounts. 
 
 


5. Applications 


 
We now are in the position to answer all the questions as raised in the 


CALL FOR PAPERS and more. Our answers are based entirely on the dynamic 
social security system.  
 
5.1 Appropriateness of the Structure of Social Security for Phased Retirement 
 


Significant numbers of workers over age 50 are expected to work 
part-time, either steadily or intermittently, into their seventies. How can the 
system best accommodate phased retirement? 
 
 It is clear that this will never become a problem under DSSS, since the 
contributions made by both the employees and employers are adjusted 
automatically to a part-time basis, either steadily or intermittently or in whatever 
manner. 
 
5.2 Private Employer Plan Issues Related to Phased Retirement 
 


What would be the design of an ideal phased retirement program? What 
are the cost implications of such a program? 
 


We believe that the DSSS is an ideal phased retirement program even 
though it is not primarily designed for that purpose. Since DSSS has so many 
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desirable features, it should also be an effective and, perhaps, most reasonable 
phased retirement program in terms of the cost involved.  
 
5.3 Rationale for Family Benefits 
 


Should social insurance benefits be linked to family status? Should 
benefits be based on a family unit or should each person stand on their own? 
 
 The DSSS is designed entirely on an individual basis. It recognizes only 
each person through the membership and the member’s DSSS account. This is 
consistent to various trends as described previously and with the fact that  
two-earner families have become the norm. Again, consistent to major changes 
and shifts around the world, social insurance benefits should not be linked to 
family status any more and should be based on each person alone. 
 
5.4 Rationale for Widowed and Divorced Spouses Benefits in Social 
Insurance Systems 
 


Does the conceptual framework for the level of auxiliary Social Security 
benefits still fit given the changes in family structure? Should domestic 
partnerships be recognized in some way? Is the 10-year marriage requirement 
for divorced spouse benefits reasonable, given the high level of divorces with 
less than 10 years of marriage? 
 
 Just like family benefits, the conceptual framework for the level of 
auxiliary Social Security benefits such as widowed and divorced spouses 
benefits does not fit under the DSSS. This is because DSSS is based on each 
individual only; each person should stand on their own under DSSS. Similarly, 
domestic partnerships, whether opposite-sex or same-sex, are not recognized 
in any way under DSSS. Finally, since divorced spouse benefits simply do not 
exist under DSSS, the 10-year marriage requirement is redundant. 
 
5.5 Alternatives for Divorced and Widowed Spouse Benefits under Social 
Insurance Systems  
 


What would be the cost of implementing these alternatives? Who 
would be the winners and losers under the different alternatives? What other 
alternatives could be used and what are their implications? 
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 The three alternatives are credit splitting, bright-line length of marriage, 
and child-rearing credits; more alternatives are, at best, arbitrary and intuitive 
and can never be satisfactory to all parties concerned. Since divorced and 
widowed spouses must stand on their own under DSSS, we believe DSSS, with 
all its desirable features, offers the best alternative for divorced and widowed 
spouse benefits. 
 
5.6 Implications of Trend to Defined Contribution (DC) Plans for Spousal 
Benefits 
 


Are DC plans leaving surviving spouses unprotected? Are employers 
sponsoring DC plans educating employees appropriately to prevent 
inadequate protection for surviving spouses? What are the issues? What are 
the solutions? 
 
 The DSSS is in fact a DC plan. It does not leave surviving spouses 
unprotected if the spouses have their own DSSS accounts. Since the trend has 
been toward two-earner families, the number of surviving spouses who do not 
have their own DSSS accounts should be decreasing rapidly. In such a 
situation (the worst case scenario), they must have inherited their spouses’ 
DSSS account balances when their spouses died. 
 
5.7 Solutions in Other Countries to Phased Retirement and Family Issues  
 


What are the solutions developed by other countries to these problems? 
Are these solutions adaptable to North America? How do other countries 
calculate social security benefits for phased retirement, widowed spouses, 
divorced spouses, and family benefits? 


 
Singapore’s Central Provident Fund is clearly one of the solutions. 


Similarly, the DSSS is another solution. These solutions are expected to become 
more and more popular because they not only have many desirable features, 
but also fit into major trends very well. Under the DSSS, the calculation of 
social security benefits for the above four cases is simple, direct, definite, and 
unambiguous. It leaves no room for dispute because it gets involved neither in 
arbitrary nor intuitive matters. 
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5.8 Implications of Privatization and/or Individual Account Proposals for 
Social Insurance Systems 
 


These proposals imply that their thinking has been toward the DSSS’ 
concept and design. 
 
5.9 Impact of Reform in Social Insurance System on Employer Pension 
System and Vice-Versa 
 


How will change in one system affect the other? Can changes be made 
in an integrated, holistic fashion to avoid the need for reactive change later? 
How do trends in employer pension plans influence the adequacy of benefits 
for families or phased retirees under social insurance systems? 
 
 It is believed that the DSSS is a combination of both social insurance 
system and employer pension system. The combination is made in such an 
integrated and holistic way that it has many desirable features.  
 
5.10 All Other Possible Questions 
 


Since the DSSS is designed to accommodate all major trends in changes 
and shifts, it has many desirable features. It is believed that all other possible 
questions can be answered simply, definitely, and unambiguously under DSSS. 
 


6. Conclusions 


 
This paper makes a survey of major changes and shifts in demographic, 


family, retirement, and lifestyle patterns. Facing these changes, we introduce a 
dynamic social security system deemed most suitable for accommodating the 
changes. As a result, the DSSS possesses a number of distinguished features 
that are highly desirable for a social security system. As examples, we apply 
the DSSS to answer all the questions raised in the CALL FOR PAPERS and find 
that the answers are all straightforward and unambiguous. We would, 
therefore, like to draw the following conclusions: 


 
1. A social security system must take into serious consideration all 


major trends in changes and shifts in demographic, family, 
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retirement, and lifestyle patterns. 
2. A social security system must possess as many desirable features 


as DSSS does. 
3. A social security system must jointly be provided for by 


employees, their families, employers, and the government. Only 
through coordinated efforts and cooperation from all parties 
concerned can a social security system serve its intended 
objectives. 
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Abstract 
 


Out of all the regions in the world, Latin America has accumulated the 
most experience with pension privatization of individual accounts (in the form of 
defined contribution plans).   Chile and seven other countries have privatized 
their pension systems in different degrees (see, Tapen Sinha, Pension Reform in 
Latin America and Its Lessons for International Policymakers, Kluwer Academic 
Publishers, 2000).  A number of policymakers (especially in conservative think 
tanks) have hailed privatization as a big success.  In a rare move, the 
policymakers in the U.S. and in other developed countries actually have listened 
to these so-called success stories with a view toward implementing privatization 
in their own countries.  This paper critically examines if there are lessons that 
could possibly learned from the collective experience in Latin America. 
 
 
Introduction 
 


Researchers have expressed considerable interest in pension reform in 
many countries around the world.  In the U.S., political debate in the 2000 
presidential election had a pension reform plank — even when many pundits 
predicted that a candidate who touches Social Security dies.  President Bush has  
pushed and cajoled the 107th Congress to set up a Bipartisan Commission on 
Social Security Reform Act (H. R. 14) early in 2001.  In June 2001, the commission 
had its first meeting.  In the U.K., substantial interest has been expressed since 
the Blair government published the document A New Contract for Welfare: 
Partnership in Pensions in late 1998, with plans to revamp SERPS and introduce 
individual accounts.  With the reelection of the party, this process will soon 
propel forward.  In Japan, newly elected Prime Minister Junichiro Koizumi has 
promised to overhaul its social security system.  In his parliamentary speech of 
May 7, 2001, he proclaimed, "I am determined to base the three pillars of social 
welfare (pensions) on a spirit of self-help and self-sufficiency." 
 


Much of the ammunition used by many proponents of privatization is 
provided by the experience of privately run pension systems in Latin America, in 
particular, the two-decade old experiment in Chile.  Much of the cold hard facts 
about these countries get lost in heated debates.  We provide a sobering catalog 
of issues that apply to Latin America but not necessarily to other countries.  We 
trace the political economy of this debate.  It shows that research in this area is 
propelled by people with a stake in the resolution. 
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Gender Issues 
 
Men Versus Women in the Developed World 
 


Most reform proposals (at least implicitly) assume that affiliates in the 
privately run pension system will be working full time in some market activity.  
More than 90 percent of the males under 55 in the developed countries do work 
full time.  The participation rate for males drops somewhat for the 55-64 age 
group for most countries (except Japan).  The participation rate for males drops 
radically for males over 65 (see Figure 1). 
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Figure 1: Male Participation Rate in Five OECD Countries 
 
 
 
 
 
 
 
 
 
 


Traditionally, the vast majority of women did not work outside home.  
Even if they did, they stopped working away from home after having children.  
This model has changed over the years.  For example, in Australia, less than 45 
percent of women aged 45-54 worked outside of homes in 1980.  This percentage  
steadily increased over the next two decades.  It was over 70 percent in 1995 
(Source: Australian Bureau of Statistics, online data).  For men of the same age 
group, the number is around 90 percent.  In some other countries, such as 
Sweden, the labor force participation rate has become virtually identical for men 
and women.   
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Table 1: Males aged 55-64 Labor Force Participation Rates in  
the Developed Countries 


 
1960-66 1986-90 


Australia  86.1 63.3
Austria 77.5 38.9
Canada 81.9 64.9
Denmark(a) 91.4 67.8
Finland 85.5 45.4
France 78.7 45.8
Germany 81.5 78.4
Greece 81.5 65.7
Ireland 90 91
Italy 70.4 52.6
Japan 87.8 86.5
Luxembourg 66.4 34.1
Netherlands 87.7 45.7
New Zealand 83.4 56.8
Portugal 86.1 66.9
Spain 91.9 61.7
Sweden 87.5 75.4
Switzerland(a) 92.7 88.7
United Kingdom 91.3 67.9
United States 83.6 67.1


 
Men Versus Women in the Developing Countries 
 


The story is vastly different for the developing world.  Although there has 
been some drop in the male participation rates in the labor force over 25 years, 
the vast majority continues to work.  The reason is simple: For most workers in 
most of these countries, the cover of social security does not exist.  For most of 
these countries, retirement benefit is available for less than half the workers.  In 
some cases (such as Guatemala), the retirement benefits are available for less 
than 10 percent of males over 60. 
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Table 2: Males aged 55-64 Labor Force Participation Rates in  
Latin American Countries 


 
1960-66 1986-90 


Argentina 65.3 68.4
Chile 80.6 71.8
Ecuador 96.5 88.5
El Salvador 94.6 85.4
Guatemala 92.9 92.5
Mexico 96.2 74.1
Peru 94.2 72.2
Uruguay 63.6 64.8
Venezuela 91.6 82.9


Source: ILO Surveys 
 
Mexican Example 
 


We take an in-depth look at a developing country: Mexico (Table 3).  
Labor participation rate for women is low at all age groups—including women 
over 60.  However, for males, the participation rate continues to be around half, 
even at the age of 70-79.  This reflects the fact that most men do not have the 
option of retirement income. 
 


Table 3: Labor Force Participation Rate (in percent) 
 


Age Men Women 
60-64 74 25 
65-69 64 22 
70-74 58 15 
75-79 49 10 
80+ 26    5 
Total 59 18 


 
Source: INEGI, Encuesta Nacional de Empleo, 1995 


 
Table 4 shows that among the men and women over sixty (and working), 


work long hours.  More than one-half of them work more than 35 hours a week. 
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Table 4: Distribution of Hours of Work for People 60 and Over (%) 
 


Working Men Women 
Less than 15 hours    5 14 
Between 15 and 24    8 14 
Between 25 and 34    8 13 
Between 35 and 39    7 8 
Between 40 and 48 39 31 
Between 49 and 56 14   8 
More than 56 hours 17   9 
Not known    2   3 


 
Note: Percentages are calculated only for people who work 
Source: INEGI, Encuesta Nacional de Empleo, 1995 


 
What kind of work do these people do?  Table 5 gives us some idea.  For 


all male workers, salaried workers account for 49 percent.  Self-employed males 
account for 27 percent.  However, when we consider men over 60, the proportion 
sharply reverses.  The reason is simple: it is extremely difficult for men over 60 to 
find a paying job, working for somebody else.  The only way many of them find 
employment is being self-employed.  The story is even starker for women. 
 


Table 5: Types of Work all Workers and People Over 60 
 


Type All Men Men 60+ All Women Women 60+ 
Employer  6  11  1  6 
Self Employed  27  59  22  57 
Salaried  49  25  54  13 
Piece Work  8  3  4  2 
No Pay  11  2  18  22 


Source: INEGI, Encuesta Nacional de Empleo, 1995 
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A Global Perspective 
 


Table 6 looks at the labor force participation rate (not just older males and 
females) in a global scale.  The important point here is that we cannot make any 
general comment about the participation rate based on the level of development.  
China looks like the United States, and sub-Saharan Africa looks like the 
European Union, in terms of participation rates of men and women in the labor 
force, with vastly different levels of development. 
 


Table 6: Percentage of Men and Women in Labor Force 
 


Percentage in Labor Force 
Region Men Women 
Northern Africa 77 23 
Sub-Saharan Africa 81 53 
China 89 79 
India 82 35 
Bangladesh 90 57 
Pakistan 87 13 
Iran 82 10 
Indonesia 85 51 
Other Southeast Asia 85 51 
Turkey 79 28 
Brazil 86 56 
Mexico 87 41 
Other Latin 82 49 
European Union 77 56 
United States 84 71 


Source: International Labor Organization Yearbook 1999 
 
Analyzing the Informal Sector 
 


One classic feature of Latin America is the presence of the informal sector 
(Figure 3).  This problem exists in all developing countries.  
 


Two important problems arise out of underdeveloped capital markets and 
the presence of informal sector in the economy.  A consequence of 
underdeveloped capital market is that the rates of return received by the 
affiliates of privatized system in underdeveloped countries is vastly different 
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from the rates of return of the funds themselves.  The presence of informal sector 
means that a large part of the labor market is never paying any payroll tax, 
making the tax base smaller.  Unhindered movement between the formal and the 
informal sectors imply that it is difficult formalize the informal sector. 
 


All Latin American countries have very large informal sectors.  In 1990, 18 
percent of Chile’s GDP, 22 percent of Argentina’s, 35 percent of Colombia’s, 58 
percent  of Perú’s, and 66 percent of Bolivia’s came from the informal sector 
(Loayza (1996)).  In terms of employment, the informal sector is even bigger.   
 


Thus, with the Chilean model, the benefits really do not spread to the 
entire population.  The system only benefits the formal sector.  Some economists 
have argued that the informal sector is shrinking as a direct result of the 
privatization of the public pension scheme (Schmidt-Hebbel, 1997).  This 
conclusion is without any foundation.  From Figure 1, we see no evidence of 
shrinking informal sector in any of the economies with reformed pension plans 
(even in Chile).  If anything, the size of the informal sector is getting bigger in 
many of them. 
 
Example: Mexico 
 


The majority of an economically active population (which happens to be 
in the informal sector) is excluded from coverage in Mexico.  Figure 2 gives a 
sector breakdown of employment during the 1990s in Mexico.  The following are 
notable features of this figure: 
 


The employment in the informal sector continues to be more important 
than the employment in the formal sector. The informal sector consists of 
independent workers, domestic workers and workers in small enterprises.   
 
 There is no trend towards a reduction in the size of the informal sector.   
 
 Public sector employment is falling.  A (small) reduction in employment 
in the formal sector is a large reflection of the change in public sector 
employment.   
 
 The single largest group of workers comprises "independent" workers 
(around 30 percent of employment).   
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 Government remains the second largest employer (around 25 percent of 
employment).   
 
 Small businesses have just about exceeded the level of employment in the 
government sector (with more than 25 percent of employment).   
 
 Large businesses account for around 20 percent of employment. 
 


Table 7 gives an idea of the problem if we would want to formalize the 
Mexican economy.  Around 43 percent of workers in the labor force work 
without any fixed locale.  Around 18 percent work from homes.  Thus, to get 
them to pay taxes (of whatever kind) would be an extremely difficult problem. 
 


Table 7: Place of Work in Mexican Labor Market 
 


Type of Work Number % 
Without working locale  16,944,413 43.37 
From door to door  942,972 2.41 
In a vehicle  998,460 2.56 
In home  7,142,781 18.28 
Semi-fixed stand or market  474,485 1.21 
Other  7,385,7151 8.90 
With locale  22,124,682 56.63 
Small  6,654,326 17.03 
Medium and large  15,309,078 39.18 
Other  151,266 0.39 
Not specified  10,012 0.03 
TOTAL  39,069,095  100.0 


Source: INEGI, Encuesta Nacional de Empleo, 1999 
 


When most discussions take place about privatization of social security in 
Mexico (and other developing countries in a similar position), the discussion 
almost always ignores the coverage.  As Table 8 clearly illustrates, only about a 
third of the work force has social security benefits.  Thus, any change in the social 
security system will by definition leave out a vast majority of workers in Mexico.  
The vast majority already is in an extremely privatized system—they are on their 
own! 
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Table 8: Working Conditions in Mexico 
 


Types Number % 
Without benefits 24,917,705 63.99 
Only social security 430,959 1.11 
Social security and others 12,243,132 31.44 
Others without social security 1,338,198 3.44 
Not specified 9,043 0.02 
TOTAL 38,939,037 100.00 


Source: INEGI, Encuesta Nacional de Empleo, 1999 
 
 
Gender Issues in Retirement under Individual Accounts System 
 


Since Chile is the only country with enough experience under an 
individual account system, we will restrict our discussion here only on the 
Chilean system. 
 


The first gender issue to recognize is that even in 1994 (ILO Survey, 1995), 
less than 33 percent of women were in the labor force in Chile.  Of them, at least 
40 percent worked for the informal sector (Arenas de Mesa and Montecinos, 
1999).  Therefore, a large majority of women already are excluded from our 
discussion. 
 


The second issue is that under the new system, a person is qualified to get 
the minimum pension only after working for more than 20 years in the labor 
force.  Only women with postsecondary educations tend to accumulate more 
than 20 years of work (Cox-Edwards, 1999, Figure 1). 
 


Minimum pension in Chile under the new regime has a problem.  It is not 
indexed to inflation.  Thus, over time, the value of the minimum pension erodes.  
Thus, even when a person (and here, it is more likely to be a woman) is qualified 
to get the minimum pension, the value of this pension diminishes over time. 
 


Suppose we concentrate on the contributors that qualify under the new 
system.  What kind of wage replacements do they get?  Since the new system is 
at the mercy of the rate of return the fund generates, we have to compare 
different scenarios of assumed (real) interest rates.  Below we reproduce different 
scenarios for men and women with different levels of education.  The first fact is 
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that the replacement rates are consistently lower for women.  This is not 
surprising given that women have the right to retire at 60, whereas men cannot 
retire until 65. 
 


Table 9a: Male Wage Replacement Rate (retiring at 65) 
 


Return Incomplete Primary Incomplete Secondary Secondary Post Sec 
3% 0.74 0.72 0.67 0.58 
5% 1.54 1.44 1.31 1.11 


Source: Cox-Edwards (1999) 
 


Table 9b: Female Wage Replacement Rate (retiring at 60) 
 


Return Incomplete Primary Incomplete Secondary Secondary Post Sec 
3% 0.49 0.43 0.39 0.43 
5% 1.04 0.91 0.77 0.74 


Source: Cox-Edwards (1999) 
 


Cox-Edwards (1999) compares the old system and the new system in Chile 
and comes to the following conclusions:   
 
 The new system generates higher pensions for working men and women 
under the assumption that the system has a rate of return of 5 percent.  
 
 If the rate of return is 3 percent, the new system still generates higher 
pensions for men, but it results in lower pensions for working women than the 
old system.  
 
 Widows are expected to obtain higher pensions under the new system 
independently of rates of return. The reason is that survivor’s pensions, which 
are driven by the size of accumulated funds, turn out to be a larger fraction of 
reference salaries than in the old system.  
 
 Working women, married to a contributor, are expected to obtain much 
higher incomes in old age than under the old system. 
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Privately Run Pension and Development of Capital Markets 
 


There is a vast amount of literature on the development of financial 
markets and economic growth (see, Sinha, 2000 for a review).  There is less of a 
consensus on whether a developed set of capital markets is a prerequisite for 
privatized social security. 
 


Sequencing social security reform is an important aspect of the process.  
Financial markets, banks, and insurance companies all play a role in developing 
social security reform processes.  Without regulatory reform in the financial 
markets (bond market and stock market), the money generated in the pension 
reform does not flow into productive investment (Morandé, 1996).   
 


Vittas (1995) argued eloquently on this issue: "One of the most difficult 
issues facing any type of reform is how to sequence particular reform measures.  
Clearly, the answer must differ from country to country and must take into 
account of local circumstances, not least of which is the political feasibility of 
particular measures.  Economists and specialist advisers often pay lip service to 
such country-specific factors and then proceed to propose an optimal path of 
reform that disregards the constraints of local factors." (p. 11) 
 


One of the supposed roles of privatization of pensions is to develop 
capital markets.  The argument goes that privatization of pensions will facilitate 
capital market development in a number of ways:  
 
 Development of the stock market for domestic capital 
 
 Development of bond markets 
 
 Development of hedging instruments 
 


Development of long-term instruments, such as inflation indexed long 
bonds and contingent annuities 


 
On the face of it, they are all plausible.  However, the way privatized 


pensions are actually structured in most cases, these developments are dubious.  
Stock markets for domestic capital can develop only when the domestic pension 
funds are allowed to invest in them.  With the exception of Chile and Bolivia, all 
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other markets have severe restrictions on investment regimes of the pension 
funds.  Therefore, the purported link is absent in most cases.   
 


Bond market development is also plausible.  Again, the restrictions put on 
the pension fund investments precludes most private bonds.  For example, on 
paper, investment of pension funds in Mexico allows for domestic bond 
investment up to 30 percent of the portfolio.  However, the restrictions put on 
them makes the actual investment less than 5 percent of the portfolio (see, Sinha, 
2001, for details).  Restrictions on the use of hedging instruments also severely 
curtail their development.  There is some evidence that indexed bonds and 
contingent annuity markets are developing in Chile.  However, the costs of using 
those instruments are not coming down any time soon.  In other markets, these 
developments are still far into the future.  Hence, at present, it is too early to 
judge them. 
 
 
Privatization of Pension versus Privately Run Pension 
 
 At the first blush, it might seem that it is a matter of semantics, whether 
we call a system privately run or privatized.  But it is not.  To illustrate this point, 
we will consider one example. 
 


Table 10: Pay As You Go Scheme 
 


Generation G1 G2 G3 G4 
Time t1 +$1 -$1   
Time t2  +$1 -$1  
Time t3   +$1 -$1 
Time t4    +$1 


 
Consider the model depicted in Table 10.  Each generation lives for two 


periods (young and old).  The initial generation (G1) is old at time t1.  They 
receive $1 per head by taxing generation G2 at time t1.  Similarly, G2 receives $1 
by taxing G3 in t2.  G3, in turn, gets $1 in t3 by taxing G4.  This process continues 
indefinitely. 
 


Let us now consider two systems: Pay as You Go and a Switch to 
Privatized System.  We will consider the outcomes in turn. 
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Pay as You Go: It is easy to see that each generation (except the generation 
G1) pays $1 in one period and gets $1 in the following period.  For example 
generation G2 pays $1 in t1 and gets $1 in t2.  Therefore, the rate of return is zero. 
 


Privatized scheme: Let us assume that the investors are only allowed to 
invest in bonds under a privatized individual account system.  Let us suppose 
that the system starts at t2.  Suppose the rate of return on the bond is 5 percent.  
It might seem that the individuals in generation G3 would now get $1.05 in 
period t3 rather than $1 in the pay as you go regime.  Note that the $1 that is 
owed to G2 has to be paid from somewhere.  Suppose that the government pays 
G2 by selling bonds in t2.  The only way the government can sell the bonds is to 
offer a market interest rate of 5 percent.  In other words, the government owes 
$1.05 in t3.   
 


If the government simply wants to keep the principal of the loan at $1, it 
has to pay for the interest payment in t3.  If this 5 cents ($0.05=$1.05-$1.00) is to 
be paid for by taxes, it is likely to tax the younger generation.  Thus, the net gain 
of G3 would be $1.05 (from bond holding) minus $0.05 (from tax payment).  
Thus, once the interest cost (through taxes) is included, G3 does not gain 
anything from the new privatized system. 
 


Once the government has borrowed that $1, private accounts do not 
generate any additional national savings.  The $1 extra in private accounts is 
exactly offset by $1 extra borrowed by the government.  With no added savings 
at the national level, there is no additional capital formation and therefore no 
increased wealth for future generations.  In future years, nobody in the society 
will have more income than they would under a pay-as-you-go-system. 
 


The result can be worse for the retired old.  If the taxes are paid (at least in 
part) by the old, they will be worse off.  Instead, if the benefits are cut, the retired 
generation will be worse off as well. 
 


There is one way of making future generations are better off by 
privatization.  Suppose young people direct their $1 contribution to privatized 
individual accounts.  The $1 hole is now "financed" in two parts.  The 
government cuts the benefits of the current old generation by 50 cents and 
imposes an additional tax of 50 cents to the current young generation.  This 
means no new borrowing is necessary to finance anything else in the future.  
Future generations will be able to enjoy the 5 percent without offsetting taxes. 
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Of course, there is no free lunch.  The above process will make the current 
old generation worse off.  They will see their benefits dwindle by 50 cents.  In 
addition, even though the current young people will get a 5 percent rate of return 
on their investment, they will also pay an additional tax of 50 cents. 
 


The essential nature of this argument does not change if we have other 
forms of financing schemes.  For example, if all generations hold diversified 
portfolios (with bonds and stocks), it does not alter the conclusion.  The main 
insight is that higher rates of return for stocks also have higher risk. 
 


In summary, privatization of accounts by itself does not have any effect on 
the economy as a whole.  Benefits from privatization only comes from raising 
taxes or cutting benefits (or both), which might then be used to raise national 
saving.   
 


This way changing the focus of the problem has led some researchers to 
radically different policy prescriptions.  Cutler (1999) says, "Rather than focusing 
so heavily on whether we should have private accounts or not, the better 
question to ask is whether we should have a tax increase or cut in government 
spending that can be used to increase national saving….[T]here is no reason why 
this additional saving need be done through social security.  One could just as 
easily raise nonsocial security taxes and cut nonsocial security spending and 
build up the same surplus." [p. 127-128] 
 
What has Happened in Latin America 
 


There are two types of pay-as-you-go systems.  One is a simple tax 
transfer scheme.  In this scheme, a government agency is charged with the 
responsibility of collecting taxes from workers and making transfer payments to 
the retirees.  In the United States, the Social Security Administration is an 
example of such an agency. 
 


Another pay-as-you-go system is one in which the government uses 
contributions (taxes) from workers to buy government bonds.  The government 
budget agency then uses the proceeds of the bond sale to pay off bonds it issued 
earlier.  These bond-financed repayments constitute the social security benefits of 
current retirees: the social security system bought the maturing bonds using past 
contributions.  The returns on the currently issued bonds will constitute the 
social security benefits of future retirees. 
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The government budget agency will pay these returns by issuing new 
bonds to the social security agency, the agency will buy them using the 
contributions of future workers, and so on.  We will call the scheme a bond 
transfer program.  Under this scheme, if the social security agency wishes to pay 
benefits that are larger than the bond returns then it will have to ask the 
government budget agency for funds it can use to make supplemental transfers 
to retirees.   
 


The budget agency will obtain these funds by selling more new bonds 
each year than it needs to obtain the funds necessary to pay off its maturing 
bonds.  On the other hand, suppose the social security agency plans on paying 
benefits that are smaller than the bond returns.  Then it can ask the government 
to levy taxes on retired people that are equal to the difference between the bond 
returns and the desired benefits.  The budget agency can use this tax revenue to 
reduce the quantity of new bonds it needs to issue to finance current social 
security benefits. 
 


In economic terms, there is no fundamental difference between a tax 
transfer pay-as-you-go social security scheme and a bond transfer, pay-as-you-go 
social security scheme.  In a bond-transfer scheme, the bond issue posits an 
illusion of asset-creation.  But, the sole purpose of the bonds is to engineer a 
transfer payment to the retirees.  In a practical sense, benefits of the current 
retirees come from the contributions of current workers. 
 


To understand the equivalence, it is important to remember that a 
government bond is simply a promise by the government to make a payment in 
the future.  A government promise to make a payment, to pay off a bond is not 
fundamentally different from a government promise to make a payment for 
social security benefits. 
 


If the government requires you to buy bonds and promises you future 
payments to retire the bonds, then it is not doing anything essentially different 
from requiring you to pay taxes and promising you a future transfer payment. 
 


In many countries (such as Mexico), a transition from tax transfer to bond 
transfer has been made.  This process, by itself, does not mean a full funding.  
While a switch of this type may have some economic benefits, these benefits are 
likely to be considerably smaller than the benefits produced by a genuine switch 
to a fully funded social security system. 
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How do we distinguish between the pay-as-you-go system and fully 
funded systems when both are bond-based? 
 


One source of confusion in distinguishing pay-as-you-go systems from 
fully funded systems is the fact that it is possible, under either system, for social 
security contributions to be used to purchase financial assets including 
government bonds.  Under a bond transfer scheme, contributions are used to 
purchase financial assets, but these assets are government bonds.  Under a fully 
funded system, social security contributions are always used to purchase assets, 
some of which may also be government bonds. 
 


When both types of systems purchase government bonds, an important 
distinction between them involves the question of why the government bonds 
are being issued—for what purpose the proceeds of the bond sales are being 
used. 
 


Under a pay-as-you-go system, when bonds are purchased with current 
social security contributions, the sale proceeds are used to refinance bonds that 
were originally issued to pay social security benefits.  The existence of the social 
security system provides the only reason the government needs to issue the new 
bonds, and it provided the only reason the government needed to issue the old 
bonds. 
 


In contrast, under a fully funded system, the government bonds that the 
social security system purchases were issued for some other purpose.  For 
example, the bonds could have been issued to finance a current government 
project or to refinance bonds that were originally issued to finance a past project.  
The government does not use the proceeds of these bond sales to refinance bonds 
that were issued to pay social security benefits, and the bonds would have been 
issued even in the absence of a social security system. 
 


The distinction is important.  The key feature that distinguishes a pay-as-
you-go from a fully funded system is the source of the current retired people’s 
benefits: part of the current workers income vs. the return on the current retirees’ 
own assets. 
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What has happened in Latin America?  In many countries, governments 
are running a bond financed scheme rather than a tax financed scheme to honor 
the debt of the existing retirees who were promised benefits under the old pay-
as-you-go scheme.  In Chile, government ran huge budget surplus (to the tune of 
5 percent of GDP) to finance the pre-existing retirees.  This is exactly the kind of 
process Cutler (above) mentions.  In some cases, the past promise to pay the 
existing retirees does not amount to much money because  the number of 
beneficiaries is small and  inflation has greatly diminished their claim in real 
terms.  The bottom line: In the context of pension, if it looks like privatization, 
and if it quacks like privatization, it may still not be privatization. 
 
Management Fees 
 


Table 11: Administrative Costs of Public Systems as a 
Percentage of Expenditure 


 
Latin America  OECD  
Argentina 2.3 Australia 1.22 
Bolivia 21.39 Canada 2.8 
Chile 8 France 4.18 
Colombia 81.8 Germany 2.86 
El Salvador 33.4 Italy 2.2 
Mexico 23.55 Japan 1.79 
Peru 130.98 Spain 2.81 
Uruguay 6.51 Switzerland 3.04 
 United Kingdom 3.1 
 United States 3.28 


Source: Mitchell (1996) 
 


Table 11 above provides estimates of the cost of running the system of 
public pension plans (that is, a pay-as-you-go system) in different countries 
during the 1980s.  It contrasts the systems in the developed countries against the 
countries of Latin America undertaking the reforms.  The exact figures are not 
very important here.  We simply note that the cost in Latin America was five to 
100 times higher!  In this sense, whatever we might argue against the high cost of 
running the new system of individual accounts, it is still likely to be less 
expensive than the earlier publicly run regime in Latin America. 
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Table 12: Comparison of Charges on Pension Funds in Latin America 
 


Country A B C D E F 
Argentina 7.5 3.45 0.91 2.54 33.87 2.66 
Bolivia 10 3 2 1 10.00 0.53 
Chile 10 2.94 0.64 2.3 23.00 2.08 
Colombia 10 3.49 1.87 1.62 16.20 1.63 
El Salvador 4.5 3.5 1.15 1.98 44.00  
Mexico 6.5 4.42 2.5 1.92 29.54 1.37 
Peru 8 3.72 1.38 2.34 29.25 2.35 
Uruguay 7.5 2.62 0.57 2.05 27.33 2.06 


Sources: Queisser (1998, Tables 2.1 and 4.4) and Valdes-Prieto (1999a, Cuadro 1) 
 
Notes: A = contribution as a percentage of wages 


B = total charges (including commissions and insurance premium) in 
percentage of wages 


C = insurance premium in percentage of wages 
D = commission (B minus C) 
E = commission as a percentage of contribution (D divided by A in 


percent) 
F = commission reported in Valdes-Prieto (1999a, Cuadro 1) 


 
Note: El Salvador figures are my own calculations.  It should be noted that 


contribution is set to increase to 10 percent of wages. 
 


Management fees across the countries in Latin American privatized 
pensions systems are provided in table 12.  The actual commission (excluding the 
insurance premiums) is reported in column D (as reported as a percentage of 
wages).  In column E, the same figures are expressed as a percentage 
contribution.  It shows that commissions are extremely high compared with most 
public systems. 
 


There seems to be lots of confusion about how commissions are reported 
by different researchers.  Thus, in the same table, column F reports commissions 
quoted in Valdes-Prieto.  These figures do not correspond to the figures in 
column D.  Given that D and F are measuring the same thing, they should be 
exactly the same.  Thus, even among researchers, there is much confusion about 
how commissions should be measured. 
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Reporting of Charges 
 


In all of Latin America, companies charge management fees in three 
different ways:   
 
 Charge on contribution,  
 Charge on balance, and  
 Charge on rate of return 
 


Charges on contribution apply to contributions made by the individuals.  
For example, in Mexico, most of the AFOREs charge on the contribution. 
 


Thus, if a person earns 1,000 pesos a month in Mexico, the actual 
contribution will be 6.5 percent of 1,000 pesos, or 65 pesos.  Hence, the charges in 
some cases will be a straight percentage of 65 pesos.  Out of the 17 AFOREs 
started in 1997, 15 charge on the flow of wages.  In fact, eight of them charge only 
on the wages and nothing else.  How much do they actually charge?  The charges 
are always expressed as a percentage of wages.  Thus, a company that charges 
1.5 percent would charge 15 pesos (1.5 percent of 1,000 pesos).  If we express the 
charges as a percentage of contribution, it will amount to 23 percent (15 pesos out 
of 65 peso contributed). 
 


In a survey, we found that most people were unaware of how much they 
actually have to pay in Mexico (see Sinha and Benedict, 1999).  This is a very 
important issue.  For example, if we compare the final balance in the account, it   
is 23 percent less with the management fees than without it. 
 


Some researchers have argued that given that the contributions go in tax-
free (that is, when a person contributes 65 pesos, it goes into the system as pre-
tax contribution), charges are merely substituting taxes.  This view muddles the 
issue.  The government uses taxes, whereas charges (or management fees) go into 
private hands. 
 


Regardless of the performance of the fund, charges apply.  What 
incentives do these companies have to provide the affiliates with high rates of 
return?  The only recourse for the affiliates is to change funds. 
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Charges on balance apply to the money in the account as a whole.  
Charges on balance can be a deceptively small number where, in reality, they 
amount to a large sum.  For example, suppose charges are 1 percent on the 
balance.  Let us suppose a wage growth rate of zero percent, a (real) interest rate 
of 4 percent, and a working life of 40 years.  This 1 percent is equivalent to a 20 
percent charge on contribution! 
 


The intuition behind the comparison is the following.  Suppose a fund 
with charges on the balance has a 4 percent rate of return (before the charge).  
This is approximately equivalent to a 3 percent real rate of return (after charge), 
assuming one percent charge on the balance.  Thus, the accumulated balance 
after 40 years with and without charges would be approximately equivalent to 
comparing two funds that pay 3 percent and 4 percent respectively.  The magic 
of compounding generates the 20 percent difference in outcome after 40 years. 
 


Diamond (1999) reports some generic calculations on charges.  He finds 
these calculations so important that he reproduces the entire set of calculated 
values.  He comes to the following striking conclusion (in the context of the 
United States):  "Thus, privately organized accounts are likely to deliver 
accumulations at retirement that are at least 10-15 percent lower than could be 
delivered by government-organized accounts, and quite possibly even lower." 
(Diamond, 1999, p.23) 
 
Magic of Reporting 
 
 How charges are reported is extremely important. Consider the example 
of Chile.  When we consider fees as a percentage of salary over time, we see that 
it is falling after a short initial rise.  It was more or less stable over 1990-97.  Then, 
it started to fall again (see Figure 4).  Some researchers have taken this evidence 
on face value to conclude that over time, management fees in Chile are indeed 
falling. 
 


A completely different picture emerges when we consider fees as a 
percentage of average contribution (see Figure 5).  After a short decline, the fees 
rose steadily until 1996.  They then took a small turn downward.  An explanation 
for why we would expect the management fees to rise is discussed in Sinha and 
Sharma (2001). 
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Applicability of the Results to Other Countries 
 


Debates in the developed and other developing countries seem to take one 
point as given:  Privatization of pensions is a fact of life in Latin America.  As we 
argued above, it is not.  Second, the experiment in Latin America is an 
unqualified success.  We argued that it is not.  Third, given that it has been a 
success, we can apply the same medicine for all the other countries.  We cannot.  
Why not?   
 
Political Consideration 
 


Suppose we assume that the Chilean experiment has been a success.  The 
condition under which it was implemented (under a dictatorship) does not exist 
elsewhere.  Thus, when we try to repeat the experiment under democratic 
regimes, the results may be very different.  Consequently, the outcome of these 
experiments elsewhere would be different. 
 
Demographic Consideration 
 


In many ex-Soviet Union countries, privatization of pension systems in the 
manner of Latin American countries is being tried.  But the demographics in 
these countries are very different.  In most Latin American countries, the 
population pyramid has a very thin tip — the proportion of older population is 
small.  Thus, the commitment of the society under the pay-as-you-go system is 
low.  The worker-to-retiree ratio is high.  Therefore, it is much easier to tax 
workers (the rate per worker would be lower).  This luxury is absent in ex-Soviet 
Union countries.  Most of these countries have population pyramids with a much 
fatter tip — much like the more industrialized countries of the West.  Thus, what 
might work for a youthful population structure could face a problem with an 
older population structure. 
 
G7 Learning from Latin America 
 


There are two huge problems that plague most developing countries: a 
large informal sector and underdeveloped capital markets.  For most developed 
countries, neither one is a problem.  Furthermore, the commitment to the existing 
retirees made under the pay-as-you-go regime in the developed countries is 
much higher.  Thus, the experience of Latin America tells us precious little on 
how to reform social security in the developed ones. 
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Political Economy of the Reform Process 
 


How did the reform process in the developing world come about?  How 
are the processes governed in developed countries? 
 
Influence of the International Organizations in Developing Countries 
 


There is little doubt that the World Bank (along with the International 
Monetary Fund and Inter-American Development Bank) had an enormous 
impact on the restructuring and setting up of multi-pillar systems around the 
world.  In particular, it had a big impact on pension reform policy in Latin 
America.  The result can be seen in the proportion of countries that have 
reformed their pension systems in different regions in the world.  For example, 
Schwarz and Demirgüç-Kunt (1999) provide a map of the world indicating 
different regions where major and minor reforms in the existing social security 
were undertaken.  The Latin American region shows the biggest rate of change 
towards privatization (along with Eastern European countries). 
 


Why was the World Bank involved in restructuring the pension systems?  
According to Holzmann (1999), there were several reasons:  
 


(1) With the World Bank involvement in restructuring the government 
loan rescheduling, it began to help set policies that are consistent with feasible 
repayment of loans.  Repayment of loans directly affects the government budget.  
So does the pay-as-you-go social security scheme.  Therefore, it was essential to 
get the government budgets in these countries in order.   


 
(2) The collapse of the Soviet Union left a big vacuum in an entire range of 


countries in Eastern Europe.  The World Bank stepped in to help these 
governments to rebuild their activities.  In most Eastern European countries, the 
old system of pension payment collapsed.  The World Bank involvement came 
naturally as a part of general restructuring.   


 
Robert J. Myers, the past chief actuary of the Social Security 


Administration of the United States (in the Record of the Society of Actuaries, 
1997), argues that there is coercion on the part of the World Bank.  He believes 
that the coercion to change from a pay-as-you-go to a fully funded system is 
going to be counterproductive.  "I predict that in five to 10 years, many of these 
countries that are being coerced by the World Bank are going to be in one 
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horrible mess.  I don't think that the World Bank is planning it that way, but I 
just think it's going to work out that way." 
 


This view was strongly opposed by Dimitri Vittas of the World Bank (in 
the Record of the Society of Actuaries, 1997).  He declared, "In the World Bank, 
we're not in the business of coercing anyone.  We don't have that much power.  
People exaggerate and even see us as providers of finance.  I made the point that 
we are a marginal lender; we're not the main lender in any of these countries, 
even the poor countries.  We are not in the business of coercing any person.  If 
we were, there would have been far more uniformity in the programs, and there 
isn't." 
 
Influence of American Think Tanks 
 


Conservative think tanks in the United States exerted a strong influence 
on the policymakers in Washington (see Belan and Wadden, 2000, for an 
interesting analysis).  Most of this stems from the ideological view about the 
"freedom of choice."   
 


Conservative think tanks promote the idea that whatever government 
does, it does badly.  In particular, government intervention in how people should 
retire is a bad idea.  They also espouse the position that the so-called continental 
European concept of Bismarckian pay-as-you-go social security has failed.  
Moreover, for them, the free market solution of Chile has triumphed. 
There is a fundamental philosophical difference between two extreme policies: 
interventionist approach and the "free to choose" approach.  Milton Friedman 
has long championed the free market approach in all economic aspects of life.  
Friedman (1999) extends it to social security explicitly.  His argument is 
devastatingly simple: "…the fraction of a person's income that is reasonable for 
him or her to set aside for retirement depends on that person's circumstances and 
values.  It makes no more sense to specify a minimum fraction for all people than 
to mandate a minimum fraction of income that must be spent on housing or 
transportation.  Our general presumption is that individuals can best judge for 
themselves how to use their resources."   
 


According to this view, there is no room for government to meddle into 
the "free to choose" option of retirement.  To put Friedman's view into the Three-
Pillar Model of the World Bank, we do not need the first or the second pillar.  
The third pillar is the only socially desirable pillar.  Given that it is politically 
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difficult to suddenly wipe the slate clean and start all over from scratch (for most 
countries), this is mostly a moot point.   
 


Friedman recognizes that quite clearly: "I have no illusions about the 
political feasibility of moving to a strictly voluntary system.  The tyranny of 
status quo, and the vested interest that have been created, are too strong."  For all 
practical purposes, we can rule out the Friedman plan.  In a notional way, it 
existed before the emergence of the pay-as-you-go system before the turn of the 
last century. 
 


In a curious way, most supporters of "privatized" social security shy away 
from Friedman's position.  The basic idea whether funds should be private or 
public is embroiled in a fundamental debate of individual choice and liberty.  If 
the economic idea of choice is taken to its logical extreme, Friedman's view 
would prevail. 
 


In the case of social security, private choice along the line of Friedman is 
ruled out without much discussion.  Feldstein (1998) discusses two reasons why 
participation in the pension schemes (whether the first or the second pillar) 
should be compulsory: "First, some individuals are too short-sighted to provide 
for their own retirement.  A society that made no provision for helping those 
who had no resources when they were old to work would leave them to private 
charity and a standard of living that many in society would regard as 
unacceptably low.   
 


“Second, the alternative of a means tested program for the aged might 
encourage some lower income individuals to make no provision for their old age 
deliberately; knowing that they would receive the means-tested amount.  For 
individuals with low enough income, that combination might provide higher 
lifetime utility than saving during their working years.  A mandatory system of 
individual saving would prevent poverty in old age while avoiding the 
temptation to ’game’ the system that way." 
 


Feldstein (1998) does not have any problem with the "coercive" nature of 
compulsory saving, but in the same paper, he rules out the possibility of 
government investing on behalf of the individuals on the ground that it infringes 
upon individual liberty.  There is an economic inconsistency in these two 
arguments.   
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Friedman, on the other hand, is very consistent.  He objects to Feldstein by 
the following argument.  He asserts, "I find it hard to justify requiring 100 
percent of the people to adopt a government-prescribed straightjacket to avoid 
encouraging a few low income individuals to make no provision for their old age 
deliberately, knowing that they would receive the means-tested amount.  I 
suspect that, in a voluntary system, many fewer people would qualify for the 
means-tested amount from imprudence or deliberation than from misfortune." 
 


Some of these ideas have been packaged neatly into the privatization of 
social security.  In 2001, the Republican majority in the Congress set up a 
bipartisan committee to look into privatization of Social Security in the United 
States (see the Appendix for the composition of the committee).  The committee 
of 16 members consists of individuals well known for their sympathetic views (at 
least a majority of them) towards pension privatization.  Thus, it is easy to 
predict what the conclusion the committee is going to reach. 
 
 
Conclusions 
 


There are two ways of learning from the experience of others—what to do 
and what not to do.  Developed countries contemplating the introduction of 
individual accounts need to keep following issues in perspective: 
 


First, individual freedom should not be confused with choice of affiliates 
of pension funds (as opposed to a pay-as-you-go social security system).  If 
workers are forced to contribute to a system (any system), it affects their 
individual freedom. 
 


Second, demographic situations in the developed countries are very 
different from (most) of the developing countries.  The population aging in the 
developed countries is at a much more advanced state (and generally is aging 
less rapidly than the developing countries).  On the other hand, in the 
developing countries, the population (in most countries) is much younger 
(although aging much more rapidly). 
 


Third, the main problem of a social security system in the developing 
countries is that the majority of the workforce (in most countries) lives outside of 
a formal market economy.  Therefore, they are outside of the scope of any social 
security system (whether pay-as-you-go or a system with individual accounts).  
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This problem is particularly severe for women in the workforce in most 
developing countries.  They tend to work more often in the informal sector. 
 


Fourth, the political situations in most developed countries do not 
compare with the political situations in most developing countries.  Most 
developed countries operate under democracies.  With higher proportions of 
retired and older workers, it is difficult to change the existing situation (as they 
will veto any such change).  In many developed countries, there is either no 
functioning democracy, or the countries face high external pressure beyond their 
control (e.g., from some international institutions). 
 


Fifth, just because the US stock market has produced higher long-term 
rates of return, it does not follow that it is the same everywhere else.  For 
example, Goetzmann and Jorian (1999) have shown that the long-term rates of 
return in the stock markets in the rest of the world is around 3 percent per year 
(as opposed to 6 percent per year in the United States). 
 


Sixth, even if the stock market produces a better rate of return, it does not 
follow that the affiliates of the pension fund, even with 100 percent investment in 
stocks, will get the same rate of return.  The reason is, of course, the ubiquitous 
management fees that can eat up much (if not all) of the gain.  This is certainly 
the case for many countries in Latin America. 
 


Seventh, countries with large, entrenched, pay-as-you-go systems have to 
honor the past promises made.  We have shown that if these promises are 
honored fully, there is little scope for investment in a macroeconomic sense with 
a system of individual accounts. 
 


Thus, the so-called revolution in pension privatization in Latin America 
does not offer many concrete positive lessons (as to what to do), but it does offer 
negative lessons (as to what not to do). 
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Appendix: Social Security Commission Formed by the Bill HR 16 in the  
United States. 


 
 
The Commission is co-chaired by: 
(1) Retired Democratic Sen. Daniel Patrick Moynihan 
(2) Richard Parsons, co-chief operating officer of AOL Time Warner Inc.  
 
Seven Republicans on the panel are:  
(1) Former Bush campaign aide John Cogan of Stanford University's Hoover 


Institution 
(2) Robert Deposada, Hispanic Business Roundtable executive director (De Posada 


was replaced by Mario Rodriguez of the same Hispanic Business Roundtable) 
(3) Former Rep. Bill Frenzel (R-Minn.) 
(4) Gwendolyn King, Social Security commissioner under President Ronald Reagan 
(5) Gerry Parsky, former assistant treasury secretary under President Gerald Ford 
(6) Thomas Saving, director of Texas A&M University's Private Enterprise Research 


Center and Social Security trustee 
(7) Carolyn L. Weaver, resident scholar of the American Enterprise Institute, a 


conservative Washington think tank (She also resigned, but her replacement was 
not known on June 15).  


 
Seven Democratic members are:  
(1) Sam Beard, former aide to Sen. Robert F. Kennedy (D-N.Y.) and founder of 


Economic Security 2000, a nonprofit Social Security overhaul group 
(2) Estelle James, World Bank consultant 
(3) Robert Johnson, Black Entertainment Television chairman 
(4) Robert Pozen of Fidelity Investments 
(5) Olivia Mitchel of the University of Pennsylvania's Wharton School 
(6) Former Rep. Tim Penny of Minnesota, a co-director of the Humphrey Institute 


Policy Forum at the University of Minnesota 
(7) Fidel Vargas, Reliant Equity Investors vice president.  
 
Note: The Commission has set up a Web site at http://www.commtostrengthensocsec.gov/ 
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Abstract 
 


The concept of retirement is changing.  Instead of viewing retirement as 
the end of a career, many people are using this time to try new careers or to scale 
back on current ones.  As such, many retirees are now considering "phased 
retirement" in which a person does not withdraw completely from the workforce, 
but chooses to work in a reduced capacity, as a part-time or temporary 
employee.  To retain and attract phased retirees, employers will need to offer 
different compensation options. 
 
 One such option is to offer participation in a defined benefit plan.  Most 
phased retirees have some retirement funds available, but due to extended life 
expectancy and increasing medical costs, they may not have adequately prepared 
for the cost of retirement.  Therefore, earning an additional pension, or additional 
pension credits, during phased retirement would be a significant opportunity for 
such retirees.  This paper explores the advantages and disadvantages of a 
defined benefit plan option for phased retirees. 
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 It ought to be lovely to be old 
To be full of the peace that comes of experience 


And wrinkled ripe fulfillment. 
                                 -Beautiful Old Age by David Herbert Lawrence 
 
I. Introduction 
 


Retirement should be “lovely,” allowing retirees to enjoy “peace” and 
“fulfillment” that are much deserved.  However, the economic reality facing 
future retirees threatens the “peace” and “fulfillment” of retirement.  The oldest 
baby boomer turns 56 this year.1  This means that the largest segment of the 
population is entering into retirement age.  In addition to the sheer number of 
future retirees, longer life expectancies and rising healthcare costs threaten their 
financial security.  Moreover, the uncertainty of the Social Security system casts 
doubts for many people on their financial security in retirement.   


 
Retirement benefits were once the concern only of retirees.  However, over 


the past two decades, they have become the focus of all members of today's 
workforce, as people begin to change their perceptions of retirement funding. 
 
 In addition to funding issues, the image of retirement is also changing.  
Not so long ago, an employee was expected to spend most, if not all, of his or her 
working life with one employer, retire at age 65, with a small pension benefit, 
then spend all day playing golf and fishing.  However, as times have changed, 
the expectations of employees concerning employment, retirement, and 
retirement benefits have also changed.  Unlike previous generations, the current 
one does not expect to spend twenty to thirty years with one employer.  
Moreover, the concept of a traditional work arrangement is changing.  The 
percentage of the workforce engaged in non-permanent or less than full-time 
employment is approximately 30% and growing.2   
 


The concept of retirement is also changing, as many workers now foresee 
being employed during their retirement years.  Many retirees are now 
considering "phased retirement" in which a person does not withdraw 


                                          
1The Segal Company Newsletter, Vol. 45, No. 1, June 2001. 
2 Advisory Council on Employee Welfare and Pension Benefit Plans, U.S. Dep’t of Labor, Report 
of the Working Group on the Benefit Implications of the Growth of a Contingent Workforce:  
(November 10, 1999). 
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completely from the workforce, but chooses to work in a reduced capacity as a 
part-time or temporary employee. 


 
 One option that would be beneficial to phased retirees is participation in a 
defined benefit plan.  Phased retirees probably have retirement funds available.  
However, due to extended life expectancy and increasing medical costs, phased 
retirees might not have adequately prepared for the cost of retirement.  
Therefore, earning an additional pension, or additional pension credits, while in 
phased retirement would be a significant opportunity for such retirees. 
 
 Defined benefit pension plans are considered by many as retirement tools 
of the past, because they signal a long-term expense for employers.  This 
sentiment is not far from the truth, as administration and costs are considered 
unduly burdensome for employers, notwithstanding rich benefits for employees.  
Now that work and retirement patterns are changing, the defined benefit plan 
may be useful as a compliment to other retirement benefits.  Even more so in the 
current climate of falling stock prices, defined benefit plans are considered “safe” 
retirement vehicles.  Consequently, this study proposes that a defined benefit 
option for phased retirees could supplement the increasing cost of retirement.   
 


This paper will look at the defined benefit plan option as a valuable tool 
for retaining and attracting workers in phased retirement.  It begins by 
explaining the rising trend of phased retirement, then discusses why employers 
and employees might favor defined benefit plans in the current economic and 
demographic climate.  Finally, the paper discusses regulatory and statutory 
issues that affect defined benefit plans. 


 
 


II.  Greater Numbers of Retirees are Choosing Phased Retirement 
 
 The concept of retirement has changed and continues to change. 
Retirement is no longer considered to be void of employment; rather, a growing 
number of employees are looking forward to a retirement that includes 
employment, albeit part-time or temporary work.3  Eight in ten baby boomers 


                                          
3 Interest in part-time employment rises with age as older workers are more likely than their 
younger counterparts to work part-time by choice.  For example, as of 1997, 39% of working 
women age 55 or older were voluntary part-time workers; the comparable figure for women 
under the age of 55 was 28%.  Just 23% of older men chose to work part-time, but that was the 
case for only 13% of younger men.  AARP Update on the Older Worker: Participation Rises and 
Unemployment Falls (1997). 
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say that they plan to work at least part-time during their retirement; whereas, 
only 16% say that they will not work at all.  Moreover, the removal of the 
earnings cap for retirees between the ages of 65 and 69 is expected to encourage 
recent retirees and those nearing retirement to continue working and to help ease 
employers' hiring needs in the tightening labor market.4 
 
 Employers are also beginning to view retirement differently.  Many 
employers are adopting phased retirement approaches to retain senior 
employees.  They consider phased retirement a benefit to their business because 
it helps retain skilled workers, facilitates training new workers, and can control 
early retirement costs.5  Thus, for both employer and employee, phased 
retirement can be a beneficial experience. 
 
 However, employees who continue to work after retirement may be 
sacrificing pension benefits.  Due to benefit design constraints, as a class of 
part-time or temporary employees, phased retirees might not have the rights and 
privileges of full-time employees with respect to pension benefits. Also, they 
may not be eligible to participate in an employer-sponsored pension plan.   
 


Furthermore, employers who permit phased retirement arrangements are 
likely to discontinue benefit coverage that is similar to the coverage of full-time 
employees.6  In particular, employers cover 59% of full-time employees under a 
defined benefit plan; whereas, only 29% of phased retirees are covered under a 
defined benefit plan.7  Such a result discourages phased retirement and both 
employer and employee lose the benefits of this arrangement. 
 
 Aside from the distinction of being in a particular class of employees, 
there are other hindrances to phased retirement.  ERISA permits a plan to 
suspend an employee's pension payment if he or she continues to work for the 
same employer after reaching normal retirement age.  Thus, a person who 
chooses to work during retirement may sacrifice some of his or her retirement 


                                          
4 Christopher J. Gearon, Legislation Courts Older Workers, Population Reference Bureau: 
Population Today, August/September 2000. 
<http://www.prb.org/pt/2000/August2000/Legislation_Courts_Older Workers.html>. 
5 Employers Turn to Phased Retirement as Workers Age and Labor Shortages Increase: The Business Case, 
Watson, Wyatt Worldwide, News and Issues. 
6 Research and Publications: Benefits for Phased Retirees. Watson, Wyatt Worldwide (visited Nov. 9, 
2000).  
<http://www.watsonwyatt.com/homepage/us/res/phasret3-tm.htm>. 
7 Research and Publications: Benefits for Phased Retirees. 2000. Watson, Wyatt Worldwide (Nov. 9, 
2000) < http://www.watsonwyatt.com/homepage/us/res/phasret3-tm.htm >. 
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income if the plan is designed to suspend retirement income in this manner.  
Phased retirement can offer many potential benefits to both employers and the 
employee, but more work needs to be done to ensure that phased retirees receive 
pension benefits. 
 
 
III. The Current Economic and Demographic Climate Favors 


Defined Benefit Plans 
 
 A defined benefit plan is a pension plan that provides a set benefit to a 
participant.  Such benefit usually relates to the years of service earned under a 
plan.  Generally, only the employer makes plan contributions, however, some 
plans do require employee contributions as well. 
 
 Employers have a number of reasons for favoring defined contribution 
plans over defined benefit plans.  The primary reason is that defined contribution 
plans can be less expensive for the employer, particularly if the plan is based 
solely upon employee contributions.  Also, the qualification rules for defined 
contribution plans are often easier to follow, especially with respect to accrual 
rules and funding standards. 
 
 Nevertheless, defined benefit plans offer a number of advantages.  
Primarily, a defined benefit plan can offer security to the employee.8  In a good 
economy, participants reap significant rewards from investing in a defined 
contribution plan.  On the other hand, if the economy is not good, participants 
may suffer from investing in a defined contribution plan.  In addition, a defined 
benefit plan offers a continuous and consistent stream of income.  Also, a defined 
benefit plan may offer less fiduciary risk than a defined contribution plan.   
 
 Furthermore, employees favor defined benefit plans.  Asked to rank 
overall satisfaction with various work benefits on a scale of 1 to 10— with 10 
being the highest — respondents most preferred defined benefit retirement plans 
(7.5), followed by defined contribution retirement plans (6.4).9  The benefit that 
workers most requested, which was not being offered, was the defined benefit 


                                          
8 Pamela D. PERDUE, Qualified Pension and Profit-Sharing Plans 14-15 (ed. 1998). 
9Investments – Workers concerned about Financial Future but Expecting to Stick with Investment Plans, 
Pension & Benefits Daily (Volume 01, Number 100) May 23, 2001 
<http://pubs.bna.com/ip/BNA/pbd.nsf/id/a0a4f4w7r0_>. 
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plan option (24%).10  Consequently, there are several advantages to a defined 
benefit plan for both employers and employees. 
 
 A. Defined Benefit Plans Offer Financial Security   
 
 The defined benefit plan is attractive because it offers a guaranteed benefit 
that does not depend upon market fluctuations.  Over the last two decades, the 
financial risk of retirement funding has shifted from employers to workers and 
retirees due to the switch from defined benefit to defined contribution pension 
plans.11  The decrease in defined benefit pension plans adds risk to the retirement 
years, because retirees become dependent on their own investments.12   


 
A survey commissioned by SunAmerica, Inc. found that 39% of those 


polled believe that their retirement plan is not safe and 41% believe that their 
retirement plan is not working hard enough to achieve their goals.13  Moreover, 
the research revealed that although the economic boom of the 1990s popularized 
"do-it-yourself" investing, the recent economic downturn has left a bitter taste in 
the mouths of retirees and reduced participants' confidence in their own ability 
to make sound financial decisions and effectively plan for their financial future.14   


 
These perceptions have been validated by a recent review of 401(k) 


accounts.  For the first time in the 20-year history of the 401(k) plan, the average 
401(k) account lost money last year.15  Although the downturn in the market 
affected account values, the report discovered that many people were not 
investing properly.16  Defined benefit plans, on the other hand, offer a set benefit 
that can be determined without regard to economic swings or individual 
investment errors.   


                                          
10Investments – Workers concerned about Financial Future but Expecting to Stick with Investment Plans, 
Pension & Benefits Daily (Volume 01, Number 100) May 23, 2001 
<http://pubs.bna.com/ip/BNA/pbd.nsf/id/a0a4f4w7r0_>. 
11 Retirement Policy–AARP Issues 'Wake-up Call' for Families, Policymakers to Rethink Economic 
Strategies, Pension & Benefits Daily (Volume 01, Number 101) May 24, 2001. 
12 Older Americans Fare Well, For The Most Part, The Inquirer, May 24, 2001 
<http://inq.philly.com/content/inquirer/2001/05/24/business/PERS24.htm?template=aprint.htm>. 
13 Half of Baby Boomers Have Neglected Their Retirement Plans, Survey Shows, SunAmerica News, 
June 6, 2001  <http://www.sunamerica.com/InFocus/News/010606.htm>. 
14 Half of Baby Boomers Have Neglected Their Retirement Plans, Survey Shows, SunAmerica News, 
June 6, 2001  <http://www.sunamerica.com/InFocus/News/010606.htm>. 
15 Danny Hakim, 401(k) Accounts Are Losing Money for the First Time, The New York Times, July 9, 
2001. 
16 Danny Hakim, 401(k) Accounts Are Losing Money for the First Time, The New York Times, July 9, 
2001. 
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 Employers fund defined benefit plans and professionally invest their 
assets for the long-term.  Because defined benefit plans are generally maintained 
for long periods of time, their assets are invested on the basis of a long-term time 
horizon, without being unduly influenced by temporary market trends.  A 
defined benefit plan, unlike an individual with other things to do and who is 
perhaps closing in on retirement, can take a longer view and often a less 
conservative position in the marketplace.17 
 
 Moreover, benefits from a defined benefit plan are generally paid over the 
life of the participant.  A defined contribution plan pays only the participant's 
account balance; it is then up to the participant to ensure that the account balance 
will last for the rest of his or her lifetime.  Faced with the reality of longer life 
expectancies, phased retirees would be able to depend upon a traditional pension 
benefit for the duration of the retirement period, rather than spreading a set 
amount from a defined contribution account over a longer retirement period.  
Thus, for a number of reasons, a defined benefit plan provides a more reliable 
benefit than a defined contribution plan. 
 
 Despite the security of defined benefit plans, fewer retirees will  be 
covered by them.  The number of pre-retiree households participating in defined 
benefit plans, but not in defined contribution plans, fell from 25.9% in 1989 to 
12.5% in 1998; whereas, the number participating in defined contribution plans, 
but not in defined benefit plans, rose from 13.4% to 26.8%.  The number of 
households covered by both types of plans fell from 16.5% to 12.8%.18 
Furthermore, it appears that this trend will continue.  Of today's retirees, men 
receive 39% of their retirement income from defined benefit plans and women 
receive 49.7% from define benefit plans.  However, of pre-retirees, men will 
receive only 26.4% of their retirement income from defined benefit plans and 
women will receive 37.2%, a decline of 32.4% and 25%, respectively.19 
 


                                          
17 Mark J. Ugoretz, President of the ERISA Industry Committee, Before the U.S. Department of 
Labor ERISA Advisory Council Working Group on exploring the possibility of using surplus 
pension assets to secure retiree health benefits, July 13, 1999. 
18 Older Americans Fare Well, For The Most Part, The Inquirer, May 24, 2001 
<http://inq.philly.com/content/inquirer/2001/05/24/business/PERS24.htm?template=aprint.htm>. 
 
19 Retirement Income Shifts Challenges Young Baby Boomers: EBRI, Plansponsor.com, May 1, 2001 at 
<http://www.plansponsor.com/content/news/finance/ebriboomer>. 
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 B. Defined Benefit Plans May Offer Less Risk of Fiduciary Breach 
 
 For 20 years, defined contribution plans have experienced widespread 
success.  As a result, fiduciary responsibilities for defined contribution plans 
have not been tested.  However, with a downturn in the market, employers risk 
accusations of fiduciary breach.  The Foundation for Fiduciary Studies has 
reported that fiduciary liability is one of the fastest growing areas of litigation in 
the country.  "We are facing a social crisis in this country in the next 10 to 15 
years when a large component of the work force realizes they have not saved 
enough for retirement, and Social Security is not able to handle them."20  
 
 Participants who realize that they do not have sufficient assets for 
retirement may blame their employers for the performance of their 401(k) 
accounts and, subsequently, pursue litigation.21  As seen in cases against Enron 
Corporation and Lucent Technologies, Inc., the implementation of defined 
contribution plans can lead to a substantial risk of a breach of fiduciary liability.  
The extent of this risk remains to be seen as these cases unfold.   
 
 Although defined benefit plans are still susceptible to claims of fiduciary 
breach, the law is more settled, and, therefore, there is less risk of unknown 
requirements arising.  Thus, for phased retirees, the additional pension accrual, 
in combination with the additional income, could help them maintain a 
comfortable lifestyle for the remainder of their lives. 
 
 C. Employer-Provided Retiree Health Benefits are at Risk 
 
 Retiree health care costs are likely to become a greater concern to plan 
sponsors than they are today because of the sheer number of people who will 
need retiree health care.  Retirees will require more years of health coverage, as 
increases in life expectancy will give them more retirement years.22  Moreover, 
the cost of retiree health coverage will be borne by fewer active participants, 
because the generation that follows the baby boomers is smaller.23  In addition, 
retirees account for a  greater proportion of health costs. People aged 65 and 


                                          
20 Clare Howard, Companies Should Anticipate Litigation Related to Employees’ 401(k) Plans, Peoria 
Journal Star, July 9, 2001, quoting Don Trone,  President of the Foundation for Fiduciary Studies. 
21 Clare Howard, Companies Should Anticipate Litigation Related to Employees’ 401(k) Plans, Peoria 
Journal Star, July 9, 2001, quoting Don Trone,  President of the Foundation for Fiduciary Studies. 
22 The Segal Company Newsletter, Vol. 45, No. 1, June 2001. 
23 The Segal Company Newsletter, Vol. 45, No. 1, June 2001. 
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older accounted for 41% of personal health care expenditures in 1995 although 
they represented just over 10% of the population.24   
 
 Recent court decisions concerning health care coverage are predicted to 
increase the cost of maintaining employer-sponsored health coverage.  This 
paper does not offer any conclusions on the merits of the following actions, only 
that they will increase costs for employers.  One of these changes alone might not 
be significant, but taken together and in addition to increased costs based upon 
demographic changes, the costs of providing a health care plan may become 
unduly burdensome for some employers. 
 
 1.  Compliance with the ADEA May be too Costly for Employers 
 
 In Erie County Retirees Association, et al. v. the County of Erie, Pennsylvania, et 
al, (No. Civ. A. 98-272 (April 16, 2001)), the court found that the provision of 
disparate health care coverage between Medicare-eligible retirees and retirees 
younger than age 65 violated the Age Discrimination in Employment Act 
("ADEA").25  Many plan sponsors and employers were surprised by this case 
because it was generally believed that retiree benefits were immune from the 
requirements of the the ADEA.  However, the Third Circuit held that the ADEA 
does apply to health care benefits for retirees and, on remand, the district court 
found that the Medicare-eligible retirees did not receive equal benefits under the 
equal benefit or equal cost standard.   
 
 Many of today's retiree health plan designs would not satisfy the ADEA 
based on the Erie ruling and analysis.  For example, plans that offer reduced 
benefits to retirees age 65 and over might not comply.  Plans that charge all 
retirees the same contribution amount could fail the equal percentage 
contribution test, since the employer's costs decrease after employees become 
eligible for Medicare. 
  


                                          
24 The Segal Company Newsletter, Vol. 45, No. 1, June 2001. 
25 The effect of Erie is uncertain at this time.  The Equal Employment Opportunity Commission is 
currently reconsidering its support of the Erie decision.  It has closed current cases pending 
further review by an internal task force.  Moreover, a bill was introduced into the House of 
Representatives on July 18, 2001, to amend the ADEA with respect to medical benefits.  
Specifically, the bill provides that medical benefits of retired participants that are altered, 
reduced, or eliminated when the participant is eligible for Medicare shall not violate the ADEA.  
(H.R. 2558).  Consequently, there could be future Congressional or administrative action that 
would negate the effect of the Erie decision. 
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Erie raises many issues and concerns for employers who provide retiree 
benefits.  Although the EEOC has subsequently discontinued enforcement of 
these violations, Erie still stands.  Therefore, until the issue is definitively settled 
by the Supreme Court or Congressional action, an element of uncertainty 
remains.  Consequently, employers must decide whether to try to comply with 
Erie or wait for further guidance.  Those employers who want to comply with 
Erie have little guidance to follow.  Although the Erie case answers some 
questions about the equal benefit or equal cost standard, the highly factual 
nature of the analysis will require many more cases to provide a comprehensive 
guideline for the analysis.  At the very least, even plans that are compliant will 
have to expend time and costs to consult with professionals so they may ensure 
compliance with the ADEA.  If this case is followed by other courts, it could 
become prohibitively expensive for employers to provide health care benefits to 
retirees.  Although this case does not go so far, one ultimate conclusion is that 
active and retired employees must receive the same coverage.  Such a result 
could drive employers away from providing any type of health care coverage.  
Consequently, extra income during retirement would become even more vital. 
 


2.  Requiring Employers to Cover Prescription Contraceptives Could 
Increase Costs  


 
On June 12, 2001, a federal district court in Seattle decided that the 


exclusion of benefits that were relevant only to women, such as prescription 
contraceptives, from a comprehensive prescription drug program is 
discriminatory under Title VII of the Civil Rights Act of 1964.26 In the case, the 
employer's self-insured plan covered prescription drugs, but excluded all 
prescription contraceptives.  The court ordered the employer to cover all 
"available options for prescription contraception to the same extent, and on the 
same terms" that it covered other drugs, devices and preventative care for 
employees in that health plan.27  In addition, the court ordered the employer to 
offer coverage for contraception-related services, including the initial visit to the 
prescribing physician and any follow-up visits or outpatient services, to the same 
extent that it covered other outpatient services. 
 
 In a similar ruling, the Equal Employment Opportunity Commission 
(“EEOC”) stated that two employers who failed to cover prescription 
contraceptives violated Title VII and the Pregnancy Discrimination Act 


                                          
26 Erickson v. Bartell Drug Co., 141 F. Supp. 2d 1266 (W.D. Wash., 2001). 
27 Erickson, 141 F. Supp. 2d at 1277. 
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(“PDA”).28  The EEOC ruled that if a health plan covers prescription drugs and 
devices, or other types of services to prevent the occurrence of other medical 
conditions, it must cover the full range of prescription contraceptives for adults 
and must offer contraception-related outpatient services on the same terms as 
other outpatient services. 
 
 In a narrower ruling in April 2001, a federal district court in Minnesota 
held that an employer can be sued under Title VII for sponsoring a health benefit 
plan that excludes coverage of oral contraceptives, but covered medically 
approved prescriptions for male hormonal disorders.29  The court found that 
design of the plan provided unequal benefits for male and female plan 
participants. 
 
 Consequently, when an employer decides to offer a prescription benefit 
plan that covers everything except for a few specifically excluded drugs, it has a 
legal obligation to make sure that the exclusions are not discriminatory.  These 
cases suggest that plans may need to cover more benefits than previously 
believed.  Although it was not an issue in these cases, the question arises whether 
the exclusion of certain male-specific benefits (such as Viagra) could also expose 
an employer to risk under Title VII.30  At the very least, the rulings in these cases 
leave plans open to potential litigation over benefits that are not currently 
covered. 
 
 3.  The Patient’s Bill of Rights Has Employers Worried about Cost 
 
 Despite the lack of attention in the final months of 2001, patients' rights 
legislation is still a concern to employers.  With the decline of the economy and 
the increase in health care costs, the issue of health care now becomes 
increasingly important.  In early January of 2002, business groups announced 
renewed lobbying efforts to prevent a Patients' Bill of Rights.31   
 


                                          
28 EEOC Commission Decision (Dec. 2000) <www.eeoc.gov/docs/decision-contraception.html>. 
29 EEOC v. United Parcel Service, Civ. File No. 00-2229 (PAM/JGL) (D. Minn. April 14, 2001).  Can 
be found online at <http://www.mnd.uscourts.gov>. 
30 "Group Health Plan Must Cover Prescription Contraceptives." EBIA Weekly. June 14, 2001. 
<www.ebia.com/weekly/articles/HIPAA010614Erickson.html>. 
Employers Vow to Fight Potential Deal on Patients’ Rights, Point to High Costs, , Pensions & Benefits 
Daily, January 25, 2001 at <http://pubs.bna.com/ip/BNA/pbd.nsf/id/a0a5d4g8u3_>. 
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 Benefit professionals have stated that Patients' Bill of Rights legislation 
already has added substantially to cost trends.32  For example, provisions in the 
Senate version of the bill would allow patients to sue health plans for damages in 
state court over medical judgment disputes and in federal court over contractual 
claim disputes.  The threat of such litigation raises the costs of insurers and 
administrators as they anticipate greater expense due to such litigation. 
 
 
IV.  Retirees in Phase Retirement Would Appreciate a Defined                 
Benefit Plan 
 
 A person who is working during retirement might not be able to 
contribute to a defined contribution plan because of reduced income.  However, 
the ability to continue to accrue benefits under a defined benefit plan is 
attractive. 
 
 In 2000, 12.8% of people age 65 and older were in the work force—the 
most since 1979—according to the Labor Department.  The older population is 
healthier and living longer, and, therefore, is more suited to continue working 
than Americans in the past.33  As baby boomers increase in age, the need for 
workers in the workplace has increased.34   


 
One way to decrease the strain on the labor market is to keep older, skilled 


workers in the workforce.  Moreover, a study shows that older workers would be 
more likely to delay early retirement if they could earn increased Social Security 
or pension benefits.35  Defined benefit plans could help in this area, by allowing 
older workers to accrue additional benefits while continuing to work, even if 
such work is not full-time. 
 
 Defined benefit plans may be particularly attractive to older employees. 
The defined benefit plan offers security that cannot be found in a defined 
contribution plan.  Employees who are in semi-retirement might not want to 


                                          
32 Health Costs, Patient’s Right Legislation Would Substantially Increase Cost, Analyst Says, Pensions & 
Benefits Daily,  July 16, 2001 at <http://pubs.bna.com/ip/BNA/pbd.nsf/id/a0a4k6b9f8>.   
33 Leigh Strope, More Older Workers on Job, June 5, 2001 
<http://news.excite.com/printstory/news/ap/010605/01/retiring later>. 
34 Anthony Kane, Older Workers Widen Role in Work Force  
<http://www.smartbiz.com/sbs/arts/kanel.htm>. 
35 Anthony Kane, Older Workers Widen Role in Work Force 
<http://www.smartbiz.com/sbs/arts/kanel.htm>. 
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chance investing in the stock market because of the chance that a short-term 
investment would not produce favorable results.  Therefore, a defined benefit 
plan, even one that pays a small benefit, may be viewed as a significant 
supplement to other forms of retirement income.  It may also be viewed as a 
reliable asset that the employee can depend upon throughout retirement. 
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 A. Defined Benefit Plans Can Aid in Meeting Greater Financial Needs   
 
 Americans are experiencing longer life expectancies, which means that a 
greater portion of a person's life is spent in retirement.  Therefore, people will 
need more money to cover this increased life expectancy.  A secure pension from 
a defined benefit plan could provide relief. 
 
 Life expectancy at age 65 has increased significantly in recent decades–
20% for women and 17% for men in the years 1960–1990.36  Consequently, 
retirement savings will have to stretch further than before.  It is expected that 4 in 
10 Americans over the age of 60, regardless of their current economic 
circumstances, will experience poverty at some point in their later lives.  The 
chances of a person in this age group experiencing near-poverty (falling below 
125% of the poverty line) is even greater: 1 in 2.37   


 
However, workers have not prepared for this greater expense.  Sixty-one 


percent of all workers between 24 and 64 do not have a retirement savings 
account.  Among the 42.5 million workers who had some kind of account in 1998, 
the average account had a value of $34,700 and the median amount put aside 
was $14,000.  Among those of the pre-retirement age, 55–64, the median 
retirement account balance was less than $25,000.38 
 
 B. The Defined Benefit Plan as a Supplement to Health Care Coverage 
 
 In response to the rising cost of health care, employers are attempting to 
shift more of the cost to employees.  PricewaterhouseCoopers has stated that 
employers increasingly will be moving to a define contribution system for health 
plans over the next several years in an effort to shield themselves from potential 
lawsuits and to address the growing push for consumer empowerment.39 
 


                                          
36 The Segal Company Newsletter, Vol. 45, No. 1, June 2001. 
37 Retirement Policy – AARP Issues 'Wake-up Call' for Families, Policymakers to Re-think Economic 
Strategies, Pension & Benefits Daily (Volume 01, Number 101) May 24, 2001. 
38 Scott Burns.  Retirement Savings – We're Still Behind the Curve, The Dallas Morning News, June 5, 
2001, <http://www.scottburns.com/010605TU.htm> reporting on Retirement Savings and Household 
Wealth in 1998: Analysis of Census Bureau Data, by Partick J. Purcell. 
39 Employee Benefits–Employers Heading to Defined Contribution to Ward off Lawsuits, Address 
Consumerism, Pension  & Benefits Daily, June 5, 2001 
<http://pubs.bna.com/ip/BNA/pbd.nsf/id/a0a4g4v1q4_>. 
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 A defined benefit plan can be instrumental in providing health care 
coverage. A Code section 401(h) account can be used in a pension plan to provide 
benefits for sickness, accidents, hospitalization, and medical expenses for retired 
employees.40    In addition to making contributions to a Code section 401(h) 
account, an employer can transfer excess contributions from a pension plan.  
Code section 420 allows certain transfers of excess assets from a defined benefit 
plan (other than multi-employer plans) to a retiree health account that is part of 
the plan, if the transfer is made before January 1, 2006.41  Thus, a pension plan 
that exceeds its expected investment return can use the extra investment earnings 
to fund health benefits, thus, decrease the employer's health care cost without 
increasing the cost to employees. 
 
 A defined benefit option also could be used when an employer has to 
increase the cost of health care benefits or has to eliminate the benefit altogether.  
Rather than pay premiums, the employer offers the defined benefit pension, 
which can then be used to buy health insurance.  This method controls the cost to 
an employer because the pension contribution stays constant, regardless of 
changes in healthcare costs.  Moreover, this system offers flexibility to a phased 
retiree.  A healthy phased retiree who is receiving Medicare may not want 
supplemental coverage.  Thus, the pension can be used in the manner most 
beneficial to the phased retiree.   
 
 
V.  Plan Design Options and Compliance Simplifications That Ease 
Financial and Administrative Burdens 
 
 Phased retirees represent a unique category of workers.  Even though 
most workers currently do not stay with a single employer for a significant 
period of time, a short employment period is almost guaranteed for a phased 
retiree.  Therefore, employers may be hesitant to take on the administrative and 
financial burdens associated with a defined benefit plan.  However, there are 
defined benefit plan options that may eliminate these burdens for certain 
employers.  In addition, statutory and regulatory changes aimed at simplifying 
employee benefit administration may also ease these burdens. 
 


                                          
40 26 U.S.C. section 401(h)(1). 
41 26 U.S.C. section 420(b)(5).  
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A. Multiemployer and Multiple Employer Programs 
 
 One method of decreasing costs and administration is to split the burden 
with other employers.  Multiemployer and multiple employer plans are 
structured specifically to maximize portability among defined benefit plans.  To 
the extent these structures are available to an employer, they can increase the 
benefit that a worker can accumulate and reduce the cost and administration 
usually associated with a single-employer plan. 
 
 A multiemployer plan consists of two or more employers and is 
maintained by a collective bargaining agreement.42  An employee who 
participates in a multiemployer plan continues to accrue benefits as long as the 
employee works for an employer who belongs to the plan.43   
 
 A multiple employer plan consists of two or more employers, but a 
collective bargaining agreement is not required.  Generally, the employers are in 
related businesses.  Therefore, a multiple employer defined benefit plan 
represents a viable option for businesses and industries that are not unionized.  
Similar to a multiemployer plan, a participant accrues benefits under the plan as 
long as he or she works for an employer under the plan.44 
 
 For employers, these options are attractive not only because costs are 
shared among employers, but also because costs are spread over the lives of 
numerous employees.  Under any defined benefit plan, employers make 
contributions on behalf of all employees.  The advantage of the defined benefit 
plan is that retirement costs are amortized over the working lives of employees.  
Therefore, the more employees, the more that costs can be amortized.  Moreover, 
the costs of amortization are divided among several employers.  Therefore, 
multiemployer and multiple employer plans are viable options in providing a 
defined benefit plan to phased retirees. 
 
 B. Cash Balance Plans 
 
 Another method of funding a defined benefit plan for phased retirees is to 
use a cash balance benefit plan, in which  the advantages apply equally to all 
retirees and potential retirees.  However, an employer who wants to implement a 


                                          
42 26 U.S.C. section 414(f); ERISA section 3(37). 
43 26 U.S.C. section 411(a)(4); ERISA section 210. 
44 26 U.S.C. section 411(a)(4); ERISA section 210. 
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defined benefit plan to attract or retain phased retirees may prefer to establish a 
cash balance plan because it redistributes retirement funds more evenly across all 
eligible participants, and the cash balance concept is easier for many employees 
to understand.45  
 
 Cash balance plans have garnered a lot of attention recently due to 
disputes over whether they comply with the ADEA.46  The ADEA issues 
primarily concern the conversion of traditional final average pay plans to cash 
balance plans.  The IRS is permitting the establishment of new cash balance 
plans.  Therefore, an employer who offers only a defined contribution plan can 
establish a cash balance plan with little risk of generating charges of violating the 
ADEA. 
 
 The cash balance plan design, which legally is considered to be a defined 
benefit plan, attempts to capture some of the advantages of defined contribution 
plans, such as 401(k) plans, while retaining many of the advantages of traditional 
defined benefit plans.  As with a defined contribution plan, benefits are regularly 
expressed in terms of an account balance, even though the individual accounts 
are usually fictional.   


 
Like a defined contribution plan, benefits in a cash balance plan are 


expressed in terms of a current value—the account balance—that will grow with 
periodic benefit and interest credits, thus making it easy for employees to know 
exactly what their benefits are worth at any time and how they will grow in the 
future.  


 
And, like a defined contribution plan, meaningful benefit values are 


earned throughout an employee's career as compared to the benefit values in a 
traditional defined benefit plan that tend to be minimal at the younger ages and 
then grow rapidly upon reaching retirement eligibility.47   


 
Like a traditional defined benefit plan, cash balance plans do not require 


employees to contribute in order to receive any employer-provided benefits.  
Since a cash balance plan is treated as a defined benefit plan, benefits are funded 


                                          
45 United States General Accounting Plans – Implications For Retirement Income (GAO/HEHS-
00-207, September 2000). 
46 Eaton v. Onan Corporation, No. 1P97-814-C H/G (S.D. Ind. Sept. 29, 2000) (the court ruled that 
cash balance plans are not inherently age discriminatory but deferred the question of whether 
transition provisions create backloading). 
47 Cash Balance Plans Best of Both Worlds, Plan Sponsor, April 1999. 
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in the aggregate — the sum of the employees' account balances at any time does 
not have to equal the amount of assets in the trust, as in a defined contribution 
plan.   


 
The result is that there is often a range of allowable contributions available 


to the employer, and when the plan is very well funded (e.g., assets are more 
than account balances), the employer can credit account-like benefits without 
having to come up with current cash as would be required in a defined 
contribution plan.  Also like traditional pension plans, cash balance programs 
place the investment risk with plan sponsors, instead of plan participants.  Cash 
balance plans also retain the same investment efficiency and benefit design 
flexibility as any traditional defined benefit plan.48  
 
 A cash balance plan has an advantage over the traditional pension plan in 
that it does not encourage premature retirement.  A participant who continues to 
work after normal retirement age in a traditional pension plan must forfeit 
further accruals and early retirement subsidies.  Under a cash balance plan, 
rather than being "encouraged" to retire prematurely, some older employees will 
be able to retain their jobs and more than make up for any reduction in pension 
through additional pension accruals and personal savings.49  This feature is 
especially important to a phased retiree who wants to continue accruing benefits 
while employed.  Thus, for all of the reasons above, a cash balance plan is a 
useful tool in attracting and retaining phased retirees. 
 
 C. Easing Administrative and Financial Burdens of Defined Benefit  


Plans by Simplifying Compliance Requirements 
 
 A Joint Committee on Taxation report states that "federal laws and 
regulations governing employer-provided retirement benefits are among the 
most complex set of rules applicable to any area of the tax law."50  Also, "this 
complexity deters employers from establishing qualified retirement plans or 
forces the termination of such plans."51  Congress and the Internal Revenue 
Service (“IRS”) have already taken steps to simplify the administrative 
                                          
48 Cash Balance Plans: Best of Both Worlds, Plan sponsor, April 1999  
<http://www.assetpub.com/psapril99/april99PS024_right.html>.  
49 Cash Balance Plans: Best of Both Worlds, Plan sponsor, April 1999  
<http://www.assetpub.com/psapril99/april99PS024_right.html>. 
50 joint committee on taxation, study of the overall state of the federal tax system and 
recommendations for simplification (Volume II, April 2001). 
51 joint committee on taxation, study of the overall state of the federal tax system and 
recommendations for simplification (Volume II, April 2001). 
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complexity associated with benefit plans in general and defined benefit plans in 
particular. 
 
  1. Changes to Funding of Defined Benefit Plans  
 


Section 404 of the Internal Revenue Code limits the amount 
of contributions that an employer may make to a defined benefit 
plan.  For the past decade, the returns on stock investments have 
eliminated the need for many employers to contribute to retirement 
plans because the returns on investment caused plans to reach 
maximum funding limitations without employer contributions.  
The recent decline in the stock market has now created the need for 
significant employer contributions.  Therefore, in a time of 
economic surplus, employers received no benefit by contributing to 
retirement plans and, in a time of economic decline, employers are 
being penalized for not contributing to retirement plans.  This is 
backwards in that employers cannot make contributions when 
assets are available, but must make contributions when assets are 
less readily available.  Rather than discouraging employers from 
making pension contributions when assets are available, the 
government should encourage such contributions.  


 
To avoid risking further pension assets, a rule could be 


implemented to allow contributions in excess of the full funding 
limit if such contriubutions are maintained in a guaranteed interest 
account.  Thus, the excess contributions would not be subject to 
investment risk and would available to participants even in periods 
of economic decline.  Also, it might prevent the employer from 
having to reduce benefits during an economic downturn. 


 
In addition, the funding of defined benefit plans are tied to 


30-year Treasury bond rates. Due to the government buyback and 
subsequent discontinuance of 30-year Treasury bonds, rates for the 
long-term debt instrument are no longer a stable or appropriate 
benchmark for plan funding. As a result, required contributions to 
pension plans have skyrocketed even though plans are well funded 
for their liabilities. Representatives Rob Portman (R-OH) and Ben 
Cardin (D-MD) have indicated that they will introduce legislation 
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temporarily correcting this problem.52  Presumably,  positive 
response to a temporary measure would lead to permanent reform. 


 
2. Proposed Legislation to Combine Defined Benefit and 


Defined Contribution Features 
 


Rep. Rob Portman and Rep. Ben Cardin are also considering 
the concept of a plan with the features of a combined benefit and 
defined contribution plan. Several proposals are currently being 
considered. 53  


 
Under one proposal, the employer sets up a single trust for 


both defined benefit and defined contribution contributions. There 
would be unallocated employer money to fund defined benefit 
pensions. Separate from that—but inside the trust—would be 
allocated accounts for individual employees to use in making 
401(k) investment, which would be pre-tax money.  


 
Another proposal keeps 401(k) plans as they are now but 


instead of having an employer matching funds to supplement a 
participant's balance, it would use the match money for a 
supplemental defined benefit pension. 


 
Combining DB and DC in the same plan could cut 


administrative costs.  Also, it may provide greater stability and 
increased resources for all retirees. Even though these proposals are 
only in the beginning stages, they warrant further consideration.  
Combining the flexibility of a defined benefit plan with the 
predictability and stability of a defined contribution plan could 
satisfy both employers and employees. 


 


                                          
52 Press Release, THE ERISA INDUSTRY COMMITTEE, Portman and Cardin to Introduce 
Pension Funding Bill (January 23, 2002). 
 
53 Stan Wilson, Portman-Cardin II Pension Reforms Could Put DB and DC Plans Together, defined 
contribution news, January 13, 2002 < 
http://www.dcnews.com/top+news/pension+reforms+could+put+db+and+dc+plans+together.asp
> 
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 3. Minimum Distribution Rules 
 


The minimum distribution requirement is widely viewed as one of 
the most complex set of rules affecting tax-favored retirement plans.  In 
general, the distribution of minimum benefits must begin no later than the 
required beginning date.54  Failure to comply with the minimum 
distribution rules results in an excise tax imposed on the participant equal 
to 50% of the required minimum distribution not distributed for the year.55 


 
On January 11, 2001, the IRS issued proposed changes to simplify 


the minimum required distribution regulations.56  The proposed 
regulations introduced a uniform distribution period based upon the joint 
life expectancies of a participant and a survivor ten years younger.  The 
table is to be used by all participants, unless the participant's sole 
beneficiary is a spouse and the spouse is more than 10 years younger than 
the participant.  In that case, the participant is permitted to use the longer 
distribution period measured by the joint life expectancies of the 
participant and spouse.  In addition to simplifying administration, the 
proposed regulations are intended to reduce the amount of the minimum 
required distribution for a large number of participants, because, under 
the distribution table, all beneficiaries are considered to be ten years 
younger than the participant, regardless of any beneficiary's actual age. 


 
Since information about the designated beneficiary is not necessary 


to calculate the minimum required distribution, the proposed regulations 
permit the designated beneficiary to be determined as late as the end of 
the year following the year of the participant's death, rather than at the 
participant's required beginning date.  Therefore, a participant may 
change beneficiaries after the required beginning date without requiring a 
recalculation of the minimum required distribution.  Moreover, if a 
beneficiary who is designated at the time the distribution begins later 
disclaims or cashes out of the benefit, the participant's minimum required 
distribution remains unaffected.  Consequently, one of the most complex 
administrative rules has been simplified and should be easier for both 
employer and employee to follow. 


                                          
54 26 U.S.C. section 401(a)(9). 
55 26 U.S.C. Section 4974. 
56 Required Distributions from Qualified Plans and Individual Retirement Plans Notice of 
Proposed Rulemaking, 52 Fed. Reg. 28070 (2001) (to be codified at 26 C.F.R. section 1.401(a)(9) 
(proposed Jan. 11, 2001). 
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4. Simplification of the Determination Letter Application Process 
 


In Announcement 2001-77, the IRS announced a simplification plan 
for the process of submitting determination letter applications.  These 
changes will give plan sponsors the flexibility to request a determination 
letter that considers either the form of the plan only or both the form of 
the plan and compliance with the requirements of Code sections 401(a)(4), 
401(a)(26) and 410(b).   
 


Plans must still comply with these requirements; however, proof of 
compliance will not be required.  If a form-only letter is requested, 
Schedule Q is no longer required.57  Simplifying this process eases the 
administrative burden on plan sponsors who want to receive a 
determination letter. 


 
The IRS announcement also encourages practitioners to highlight 


the changes to plans that have previously received favorable 
determination letters.  This will hopefully curb questions concerning 
provisions that have previously received determination letters.58  


 
In addition, the IRS is engaged in an ongoing study of the future of 


the Employee Plans determination letter program and expects to publish a 
report of this study in the near future. 59  Therefore, further changes and, 
hopefully, simplification may follow. 


 
5. Elimination of the Combined 415(e) Limit 


 
On August 20, 1996, the Small Business Job Protection Act of 1996 


was enacted.  The Act includes a provision eliminating the combined limit 
under Code section 415(e), a complex set of limits that applies to a 
participant who is covered by both a defined benefit and a defined 
contribution plan sponsored by the same employer.  Since almost all but 
the smallest plans have provided for the pension (rather than the defined 
contribution account) to be reduced if the combined benefits go over the 
Code section 415(e) limit, the administrative impact of eliminating that 
limit is greatest for defined benefit plans in that participants who were 


                                          
57 IRS Announcement 2001-77.  
58 What's New, TRI Pension Services <http://www.cyberisa.com/erisa_new.htm>. 
59 IRS Announcement 2001-77.  
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exceeding the combined limit can now receive a greater pension benefit.  
The repeal of the combined limit also reduces the amount of 
administrative compliance by eliminating a compliance test. 


 
6. Elimination of Prohibited Employment 
 


Despite the simplifications that have occurred, another compliance 
requirement should be addressed.  In general, ERISA protects a 
participant's right to his accrued benefit.60  One exception to this rule is if a 
participant continues to work for the employer who sponsors the plan.61  
An employer may suspend benefits that commence prior to normal 
retirement age, exceed the normal retirement benefit, or both.62   


 
The rule encourages unnecessary shifts in employment.  Whereas 


an employee may consider moving from full-time to part-time work with 
the same employer, the suspension of certain accrued benefits may 
encourage the employee to switch employers as well.  As a result, the 
employer loses a skilled worker and the employee must expend time and 
energy finding another job and then retraining in the new job.  In the case 
of multiemployer and multiple employer plan participants, the potential 
suspension may encourage employees to abandon their area of expertise 
altogether. 


 
The Department of Labor ("DOL") regulations do limit the effect of 


the rule somewhat by applying it only if the participant works more than 
40 hours in a month.63  However, this number does not exclude many 
people.  In a DOL report, only 8.5% of persons age 55 and older who were 
employed in 1998 worked less than 15 hours a week.64  Therefore, less than 
8.5% of retirement age workers would be excluded from the suspension 
rule. 


 


                                          
60 ERISA Section 203(a). 
61 ERISA Section 203(a)(3)(B)(i).  In the case of a participant under a multiemployer plan, the 
result is even more extreme because he or she may forfeit benefit payments after retirement if he 
or she is employed in the same trade or craft, and in the same geographic area covered by the 
plan. 
62 29 C.F.R. Section 2530.203-3(a). 
63 29 C.F.R. Section 2530.203-3(c). 
64 U.S. Dept of Labor, Report on the American Workforce (1999). 
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If defined benefit plans are intended to benefit phased retirees, this 
requirement should be amended.  Rather than discouraging continued 
employment in this manner, Congress should amend the statute to 
eliminate the suspension rule.  At the very least, the statute should be 
amended to truly exclude part-time workers.  Persons who work less than 
100 hours in one month (25 hours a week) should be exempted from the 
rule.  Thereby, phased retirees who continue to work beyond retirement 
age would remain entitled to the full value of their retirement benefits. 


 
 
VI.  Conclusion 
 
 The defined benefit plan is an old solution to new concerns.  With a large 
portion of the workforce approaching retirement age, employers must consider 
methods of retaining and attracting workers.  In response to retirees opting for 
alternative retirement scenarios that include phased retirement, a defined benefit 
plan could be a valuable tool. Increased life expectancy, rising medical cost, and 
the uncertainty of the Social Security system contribute to greater financial needs 
during retirement.   


 
The ability to continue earning pension credit while scaling back on 


working hours is an attractive option to many retirees.  Moreover current and 
future simplifications may ease the administrative burdens and costs on 
employers that are associated with defined benefit plans.  After a decade 
predominated by defined contribution plans, it may be time for employers to 
reconsider defined benefit plan options as a tool for retaining and attracting 
valuable workers. 
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APPENDIX 
 


LISTING AND BRIEF DESCRIPTION OF TABLES IN THE 
APPENDIX 


 
Basic Assumptions Used for Retirement Tables [Appendix page iv].  This 
section describes the plan design and provides the demographic assumptions 
used in the retirement tables that follow in the Appendix.  It also describes 
some underlying principles used in the tables. 
 
Summary Payout Table [Appendix page vi].  This table shows the payouts 
from the Cliff Retirement Table and Tables A-1, A-2, B-1, B-2, and B-3.  
 
Summary Present Value Table [Appendix page vii].  This table compares the 
actuarial value at age 70 of the benefits received before age 70 and the lifetime 
benefits payable after age 70 for the payouts in the Cliff Retirement Table and 
Tables A-1, A-2, B-1, B-2, and B-3. 
 
Cliff Retirement Table [Appendix page viii].  This table shows benefits 
under a typical cliff retirement pattern for a participant who works full-time 
until age 70 and then retires. 
 
Table A-1 [Appendix page ix].  This table shows the impact of phased 
retirement on a participant in a plan that averages compensation in the last 
five years of employment with no protection for those who do not work a full-
time schedule.  The participant in this example works 50 percent of a full-time 
schedule beginning at age 60 and fully retires at age 70.  No retirement 
benefits are received during phased retirement. 
 
Table A-2 [Appendix page x].  This table shows the impact of phased 
retirement on a participant in a plan that averages compensation in the last 
five years of employment and in which compensation is annualized during 
phased retirement and a partial year of benefit service is earned.  The 
participant in this example works 50 percent of a full-time schedule beginning 
at age 60 and fully retires at age 70.  No retirement benefits are received 
during phased retirement. 
 
Table B-1 [Appendix page xiii].  This table shows the impact of phased 
retirement on a participant in a plan that averages compensation in the last 
five years of employment  and in which compensation is annualized during 
phased retirement and a partial year of benefit service is earned.  The 
participant in this example works 50 percent of a full-time schedule beginning 
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at age 60 and fully retires at age 70.  The participant receives 50 percent of the 
age 60 accrued benefit during phased retirement.  Early retirement and 
deferred retirement benefits are actuarially adjusted.  The offset for in-service 
benefits received is limited to 50 percent of the accrued benefit because the 
participant is  receiving only 50 percent of the age 60 accrued benefit during 
phased retirement. 


 
Table B-2 [Appendix page xiv].  This table shows the impact of phased 
retirement on a participant in a plan that averages compensation in the last 
five years of employment  and in which compensation is annualized during 
phased retirement and a partial year of benefit service is earned.  The 
participant in this example works 50 percent of a full-time schedule beginning 
at age 60 and fully retires at age 70.  The participant receives 100 percent of 
the age 65 (normal retirement age) accrued benefit during phased retirement 
beginning at age 65.  Early retirement and deferred retirement benefits are 
actuarially adjusted.  The offset for in-service benefits received is applied to 
the full accrued benefit because the participant is receiving 100 percent of the 
age 65 accrued benefit. 
 
Table B-3 [Appendix page xvi].  This table shows the impact of phased 
retirement on a participant in a plan that averages compensation in the last 
five years of employment  and in which compensation is annualized during 
phased retirement and a partial year of benefit service is earned.  The 
participant in this example works 50 percent of a full-time schedule beginning 
at age 60 and fully retires at age 70.  The participant receives 50 percent of the 
age 65 (normal retirement age) accrued benefit during phased retirement 
beginning at age 65.  Early retirement and deferred retirement benefits are 
actuarially adjusted.  The offset for in-service benefits received is limited to 50 
percent of the accrued benefit because the participant is  receiving only 50 
percent of the age 65 accrued benefit during phased retirement. 
 
Table C [Appendix page xx].  This table compares the following definitions of 
final average compensation: 
 


o Decreasing Final Average Pay:  Final average pay is the average of the 
last five compensation amounts  and final average pay decreases 
during phased retirement. 


   
o Non-Decreasing Final Average Pay:  Final average pay is the average of 


the last five compensation amounts but not less than any prior final 
average pay.  Unlike Decreasing Final Average Pay above, final 
average pay remains level during phased retirement. 
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o Average With Phased Years Annualized:  Compensation during phased 
retirement is annualized.  Final average pay is the average of the last 
five compensation amounts using annualized compensation during 
phased retirement. 


 
o Average Using Partial Years to Divide:  A partial year is used in the 


divisor during phased retirement years and compensation is not 
annualized.  Final average compensation averages the last five 
compensation amounts and divides it by the sum of the portions of a 
full-time schedule worked in those five years.  For example, after two 
years of working 50 percent of a full-time schedule, the divisor would 
be four:  one for each of the three years in which the participant 
worked full-time and ½ for each of the two years the participant 
worked 50 percent of a full-time schedule. 
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BASIC ASSUMPTIONS USED FOR RETIREMENT TABLES 
 
 
Underlying principles used in tables: 
 
• Under current law, final average pay can decrease in a plan that uses the 


high x of the last y if the participant takes phased retirement and receives 
reduced pay for more than y – x years. 


• Before normal retirement, the accrued benefit can decrease as a result of 
decreasing pay. 


• The accrued benefit payable (after early retirement reduction) cannot 
decrease as a result of decreasing pay. 


• Benefits are payable annually at the beginning of the year. 
 
Plan provisions used in tables: 
 
Benefit Formula: 
 
 1% × Final Average Pay × Credited Service  [No service cap] 
 
Normal Payment Method: 
 
 Single life annuity payable annually 
 
Final Average Pay (FAP): 
 
 Average of the five prior compensation amounts.  At age 60, final 


average pay is the average of the compensation amounts from age 55 
through age 59. 


Retirement Ages: 
 
 Normal retirement:  age 65 
 
 Early retirement:  age 55 with 10 years of service 
 
Early Retirement Reduction and Late Retirement Increase: 
 
 Actuarial adjustment using 6.15 percent interest and GATT mortality 
(blended GAM-83) 
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Participant information assumed in table: 
 
 Hire Age:  2545 
 
 Salary at Hire: $25,000 
 
 Annual Salary Increase: 4% 
 
 Retirement Age: See individual examples 
 


                                                 
45  The authors understand that it is not all that common for an employee to work for 


the same employer from age 25 until retirement. A participant’s retirement decision 
will depend on the expected retirement income from all sources.  However, it is 
cumbersome to show retirement benefits from several employers.  This more 
common type of employment pattern does not provide the most straightforward 
illustration of various phased retirement designs on retirement plans.  We have, 
instead, chosen to use a career employee to simplify our  example.  
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Summary Payout Table 
 
 
 


 
Comparison of Benefit Payments 


 
Age Cliff  


Retirement 
A-1 A-2 B-1 B-2 B-3 Age 


60 – – – $  9,842 – – 60 
61 – – – 9,842 – – 61 
62 – – – 9,842 – – 62 
63 – – – 9,842 – – 63 
64 – – – 9,842 – – 64 
65 – – – 9,842 $40,076 $20,038 65 
66 – – – 9,842 40,076 20,038 66 
67 – – – 9,842 40,076 20,038 67 
68 – – – 9,842 40,076 20,038 68 
69 – – – 9,842 40,076 20,038 69 
70+ $70,763 $35,383 $66,342 50,737 40,076 53,209 70+ 
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Summary Present Value Table 
 
 
 


 
Comparison of Actuarial Value of Benefits at Age 70 


 
 Cliff  


Retirement 
A-1 A-2 B-1 B-2 B-3 


Accumulated value at age 70 
of benefits received from 
ages 60 to 69 


– – – $150,000 $252,500 $126,300 


Present value at age 70 of 
future lifetime benefits 


$680,300 $340,200 $637,800 $487,800 $385,300 $511,600 


Actuarial value of past and 
future benefit payments at 
age 70 


$680,300 $340,200 $637,800 $637,800 $637,800 $637,800 
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Cliff Retirement Table 
 


No Phased Retirement 
 
 
 


Age Salary Final 
Average Pay


Benefit From 
Formula 


Accd Ben Adj for 
Early or Late Ret 


Accrued Benefit 
Payable46 


Benefit 
Received 


Age 


60 $  98,653 $  87,838 $30,743 $19,684 $19,684 – 60 
61 102,599 91,351 32,886 22,934 22,934 – 61 
62 106,703 95,005 35,152 26,748 26,748 – 62 
63 110,971 98,805 37,546 31,230 31,230 – 63 
64 115,410 102,757 40,075 36,510 36,510 – 64 
65 120,026 106,867 42,747 42,747 42,747 – 65 
66 124,827 111,142 45,568 47,029 47,029 – 66 
67 129,820 115,587 48,547 51,869 51,869 – 67 
68 135,013 120,211 51,691 57,360 57,360 – 68 
69 140,414 125,019 55,008 63,612 63,612 – 69 
70+ – 130,020 58,509 70,763 70,763 $70,763 70+ 


 


                                                 
46  Accrued Benefit Adjusted for Early or Late Retirement at current age, but not less than any prior Accrued Benefit Payable.  
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Table A-1 
 


Benefits Payable Only After 100% Retirement 
 


Decreasing Final Average Pay 
 


Full Year of Service Earned During Phased Retirement 
 
 


Age Salary Final 
Average 


Pay 


Benefit 
From 


Formula 


Adjusted 
Accrued 
Benefit 


Accrued 
Benefit 
Payable 


Benefit 
Received 


Age 


60 $49,327 $87,838 $30,743 $19,684 $19,684 – 60 
61 51,300 81,486 29,335 20,458 20,458 – 61 
62 53,352 74,880 27,706 21,082 21,082 – 62 
63 55,486 68,010 25,844 21,496 21,496 – 63 
64 57,705 60,865 23,737 21,625 21,625 – 64 
65 60,013 53,434 21,374 21,374 21,625 – 65 
66 62,414 55,571 22,784 23,515 23,515 – 66 
67 64,911 57,794 24,273 25,935 25,935 – 67 
68 67,507 60,160 25,845 28,680 28,680 – 68 
69 70,207 62,510 27,504 31,807 31,807 – 69 
70+ – 65,010 29,255 35,383 35,383 $35,383 70+ 


 
Note:  Documentation for this table follows Table A-2. 
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Table A-2 
 


Benefits Payable Only After 100% Retirement 
 


Final Average Pay Based on Annualized Pay During Phased Retirement 
 


Partial Year of Service Earned During Phased Retirement 
 
 
Age Salary Portion of 


Year 
Worked 


Annualized 
Salary 


Final 
Average 


Pay 


Credited 
Service @ 
Beginning 


of Year 


Benefit 
From 


Formula 


Adjusted 
Accrued 
Benefit 


Accrued 
Benefit 
Payable 


Benefit 
Received 


Age 


60 $49,327 0.5 $  98,654 $  87,838 35.0 $30,743 $19,684 $19,684 – 60 
61 51,300 0.5 102,600 91,351 35.5 32,430 22,616 22,616 – 61 
62 53,352 0.5 106,704 95,005 36.0 34,202 26,025 26,025 – 62 
63 55,486 0.5 110,972 98,806 36.5 36,064 29,997 29,997 – 63 
64 57,705 0.5 115,410 102,758 37.0 38,020 34,638 34,638 – 64 
65 60,013 0.5 120,026 106,868 37.5 40,076 40,076 40,076 – 65 
66 62,414 0.5 124,828 111,142 38.0 42,234 44,091 44,091 – 66 
67 64,911 0.5 129,822 115,588 38.5 44,501 48,628 48,628 – 67 
68 67,507 0.5 135,014 120,212 39.0 46,883 53,775 53,775 – 68 
69 70,207 0.5 140,414 125,020 39.5 49,383 59,638 59,638 – 69 
70+ – – – 130,021 40.0 52,008 66,342 66,342 $66,342 70+ 


 
 
Note:  See next page for documentation of calculations in this table. 
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DOCUMENTATION OF TABLES A-1 AND A-2 
 
 
 
Phased Retirement Assumptions: 
• Participant takes phased retirement and works 50 percent of a full-time schedule beginning at age 60 and fully retires at 


age 70. 
• No benefits are payable during phased retirement and full benefits are received at full retirement. 
 
Salary and Final Average Pay (FAP) – Table A-1: 
• Salary is $25,000 at age 25 accumulated to current age at 4 percent salary increase. 
• FAP is the average of the prior five years’ salary. 
 
Salary and Final Average Pay (FAP) – Table A-2: 
• Salary is $25,000 at age 25 accumulated to current age at 4 percent salary increase. 
• Salary is annualized by dividing pay for the year by the percentage of a full-time schedule worked in the year.  During 


phased retirement, because the participant works 50 percent of a full-time schedule, the salary is divided by 0.5. 
• FAP is the average of the prior five years’ annualized salary. 
 
Credited Service @ Beginning of Year – Table A-2: 
• A partial year of service equal to the portion of a full-time schedule worked during the year is credited during phased 


retirement. 
 
Adjusted Accrued Benefit: 
• The accrued benefit reduced actuarially for early retirement for ages less than 65 and increased actuarially for late 


retirement for ages more than 65. 
 
Accrued Benefit Payable: 
• The Adjusted Accrued Benefit for the current age, but not less than any prior accrued benefit payable. 







  Appendix – Page xii 


 







  Appendix – Page xiii 


Table B-1 
 


Partial Benefits Payable During Phased Retirement 
Full Benefits Paid at Full Retirement 


Pay Annualized During Phased Retirement 
Partial Year of Service Earned During Phased Retirement 


Offset for Benefits Paid Applies Only to Portion of Benefit Earned 
 
 
 
Age Salary FAP Benefit 


From 
Formula


Adjusted 
Accrued 
Benefit 


Cumulative 
Offset for 
Benefits 


Paid 


Increase 
in Benefit 


After 
Adj for 


Benefits Paid 


Accd 
Benefit 
Payable 


After Adj for 
Bens Paid 


Benefit 
Received 


Age 


60 $49,327 $ 87,838 $30,743 $19,684 – $  2,777 $19,684 $  9,842 60 
61 51,300 91,351 32,430 22,616 $    878 2,054 21,738 9,842 61 
62 53,352 95,005 34,202 26,025 1,855 4,486 24,170 9,842 62 
63 55,486 98,806 36,064 29,997 2,944 7,369 27,053 9,842 63 
64 57,705 102,758 38,020 34,638 4,162 10,792 30,476 9,842 64 
65 60,013 106,868 40,076 40,076 5,530 14,862 34,546 9,842 65 
66 62,414 111,142 42,234 44,091 7,070 17,337 37,021 9,842 66 
67 64,911 115,588 44,501 48,628 8,810 20,134 39,818 9,842 67 
68 67,507 120,212 46,883 53,775 10,785 23,306 42,990 9,842 68 
69 70,207 125,020 49,383 59,638 13,033 26,921 46,605 9,842 69 
70+ – 130,021 52,008 66,342 15,605 31,053 50,737 50,737 70+ 


 
 
Note:  Documentation of formulas and calculations for this table follow STET Table B-3. 
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Table B-2 
 


Full Benefits Payable During Phased Retirement After Normal Retirement Age 
Full Benefits Paid at Full Retirement 


Pay Annualized During Phased Retirement 
Partial Year of Service Earned During Phased Retirement 


Offset for Benefits Paid Applies to Full Benefit Earned 
 
 
 
Age Salary FAP Benefit 


From 
Formula


Adjusted 
Accrued 
Benefit 


Cumulative 
Offset for 
Benefits 


Paid 


Increase 
in Benefit 


After 
Adj for 


Benefits Paid 


Accd 
Benefit 
Payable 


After Adj for 
Bens Paid 


Benefit 
Received 


Age 


60 $49,327 $ 87,838 $30,743 $19,684 – $  2,777 $19,684 – 60 
61 51,300 91,351 32,430 22,616 – 2,932 22,616 – 61 
62 53,352 95,005 34,202 26,025 – 3,409 26,025 – 62 
63 55,486 98,806 36,064 29,997 – 3,972 29,997 – 63 
64 57,705 102,758 38,020 34,638 – 4,641 34,638 – 64 
65 60,013 106,868 40,076 40,076 – 5,438 40,076 $40,076 65 
66 62,414 111,142 42,234 44,091 $  4,015 – 40,076 40,076 66 
67 64,911 115,588 44,501 48,628 8,552 – 40,076 40,076 67 
68 67,507 120,212 46,883 53,775 13,699 – 40,076 40,076 68 
69 70,207 125,020 49,383 59,638 19,562 – 40,076 40,076 69 
70+ – 130,021 52,008 66,342 26,266 – 40,076 40,076 70+ 


 
 
Note:  Documentation of formulas and calculations for this table follows Table B-3. 
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Table B-3 
 


Partial Benefits Payable During Phased Retirement After Normal Retirement Age 
Full Benefits Paid at Full Retirement 


Pay Annualized During Phased Retirement 
Partial Year of Service Earned During Phased Retirement 


Offset for Benefits Paid Applies Only to Portion of Benefit Earned 
 
 
 
Age Salary FAP Benefit 


From 
Formula


Adjusted 
Accrued 
Benefit 


Cumulative 
Offset for 
Benefits 


Paid 


Increase 
in Benefit 


After 
Adj for 


Benefits Paid 


Accd 
Benefit 
Payable 


After Adj for 
Bens Paid 


Benefit 
Received 


Age 


60 $49,327 $ 87,838 $30,743 $19,684 – $  2,777 $19,684 – 60 
61 51,300 91,351 32,430 22,616 – 2,932 22,616 – 61 
62 53,352 95,005 34,202 26,025 – 3,409 26,025 – 62 
63 55,486 98,806 36,064 29,997 – 3,972 29,997 – 63 
64 57,705 102,758 38,020 34,638 – 4,461 34,638 – 64 
65 60,013 106,868 40,076 40,076 – 5,438 40,076 $20,038 65 
66 62,414 111,142 42,234 44,091 $  2,007 2,008 42,084 20,038 66 
67 64,911 115,588 44,501 48,628 4,276 4,276 44,352 20,038 67 
68 67,507 120,212 46,883 53,775 6,850 6,850 46,926 20,038 68 
69 70,207 125,020 49,383 59,638 9,781 9,781 49,857 20,038 69 
70+ – 130,021 52,008 66,342 13,133 13,133 53,209 53,209 70+ 


 
 
Note:  See next page for documentation of formulas and calculations for this table. 
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DOCUMENTATION OF TABLES B-1, B-2, AND B-3 
 
Phased Retirement Assumptions: 
• Participant takes phased retirement and works 50 percent of a full-time schedule beginning at age 60. 
• Participant fully retires at age 70. 
 
Salary and Final Average Pay: 
• Salary is $25,000 at age 25 accumulated to current age at 4 percent salary increase. 
• FAP is the average of the prior five years’ annualized salaried whereby annualized salary is the actual salary divided by 


portion of the year worked. 
 
Benefit From Formula: 
• Benefit formula shown above using final average pay and credited service whereby credited service is the sum of all 


prior portions of year worked. 
• Partial year of service is credited during phased retirement. 
 
Adjusted Accrued Benefit: 
• The accrued benefit reduced actuarially for early retirement for ages before normal retirement age and increased 


actuarially for years after normal retirement age. 


• Formula for early retirement reduction to age x: 
xN


N 65
65Formula fromBenefit  but not less than any prior adjusted accrued 


benefit. 


• Formula for late retirement increase to age y: 
yN


N 65
65Formula fromBenefit  but not less than the benefit from formula at age 


y. 
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Cumulative Offset for Benefits Paid: 
• The adjustment reflects the annual benefit that could be purchased with the benefits that were received in prior years.  
• Prior benefit payments are actuarially increased to the current age. 
• This formula follows Example 3 of §1.411(b)-2. 
• PRBA = phased retirement beginning age. 


• Accumulation of prior benefits paid: 
x


xPRBA


x


x


PRBA
i


D
NN


D


D
−


×=×
∑
−


PaidBen PaidBen 


1


. 


• Annuity purchased by accumulation of prior benefits paid: 
x


xPRBA


x


x


x


xPRBA


N
NN


D
N
D


NN
−


×=


−


× PaidBen PaidBen . 


 
Increase in Accrued Benefit After Adjustment for Benefits Paid: 
• PRBA = the age at which benefit payments begin during phased retirement. 
• PR % = percentage of accrued benefit received during phased retirement. 
• Before age at which benefits are paid = 


1-xPaid Benefitsfor  AdjustmentAfter  PayableBenefit  AccruedPayableBenefit  Accrued −x . 
• Beginning with age at which benefits are first paid (this adjustment is the cumulative increase in the accrued benefit at age 


PRBA) = ]Offset Cumulative%)PayableBenefit  Accrued-PayableBenefit  Accrued(,0[ xPRBAx −× PRMax  
+ )PayableBenefit  AccruedPayableBenefit  Accrued(%)1( PRBAx −×− PR  


 
Accrued Benefit Payable After Adjustment for Benefits Paid: 
• Before PRBA, the prior year’s accrued benefit payable after adjustment for benefits paid plus the current year’s increase 


in accrued benefit after adjustment for benefits paid. 
• Beginning with the age at which benefits are first paid, 


xPRBA Paid Benefitsfor  AdjustmentAfter Benefit  Accruedin  IncreasePayableBenefit  Accrued + . 
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Benefit Payout Assumptions — Table B-1 
• 50 percent of the accrued benefit at initial phased retirement is payable during phased retirement. 
• Accrued benefit payable after adjustment for benefits paid at full retirement begins at that age. 
 
Benefit Payout Assumptions—  Table B-2: 
• 100 percent of the accrued benefit is payable beginning at normal retirement. 
• Accrued benefit payable after adjustment for benefits paid at full retirement begins at that age. 
 
Benefit Payout Assumptions — Table B-3: 
• 50 percent of the accrued benefit is payable beginning at normal retirement. 
• Accrued benefit payable after adjustment for benefits paid at full retirement begins at that age. 
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Table C 
 


Various Final Average Pay Alternatives 
 


Age Salary Decreasing 
Final Average 


Pay 


Non-Decreasing
Final Average 


Pay 


Annualized 
Phased Years 


Average With 
Phased Years 
Annualized 


Divide 
by Partial 


Years 


Average Using 
Partial Years to 


Divide 


Age 


55 $81,087 – – $81,087 – 1.0 – 55 


56 84,330 – – 84,330 – 1.0 – 56 
57 87,703 – – 87,703 – 1.0 – 57 
58 91,211 – – 91,211 – 1.0 – 58 
59 94,859 – – 94,859 – 1.0 – 59 
60 49,327 $87,838 $87,838 98,654 $87,838 0.5 $87,838 60 
61 51,300 81,486 87,838 102,600 91,351 0.5 90,540 61 
62 53,352 74,880 87,838 106,704 95,055 0.5 93,600 62 
63 55,486 68,010 87,838 110,972 98,806 0.5 97,157 63 
64 57,705 60,865 87,838 115,410 102,758 0.5 101,441 64 
65 60,013 53,434 87,838 120,026 106,868 0.5 106,868 65 
66 62,414 55,571 87,838 124,828 111,142 0.5 111,142 66 
67 64,911 57,794 87,838 129,822 115,588 0.5 115,588 67 
68 67,507 60,106 87,838 135,014 120,212 0.5 120,212 68 
69 70,207 62,510 87,838 140,414 125,020 0.5 125,020 69 
70 – 65,010 87,838 – 130,021 0.0 130,021 70 


 
Note:  See next page for documentation of this table. 
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DOCUMENTATION OF TABLE C 
 
 


 
 
Basic Assumptions: 


• Hire age =  25 
• Starting salary = $25,000 
• Annual salary increase = 4% 
• Years to Average in Final Average Pay = 5 
• Percentage of Full-Time Work During Phased Retirement = 50% 
• Phased Retirement Beginning Age =  60 
• Full Retirement Age =  70 


  
Salary: 


• Prior year’s salary multiplied by 1 + salary increase. 
 
Decreasing Final Average Pay: 


• Final average pay is the average of the prior five years of salary. 
 
Non-Decreasing Final Average Pay: 


• Final average pay is the average of the prior five years of salary, but not less than any prior final average pay. 
 
Annualized Phased Years: 


• During phased retirement, salary is annualized by dividing the pay received by (1 - % of full-time schedule worked 
during phased retirement). 


• Annualized salary at age 61 equals $51,300 ÷ (1 – 0.5) = $106,200 
. 
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Average With Phased Years Annualized: 
• Final average pay is the average of the prior five years of annualized salary. 


 
Divide by Partial Years: 


• Portion of full-time worked in current year. 
 
Average Using Partial Years to Divide: 


• Final average pay is the sum of the prior five years of salary divided by the sum of the prior five years' portions of 
full-time schedule worked. 
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Table 1 
 


Poverty rates of married and widowed females 60+: 
Weighted 


 
 


Country                       60+                  Ratio of widowed  
& year       Widowed        Married   to married poverty   


 
Germany   
1989   3.6  9.8   2.7  
1994   0.8  3.2   4.2  


 
 


United Kingdom 
 


1991   12.1  14.9   1.2  
1995     6.7    6.5   1.0  


 
 


United States 
 


1991   10.7  22.1   2.1  
1994     9.5  20.4   2.1  
1997   11.6  23.3   2.0  
 
 
Source:  Authors' calculations using Luxembourg Income Study data.  
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TABLE 2 
 


Comparison of Retirement and Survivor Benefits 
Germany, U.K., U.S. 


 
 
 


Germany 
 


Retirement Benefits 
   Strictly earnings related 


[credits = sum( wages/ave)]  
   Payable 65 (62 for women)   
 
 
Widow Benefit 
   3 months at 100%    
   Age 45+ at 60%    
   <45   25%     
 
 
 
 
 
Offsets    
   Set income over limit:   
   Benefit reduced by 40%   


 U.K 
 


Retirement Benefits 
   Basic Benefit    


Payable 65 (60 women)  
   Plus SERPS 
 


 
Widow Benefit 
     Highest of own or husband=s Basic 


Benefit  
         (Payable age 55)   
   100% of husband=s SERPS 
           (Full amount paid if husband 65+, 


Age reduction for younger ages) 
 


 
Offsets 
   No income test    


 U.S. 
 
Retirement Benefits 
    Progressive earning related benefit 


formula 
    Payable women and men at age 62 
    Reduced if first received age 62-64 
 
 
Widow Benefit 
      Age 65+ at 100% of husband=s 


retired-worker benefit 
   Reduced if first received age 60-64 
 
 
 
 
Offsets 
   Full offset against own benefits 
   Earnings test offset against earnings  


During data period for earnings: 
below 70 (earliest years 
72); now below age 65 







 
Table 3  


Timing of Widowhood in the CNEF 
 


 
year first       Germany  Britain USA 
widowed      


 
1984-1985  22    31 
1985-1986  22    25 
1986-1987  22    33 
1987-1988  22    33 
1988-1989  24    21 
1989-1990  18    22 
1990-1991  26    28 
1991-1992  20  23  29 
1992-1993  21  33  28 
1993-1994  22  28  31 
1994-1995  23  29  22 
1995-1996  12  21  28 
1996-1997  12  22  20 
1997-1998      
 
Total   266  156  351 


 
Note: all women were married and in the sample in 1984 for the  
 GSOEP and PSID and 1991 for the BHPS     
 
 
 
 







 
Table 4 


Example of Conversion to Widowhood years  
(Using BHPS Survey years 


 
Calendar year status  Widowhood period   


Interview   Person  Person  Person        Person  
year       1      2     1  2  
 
1991   married married   b1  b5 
1992   widowed married   p0  b4  
1993   widowed married   p1  b3  
1994   widowed married   p2  b2  
1995   widowed married   p3  b1  
1996   widowed widowed   p4  p0  
1997   widowed widowed   p5  p1  
 
 
 
 
 
 
 







 


Table 5 
Adjusted Widowhood Period  
(Number of Widows by Period) 


 
year first  GSOEP     BHPS  PSID 
widowed       


 
b10     67    101 
b9     90    126 
b8   109    154 
b7   136    182 
b6   154    202 
b5   178  43  223 
b4   199  71  256 
b3   221  98  289 
b2   240  131  316 
b1   266  156  351 
p   266  156  351 
p1   240  126  316 
p2   221  98  276 
p3   190  72  246 
p4   161  45  210 
p5   132  16  183 
p6   114    154 
p7     92    129 
 
 
 
 







Table 6.  Comparison of Equivalency Scale Effects: 
Income changes upon Widowhood 


 
 
I. Hypothetical Income Change  


Prewidow Widow %   
Income  Income change  


 
Total   30000  20000  -33.3%  
Per capita 15000  20000   33.3%  
 


II.  Equivalence Scale Adjusted Hypothetical Income Change 
Using U.S. Scale    Using OECD Scale    Using International  Scale   


Size  Prewidow Widow %  Prewidow Widow %  Prewidow Widow %  
Change Income  Income change Income  Income change Income  Income change  
 
2 to 1  23438  20000  -14.7% 17647  20000  13.3%  21213  20000   -5.7  
3 to 2  19108  15625  -18.2% 12500  11765   -5.9%  17321  14142  -18.4   
4 to 3  14925  12739  -14.6%   9677    8333  -13.9% 15000  11547  -23.0 
5 to 4  12605    9950  -21.1%   7895    6452  -18.3% 13416  10000  -25.5  
6 to 3  11194    8403  -24.9%   6667    5263  -21.1% 12247    8944        -27.0 


 
3 to 1  19108  20000     4.7%  12500  20000   60.0% 17321  20000  15.5 
4 to 2  14925  15625     4.7%    9677  11765   21.6% 15000  14142   -5.7 
 
Note: With U.S. scale: persons are BETTER off;  become MORE worse off; differences between size changes are SMALLER.  With OECD scale: 


persons are WORSE off;  become LESS worse off ; differences between size changes are LARGER       







Table 7.  
Changes in Post-government Income  


using Three  Equivalency Scales 
 


            BHPS                            PSID                          GSOEP             
Mean  Median Mean    Median Mean   Median 


Widowhood 
Period      Total  income 
b1   15989  13175  42017  27405  41291  35916 
p1   11431  9066  28843  17445  31278  25322 
% Change  -28.5% -31.2% -31.4% -36.3% -24.2% -29.5% 


 
Household size adjusted income 


Using OECD Equivalence Weights         
b1   8543  7228  27939  18815  26949  24282 
p1   9730  7920  25936  14004  26582  22678 
% Change  13.9%  9.6%  -7.2%  -25.6% -1.4%  -6.6% 


 
Using General Official U.S. Equivalence Weight         
b1   11532  9946  28817  20544  28984  26044 
p1   10396  8714  26352  15205  27296  23246 
% Change  -9.8%  -12.4% -8.6%  -26.0% -5.8%  -10.7% 
 
International Equivalence Scale         
b1   10583  9002  26384  18759  26652  24253 
p1   10170  8612  25921  14883  26555  22610 
% Change  -3.9%  -4.3%  -1.8%  -20.7% -0.4%  -6.8% 
 
Note: BHPS data are in price adjusted British pounds, PSID data in price adjusted U.S. dollars, GSOEP data in price adjusted Marks.   







Table 8  


Contribution to Postgovernment Income and Change in Income by Each Scource  


 
Income Sources 


 
Labor  Private Asset  Social  Public   
Income Tranfers Income Security Transfers  


DISTRIBUTION   
 Of Income        
   BHPS        
      b1    30.5%    0.3%  10.9%  27.8%  35.7%   
      p1    21.3    0.4    7.6  30.3  35.1   
 
   PSID        
      b1    38.3  11.7  17.0  17.4  0.8   
      p1    22.2    5.8  18.2  21.6  1.2  


 
   GSOEP      
      b1    43.9    0.1    4.1  54.2  1.6 
      p1    31.6    0.6    6.2  58.0  2.4 
 
Of Income Change 
  BHPS   -25.8%    0.0% -10.2% -12.9% -21.3%  
  PSID    -34.7  -11.5    - 6.8   -3.9     0.1  
  GSOEP   -24.3       0.7    1.3  -17.1     0.1 
 
Note: Percentages are the percentage by which postgovernment OECD adjusted income would have changed due to a change in 
the individual source alone. Percentages do not add up to 100 because contributions of taxes and imputed value of housing are 
not presented      







Table 9:   AGE DISTRIBUTION OF WIDOWS 
(Age in Year B1) 


 
 


Country 
 


PSID  BHPS  GSOEP 
 
b1age  Percent Percent Percent 


 
<45  10.0%  6.7%  7.5% 
45-54  14.5%  14.2%  11.8% 
55-59  11.2%  4.5%  11.4% 
60-64  15.2%  10.4%  16.5% 
65-74  31.8%  39.6%  35.4% 
75+  17.3%  24.6%  17.3% 


 
<60  35.8%  25.4%  30.7% 
median 63-64  68-69  64-65 
mean  62.9  65.9  63.9 


 
Note: numbers are unweighted sample size 
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Figure 2: Sectoral Employment in Mexico 1990-1997 
 
 


Sectoral breakdown of employment in Mexico
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Figure 3: Size of Informal Sector in Latin America 
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Figure 4: Management Fees in Chile (take 1) 
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Figure 5: Management Fees in Chile (take 2) 
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