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',ETTER OF SUBMITTAL

CONGRESSIONAL RESEARCH SERVICE,
THE LIBRARY OF CONGRESS,

Washington, DC, August 25, 1987.
Hon. DAN ROSTENKOWSKI,
Chairman, Committee on Ways and Means,
House of Representatives, Washington, DC.

DEAR MR. CHAIRMAN: A year ago you asked the Congressional
Research Service (CRS) to analyze potential issues facing the retire-
ment income system in the future. Your letter expressed particular
interest in the effects on retirement income policies and programs
of the coming retirement of the baby-boom generation. This report,
prepared by a team of analysts from CRS and the Congressional
Budget Office (CBO), responds to your request.

Upon receipt of the Committee's request last summer, CRS con-
tacted CBO to see if it would be possible to enlist the support of
analysts from that agency with particular backgrounds needed to
analyze the complicated issues raised by your request. Four ana-
lysts from CBO joined 10 colleagues from CRS, with both groups
participating fully as members of a team that planned the study
and carried out its analysis.

The team met regularly during the latter half of 1986 and early
1987, during which time agreements were reached on an overall
approach for the project and assignments were made for drafting
nine background papers. These papers were then used to prepare
an executive summary and an overview of the project. These sec-
tions of the report attempt to synthesize the important findings
and conclusions of the study, and to formulate an analytic frame-
work for understanding the issues. The background papers formed
the foundation for this synthesis, supplemented by team discus-
sions and other sources of information. The report then, consists of
three parts: an executive summary, an overview, and a series of
background papers.

We hope this report meets the needs of the Committee on Ways
and Means.

Sincerely,

r)

JOSEPH E. Ross, Director.
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COMMITTEE ON WAYS AND MEANS,
U.S. HOUSE OF REPRESENTATIVES,

Washington, DC June 25, 1986.
Mr. JOSEPH E. Ross,
Director, Congressional Research Service, Library of Congress, 213

Madison Library, Washington, DC
DEAR MR. Ross: Last year, the Committee on Ways and Means

began a comprehensive review of the Nation's retirement income
system. This review was motivated by the Committee's concern
about the relationship am_ng the various means for providing re-
tirement income that together make up our national retirement
income system, and their adequacy and equity in meeth4 retire-
ment needs. Future proposals to change social security or tax
policy affecting employee benefit and savings for retirement must
be reviewed in this broad context.

While we expect the Congress to enact major tax legislation later
in this session of Congress, and while there currently are !lc, plans
for substantial changes in social security, we realize that these are
issues that the Congress must revisit periodically as economic,
social, ard political situations change. In particular, the retirement
of the baby-boom generation may, according to many experts,
strain the Nation's ability to provide adequate retirement income
for this large cohort, whether these resources come from public or
private sector plans. Insofar as possible, the implications of this de-
mographic shift should be taken into account as proposals for legis-
lative changes are considered.

During the current Congress, the Committee began its review of
the Nation's retirement income system. The Subcommittees on
Social Security and Oversight have held a series of successful and
informative hearingsassisted by analysts in CR.S's Education and
Public Welfare Division. We intend to continue this work in the
100th Congress and are asking CRS to provide continued support to
our effort by preparing a report that deals with potential issues of
the retirement income system in the future. We would hope such a
report could assess the goals of the retirement income system, con-
sider measures of economic status and income adequacy, provide
descriptions of the set of programs and policies that make up our
current system, and analyze future issue.c.

This report would provide the Committee with a base line of
common data and issue definition, as well as a framework of analy-
sis for the ongoing development of specific legislative approaches to
the overall problem of providing retirement income security now
and in the future. To be of most use to the Committee, we ask that
this work be finished by the end of De,:ember 1986.

With warm regards, I am
Sincerely,

6

DAN ROSTENKOWSKI, Chairman.



PREFACE

In the summer of 1986, the Committee on Ways and Means
asked the Congressional Research Service (CRS) to conduct a study
that would assess the effects of the retirement of the baby-boom
generation on the Nation's retirement income system. The purpose
of the study was to determine, given the uncertain nature of all
data about the future, what could be reasonably said about the
system of public and private claims upon the economy that the
baby boom is building as it nears old age, and the potential impli-
cations for society of honoring those claims in the context of a
changing demographic profile.

As expected, such an ambitious study encountered the difficulty
of mixing perspectives from different disciplines and subject exper-
tise. While much has been said and written about the baby boom
and the effects of its retirment on the Nation's retirement income
and health care systems, common understandings about how to
frame the issues and how to assess their effects have not been de-
veloped 1de Committee's letter to CRS specifically asked for a
report that "* * * would provide the committee with a base line of
common data and issue definition, as well as a framework of analy-
sis for the ongoing development of specific legislative approaches to
the overall problem of providing retirement income security now
and in the future."

The nature of the study presented difficult conceptual and ana-
lytic challenges, and CRS responded with initial steps to supple-
ment its uwn in-house capabilities. Most importantly, CRS knew
that some analysts at the Congressional Budget Office (CBO) had
complementary interests and expertise. Upon request, CBO gener-
ously made available four analysts to assist in the study. The CBO
analysts joined 10 colleagues from CRS to form a team that
planned and carried out the study. Team members were committed
to the attempt to synthesize the different knowledge bases in the
hope that the result might contribute a more adequate understand-
ing of the ways in which the different policy areas would interact
over time. Regular meetings, during which vigorous exchanges
from the differing perspectives were encouraged, led to decisions on
a basic concept for the study, and to identification and assignment
of background papers on the major issue areas. These papers were
debated at length before the group, and then rewritten, reread and
redebated, in some cases several times. In the spring of 1987, the
completed background papers served as the basic materials out of
which the team created an executive summary and an overview.
These synthesizing papers represent th work of he entire team
and common understandings reached during a year of study.

Team members included, from CRS: Thomas Gabe, Jeanne E.
Griffith, Richard A. Hobbie, David Koitz, Geoffrey Kollmann, Caro-
lyn L. Merck, James Reuter, Ray Schmitt, and Dennis Snook; and

V)



VI

from CBO: Robert Hartman, Martin Levine, David Lindeman, and
Larry Ozanne.

Edwin Hustead, Senior Vice President of Hay Huggins, Inc., par-
ticipated in team planning efforts and is a coauthor of one of the
background papers.

The project was managed by P. Royal Shipp of the Congressional
Research Service.

Seeking viewpoints from as wide a range as possible, the team
met with outside erperte at informal "brown-bag" lunches that
were held during the fall and winter of 1986. Speakers, all of whom
provided informative and 7rovactive perspectives, included: Henry
Aaron, The Brookings Institution; Karen Davis, Johns Hopkins
University; Paul Hewitt and Phillip Longman, formerly with
Americans for Generational Equity; Jack A. Meyer, New Directions
for Policy; John Palmer, The Urban Institute; and Barbara Boyle
Torrey, the Bureau of the Census.

Emily Andrews, Employee Benefit Research Institute, read and
provided helpful comments on "Private Pension Plans," Chapter 9
of the backg..ound papers.

Prcduction of a report of this size and nature requires a skilled
and dedicated support staff. To type the background papers and to
make many changes in them all along the way, Flora Dean orga-
nized and directed a particularly efficient support team consisting
of Tracy Byrd. Denise Carter, Elizabeth Dowdy, Nan Hill, Grover
McDonald, and Grace Shao. Mary Anderson accepted the complex
challenge of typing the executive summary and the overview with
its many changes by multiple authors. The intelligence, hard work,
and conscientiousness of the support staff allowed progress from
draft to draft with confidence that necessary changes were being
made, and that sentences would emerge that were both grammati-
cally and conceptually sound. Vicki Freedman, the project's re-
search assistant, came to the study late, but was a great help in
pulling it all together at the end.



EXECUTIVE SUMMARY

Tne adage, "demography is destiny," may exaggerate the signifi-
cance of demographics, but the size, growth, and age profile of a
population exert a powerful influence on a nation's economic and
social life. In particular, population characteristics strongly ...1u-
en.ce a nation's policies and programs for providing income and
medical care to its retired citizens. The aging of the baby-Loom gen-
eration will yield an unprecedented number of older, retired persons
in the next century, and, therefore, it is appropriate to begin now
to review the Nation's retirement policies and programs to deter-
mine their adequacy and affordability in the future.

Americans who will grow old between now and the middle of the
next century already have been born, but the number who will
reach age 65, and how long they will live after that, will depend on
the rate of improvements in longevity. For example, alternative
projections within a relatively narrow range of assumptions about
life expectancy indicate possible differences of up to 30 percent in
the projected number of elderly in 2050. The portion of the Na-
tion's resources that will be required to pay for retirement income
and medical care for tomorrow's elderly will depend on their num-
bers, how long they live, and their health in old age.

Two extraordinary demographic phenomena will determine the
number of future elderly:

1. High birth rates during the two decades following World
War II resulted in a "baby boom generation" that has strained
social institutions starting with obstetric wards in hospitals,
and continuing through schools, and the job market, to name
only a few. The oldest members of the baby boom will reach
age 65 in abc.rt 2010

2. At the same time, people have been living to increasingly
older ages. Not only do more reach retirement age, but they
live longer in retirement.

Although predictions of improvements in mortality rates in the
future vary, all signs point to a large in "rease in the number of
future elderly. According to the Census Bureau's intermediate pro-
jections, the number of people age 65 and over will increase from
31.7 million in 1990 to 39.2 million at the beginning of the baby
boom retirement, with a further increase to 64.6 million after the
last of the baby boom has reached old age.

The number of elderly reaching age 85 is growing even faster.
People in this age group disproportionately suffer from chronic ill-
nesses requiring long-term nursing home or other care, often do
not have a spouse to help care for them, are disproportionately
women who were not in the labor force in earlier years, and often
are poor.

These demographic facts have caused many experts to express
concerns about the Nation's capacity to provide retirement income

(VII)
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VIII

and medical c _e to the future elderly at levels comparable to
today's, while simultaneously 'meeting other needs of society. This
study examines these concerns and provides a framework for un-
derstanding policy choices in the future.

I. BUILDING CLAIMS FOR RETIREMENT INCOME

The Nation's system of retirement income is based on the con-
cept of building claims during a lifetime of work for it come to be
received upon retirement. By the time workers are eligible for re-
tirement, they have accumulated claims for income from social se-
curity and employer-sponsored retirement plans. These systems
pay benefit amounts determined by contribution and benefit formu-
lae that vary amounts of retirement income according to length of
time worked and levels of earnings while working. Furthermore,
individuals save for retirement through investments, including
homeownership, that are separate from their employment settings.
In fact, retirement income from these sources typically exceeds
income from pensions and other employer-sponsored plans. In sum-
mary, workers' savings and productivity during their working lives
contribute to the capacity of the economy to produce goods and
services, and their future claims for retirement income ultimately
stem from that antecedent work and savings.

Benefit formulae for retirement income are designed se that the
size of claims created during a worker's career varies with the rate
of growth of productivity, as reflected in increased real wage rates.
During periods of rapid productivity growth earnings generally rise
rapidly alsoleading to correspondingly large retirement income
claims. On the other hand, if rates of growth of productivity are
slow, the size of income claims created will be correspondingly
lower. The relatively high retirement benefits enjoyed by today s
retirees can be attributed to their participation in the strong pro-
ductivity growth years of the 1950s and 1960s. In contrast, low pro-
ductivity growth in the 1970s and 1980s will reduce the rate of
growth of retirement income for workers retiring in the future.

While productivity changes during a cohort's working lifetime
determine its relative prosperity, even modest rates of economic
growth over a long period of time will yield high retirement
income claims (in real dollars) than received by today's retirees.
For example, if the rates of economic growth assumed by the inter-
mediate projections of Social Security's Board of Trustees prevail
until 2010 (the beginning of the baby boom's retirement), social se-
curity retirement benefits in that year will be about 25 percent
higher in real dollars than they are today.

II. PAYING FOR THE BABY BOOM'S RETIREMENT

Just as the number or elderly can be predicted to grow rapidly,
particularly during the years of the baby boom's retirement, so also
can the cost of paying their retirement income and medical care
benefits. Analyses of the financial adequacy of social security and
pension programs that compare the number of elderly to the work-
ing age population (often called "dependency ratios') suggest that
there will be an economic strain as the elderly compose an increas-
ingly large segment of the population in the future. These meas-
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ures, however, can be misleading. They suggest that the elderly are
"dependent" on the working-age population when, in fact, both
workers and retirees have claims against the productive capacity of
the economyan economic base built up by labor and capital over
the years. Measures of "dependency" that compare actual workers
to those not working might better indicate the potential degree of
societal dependencyand they too rise in the future. However,
even these measures ignore important variables such as economic
growth and productivity improvements Dependency ratios are not
economic measures, and by themselves do not reflect the ability of
society to care for its dependent populations. Comparing projec-
tions of total benefit payments to the gross national product (GNP)
over time shifts analytical attention from potentially misleading
"dependency ratios" to an assessment of social security benefits in
the context of the overall economy.

In 1983, social security payments reached 5 percent of the
GNPits highest level to date. By 1987, this percentage had de-
clined to 4.73 percent, and the Social Security Board of Trustees'
intermediate projection shows continued decline corer the next two
decades to 4.25 percent in 2005. This decline reflects the large
number of baby-boom workers in the labor market and the rela-
tively low number of retirees born during the depression years of
the 1930s. Then, however, as the population ages and the b. by
boom begins retiring, the cost of providing their social security ben-
efits will grow by 53 percent over a 30-year period, reaching 6.5
percent of GNP in 2035. Under the Trustees' optimistic assump-
tions, the percent in 2035 would be 5.32 and under the pessimistic
assumptions it would be 8.33. (The difference between these opti-
mistic and pessimistic projections results from making long-run as-
sumptions for highly variable and uncertain economic and demo-
graphic conditions. Possible rates of future productivity growth,
labor force participation, birth rates, and longevity improvements
vary widely.) It should be noted, however, that this increase in
GNP share of 2.27 percentage points is smaller than the retirement
cost percentage increase from 1950 to 1980.

The cost of furnishing medical care to the future elderly also will
be affected by each of these uncertainties, and by an added one
Medical care expenses in the United States (for elderly and nonel-
derly alike) have increased at rates substantially greater than
growth in the economy. As a percent of the GNP, the cost of over-
all in ',heal care has increased from 5.9 percent in 1965 to 10.9 per-
cent in A386. If trends from 1974 to n84 should continue into the
future, this percentage would increase to over 15 by the year 2000.
Medical care expenditures as a proportion of the GNP have grown
because of increases in population and in average per capita cost of
treatment. More expensive treatments accounted for one-half of
the total increases above the level of general inflation during the
past 10 years, with increases in population accounting for one-
sixth. As the population ages, demographic changes wiii accouat
for a larger source of expenditure growth because the elderly usi.,
much more medical care services than the young. The potential for
continued increases in medical care expenditure is high. If, while
the number of elderly increases, average per capita cost also rises,

:1 I



annual growth in medicare expenditures could exceed the rapid
growth rates in the past.

Thus, as the population ages and the baby boom retires, benefit
payments for socia. security and medicare will grow. In addition to
concerns about the costs of paying for these benefits, the means
used to finance them have been controversial in the past and likely
will be in the future. Social security (and the hospital insurance
part of medicare) historically have been financed by a payroll tax,
while the part of medicare that pays for other medical services is
financed from general revenues and premiums. During the next 25
years current law over finances social security and under finances
medicare. Accordingly, financing techniques of these Federal pro-
grams, will generate policy and legislative concerns even before the
baby boom retires.

Major social security amendments enacted in 1977 and 1983 rein-
forced social security's short-run and long-run financing. These
amendments included reduct;ons in benefits and increases in social
security's -wroll tax to take effect in 1988 and 1990. The combined
payroll tax (on both employees and employers) will climb to 12.12
percent in 1988 (from 11.4 percent in 1987) and further to 12.4 per-
cent in 1990. These payroll tax increases will take effect at the
very time that social security benefit payments (compared either to
the GNP or to total taxable payroll) begii. a two-decade decline.
During these 20 years, revenues from social security's payroll taxes
will exceed benefit payments by large amounts, thus building up
social security's trust fund balances to unprecedented levels (a high
point of $2.6 trillion in 2022, in 1987 dollars). This trust fund build-
up, if permitted to happen, would occur before and in anticipation
of the baby boom's retirement. Its potential effect on the economy
is being brought under close analytical scrutiny, so far with vary-
ing conclusions. The financing plan adopted in 1983 would generate
payroll tax revenues that would either help finance other Govern-
ment operations or reduce the national debt held by the public
while the trust fund is building up. Then, during subsequent years
of trust fund decline, other sources of Government revenues (in-
cluding Federal borrowing) would be required to help finance social
security as the debt held by the trust funds is redeemed to pay cur-
rent benefits.

To some extent, Federal borrowing may be tolerable in the baby-
boom retirement period, but only if budgetary surpluses (measured
over all Federal activities) have been previously created. This strat-
egy also implies export surpluses before and import surpluses
during the baby boom's retirement. One alternative to this financ-
ing plan would be to peg the payroll tax more closely to the annual
outlays of social security, which would mean that the payroll tax
rate world actually decline during the next 20 years, and then in-
crease steadily for the 30 years after that. Another alternative
would be the explicit infusion of general revenues into the system,
particularly during the peak years of the baby boom's retirement.
In any event, resources to pay for the baby boom's reti.ement will
come from economic production, and ultimately will be assessed as
a portion of society's resources, at that future time.

The prospect of an unprecedented buildup in social security trust
funds is joined by equally unprecedented changes in the economy.

1
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Social security reached maturity in a U.S. economy that was not
very dependent on foreign trade, an economy that was predomiant
in most ...3mmercial activities, whose currency was the world's
standard. American saving financed American economic growth
All that has cha: ,;ed. Policy analysts are jut?' },-.ginning to explore
the implications of worldwide capital marl ' service industry
econcmies, of our Nation's new position a' er.ier debtor. Surely
all aspects of Government financeincluc. ow we pay for retir-
eeswill be influenced by such emerging studies.

These same factors affect retirement claims that workers accu-
mulate in the private sector through employer- sponsored plans or
through their own savings, including homeownership. As with
social security, the accumulation of private retirement wealth de-
pends on underlying trends in employment and productivity during
the period of accumulation. So too, the final value of retirement
wealth depends on the capacity and willingness of society in the
future to honor the contracts and debt instruments in which that
wealth is embodietl.

III. INCF ;MENTAL ADJUSTMENTS To ACCOMMODATE THE BABY
BOOM'S RETIREMENT

People born during the baby-boom years curren41, are in their
early 20s to early 40s. It is possible to predict wits, considerable
confidence the number who will reach old age and how long they will
live afterward. Estimates of the cost of paying their retirement
income (as a percent of the GNP or of taxable payroll) will likely
fall wathin a somewhat wider range, but this too, given additional
uncertainties of estimating future economic and social conditions,
can be projected with some confidence. It is clear that if currently
projected economic and social conditions do in fact come about,
spending on the elderly will increase. In that case, for example, the
cost of social security, in relation to the GNP, increases by 53 per-
cent t,,er a 30-year period. Beyond these "facts," however, the crys-
tal ball clouds over. Instead of attempting to predict what might
happen, this study emphasizes ways the public and private sectors
might adjust to changing demographics. Market conditions, demo-
ci atic political institutions, and Government policies all adjust in-
crementally to changing conditions. In fact, there is substantial
time for such adjustments; the oldest of the baby boom does not
reach age 65 for nearly one-quarter of a century. Furthermore, the
baby boom doesn't reach old age all at once, but gradually over two
decades.

Given these time horizons, the Congress could c-lsider proposals
to reduce or increase the level of social security L efits as it sees
the necessity for doing so. Until the mid-1970s, Congress consistent-
ly increased benefits for future social security recipients, but since
the mid-1970s has reduced them. Mc -t recently the 1983 amend-
ments reduced benefits both in snort and the long run. Long-
run changes included delaying eligibility for full social security
benefits from age 65 to 67, and increasing benefits for those who
continue to work beyond the E ;e for social security retirement.

Actions to reduce levels of retirement income going to those al-
ready retired cannot ameliorate any "burden" caused by payment

1D.
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of retirement income claims to future retirees. Cutting current ben-
efits could (although it is arguable whether it would) increase r.a-
tional savings, perhaps leading to economic growth. But many
other, far less ambiguous, fiscal policy methods are available to
achieve additional national savings ;f that is determined to be an
important national goal.

Rates of economic growth far in the future are impossible to pre-
dict with any degree of c',nfidence. National policy goals undoubt-
edly will attempt to encourage high levels of economic growth as
far into the future as one cares to project. And it would seem
highly likely that the steady buildup of social security costs after
2005 would be easier to absorb in an economy that is growing rap-
idly, even though economic growth alone would affect the cost of
social security compared to GNP or to taxable payroll only margin-
ally. If slow economic growth should persist, the value (and hence
the "burden") of retirement income claims would be corresponding-
ly lower than in a fast growth scenario.

Official projections assume that past trends for early retirement
will continue into the future. However, projections represent
mainly extrapoktions of past trends. Analysis shows a strong rela-
tionship between levels of retirement income and the decision to
retire. In other words, increases in retirement income during the
past 20 years are associated with the trend to early retirement.
From 1967 to 1984, overall levels of retirement income grew by 140
percent in real tern- 3. In addition, during that time period, the
sources of retirement income showed significant shifts. Social secu-
rity (at about one-third) and pensions (at about one-seventh) main-
tained about the same share of the total. But the proportion that
came from earnings ieclin.xl sharply from 1967 to 1984, and the
proportion from financial assets accounted for a correspondingly
larger share in the later year. Recent retirees worked during years
of rapid economic growth, zu:d not only did their retirement income
claims from social security and pensions grow, but they were able
to accumulate financial assets. Furthermore, these financial assets
generated large amounts of income when interest rates were high
during the late 1970s and early 1980s. If slow economic growth (and
accordingly, relatively lower retirement income) characterizes the
future, those approaching old age might stay in the labor force
longer, particularly since the baby boom is followed by a "birth
dearth," which may result in greater demand for workers in those
years.

In summary, the number of elderly persons will increase rapidly
in the future, both in absolute numbers and as a proportion of the
population. Claims on national and Federal budget resources for
paying retirement and medical care benefits will rise correspond-
ingly. The largest increases will occur when the baby boom reaches
old age, starting 25 years from now and continuing over two dec-
ades.

One way for the Nation to ease the burden of providing for the
baby boom's retirement is to build up the Nation's r- eductive ca-
pacity over the next quarter century. By so doin" . .al GNP (per
worker) would be high enough to offset the expected decline in the
workforce relative to the retired population, providing adequate
real income for both groups. To achieve this buildup, national

1
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ruxicy should tilt toward, or at least not deter, a high investment
economy in the period from now to 2010. This would require in-
creases in saving and productivity growth because both are below
historical rates at a time when, to prepare for the retirement of the
baby boom, above-average rates appear warranted. Among policies
to raise saving, increased saving by the Federal Government (in
the form of reductions in the budget deficit) is the most likely to
1 tave a major impact. Policies to raise private saving may also be
helpful but cannot be counted on to have a major effect.

Beyond this, policies regarding social security, private pensions,
and medical care for the elderly will be reviewed periodically be-
tween now and the time when the baby boom reaches old ag
Social security financing issues will be on the national polio
agenda because of increases in payroll tax rates scheduled for 1988
and 1990 and the potential huge trust fund buildup. Medicare's
hospital insurance financing is badly out of balance and may re-
quire legislative adjustments within the next decade. In addition,
other issues of medical care coverage and cost will occupy an im-
portant place on the national agenda in the decades before the baby
boom's retirement.

Debates over national policy toward private retirement savings
also will no doubt continue. Employer-sponsored pensions and simi-
lar retirement plans are highly tax-favored, but the efficacy and
distribution of those tax advantages will always be a matter of tax
policy debate. The funding of defined benefit pension trusts and the
ownership of those assets are similarly matters of continuing
debate. The effects of job mobility on pension accumulations, and
vice versa, may become a source of even greater policy scrutiny as
the consequences of the integration of the United States into a
larger global economy become more apparent. The need for more
flexible and less job-dependent retirement savings may increase the
demand for defined contribution plans in the context of employer-
sponsored pensions and for more purely indi vidual savings. These
possibilities may reinforce Governnient involvement in the insur-
ance of individual savings and may arouse renewed interest in pro-
posals like inflation-indexed Government bonds.

Over this period, the size of retirement income claims and
sources of retirement income will adjust automatically to economic
forces. If economic growth is high, retirement income claims will
be large and current early retirement trends may continue. On the
other hand, if economic growth rates are lower, retirement income
claims will be lower. The elderly may have to choose whether to
retire with a lower standard of living than they would have
achieved under more favorable economic conditions or to work
longer. Earnings could become a greater source of income received
by the elderlyas they were only two decades ago.

In the final analysis, a worker's retirement claims are only as
good as the Nation's economic well-being and its traditions of
obligation and trust. If the United States and its economic partners
can successfully manage the global economy, and in the absence of
conflicting priorities of overwhelming urgency, incremental policy
changes emerging from future political debates should be sufficient
to accommodate the coming demographic shifts.
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PART 1. RETIREMENT INCOME FOR AN AGING
POPULATION: AN OVERVIEW

I. INTRODUCTION

A. PURPOSE

The average age of the U.S. population will increase by 24 per-
cent and the number of elderly will grow by 53 percent during the
next 30 years. Steadily declining birth rates and increasing :ongevi-
ty underlie this long-term demographic shift, which is common to
all developed societies. In addition, the baby-boom, baby-bust cycle
of the post -war decades highlights issues faced by countries as they
move to a higher ratio of aged to nonaged.

Concern has arisen about the effect of population aging on the
Nation's capacity to support its retirees while meeting other na-
tional goals. To help it consider the advisability of actions to ease
the transition to an older society, the Committee on Ways and
Means asked the Congressional Research Service (CRS), with sup-
port from the Congressional Budget Office (CBO), to develop an
analytic framework for understanding the implications of the aging
of the population and the baby boom's retirement for Federal pro-
grains and policies. Specifically, the Committee asked for a report
that would: (1) provide a baseline of common data and issue defini-
tion, (2) assess the goals of the retirement income system, (3) meas-
ure economic status and income adequacy, (4) describe the set of
programs and policies that make up our current system, and (5)
analyze future issues. The Committee noted that, so far as possible,
it intends to take account of the implications of this demographic
shift as it considers proposals for future policy and program
changes.

This report responds to the Committee's request by providing
this overview of the subject, and a series of background papers.

B. BUILDING BLOCKS FOR AN ANALYTIC FRAMEWORK

Analytic frameworks consist of data and analysis, organized
around central concepts with an organizational structure that inte-
grates them. This overview, and the background papers that follow,
constitute such an analytic framework. The overview draws Leavily
on the background papers and on discussions about them held peri-
odically during the past year by a team of analysts from CRS and
CBO.

As the study proceeded, general understandings were reached on
important concepts that structured the dialogue, undergirded much
of the analysis, and focused many of the conclusions. These con-
cepts are implicit throughout the reportin both the overview and
the background papers. They are made explicit here because of
their significance to the study. These basic concepts include how

(3)

30



claims for retirement income are created, the role of economic
growth, the limitations of projected data, the way economic and
government institutions respond to charging conditions, and some
approaches to defining dependency and ourden as these terms are
used in discussions about the aging of the population and the re-
tirement of the baby boom.

1. Building Retirement Income Claims
The foundation of the report's analytic framework is the idea

that during a person's lifetime of work, by virtue of this work and
through saving, various private and public retirement income
claims are created. Retirees, who no longer have income claims
based on their current work, can begin to draw on their accumulat-
ed claims for retirement income. (These work-related claims are
supplemented by legislatively established minimums that provide
income to individuals who reach old age without sufficient claims
based on prior work )

Although retirement income claims build up over a work career,
their future value can only be projected based on assumptions. The
rate of economic growth during the working life, notoriously unpre-
dictable, will largely determine the value of these claims. If moder-
ate growth rates (the so-called II-B assumptions from Social Securi-
ty's Board of T istees) 1 persist over the next quarter century,
most of the elde. (and also the nonelderly) will have real income
far in ex.ss of current levels. On the other hand, slow or no eco-
nomic growth is a recipe for social strainand not just over retire-
ment income.

2. The Role of Economic Growth
The report highlights the role of economic growth. In the first

place, even moderate rates of economic growth, if consistent, over a
25-year period will substantially raise standards of living and in-
crease national wealth. For example, assuming the rate of econom-
ic growth in the Social Security intermediate projections, average
annual wages (in real dollars) will increase by 35 percent over the
next quarter of a century from $18,135 at present to $24,546 in
2010. It seems plausible that accumulated claims for retirement
income (from social security, pensions, or financial assets) will
more likely be honored in full if society's overall wealth is steadily
increasing.2

The value of claims for retirement income from a variety of
sources is determined in large part by economic growth. For exam-

Annual reports from the Board of Trustees of the Social Security system project social secu-
rity expenditures, revenues, and trust fund solvency for 75 years in the future The Trustees
present four different projections that differ because of relative "optimism" or "pessimism" re-
garding their economic and demographic assumptions. Alternative I is based on the Trustees'
optimistic assumptions and Alternative III the pessimistic assumptions Alternative II-B is an
"intermediate" projection and is the one most often used to describe the system's actuarial bal-
ance. Most data in this report are based on the II-B assumptions They will simply be referred
to as int.t.rmediate projections

2 Economic growth is important, and the report highlights it. However, it should not be seen
as a panacea and its effect should not be exaggerated For example, if real wage growth aver-
aged 2 5 percent per year, an average not sustained since the 1950s, rather than the 1.5 percent
assumed in Social Security's Intermediate projections, the cost of social security as a percent of
taxable payroll over the next 75 years would only be 11 percent less. See section VI of the over-
view and chapter 8 of the background papers for a more comprehensive discussion of this point



5

ple, using Social Security's intermediate assumptions, the value of
a social security retirement benefit (in real terms) in 2010 is pro-
jected to be substantially greater than today, largely because of the
effect of real growth on wages. The value of private pension claims
also is tied to the real economic growth. Although there are few
long-run projections of income from all sources for future retirees,
those currently available assume positive rates of economic growth
and accordingly show robust increases in real retirement incomes.
If these assumptions are incorrect and favorable growth rates do
not materialize, future levels of retirement income will be corre-
spondingly less.

The report emphasizes the widely accepted link between in-
creased savings, increased investment and growth. Thus, increasing
saving (thereby reducing consumption) over the next 25 years
should increase national wealth. The increased saving would sup-
port greater investment in private and public capital (both physical
and human) and in domestic and foreign enterprises. Fiscal policies
to reduce consumption, especially those that reduce the Federal
deficit, are the most likely to raise the national saving rate (above
what would otherwise have occurred). As discussed in section III
and in chapter 4 of the background papers, policies to pre-fund re-
tirement income claims would increase national savings, but only
to the extent that the new savings were not offset elsewhere in the
economy. Currently, the large Federal budget deficit is reducing
national saving, and international borrowing is increasing our
future obligations for repayment. Both will likely add to the chal-
lenge of financing the baby boom's retirement income claims.
3. Analysis Using Statistical Projections

Policy analysis implies assessment of the future and often relies
on relevant statistical projections. Projections of future demograph-
ic and economic conditions may be grounded in empirical facts and
research, but they are driven into the future by assumptions that
are sensitive to changes in complex behavioral relationships. As
rigorous as the projections may be, they remain merely projections,
and the farther into the f'iture, the more variable the effects of the
assumptions and the more speculative the projections become. To
illustrate, concerns about the effects of the baby boom's retirement
should be tempered by noting that the oldest baby-boom cohorts do
not reach age 65 for nearly another quarter of a century.

Nonetheless, analysis of program and policy issues in the future
is required, and objective projections do facilitate policy debate. For
statistical data on future economic and demographic conditions,
this report relies on standard projections by the Bureau of the
Census and the Department of Health and Human Services (HHS).
However, the report dies not focus on the projected data, but uses
them as a backdrop that can prompt analytic insights.

4. Incremental Public and Private Response to Changing Incentives
Democratic and market institutions are designed to be flexible in

their response to changing and unanticipated conditions. The ca-
pacity for flexible response is important, not only because projec-
tions so often miss the mark, but modifications in current pro-
grams and policies may be called for as the future unfolds. If the

76-424 0 - 87 - 2 9.2
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institutions work smoothly, required responses to future problems
identified with the aging of the population and the retirement of
the baby boom will be identified systematically and debated as the
issues arise. The levels of productivity and consumption, invest-
ment and saving, and work or retirement will change as economic
circumstances evolve. Similarly, governmental policies about the
distributioi and adequacy of income and program benefits, of in-
centives and regulation, will be modified incrementally as condi-
tions warrant.

This is not to say that Congress should be unconcerned about
possible means for preparing for the future and the need to accom-
modate an aging population. On the contrary, this report creates a
framework to understand the relationship between current issues
and long-run conditions. The resolution of current issues unavoid-
ably has future effects and policymakers try to anticipate them.

5. Dependency and Burden
Dependency and burden, often not rigorously defined, are used in

discussions about retirement income policies and programs. This
report uses these terms, but attempts to define them and point out
their weaknesses and strengths in understanding the implications
of the aging of the population and the retirement of the baby
boom.

a. Dependency.Section II of the overview and chapter 3 of the
background papers analyze commonly used measures of dependen-
cy. These analyses conclude that use of these measures raises seri-
ous definitional and methodological issues. For one thing, analyses
based upon measures of dependency imply that only the working
groups of the population have primary claims on the production of
the economy, and that groups not currently in the workforce are
"dependent' on the workers. This type of analysis runs the risk of
overlooking the legitimacy of the claims built up by retired groups
who through their lifetime of work and saving contributed, along
with previous generations, to the capital base that provides income
to working and retired people alike. The productivity of the work-
ing groups is, in part, a function of this capital base, including
physical capital and human capital. This overall capital base is
built partly by the work and saving of previous generations, and, in
conjunction with the labor of the current workforce, accounts for
the economy's productivity.

Dependency measured simply as the ratio between workers and
retirees has been used to measure the nature of the problem of the
baby boom's retirement, but this simple ratio overlooks the poten-
tial of ii..iprewing economic productivity by a shift from labor to
capital should that become necessary.

b. Burden.This report offers no definitive account of any
"burden" that might result strictly from the demographic shift. Re-
gardless of the legitimacy of retirement claims built up over a life-
time of work and regardless of the intervening growth of the econo-
my, all demographic signs point to a major increase, taking place
between approximately 2010 and 2035, in the proportion of the pop-
ulation that is elderly. When that shift occurs, the share of the Na-
tion's productive capacity needed to provide income for the elderly
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will increase substantially. In that sense it will constitute a
"strain" or a "burden" on the economy.

Sections IV and VI of this overview and chapter 8 of the back-
ground papers discuss projections of this demographic shift and
present measures of its effects. Each year, the Social Security
Board of Trustees projects the financial condition of the Social Se-
curity programs. These projections show, based on current law,
what the cost of the Social Security programs will be in future
years as a percent of total "covered payroll" (the proportion of na-
tional income upon which payroll taxes are levied), and as a per-
cent of the gross national product (GNP). Using the GNP measure,
for example, social security payments as a percent of GNP will rise
from 4.44 percent at the beginning of the baby boom's retirement
(roughly 2010) to 6.51 percent at the end (roughly 2035)an in-
crease of 47 percent over a 25-year period. (The cost as a portion of
covered payroll shows an increase of 62 percent.)

This demographic fact of life cannot be avoided. However, this
report makes the following points:

The baby boom has "strained" the Nation's governmental and
private institutions since its beginning 40 .years ago, from hos-
pital pediatric wards, to schools, to the workplace. So far the
institutions and the economy have adjusted. If, in the year
2010, the economy is suffering severe dislocations, they may be
caused by other serious problems, rather than from the elderly
status of the Mr, boom's oldest cohort. After all, the entire
baby boom does not become elderly all at once, but over two
decades.

If, as the baby boom's retirement approaches, and while it is
going on. Congress identifies changes that are needed in retire-
ment income policies and programs, it has a number of options
that can be put in place as their need becomes more clearly
seen. (Section V.! and chapters 8 ar.d 9 of the background
papers discuss some of these.)

To some extent baby-boom retirement problems are self-adjust-
ing. If the economy grows more slowly than the intermediate
projections, the value of built-up retirement claims will auto-
matically be less. Furthermore, as pointed out in section V
below and in chapter 6 of the background papers, recent trends
to younger retirement ages seem sensitive to levels of retire-
ment income. From 1967 to 1984, the earnings of the elderly
dropped significantly as a source of their income, replaced by
income from financial assets. Substantially lower retirement
income claims may lead to a return to greater earnings among
the elderly.

The effectiveness of ameliorating any future "burden" on the
economy by actions taken now to reduce the rate at which
these retirement income claims build up, or actually to reduce
them to current retirees, is questionable. Proposals to reduce
social security benefits of nonpoor beneficiaries, for example,
could be defended on the grounds of more equitable treatment
of today's retirees vis-a-vis today's workers, many of whom
have suffered a reduction in real earnings. But reductions in
today's social security benefits would ease the transition to the
higher cost rate required between 2010 and 2035 only if such
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reductions led to increased national savings and these savings
to increased investment and growth. Furthermore, reductions
in today's benefits would bring about a further increase in
Social Security's trust fund buildup, which raises issues of its
own as discussed in section VI below and in chapter 8 of the
background papers.

This report does not focus on the meaning or measurement of
the term "intergenerational equity." Instead, the report devel-
ops other measures and concepts that are thought to be more
useful in understanding the implications of the aging of the
population and the retirement of the baby boom.

C. SUMMARY

The structure and content of the overview and the background
papers provide a graphic representation of the report's analytic
framework. Following its introduction, this overview is divided into
six parts:

Demography: The Backdrop
Understanding and defining issues of population aging and baby-

boom retirement requires, first of all, an appreciation of demo-
graphic data. Statistics about population growth and characteris-
tics are used to assess past trends and future projections. Section II
reviews historical demographic trends that have led to the steady
aging of the population in this century and considers major effects
of the baby boom, an °berration in long-term trends, on the demo-
graphic characteristics of the population. This demographic per-
spective sets the stage for consideration of future retirement
income policies.

The projections depend importantly on assumptions about birth
rates, mortality improvements, and immigration policy. If mortali-
ty assumptions used by the actuaries who estimate the number of
beneficiaries of various public programs in the future underesti-
mate longevity, unanticipated increases in the elderly would strain
not only the cash income support systems, but probably the medi-
cal care systems as well because the elderly, particularly those over
age 85, are heavy users of medical care services. This strain may be
offset somewhat because retirement income claims generally are
not increased after benefits begin to take account of economic
growth. In fact, some of these claims do not even keep pace with
inflation after retirement.

Demographers have developed the concept of dependency ratios,
referring to the relationship between the number over age 65 and
those age 20-64 (the working-age population). Section II shows this
to be an inadequate measure of dependency because it does not
take into account the flexibility of the economy and the capacity of
potential workers of any age to adapt to changing conditions. Con-
clusions about the effect of the baby boom's retirement on the econ-
omy drawn Hely from simple dependency rate analysis may be
misleading.
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Preparing for the Retirement of the Baby Boom: Saving and
Investing

The economic impera:ve is as important to the future of retire-
ment income policy as the demographic imperativeand more dif-
ficult to project. Section III of the overview discusses the impact of
saving and economic growth on the baby boom's future retirement
income.

The uncertainties in projecting changes in population pale beside
difficulties in projecting future economic performanceespecially
for periods far in the future. (The oldest members ofthe baby boom
will not reach 65 until 2010, nearly a quarter of a century from
now.)

Improvements in retirement income during the past 40 years
attest to the importance of economic growth. Relatively high levels
of retirement income enjoyed by many of today's retirees were pro-
duced by the relatively rapid real wage growth du- ing the working
years of today's retirees. Anemic real wage growth during the
1970s and so far into the 1980s, years when many of the baby boom
began their work careers, will, if continued into the future, slow
the growth of retirement income and make harder the task of pro-
viding their income in retirement.

Federal Policies and Roles in Retirement Income
Federal retirement income policies and programs appeared and

developed in the 20th century. Debates over the need for pensions
and social insurance began before the turn of the century, but only
in the 1920s were teachers, Federal employees, and some private
sector employees covered by pensions. Still later, in the midst of
the Great Depression in 1935, social security established a floor
upon which additional sources of retirement income could build.
Three decades after that, the Congress enacted health insurance
for the elderly; in 1974 it passed legislation to broaden Federal reg-
ulation of private pensions.

Over the past 50 years, Federal retirement income programs
have matured, Federal policies have evolved, and Federal expendi-
ture levels have grown. Federal policies have dominated retirement
income provisions and their effects are seen in the Federal budget,
both as direct expenditures and as tax subsidies. The growth and
projected future size of these expenditures and subsidies are k -ge
in dollar terms and as a percent of the budget. When viewed as a
percent of the GNP, however, they seem more manageable. For ex-
ample, social security expenditures as a percent of GNP have in-
creased from 2.52 percent in 1965 to 4.79 percent in 1984. If the in-
termediate demographic and economic assumptions of Social Secu-
rity's Board of Trustees hold true, social security payments will
rise to 6.51 percent of the GNP by the year 2035, the peak of the
baby boom's retirement.

Federal policies for retirement income programs have evolve::
during this century. These policies, which have influenced proms: am
structure and legislative debates, derive from goals for providing
retirement income that ranges from that sufficient to provide (1) a
minimum level of benefits, to (2) a standard of living after retire-
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ment that is roughly consistent with the standard of living while
working.

In carrying out these policies, two principles of cost and risk in-
fluence policy decisions: (1) lower-income retirees receive relatively
higher benefits compared to their income while working than do
higher-income retirees, and (2) the Federal Government ensures, to
the extent possible, that claims for retirement income are honored.

Influence of Income on Retirement Patterns
In recent years older Americans have been financially better off

than ever before and have been retiring at younger ages, a trend
that raises questions about the potential size of the Liz, working, re-
tired population when the baby boom approaches their 60s. Section
V reviews the economic status of the elderly, the income sources
and amounts available to today's retirees, and addresses the pros-
pects for the baby boom's economic status in retirement.

Early retirement became feasible for today's elderly because of
rapid growth in social security and other employment-related re-
tirement income. Strong economic growth from the end of World
War II until the mid-1970s established the foundation for these
benefit increases and also permitted today's retirees to build up
substantial levels of other financial assets.

In contrast to today's retirees, the baby boom, since its entry into
the labor force in the early 1970s, has seen much lower and more
sporadic real wage growth. Unless current projections (for example,
in Social Security's intermediate assumptions) for a return to sus-
tained favorable economic conditions are borne out, today's young
workers may approach retirement in a relatively less favorable po-
sition than their retired parents. One way to offset this bleaker re-
tirement outlook, should it materialize, would be for the baby boom
to reverse a 40-year trend by delaying retirement and working
longer.

Building Claims for Retirement Income
Retirement income consists of claims, accumulated during work-

ing careers, which are then redeemed against the economy in re-
tirement. Section VI examines how those claims are created and
enforced in both the public and private sectors. If the economy
grows at the rates of the intermediate Social Security assumptions,
projections of social security and private retirement income sources
indicate that most of today's workers will have a standard of living
in retirement that approaches pre-retirement levels and is substan-
tially higher than that of today's retirees.

Social security is, and is projected to remain, the largest source
of retirement income, and it constitutes the largest domestic com-
mitment of the Federal Government. Consequently, its long-term
funding dominates discussions of the baby boom's retirement. Cur-
rent policy commits the Federal Government to funding the baby
booms social security benefits in a way that, at the least, will
affect the Nation's tax structure over the indefinite future. In addi-
tion, if social security trust fund surpluses are built up in Lie con-
text of a relatively tight overall fiscal policy, they could significant-
ly affect national savings.
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Despite concerns about funding methods, the fiscal implications
of either current funding policy or its alternatives may be largely
independent of the particular mechanisms. Accordingly, it also is
important to consider projections of social security as a share of
the total economy. Compared to GNP, the prop ram's projected in-
crease is within the range of change that the Nation has previously
accommodated, both in the size of the overall Federal budget and
shifts in its major components. Issues concerning the distribution
of benefits in social security have emerged in the past and can be
expected to in the future. These benefits distribution issues, which
may be raised independently of the baby boom's retirement, are
likely to figure into debates of how to accommodate the increased
costs of that retirement.

Private retirement claims involve Federal tax policy, Federal
guarantees, and fair dealing in the labor market. The baby boom's
private retirement claims are subject to many uncertainties. Some
of these uncertainties relate to underlying economic conditions,
others to various risks that all workers, whether in the baby boom
cohorts or not, encounter in accumulating private retirement
claims. In particular, investment risks, inflation, employer choices,
and job mobility (particularly in an inflationary environment) can
affect individual outcomes. As a result of these factors, payments
from pensions and similar plans are concentrated among higher-
income workers; however, the degree to which those payments rep-
resent additional retirement or national savings remains unclear.
Also, the tax advantages of qualified plans are more valuable to
some workers than others, a matter which increasingly has occa-
sioned debates over tax equity. Finally, future choices about retire-
ment policy increasingly will affect, and be affected by, the eco-
nomic choices the United States will be facing as its economy be-
comes more interdependent with the global economy.

Aging, Health, and Medical Care
Payment for medical care may be an exception to the conclusion

above about the future capacity to maintain living standards. Sec-
tion VII considers this issue. Rapid increases in the cost of medical
care luring the past two decades, and prospects for continuing in-
creasesalong with continuing concerns about gaps in medical
care coveragehave ci eated major policy issues that the Congress
currently is considering. In fact, medical care issues, including
some that directly affect the elderly, could be on the congressional
agenda indefinitely. For example, at this writing, the House has
passed and the Senate Committee on Finance has reported out leg-
islation that would place a ceiling on elderly out-of-pocket expendi-
tures for hospital care. However, this legislation does not include
provision of long-term home and nursing home care required by
many of the elderly who, as they age, suffer from chronic ailments
that often worsen and for which cure seldom is possible. With ever-
increasing numbers of the elderly age 85 and older, providing in-
surance for this kind of medical care (not now covered by medicare)
will stimulate legislative attention.

If expenditures for medical care continue to increase faster than
the economy grows, the ability of the elderly (whose overall in-
comes often do not keep pace even with inflation, let alone econom-

:48
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is growth) will be more vulnerable to medical care expenditures
not covered by medicare. Furthermore, continued cost escalation
would inevitably drive medicare's hospital insurance trust fund
into long-run imbalance. Trust fund balances would expire in the
year 2002 according to the most recent estimates of Medicare's
Board of Trustees. These increasing costs will be driven by contin-
ued growth in the volume of treatment. To hold down on costs, it
may be necessary to regulate increases in treatment volume, a very
controversial solution.

II. DEMOGRAPHY: THE BACKDROP

Despite variations in projections caused by different assumptions,
all population projections point to the aging of the U.S. population.
This general conclusion provides an important reason to examine
current policies. At the same time, spelling out the demographic
profile that leads to that conclusion will create a context within
which those policies can be examined. As time passes, and more de-
mographic knowledge is gained, the projections will be altered
along with the profiles that follow from them. Policies, too, will be
evaluated and modifications to them debated. This section exam-
ines how current policies might be affected by the everchanging
demographic context in which they operate.3

A. THE AGING OF AMERICA

1. The Baby-Boom "Bulge" in a Long-Term Trend
The baby boom of the mid-1940s to mid-1960s will lead to more

elderly in the second and third decades after the turn of the centu-
ry. Yet, the aging of the baby-boom is part of a longer term aging
trend that can be traced back well before the high birth rates of
the baby boom; this longer trend was partially disguised when the
boom was in the younger years of its life cycle.

The size of the elderly populationall persons 65 and overhas
increased and will continue to do so. From the beginning of this
century until 1980, the elderly population has grown at a rate
nearly twice as fast as the total population. Over the next several
decades the growth will continue at a rapid pace, as the elderly
population more than doubles between 1980 and 2020. The size of
the very old population (persons 85 and over) will grow even faster,
and the rate of growth will accelerate as the baby boom reaches
that age. Between 1980 and 2020, an estimated 4.9 million very old
persons will be added to the population, but between 2020 and
2060, as the baby boom becomes very old, 8.3 million will be added.
(See figure 1.)

It is important to put this increase in the number of elderly in
an historical perspective. The anticipated growth of the elderly
population, while rapid, is not unprecedented. In 1980, the elderly
population was nearly four times as large as it was 50 years earli-
er. In comparison, the elderly population in 2030 is expected to be
2.5 times as large as in 1980.

3 Chapter 2 of the background papers sets forth a detailed analysis of demographic projections
and trends. This part of the overview draws on that analysis

;
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A growing elderly population is not peculiar to the United
States. Virtually all developed nations are experiencing a period of
rapid increase in the aged population in the lattt.r part of this cen-
tury and the beginning of the next, although the timing of the fast-
est growth varies considerably among nations. Peak growth in
Western European elderly populations occurred earlier in this cen-
tury and these countries are currently aging more slowly than the
United States. On the other hand, Canada, Australia, and Japan
are currently aging at a faster rate than the United States, but
Japan's rate is expected to decline sharply after the turn of the
century.

Because of past relatively slower growth rates, the share of the
U.S. population that is elderly is considerably lower than that of
most Western European countries. It is not until after 2025 that the
United States, Japan, and other Western countries will have about
the same share (20 percent) of elderly in their populations.
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2. Factors Contributing to an Aging Population: Prospects for the
Future

The increase in the number of elderly and very old is primarily a
result of past fertility patterns and improvements in mortality. The
increase in the elderly and the very old as a portion of the whole
population in accelerated by currently declining birth rates. In ad-
dition, high rates of immigration early in the century have contrib-
uted to the size of the population reaching old age; most immi-
grants to this country come after childhood and thus disproportion-
ately increase the size of the adult population.

a. Declining birth rates.Fertility trends represent the most im-
portant factor affecting both the size and share of the current el-
derly population, and the prospect of future large cohorts of aged.
As fertility levels have declined since the early 1800s, each succes-
sive cohort has been smallerrelative to its parents' generation
than the one before; the baby boom is a notable exception to this
generalization. As a result of declining fertility rates, the share of
elderly in the population increases. In addition, because past fertili-
ty levels have still been high enough that the population has con-
tinue., to increase, the number of elderly has also increased stead-
ily.

Although it is possible to conceive of a reversal in the steady de-
cline in birth rates to either level or increasing rates, evidence
Wilds not to support such an expectation. This pattern of low or de-
clining birth rates is likely to continue for some time as opportuni-
ty for greater education, economic improvement, and birth control
become commonly recognized life choices for virtually all American
men and women.

b. Improvements in mortality rates.Increases in life expectan-
cies have also added substantially t. the aging of the population.
The percentage of the population that is aged will continue to in-
crease in response to medical advances in the treatment of the dis-
eases of old age. Although future major medical breakthroughs are
possible, incremental increases are more likely in the short run,
and may rest more on the removal of environmental causes of
death than on the treatment of maladies. Potential increases in
death rates, due to wars, diseases such as AIDS, or other unforeseen
circumstances, have not been incorporated into these projections.

c. Changing pattern of immigration.The image of this country
as a melting pot is based on the recognition that large numbers of
people living here were either born in other countries or had par-
ents who were. The large number of working-age people who set-
tled here in the early part of the century are now aged. and they
are not followed by the same percentages of immigran. ntering
at younger ages. As a result, the very old have the highest share of
persons born in a foreign country of any age group. The elderly in
general have a higher share of foreign born than does the younger
adult populat;, .

Immigration Ilan become an increasingly important aspect of
population growth as the natural growth rate of the population has
slowed. Ultimately, if the rate of domestic births and deaths were
equal, immigration would be the only source of population growth.

42
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In the immediate future, the proportion of the population that is
foreign born can be expected to rise again.

3. A Profile of the Future
As a future elderly population, the baby-boom cohort will be dif-

ferent in many ways from previous generations. And, when Le
baby boom reaches retirement age, the Nation's working-age popu-
lation is projected to have characteristics different from those of
earlier generations of workers. The differences in the characteris-
tics of these future populations will be important when the retire-
ment income claims of the baby boom come due.

a. Education.Members of the baby-boom generation have, on
average, completed more years of school than any earlier genera-
tion in our Nation's history. Nearly half of those who will turn 65
between 2010 and 2020 have had at least some college, and 5.4 per-
cent have not gone beyond elementary school. In comparison, over
half of those who are over age 75 today have cr iv a grade school
education. Because of their greater educational attainment, the
baby-boom generation should have more job opportunities and per-
haps a greater attachment to the labor force as they get older,
which may influence their decision to continue working or to
retire.

b. Ethnic composition.To the extent that different race groups
have different underlying rates of growth, as the population
growth slows the racial composition will change. In the United
States both blacks and Hispanics have higher fertility and mortali-
ty rates than whites and other race groups. Projections indicate
that a larger share of the population will be in these groups.

The effects on the working-age (25 to 64) population are even
sharper. Hispanic and black workers would make up more of the
workforce; the share of the working-age population that is black
and Hispanic would increase y nearly 50 percent by 2020 if cur-
rent trends continue.

c. Work. As the working-age population grows older, the preva-
lence of more experienced workers also increases and that of
younger, less skilled workers decreases.

In addition to the changes in ethnic composition projected for the
future, the entry of large numbers of women into the workforce
can be expected to continue. The past trend for women increasingly
to work outside the home is expected to continue. These women
will be beer educated than in the past and more likely than ever
before to accrue retirement rights on their own behalf.

d. Family relationships.Because of their family formation pat-
terns, the baby-boom generation may reach old age with fewer chil-
dren, and with greater numbers living alone. Baby boom members
have typically delayed marriage or have not married, and have had
small families and high divorce rates. Thus, they are likely to
become an older generation with less recourse to family social and
economic support, leading to greater dependence on social services
and institutions.

e. Retirement.The length of time a person will spend in retire-
ment in the future cat be measured in at least tvo ways that are
especially relevant to the question of their retirement income
claims upon society. First, at what age would an average person

4;k3L
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retire if the number of years spent in retirement were to remain
relatively constant over time? Second, at what age would a person
retire in order to have the same ratio of work-years to retirement-
years over time?

Under either measure, the age at which workers would retire if
they were to maintain a relatively constant pattern would increase
considerably in the future, as life expectancies would otherwise
lengthen the time (absolute or relative) spent in retirement.

As individuals live longer, assuming that average retirement age
remains about the same, they will also live longer in retirement.
Thus, it could be presumed that not only will there be a larger
number of claims for the goods and services consumed during re-
tirement, but th.:.t those claims will be active for a longer period of
time. However, one important consideration is not easily predicted:
Will persons living longer lives be healthier ana more likely to
work, or '11 they have a longer period of relatively poor health
and greater dependence upon the health care system?

B. THE PROBLEM OF DEPENDENCE

Concern about the aging of the U.S. population arises, in part,
from an apprehension that as the society grows older, a greater
proportion of the population will come to "depend" on others for
part or all of their economic -veil being. In that be/16e, public policy
is concerned with the mech anisms by which a share of society's
production of goods and services is reserved not only for the por-
tion of the population that produces them, but for that pot on of
society that has built ui, claims for them although they are no
longer working.4

1. Old Age as a Category of Depe:tderece

The increasing numbers of elderly who will receive social securi-
ty and pensions is one element of this concern. This number has
risen steeply in the las4 four decades as these retirement inceme
systems have matured arid as the number of elderly has increased.

One measure of the potential impact on s,Iciety of the growing
number of elderly people it the increase t'..e.; it wiL cause in e).-
penditures for Feder:' tiremen+ and health care proga...ins, if cur-
rent policies a.e con r ' Under intermediate projections, spend-
ing for social uecw the hospital insurance portion of the
Medicare program . ould rise from about 6 percent of ale
GNP today to 9 per,, n the middle of the next century. Al-
though program actuaries do not make long-run projections for the
medical portion of medicare, there is no reason to think these ex-
penditures will not continue to increase faster than general infla-
tion and economic growth. Federal spending for long-term nursing
home care could also grow substantially with the steep increase in
the number of the elderly. (These points are developed in section
VII and in chapter 16 of the background papers.)

4 Chapter 3 of the background papers analyzes the concept of dependency as a relationship
between working and nonworking population grc ps This part of the overview draws on that
analysis.
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2. Both Young- and Old-Age as Categories of Dependence
The elderly population compared to the working-age population

has increased by nearly 50 percent since 1945, and it will double
over the next 55 years. Another measure of dependence, however,
is the ratio of the combined young (under age 20) and elderly seg-
ments of the population to the age 20-64 group. By this measure,
dependence is shown to have been at its highest point in this centu-
ry sometime around 1965, when the under-20 age group was rela-
tively large compared to the rest of the population. The combined
dependency figure declines until the baby boom reaches retire-
ment. In spite of increases at that time, projected dependency
levels in the next century would actually be lower than they were
in the 1950s and 1960s.

Howevcr, there is no clear way to determine the cost and distri-
bution of the resources devoted to the dependent young, compared
to those spent for the dependent aged. While the concept of an
overall dependency ratio has an intuitive appeal, there is also a dif-
ference in the types of claims made upon the society by categories
defined as dependent by age. The elderly rely more heavily upon
the institutional forms of supportsocial security, pensions, medi-
carethan do children and thus their direct dependence is more
easily measured than is the dependence of the young. Quite clearly
the young also depend upon the r sources of society. Much of the
support for the young comes direcLly from family resources, but
schools, playgrounds, and medical insurance also are forms of
public support for them.

If a reliable value could be determined for the per capita re-
sources consumed by the young vis-a-vis the elderly, a more defini-
tive assessment of the aggregate needs of each group could be
made, and the notion of dependence could take on greater mean-
ing. An "investment" value would have to be assigned to the re-
sources expended upon, say, schools or to the costs of restorative
health measures that allow the elderly to extend their productive
lives. If such values could be established, it would be possible to
create a measure of dependence that would offset costs by long-
term benefits to society of at least a portion of the expenditures.
The techniques for achi' ing these measures of the relative de-
pendence of the young and old, while theoretically possible, have
not been reliably developed and so cannot be used to obtain valid
projections on which to base policy.

3. The Ratio of Nonworkers to Workers as a Measure of Dependence
A poter tial alternative to the cost of resources app...)ach would

be to refine the concept of categorical dependence, eliminating age
as a determinant. This definition of dependence would measure the
numbers of workers regardless of age and would compare that
group to the number of persons not working, also regardless of age.
Under this approach, the number of people who are employed
would be classified as "producers," those not working, as "depend-
ents."

This approach presents a different picture of overall trends in so-
cietal dependence than do the approaches that identify dependence
by age. Directly comparing workers to nonworkers shows that de-

At
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pendence remained fairly stable through most of the century, but
declined sharply since 1960. Even after the worker-to-nonworker
figures have been adjusted to reflect a trend toward shorter work-
weeks, the historical evidence shows a long period of relative stabil-
ity in the dependency measure followed by a sharp decline in the
last decade.

While dependency shown by comparing young and old to the
middle age group appears to have risen dramatically in the 1950s
and 1960s (compared to levels prevailing in the preceding three
decades) and since 1970 appears to have fallen dramatically, the
nonworker to worker dependency ratio shows only a slight down-
ward trend over the 50-year period from 1920 to 1970. The relation-
ship of nonworkers to workers did not change much, despite the
great increase in the number of children in society and the notable
decrease in labor force participation by the elderly, because overall
employment in the United States rose significantly during that
time period. The sharp decrease in the nonworker to worker ratio
that began in or about the 1970s can be primarily attributed to the
decline in the birthrate coupled with the continued high labor force
participation rate by women.

When used to project future trends, the "nonworker-worker"
measure of dependency shows considerable similarity to the age-de-
termined index of dependency. After dependency falls to a low
point around 2000, it is projected to rise again beginning in the
years in which the baby-boom cohort enters retirement. Under the
straight "nonworker-worker" measure, the rise is projected to be
somewhat smaller than under the "aged-youth" measure, but after
the "nonworker-worker" measure is adjusted for a projected de-
cline in average hou,s worked per week, the rise is projected to be
more pronounced.

Yet, measurement problems again arise with respect to the diffi-
culty in assigning people into one of two groups: producer or de-
pendent. It has become evident, for instance, that entry of women
into the workforce can be regarded ?' decreasing dependence, but
it does not follow that women whose work is confined to managing
a household can be counted as dependent if, for instance, their do-
mestic labors make other measurable work possible for their
spouses. Furthermore, any future pattern of rising dependence
could be significantly influenced by many factors independent from
age, such as labor market conditions, attitudes about work and re-
tirement, and the availability and size of retirement income claims.
(The relationship between income and the decision to retire is ana-
lyzed in section V of the overview and in chapter 6 of the back-
ground papers). Moreover, many of these other factors are influ-
enced by other economic or behavioral conditions; a sharp upswing
in the number of retirements, for instance, could cause wage levels
to rise, thereby inducing some workers to delay retirement, and
others to work longer hours.
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C. VIEWING THE FUTURE: ACCEPTING UNCERTAIN MEASURES

No discussion about the future demographic profile of the popu-
lation or its categories of potential dependence is complete without
emphasizing the highly uncertain nature of all data that can be de-
veloped about the eocial response to a changing demographic pro-
file. These data are, after all, projections into a fairly distant
future, and the outcomes are driven by the assumptionf used to
make them. As with all assumptions, the validity of any particular
set is subject to debate. Furthermore, all the relevent demographic
circumstances are also influenced by potential behavioral changes,
both individual ones made in response to changing economic condi-
tions or personal values, and legislative changes that respond to
pressures to treat emerging issues.

III. PREPARING FOR THE RETIREMENT OF THE BABY Boom: SAVING
AND INVESTING

The demographic trends described in section II imply a sharp in-
crease in the retired population in comparison to the workforce be-
ginning about 25 years from now. This section is concerned with
delineating the role that national saving and investing can play in
preparing for the baby boom's retirement years (and beyond). Sup-
plementary policies to raise retirement ages and increase the labor
force are considered in section VI. In this section, a parallel to
household retirement planning is used to develop a strategy for
preparing for the baby boom's retirement. This is followed by a dis-
cussion of policies to raise saving and productivity that co ald be
helpful in implementing this strategy.

A. STILtTEGY FOR THE BABY BOOM'S RETIREMENT

1. Household Retirement Planning
National planning for retirement of the baby boom has much in

common with individual planning for retirement. Persons planning
for retirement would be advised by experts to work backwards
from their ultimate goals. What level of bequests do they hope to
make? What level of income do they seek in their retirement
years?

Having determined these goals, the householdgiven enough
time and subject to a number of constraintscan arrange its eco-
nomic behavior before retirement to attain them. These arrange-
ments can usually be divided into two categories: enhancement of
household income from productive activity and accumulation of
claims on others.

a. Income from production.Until recent times, the major form
of support for retired people was income earned by their children.
"Family planning" for retirement meant having enough children
measured by number or by income-earning potentialto support
both themselves and their parents. In modern times, a family busi-
ness can play the same role. During the family's lifetime, its busi-
ness would be built up and, at retirement, the household would
derive income from its continuing profits.

b. Claims on others.As societies and economies grew more com-
plex, new avenues of support for retirees became possible. During

41 7
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their working lifetimes today, most people accumulate claims
against others that can be converted into income during retire-
ment. These tlaims can take many forms such as pensions, stocks,
bonds and other loans, annu y contracts, and other financial
assets, as well as such government-provided assets as eligibility for
social security (or other public pensions) and entitlement to various
forms of in-kind aid (medicare, for example). The common note in
these sources of support is that the retired househol 'elf does not
have to be productive during retirement but can co. . c its stored,
past productivity into income during retirement by exercising
claims against others.

c. The need to save. All these forms of household provision for
retirement require that part of income be withheld from consump-
tion during the working years. Whether people are sending a child
to school, plowing earnings back into the haberdashery, or buying
bondsnone of these can be done without curtailing personal con-
sumptionthat is, without saving.
2. National Planning for Retirement

Not too mucn changes when we look at how a nation can prepare
for the retirment of some of its citizens, although the demarcation
lines (e.g., for claims on "others") need to be modified. The provi-
sion of enough income for the baby-boom cohort in its retirement
will require saving to fund some combination of net domestic and
foreign investment.

a. Net domestic investment.One way for the :Iation to ease the
burden of providing for the baby boom's retirement is to build up
the Nations productive capacity over the next quarter century. By
so doing, real GNP (per worker) would be high enough to offset the
expected decline in the workforce relative to the retired population,
providing adequate real income for both groups.

Certainly a key to the productive capacity of the economy is the
amount of private sector capital in the form of factories, equip-
ment, and structures. But a full accounting of the Nation's produc-
tive capacity would also make due allowance for the skills of its
workforce (human capital) and the aids to commerce that are col-
lectively owned (infrastructure). In the United States these are pre-
dominantly financed through the public sector.

b. Net foreign investment.Opening up the economy to interna-
tional trade and capital movements is analogous to allowing the
household to go beyond reliance on its children and family-owned
business. Specifically the accumulation of foreign assets for the
purpose of liquidating them during the baby-boom retirement rep-
resents a way for the United States to live beyond its domestic pro-
ductive capacity when it will need it most.5

How is this done? The key to understanding the role of 'le inter-
national sector in providing assistance to the baby boom's retire-
ment is to recognize that international trade balances (and their
mirror imagesinternational capital movements) allow a nation to
consume goods and services at a different time from when it pro-
duces them. Thus, when the United States exports more goods and

5 The translation of the claims on foreigners intc imports presupposes a continuation of open
markets for trade in goods and services as well as capital movements among nations

48
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services than it imports (concomitantly leading U.S. residents to ac-
cumulate claims on foreign countries), production exceeds con-
sumption. And when th United States imports more than it ex-
ports, paying for the excess by decumulating the previously earned
claims on foreign countries or accumulating debts to foreigners, it
consumes more than it produces.

It follows that one of the ways that the baby boom's retirement
can be eased for U.S. residents Ls to raise the rate of investment
abroad, by running export surpluses, while the baby boom is work-
ing. Then when the baby boom retires, the United States can disin-
vest abroad by importing more than it exports. This would allow
L.S. consumption to exceed productive ca7.-..acity as its labor force
shrinks relative to consumption needs during those years.6

3. Providing for Future Generations
Bequests, one element of the household's retirement plans, have

been neglected in this discussion of national planning, but they
have an important role. United States' policy cannot single-minded-
ly focus on the preparation for and duration of the baby-boom re-
tirement years as if there was no concern beyond them. If it could,
U.S. policy would be enormously easier: between say, 2010 and 2030
the United States could just borrow whatever it needs from abroad
and forget the consequences. Those consequences, of course, would
be that the generations from 2030 on would have to export billions
of dollars of U.S.-produced goods as foreigners liquidated the claims
that were acquired in 2010-30.

As part of the Nation's planning for the baby-boom retirement,
therefore, it must be kept in mind that a legacy is owed to those
who live after 2030 in the form of domestic capital and claims on
foreign assets. It is well beyond the scope of this section to discuss
how big a bequest is desirable. But two observations can be made.
One is that the population of the United States in 2030 will be con-
siderably larger than it is today (25 percent larger under the inter-
mediate projections of the Social Security Trustees). Thus, to leave
future generations as well off as today would require a 25 percent
increase in capital to keep pace with population growth. Second,
for as long as American economic statistics have been able to track
it, each generation has left its children a larger capital stock than
it inherited.

Suffice it to say, then, that one constraint on U.S. retirement
goals for the baby boom is that at the end of their lives, enough
capitalmeaning private/public, human/physical, domestic and
U.S.-owned foreignshould have been left in place to have kept
pace with population growth and then some. Thus sufficient saving
and investing is needed to accommodate both the baby boom's re-
tirement and the needs of future generations.

6 Ar import surplus during the baby-boom retirement years does not necessarily mean ir,-
porting more Mercedeses to Palm Beach It could mean importing more French diapers thereby
releasing workers from the U S diaper industry who could be absorbed as caregivers in nursing
homes No one would have to plan such resource reallocations, relative prices in domestic and in
foreign exchange markets would guide them
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4. A Timing Strategy for the Baby Boom's Retirement
When should the saving and investment be undertaken? Spe?ifi-

cally, consider the periods from 1987 to 2010 and from 2010 to 2030.
In projections for the first period, the labor force grows more rapid-
ly than the overall population (though not as rapidly as in the past
20 years); ratio of those of retired age to the total population grows
slowly; and the workforce zomposition is sharply improving in ex-
perience and educational attainment (which usually also means
productivity). After 2010, the workforce grows much more slowly
than total population, the ratio of retirement-aged people to the
total population grows sharply, and the composition of the work-
force in terms of experience levels out.

These demographic recountings should make it clear that it is in
the earlier period that the bulk of the targeted growth in capital
stock should occur if living standards are to be maintained and if
internal conflicts are to be minimized. This is easiest to see if one
imagines that all of the growth in the capital stock were to be in
the form of net foreign investment. In that case he demographic
trends imply that the optimum timing strategy would be for the
pre-2010 period to be devoted to export surpluses (when the labor
force is growing relatively rapidly) and then, conversely, for :m-
ports to exceed exports during the baby-boom retirement years. In
the latter period, foreign productive capacity would be used to sup-
plement an American economy in which the demands of a rapidly
growing retirement population would otherwise strain available re-
sources. Doing otherwiserunning import surpluses now L' n d
export surpluses during the baby-boom retirement periodis
almost certainly a recipe for conflict. Under that strategy, U.S.
output in the period after 2010, would have to be divided not only
between the workforce (and its children) and the growing retired
cohort but also by foreigners whose export demands would have to
be satisfied.' Thus, to the extent possible, national policy should
tilt towardor at least not detera high investment economy in
the period from now to 2010. This means an economy with high
total saving as well and this is the obvious cost of and limitation on
an all-out dedication to raising investment. The strategy outlined
here necessarily means deferring some consumption (private and/
or public) over the next quarter century. This can be done through
higher voluntary saving by individuals or collective saving through
higher taxation or reduced Government consumption. Such savings
would store resources in the form of human or business capital, in-
frastructure or claims on foreigners to be realized when the baby
boom retires.8

The only circumstance in which it would be advantageous to borrow from abroad in the
early period would be if investment opportunities in the United States were unusually high in
the immediate period and if domestic savings were unavailable In that case, early borrowing
from abr ad would help sustain domestic investment and, if the return is high enough in added
capacity, more than pay for the exports later needed to meet the accumulated claims of foreign-
ers In this case as well as the one highlightel in the text, net investment (here domestic) is
kept high in the pre-baby-boom retirement period.

*Building up the stock of capital early does carry some risks. Equipment can become out-
moded because of terhnokgical advances and unforeseen economic changes The buildup of
claims abroad (foreign loans, for example) need not bear these risks However, claims abroad
bear risks of economic crises or political upheaval in other countries, as well as the risk of a

Continued
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5. Prospects for High Saving, Investment, and Growth
Instead of building up wealth more rapidly in preparation for the

baby boom's retirement, the United States has been moving in the
opposite direction. Some signs of a moderation cr reversal exist,
but there is no assurance they will be sufficient to reach historical
rates of accumulation and economic growth, much less exceed
them, without further policy intervention.

In recent years the U.S. saving rate has been declining, produc-
tivity growth has slowed markedly from the early post-war years,
and the United States h become a net borrower from abroad.
Total U.S. savingthat of individuals, businesses, and govern-
mentsremained stable relative to the size of the economy during
the 1950s, 1960s, and 1970s. Since 1980, however, there has been a
sharp deterioration (see table 1). The predominant source of the
lower saving rate has been the sharp increase in the Federal defi-
cit.9 The decline in saving has necessitated a decline in investment.
The decline in domestic investment has been less dramatic than
the decline in saving, while the decline in our investment abroad
has been greater. Whereas in the 1960s and 1970s the United
States was accumulating assets abroad (positive amounts for for-
eign investment in table 1) this has sharply turned around in the
1980s; the United States currently is borrowing abroad.

TABLE 1.TRENDS IN U.S. SAVING AND INVESTMENT, 1950-86

'Saving and investment as percents of net national product)

Ne: private and
Net phate

Years domtstic
State/local Federal surplus/ Total net US Net foreign
government deficit 2 saving' investment

investmentsaving

1950 -59.. 8.0 0.0 8.0 8.1 0.2
1960-69 8.9 -.3 8.6 7.8 .6
1970-79 9.8 -1.9 7.9 7.7 .2
1980-86 8.4 -4.7 3.7 5.4 -1.7
1986 7.6 -5.4 2.2 6.1 -3.8

State and local government saving is prima* surpluses in employee pension funds
2 Deficits are negative amounts

3 As defined in the National Income Accounts, total net saving (column 3) equals net private domestic investment (column
4) plus iv foreign investment (column 5) except for statistical discrepancies

Source National Income and Product Accounts data compiled by Congressional Budget Office

While projecting future saving, investment, and economic growth
is notoriously difficult, some signs point to a moderation or rever-
sal of recent det.11,1u.., in the rates of saving and productivity
growth. The saving rate may recover some in the near term now
that the Federal deficit has stabilized and targets for deficit reduc-
tion are being pursued. (However, the size of those deficits and the
likely paths of reduction mean that over the 1987-1992 years the
Federal budget willcompared to pest -war averagesbe draining

breakdown in international trade Finally, the buildup of wealth may raise the baby boom's ex-
pectations for retirement income To the extent this occurs, growth will not reduce the pressure
of supporting the baby boom's retirement.

2 The aggregation of savings by decades and into only two components masks some trends
that are discussed in chapter 4 of the background papers
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from rather than adding to saving for the baby boom's retirement.)
Over the longer run, private saving may be modestly boosted as the
baby boom ihoves into the life stage at which saving rates are high-
est. Productivity growth may also rise partially back to its post-war
average as many of the factors contributing to the past slowdown,
such as the inexperience of the labor force, are te-iersed. Finally,
inc-eased saving in the United States should re'.:ace borrowing
abroad and facilitate the buildup of claims abroad. The Japanese
pLrticularly (and West Germans to a lesser extent) will undergo a
huge increase in the ratio of the elderly to the working-age popula-
tion 10 to 20 years before the United States, which should reduce
their saving and increase their imports, thereby helping U.S. ex-
ports and our building up of claims abroad. (The imminent retire-
ment booms in Japan and Germany may help explain their current
build-up of exports and claims abroad.)

These anticipated changes probably will not generate the rates of
saving and productivity growth needed to prepare for the baby
boom's retirement. Policies furthering these objectives are consid-
ered in the remainder of this section.

B. POLICIES TO INCREASE SAVING AND PRODUCTIVITY

The Congress might be interested in policies to increase saving
and productivity growth because both are below historical rates at
a time when, to prepare for the retirement of the baby boom,
above-average rates appear warranted. Among policies to raise
saving, increased saving by the Federal Government is the most
likely to have a major impact. Policies to raise private saving may
also be helpful but cannot be counted on to have a major effect. A
variety of policies would seem to be available to enhance productiv-
ity. Here too, though, there is great uncertainty about how much
productivity would be enhanced per dollar spent and even whether
any effect would be major.

1. Policies To Increase Public Saving
Increased saving by the Federal Government can occur through

(1) reduced deficits or a budget surplus, and (2) increased public.
spending on investment." Of course, pursuit of one at the expense
of the other leav-.s total saving and investment unchanged. For ex-
ample, cutting the deficit by cutting needed public investment
leaves total saving and investment unchanged; so does financing
needed public investment through an increased deficit. Also self-
defeating is the pursuit of either method at the expenses of private
saving. Net saving is increased through either method only if it is
financed through reduced public and/or private consumption.

Increased saving by the Federal Government has been addressed
most visibly in recent years through attempts to reduce the Feder-
al deficit. The deficit had grown to $221 billion or almost 6 percent
of net national product by 1986, but the Federal deficit is predicted
to decline to about $157 billion or 4 percent of net national product
in 1987. The 1988 budget resolution calls for over $30 billion of ad-

10 Increased public spending on investment is discussed more fully in discussions of productiv-
ity at the end of this section and in chapter 4 of the background papers
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ditional deficit reduction, but unforeseen weakness in the economy
or difficulties in implementing the budget resolution could alter
the actual deficit. The Balanced Budget and Emergency Deficit
Control Act calls for elimination of the deficit by 1991; however,
deficit reduction has already fallen behind that called for in the
legislation, and further reductions depend on painful choices yet to
be made on domestic spending, defense, and taxes.

Increased Federal saving has also been legislated for the Social
Security Old Age, Survivors, and Disability Insurance trust fund.
In the Social Security Act Amendments passed in 1983, a combina-
tion of revenue measures and benefit cuts were enacted which will
allow the trust fund to build up a surplus while the baby boom is
in its working years. The annual surplus is forecast to reach almost
3 percent of net national product at its peak early in the 21st cen-
tury. However, the growing social security surplus will raise net
Government saving only if it is not otherwise offset by rising defi-
cits elsewhere in the Federal budget. Currently the Social Security
trust funds are counted toward meeting the deficit targets of the
Budget Control Act, so that increases in the trust fund surplus can
substitute for deficit reductions elsewhere in meeting the Act's tar-
gets. To the extent that trust fund surpluses substitute for other
deficit reductions, saving is not increased and the payroll tax in-
creases of the 1983 act are simply funding other Federal spending.

Policies to raise,State and local governments' funding of their
employee pension plans could also raise national saving. Such
saving is substantial; it already is approaching 2 percent of net na-
tional product. Furthermore, because most public pension plans are
underfunded, considerable room exists for increased saving that
would be tied directly to providing for the baby boom's retire-
ment."
2 Policies To Increase Private Saving

The historical stability of the private saving rate suggests that
policies to raise private saving are unlikely to have a significant
effect. For most of the post-war era, the private saving rate has
been in a narrow range between 7 and 10 percent of net national
product, largely due to the stability of its major component, person-
al saving.' 2

Personal saving has remained relatively stable in the post-war
era despite many influences that might have been expected to
change it substantially. Chief among these influences are the birth
and aging of the baby-boom generation, the enrichment of social se-
curity benefits, the spread of employer pensions, salary reduction
plans and Individual Retirement Accounts (IRAs), and changes in
tax rates and the rate of inflation.

Many proposals to raise saving use tax incentives to raise the
after-tax return on saving. So long as revenue loss from the tax in-

Increased funding of public pensions is unlikely to be offset by reduced saving elsewhere.
State and local governments tend to keep their operating budget:, in balance so increased fund-
ing of pensions could be expected to add to total public saving Also, public employees would be
unlikely to reds -w their own saving because improved pension funding would not increase em-
ployee benefits.

12 Evidence and further discussion on points made in this section appeat in chapters 4 ant,
of the background papers.
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centives is offset by higher taxes elsewhere, the higher after-tax
return provides a clear incentive to increase saving." The size of
the increase is very uncertain, however, and the stability of private
saving in the past suggests that the increase would be small.

Policies which would raise the after-tax return on all saving in-
clude: (1) reducing marginal tax rates in the income tax and replac-
ing the lost revenue by broadening the income tax base; (2) reduc-
ing marginal tax rates in the income tax and replacing the lost rev-
enue with taxes targeted on consumptionsuch as excise taxes,
sales taxes, value-added taxes; or (3) repealing the income tax and
substituting a personal consumption tax.

()the/ policies would allow a tax incentive only for special-pur-
pose saving, such as for retirement." These limited incentives
often have negative side-effects, however. Contributions may be
limited, as in the $2,000 IRA limit, but then persons saving more
than the limit receive no incentive. Also, savings that would other-
wise be done can be shifted into the accounts to claim the tax ad-
vantage. Furthermore, when interest paid can be deducted, as with
mortgage interest under current law, persons can profitably borrow
to fund tax-favored contributions. As a result, limitations on the
amount of mortgage interest that persons can deduct might do as
much to raise personal saving as further expansion of special-pur-
pose saving incentives. Finally, any tax incentive to raise private
saving that also increases the Federal deficit will have its saving
effect offset by the amount the deficit increases.' 6

S. Federal Policies To Accelerate Productivity
Governmental policies can accelerate growth in productivity by

supporting the major contributors to that growth. Such policies
would:

Increase the amount of capital that aids worker productivity in
the private sector.
Improve public infrastructure such as roads, sewers, airports,
and harbors.

Improve the skill and health of the labor force, and remove im-
pediments to workers' movement to their most productive jobs.

Support the developmer and implementation of new technol-
ogies.
Reduce impediments to efficient allocation of investment and
the movement of labor including barriers to international
trade, factor movements, and distortions in the tax code.

Maintain economic stability.

" _f the revenue loss from a tax incentive results in a higher Federal deficit, the tax incentive
may fail to raise net saving and, if ineffective in boosting private saving, could lower it First, if
individuals find themselves with higher after-tax income they may save at a lower rate than
without the incentive. Second, the increased Federal deficit offsets increased private saving in
arriving at net saving.

14 The tax advantage granted employer pensions and deductible IRAs is as follows: contribu-
tions to such accounts are not taxed (e g , IRA contributions are deductible), nor are annual in-
vestment earnings of the accounts; instead, withdrawals are taxed. This treatment is equivalent
to taxing the contribution at the tax rate applicable when the funds are withdrawn, and then
not taxing at all the interest accumulation o the after-tax deposit.

For further details on the tax advantage and its effect en saving, see U.S. Congressional
Budget Office. Tax Policy for Pensions and Other Retirement Savings Chapters I and IV. April
1987. (Hereafter cited as Tax Policy for Pensions) For a E un..nary of the effect of pensions and
IRAs on saving, see chapter 4 of the background papers.

16 For further discussion of the negative side-effects of savings incentives, see chapter 7 of the
background papers.
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While governmental punt.ies can affec growth in productivity,
whether they can have a major positive effect is debatable. The
precise effects on productivity of most policies, such as investment

iin education and infrastructure, or reduced impediments to effi-
ciency, are very difficult to determine. Furthermore, some policies,
such as economic stabilization, are difficult to implement and Ere
opposed by some on the ground that the Government lacks the skill
and knowledge to "fine-tune" the economy. Finally, thew- policies
may conflict with one another as when economic-stability elicie::
thwart the redeployment of res,,,irces from declining industries.

Even given these uncertainties, the Nation would almost certain-
ly be better off if there were a policy strategy for enhancing pro-
ductivity growth. In the absence of such a strategy, advantages are
given to fragmentary programs that appear to enhance productivi-
ty but would appear less attractive if measured against broader al-
ternatives.

IV. FEDERAL POLK " AND ROLES IN RETIREMENT INCOME

A. HISTORICAL CONTEXT

The United -t. ...es and other modern societies have developed
structured means for workers to accumulate claims against eco-
nomic rrleurces that can be drawn upon during retirement years.
Over th past century changes in industrial organization, job mo-
bility, and greatly improved life expectancies led to political sup-
port for new Federal retirement income policies. Pressures for Fed-
eral policies started in the early 1900s, and accelerated in the 1930s
and 1940s. At present, the Federal r' Jvernment exercises para-
mount responsibility for the Nation's organized systems of retire-
ment income provisionprimarily through social security, the tax
subsidies afforded pensions and other forms of retirement plans,
and the broad regulatory framework and guarantees oi the Em-
ployee Retirement Income Secu:ity Act. Earnings-related social se-
curity and pension claims are supplemented 1. a means tested
Supplemental Security Income (SSI) program that established a
minimum income floor for all people age 65 and over. (SSI, enacted
in 1972, consolidated public assistance programs for the aged, blind,
and disabled, and nlaced a Federal floor under the benefits.) Since
1965, the Federa; GOA -1rnment's Medicare and Medicaid programs
have increasdd the elderly's access to medical care and have helped
preserve their income and assets in the face of deteriorating
health. And, finally, the r ederal Government has fostered, through
tax advantages and Government guarantees, the widespread accu-
mulatirn of personal wealth in housing, historically a key asset in
retirer :nt years. These various Federal programs, tax preferences
and guarantees enable workers to acquire larger and more secure
retirement incomes earned over a lifetime of work.

B. FEDERAL POLICIES

1. Policy Objectives

Two retirement income objectives influence national policy: (1)
that all elderly persons have a minimally adequate income, and (2)
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that workers, over their working careers, be able to accumulate
income claims sufficient to maintain an appropriate relationship to
pre-retirement living standards after they retire.' 6

a. Minimum adequacy objective.The clearest policy objective
calls for a minimally adequate living standard after a particular
age-65 under current policy. This objective is directed at elderly
persons who most often have had sporadic :attachment to the work-
force or who worked at very low-paying jobs. Most households
whose principal earner had a strong attachment to the workforce
will have built up sufficient claims for earnings-related retirement
income to meet any minimum standard of adequacy.

However, the income replacement objective by itself would not
prevent low-wage workers from falling below minimum adequacy
(as measured by the poverty level, for example) when they retire.
Social security helps prevent this for low-wage earners by "tilting"
its benefit formula in their favor. Recent changes in the rules gov-
erning tax-qualified pension plans have been directed to similar
ends by further limiting the amount that pension benefits can be
reduced by, for .axample, the amount of social security benefits re-
ceived. As a back-up for all aged individuals, including those who
had little attachment to the labor force, a number of income-tested
programs existparticularly the SSI program, veterans' pensions,
and food stamps.

Federal policies and programs have succeeded in achieving mini-
mum income adequacy standards for most of the elderly. According
to the most commonly accepted measures of minimum adeluacy
the poverty and near-poverty levelsaverage income of the elderly
today compares favorably to that of the nonaged. And fewer of
today's elderly suffer from poverty than their counterparts it the
1950s and 1960s.

Although incomes of most elderly married couples meet national
incoma adequacy objectives, the circumstances of single elderly per-
sons (particularly if they are very old) often remain marginal.
Many elderly singles have sufficient income to pay for most basic
living expenses, but they have limited ability to weather financial
dislocations, such as a major uninsured illness. In addition, many
of the elderly who are not poor nonetheless have incomes suffi-
ciently low that they are only slightly above the poverty threshold.

Projections of the retirement income of today's workers indicate
that, if real wages grow in the future at the rate assumed by Social
Security's intermediate assumptions, when aiese workers retire
their economic status will exceed that of today's elderly. But even
assuming these mrierate rates of economic growth, poverty may
remain a substantial problem for many elderly singles.

The improved economic status of the elderly testifies to the pow-
erful effects that the maturation and increased benefit levels of
social security and pension plans have had. General economic
growth made these benefit improvements possible, and also enabled
most of the elderly to acquire income producing financial assets. In

16 In 1981, President Carter's Commission on Pension Policy recommended sufficient retire-
ment income to maintain pre-retire-tent standards of living as a national objective This propos-
al has never been formally adopted tnor rejected) but it does, in some instances, serve as a policy
guide.
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fact, income from financial assets grew most rapidly as a source of
retirement income from 1967 to 1984. The combination of Federal
policies and general economic growth improved the financial condi-
tions of most elderly to levels unprecedented in the Nation's histo-
ry. At the same time, these policies and this prosperityin particu-
lar, the return on financial assetsdrove elderly poverty rates
from levels far above the rest of the population to levels below the
overall average. Thus, in 1986, 12.4 percent of aged persons were
poor, compared to 13 6 percent of all persons and 19.8 percent of
children.

b. Replacement of pre-retirement living standards. Retirement
income programs, supported by Federal policies and economic
growth, have enabled most recent retirees who had a strong attach-
ment to the workforce to acquire retirement income claims suffi-
cient to maintain a standard of living roughly comparable to the
one they had while working. Social security carries the major
weight in achieving this objective for v, orkers in the lower and
middle portion of the earnings distribution. But social security, by
itself, does not meet this standard for middle- and upper-income
earners. For these workers, Federal policy builds upon their social
security by providing tax advantages for their pensions and other
tax-favored plans. Tax preferences for owner-occupied housing also
are more favorable to higher-income workers. In addition, many
higher-income retirees receive income from financial assets which,
while the income is taxable, the assets themselves are often guar-
anteed by Federal insuranr?. agencies.

The income replacement objective usually is framed as a ratio of
post-retirement to pre-retirement income. Use of these ratios im-
plicitly assumes that an individual's or couple's post-retirement
consumption should equal pre-retirement consumption of housing,
clothing, food, entertainment and such. Taxes, work expenses, the
need for savings after retirement, and other living expenses are
smaller than before retirement, and the consumption target can be
met with an income replacement ratio of less than 1.0. Using
income just before retirement as the denominator in the calcula-
tion of target replacement rates, income replacement ratios that
maintain consumption have been estimated to range from about
four-fifths for those at the very bottom of the earnings distribution
to around two-thirds for median or higher earners." This point is
discussed further in section V rf the overview.

During the past 20 years, economic characteristics of the elderly
and the nonelderly have increasingly grown to resemble one an-
other. For most, pre-retirement standards of living are being main-
tained during retirementat least during an individual's or cou-
ple's 60s and er.rly 70s. However. the cumulative F.fects of infla-
tion, diminisheu assets, and increased health costs may cause living
standards among older retirees, especially widows, to fall. And
people who were poor :urine their working years can expect to live
in poverty or near-poverty in old age.

" Boskin, Michael, mid John Shoven Concepts and Measures of Earnings Replacement
During Retirement National Bureau of Economic Research Working Paper No 131)0N June
1534 (Hereafter cited as Concepts of Earnings Replacement)
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2. Allocating Costs and Risks
Two principles of cost and risk allocation generally have influ-

enced Federal policy and program objectives. These principles
both of which would be abandoned by some proposals for basic re-
structuring of the current retirement inme systemcause
higher-income workers to pay for some of the L-nefit costs of lower-
incoMe workers. They also spread out the risks that workers face
while accumulating retirement claims and ensure that these claims
are honored in retirement.

a. Allocating the costs of retirement income.Long-standing
policy supports the premise that higher-wage workers should bear
the larger pro ortion of retirement costs. Social security clearly
recognizes this policy by paying benefits to lower-wage workers
that are relatively high in proportion to their earnings. These high
benefits for low-income workers are paid for by higher-income
workers who pay disproportionately high payroll taxes relative to
the benefits they receive. The so-called "tilt" in the social security
replacement rate formula redistributes benefits from higher to
lower earners.

In pensions and other tax-favored plans, the redistribution of
costs and benefits is less evident and certain. For example, the so-
called "integration" provisions in the tax code are intended to limit
the extent to which such plans may counter the effects of the social
security tilt. The overall impact of these and other rules for pen-
sions is difficult to ascass.18

b. Minimizing risks.The Nation, through Federal Government
programs, collectively insures against some risks in retirement
income. In particular, future social security benefits depend direct-
ly on the ability of the Federal Government to satisfy the statutory
claims that workers have accumulated. Further, many private re-
tirement portfolios (company pensions and individual savings) are
invested partly in Tesasury obligations which carry both a Federal
statutory and contractual commitmen . In addition, the Federal
Government exercises broad regulatory supervision of most private
investment markets, and has created various insurance systems
for example, the Federal Deposit Insurance Corporation (FDIC) and
the Federal Savings and Loan Insurance Corporation (FSLIC)that
guarantee deposits in most banking and thrift institutions.

Furthermore, workers acquire claims on future economic produc-
tivity through the accumulation of contractual and other legal
rights that ultimately depend on the viability of private sector
businesses and investments. Unanticipated economic dislocations
could invalidate such retirement income claims. Workers' expecta-
tions about their benefits from tax-favored pension plans are also
often conditional on the future decisions of their employers, which
too are affected by economic circumstances. Even social security
and retirement claims held as Government bonds ultimately
depend on the long -Jun overall viability of the Nation's economy.

Federal legislation minimizes risks in private pension retirement
claims. In particular, the Employee Retirement Income Security

For a more extensive discussion of how pension costs may be shifted from lower- to higher-
income workers, see CBO, Tax Policy for Pensions, chapters IV and V.
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Act of 1974 (ERISA) imposes a variety of requirements on retire-
ment plans. Some requirements govern the terms and conditions of
participation, coverage and vesting. Others impose portfolio diversi-
fication and fi 1uciary standards on plan sponsors, including a re-
quirement that prevents most pension plans from holding more
than 10 percent of its assets in the stock or property of the sponsor-
ing employer. In addition, the Pension Benefit Guaranty Corpora-
tion (PBGC) guarantees accrued benefits (up to certain leveis) in
those defined benefit plans that terminate with insufficient assets
to meet pension obligaf .is.

The congressional debate continues about the Federal Govern-
ment's role in further circumscribing the risks associated with re-
tirement income claims. Congress has considered, but not adopted,
additional Federal Government regulation that would insure retire-
ment income claims against risks of portfolio concentration, de-
fault, and unanticipated inflation. The recent experience of pension
terminations and asset reversions has brought into focus soir'e fun-
damental questions about what are legitimate expectations of
workers in their defined benefit pension plans. ERISA has safe-
guarded worker coverage and vesting in pension plans, but this law
has paid comparadvely little attention to the value of the bene-
fitsespecially as those values are eroded by the combination of
job changing and inflation.

C. THE FEDERAL FINANCIAL ROLE IN RETIREMENT INCOME POLICIES

Federal retirement income policies are carried out by (1) direct
spending programs, such as Social Secu.-ity; (2) tax subsidies, for
qualified private pensions and other plans; and (3) Government-
sponsored insurance, sucl as the PBGC.
1. Direct Federal Spending on the Elderly 19

This section analyzes trent , in Federal spending on the elderly
during the past 20 years and compares it to projected spending
during the period in which the baby boom will be retiring. The ef-
fects -f Federal spending on the elderly in the different years is
measured by comparing this spending to the GNP.

a. Recent trends in Federal spending on the elderly. The amount
of Federal resources spent on the elderly (generally, those aged at
least 65) grew rapidly over the past 20 years because of maturity of
the programs, rapid economic growth, growth in the size of the el-
derly population, and decisions to cover an increasing share of
their needs through public programs. Between fiscal year 1965 and
fiscal year 1985, Federal spending for the elderlyon cash and
noncash transfers, Federal retirement, and disability benefits and
services--grew from about $63 billion to nearly $260 billion in con-
stant 1985 dollars, or from about $3,400 per elderly person to more
than $9,000 in constant dollars. During that period, spending for
the elderly rose from 16 percent of 27 percent of all Federal out-
lays, or from about one-third to nearly one-half of all outlays for
domestic programs (that is, spending other than for eefensc and

19 This analysis borrows heavily from a statement by Rudolph G Penner, Director, U.S Con-
gressional Budget Office, delivered before the Subcommittee on Economic Resources and Com-
petitiveness, Joint Economic Committee, July 31, 1986.
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net interest payments). In this 20-year period Federal spending for
the elderly grew &cm 2.8 percent to 6.6 percent of the GNP.

b. Projections of future Federal spending on the elderly.Future
Federal spending on the elderly will depend on rates of economic
growth and on future public policy decisions. Although precise
budgetary iir acts cannot be forecast, it is possible to identify in
broad terms aow demographic trends would affect major categc,ies
of Federal spending if current policies are essentially unchanged.

These projections should be treated with caution, for they are
sensitive to the assumptions on which they are based. For example,
under the Social Security Trustees' most optimistic assumptions,
social security cash outlays are expected to amount to 5.32 percent
of GNP in 2035. By contrast, under the most pessimistic assump-
tions, social security cash outlays would be 8.33 percent of GNP.
Furthermore, the projections assume a continuation in the Na-
tion's willingness to spend an ever greater fraction of its resources
on medical care, for reasons that are largely independent of the
aging of the population.

Social Security.Projections based on Social Security's interme-
diate economic and demographic assumptions show social security
expenditures rising to a peak of 6.51 percent of GNP by 2035, in
the midst of the baby boom's retirement. This represents an in-
crease of 38 percent over the current level of 4.73 percent. This per-
centage actually declines over the next 20 years, before the baby-
boom retirement begins, reflecting the low birth rates of the 1930s.
(Figure 2 projects these trends through the year 2050 and compares
social security expenditures to tax revenuesboth as a percent of
GNP.)
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Figure 2.
Social Security Trust Fund

Income and Outgo

As a Percent of GNP

C
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Source: Social Security Adainietration. Long Range Estimates
of Social Security Trust Fund Operations. Actuarial Note 130. April 1987.
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Medicare. Growth in the number of elderly people could affect
rates of increase in Federal spending for elderly medical expendi-
tures more significantly than it does social security (see section VII
and chapter 10 of the background papers for a more complete dis-
cussion of this point). Currently, medicare pays for about 49 per-
cent of total costs of providing acute health care for order Ameri-cans.20

In contrast to social security, projection of medicare outlays
assume continued medical care expenditure growth in excess of
GNP growth. The Hospital Insurance (HI) component of medicare
is projected to rise from about 1.16 percent of GNP in 1987 to about
2.86 percent by the year 2035an increase of 150 percent,

Although long-term forecasts 3f medicare's Supplementary Medi-
cal Insurance (SMI) program are not available, CBO estimates that
t1.3 recent rapid growth in SMI expenditures (17 percent annually
between 1977 and 1987) will continue in the near term. CEO's most
recent projections foresee SMI outlays, net of enrollees' premiums,
to rise from .5 percent of GNP in 1987 to .7 percent by 1992. At
present, there is little retson to doubt that SMI will grow at a
slower rate than HI over the long run, an assumption which im-
plies spending in SMI by 2035 will be 1.74 percent of GNP.21

Long-term care.The aging of the population will increase sub-
stantially the need for long-term care (LTC) services, ranging from
limited assistance at home with the tasks of daily living to skilled
medical care provided in a nursing home or other institutional set-
ting. Spending for LTC for both elderly and nonelderly persons has
grown rapidly in recent years, driven by many of the same factors
that have pushed up acute-care costs. Public funding for LTC serv-
ices pays for about hrlf of all spending on long-term care. Total
public spending for nursing home care and home health services in
1986 was $25 billion, or 0.6 percent of GNP. Of that amount, long-
term care expenses in the Federal-State Medicaid program, the
great majority of which goes to finance nursing home care, made
up about $20 billion of the total, with the Federal Government
paying about 55 percent of that cost. Currently, LTC expenditures
account for about 45 percent of all Federal ond State medicaid out-
lays. (States have q great deal of flexibility in setting medicaid
rules, however, and the share of total spending devoted to LTC
services and the rate of growth in those expenditures varies appre-
ciably around the Nation.)

Remaining public spending for LTC is accounted for by medicare,
programs funded under the Social Services Block Grant to States,
Veterans' Administration health care, Older Americans Act pro-
grams, and resources provided by States and localities out of their
own reve-ues. Private spending for LTC--an amount roughly equal
to public spendingis almost all paid out of pocket by patients or
their families, rather than through private Insurance mechanisms.

2° Waldo, Daniel R., and Helen C Lazenby Demographic Characteristics and Health Care Use
and Expenditures by the Aged in the U S.. 1977-1984 Health Care Financing Review, v. 6, No.
1, fall 1984

2 The SMI projection for 2035 is based on rates of increase for HI provided in the 1987 report
of the Social Security Board of Trustees A similar methodology for projecting SMI growth is
presented Li Holahan, John, and John Palmer. Medicare's Fiscal Problems An Imperative for
Reform. Washington, The Urben Institute, 1987. p. 7.
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In addHon, many services are provided without reimbursement by
family nembers or by other informal caregivers.

"Demand for LTC services will almost certainly increase steeply
in the decades ahead as the number of very old individuals grows.
While less than 2 percent of all people between the ages of 65 and
74 reside in nursing homes, 7 percent of all 75- to 84-year-olds and
more than 20 percent of all those age 85 or older live in such insti-
tutions. Thus, the expected doubling in the number of 75- to 84-
year -olds between now and the year 2050, and the projected six-fold
increase in the number of people over 85, portend a large potential
increase in the demand for LTC services.

Other programs.The aging of the population will also affect
smaller Federal programs. Compared to other spending on the el-
derly means-tested transfers to the elderly will grow more slowly
and could fall as a percent of the GNP. l'o the extent that real
growth in average social security benefits. in public and private
pensions, and increased returns on savings continue to shrink the
proportion of elderly with very low incomes, spending in such pro-
grams as SSI and food stamps will drop. Even today, however,
spending for the elderly under these ?rograms is small compared
with expenditures for work-related retirement income and health
care programs. In 1984, Federal spending for the elderly under SSI
and food stamps amounted to only about 0.1 percent of GNP.

Future spending for appropriated programs benefiting the elder-
lysuch as subsidized housing, Veterans' Administration health
care, and home energy assistanceis harder to forecast. While
growth in the number of elderly could increase the demand fo
these services, funds would have to be appropriated and will not
rise automatically. Instead, their cost will depend on annual fund-
ing decisions made by future Congresses.

c. Accommodating increased Government spending on the elder-
ly.The projected growth in the size of the elderly population in
the years ahead will place additional demands on the Nation, but
this will not be the first such challenge it has faced. For example,
in the 1950s, the United States accommodated large increases in
public and private spending on children. Similarly, over the past
two decades the Nation adapted to an increase in the size of the
elderly population while greatly improving their average standard
of living.22 Although from a much lower base, Federal spending on
the elderly actually has increased over the last 20 years by a great-
er extent than is projected, under the intermediate assumpticus,
over the next 60 years or so.

Assuming a continuation of current policy, spending for social se-
curity and medicare (including SMI) is projected to rise from 6.39
percent of GNP in 1987 to approximately 11 percent by 2035. While
smaller than social security, medicare would see the greatest per-
centage growth. Federal spending for long-term carethough low

22 The United Stateb also has accommodated significant changes in spending on national de-
fense in relatively short time periods. For example, between fiscal year 1972 at the end of the
Vietnam War and fiscal year 1980, such spending decreased from 6.9 percent of the GNP to 5.0
percent. By fiscal year 1986, it has increased back up to 6 6 percent. See, U.S. Congressional
Budget Office The Economic and Budget Outlook: Fiscal Years 1988-1992. Table F-6. January
1987. p. 160.
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today compared with either social security or medicarealso could
grow explosively witl. :le steep increase in the number of very old.

Faced with these projections of Federal spending on the elderly,
several broad choices are available. First, future demographic
shifts could be accommodated without changing current public poli-
cies, thus allowing the cost of public programs for the elderly to in-
crease relative to the size of the economy. Alternatively, the
growth in such programs could be curtailed. That would leave
future generations of the elderly more heavily reliant than they
would otherwise be on their own resources or on aid from family
members. In many instances, this would lead to a lower standard
of livingat least relative to pre-retirement standardsfor many
of the elderly in the future than is enjoyed by today's elderly. A
third broad choice would be to encourageor requiretriay's
working-age population to contribute more in advance toward
meeting the needs they will face in their old age. This strategy can
be effective in expanding the Nation's future economic base only if
the Government does not offset such advance funding with in-
creased borrowing (see section III of this overview and chapter 4 of
the background papers). As a consequence, this strategy almost
surely would entail higher taxes or decreases in other Government
spending. Thus, either some sacrifice in personal consumption or
the level o: Government services would be necessary.

Of course, projections such as these will be profoundly affected
by developments in technology, biomedical research, and demo-
graphic conditions. If, for example, birth rates should greatly in-
crease or if immigration should exceed current statutory assump-
tions, then the future working population and, therefore, the GNP
would be larger. Consequently, the cost of Government programs
for the aged would be a smalLn. fraction of GNP. Within any of
these broad policy choices, the Federal Government could aLo alter
current programs, the distribution of their benefits, or the manner
in which they are financed without affecting total program costs.
2. Income Tax Subsidies

Income tax subsidiesthat is, departures from the "normal"
principles of income taxationalso affect the income available to
the elderly after retirement. These tax subsidies come in two
forms: tax benefits designed to lessen the tax burden of older citi-
zens; and tax advantages designed to increase the accumulation of
retirement income among today's workers for their future retire-
ment.

a. Tax benefits for older citizens.The major tax benefits for the
elderly have included the exemption from taxation of most social
security payments and the larger personal exemption for the elder-
ly. Most social security benefits are excluded from Federal income
taxation, and only about one-half of all elderly people pay any Fed-
eral pa. Toll or income taxes. About 90 percent of all other adults
pay taxes. For fiscal year 1988, the Joint Committee on Taxation
estimates that the exclusion of social security benefits (in excess of

76-424 0 - 87 - 3 "
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amounts equal to employees payroll taxes) reduces income tax rev-
enues by about $19 billion.23

However, in the future, social security benefits will become in-
creasingly subject to income taxes. Under current law, higher-
income taxpayers must include up to one-half of their social securi-
ty benefits in their taxable income if their income exceeds $25,000
in the case of single filers or $32,000 in the case of joint filers. (For
these purposes, income is the combination of their adjusted gross
income, one half of their social security benefits, and any tax-
exempt bond interest.) These thresholds, however, are not indexed,
and successive cohorts will be including more and more social secu-
rity in their taxable income.

The Tax Reform Act of 1986 diminished some, but not all, of the
provisions benefiting the elderly. Most importantly, the 1986 act
eliminated the larger personal exemption for the elderly, substitut-
ing a somewhat larger standard deduction for elderly taxpayers
who do not itemize their deductions. According to Joint Committee
estimates, this new provision will entail an annual revenue lost of
$1.3 billion from 1988-1992.

b. Tax advantages for retirement accumulations.The favorable
treatment granted to accumulations in tax-qualified retirement
programsincluding IRAsaffects the Federal revenue base more
than any other tax preference. This favorable treatment exempts
from taxation most investment gain accumulated for retirement
purposes.24 The Joint Tax Committee estimates that the 1988 reve-
nue loss associated with qualified plans will total about $58 billion,
an amount that is 1.2 percent of GNP.

The 1986 Tax Reform Act curtailed some tax advantages for
qualified plans. The principal changes eliminated the deductibility
of contributions into IRAs for upper-income taxpayers and dimin-
ished somewhat the tax benefits for contributions to employer-
sponsored plans, especially salary-reduction plans. Despite these
cIatoiges, there probably will be an upward trend in the revenue
losses associated with qualified plans as baby-boom workers enter
into the years in which their pension, IRA, and similar retirement
accumulations will be the greatest. Nonetheless, the revenue losses
for qualified plans are unlikely to exceed 2 percent of GNP at their
peak. in the post-2015 period, the revenue losses from qualified
plans will stabilize, even decline, as the Government begins to col-
lect taxes on a bulge in plan and IRA distributions associated with
the baby boom's retirement.

A final major tax advantage particular to retirement accumula-
tions is the one-time exclusion, for taxpayers over age 55, of
$125,000 (or less) in gain from the sale of a principal residence.
This provision, according to Joint Tax Committee estimates, will

23 This figure includes the parallel exclusion for railroad retirement benefits and the histori-
cally associated tax credit for the elderly. The latter credit applies to the pension income and
earnings of taxpayerssuch as retired Federal employeeswho receive little or no social securi-
ty benefits compered to most retirees. Estimotes of revenue losses included in this section are
f'om: U.S. Congress. Joint Committee on Taxation. Estimates of Federal Tax Expenditures for
Fiscal Years 1988-1992. Joint Committee Print No. JCS-3-87, 100th Cong., 1st Sess. Washington,
U.S. Govt. Print. Off., 1987.

24 See footnote 14 and the references cited therein fur a description of the advantages of tax-
qualified plans.
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reduce income tax revenues in fiscal year 1988 by about $2.3 bil-
lion.

3. Government Guarantees

The Federal Government underwrites certain risks in retirement
income accumulations. Some of these guarantees follow from more
general policies, such as the protection provided all deposits in fi-
nancial institutions, including those that are part of people's retire-
ment portfolios, that belong to the Federal Deposit Insurance Cor-
poration (FDIC) or the Federal Savings and Loan Insurance Corpo-
ration (FSLIC). Further, institutional and household retirement
portfolios are partly invested in different types of Federal obliga-
tions which carry the Government's full faith and credit.

In addition, the pension promises that employers make in de-
fined benefit plans are guaranteed to the extent of "accrued bene-
fits" by the PBGC. If financially distressed firms terminate their
defined benefit plans, and if the plans have insufficient assets to
pay accrued benefits, the PBGC will pay those benefits up to an in-
dexed limit. Because the value of workers' accrued benefits in a de-
fined benefit plan increases with age and job tenure, this protec-
tion is especially valuable to people who have already retired or
who are relatively close to the plan's retirement age. In 1987 PBGC
protection covered benefits, payable at full retirement, equal to, or
below, $1,850 per month ($22,200 annually). To fund this protection,
PBGC charges employers who sponsor defined benefit plans an
annual premium for each covered worker.

Between 1974 and 1986, the PBGC accumulated a deficit of about
$3.8 billion. This funding shortfall represents the difference be-
tveen PBGC's assets of $3.6 billion and the present value of its li-
abilities to participants in underfunded plans which it has taken
over (approximately $7.4 billion). Future claims against the PBGC
are very difficult to es,: _ate. They depend on both the overall
future of the economy and the market viability of the particular
major corporations that primarily sponsor defined benefit plans.
Unfunded benefits among private defined benefit plans currently
total several billion, but they can vary over time according to con-
tribution adjustments, revisions in plan provisions, and the per-
formance of the financial markets.

The PBGC's protection does not entail the full faith and credit of
the United States. Nonetheless, if the defined benefit pension world
should begin to seriously contract, future policymakers would be
confronted with some difficult choices. For example, if well-funded
plans are faced with ever-escalating premiums, resulting from the
terminations of some large, seriously underfunded plans, then they
might choose to cancel their plans. This would leave PBGC with an
ever-declining revenue base. Under these circumstances, Federal
policymakers would have to choose among infusions of general rev-
enues, trying to lock-in plan sponsors to preserve the system's reve-
nue base, and having participants receive much lower benefits
than they were expecting.
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V. INFLUENCE OF INCOME ON RETIREMENT PATTERNS

A. INTRODUCTION

During this century dramatic changes have occurred in the work
and retirement patterns of American workers and in the financial
resources of older persons. Retirement, once a luxury only a few
enjoyed, is now an expected fact of life for the average worker. In
addition, in recent years, retiring workers have been leaving the
labor force at increasingly young ages, a phenomenon that appears
inconsistent with the generally improving health of the population,
increasing life expectancies, and improved working conditions.

Access to retirement income sources not available in the past
makes retirement economically feasible and in part explains the
declining labor force participation of older persons. In the early
2P rt of this century older persons who were able to work did so.
Many who did not work depended on the support of grown children
and family, but others simply spent their last years in poverty. By
almost any measure, the overall situation of the aged has changed
for the better, although poverty continues to be a problem among
certain subgroups of the elderly.

The affluence of today's retirees relative to previous generations
and to current workers may be a phenomenon characteristic of this
one generation. Most projections into the future assume moderate
and sustained rates of economic growth. If it does not occur, today's
workers may have relatively less retirement income than their par-
ents, although even low rates of real wage growth will increase the
real dollar value of future retirement income.

Today's retirees grew up during the Depression and had their ex-
pectations of the future colored by that experience. However, as
young adults they entered the labor force around the time of World
War II, and the subsequent economic growth of the 1940s, 1950s,
and 1960s brov-ht them jobs and prosperity. Employer pension cov-
erage expan. . significantly, and social security was liberalized in
the late 1960s and 1970s. In comparison, the experiences of the
baby-boom generation have been and may continue to be different.
if the return to economic growth is not sustained, a comfortable re-
tirement at an early age will be less likely for this generation of
young workers.

B. INCOME STATUS OF THE ELDERLY

Evaluating the income adequacy of the elderly as a group takes
two perspectives: (1) the income of the elderly compared with that
of the nonelderly; (2) the income of the elderly compared with their
own income earlier in life.

By either of these measures, the income status of the current
generation of elderly persons constitutes a generally comfortable
picture. Although the current total household income of the elderly
is lower than the income of households headed by nonelderly per-
sons, when the smaller household size and special tax status of the
elderly are taken into account, the picture looks quite different.
The average gross income of a household headed by someone age 40
to 64 is about twice as high as the average gross income of a house-
hold headed by someone 65 or over, but the after-tax, per capita
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income of elderly households is actually sightly higher than that of
younger families ($8,886 in 1984 for elderly households compared
with $8,238 for those with a head age 40-54). (Chapter 5 of the
background papers discusses this poirt more extensively.)

The poverty rate measures the income adequacy of given demo-
graphic groups. The incidence of poverty among the elderly popula-
tion has improved substantially in recent years, a further indica-
tion of their improved economic status. In 1969 nearly one-fourth of
the elderly population lived below the poverty threshold. By 1984
this portion had dropped to one-eighth.

&placement rates measure post-retirement income compared
with pre-retirement income and are used to evaluate the extent to
which retirees can continue their pre-retirement standard of living
when they no longer have earnings. Replacement rates take into
account the somewhat reduced consumption needs of retirees as
-vell as certain tax advantages for the elderly. For example, retir-
ees no longer have work-related expenses such as commuting costs
or clothing suitable for work, and generally are freed from costs as-
sociated with child rearing and education. In addition, it is usually
assumed that retirees no longer need to save for retirement but
can begin to draw down savings. Finally, although social security
benefits are partially taxable for some upper-income retirees, most
beneficiaries pay no taxes on their social security income. Many re-
tirees face lower Federal and State income taxes than they did
during their working years and benefit from other special tax pro-
visions.

Although a few researchers have attempted to establish "target"
replacement rates to determine what percentage of pre-retirement
income is necessary to maintain living standards in retirement,
there are no universally accepted replacement rates (nor, in fact, is
the measuring period for pre-retirement income generally agreed
on). One study suggested replacement rites from about 81 percent
for lower-income couples falling to about 66 percent for upper-
income workers.25 Using data from the Serial Security Administra-
tion's Retirement History Survey, and deaing 1:.re-retirement
income as the highest 3 years of the previous .10, another study
found that the retirement incomes of couples approached target re-
placement rates except among those with relatively high pre-retire-
ment earnings. Among single ,,omen, however, replaceident rates
fell short at most levels."

C. TO WHAT IS THE IMPROVED INCOME STATUS OF THE ELDERLY
ATTRIBUTABLE?

Increasing income from sources other than earnings has made
retirement possible and comfortable for many Americans. In gener-
al, retirees are financially better off today because they have ac-
crued claims to work-conditioned retirement income, including
social security, and have accumulated personal savings. Between
1967 and 1984, the proportion of elderly households receiving social
security benefits rose slightly, from 86 percent to 91 percent (see

23 Testimony of Dr Alicia H. Munnell, House Ways and Means Subcommittees on Oversight
and Social Security, July 18, 1985.

26 Boskin and Snoven, Concepts of Earnings Replacement.
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table 6 in chapter 6 of the background papers). However, he aver-
age social security benefit for retired workers increased by two-
thirds, from about $3,540 in 1965 to $5,858 in 1987 (in 1987 constant
dollar. This growth in benefits represents a substantial real in-
crease in benefits resulting from liberalization of the payment for-
mula and real wage growth.

From 1967 to 1934, social security as a share of all income going
to the elderly increased by only 11 percent, from 34 percent to 38
percent (see figui, 3). On average, however, 1 refits increased by
about two-thirds in real t,rms. This indicates that the income of
the elderly from sources other than social security has increased as
well. Among other sources, the most telling change is the reversal
of earnings and asset incoine as income shares. Twenty years ago,
earnings accounted for 29 percent of all income going to households

th an elderly member (age 65 or over), and were second only to
social security as a share of the income of the aged. By 1984, how-
ever, earnings accounted for only 16 percent of the income of elder-
ly households, ranking third as an income share after social securi-
ty and income from financial assets. T1.us, it appears that income
from assets has offset much the decline in income from earnings,
as is illustrated by figure 3. Not only is asset income an important
source of support for older persons, but it also is rec"ived by a ---..b-
stantial portion of elderly households: over two-thirds report Le-
ceipt of asset income. Although there is a large variance in t11,-;
amount of asset income received by individual elderly households
(and it varies substr ltially by income level), it is extremely impor-
tant to today's retirees, accounting for a large share of income re-
ceived by a significant portior of that population. This sizable asset
income may explain much of flu labor fore.) withdrawal that has
been occurring on the part of men in their early 60s.
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About one in four elderly persons receives pension income from a
private employer, and one in six receives a pension from public
s tor employment. The proportion of aged Ito_sehold,: receiving
private employer pensions grew significantly between 1967 and
1984, from 12 percent to 24 percent, but, as a percent of all income
going to elderly households, private pensions increaseu only from 5
percent to 7 percent during this time. This indicates that much pri-
vate pension income is quite small: in IA4 the median private pen-
sion was about $2,900 for retirees :tge 63 End over, and about $4,500
for those age 55-64.

Overall, the points to be made about the income of the elderly
are that (1) it has increased substantially over recent decades, but
(2) the proportion of income from social security and pensions has
changed little, but a significant shift has taken place with de-
creased earnings and increased asset income in the period. Thus,
although it is often maintained that social security has been large-
ly responsible for the improved situation of today's elderly, it has
been a more important factor for those without other sources of re-
tirement income than it has been across the entire income spec-
trum.

D. INCOME DISTRIBUTION AMONG THE ELDERLY

As might be expected, lower-income elderly households rely heav-
ily on social security and public assistance income and have little
in the way of asset income (table 2). Social security accounted for
77 percent of the income of those elderly who had incomes below
pp() in 1984. Although 9 out of 10 elderly households received
social security, it accounted for only about one-fifth of the income
of the wealthier recipierss (those with incomes over $20,000). The
data also indicate that the elderly who continue to work general;
have higher incomes than those who do not, a factor that is likely
to be associated with a history of better-paying jobs, good health,
and thus better opportunities for continuing employment.

TABLE 2.SHARES OF AGGREGATE INCOME BY SOURCES FOR AGED UNITS AGE 65 AND

OVER, 1984

[In percent)

Income status
Emp Iny

ment
earnings

Employer
Social pensions or

security private
annuities

Income

fr )n1 SSI Other Total
assets

Under $5,000 0 77 3 4 14 2 100
$5,000-$9,999 4 71 8 10 3 3 100
$10,000-$19,999 10 48 17 21 0 2 100
Over $20,000 23 20 15 39 0 1 100

Total 16 38 14 28 1 2 100

Source U S Dept ..f Health and Human Services Social Security Administration Income of the Population 55 -Id Over,
1984 SSA Publication No 13-11811, Dec 1985

The economic situaticn of the over-65 group as a whole is ' such
improved over what it vv as in past generations, but large disparities
remain among certain silt groups of the elderly. In particular, the

71



45

incidence of poverty remains high among elderly single women.
Nearly 20 percent of all elderly women who live alone have in-
comes below the poverty threshold (a total of 1.4 million women),
about double the poverty rate for all elderly people. And, if not ac-
tually below poverty, many single elderly women have near-pover-
ty incomes: a total of 44 percent of all elderly widows have incomes
below 150 percent of the poverty leve1.27 (For additional discussion
of poverty and the elderly, see chapter 5 of the background papers.)

The causes of poverty among older women are varied and com-
plex, but a few generalizations can be made. Many have been poor
or love income for a large part of their lives. If they spent time in
the labor force, it was at low paying and often intermittent jobs;
many were married to someone who was a low-wage worker. The
low-income and poor elderly did not, in their younger years, have
the kind of work and income history that would permit accumula-
tion of savings, pensions and large social security benefits. A recent
study on the causes of poverty among widows found that these
women are likel3 to have had husbands whose health was poor,
with the concomitant problems of lower earnings, less savings (or
perhaps depleted savings), early labor force withdrawal due to
health factors and early death.2 About half of poor widows had
been poor 'r efore widowhood, and half became poor upon widow-
hood either through loci, of accrual of retirement inc...ne or be-
cause of medical and deatn expenses. Recent legislation requiring
that the election or rejection of a spouse survivor benefit be a joint
decision by husband and wife will have little effect on such survi-
vors because, for many, no pension rights were accrued and, for
others, th% pension benefits are not large enough to provide a sur-
vivor benefit of any size.

Review of the income sources of the poor and 7-- onpoor elderly
who live alone (80 percent of whom are women) inaicates how im-
portant social security is to these people (table 3). Social security
represents an estimated 79 percent of the income received by single
elderly persons living alone and below poverty; in comparison, it
represents an estimated 22 percent of the income of those who
might be classified as moderate to high income ($16,224 and over
per year). It is estimated that about one-third of this population re-
ceives public assistance (principally SSI), and, in combinatic with
social security, these two sources make up 93 percent of the income
of the poor, single, elderly population. Thus, in spite of receiving
social security and SSI, many elderly remain in poverty. This is
true because basic Federal SSI benefits (currently $340 per month
for a single individual) are below the poverty threshold, and they
are reduced dollar-for-dollar by any social security the individual
receives in excess of $20.

27 The Commonvoalth Fund Cc iission on Elderly People Living Alone Old, Alone and
Poor A Plan for Reducing Poverty among Elderly People Living Alone (Technical analyses by
ICF, Inc ) Baltimore, April 1987 (Hereafter cited as Old, Alone and Poor)

" Hurd, Michael, and David Wise The Wealth and Poverty of Widows. Assets Before and
After the Husband's Death Draft report to the Commonwealth Fund Commission on Elderly
People Living Alone.
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TABLE 3.RELATIVE CONTRIBUTION OF INCOME SOURCES FOR PERSONS AGE 65 AND

OVER LIVING ALONE, 1987

(In percent)

Poverty status
EmP4' Social Employer

Ifni
ment om SSI Other Total

earnings
gaudy pensions

assets

Poor 1 (under
$5,408) 1 79 3 3 14 100

Near poor 2

($5,409$8,112) ... 3 81 6 8 2 100
Mi,lest income 3

(68,113
$16,224) 7 56 13 21 3 100

Moderate-to-high
income 4 (over
$16.224) 12 22 13 52 1 100

Total 9 40 12 37 1 1 100

Estimeed poverty threshold for single elderly persons in 1987
2 100 penal to 50 percent of poverty
3 150 percent to 300 percent of poverty.
4 Over 300 percent of poverty.
Source- Estimates prepared for the Commonwealth Fund Lunmission on Elderly People Ling Alone (1987) Dy !CT, Inc

Estimates are based on Current Population Survey (CPS) data at'rusted for surve: underreporting

Under projections of social security benefits published by the
Social Security Trustees based on their intermediate assumptions
and projections of income from all sources by ICF, Inc., also using
the Social Security intermediate assumptions, future generations of
elderly persons will be better off in real terms than today's retir-
ees.29 Nevertheless, poverty among elderly people living alone and
among women in particular is potentially a problem that will per-
sist into the first decade of the next century; it would persist if (1)
women continue to work less steadily and at lower-wage jobs than
men and thus qualify for lower social security and pension benefits,
and (2) if working women continue to be employed in industries
with low pension coverage rates. Various projections of re& wage
growth indicate that the elderly in the future will have larger re-
tirement income in real dollars than today's retirees, and that the
poverty rate among elderly as a group would consequently fall.
However, increases in retirement income for elderly single women
might not improve accordingly because, in spite of increasing labor
force participation among women, many may continue to have rel-
atively sporadic attachment to the labor force and earn relatively
low incomes.

E. RETIREMENT: PAST SENDS AND FUTURE DIRECTIONS

If projected rates of continued economic growth far into the
future do not materialize the baby boom will approach their retire-

34 Old, Ainne and Poor. In the preparation of this report, the Commission contracted with
ICF, Inc. a .esearch-consulting firm, for

pa
estimates and projections pertaining to ins me sources

and amounts for the elderly population ICF data are included as an appendix to the Commis-
sion report When used in this paper, these estimates and projections will be referred to as pre-
pared by ICF, Inc.
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ment years with fewer sources and lower amounts of retirement
income compared 1,o today's retirees. The current generation of re-
tirees has benefited from uniquely favorable economic conditions.
They participated in economic growth during their early adulthood,
realized significant real wage growth, were able to buy homes at an
early age, and accrued savings in financial assets. The rise in inter-
est rates that began in the late 1970s and continued through the
early 1980s allowed their savings to con-nound and grow in the
years just before retirement and in ear13 retirement when their
consumer sp ding was declining. Thus, it has been possible for
them to supplement their income with large returns on their sav-
ings. As a result, the current generation of retirees entered their
later years with appreciable persona) '-ancial resources in addi-
tion to substantial social security ben,._,,.s and the assurance that
their social security would maintain its purchasing power. Hence,
they could afford to retire early, and such a trend became apparent
in the 1970s.

I. Past Retirement Trends
The increase in the incidence of retirement and the trend toward

earlier retirement among American workers are readily apparent
from hiFtorical labor force participation data (see chapter 6 of the
background papers). Only 16 percent of men age 65 and over were
in the labor force in 1985. This is one-third the rate for this age
group 35 years earlier. bureau of Labor Statistics (BLS) data also
show a clear trend toward retirement before age 65. The labor
force participation of men between the ages of 55 and 64 dropped
by over one-fifth between 1950 and 1985, much of which can be at-
tributed to social security's becoming available to men at age 62 as
of 1961.

Looking ahead toward the retirement of the baby boom in the
first decades of the next century, a critical issue is whether these
trends toward early labor force withdrawal will continue, stabilize,
er possibly reverse. The trend toward retirement at younger ages
causes concern as the retirement of the baby-boom generation ap-
proaches and raises the specter of an increasingly large group of
older nonworke-s dependent on a comparatively small tabor force
(chapter 3 of the background papers analyzes measures of "depend-
ence" in detail). To the extent that members of the baby boom are
currently building up claims for future retirement income, continu-
ation of recent early retirement trends raises serious questions
about whether the resources will be available to meet the claims of
an unprecedented number of retirees. Projections by the Social Se-
curity Trustees and others, based on the growth rates of intermedi-
ate assumptions, show that over their remaining working years the
baby boom will realize real growth in their retirement benefits and
will accrue adequate resources for a comfortable retirement. But
the extent to which the baby-boom generation reaches retirement
with the private resources to provide for themsel ves will depend in
large part on whether this projected economic growth actually ma-
terializes.
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2. Early Retirement and the Baby Boom
Thus far, as young adults the baby -room generation has experi-

enced low real wage growth since they entered the labor force in
the 1970s. unless the future holds a return to sustained peri xis of
economic growth, they may be in a very different position from
today's retirees as retirement age approaches. Large, ad hoc in-
creases in social security replacement rates such as occurred in the
late 1960s and early 1970s are unlikely to occur again. But if
income from pensions and social security grows enough as a share
of income of the elderly, and if individual savings pick up as the
baby boom enters its peak earnings years, they may have high
enough incomes to support continued early retirement. If not, they
may choose to work longer. In fact, in recent years, legislation has
been enacted with incentives for older workers to remain on the
job as they approach the age at which they might begin to think
about retirement, including: (1) a gradual increase in the age for
full social security benefits to age 67 by 2027, (2) a gradual increase
in the delayed retirement credit for workers who continue to work
beyond the age for full social security benefits (tc be fully phased
in by about 2008), (3) liberalization of the social security earnings
test (beginning in 1990), (4) elimination of mandatory retirement at
age 70 under private pension plans, (5) the requirement that pr'-
vatn pension plans allow workers to continue to accrue retirement
credit if they work past the normal retirement age, and (6) reduc-
tion in the time period required for a worker to become vested in a
private pension plan.

8. Trends in Pension Income
Private pensions will continue to be an important source of

income for the baby boom, but their importance in relation to
other sources of retirement income may have been exaggerated.

Although the formation of new employer pension plans seems to
have leveled off, more of today's workers will reach retirement
having worked in jobs covered by a pension plan than did past gen-
erations of workers. In 1984, 40 percent of elderly household uni's
reported receipt of pension income from public or pr;vate
sources.3° However, projections indicate that, over coming decades,
growing proportions of retirees will receive pensions. For example,
projections of pension receipt prepered by ICF, Inc., for the Com-
monwealth Fund Commission on Elderly People Living Alone indi-
cate that about by the year 2020, 63 percent of all elderly people
could receive a pension from private or public employment.3' How-
ever, even though more elierly workers may qualify for a pension
in the future, those benefits will not necessarily be large. For ex-
ample, the portion of the elderly receiving a pension increased sub-
stantially from 1967 to 1984, bv+ private-employer nensions grew to
one-fourteenth of all retirement income. The ICF projections indi-
cate that this could continue to be the case as the baby boom re-
tires in the next century. The ICF study estimates that income
from private and public pensions combined will not rise substan-

30 U.S Dept of Health and Human Services Social Security Administration. Income G. the
Population 55 and Over 1984. SSA Publication No. 13-11871, Dec 1985

' Old, Alone and Poor, table B-5.



49

tially above their current share of income sources of the elderly
(about 15 percent). Therefore, in spite of increasing pension receipt,
the pensions received by future retirees will likely continue to be
modest as a share of their total income.32
4. Projections of Future Labor Force Participation

As labor force participation declined between the 1960s and the
1980s, earnings dropped as an income share of the e. Jerly, and
income from assets increased. The projections into the future indi-
cate that asset income will continue to grow and that social securi-
ty will remain about the same as a share of incom- of the elderly
in 2020. Earnings will decline somewhat, with some of the share of
income they currently represent being replaced by the increase in
assets. However, there is also the possibility that, as more workers
anticipate receiving an employer-provided pension, nersonal retire-
ment savings will decline.

TABLE 4.LABOR FORCE PARTICIPATION RATES FOR OLDER MEN, 1985-2020

(In percent)

Age

ICF/BLS l SSA 2

1985
(actual)

2000
(projected)

2020
(projected)

1985
(actual)

2000
(projected)

2020
(projected)

55 to 59 79.6 76.7 (3) 79.6 76.2 74.1

60 to 61 68.9 540 (3)
60 to 64 (3) 55.7 51.9 51.1

62 to 64 46.1 34.8 (3,
65 to 69 24.4 14.2 (3) 24.2 22.2 19.1

70 to 74 14.9 11.3 (3)
70 plus (3) 10.5 10.7 9.1

75 plus 7.0 5.4 (3)

' Old, Alone and Poor Report of the Commonwealth Fund Commission on Elderly People Living Alone April 1987 p B-6
Projections by ICF, Inc based on BLS data and adjusted to account for 1933 Social Security Amendments and elimination of
age 70 mandatory retirement and projected to the year 2000 labor force participation defined as the average loual
participation as determined from the Current Population Survey (CPS)

2 Economic Projections for OASDHI Cost and Income Estimates unpublished data prepared for the 1937 Annual Report of
the Board of Trustees of the Federal Old-Age and Survivors Insurance and Disability 'isurance Tru, t Funds (Based on
Alternative II-B Economic Assumptions Includes elimination of mandatory age 70 retirement and other changes made in the
1983 Social Security Amendments ) Labor force participation defined as the average annual participation as determined from
the CPS

3 No change

Forecasts about future labor force participation among men in
their early 60s differ. For example, projections based on BLS data
and adjusted to account for the new retirement legislation show
that the labor force participation rate of men age 60-61 will decline
by about 22 percent between 1985 and 2000 (t-om 69 percent to 54
percent), and that the decline among those age 62-64 will be nearly
25 percent by the turn of the century (from 46 percent to 35 per-

32The data are generated by the ICF, Inc, PRISM microsimulation model For the reasons
discussed in section VI, these projections may overstate the growth in ,.come form private de-
fined benefit pension plans These simulations also may underestimate the extent to which pen-
sions substitute for personal savings.
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cr. t).33 The projections about somewhat younger men (age 55-59),
however, show a modest decline of 3.6 percent in the same time
period. (See table 4). Other projections show a less steep decline
and a leveling of the early retirement trend. The Social Security
Administration (SSA) estimates that the labor force participation
of men 60-64 will decline by about 8 percent from what it was in
1985 to the year 2020 (table 4), and that the average age at which
social security retirement benefits are drawn will be about the
same in the early decades of the next century as it is today.

F. CONCLUSIONS

Projections of the income of future retirees are highly dependent
on the assumptions used about the future of the economy and real
wage growth in the next decades. The projections are based on the
Social Security intermediate assumptions, and include real wage
growth of about 1.5 percent annually between now and 2020, which
is large enough to compensate for the periods of negative and very
low wage growth today's young workers have experienced since
they entered the labor force. Under these projections, it seems rea-
sonable that the size of social security benefits will support contin-
ued current early retirement rates for future retirees.

However, the retirement decision seems to be highly conditioned
by the availability of unearned income and primarily by asset
income, and the decisions that will be made by members of the
baby boom as they reach retirement age will depend heavily on
their individual retirement savings, which also are strongly linked
to real wage growth. If the economy performs more poorly in the
future than the Social Security intermediate assumptions ind;cate,
it is possible that earnings and assets, as portions of the retirement
income pie, could reverse positions again, and early retirement
trends could slow or reverse. If problems of income adequacy and
distribution become apparent, Federal programs and policies can
be adjusted as the need arises. However, to some extent, the labor
force participation of older workers self-adjusts to their economic
situation.

It is extremely difficult to quantify and incorporate behavioral
and attitudinal changes that may occur in society into mathemati-
cal forecasting models. The important point here is that labor force
participation and retirement rates in the future cannot be predict-
ed with certainty, but are conditioned by a large number of eco-
nomic ar: I behavorial factors: labor market conditions, economic
circumstances during a worker's lifetime that permit the accumu-
lation of personal savings, availability and generosity of public pro-
grams for the elderly, and attitudes about work and retiremen t.

In addition, retirement trends themselves can change the rela-
tive attractiveness of retirement versus continued work. A positive
correlation exists between amount of education and length of work
career. Thus, the relatively high educational status of the baby
boom may support delayed retirements. Furthermore, labor short
ages cot" develop as the baby-boom generation prepares to leave

33 Old, Alone and Poor, p. B-6. The BLS makes no projections beyond the year 19°5 "'he ICF,
In: projections simply extend those done by the BLS to the year 2000, and assume that labor
force participation rates beyond that time remain about constant.
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the workforce. If the following generation cannot fill the demand
for labor, it is likely that wages would rise, employers would re-
strict use of early retirement options in their pension plans, and
older workers would be induced to remain on the job.

VI. BUILDING CLAIMS FOR RETIREMENT INCOME

Workers and their spouses acquire and redeem the claims that
allow them to have income during their retirement years in several
different ways. The Federal Government has major roles in the
creation and enforcement of these claims. In some instances, that
Federal role is direct and exclusive, as with claims for social securi-
ty benefits. Such claims are created and enforced through the Gov-
ernment's capacities to tax, invest, borrow and spend. In other in-
stances, the Federal Government's involvement is indirect and de-
pends on the decisions of others, as with claims arising in most pri-
vate pension plans. These claims, though created and enforced in
the private sector, often are permeated with Government involve-
mentthrough tax subsidies, Government insurance, and Govern-
ment regulation.

N. RETIREMENT CLAIMS: THE LINK BETWEEN CURRENT EFFORTS AND
FUTURE INCOME

Claims for retirement income, either the public or private sector,
are but promises and expectations that must be met from the soci-
et; 's production in a later period. In order to pay the claims, the
next generation of workers has to restrict their potential consump-
tion in order for retirees also to consume a portion of society's cur-
rent output. Retirement claims thus depend upon the capacity and
willingness of future generations to honor statutory and legal
promises and to make use of for buy goods or services from) proper-
ty held by older people. Those conditions, in turn, depend on such
fundamentals as civic order, the absence of major international
conflict, and healthy domestic and global economies. Without these
basic preconditions, the future society will not produce the total
output that can be divided between workert. (and their children)
and retirees in ways that meet the latter's expectations about re-
tirement income. Of course, when these basic preconditions are
lackingas, for example, happened in the Great Depressionwar-
ranting accumulated retirement income claims is just one of soci-
ety's many dilemmas.

It is easy, but incomplete, when analyzing this process of accu-
mulating and honoring retirement claims, to assume a "labor
theory of value." This theory holds that all the production of goods
and services in the economy in a given period tames solely from
the efforts of the then working generation which must "share"
that production with non-workers, including those in earlier, now
retired, generations. This v;lw often emerges when the retirement
of the baby boom is discussed in terms of dependency ratios and
economic burd'ns, especially in the context of whether the Na-
tion's future labor force will be large enough to sustain the baby
boom's retirement.

However, the productii n of a generation of workers is, to a large
extent, a function of earlier generations' endowments. Those en-
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dowments take the form of capital equipment other tangible
and intangible property, and also incorporate less evident efforts,
such as education of children and, for some generations, even the
defense of the country's existence.

The linkage of retirement income claims on the current economy
to past efforts is most evident when claims that retired individuals
hold in their wn accounts are examined. These claims sometimes
take the form of employer-sponsored, tax-favored savings, such as
defined contribution accounts. Most often, however, they are ordi-
nary savings and investments (including housing) that individuals
undertake on their own. In all th-se cases, individuals (sometimes
with others in pension trusts) hold promissory notes or instruments
of business debt, or, alternatively, they own property, corporate
equity or other types of business interests. In the creation of these
claims, it usually is possible to connect antecedent savingsthat is,
some sacrifice and deferral of potential consumption at an earlier
momentwith an investment that helps create future income for
retirement.

The linkage is less obvious in retirement claims that are prom-
ises to pay a pension benefit sometime in the future. Some employ-
ers make such promises in what generally are termed defined bene-
fit pensions. These plans are subject to special trust rules dictated
by the Federal Government, as well as contract law, and are tax-
favored (that is "qualified").34 These plans are complex economic
understandings in which workers probably defer current compensa-
tion over long time periods in exchange for a promise of retirement
income which, to some extent, the employer guarantees. Under
current law, employers must attempt to back these promisesat
least to the extent of the legal and actuarial benchmark of "ac-
crued benefits"with the same kinds of debt and equity savings
that are contained in defined contribution accounts or in ordinary
savings vehicles."

Society's major pension promise is social security, an intergerAer-
ational understanding that operates through the Federal Govern-
ment's accounts. Unlike private retirement claims that are enforce-
able as contracts and trusts in the courts, social security is a statu-
tory promise; Congress can alter, or even abolish, rights to social
security for workers and even current retirees. Nonetheless, it is
difficult to imagine a set of conditions in which the political proc-

"In relatively few cases, employers and relatively well-to-do employees may negotiate so-
called "non-qualified" deferred compensation agreements which t By are "unfunded". Al-
though these agreements exist outside LRISA and the Federal tax ci s special rules for retire-
ment plans (hence, "non-qualified"), they are subject to ordinary contract law. An employer can
set aside money to finance such an agreement. but any reserves must be reachable by the em-
ployer's general creditors to be "unfunded."

"The link between employers' funding their retirement income promises and increases in
the society's overall savings and Investment is not axiomatic "Consider the result if two corpo-
rations each decide to advance fund their pension plans through cash raised by issuing deben-
tures, and if each ends up investing it_ pension plan assets in the debentures of the other Both
plans are fully funded, but they have been funded through a series of financial transactions that
haw no effect on aggregate savings or inv..stment " Thompson, Lawrence H Some Observations
about the Effect of Altering the Public/Pr vate Mix of Retirement Incomes. Speech delivered at
a conference on So al Security and Private Pensions. Providing for Retirement in the 21st Cen-
tury, sponsored by the Institute for Law and Economics, Apr. 24, 1987.

In addit.on, increased savings does not necessarily lead to increased investment It did not in
the Great Depression Before business will use additional savings for new investment in plant,
equipment, or training, they must perceive that the demand for their goods and services will be
'xpanding. Further, not all investment successfully leads to economic growth

7 9



53

ess would substantially dishonor social security claiws unless, at
the same time, severe economic exigencieslike those cf the Great
Depression or a period of hyperinflationwere simultaneously de-
valuing nongovernmental retirement claims in very substantial
ways (for example, the bankruptcy of the businesses whose debt
and equity are held by pension trusts).

Although savings and property interests, in their usual sense, do
not back social security, this does not mean that the program's
claims are not based on antecedent efforts by its beneficiaries. At
the very least, the retirees' previous payroll taxes financed the ben-
efits paid to a yet earlier generation. In addition, depending on the
Government's c-rerall fiscal posture in those earlier periods, retir-
ees' earlier payroll taxes may have supplemented their income
taxes in helping build public infrastructure, educate and train up-
coming generations, and preserve the country's existence. The cor-
relations between a generation's antecedent efforts at 3 its social
security benefits are not easily determined, however, and can lead
to simplistic descriptions of the program as just a tax-transfer
mechanism that imposes "burdens" on current w rkerswithout
acknowledging the retirees' previous contributions to the economy.

B. RETIREMENT CLAIMS IN THE GOVERNMENT SECTOR: THE SOCIAL
SECURITY PROGRAM

Developed industrial societies principally provide retirement
income through so-called "statutory" pension schemes. The nearly
universal statutory pension in the United States is social security.
(Medicare often is considered part of social security; in this report,
however, medicare claims, and the Federal Government's other
programs for the health care of the aged, are discussed separately.
See section VII of this o7erview and chapter 10 of the background
papers.)

Current program data and projections of Ietirement income into
the first quarter of the 21st century show that social seem 't: is,
and will continue to be, the key source of income for very large seg-
ments of the retired population. z--s noted in section V, income
from social security accounts for nearly two-fifths of r.11 income
among today's elderly population, and in most projectims will ac-
count for about that much in the year 2019. Given this stability in
the program as a source of income among the elderly, the increas-
ing number of elderly in the baby-boom cohorts (relative to the rest
of the population) will cause projected program benefits to require
a rising pe'centage of society's overall resources in the early part
of the next century."

Of course, any major change in the aggregate size of social secu-
rity, or in its benefit formula and other entitlement provisions,

36 In 1983, social security expenditures were about 5 percent as a fraction of the GNP. for
1987, they are estimated r.t 4 73 percent of GNP according to the intermediate projections of
Social Security's Board of Trustees Because of favorable demcgraphics over the next two dec-
ades, the program is estimated to fall as a fraction on GNP to about 4.25 percent In the year
2005, just before the earliest cohorts in the baby boom begin to draw retirement benefits By the
year 2035, when the baby boom will have its greatest net impact on the program, estimates are
that the program will grow slightly over two percentage to;ntF as a fraction of GNP to around
6 51 percent and the r decline somewhat Thus, compared to rt...ent experience, social security is
projected to increase by about 30 percent, compared to its relatively low point ,n 2005, it is pro-
jected to increase by 53 percent over a 30year period.
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could affect when most people in today's labor force choose to
retire and could affect their standard of living in retirement. In ad-
dition, major departures from current policy in the program's fund-
ingfor example, "full funding" or "privatization" 37could affect
the Government's fiscal situation, the consumption level of today's
workers, and the national economy. Even if all or part of social se-
curity were privatized, as some have advocated, ma; -r changes in
program financing ultimately would depend on decisions about the
Government's fiscal policy requirements, rather than on technical
formalities about funding.

Even though issues of distributional equity in social security are
not directly related to aggregate social security benefits for the
baby boom, they are discussed briefly here because they define, in
part, the program's objectives. As social security cost and fundir6
Issues are considered in anticipation of the baby boom's retirement,
the program's basic distributional issues likely will be part of the
debate.

1. Financing the Baby Boom's Social Security Retirement Claims
Probably the most discussed issue in debates about the baby

boom's aging and future retirement is the funding of its social secu-
rity claims 38 The first part of this section describes the implica-
tions of the funding methods inherent in current policy. Following
that description, the effects of current policy, possible alternatives
to that policy, and the relationship of the program's projected size
to society's resources will be discussed. (Chapter 8 of the back-
ground papers presents a more comprehensive analysis of these
issues.)

a. The creation and payment of social security claims.Social se-
curity rests on the concept of "covered earnings." Those earnings-
91.5 percent of all employment income in 1985define the base on
which benefits are calculated. Except for some already legislated
decreases in the level of benefits taken before "normal" retire-
meat, the social security benefit formula is designed to produce
constant replacement rates over time. This means that social secu-
rity benefits received by successive cohorts will remain constant as
a percentage of indexed lifetime earnings. However, because each
cohort's earnings history is projected to be higher than that of its
predecessor, each cohort is also projected to receive benefits that
are higher in terms of absolute purchasing power.

In addition, covered earnings define the base on which payroll
taxes are levied to finance the program. Those taxes are not set
aside to finance an individual's future benefits, but to finance cur-
rent benefits." Hence, the program's financing typically is charac-
terized as "pay-as-you-go." The program is said to be in "acutarial
balance," when the sum of its future income over the next 75 years

" Chapter of the background papers discusses these alternatives to current social securityjolicies.
3° In addition to the 1987 Annual Report of the Social Security Board of Trustees (especially

tables 26, 27, 29, Fl and F2), this discussion relies upon Actuarial Note 1?0, April 1987, Long.
Range Estimates of Social Security Trust Fund Operations in Dollars, by Harry C Ballantyne,
A.S.A., Chief Actue y, Social Security Administration.

3° Income taxes raised from the partial taxation of social security bene&its among high income
beneficiaries are also used to finance the program's current operations.

8 2
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approximately equals the sum of its future costs over the same
period. Even though these two sums are currently estimated as
being roughly equal to one another, the program's reserves are pto-
jected to fall below those necessary to pay full benefits in the year
2051, some 10 years before the end of the pr action period.

Although not funded in the sense that private pensions are,
social .security can have reserves in its trust funds and, therefore,
may be thought to be partially "advance funded." To the extent
that a given year's trust fund revenues exceed the year's current
cost for benefits and administrative expenses, the "surpluses" are
posted to the Social Security trust fund accounts. By law, these sur-
pluses are invested in Federal Government obligations.

In a period, such as now, when the Federal Government's budget
(excluding social security) is in deficit, payroll tax surpluses effec-
tively are being used to decrease how much the Federal Govern-
ment otherwise would have to borrow from domestic or foreign in-
vestors. Thus, social security payroll taxes that exceed current ben-
efit outlays help support the rest of the Government's operations.
If the Government budget were otherwise in balance or were run-
ning a surplus, these excess payroll taxes would help decrease the
amount of outstanding debt held by the Government's creditors.
Under these conditions, the Federal Government would be retiring
its so-called "debt held by the public" (or external debt) while si-
multaneously creating larger amounts of debts held by Govern-
ment accounts (or internal debt) in the Social Security trust
funds.4° In years when payroll taxes alone are not sufficient to
cover social security benefits, some combination of payroll taxes,
interest from the trust funds or a draw-down in trust fund reserves
is used to make payments. Interest on the trust funds or their liq-
uidation, along with all the other current year obligations of the
Federal Government, ultimately must be financed by the Treasury
from other (nonpayroll) taxes or, if necessary, by sales of Govern-
ment assets and borrowing from domestic and foreign investors. To
the extent that the Federal Government obligations in the form of
trust fund reserves are redeemed by nonpayroll tax sources of
funds, then the trust fund reserves are another form of "pay-as-
you-go" Federal financingalthough one that rests on a broader
base than the payroll tax. (As discussed later, the Treasury could
use trust fund surpluses to purchase non-Federal debt. The Treas-
ury could then sell that non-Federal debt at a later date to help
redeem its ob!gations held by social security.)

b. Current policy: partial advance funding. Until recently, the
policy consensus was that Social Security trust fund reserves
should be high enough to allow the program to weather a reces-
sion. In other words, in exchange for having levied more payroll
taxes than were necessary to pay benefits in previous years of
healthy economic gro ivth, the social security system was given
budgetary resources to pay full benefits in a period of economic
downturn.

"Since the passage of the Balanced Budget and Deficit Control Act of 1985 (Gramm-Rudman-
Hollings), the Social Security program is no longer part of the unified Federal budget However,
its taxes and expenditures are still used In defining the targets in that Act and compliance
therewith To simplify this discussion, Social Security, though an "off-budget Federal entity," is
treated as any other Federal Agency would hr,
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Over the past decade, however, the concept of trust fund reserves
has been broadened in order to facilitate funding of the baby
boom's retirement while, at the sahie time, keeping the social secu-
rity payroll tax constant for a very lo ag time. The possibility of an-
other short-run trust fund deficiency, however, cannot be summari-
ly dismissed. Payroll tax increases are scheduled for 1988 and 1990,
and if the Trustees' intermediate ecommic assumptions hold, the
trust fund will build up by increasinj amounts all riming the
1::90s. Even under the Trustees' pessimistic assumptions, a buildup,
though somewhat smaller, will occur. However, a serious economic
recession in the early 1990s could create trust fund problems even
with the scheduled tax increases.

The 1977 and 1983 Social Security Amendment I formalized this
concept of using the trust fund reserves to finan c...- the baby boom's
retirement. The 1983 law stipulates that the combLed employer-
employee payrol. tan' for social security cash benefits fill increase,
in two steps, by 1 percentage point from 11.4 percent in 1987 to
12.4 percent in 1990 and thereafter will stay fixed at that rate for
the indefinite future. Projections based on the intermediate as-
sumptions show annual payroll taxes (and income taxes paid on
benefits) exceeding benefit outlays during a "first period" that ex-
tends from 198'; to around the year 2018. In this period, tax reve-
nues in excess of social security's current expenditures axe estimat-
ed to increase from around $15 billion in 1987, to over $60 billion
in 1996, and to amounts in the $100 to $200 ' "'ion range in years
2000 to 2015. 'hese sur ... es are so large thPt trust fund balances
by then are estimated to grow to approximately $7 trillion. There-
after, in a "second period" extending from arc-And 2018 t.A 2050,
each 3 ear's benefit outlays a estimated to exceed payroll taxes
and income taxes paid on benefits. Figure 4 pr _iects social security
expenditures and revenues (from payroll taxes and taxation of ben-
efits) as a percent of taxable payr 11. These projections show a simi-
lar pattern to those in figure 2 above (page 34) but provide a more
standard measure of social security financing than the program's
cost as a percentage of the GNP. (These distinctions are analyzed
in chapter ci of the background papers.)
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Figure 4
Social Security rust Fund
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However, the Treasury's annual interest payments to the trust
fun-is are projected to be large enough to co, er the system's annual
shortfalls between current taxes and current outlays until 2032,
and to continue to build up the trust fundswhich are projected to
peak at over $12.5 trlllion in 2032. From 2032 co 2040, the combina-
tion of current tax revenues, interest, and a gradual drawdown of
trust fund reserves is estimated to cover outlays. Projections then
show trust fund reserves depleting rapidly between 2040 and 2050.
becoming exhausted by 2051.

During the first period, excess payroll taxes will h -' finance the
rest of the Federal Government's operations, ana wil! permit some
unknown combination of lower revenue:: from other taxes, less ex-
ternal borrowing, higher spending on other programs, and fewer
sales of Federal assets. In addition, if allowed to build up, the
excess payroll taxes conceivably could help decrease the amount of
existing Federal 4-, held by the public that must be roiled over. If
Congress chose 1, it could even allow the Treasury to pur-
chase non-Federal ac,.. om the private sector, State and local gov-
ernments, or even posswy in foreign enterprises.

In exchange, however, some combination of more revenues from
other taxes or more borrowing will be necessary in the second,
post-2018 perit.d, not just to finance the rest of the Government (as-
suming no substantial cutbacks), but also to pay for s( cial security
benefits from the interest on the bonds that have accumulated in
the trust funds and eventually to redeem them as they are being
constantly presented to the Treasury by the Social Security pro-
gram in tne 2032 to 2050 period. If the Federal Governme.it used
some first-period surpluses to purchase non-Federal debt, those fi-
nancial instruments could be sold in the second period, thereby
lessening the amou "t of ..!glier taxes, ne borrowing, or decreases
in other Federal spending that would be necessary.

The economic and budget implications of this projected trust
fund buildup depend on policy decisions concerning the overall
Federal sector and the entire economy. For example, the surpluses
of the first period could be used to increase national savings and,
therefore, capital investment and economic growth. As discussed in
chapters 4 and 8 of the background papers, this will happen if the
surpluses are used to replace some or all of the Federal Govern-
ment's existing privately held debtthat is, only if the Federal
Government as a whole is running a surplus. The monies that the
Federal Government would no longer be borrowing, therefore,
would be available for private sector investment. If, on the other
hand, the social security surpluses are used indefinitely to cover
deficits in the rest of the Government's operations, they will not
contribute to national savings. (However, if social security surplus-
es prevent additional Federal deficits from occurring, they will
help contain the recent pattern of "dissaving" by the Federal Gov-
ernment.)

Siwilarly, the overall fiscal effect of having to redeem the trust
fund's Treasury obligation) in the second period will depend on the
level of other Government spending. If other non-s al security
spending were cut b -.ck in the second period, taxes "rem other
sources, external borrowing, or sales of Government a .,sets would

R5
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have to be increased as much.'' As discussed in section HI and in
chapter 4 of the background papers, robust economic growth and
large savings over the next several decades could he'p, by br,.aden-
ing the base on which taxes would fall and by permitting a period
of relatively low national saving (including the re-creation of a rel-
atively large amount of external Federal debt.)

At some point, however, the large social security reserves postu-
lated in current law could pose difficult policy choices. If policy-
makers desire to increase national savings, social security surplus-
es over the next quarter century could be used to reduce the Feder-
al Government's external debt. The projected annual social securi-
ty surpluses are so great Chet the Federal external debtassuming
that general fund deficits cease from the mid-1990s onprobably
could be brought completely within the Social Security trust funds
by 2010.42 During the same period, the combination of inflation
and economic growth would be decreasing the real value of this
debt and its size relative to GNP.

Under the conditions described in the previous paragraph, the
external Federal debt would be retired by around 2010. Then pol-
icymakers would have to decide whether the Federal Government
as a whole should continue to be a net saver, or whether it should
move ba "k toward annually balanced budget. on a unified (i.e., in-
cludir xial security) basis. In either case, the law would still re-
quire tne Treasury to continue to issue new Federal securities to
social security in the a.. )unt of its additional ann ial surpluses. If
the Federal Government overall should continue to be a net saver,
then the Treasury would be accumulating large amounts of cabh
from the surplus payroll taxes. Assuming appropriate congression-
al authorization, the Treasury could use those amounts that it was
receiving from social security to purchase non-Federal debt. These
Federal Government investments then would become ?art of a
Treasury "portfolio" that could be sold when the trust fund re-
serves were scheduled to be drawn down.

Alternatively, policymakers could decide to keep the Federal
Guvernment as a whole in balance. The non-social security part of
the Government would incur deficits in the amount of the addition-
al Federal obligations being annually issued to social security. Of
course, any number of intermediate positions would be possible
1..ith some of the social sec trity surpluses being used to cover other
Government operations and some use I. to purchase non-Federal
debt.

The extent to which t? Federal Government shotild become a
net saver and for how wog will depend on the condition of the
overall economy. :t is not possible to deter nine in advance exactly
what the policy should be. By itself, curtailment of increases in its
external debt, and its subsequent internalization, would represent

4, While it is highly problematic to speculate on the overall level in Federal spending 20 years
hence, from the current perspective there is little ground to Felieve that very mut,r flexibility
wili exist. Other Federal spending on the elderly, especially ? healtl: care, also likely w.11 be
increasing Further, given the history of this century, there is little ream.-i to btlieve that the
Nation's national security and international commitments will be much less than they are now.

42 If th: GrammRudmanHollings target of a balanced budget, including social security out-
lays and taxes, were met by the early to middle 1990s, then the Federal Government's debt held by
the public would level off at around $2 trillion to $2.5 trillion.
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a major swing in the Federal Government's fiscal position, from
being the largest net dissever in the society to being th,. largest net
saver.

Ownership of large amuunts of non-Federal debt by the National
Government would add complexities to the policy process. Federal
policymakers might become more susceptible to arguments to nrop
up otherwise failing enterprises (or, conceivably, the financial posi-
tion of State, local, or even foreign governments). In addition, own-
ership of large amounts of non-Federal debt possibly could compli-
cate the Federal Government's latitude in fiscal and inonetary
policy. If the Treasury began to buy equity or other property rights
with its "extra" cash from social security, a gi the Federal Gov-
ernment might become a direct participant in market decisions.

c. Variable payroll tax.Under current law and all sets of as-
sumptions, incrf asing costs of social security are unavoidable in
the post-2010 period. The preceding analysis describes one way,
now in current law, for allocating these costs between payroll taxes
and other sources. An alternative method would finance the pro-
gram year-by-year from payroll taxes, allowing only for a small
trust fund to weather recessions. Under this plan, the payroll tax
rate would be lower than that in current law over the next 20
years, but then it would climb steeply thereafter, peaking at
around 16 percent in the year 2035 under the intermediate assump-
tions.

Assuming the same level of aggregate Federal Government
spending and borrowing over the two periods discussed earlier, the
only fiscal difference bet- Ten this scenario and current policy is
that other nonpayroll taxes would be higher in the first period
(1987-2018) and lower in the second period (2018-2050). The extent
of national saving in the first period would depend on the Federal
Govenrment's overall fiscal posturetha is, all taxes and all
spendingand the .-.ccommodation in the second period would
depend on the same choices about all Federal spending, the level of
total Federal taxes, and how mach external debt to create.

This approach has some auvantages. From the point of view of
tax equity and concern for stability in the structure of the Govern-
ment's nonpayroll taxes it might be preferable. This strategy would
place the perceived "burden' of adjustment to the baby-boom re-
tirement bulge on the payroll tax, rather than on other taxes.

On the other hand, financing the baby boom's social security
claims by relying on a payroll tax that declines from its current
11.4 percent to less than 9.9' nercent in 2005, and then rises to
16.06 percent in 2035, could creel& perceptions of unfairness among
those who use the concept of "rate of return" on payroll taxes as a
measure of the program's equity. A constant pay roll tax rate of
12.4 percent is comparable toeven significantly less thanwhat
social security benefits would cost, on averag' i. it, were a private
sector defined benefit plan. A payroll tax of more than 14 percent,
however, would exceed that benchmark.4 3

4' Using the "entry-age normal cost" funding methodology, the Social Security actuaries have
estimated tha., is a percent of payroll, the annual contribution cost of social security would be
about 137 E. cent for young workers now just enterrig the labor force The estimate is a pre-

Continued
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d. Privatization.Similarly, the ultimate policy choices would
not be necessarily altered if social security were, in whole or in
part, "privatized." For example, assume that all employers and
workers were required to begin paying their payroll taxes to pri-
vate entities that would be required to provide benefits comparable
to the existing Social Security program. Without those payroll
taxes, the Federal Government would be unable to pay for current
benefits unless it also cut other spending, raised other taxes, or in-
creased its external borrowing by very large amounts to make up
the difference. If the Federal Government relied mostly on the bor-
rowing alternative, it would simply borrow back the monies it had
just channeled into the private sector. In effect, the -Irivate entities
that were managing this new privatized pension system would find
themselves with portfolios consisting of Government bonds. Such
portfolios are as much "pay-as-you-go" in nature as reliance on a
statutory payroll tax. Proposals that wou d partially privatize
social security, without cutting existing benefits, inherently contain
the same potential private sector effects.

These choices are not new. The same concepts and debates arose
in the 1930s when the system was started and in the early 1950s
when it was largely revamped. In these years, the alternatives
were to pay very small social security benefits for some 30 to 40
years while claims (and funding) were slowly increasing, or to
impose two taxes on the then working populationone to pay for
the cost of current benefits, and one to advance fund future bene-
fits. It also was recognized then, as now, that any advance funding
of future benefits with Federal Government debt would be another
form of pay-as-you-go financing end that trying to advance fund
benefi +s otherwise could entail large scale ownership by the Gov-
ernment (or by entities tightly regulated by the Government) of
private sector debt and, possibly, equity. Further, then as now, po-
tentially negative macro-economic consequences of large net sav-
ings by the Federal Government we'e recognized.

e. Explicit general revenues.One way to avoid the roller-coaster
effect oc variable payroll taxes described earlier would be to place a
cap on the tc.al rate and finance any difference with general reve-
nues. One possible ceiling on the payroll tax rate knight be the cost
of the system if it had been financed on a fully funded basis from
the beginning (currently estimated as 13.7 percent). Or a different
rate ceiling could be chosen. Alternatively, a completely different
rationale for partial general fund financing ..ould be adopted. One
plan, to finance one-third of the program's annual costs with gener-
al revenues, has often been suggested.

A decision to finance social security benefits explicitly through
payroll taxes supplemented by general revenues would have long-
:un fiscal effects similar to current policy with its implicit reliance

liminary one for the program as valued in the 1987 Trustees' Report. (See Lung-Range Estimates
of the Financial Status of the Old-Age, Survivors ar.3 Disability Insurance Program, 1983, Actu-
arial study No. 91, table 19, p. 96, for me comparable estimate of the program as of the 1983
Trustees' Report) Actuarial estimates of ,pension costs are extremely sensitive to assumptions,
especially interest rate assumptions. Consistent with other aspects of the Intermediate II-B as-
sumptions, the Social Security actuaries assume a long-run 2 percent real Interest rate.,Other
analysts, who have used higher real Interest rate assumptions (for example, 3 percent), have
arrived at the very different conclusion that virtually all of today's workers are net losers in
social security.
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on general revenues from the Treasury after 2018 in the form of
large interest payments and the eventual liquidation of trust fund
reserves. However, the key link in current policy to a visible ante-
cede.at sacrifice in the form of higher payroll taxes between now
and 2018 would no longer exist.

f The reemergence of the long-run financial imbalance.-- Within
the next decide, there almost certainly will come a point at which
the constant 12.4 percent payroll tax in current law will be report-
ed as being insufficient for the program to be in actuarial balance
over the 75-year p,rojection period. This will happen because in
each successive valuation of the progra.n, a relatively "bad" demo-
graphic yea. 'n the distant future will probably be substituted for a
relatively , ood" demographic year in the present. However,
unless the underlying demographic and economic assumptions
change, the time at which the trust funds are estimated to be de-
pleted will remain roughly 2050. If Congress nonetheless considers
the actuarial balance over the entir 75-year projection period to be
important, it will face the usual ar my of choices: (1) increase pay-
roll taxes (in the future), (2) schedule future benefit reductions, or
(3) enact a provision for the infusion of general revenues into the
system, also in the future.

Because the current payroll tax is less than the cost of the pro-
gram's benefits using private pension valuation methods, a ration-
ale could be developed for resolving the 75-year financing izsue
either by increasing payroll taxes to around 13.7 percent, or by cut-
ting benefits payable to retirees in the future.:' Benefit reductions
could he calibrated so that the lifetime present value of benefits
would not exceed the present value of lifetime payroll taxes at 12.4
percent. The result of this alternative would be a less generous
systemfor example, lower constant replacement ratesfor those
who retire after 2050.

2. Social Security Casts in Perspective of Society's Resources
Ultimately, decisions about the long-run future of social security

are likely to be made on the basis of its tc,tal costs, relative to the
entire economy and the overall f'ederal sector, rather than its
funding mechanisms. The cost comparisons are often rendered
more meaningful when costs are expressed as a proportion of GNP.

Based on the intermediate assumptions, the cost of social securi-
ty as a percent of GNP will --ise from 4.73 percent in 1987 to 6.51
percent in 2035an increase of 38 percent. During this same time,
the elderly an a percent of the population will increase faster, by
nearly 75 percent. The slower growth in social security costs occurs
because the long-run projections assume that greater amounts of
compenaation will continue to shift into nonmoney wages (e.g.,
health insurance). Socia: 'ecurity replaces only money wages, and
thus declines relative to Jtal compensation. If the projected trend
away from wage and salary compensation does not continue, social
security costa as a percentage of taxable payro" ---ould decline. Ac-
cordingly, social security would have a more favorable long-run ac-
tuarial balance, but would command a larger share of future GNP.

"See FoCnote 43 above.
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High rates of economic growth do not eliminate the need to
make choices about the relative size of the Social Security program
in comparison to the GNP. Greater econon:c growth means a
higher real wage growth rate, which, under current law and as-
sumptions means that the absolute value of clai"v, in the program
will be larger as well. Higher economic growth does in crease the
denominator (the future tax base) more than it dun the numerator
(benefit claims) because a lag exists between the accrual and pay-
ment of benefits, and because social security benefits, after retire-
ment, are indexed only inflation (as opposed to wage growth,
which usually has outpaced growth in prices). Nonetheless, the net
result is to lower the relative size of the program. as a percent of
payroll or GNP, only slightly compared to what wculd occur at a
lower level of economic growth.

As discussed in section IV above, the increased GNP pei-..entage
going to social security will occur in a context in which Federal
spending on the elderly will be increasing as well. The cost of social
security benefits will rise, but, if present trends continue, not as
rapidly £3 medical care spending.

S. Social Security Distributional Issues
Future Congresses will be faced with distributior al as well as

funding issues in the social security program. These issues, some as
old as the program, are independent of the issue of the baby boom's
retirement and, for that reason they receive less analysis in this
report. However, proposals to resolve the issues often are linked to
concerns about the program's long-run financing.

In particular, questions are raised about 'he current program's
distribution by household type, earnings, and income class, and
about the tradeoff between benefits payable in the ti. e Hi which
both spouses are alive and the time in which only one is si ill alive.

a. Distribution of benefits by household type.The Social Securi-
ty program gives more benefits., relative to past payroll taxes, to
!iouseholds in which one of the two spouses is not in the pb" id labor
force or has much lower wages than the other. The benefit cost
ratios are comparatively low for never-married ingle people and
for two-earner households. These differentials reflect a "social ade-
quacy" principle of the programthat workers with "dependent"
spouses need higher benefits. As women's role in the labor force

as changed, however, the need erd fairness of these earlier social
pone. &cisions have been questioned. In addition. determining eq-
uitable distributions of social security retirement claims in the
event of divorce is often raised as a program policy issue.

b. Distribution of benefits by income.Since their inception,
social security benefits have been tiltec in favor of lo' er-wage
workers. Questions about this aspect of the progrin 1 11El fir:: have
been raised indirectly, in the context of possible negative efis,....41 on
work effort, and in the context of whether workers, especially
higher-wage workers, would receive a greater return on their pay-
roll taxes if were allowed to invest them in the private sector.

Concern about these 'sues will be expressed regardless of the
oorall size of the program or how the baby boom's benefits are
funded. These differences across income classes result from ante-
cedent legislative judgments about income adequacy in old age, and
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the capacity of lower-income workers to save for retirement rela-
tive to their other financial responsibilities.

These di- ibutional issues also exist in the wider contexts of
fiscal constraints and overall Federal retirement income policies. If
higher income workers were allowed to leave the program to
obtain higher rates of return, their diverted payroll taxes would
have to be offset by reductions in benefits to current retirees, in-
creases in other taxes, cuts in other Government Pliending or addi-
tional Federal borrowingchoices which may not Je easy to make.
The tax advantages associated with qualified employer-sponsored
plans and IRAs are more valuable to higher income workers, and
these partly offset high earners' comparative disadvantage in social
security. In addition, compared to the income tax rules normally
applicable to pension benefits, social security benefits are very
lightly taxed, an advantage which also counteracts the tilt in the
benefit formula.4 5

c. Longevity trade-offs.Increasingly, there is a tension in social
security between allowing individuals flexibility over the timing of
their benefits and the need to preserve some of a couple's social se-
curity "wealth" foi the increasing probabilities that people will be
living to relatively advanced ages. Very often, this comes down to a
trade-off between be-lents before the "normal" age of retirement
(benefits that are payable between ages 62 and 65) and the level of
benefits payable to the surviving spouse. Women live much longer
than men, on average, and the difference is likely to increase in
the future. Since women usually become widows, they may be more
concerned about the level of suviving spouse benefits. Conversely,
men may be more concerned about the level of early retirement
benefits.

C. PRIVATE SECTOR RETIREMENT CLAIMS

In addition to programs like social security, developed countries
have created complex structures for the private provision of retire-
ment clairns. Almost all major employers in the United States
sponsor pension plans and this sponsorship has been encouraged by
the Federal Government through favorable tax treatment. The
Federal Government alst is heavily involved in the supervision of
such plans: by placing conditions on the use of the tax advantages,
by regulating fair labor practices, and by serving as en ins:, 'er.
However. moF t private sector income and wealth that households
have in retim went is traceable to ordinary savings and asset accu-
mulation rather than from employer-sponsored pension plans.

This section reviews projections of private retirement income for
the baby boom, and the fundint of these private claims. It is fol-
lowed by a brief review of issues in private pensions that exist in-
dependent of financing the baby boom's retirement.

1. The Size and it inding of .baby -Room Private Retirement Claims
Discussions about the retirement of the baby boom sometimes

conclude t at these cohorts may not have "enough" retirement

4S Though highe ,ncome beneficiaries must now inclucie 50 percent of their benefits in tax-
able income, they still retain an advantage compared to the usual conventions of Income tax-
ation, which would dictate inclusion of roughly 85 percent of benefits in taxable income.
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income claims in the private sector and, therefore, that they may
press Congress to increase social security benefits or to strongly
resist benefit cutbacks that might be proposed because of the heavy
cost of the program to the Federal budget or society at large.

As noted in section V, however, available projections based on
this ass'imption of steady economic growth suggest that the baby
boom could have a higher retirement standard of living than
today's elderly, at least in terms of absolute purchasing power.

But these projections may paint too rosy a picture about the
baby boom's private retirement claims. First, their rates of increase
in real household income over their prime working years have
been lower than prev'ous cohorts. The combination of sheer num-
bers when the baby boom entered the labor force and the external
shocks of the 1970s and early 1980s kept their real income relative-
ly low. Hence, until now their retirement claims have been gener-
ated on a wage base that is not growing very much.

Second, many in the baby boom have responded to these econom-
ic dilemmas by postponing marriage and having fewer children
later in life. This behavior affects the potential of retirement sav-
ings in offsetting ways. On the one hand, by having fewer children
than their parents, many in the baby boom may be able to save
more fo, their retirement. On the other hand, the delay in having
those children may leave them with a relatively short period be-
tween their children's departure from home (or, in ma ty cases,
completing college) and their own retirement. For many A' today's
elderly, such a hiatus in their 50s allowed them to save large
amounts for retirement. That may be difficult or impossible for
many in the baby boom. Given that few in the baby boom appear
to have compensated with higher retirement savi, gs before becom-
ing parents, the net result may be lower life.lxne retirement
wealth.4 6

Third, many in the baby boom will live longer, into their late 70s
and 80s, relative to earlier generations, but they may not be saving
in anticipation of greater longevity. Individuals could be saving
enough to retire at a relatively high standard of living at approxi-
mately the same age as did their parents or older siblings, but they
may be failing to assure enough assets to maintain the surviving
spouse, usually the wife, at an adequate living standard as longevi-
ty rates increase. Private pensions and soeal security alike face
the trade-off of ,allowing individuals and couples flexibility about
the timing of the;- retirement income and the need to protect the
interests of the s vivi.ig spouse. Research to date has not yielded
definitive findings on the extent to which couples may be short.
sighted about how long they will live as a couple in retirement, and
how long one may outlive the other.

Fourth, some major defined benefit plans that generated large
retirement benefits for previons cohorts may be. unable to weather
the changing environment of the domestic and global economies.

46 it is also sometimes argued that the savings rates of the baby boom are low because they
are profligate consumers Given that most workers in the baby boom are still in the period of
their lives in which they are accumulating household durables and such, this may be a !...ema-
tore Indictment. Their savings rates may increase as they enter their peak earning years.

542, P.
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Employeer of these companies may be planning on higher pension
benefits than they will r dive.

Fifth, as the baby boom enters their peak saving years, total sav-
ings may be so large as to depress the rates of return received on
those savings, especially when compared to the rates of return that
current retirees have received (on their housing, for example). For
the same reason, the baby boom might experience some capital
losses on their savings at the time of their intended retirement
that they did not fully anticipate.47 On the other hand, a national
shift to a path of high savings and investment might increase the
baby boom's wages, causing increased retirement contributions
from wages that would make up for any lower return on capital."

Finally, the baby boom's retirement assets will be affected by the
savings from previous generations. Much of the increase m retire-
ment wealth 1d assets experienced by the current generation of
retirees probably was not fully anticipated and, accordingly, it may
not be fully consumed before they die.49 Thus, the baby boom may
inherit significant becriPsts of unanticipated retirement wealth ac-
cumulated by current retirees.

Fee ral policies designed to induce or mandate more private re-
tirement savings may not necessarily be effective. Much of the re-
tirement savings that workers accomplish through tax-favored em-
ployer-sonsored plans and IRAs is offset by smaller savings through
other means." Sometimes the offset takes the form of greater bor-
rowing, such as larger mortgages. In these "tax arbitrage" cases,
the Government loses revenues and neither individual workers nor
the Nation is, on ret, wealthier." Similar offsets probably would
occur if minimum pension benefits were mandatekl., except among
lower-wage workers and younger workers just getting started and
who are least able to save. For *hem, a mandated pension probably
would lowe their current disposable incomes, which, given tileir
situations, might not be helpful. Nor would the tax advantages as-
sociated with a tax-favored pension plan be very valuable to
the:n.92 Further, younger workers ml,,ht offset their extra retire-
ment wealth by more borrowing or less saving later in their lives.

47 Given a relative:), closed economy, the possibility of these outcomes would be increased if
the social security system were used to achieve a very lane amount of collective savings
through the governmental sector (see the discussion above)

'These economic factors, however, will be greatly Influenced by the U.S position in the
global economy The rate of return on the baby boom's retirement savings will depend, tc a
large extent, on the borrowers and purchasers of the baby boom's assets who live beyond the
confine' of this Nation So also their wage patterns will be nfloenced by the wages paid to
workers in other industrialized and developing countries

4' The current generation of retirees also may be preserving large amounts of their wealth for
the contingency of having to pay for spells of long-term care In addition, bequest rwtivations
within families may be influencing how much current retirees are consuming their as-iets

SO The generally accepted view is that workers covered '3y employer-sponsored plans 'pay for
or "save through" such plans by having other parts of their ccmpensatioa reduced For a discus-
sion of the alternative theories of how workers bear the costs of employer-sponsored retirement
plans, see CBO, Tax Policy for Pensions, p. 87-94.

" See chapter 7 of the background papers for a more comprehensive discussion of this issue.
52 For a description of the tax advantages of qualified plans, see footnote 14 For a discussion

of how the tax advantages affect retirement income and the distribution of that effect, see CBO,
Tax Policy t Pensions, cha,Aers I and VI
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2. Issues in the Distribution and Risks of Private Retirement
Income Claims

The Nation's system of private retirement income clailLs faces
other potential difficulties and choices. This section briefly high-
lights these issues, which are more extensively discussed in chapter
9 of the background papers.

a. Coverage and job tenure differentials.Workers who have par-
ticipated in employer-sponsored retirement plans over their lire-
times typically have more retirement income than those who have
not. Pension recipients, however, are not better off than others by
the full amount of their pensions, which means that they probably
have reduced their other retirement savings. Thus, to some extent,
concerns about pension coverage may be misplaced; without cover-
age in a formal plan, individuals nonetheless appear to save for re-
tirement; with coverage, individuals appear to reduce their other
savings for retirement.

How ver, workers in employer-sponsored plans (and IRAs) re-
ceive before-tax rates of return on their retirement savings. Thus,
at the very least, they are able to garner more retirement wealth
on their savings for retirement. In addition, it is possible that the
tax advantages in employer-sponso:e 1 plans end IRAs may induce
eome people to put aside more money for their retirement as wen.
Implicitly, however, all citizens pay for their greater retirement
wealth built up in tax-favored plans through some combination of
higher taxes, less Government services nd greater Federal bor-
rowing. To the extent that gains in retie .-ient wealth traceable to
the tax advantages are not distributed widely among workers, the
outcomes can be questioned in terms of both retirement adequacy
and tax equity. In particular, groups who typically receive lower
wages and have more intermittent work historiesfor ex...mple,
women and minoritiesappear to receive least from pensions
and their tax advantages.

Differences across income classes.Generally, private sector ben-
efits and particularly their tax advantages are skewed toward
higher-income workers. Part of the skewing in the tax advantages
reflects the higher income tax rates faced by higher-income work-
ers; any tax advantage, by delinition, is greater for them. As dis-
cuz--sd before, some of the relative advantages that upper-income
worker. enjoy in private retirement savings is offset by their rela-
tive disadvantages in the social security system.

Differences within income classes.Within any given income
class, the tax advantages are concentrated ong workers in indus-
tries and firms that sponsor relatively generous retirement plans.
In addition to the problem of uneven sponsorship of plans, employ-
er-sponsored defined benefit plans, as might be expected, are com-
paeatively generous for long-service workers and not very generous
for short-service workcrs. So also, these plans ,have been more gen-
erous to old- r workers and often not very meaningful for younger
workers. Participation, vesting, and integration rule chgnges made
in the 1986 Tax Reform Act and other recent legislation will
reduce some of these differentials. In addition, however, differen-
tials exist for workers who have the same amount of job tenure
under a defined benefit plan, but completed during different peri-
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ods of their working career's, especially if that job tenure occurs in
the early or middle portipns of an individual's working life. This
happens because pre-retirement inflation reduces the value of ben-
efits earned under a defined benefit plan if they arc not based on a
salary received shortly 'before retirement.

Pension differences that result from job tenure differences are
not necessarily unfair. They may reward long-service workers
whose stability and expertise make the employing firm more profit-
able and, therefore, able to fund larger pensions. Alternatively,
short-service and younger workers, who may be subsidizing the rel-
atively large pension accruals of long-service and older workers,
may at some later date also be subsidized. These are empirical
questions, but to date analyses have not determined how lifetime
differentials are clustered and the extent to which they can be ex-
1,:- ped by productivity differences among industries and particular
employers.

Job tenure differentials, however, also affect the distribution of
the tax advantages associated with qualified plans. Arguably,
therefore, access to tax-favored savings should be more broadly
available and less conditional on the decision of employers to spon-
sor plans. On the other hand, greater access may not be achievable
in ways that satisfy other social concernssuch as effects on the
deficit or the distribution of the tax burden. This leads some to
argue that the tax advantages for employer-sponsored plans should
be curtailed, even abolished.

Tn particular, the extent to which defined benefit plans should be
allowed to skew tax benefits to long-service workers has been ques-
qoned. However, this skewing in tax advantages may be the price
that has to be paid to maintain defined benefit plans, an institution
which many regard very highly for economic and social reasons.

b. Continuing risks in retirement income claims.Much of public
policy for pensions is directed to minimizing risks. For example,
ERISA requires prudent management and diversification in the
portfolios of defined benefit plans, and the PBGC exists to assure
benefits will be paid in underfunded plans that employers termi-
nate for reasons of economic distress. ERISA's diversification rules
are intended to reinforce the overall fiduciary responsibilities of
plan sponsors and to assure that workers' retirement benefits are
not exclusively tied to the economic fortunes of the plan sponsor.
Despite Federal law directed at minimizing risks in retirement
income claims, workers still face many contingencies in their re-
tirement savings

Effects of job mobility and plan termination.In addition to the
contingency that follows from the effects of job mobility on benefits
from pension plans (including the associated tax advantages), work-
ers are not assured that their employers will continue pension
plans until they retire. Early termination of a defined benefit plan
can profoundly affect what workers will actLally receive telative to
their expectations. If the workers assumed that the plan would
remain in place and reduced their other savings accordingly, they
may suffer large unexpected losses. Even in circumstances in
which a successor plan of comparable generosity is established, the
new plan's funding situation initially will be less secure. The legiti-
mate expectations of workers in defined plans underlies the cur-

4r
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rent debate over employer discretion about terminations, and the
rights of employers and workers in plan assets that remain after a
plan's termination.
.Portfolio diversification.Except for money purchase pension

plans, current law does not require defined contribution plans to
diversify their assets. Although ERISA diversification requiren ants
presumptively apply to money p'wchase plans the requirement can

Ebe overcome if the plan is estaLished as an Employee Stock Own-
ership Plan (ESOP). As a result, the value of a defined contribution
plan may be concentrated in the sponsor's assets.52 Extra tax ad-
vantages, over and beyond the ones that qualified plans normally
have, have encouraged some companies to reconstitute their retii e-
ment plans as ESOPs. Given that one of the Ley motivations
behind ERISA was to unlink the fate of workers' retiremen' in-
comes from those of the sponsor, some argue that current policy is
contradictory with respect to the funding of defined contribution
plans, especially ESOPs.

Inflation and other investment risks.Claims that workers have
accumulated in defined contribution plans (or other savings vehi-
cles) are vulnerable to inflation risks, especially in periods like the
late 1970s and early 1980s when inflation outstripped interest
rates. Similarly, unexpected downturns in the economy, especially
in the stock market, caa impose unanticipated losses on defined
contribution accounts. These can be especially disruptive if they
occur just prior to a worker's intended retirement.

The inflation risk differs for workers who are continuously em-
ployed under one defined-benefit plan and for workers who are coh-
ered by a series of defined benefit plans with different employers.
For worker; who are currently employed under most defined bene-
fit plans, tne risk of unanticipated inflation and other investment
risks is borne by the employer. In contrast, however, the benefits
that are payable to former workers who have vested rights in a
plan but have since left it for another job will be sustantially de-
valued during a period of high inflation. In addition, if an employer
closes down its defined benefit plan daring a period of high infla-
tion or economic downturn, or feels forced to terminate the plan as
too risky or costly, the workers may experience unanticipated
losses relative to their long-run expectations, even in cases where
their accrued benefits have been fully funded.54

Finally, retirees drawing benefits from either a defined contribu-
tion or a defined benefit plan can lose from unexpected inflation.
In addition, retirees who are drawing down defined contribution ac-
counts can suffer investment losses to the extent that those assets
have not been fully "annuitized" (used to buy a life annuity from
an insurance company)

Most risks of inflation or market reversals can be minimized by
portfolio diversirication, and they can be virtually eliminated by in-
i-Latment in short-term Government securities (with, however, a
cost in a lower real interest rate over the longer term). However,

" A pre vision in 'he Tax Reform Act of 1986 requires ESOPs to diversify some of the assets in
the accounts of older workers

54 Employero may end plans with sufficient assets to pay off accrued benefits, provided t...at
decision does not violate a collective bargaining agreement However, insufficiently funded plans
may be ended by employers only if they are in financial distress

7K-Al .' n 01 I
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periods of "negative" interest rates for Government bonds have
raised concerns about their use as pension fund investments. To
remedy this situation, there have been suggestions for "indexed"
Government bonds, pegged to the inflation rate plus a real interest
rate add-on determined through the normal auction process. To the
extent that private retirement savings may be in' easingly reliant
on defined contribution accumulations, indexed Government bonds
may be needed to add C.1 new measure of stability to retirement ex-
pectations.

Economic incentives and competitiveness.As the American econ-
omy becomes more interdependent with the global economy, it is
less clear whether the relatively insulated economic environment,
with its known market shares that allowed large defined benefit
plans to flourish, any longer prevails. Further, it may be more eco-
nomically advantageous for the Nation to encourage job mobility,
rather than long-term job stability. If so, then it appears that the
Nation is moving, and should move, toward a retirement system
that is more reliant on defined contribution plans (and, possibly,
social security) and less reliant on defined benefit plans. However,
a case can be made that defined benefit plans are being too easily
sacrificed to short-term economic concerns and changes in Bove,
mental policy. These debates will have to be resolved partly on ,ne
basis of the effects of retirement policies on the economy. By the
same token, national "industrial" policies, or national "competi-
tiveness" strr.tegies may profoundly affect the direction of retire-
ment policy.

8. Access to Annuities
In addition to saving through employer-sponsored pensions and

similar plans that usually offer annuities, individuals save on their
own and build up income claims in the form of financial and physi-
cal assets. As noted in section V, income from assets accounts for
28 percer t of total income going to the elderly. Howlver, individ-
uals ofte . face difficulties in converting capital assets into retire-
ment income (or "annuitizing" them). In particular, converting
home equity into an explicit income flow has been difficult, al-
though it may L more successful in the future. Some hurdles to
overcome are noted below, and are discussed in greater detail in
chapter 7 of the background papers.

There is a saying in the insurance industry: "Life insurance is
sold, but annuities are bought." This suggests that if the prospec-
tive buyer of an annuity has not decided to buy already, it will be
hard to sell it to him. One reason this might be true is that the
monthly income often looks small in relation to the purchase price.
Moreover, it often appears small in relation to the monthly income
the prospective buyer thinks he might earn if he invested his cap-
ital instead.

The monthly income from an annuity often is relatively small
because of the risks the seller must take into account. For example,
if the buyer wants some inflation protection, an insurance compa-
ny can provide a partially indexed or "graded" annuity, but the
initial monthly payment will be lower than under a nonindexed
annuity. If the buyer wants insurance against premature death
and the loss of part of the value of the premium, he an buy a
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"term-certain" annuity. A certain number of payments would be
guaranteed, but the monthly payment would be lower than under a
"straight life" annuity.

Although the annuities market is large and growing, individuals
still might hesitate to purchase them. They might prefer instead to
live off their capital. This seems relatively attractive to some, but
the retiree risks outliving his capital. If he consumes his capital
eventually, he could spend his later years with a reduced standard
of living that could drop him into poverty.

4. The Limits on Risk Prevention
There is only so much the Government can do to minimize risks

in retirement claims. Indeed, too much in the way of Government
guarantees can create moral hazards and perverse incentives that,
in turn, demand ever greater amounts of Government regulation to
correct. This phenomenon can be seen curl 3ntly in the Govern-
ment's continuing attempts to wrestle with the potential liabilities
of the PBGC and the FSLIC system. Some risks are natural, even
vitai, for a market economy to function well. A balance, therefore,
must be struck between an understandable paternalism that at-
tempts to assure adequate retirement income for all and greater re-
liance on the market to send correct signals to individuals who are
at risk to provide their own retirement income.

Further, even when it comes to retirement claims that the Gov-
ernment itself underwrites, as in social security or private retire-
ment accounts invested in Government bonds, there are no ulti-
mate guarantees. In the final analysis, any worker's retirement ex-
pectations are only as good as the Nation's economic well-being and
its traditions of obligation a, trust, in the absence of competing
priorities of drastic urgency.

"II. AGING, HEALTH, AND MEDICAL CARE

A. INTRODUCTION

Uncertainties about the ability of the aged to pay for medical
care during retirement years pose particularly difficult problems
for Federal policymakers. Federal retirement income policies for
future retirees generally focus on assuring sufficient levels of cash
income, and if projected future levels materialize, the elderly will
be able to afford the cost of their housing, food, clothing, and most
other goods and services. Medical care needs, however, are unpre-
dictable and their potentially large out-of-pocket cost may be pro-
hibitive even for many elderly with insurance.55

Two characteristics of medical ,:are distinguish it from other
issues of retirement income. In the first place, the dollar cost of the
obligation is open-ended. In contrast to income from other retire-
ment claims, which varies more predictably with . !onomic growth,
no such relationship limits growth in medical care expenditures.
The second distinguishing feature exacerbates the problem of this
open-ended claim. The ideal of equal access to medic:- I care, regard-
less of income, exerts v. strong hold on citizens in the United

s , Chapter 10 of the background papers analyzes these ouints in greater detail This overview
sectiz n draws on that analysis

9 E3
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States. Whereas subbiantial inequality in overall income status of
the elderly (and other population groups) is expected, accepted, and
provided for in cash retirement income programs (the means-tested
SSI program, for example), greater equality has thus far been de-
manded for medical care.

Changes in medical care financing may call into question this
egalitarian view. Past methods of financial reimbursements to med-
ical care providers have enabled them to charge self-paying alai
privately-insured customers more, so that roughly equal medical
care could be provided to patients without the me.s to pay.
Recent moves to control medical care costs (by the Federal Govern-
ment and others) have been criticized because they could lead to
the practice of "two-tier medicine," with population groups that
rely on publicly financed health insurance (the elderly and the
poor) having access only to lower-quality medical care.

Analysis of elderly medical care issues must be seen in the con-
text of the entire medical care system. This perspecti highlights
a major question for the future: the extent to which medical care
costs continue to increase at a rate far exceeding growth in the Na-
tion's GNP. Continuation of this trend will channel an ever-in-
creasing portion of the Nation's ability to produce goods and serv-
ices to the medical care industryan outcome that might affect
the overall economy by making more difficult the generation of
adequate capital for future economic growth. At the same time,
continued medical cost increases in excess of GNP growth specifi-
cally limit the Nation's ability to support the medical care needs of
an aging population because these expenditures flow through the
Federal budget.

Only the medical care costs of the elderly and poor, about one-
quarter of U.S. medical costs, flows through Federal budget ac-
counts. In contrast, most other industrialized countries have na-
tional health insurance plans covering their entire populations.
Federal expenditures in this country account for about half of the
elderly's medical care expenditures, and about half the cost of cov-
erage for the poor. Other population groups receive medical insur-
ance as part of their overall compensation from employersif they
are employed and their employer offers a medical insurance plan.
A sizable minority are lble only to buy individual health insurance
policies (usually much Amore expensive) or are uninsured.

Federal expenditures fot medicare and medicaid (the cooperative
Federal/State program for the covered poor) will total some $100
billion in FY 1987, double the level at the beginning of this decade.
These expenditures constitute nearly one-fourth of the Nation's
total medical care bill, about one-tenth of Federal budget expendi-
tures, and about 2.1 percent of the GNP.56

B. THE ELDERLY: GROWING NUMBERS AND INTENSE USERS OF MEDICAL
CARE

The aging of the population presents particular :.roblems for the
medical care system. Since the elderly require more medical care

56 Section IV of the overview analyzes current rates of increase in medical care expenditures,
and discusses projections of future levels of medicare expenditures as a percent of the GNP
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than younger age groups, continued improvements in longevity
rates may increase medical care spending. Demographers project
an increase in the population 85 years and older from 2.2 million
in 1980 to 6.6 million by the yeaz 2010a tripling over this 30-year
period. These very-old age groups require significantly more nurs-
ing home care and other treatment because of the much greater in-
cidence of chronic ailments that prevent them from taking care of
themselves, and often from being cared for at home. Thus, pres-
sures on the medical care system will result simply from longevity
improvements long before the baby boom reaches age 65, and when
the baby boom becomes very old (starting in 2030), the pressures
will worsen. The Census Bureau projects 16 million in the 85 and
older cohort in 2050.

Analysis of the elderly's use of medical care illuminates a com-
plex relationship between increases in the number of elderly and
in medical care expenditures. Studies show the elderly's use of
medical care far exceeds that of the younger population. Average
medical care expenditures in 1984 for those 65 and over were 31/2
times as great as for the under age 65 population ($4,200 per year
compared to $1,200). However, these averages hide important dis-
tinctious. The elderly population (age 65 and over) varies greatly in
its use of medical care. Average utilization for those age 65 to 74 is
only slightly greater than for younger age groups. Those 75 and
over (and particularly those 85 and over) use much more medical
care. A re view of medical care expenditures during the last year of
life helps to clarify the issue. In 1978 average medical care expendi-
tures for medicare enrollees during the last year of life were
$4,527in contrast to $729 for those who did not die.

Uncertainties about the elderly's future health status may pose a
potential threat to the Nation's ability to afford high-quality care
for them. Demographers agree that future elderly will live longer.
However, they disagree over how much longevity rates will in-
crease and why. If increases in lifespan are accompanied by corre-
sponding improvements in the health status of the elderly, more
people living to later ages would not by itself result in major re-
source shifts to the medical care system. (The amount spent during
the last year of life, whether death occurs at age 65 or age 80,
largely determines expenditure levels.) On the other hand, if in-
creases in lifespan occur because intensive use of medical care
technology extends the period preceding death when the elderly
suffer from chronic (and expensi'e) illy. ,sses, the open-ended
nature of medical care obligations will leas to substantirl growth
in expenditures for an aging population. (See chapter 1C of the
background papers for a fuller explanation of this point.) Health
economist Robert G. Evans has stated the point as follows:

it is tilt the increasing numbers per se of the elderly which are creating
strains on the health care system, and by extension increasing claims by that
system on the resources of the rest of society. Rather it is the way in which the
health care system -eacts to the elderly, the expanding service mix on the intensive
and extensive margins, which is creating economic strains as well as serious clues-
tims about the effectivanes and tha appropriateness of that response S'

"Evans, Robert G Illusions of Necessity Evading Responsibility for Choice in Ileaith Care
Journal of Health Politics, Policy and Law, v 10, no :3, fall 1985 p 446-7
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C. PRESSURES FOR PROGRAM REFORM

Acknowledged problems with this country's medical care financ-
ing and delivery systems and proposed solutions crowd the legisla-
tive agenda. These pressures for substantial change (usually called
reform) exist i. the medical care system, independent of the aging
baby boom, because many of today's elderly and poor have inad-
equate access to it, and because of financial problems in medicare's
two large trust funds. As the Congress grapples with these complex
and difficult short-run issues, the specter of longer-run population
aging and actuarial projections of attendant program costs serve to
limit legislative solutions. In other words, pressures for program
reform are driven by short-run system inadequacies, but potential
solutions may be limited by longer-run concerns. Short-term legis-
lative action will be directed at: (1) gaps in health insurance cover-
age, (2) medicare's fir ancing problems, and (3) continued increases
in health care costs.
1. Gaps in Coverage

Claims for most retirement income are built up over a working
career to be drawn upon in old age. In contrast, access to the medi-
cal care system is more often thought of as a right. Exercise of this
right requires insurance, and discussions of gaps in medical care
coverage usually refer to lack of or inadequate health insurance.
Other industrial countries generally provide publicly financed
health care for their entire population, but in the United States
health insurance for most working people and their dependents is
provided as a tax-subsidized component of compensation. Of the
total $458 billion spent for medical care in the United States in
1986, roughly one-fourth flowed through Federal or State govern-
ment budgets that paid the medical care bills for the elderly, the
disabled, and the eligible poor under the medicare and medicaid
programs. The remainder of the Nation's medical care bill was paid
by private (mostly employer-sponsored) insurance or by unreim-
bursed out-of-pocket expenditures. Coverage gaps include issues
that affect both the elderly and the nonelderly populations.

When medicare was enacted in 1965, its benefit structure was
patterned after common acute care private insurance plans of the
timeprincipally Blue Cross and Blue Shield plans. Medicare's
benefits have changed little since then. In the meantime, private
health insurance plans have changed. In contrast to medicare,
many private plans now provide some dental and out-patient drug
coverage. Furthermore, medicare's reimbursement methodologies
(including enrollee-required deductibles, co-payments, and premi-
ums) may not provide appropriate utilization incentives. And final-
ly, medicare does not set an upper limit on enrollees' obligation for
medical care expenses. A small proportion of enrollees face very
large out-of-pocket expenditures that are not covered by medicare.
Medicare does not protect these u ,fortunate few against financial-
ly devastating medical care expenditures. The congressional
agenda currently includes legislation that wo "ld place a ceiling on
enrollees' out-of-pocket expenditures in conr1ction with covered
Medicare services.
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The Congress also is concerned about a much larger and costlier
gap in program coverage for the elderly. Surveys show that most
respondents think medicare pays for what is generally termed
"long-term care"that is, medical and custodial care provided
those with chronic conditions such as paralysis from strokes or
severe arthritis. However, medicare's current benefit structure
does not provide long-term care services; the demand for which will
almost certainly increase steeply in the decades ahead as the
number of very old grows. While less than 2 percent of all people
between the ages of 65 and 74 reside in nursing homes, 7 percent of
all 75- to 84-year-olds and more than 20 percent of all those age 85
or older live in such institutions. Thus, the expected doubling in
the number of 75- to 84-year-olds between now and the y ear 2050,
and the projected six-fold increase in the number of people over 85,
portend a potentially enormous increase in the demand for long-
term care.5 8

The coverage offered by the few long-term care insurance policies
available from private companies is also limited. Private insurance
policies for long-term care, while growing in number, are not
widely available nor affordable by large numbers of the elderly. Of
the existing long-term care policies, most provide inderinity bene-
fits, generally for nursing home care, that pay a fixed amount for
each day of covered service. Home care benefits, especially, those
related to custodial care, are less common. Plans that provide any
coverage for home care may require a prior stay in a skilled nurs-
ing facility. This limits benefit payments for home care ..Ind helps
to keep the premiums for these policies affordable. However, this
benefit structure does not assist persons wh' have not been institu-
tionalized and for whom home care services might delay the need
for admission to a nursing home.

Proposals to resolve this problem raise serious budgetary and fi-
nancing problems. At present, some $25 billion is paid for long-
term careabout one-half by the Medicaid program (for the elderly
poor including those who have become pour by spending their
assets to qualify for nursing home care une?.r medicaid) and half
from out-of-pocket sources. In addition, an indeterminable demand
for such care is now provided in home settings by relatives. Con-
cern about potential expansions in demand has deterred attempts
to add an open-ended long-term care benefit to medicare, but nar-
rower approaches are being examined.

2. Medicare's Financing Problems
Medicare's financial crisis has been on the public policy agenda

for the past decade. This report emphasizes the cost of programs
rather than their financing mechanisms, but threatened trust fund
insolvency creates pressures for congi essional action and according-
ly medicare financing is discussed below.

Five years ago Medicare's Board of Trustees projected insolvency
in the Hospital Insurance (HI) program by 1988. Subsequent
annual reevaluations by the Board of Trustees have pushed the
year of trust fund exhaustion further into the futureto 2002 in its
1987 report.

58 Pt ner, R.G., Director, Congress,onal Budget Office Statement before the Subcommittee on
Economic Resources and Competioveness, Joint Economic Committee, July 31, 198f
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The trustees, however, also estimate that program expenditures
will exceed current payroll tax revenues starting in 1995, with the
gap widening for medicare's entire 25-year and 75-year estimating
periods. The reprieve from 1988 to 2002 for fund exhaustion oc-
curred in part because the Administration and the Congress have
held expenditures under the new Prospective Payment System
below initial estimates.

Medicare also pays for physician services, both in and out of hos-
pitals, through the Supplementary Medical Insurance (SMI) pro-
gram, sometimes called Part B of medicare. Financir,g for this pro-
gram does not come from the payroll tax which is used for hospital
insurance. Rather, costs are shared between enrollee premiums
and general fund revenues. In 1965, when the program was en-
acted, legislators required enrollees to pay about one-half of pro-
gram costs, with the other one-half coming from general revenues.
However, the years since the passage of medicare have seen infla-
tion in medical care costs that far outstrip price increases in the
overall economy. This caused SMI premiums to rise much faster
than social security cash benefits because these were linked to gen-
eral price inflation. To solve this problem, the Congress in 1972
limited the extent to which SMI premiums could increase. Over
tjme the enrollees' share shrank to under 25 percent, with general
revenues ricking up over 75 percent. (Current law has established
the enrollee premium and general revenue shares at 25 and 75 per-
cent, respectively.)

General funds sufficient to make benefit payments under SMI
are automatically appropriated and thus under current law SMI's
trust fund would never become depleted. Nonetheless, analysts
identify a financial imbalance in SMI because as long as medical
care costs increase faster than general fund revenues, SMI will re-
quire an increasingly larger share of the Federal budget and over-
all national resources.

3. Growth in Medical Care Costs
Problems of financing medicare's HI and SMI programs are inex-

tricably bound up with the larger problem of continuing increases
in medical care costs above rates of inflation in the overall econo-
my. During the past 25 years, the share of the Nation's total pro-
duction of goods and services accounted for by the medical care
sector have more then doubledfrom 5.3 percent in 1960 to 10.9
percent in 1986, a level substantially exceeding that of other indus-
trialized countries.59 This share has risen rapidly because growth
in medical care costs has greatly exceeded growth in the economy.

Medical care expenditures as a percent of GNP leveled off at be-
tween 10.5 and 10.7 percent during 1983-85, leading to some opti-
mism that Federal and private sector cost control measures had
been successful in containing continu 1 increases. However, ex-
penditures rose again in 1986 to 10.9 pc ...tnt of GNP. If percentage
increases that prevailed from 1974 to 1984 are projected into the
future, this figure will exceed 15 percent in the year 2000.

59 Health Care Financing Administration Office of the Actuary. Division of National Cost Es-timates June 1987.
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Medical care expenditures rose for different reasons during the
decade. Figure 5 indicates the relative contributions to growth in
health care expenditures of four components between 1974 and
1984. (Future estimates are not available, but the relationship
among these components provides clues about future directioas.)
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Figure 5.
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Between 12. ± and 1984, 55.6 percent of the rise in medical care
costs was caused simply by general inflation in all goods and serv-
ices. An additional 13.6 percent occurred because prices in the med-
ical care sector rose faster than general inflation. A relatively
small cause of expenditure increases in medical care (but one that
will grow over time as the population ages) was population
growthaccounting for 7.9 percent. The above three components
may not respond readily to efforts of either the medical profession
or Federal Government health policymakers, although medical
care price increases at rates higher than general inflation will re-
ceive careful scrutiny.

The fourth component of expenditure growth, however, account-
ing for 22.9 percent of the growth, measures the intensity of serv-
ices provided and likely will receive direct attention by policymak-
ers. This component reflects the open-ended nature of the medical
care obligation/entitlement. Specific illnesses can be treated in a
variety of ways, some requiring costly surgery or advanced techno-
logical techniques and others not. For example, diagnostic imaging
using X-rays is much less costly than Magnetic Resonance Imaging.
Ethical, as well as medical, questions are raised about the extent to
which and under what conditions doctors should resort to very ex-
pensive treatment. As technological innovations in medical care
continue, the issue becomes more acute. Changes in the intensity of
medical treatment, particularly using advanced technology, will
largely determine the future growth of medical care as a propor-
tion of GNP. Changes in technological advances are impossible to
project, but as they occur health policymakers can weigh the effec-
tiveness in treatment outcomes against their effect on medical care
costs.

No natural barrier limits medical care's share of GNP. Choices
made through market and governmental processes will set the
level. As with other aspects of retirement income, substantial in-
creases in the rate of future economic growth would make the
choices easier. Conversely, in a slowly growing economy the compe-
tition among economic sectors for limited resources would become
more intense.

Medical care resource decisions are unique in (. 4ain respects.
Most developed nations are more egalitarian in their allotment of
resources for medical care than they are for other goods and serv-
ices. In the United States, as well as other countries, the idea of
different levels of medical care based on income seems oansive.
Furthermore, most people desire the best medical care possible
when it is neededand want the decision regarding the appropri-
ate treatment to be made without having to take financial consid-
erations into account. These views constitute a formula for contin-
ued growth in medical care costs, but deliberate (though difficult)
policy decisions by private and governmental medical care policy-
makers are possible. If cost containment efforts are unsuccessful,
economic pressure could lead to a financial rationing of care in a
medical care system in which individual doctors have relatively
less control over appropriate treatment.

1 n 6
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D. APPROACHES TO REFORM

Concerns over program and policy reforms in medical care will
rank high on the legislative agenda in the 100th and subsequent
Congresses. These reforms will be directed at (1) providing greater
access to medical care by closing gaps in current insurance cover-
age (for both the elderly and the younger populations), and (2) con-
trolling the rate of increase of medical care expenditures (particu-
larly for publicly financed care) while maintaining the quality of
care. In a sense, of course, these two objectives are incompatible.
By definition, providing greater access implies increasing costs, and
means of controlling expenditures always carry the danger of deny-
ing appropriate medical care to those who need it.

Over the past decade, policymakers and analysts have debated
competitive as opposed to regulatory means of reforming medical
care. This debate, which will continue, reveals basic disagreements
about the nature of medic:41 care and the rola of government in our
society. A competitive market would allocate the share of national
resources to be devoted to medical care by letting individuals buy
what they can afford from the private services provided. However,
some could afford very little care and the necessary conditions for
efficient competitive markets arguably are less present in the deliv-
ery of medical care (for example, patients have little ability to
evaluate their care, and health insurance risks are very lirge for
private employers). Governmental regulatory action may be re-
quired to limit increases in public expenditures.

Competitive market solutions rely on two principles: (1) provid-
ing incentives for efficiency by consumers at the time of the deci-
sion to purchase health insurance or to pay deductibles and co-pay-
ments at the time of treatment since the necessity for health insur-
ance is not questioned, and (2) putting medical care providers at
risk for treatments and outcomes of medical treatmentfor exam-
ple, through promoting the use of various types of medical care or-
ganizational arrangements (IIoalth Maintenance Organizations and
others) in which the organization is at risk.

During the past decade, private businesses have become much
more conscious of the cost of their employer-sponsored health in-
surance obligations and have moved aggressively to promote com-
petit;ve market solutions. The Reagan Administration has advocat-
ed such policies for the Medicare program and has encouraged
States to do likewise with medicaid. Greater cost sharing by medi-
care enrollees has been proposed in annual budget submissions
from the Administration, but Congress rejected these as punitive
toward the elderly and poor.

Although the Administration continues efforts to instill competi-
tive market principles in the Medicare program through support
for voucher proposals and through proposed expansion of medi-
care 's use of alternative delivery systems, these efforts have not re-
ceived a sympathetic hearing by Congress. For example, in its sub-
mission to Congress for FY 1988, the Administration's budget in-
cludes proposals for:

i " urgently needed medicare reforms that will restrain the rapid growth in Fed-
eral health spending and, in turn, will help improve the Nation's competitive posi-
tion. The principle of capitationpaying a fixed, predetermined price for health
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serviceswould be expanded in medicare and medicaid, replacing the inflationary
incentives inherent in cost reimbursement. By creating incentives for the efficient
delivery of quality care, capitation and other reforms can bring to Federal programs
the same efficiencies r alized by employers and private insurers.

In 1983, Congress enacted major changes in the way medicare
pays hospitals under the HI program. Program changes required
payment of a fee fixed in advance (varying according to 471 "diag-
nosis related groupings") for treating medicare patients, rather
than paying after-the-fact for whatever allowable costs the hospi-
tals incurred. This and similar proposals for changing how medi-
care pays physicians provide incentives to hospitals and to physi-
cians to offer less costly treatments.

Efforts for controlling rates of growth of medical care costs will
undoubtedly continue in future yearsboth from government and
private sector sources. At the same time, concerns will continue to
mount regarding the need to provide sufficient access to medical
care for all. To the extent such efforts are successful, one result
will be l J add pressures on medical care costs. Legislation intro-
duced to the 100th Congress would (1) put a ceiling on the amount
medicare enrollees would have to pay for inpatient hospital care,
(2) mandate employer-sponsored health insurance for all employees
(some 25 to 35 million individuals either are unemployed or work
for employers who do not provide health insurance), and (3) estab-
lish long-term (nursing home) medical care under medicare. These
proposals all are controversial and the debate over how to provide
greater access to medical care for these uncovered services and
populations undoubtedly will continue into future Congresses.

The potential financial imbalance in the HI program's trust fund
lurks in the background of debates about medical care policy. Five
years ago, when trust fund depletion seemed imminent, a Social Se-
curity Advisory Council (whose Chairman, Otis Bowen, now is Sec-
retary of the Department of Health and Human Services) proposed
a series of benefit reductions and trust fund revenue increases to
restore the program to actuarial balance over the next 25 years.
The HI financial outlook has improved since that time and many of
the Advisory Council's proposals were not enacted. But, even
though the short-run financial picture is brighter, the program's
actuaries still project an actuarial imbalance over the next 25
years. Indeed, the HI trust fund would go to zero in 2002 (based on
the Board of Trustees' intermediate assumptions) according to the
latest estimates. However, starting in 1995 benefits paid out of the
HI trust fund will begin to exceed payroll tax revenues into it.
When this happens, the net effect of the HI program will be t3 add
tc the budget deficit, and may spur renewed cost containment pro-
porels.

Trust fund depletion would occur earlier if economic conditions
should be less optimistic than the actuaries' intermediate assump-
tions. Furthermore, the 25-year estimation period stops short of the
year in which the oldest cohort of the bably boom reaches 65. One
way or another, this basic financial imbalance will have to be re-
solved if medical care costs continue to outpace grow& in the over-
all economy. Private organizations and individuals heve proposed
major changes in the medicare program, including combining the
HI and the SMI trust funds and revamping the benefit structure of

ins
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medicare to include provision of long-term care. Such proposals
have no:. yet reached the serious legislative stage.

With ct,ntinuing pressures on the overall economy and on gov-
ernment .adgets, and with a perceived need for additional medical
care coverage, various possible ways to finance greater medial!
care access are k....:ng considered. Briefly, twe -Able ways of view-
ing the financing questiGns are noted beer I ley seem directly
relevant to concerns about an aging p r, 3a' .on and the baby
boom's retirement. First, radical change . '... base eligibility for
medicare on health status rather than on age. Most people aged 65
to 75 remain in good health, as opposed to those a few years older.
Secondly, care for the elderly poor could be financed by requiring
greater payments by the more affluent elderly for their medicare
protection.6° Over the longer run, either approach implies that all
or some of the elderly will have to devote an increasing share of
their cash income from social security, pensions, or other retire-
ment savings to pay for medical insurance premiums. Of course,
this would not be a completely new development. Currently, some
70 percent of the elderly find it desirable to supplement their medi-
care coverage with private medigap policies, the premiums for
which most ;Hedy pay from their after-tax cash income. Some me-
digap coverage, however, is provided as nontaxable employer-paid
health insurance for former employees (generally ^Riled "retiree
health benefits").

Policies that further shifted medical premiums on to those elder-
ly who are comparatively young or wealthy would have several
consequences. For many, less cash income might be available for
nonmedical expenditures. Arguably, such a shift might also in-
crease the demand for post-retirement health insurance benefits,
which in turn could lead to lower pension benefits (or possiVy
lower current cash compensation). In contrast to cash benefits, re-
tiree health benefits ars completely nontaxable, and accordingly,
tax revenues would be lower.

If t''. elderly, on the other hand, are not required, by these or
other means, to explicitly pay for more of their medical insurance
from their own income, then the budgetary costs of medicare will
be greater. So as to keep overall Federal spending en the elderly
within certain bounds, those larger medicare costs could cause
future Congresses to feel it necessary to curtail growth in social se-
curity benefits. Such a curtailment in social security also would de-
crease the cash income that the elderly would have available for
nonmedical expenses; however, the distributional effects could be
different.

As long as any explicit cost shiftirg to the elder1- basically takes
the form of higher premiums for medicare or meth re substitutes,
the elderly's overall use of medical care is unlikely to change. As
discussed earlier, the trade-off between risk-sharing and utilization
incentives exists in either Government nr privately financed health
insurance. Even now, medicare and Liedigap insurance reinforce

60 For example, the proposed new benefit to protect against catastrophic out-of-pocket expend-
itures would be financed by the covered e"erly population. The higher-income elderly woui,1
pay more for their medicare protection, thu., introducing an element of income resting into the
Program.
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one another. Medicare helped create the conditions for the medigap
insurance market to exist; paradoxically, the pr_valence of merli-
gap coverage likely increased overall utilization and, therefore,
medicare costs. As tong as the Government is involved to any sig-
nificant degree in the financing of the elderly's medical costs, the
long-term pressures for increased Government involvement in the
pi icing and use of health care by the elderly are unlikely to
diminish.
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CHAPTER 1. INTRODUCTION

These background papers were prepared in response to a request
from the Committee on Ways and Means. After receiving the Com-
mittee's request, a team oc analysts from the Congressional Re-
search Service (CRS) and the Congressional Budget Office (CBO)
was assembled to formulate a plan for responding to the issues
raised by the Committee. The Team met periodically during the
summer and fall in 1986, during which time agreements were
ret..ched on an overall approach for the project and assignments
were made for drafting background papers.

Drafts of the papers were finished by the spring of 1987. These
were then used in the preparation of the Overview of the project
(part 1 above). This Overview, requested specifically by the Com-
mittee, attempts to synthesize the important elements of an analyt-
ic framework for the issues of retirement in .ane for an aging pop-
ulation and for the baby boom. The Background"Papers formed the
foundation for this synthesis, supplemented by Team discussions
and other sources of information.

The Background Papers were written by analysts from CRS and
CBO. Each paper is designed to deal with a specific issue, but with
a common context for approaching the analysis of that issue. Some
duplication exists in the introductions to the separate background
papers but no attempt was made to eliminate this redundancy. In
fact, the papers serve also as stand-alone analyses, in addition to
being part of the broader study.

While each paper stands alone, their subjects and organization
support a coherent analytic framework for judging retirement
income programs and policies. This framework guided the prepara-
tion and the structure of the overview and, indeed, is made more
explicit there (to allow each paper to stand alone, some subjects are
addressed in more than one paper). The analytic framework of the
background papers includes:

4 demographic context. Chapter 2 presents demographic projec-
tions that define the size of the aging population and scope of the
retirement of the baby boom generation. Projections of demograph-
ic data show that the average age of the U.S. population will in-
crease by 24 percent and the number classified as elderly will grow
by around 53 percent during the next 30 years. Also discussed are
the characteristics of the current and future generations of elderly.
Chapter 3 analyzes various measures of "dependency" most often
used to highlight the effects of these important demographic shifts.
It concludes that standard measures of dependency raise methodo-
losi^:-.1 and definitional issues, and can be misleading.

An economic context. Chapter 4 describes ways an economy can
prepare for a fairly rapid increase in the numbers of retired per-
sons compared to those working. It emphasizes the possibility of in-
creasing saving and investment by drawing a parallel between re-

(87)
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tirement plat ning by individuals and the Nation. The chapter dis
cusses the timing for a build up of wealth and notes that such a
build up fAr the baby boom's retirement probably would imply a re-
duction in the Federal deficit and positive trade balances over the
next 25 years. Also implied are a build up of public infrastructure
and improved skills of workers. Prospects for greater saving and
productivity growth are reviewed in the chapter.

Economic status of the elderly. Chapters 5 and 6 assess meas-
ures of the economic status of today's elderly and the performance
of Federal retirement income programs in their behalf. In general,
today's elderly enjoy greater financial security than ever before in
history because during their working years strong economic growth
prevailed, providing consistent increases in living standards while
working and building up the values of claims against the overall
economy for retirement income. Liberalizations of social security
benefits also augmented their retirement income claims. In re-
sponse to this exceptional building of retirement claims, men start-
ed leaving the work force at ever earlier agesa trend that has re-
cently slowed down but has not reversed itself. Thus, among the el-
derly, the proportion of income received from financial assets has
grown substantially, while the share from earnings has declined.
Chapter 6 discusses the hypothesis that if moderate levels of eco-
nomic growth do not prevail between now and the baby boom's re-
tirement, their claims against all types of retirement income will
be smaller. The most sensitive factor could be the size of their fi-
nancial assets, and if the total is sufficiently low, the members of
the b2by boom could reverse the recent pattern by delaying retire-
mei.. and working longer.

Building up claims. Chapters 7, 8, and 9 analyze the current
policies and programs designed to enable workers to build up
claims for retirement income to be exercised upon retirement.
Social security forms the largest source of retirement income and
establishes a foundation upon which other sources can build. Tax-
favored claims in private pensions provide substantial retirement
income for those who have a long work history with a company
that has a plan. However, switching jobs, even among companies
with pensions, reduces the value of pension claims, whether vested
or not. Projections show that even without an increase in pension
coverage above the 50-percent mark, future generations of retirees
are more likely to receive pension benefits than today's retirees.
Moreover, these benefits are expected to be worth more in real dol-
lars. Chapter 7 analyzes recent attempts to increase overall savings
by providing tax incentives for private retirement savings. The con-
ditions under which this might be expected to be successful are
quite limited. This chapter also reviews recent attempts to permit
the elderly to convert equity built up in houses into retirement
income. Most such efforts have had limited success to date.

Aging and health. Chapter 10 explores the impact of a greatly
increased aging population on expenditures for medical care in the
United States. The elderly use medical care at significantly higher
rates than the nonelderly, and thus, population-aging could lead to
increased medical care expenditures as a proportion of the Gross
National Product (GNP). Furthermore, in contrast to retirement
income programs, current issues in medical care will keep these
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programs on the national legislative agenda for the foreseeable
future, even in advance of the full effects of the aging of the popu-
lation. Two issues likely will dominate concerns about the effects of
the aging population on the medical care system. They are (1)
whether or how much to limit publicly provided medical care for
acute illness, and (2) how to provide long-term care services.

, .
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CHAPTER 2. DEMOGRAPHICS AND THE AGING
POPULATION*

As a group, the elderlyall persons 65 and overare growing
very rapidly. In the 1980s, the group of persons aged 85 and over,
the "oldest old," is growing faster than any other age group in the
population. But are current growth patterns unusual? How do they
compare to the growth that we have experienced in the past and
that we can expect in the future? This chapter provides a demo-
graphic context for the remainder of the report.

First, we will examine the nature of the growth of the elderly
population and the demographic context within which that growth
has occurred. We will briefly review other consequences of slowing
population growth, which has been the main contributor to the
aging of the population. We examine the sensitivity of population
projections, to demonstrate how much confidence we might have in
the precision of projections that are now being used for policy de-
liberations. Then, on the basis of limited assumptions, we make
some speculations about some of the social characteristics of the
future aged in comparison to those of the current aged. In the last
section of this chapter we examine the changes that have occurred
in labor force participation during the life of the baby boom, and
the effects these changes may have on the future labor force.

Population projections form the basis of much of the discussion
of this chapter. It is clear to anyone who has used projections that
they do not consistently and accurately predict the future. When
"the future" becomes the present, past projections may prove to
have been wide of the mark, and sometimes substantially so. But it
is important to understand that, however tenuous they may be,
projections provide an important foundation to informed policy de-
bates. As this chapter will show, there is considerable variability in
projections, depending on the implicit assumptions. Nevertheless,
they all point in the same direction: toward the aging of the U.S.
population. This information, by itself, has provided important im-
petus to policy makers concerned about planning now for that future.

As time passes, and new information becomes available, new pro-
jections will befimade. Policy decisions will likely be adjusted to re-
flect new understandings of the aging of the baby boom. Both the
development of projections and of public policy are iterative proc-
esses. Adjustments are made as more is learned about the popula-
tion. They are also made when public policy changes with respect
to health, immigration, the family, and so on. In addition, as pro-
jections change, the public policy debate reflects new information.

' This chapter was prepared by Jeanne E. Griffith, Congressional Research Service
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It is appropriate and, indeed, essential that projections are scru-
tinized and used in policy formulation. Granted, they are not reli-
able and cannot provide assurances of the future. There is no guar-
antee that policy will not have to be altered on the basis of revi-
sions to projections, but, however, unreliable official projections
may be, they do provide clues about the future to enhance policy-
making.

A. Summary

The major points of this chapter can be summarized as follows:
Population Growth

The size of the elderly population ha.; been increasing rapid-
ly throughout this century. Over the next 60 years, the
growth will continue at a very rapid pace, more than dou-
bling between 1980 and 2020, adding about 25 million elderly
to the population in that period. In 1980, there were 25.5 mil-
lion elderly in the country; by 2020 that figure may increase
to over 51 million and by 2050 to more than 67 million.
The size of the oldest old population (persons 85 and over)
will grow even faster but not as soon; the size of this group
will increase rapidly after 2030, and between 1980 and 2050,
this population would increase eight-fold.
The rates of growth of the elderly will decline in the future,
but tnat is part'', because the size of that group has become
so lare that it is harder to sustain rich rapid rates of
growth.
The share of the total population that is elderly will increase
by more than 50 percent by 2020, so that by then nearly one
in five persons will be elderly. Of those, nearly one in eight
will be aged 85 and over.

Factors Leading to the Aging Population
Declining birth rates through this century, except during the
baby boom, have contributed greatlyand will continue to
do soto the aging population.

Large waves of immigration in the beginning of this century
contributed to the size of the current elderly population. In
the near-term future, however, immigration of younger age
groups will reduce the share of the population that is elder-
ly.
Recent declines in mortality rates have been concentrated
among the elderly; as a result, these too have contributed to
the aging of the population. In particular, they have played
a factor in the rapid increases in the size of the oldest old
population.

Other Consequences of Slowing Population Growth
A number of other aspects of the population change along
with the size of the aged population as population growth
slows, These include the aging of the working age popula-
tion, the race and ethnic composition of the population, the
relative contribution of immigration to population growth,
and the importance of internal migration to local growth
trends.
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Sensitivity of Population Projections
Population projections of the elderly population have tended

to underestimate substantially actual growth in the past.
The range of prjections under varying assumptions of the
future size of the elderly population is great. For 2050, the
highest projection is nearly 50 percent !az ger than the
lowest. 'or the oldest old, the range is even greater; the
highest is more than two times higher than the lowest.

The differences in assumptions have great effects on the
share of the total population that would be elderly. In 2020
that share would be 20 percent higher under the highest pro-
jection series than under the lowest. The effect on the share
of the population that would be 85 and over is greater by
2050; at that time, the highest series would imply a share
more than twice as large as the lowest.
Of the three demographic factors of growth, the mortality as-
sumptions have the greatest effect on the projections of the
size of the elderly population. Immigration assumptions are
next most important, and fertility assumptions are not im-
portant in the projection period observed, although they do
make a difference in the projected share of the population
that is elderly.

Social Characteristics of the Current and Future Elderly
The baby boom has already attained much higher levels of

education than the current elderly; as a result, when the
baby boom reaches retirement years, the elderly will be a
more highly educated group.

The c,,rrent elderly have a very high share of immigrants as
a result of large waves of immigration early in this century.
The baby boom has grown up in times with relatively lower
levels of immigration, and, as a consequence, there will be a
much smaller share of elderly who are immigrants when it
ages.
Both more educated and older voters show higher levels of
voter participation than other groups in the population. As
the baby boom ages, since it is a large, well educated group,
it may form a proportionately larger share of the electorate
than might be expected on the basis of its numbers alone.
Because the baby boom itself appears to be having very
small families, when it retires individual members may have
fewer family members of the next generation to draw on for
assistance or support.
The time that a person spends in retirement increases as life
expectancies for persons aged 65 increase. Under projections
of future life expectancies and different calculation tech-
niques, a person in 2020 could retire somewhere between age
71 years, 7 months to age 74 years, 9 months and expect to
spend the same amount of time in retirement as a person
who retired at age 65 in 1940.

Labor Force Participation Trends
Labor force participation rates for women at all ages have

increased rapidly in recent years. Increases have been high-
est among baby balm women, those now in the age group 25
to 44.

1 1 7
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Men age 55 and over have experienced decreasing rates of
labor force participation in recent years. Women 65 and over
have had decreasing rates also, but participation among
women 55 to 64 has increased substantially.

Women with higher levels of education tend to participate to
a greater extent in the labor force, and the higher education-
al levels among the women of the baby boom tend to support
expectations of future high levels of participation among
women. Future levels of participation .unong women could
play an important role in determining the size of the labor
force in the retirement years of the baby boom.

increases in labor force participation have been greater
among white women than among black women; black
women, however, still have higher levels of labor force par-
ticipation than whites in all age groups except 65 and over.

Projections of the labor force indicate that in the 1990s the
size of the young labor force (ages 25-34) will decline but
that the portion aged 25 to 54 will increase by more than
one-fourth. Altogether, the labor force in 1995 would be 14
percent larger than now, at 129 million persons.

Demographic assumptions about population size and male
and female labor force participation have a large effect on
ths projected labor force. Differences among detailed eco-
nomic assumptions may have substantially less effect on the
size of the projected labor force.

I. POPULATION GROWTH AND THE AGED POPULATION

A. WHAT ARE THE HISTORICAL TRENDS AND PROJECTIONS OF THE AGED
POPULATION?

From the beginning of this century until 1980, the elderly popu-
lation has grown at a rate nearly twice as fast as the total popula-
tion (2.6 versus 1.4 percent per year, respectively). In 1900, one in
25 persons in the population was elderly, but this figure increased
steadily so that by 1980, more than one out of every nine persons
was elderly. This consistent, relatively rapid growth has placed
pressures on social, economic, and medical institutions that serve
the needs of the elderly.

There are a number of ways of examining the growth of the el-
derly population; each provides a slightly different perspective on
the potential effects of that growth. Three basic approaches exam-
ined below are the size of the elderly population, its rate of growth,
and the share the elderly form c: the total population. These ap-
proaches are examined for both the total elderly population and
the oldest old, persons aged 85 and over.

I. Size of the Elderly Population
The growth of the elderly population has been steady over the

entire century, as table 2.1 shows. Between 1900 and 1980, the pop-
ulation 65 and over increased more than eight-fold.
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A frequently used set of projections of the sin and age distribu-
tion of the population is produced by the Bureau of the Census.'
The Bureau produces a number of different "series," with varying
assumptions about fertility, mortality, and net immigration to the
United States, and they identify a most probable range from a low
to a high series. The agency selects as the most likely series the
one that incorporates middle levels of projected fertility, mortality,
and immigration. The range of the projections and the sensitivity
of the projections to varying assumptions will be discussed in a
later sectioi of this chapter; in this section the middle series will
l'e used as a current "best" estimate for the purposes of discus-
sion.2

These projections show, in table 2.1, that the elderly population
is expected to grow rapidly through the middle of the next century.
From now through 2010, however, the growth will be slower than
later, as the size of the aged population increases by less than one-
fourth. However, as the baby boom 3 reaches these ages after 2010,
the size of the aged population will increase by two-thirds in less
than 20 years. The size of the aged population will not decrease,
even affix the baby boom; these projections show continued in-
crease in the population at least through 2060.

A comparison of projected growth to past growth of the elderly
population provides some additional perspective. In the 50 years be-
tween 1980 and 2030, by adding 39.0 million, the elderly population
is projected to increase by a factor of 2.5. In the 50 years between
1930 and 1980 it increased by a much larger factor of 3.9; in this
earlier period, however, only 18.9 million elderly were added to the
total population. The anticipated growth of the elderly population,
while rapid, is not unprecedented.

' U S Department of Commerce Burcau of the Census Projections of the Population of the
United States, by Age, Sex, and Race. 1983 to 2080 Current Population Reports Series P-25,
No. 952 May 1984

2 The projections produced by the Social Security Administration (SSA) are also frequently
used in discussions o: the aging of the population The various assumptions used in these projec-
tions are similar to those of the Bureau of the Census. Except for the highest series, the SSA
projections are somewhat higher than the Census projections because they include additional
components of the population for Social Security's purposes that are not included in the Census
projections (including an adjustment for the census undercount, the civilian residents of Puerto
Rico and other U S commonwealths and territories, and other small groups of citizens not resi-
dent in the U S.) The range of the total population projected for 2060 under the SSA projections
is from 250 to 413 million while for the Bureau of the Census projections, it is from 218 to 459
million The middle series (Series II) of the SSA projects a total population of 331 million in 2050
in comparison to the Census middle series projection of 310 million Because of the similarity of
the projections and the assumptions used in creating the projections, the Census population pro-
jections will be used m this chapter because they provide some greater detail for analyzing the
effects of certain of the underlying iissumptions.

3 The group of persons born from the late 1940s through the mid1960s

111'.9
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TABLE 2.1.POPULATION AGED 65 AND OVER: ACTUAL POPULATION, 1900-80;

PROJECTED POPULATION, 1990-2060

[Bureau of the Census projections]

Year In thousands

Actual:

1900 3,084
1910 3,949
1920 4,933
1930 6,634
1940 9,018
1950 12,273
1960 16,559
1970 19,980
1980 25,545

Projected (middle series):
1990 31,697
2000 34,921
2010 39,195
2020 51,422
2030 64,581
2040 66,988
2050 67,411
2060 70,081

Source 1900 to 1980 U.S Bureau of the Census Decennial Censuses of Population 1990 to 2060 US Bureau of the
Census Projections of the Population of the United States, by Age. Sex, and Race 1983 to 2080 Current Population Reports
Series P-25 No 952. Washington, DC. May 1984. Table 6.

Within the elderly population, the oldest old are growing more
rapidly than any other age group in the population. Table 2.2
shows the rapid increases in this age group that have occurred so
far in this century and that are projected into the future. Since
1900, the population 85 and over has increased more than eighteen-
fold. Even through 2010, while the total aged population is increas-
ing more modestly, the oldest old population will increase to nearly
three times its 1980 level. The largest increases in this population
will occur as the baby boom enters this age group, after 2030. In
the 20 years between 2030 and 2050, the size of this age group will
nearly double.
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TABLE 2.2.POPULATION AGED 85 AND OVER. ACTUAL POPULATION 1900 SO, PROJECTED

POPULATION, 1990-2060

[Bureau of the Census Projections]

Year In thousands

Actual.
1900.. 123
1910............ ....... . 167
1920 210
1930 272
1940. 365
1950. ...... 577
1960.. 929
1970.... ..... ..... .. ..... ...... .. 1,469
1980. 2,240

Projected (middle series)
1990.. 3,313
2000 4,926
2010.. 6,551

7,081
2030 8,612
2040 12,834
2050 16,034
2060 15,387

Source 1900 to 1980 U S Bureau of the Census Decennial Censuses of Population 1990 to 2060 U S Bureau of the
Census Projections of the Population of the United States, by Age, Sex, and Race 1983 to 2080 Current Population Reports
Series P-25 No 952 Washington, DC May 1984 T:,ble 6

This group is of particular interest for many reasons. Its propor-
tion of the entire elderly population is one indicator of the increas
ing longevity of the elderly population; people now age 65 can
expect to live significantly more years than persons age 65 at the
turn of the century could have. This age group has a higher inci-
dence of health problems and consequently requires special atten-
tion from medical institutions. These people also have different
needs in terms of other aspects of their lives, for they are more
likely to be frail and have special housing needs; they are more
likely to be widowed and have no spousal support. In addition they
may have children who are elderly themselves and may be less
able to serve as sources of support. On the other hand, these older
children may be able to provide some of the types of support that
the oldest old will need, such as companionship and limited home
health support.

2. Rates of Growth of the Elderly Population
The rate of growth of the elderly population, in contrast to that

of the total population, demonstrates how rapidly the existing el-
derly population is expected to increase. Figure 2.1 shows the rates
of growth of the elderly population in contrast to the total popula-
tion. In this chart, where the steepness of the lines indicates the
rates of growth of the populations,4 the much more rapid growth of

4 This is known as a semilogarithmic, or ratio, chart The conversion of the scale of the popu-
lation size on the vertical axis) to a logarithm of the population means that the steepness of the

Continued
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the elderly population is very clear. In the course of this century,
the rate of growth of the elderly population has varied, but it has
been consistently higher than the rate of growth of the population
as a whole.

The elderly population is projected to grow rapidly through the
middle of the next century. The population 65 and over is projected
to increase at a modest annual rate of 1.4 percent between 1980
and 2010, but after that the baby boom will reach these ages. Be-
tween 2010 and 2030 the size of this group is projected to increase
by 2.5 percent per year, to 64.6 million in 2030. The change in the
rate of growth shows in the line for the '65+" population in figure
2.1; the projected growth rate siovid somewhat over the next 30
years, but then increases substantially from 2010 through 2030. In
that 20-y ar period, however, the projected growth rate of the el-
derly population would be just slightly below the average rate of
2.6 percent per year experienced in the first eighty years of this
century.

The United States has previously experienced the anticipated
growth ratE :., but we have not added similar numbers of elderly to
our population at a time when the remainder of the population was
growing as slowly as is projected over the next half century. Fully
half of the additional growth of the population in the next 50 years
is expected 1..o be in the 65 and over age group. In contrast, over the
last 50 years, when the elderly population was also growing at a
relatively rapid rate, the total population was growing faster than
it will in the future; in this time, :ess than one-fifth of the popula-
tion added was elderly.

Figure 2.1 also shows the extraordinary growth of the oldest old
population. Over the course of the century, the oldest old have
grown at a rate of 3.6 percent per year, much faster than the elder-
ly as a whole. This rapid growth is the result of relatively higher
fertility rates in the turn of the century when this group was born
and of generally improved mortality conditions over their lives.

population line on the chart indicates the rate of growth of the population On the vertical axis
of population size, any equal distance indicates an equal Increment, or rate, of change This is in
contrast to the horizontal axis (and vertical axes on most other charts, as in the percentage axis
on figure 2 2) on which an equal distance indicates an equal arithmetic difference, such as years.
This characteristic of the chart permits two kinds of comparisons that are not demonstrated in
standard line charts First, the steepness of different curves on the same chart can be compared,
in this case, the steepness of the line for the total population can be compared to that for each
of the elderly population groups to compare the relative rates of growth. Second, the steepness
of different segments of a line can be compared, here, the differences in rates of growth in the
populations over different time periods can be compared (For further discussion of semiloganth-
mic charts, sec Senid, Calvin F Whatever Has Happened to the Semilogarithrroc Chart'? The
American Statistician. Vol. 40 Aug. 1986 I 238-244 )
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Between 1980 and 2050, the o. lest old population is projected to
grow at a rate twice as fast as the elderly population as a whole
and seven times as fast as the total population (at average annual
rates of 2.8, 1.4, and 0.4 percent, respectively). However, there
would be some very notable periods in the future when the rate of
growth of the oldest old would be much more rapid. Between 2030
and 2050, when the baby boom would be reaching these ages, the
average annual rate of growth would be 3.1 percent, compared to a
slower rate of 2.7 percent between 1980 and 2030.

3. The Elderly as a Share of the Total Population
The result of these differences in rates of growth of different seg-

ments of the population is that a larger share cf the total popula-
tion is elderly now than at the turn of the century, and that share
v, ill continue to increase over the next 50 years. As figure 2.2
shows, the share of the total population that is elderly nearly tri-
pled between 1900 and 1980 (from 4 to 11 percent); during the years
of the baby boom, the number of births was so high that this share
increased more slowly, even though the size of the elderly popula-
tion increased steadily. Under the assumptions of the middle series
population projections, that share would continue its moderate in-
crease between now and 2010. However, after that, the baby boom
will reach retirement age and that share would double again be-
tween 1980 and 2040.

Under these assumptions the share of the population that is el-
derly will not decline after the baby boom; rather, after the rapid
increase associated with the aging of the baby boom, the percent
elderly in the population will level off at 22 to 23 percent. The very
low fertility following the baby boom and assumed to continue into
the future would carry with it a stabilizing effect on the age distri-
bution. The population would have a large share of elderly as long
as there were no une, pected increases in fertility or mortality. Se-
lected implications of this increasing share of elderly in the popula-
tion are explored below in the chapter on dependency ratios.

Whereas for most of this century the oldest old have comprised
less than one percent of the total populationeven in 1980 they
were just under that figureby 2040 nearly 5 percent of the popu-
lation will be among the oldest old, as figure 2.2 also shows. This is
a higher share than those 65 and over were of the total population
in 1900.

Because of the very rapid growth of the oldest old population, the
share of the elderly population that is oldest old has more than
doubled in this century, as shown in table 2.3. Between 1900 and
1180, the share of the elderly that was 85 and over more than dou-
bled. By 2050, that share will more than double again, so that
about one in five elderly persons would be in the oldest old.

4



Percent of
Total Population

lOOT

Figure 2.2
Percent of the Total Population That
Is Aged 65 and Over or 85 and Over:

Actual Population, 1900 1980

Projected Population, 1990 2060

(Bureau of the Census Projections)

85+

o I I I

1900 1910 1920 1930 1940 1950 1960 1970 t980 1990 2000 2010 2020 2030 2040 2050 2060

Year

65+



101

)ABLE 2.3.PERCENT OF ACTUAL AND PROJECTED El DEM POPULATION THAT IS AGED

85 AND OVER: 1900-2060

(Bureau of the Census Projectin]

Year Percent

Actual
1900 ...... .

1910
1920. ,,,

1930

3 99
4.23

. , 4.26
4.10

1940. 4 05

1950 4 70

1960 5.61

1970 ... ......... 7 05

1980 8.77

Projected (middle series)
1990 10 2i

2000 13.22

2010. 15 01

2020. 11.74

2030. 11.17

2040. 16.16

2050 19.68

2060 17 98

Source Based on date from U S Department of Commerce Bureau of the Census Decennial Censuses of Population, 1900
to 1980 U S Department of Commerce Bureau of the Census Projections of the Population of the United States, by Age, Sex,
and Race 1983 to 2080 Current Population Reports Series P-25 No 952 Washington DC May 1984 (1990 2060) Table

6

As the first members of the baby boom reach age 65 just after
2010, however, for a 20-year period the share of oldest old in the
elderly population is expected to drop considerably. Although the
share of the total population that is elderly will increase, the great-
er increase will be among the youngest old (persons 65 to 84), a
group whose members are generally less dependent.

B. WHAT FACTORS HAVE LED TO THE AGING POPULATION?

Although birth rates are often thought of as the major determi-
nant of population growth, all aspects of demographic growth have
affected the aging of the U.S. population in this century. Since
1900, the United States has experienced important shifts in fertili-
ty, mortality, and immigration that have led to a radically changed
age distribution.

I. Birth Rates
With the important exception of the baby boom, declining birth

rates through the entire century (and earlier) have led to smaller
shares of the population among the young and larger shares among
the aged. Each successive age cohort 5 since early in the 1800s have
had fewer children in er.ch Emily than the previous group. As a
result, each cohort is smaller in comparison to its parents than the

A group of people born over a specified time period Ithe most commonly used is a 5-year
period) is called an age cohort, for example, persons born from 1900 to 1904 are known as the
1900-1904 age cohort

76-424 0 87 5
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cohort before it was. For example, tne size of the 1920-1924 cohort
is smaller relative to the size of its par-nts' cohort than is the size
of the 1900-1904 cohort compared to its 3arents' cohort. This has
led to the aging of the population in a relative sense; that is, the
elderly form a larger share of the total population because there
are fewer young people compared to the size of the older cohorts in
each succeeding generation.

Figure 2.;; shows some of the projected effects of continued low
fertility. The series of charts (population pyramids) show, for select-
ed years. the percent of the total population composed of males and
females in each 5-year age group. The charts for successive years
demonstrate that as the population ages, males and females of
older ages form a larger share of the total population and the
younger cohorts form a smaller share. The baby boom shows up
clearly in the 1982 chart in the bulge for the age groups from 15 to
39. In later years, however, with underlying assumptions of only
gradual changes in fertility and mortality, the age pyramids
assume a more rectangular shape. The younger age groups are a
smaller share of total population and the older age groups are rela-
tively larger, so that until later ages, each age group forms about
the same share of the total population.

1 2 7
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FIGURE 2. 3*

Percent Distribution of the U S Population, by Age and Sex
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2. Immigration
Large waves of immigration in the beginning of the century

through the mid-1920s increased the working age population at the
time and, later, the elderly population. In 1930, 9.0 percent of the
population aged 20 to 29 had been born in a foreign country; by
1960 only 2.9 percent of that age group had been.° The surviving
foreign born persons of that age group in 1930 are now aged 75 to
84; those of 1960 are now 45 to 54. Thus, immigration has contrib-
uted considerably to the current age structure of the population be-
cause immigration has added relatively more to the numbers of
aged persons than of younger persons. Indeed, the 1980 census
found that 11.7 percent of the population aged 65 and over was
born in a foreign country, compared to 7.2 percent of persons aged
25 to 64.7 The difference was even greater among the oldest old;
about 19 percent of these people were foreign born.°
S. Mortality Rates

Declining mortality rates have played very significant roles in
the aging of the population as well. In recent years in particular,
improvements in mortality re-es have significantly extenued the
period an adult could expect to live. In the first forty years of the
century, death rates due to infectious diseases (such as pneumonia,
influenza, and tuberculosis) declined sharply. These improvements
in mortality affected persons of all ages; their contribution to the
Pc-ring of the pcpulaton ..22 primarily through enabling ycurig chil-
dren to live past ages when they were previously likely to succumb
to infectious diseases. In the twenty or zo years in the middle of
the century, relatively few improvements were made in controlling
mortality.

Beginning in the 1960s, however, important advances were made
in reducing the risk of death associated with heart attacks and
stroke.° These improvements, unlike the earlier ones, specifically
reduced mortality at older ages, and contributed to sharp increases
in the number of years a person age 65 could still expect to live, as
shown in figure 2.4. In the twenty years from 1960 to 1980, life ex-
pectancy at age 6E (for men and women combined) increased nearly
14 percent, from 14.4 to 16.4 years. In contrast, life expectancy at
birth increased only about 5 percent, from 69.9 to 73.7 years. These
relative improvements are very different from those experienced
earlier when infectious diseases were being brought under greater
control; from 1900 to 1940, life expectancy at age 65 improved only
8 percent in comparison to a 30 percent improvement in life ex-
pectancy at birth.

U S Department of Commerce Bureau of the Census Historical Statistics of the United
States' Colonial Times to 1970 Part I U S Government Printing Office. Washington, D.0 1975
p 15-16

7 U S Department of Commerce Bureau of the Census 1980 Census of Population. Detailed
Population Characteristics Part 1 United States Summary. PC80-1-D1-A. Washington, D.0
Mar. 1984

Rosenwaike, Ira A Demographic Portrait of the Oldest Old Milbank Memorial Fund Quar-
terly Vol 63 Spring 198:, p. 198

Crimmins, Eileen M Implications of Recent Mortality Treads for the Size and Composition
of the Population Over 65 Review of Public Data Use. Vol 11. Mar 1983 p. 38
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Recent improvements were particularly sharp among the oldest
old. In this age group cardiovascular conditions are increasingly as-
sociated with the causes of death. As a result of the major improve-
ments in death rates associated with these conditions, the decline
in mortality between 1966 and 1977 was higher among persons 85
and over than in any other age group over age 25.10

According to the assumptions of the middle series of the Census
projections, recent improvements in mortality would not be sus-
tained over the next half century. Although life expectancy at
birth improved by 31 percent in the last 60 years, ti' 'se projections
assume an improvement of only 7 percent over the next 60 years.
Life expectancy at age 65, which improved 31 percent from 1920 to
1980, is projected to improve 27 percent by 2040.

There are several reasons to expect that past improvements in
life expectancy might not be sustained. First, as past mortality re-
ductions have brought death rates at young ages to very low levels
in this country (with some important exceptions), further improve-
ments become infeasible; to the extent that most children are
living well into adulthood, there is relatively little remaining mor-
tality to be reduced.

Second, among the elderly in particular, recent improvements in
mortality associated with heart attacks and strokes have had dra-
matic effects. Further advances will have to be achieved by reduc-
ing mortality associated with the many various types of cancer, the
second leading cause of death. Many researchers believe that these
advances will be harder to achieve, and as a result future advances
would be slower. Beer ise cancer itself assumes many forms and
has multiple causes, breakthroughs are more likely to be incremen-
tal and to affect fewer people at a time than have the break-
throughs associated with the prevention and treatment of heart
disease.

Third, as the life expectancy of the population increases, it ap-
proaches some unknownllevel that, medical , practitioners believe
defines the length of time a human can live, called the life span.
The life span is biologically determined whereas life expectancy is
determined both by biological factors and by cultural factors relat-
ed to health, nutrition, accident, and violence. As the life expectan-
cy in this country increases, many demographers assume it is ap-
proaching the human life span and further increases in life expect-
ancy will be harder to achieve.

Nevertheless, the assumptions of much slower improvements
against mortality in the future are not generally accepted by all
demographers; some believe recent mortality improvements are
more likely to continue for at least the immediate future." Argu-
ments are presented that technological breakthroughs cannot be
foreseen, but that they have been occurring with such regularity in
recent years that they should not be discounted in the future. Al-
though there is a broad acceptance that there is some limit to the
human life span, not all experts believe that we are close enough

10 Rosenwaike, Ira, Nurit Yaffe, and Philip Sags The Recent Decline in Mortality of the Ex-
treme Aged An Analysis of Statistical Data Americas Journal of Public Health. Vol 70, Oct
1980. p. 1078.

" Crimmins. Implications of Recent Mortality Trends.

1
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to approaching that limit to let that factor govern assumptions
about future life expectancies.

C. WHAT OTHER ASPECT., OF SLOWING POPULATION GROWTH MAY BE
IMPORTANT?

The aging of the population is actually just one facet of the more
general slowing of population growth in this nation. In the absence
of that slowing, the share of the population that is aged would not
have reached current levels; nor would it increase at the same
rates as currently, projected. Rapid growth in all segments of the
population can obscure and minimize the effects of changes in par-
ticular subsets of a population. As growth slows, demographic fac-
tors other than growth assume more social and economic impor-
tance than they otherwise might, because they occur in a context
of a fixed population size. In addition to aging, other aspects of the
population change as overall growth slows. This section demon-
strates that the aging of the population does not occur in isolation,
but in the context of broad changes in other characteristics of our
society that are also strongly influenced by demographic changes
related to aging.

The stress placed on economic institutions by slowing population
growth may be largely a function of the speed of transition from a
more rapidly to a more slowly growing population. When demo-
graphic changes occur slowly, the economy and the society have
ample opportunity to adjust; however, when changes are more
rapid, social and economic institutions may have a more difficult
time adjusting. In the latter case, a society may experience tempo-
rary dislocations until changes are made to accommodate the new
demographic composition of the population.

In the United States, the transition has actually been very slov
thus far taking place over the course of more than a century. Hov
ever, as the rate of growth achieves a relatively stable level
(though there is no agreement as to whether this has happened in
the United States), the importance of fluctuations in the rate of
growth increases dramatically." Sharp demographic fluctuations
in a generally slowly growing population act in a manner similar
to major rapid changes in long-term demographic patterns. Howev-
er, such fluctuations can necessitate short-term adjustments chat
may not make long-term sense. A frequent presumption is that the
economy will adjust to gradual changes resulting from the g ,neral
slowing of population growth, but that substantially greater disrup-
tions will be imposed by these large fluctuations over relatively
short periods of time.13 Such problems were seen in the need to
build more schools in the 1950s and 1960s to accommodate the baby
boom; by the 1970s, however, these schools were no longer needed
for that purpose. This very visible phenomenon is one of tae factors
that has focused national attention on the impact of the aging baby

" Serow, William and Thomas Espenshade. The Economics of Declining Population G
An Assessment of the Current Literature in Economic Consequences of Slowing P,41ulation
Growth. Thomas Espenshade and William Serow, eds. New York Academic Press "J78 p 13-
40.

13 Clark, Robert L. Policy Implications and Future Research Needs in The Economic Conse-
quences of Slowing Population Growth. Thomas Espenshade and William Serow, eds New York
Academic Press. 1978 p. 247-261.
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boom. The baby boom resulted from an upward, but relatively
brief, fluctuation in fertility rates, which subsequently resumed
their longer term downward trend.
1. Working Age Population

Although the "aging of the population" may call to mind a pop-
ulation with a small share of children and a large share of people
age 65 and over, it actually affects the entire age distribution in
important ways. The working age population also grows older, and
as it does so, the prevalence of more experienced workers increases
and that of younger, less skilled workers decrease' In 1980, 32.2
percent of the working age population (aged 18 to 64) was aged 45
to 64. Under the middle series assumptions, in 2020, that figure
would increase to 42.7 percent, and in 2050, 41.9 percent.
2. Race and Ethnicity

To the extent that different race groups have different underly-
ing rates of growth, as population growth slows the racial composi-
tion of the population will change; in the United States, both
blacks and Hispanics have higher fertility and mortality rates than
whites and other race groups. As a result, projections indicate that
a larger share of the population will be in these groups. Under the
Census projections (middle series), in 2020, 14.9 percent of the popu-
lation would be black, compared to 11.7 percent in 1980. By 2050,
that figure would increase to 16.9 percent. (Projections have not
been prepared for other race and ethnic groups, such as Asian
Americans or American Indians.)

Another recently published Census document provides projec-
tions of the Hispanic population under a variety of assumptions
about fertility, mortality, and immigration. These projections indi-
cate that under assumptions of a constant level of Hispanic net im-
migration of 143,200 per year (compared to the actual level of
191,000 in 1982), future increase of the Hispanic population would
be affected more by the balance of births and deaths in the Hispan-
ic population than by net immigration. Even under the highest as-
sumed levels of net immigration (361,500 per year) the balance be-
tween births and deaths plays a more important role in the future
increase of the Hispanic population than does net immigration.
Under all of the Census assumptions, the Hispanic population
would increase considerably faster than the remaining U.S. popula-
tion for the foreseeable future. As a result, under the middle series
of these projections (which are consistent with the projections of
the population discussed in the remainder of this chapter), the His-
panic population 14 would increase as a share of the population
from 6.8 percent in 1982 to 12.3 percent in 2020, and 16.4 percent
in 2050. The range on these figures is considerable, depending on
the assumptions made about factors of growth; in 2020, the project-
ed share ranges from 11.5 percent in the lovast series to 15.2 per-

3 4 The figures used for the black and Hispanic population are not mutually exclusive; some
persons are both black and Hispanic. The Census Bureau does not provide ....marate projectionsfor nonHispanic black, and so these data cannot be added to estimate the total black and His-panic population.
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cent in the highest. In 2050, the range is from 15.9 to 22.5 per-
cent."

As a result of the changing shares of different race and ethnic
groups in the population, the white, non-Hispanic population is
projected to decline as a share of the total population. Under the
middle series, its share would decline from 79.1 percent in 1982 to
68.9 percent in 2020 and 61.6 percent in 2050.

The race and ethnic composition of the elderly population will
also change. From 2.9 percent of the population 65 and over in
1982, the Hispanic population will increase to 7.5 percent in 2020
and 11.7 percent in 2050. The black population will increase its
share from 8.1 percent in 1982 to 9.9 percent in 2050. The share for
the white, non-Hispanic elderly population will decrease from 87.8
percent in 1982 to 79.2 and 69.9 percent, in 2020 and 2050, respec-
tively.

The effects on the working age (25 to 64) population are even
sharper. By 2020, the Hispanic population would increase from 6.6
to 11.6 percent of the working age population, and the black popu-
lation's share would increase from 10.9 to 14.7 percent. The share
for the white, non-Hispanic population would decrease from 80.1 to
69.7 percent. Through 2050 these figures would continue their
trend: the working age population would be 16 9 percent Hispanic,
17.2 percent black, and 60.8 percent white non-Hispanic.

3. Immigration
Because the relative importance of immigration increases rapidly

as the number of births and deaths become closer to one another,
the balance of native born and foreign born in the population is
projected to change under the Census middle series assumptions. A
higher share of the population would be foreign born. Between
1970 and 1980, an estimated 22.2 percent of total population growth
resulted from immigration." Between 2010 and 2020 the total pop-
ulation would increase by 13.4 million. In this period, 30.2 percent
of the growth would be the direct result of immigration. By 2040 to
205G, there would be substantially more deaths than births in the
population, and immigration would serve as the only source of pop-
ulation growth; in the absence of immigration in this period, the
population would actually be projected to decline by nearly 6 mil-
lion.' 7

4. Growth of Areas Within the Country
As national growth rates decline, the importance of migration

among areas of the country increases. Whereas widespread growth
can sometimes mask outmigration (migration away from one area
to other areas of the country), when the national population is no
longer growing from a greater number of births than deaths, the
level of in- o, out-migration in specific communities is the dominant

" U S. Department of Commerce Bureau of the Census Projeaions of the Hispanic Popula-
tion. 1983 to 2080, by Gregory Spencer Current Population Reports Series P-25 No 995 Wash-
ington, DC. Nov. 1986

" U S Bureau of the Census. Estimates of the Population of the United States and Compo-
nents of Change 1970 to 1984 Current Population Reports Series P-25, No 971 p 2

IT U.S Bureau of the Census Projections of the Population of the United States, by Age, Sex,
and Race. 1983 to 2080 Current Population Reports Penes " -25 No 952 Tables 10 and 12

.
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factor of local growth or decline. When patterns of migration inside
the nation develop, such as outmigration from central cities, par-
ticular types of areas can experience related economic distress.
5. Family Composition and Socioeconomic Change

Other socioeconomic factors also are related to demographic
change. Higher divorce rates have been associated with lower com-
pleted family size for women who divorce, a factor in slowing popu-
lation growth. If divorce rates remain high or increase further, the
share of female-headed families in the population would increase.
The number and type of families are sensitive to demographic as-
sumptions." As a result, the composition of families may change
faster than the size of the total roulation.

Finally, future changes in the chb:ribution of economic well-being
in the society depend on changes in family composition and differ-
ences in birth rates among people of different socioeconomic
levels.19 All other things being equal,2° low marriage rates, high
divorce rates, and higher fertility rates among the lower income
population would all tend to increase the share of families with
lower income. In contrast, lower fertility overall would reduce the
income needs of many families. Since a higher share of divorced
women actually works, whether they have children or not, increas-
ing divorce rates could lead to higher overall labor force participa-
tion rates in the working age population.

II. SENSITIVITY OF POPULATION PROJECTIONS TO UNDERLYING
ASSUMPTIONS

The one thing that can be known for certain about projections is
that they are likely to prove false. This assertion is as valid for
population projections as for any projections, even though the vari-
ables that feed into population projections are relatively simple
and may seem straightforward to anticipate. Even the word projec-
tions connotes the lack of certainty about accuracy. Few demogra-
phers make actual population predictions. They project what
future levels and characteristics population would be if certain
plausible assumptions about recent demographic patterns hold
true.

An important consideration in interpreting current population
projections is the potential for change in the assumptions about
each of the components of growth: fertility, mortality, and immi-
gration. Each is likely to change in ways that reflect the nature of
the component iteself. For instance, levels of immigration are sub-
ject to legislative action and can change rapidly. Law enforcement
policies also affect the flow of illegal immigrants and the likelihood
that they will remain in thid country. Either type of immigration
can increase or decrease, responding to economic conditions and

18 Wertheimer, Richard F., 11 and Sheila R. Zedlewski The Impact of Demographic Change on
the Distribution of Earned Income and the AFDC Program. 197u-1985 In The Economic Conse-
quences of Slowing Population Growth. Thomas J. Espenshade and William J Serow, eds Aca-
demic Press. New York. 1978. p 197-224.

Rindfuss, Ronald F. and James A. Sweet. The Pervasiveness of Postwar Fertility Trends in
the United States, in Social Demography. Karl E. Taeuber, Larry L Bumpass, and James A
Sweet, eds. Academic Press. New York 1978. p. 15-42.

2° An assumption that is admittedly only Infrequently met.
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public policy. Mortality is subject to the improvement of health de-
livery systems, to technological advances, and to changes in health-
related behavior in the population. Generally, this factor has
moved only in one direction, towards improved mortality rates and
consequently to more rapid population growth. Fertility is now sub-
ject to a greater degree of personal control than ever before. As a
result, trends in personal tastes and families' economic needs will
play a much greater role in determining future fertility patterns.
In certain respects, this factor is more difficult to project than
either of the others because it can fluctuate widely and unexpect-
edly, as it has over the last four decades.

A. HOW ACCURATE HAVE PAST PROJECTIONS BEEN?

The Bureau of the Census has been making population projec-
tions for several decades, and earlier projections and assumptions
about fertility, mortality, and immigration can be compared to
what has actually happened or to later estimates to determine how
assumptions made in the past have held up to the test of time.
Comparisons of actual numbers to projections of the population age
65 and over that have been made since the early 1950s show two
important points.21 First, projections tend to be more accurate
when they are to nearby dates; projected populations for more dis-
tant dates tend to fall further from the mark. A comparison of dif-
ferent projections of the aged population issued at various dates
since 1953 with the estimated population aged 65 and over in 1975
shows that earlier projections consistently and considerably project-
ed too few aged persons in 1975. In the 1950s, projections tended to
be about 8 percent too low. Even through the late 1960s, projec-
tions for less than 10 years in the future were 6 percent too low.
Projections issued in the 1970s gradually closed in on the estimated
population, although even in 1972, the projection was 2.5 percent
under the actual 1975 population. The second point about projec-
tions is that they may vary considerably from one set to the next.
As new information is learned and incorporated into successive
series, projections of the same age and sex group for the same date
often change. A comparison of previous projections of the 65 and
over population for the year 2000 to more-recent projections dem-
onstrates these differences. After 1964, successive projections have
come gradually closer to the most recent projections, issued in
1984. Again, all the earlier series were lower than the last, ranging
from more than 19 percent lower in the earlier projections (issued
in 1964 and 1967) to about 9 percent lower (in the projections
issued in 1977), compared to the projections issued in 1984.

The above comparisons all used the most recent middle series of
the Bureau of the Census for consistency. They demonstrate that
although population projections are useful for consideration of the
policy implications of continuation of current demographic trends,
they do not necessarily perform well as predictors of future popula-
tion. The comparison of sequential issuances of projections supports

2, Data for this discussion are from Siegel, Jacob S Prospective Trends in the Size and Struc-
ture of the Elderly Population, Impact of Mortality Trends, and Some Implic...tions. Current
Population Reports. Series P-23, No. 78 U S. Bureau of the Census Washington, D C Jan 1979
p. 17.
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using projections in an iterative process in policy development, fac-
toring in new information as it becomes available. In the case of
the aged population in particular, subsequent estimates and later
projections both indicate that previous series have tended to under-
estimate the future sizes of this group. Although recent corrections
have attempted to Address the primary source of this problemun-
derestimates of future improvements in mortality levelsit is un-
known whether demographers have still remained too pessimistic
about future mortality improvements.22 If they have, current pro-
jections of the aged population will also be too low.

B. .F THE UNDERLYING ASSUMPTIONS ARE CHANGED, WHAT ARE THE
EFFECTS ON THE PROJECTIONS?

Another approach to improved understanding of the possible var-
iability associated with projections is to examine the effects of al-
tering specific assumptions. In the Census projections, the fertility,
mortality, and immigration assumptions can be examined separate-
ly. In producing the middle series, the Bureau used what it identi-
fied as the "middle assumptions" for all three factors of growth. In
addition, however, it produced projections using "high" and "low"
assumptions about the levels of each factor; it thus produced a
number of projection series, using all possible combinations of high,
middle, and low levels for future fertility, mortality, and immigra-
tion.

The Bureau selected specific cc .binations of these levels to serve
as examples for a range of projections. Although the middle series
is identified as the series thought to be most likely, detailed infor-
mation is also provided on a low and a high series to provide a
range of likely growth. Figures 2.5, 2.6, 2.7, and 2.8 show the range
for same of the projectic:.s shown earlier in this discussion. These
figures show the high degree of sensitivity of projections to the
combined underlying r asumptions.

The range of population aged 65 and over in 2050 represented in
the projections is substantial, as shown in figure 2.E In fact, in
2050 the high series would imply an elderly copulation nearly 47

.!rcent larger than the low series. In 2020, the difference is only 20
percent, because more of the elements of that population a..e al-
ready in place. Future fertility will not affect the size of the elderly
population in 2020, but it will to a small degree in '150. The effect
of different assumptions about future levels of n: migration and
nortality will increase as time passes.

22 Continued mortality Improvements (larger than projectedl would constitute a "pessimistic"
assumption by Social Security actuaries because it would result in a larger-than-anticipateddrain on the trust funds.
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The size of the future oldest old population is even more subject
to differences in assumptions, as shown in figure 2.6. Even in 2020,
the high series shows 63 percent more people aged 85 and over
than does the low series. By 2050, the high series is more than 110
percent higher than the low series. As a result, the share of the
elderly population that is oldest old is equally uncertain, as shown
in figure 2.7.
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Because the size of the total population will vary as well as the
size of the aged population, the share of the population that would
be aged under the different assumptions varies relatively less than
the size of the aged population. Nevertheless, depending on which
assumptions prove more correct, the future population of this coun-
try could have a considerably different share of elderly. As figure
2.8 shows, under the low projection series, the share of aged in 2020
would be just under 18 percent, while under the high series as-
sumptions, that future would be 16.5 percent. By 2050 the gap
widens to 24 and 19 percent for the low and high series, respective-
ly. These figures suggest different levels of aged dependency in the
future population; the high population growth series would imply a
share that is about 20 percent smaller than that implied in the
low-growth series.

14 2,
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The second set of lines in the figure show that the projected per-
cent of the population aged 85 and over is subject to less variabili-
ty. While the high series implies that nearly 5.5 percent of the pop-
ulation of 2050 would be in this L -oup (about the same share as the
entire aged population was in 1930), the low series would suggest
about 4.8 percent.

These figures demonstrate the combined effects oe 4 i fferent as-
sumptions about fertility, mortality, and immigrat However,
these three factors are not equally important in then- effects on
projections of the size of the elderly population. The following dis-
cussion will examine each growth factor separately, to identify the
effects of different levels of future change of that factor alone,
while each of the other two factors are held at the middle level.
1. Mortality

Since higher mortality is associated with lower population
growth (through lower life expectancy), the low projection series as-
sumes higher future levels of mortality than the higher series. The
highest series assumes a mortality improvement of 0.29 percent per
year from now thrcugh 2005 and 0.11 percent from then until 2060,
leading to relatively low future levels of mortality; the lowest popu-
lation series, in contrast, assumes much slower rates of improve-
ment (and consequently higher mortality levels) of 0.08 percent per
year through 2005 and 0.03 percent per year from then until 2060.
The middle series assumes improvements of 0.18 percent per year
in the earlier period and 0.06 percent per year in the later period.

These different assumptions about overall mortality improve-
ment affect the projected life expectancy at birth and at age 65, as
shown in Figures 2.9 and 2.10. The first figure shows the projected
life expectancies at birth for males and females under the three
different mortality assumptions. These projections imply that
future improvements in male and female life expectancies at birth
would be of about the same level; the improvements in female and
male life expectancy at birth from 1980 to 2060 implied in the low
mortality assumptions are 14.6 and 13.3 percent, respectively, and
those of the high mortality assumptions, 4.3 and 4. percent, re-
spectively. Under none of the assumptions, however, do male and
female life expectancies converge.
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The life expectancies at age 65 would improve to a greater extent
under all the assumptions than would life expectancy at birth, as
figure 2.10 shows. Under the low mortality assumption (which
shows higher levels of life expectancy), female life expectancy at
age 65 would increase by 50.8 percent between 1980 and 2060,
while for males the increase would be 43.3 percent. If this assump-
tion were to prove correct, by 2020 women age 65 could expect to
live another 24 years, and men, another 18 years; by 2050 that
would increase to 27 and '0 years foi women and men, respective-
ly. Under the high mortality assumption, the improvement
through 2020 for males would be about the same as for females
around 13.6 percent, leading to lower projected life expectancies.

The size of the projected elderly population is highly sensitive to
these varying assumptions about mortality. Figure 2.11 shows the
results of using different mortality assumptions while fertility and
immigration a- umptions are held at the middle level for each line
on the chart. By 2050, the series with the low mortality assumption
will produce an aged population more than 30 percent larger than
the high mortality series; two-thirds of the entire difference in the
projected aged population between the low and high series shown
in figure 2.5 is attributable to the mortality assumption. The low
mortality series would produce an aged population 12 percent
larger (more than 8 million persons) than the middle series. This
range of variation indicates that relatively small differences in the
future ate of improvement in mortality will have very substantial
effects on the size of the aged population.
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The effect of the mortality assumption on projected levels of the
total population does not produce such a large relative difference,
because, as noted above, much of the future improvement in mor-
tality will have to occur in reducing causes of death associated with
age. The low mortality series would produce a total population 3.5
percent larger than the high series by 2020 and 7.7 percent higher
by 2050. Much of the differences in the projected total population
will be among the elderly.

As a result of the greater variability in the aged population than
in the population as a whole (in the absence of differences in fertili-
ty and immigration) the share of the population that is aged would
vary substantially under the different assumptions. Under the low
mortality assumption, in 2020, 18.3 percent of the population would
be aged 65 and over; under the middle assumption, 17.3 percent;
and under the high assumption, 16.5 percent.23 By 2050 the gap
would widen farther; while the low mortality assumption would
imply 24.1 percent, of the total population would be aged, the high
assumption would indicate only 19.8 percent.

2. Fertility
The projected fertility levels can be summarized ,,,,ith a measure

known as the total fertility rate, which approximates the number
of children a woman would have in her lifetime at current birth
rates.24 A total fertility rate of 2.1 children per woman is the level
at which a population just replaces itself (without either growing
or declining) if that rate is sustained over a long period. The low
fertility series of the census projections assumes that the total fer-
tility rate will decline slightly from its current level of about 1.8 to
a level of 1.6 in 2060; that decline would occur slowly over the
entire 80-year period, as shown in table 2.4. The middle series as-
sumes a more level rate increasing slightly in the next few decades
but leveling out at 1.9 by 2050. The high fertility series assumes
that fertility will rise to a peak in 2020 and decline slightly there-
after to a level of 2.3 by 2060.

" These figures differ slightly from the shares of population that are elderly discussed earlier
because thes, lemonstrate the effects of varying the mortality assumptions alone, whereas the
earlier figures represent a range derived by varying all assumptions simultaneously

24 For a given year the total fertility rate measures the number of children a hypothetical
woman would bear in her lifetim.:i if she were to have children at the same rate in each year of
her life as wr men of different ages in that year.
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TABLE 2.4. FERTILITY ASSUMPTIONS UNDER THREE PROJECTION SERIES U.S. BUREAU OF

THE CENSUS PROJECTIONS 1980 TO 2060

Year:

Series

Low Middle High

1980 1.83 1.83 1.83
1990 1.75 1.94 2.09
2000 1.69 1.96 2.24
2010 1.65 1.96 2.34
2020 1.64 1.94 2.35
2030 1.62 1.93 2.33
2040 1.61 1.91 .32
2050 1.60 1.90 2.30
2060 1.60 1.90 2.30

Source US Bureau of the Census Protections of the Population of the United States, by Age, Sex, and Race. 1983 to
2080 Current Population Reports Series P-25, No 952 Table A-4

Projected differences in fertility of the magnitude described here
have almost no effect on the size of the projected aged population,
as shown in figure 2.12. The group of persons who will be elderly
even in 2050 have already been born, so there is no effect.
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However, the fertility assumptions affect the size of the total
population and consequently the share of the total population that
would be aged. By 2020, the total population under the high fertili-
ty assumption would be 15 percent larger than that under the low
assumption. Under the low assumption, in 2020, 18.6 percent of the
population would be ageu, compared to 16.1 percent under the high
assumption. By 2050, when the total population would be more
than 47 percent larger under the high assumption, the gap would
widen; the low and high assumptions would imply 26.0 and 17.8
percent of the population to be aged, respectively.

3. Immigration
The immigration assumptions do not vary over time; the series

differ only in the annual level of future net immigration.25 The
low series assumes 250,000 net immigrants per year; the middle
series, 450,000; and the high series, 750,000 Current levels of legal
immigration are about 550,000 per year; these levels have fluctuat-
ed since the 1560s, from a range of under 300,000 in the late 1960s

-tp around 600,000 in ti_e early 1980s (when there were high num-
bers of refugees coming into the country from Cuba and Southeast
Asia). The projected levels of emigration from the U.S. range from
36,000 (middle series) to 160,000 (both low and high series) per year.
Although reliable records of emigration are not kept in this coun-
try, recent estimates indicate that the higher level may better re-
flect current trends.26 These leveq and the projections reflect legal
immigration only; the number of undocumented aliens is not cur-
rently incorporated into population projections.

Immigration is a key factor in population projections. Without an
assumed net immigration, the projected population would peak
sometim3 in the third decade of the next century and decline
thereafter (according to the middle fertility and mortality assump-
tions). Immigration would account for 36 percent of the growth
irom 1985 to 2020 under the middle assumptions on all three fac-
tors of growth. From 2020 to 2050, if there were no net immigra-
tion, the population would decline by 3 percent, but with a middle
level of immigration, it would increase by more than 4 percent. Im-
migration in this period would account for all of the growth and
would actually prevent absolute population decline.

Varying the immigration assumptions would have an effect on
the size of the aged population in the future, as shown in figure
2.13. Under the hiph immigration assumption, there would be
nearly 2 million more aged persons in 2020 than under the low as-
sumption, a 4 percent difference. By 2050 this difference would in-
crease to 11 percent, or 7 million aged persons.

" Net immigration represents the difference between the total number of (legal) Immigrants
and the estimated number of emigrants.

25 Private communication of the author with Gregory Spencer, U.S Bureau of the Census,
July 30, 1986.
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As is the case w:th the fertility assumptions, the immigration as-
sumptions have a greater effect on the future size of the total popu-
lation than on the aged population alone. Under the high immigra-
tion assumption, the total population in 2020 would be 9 percent
larger than under the low assumption; this wc- 'd increase to a 16
percent difference by 2050. The range of the b. 'are of the popula-
tion that would be aged under the different immigration assump-
tions is considerably smaller than is the case with the fertility as-
sumptions, because the fertility assumptions have a relatively
greater impact on the size of the total population. Under the low
immigration assumption, in 2020, 17.6 percent of the population
would be aged, ompared to 16.8 percent under the high assump-
tion. By 2050, these figures would increase to 22.1 and 21.1 percent
for the low and high assumptions, respectively.

III. SOCIAL CHARACTERISTICS OF AGE GROUPS: THE CURRENT AND
FUTURE AGED

We can already know some of the ways in which the aged of the
future will differ from the aged of today. Certain social characteris-
tics that are related to retirement behavior, health conditions, or
financial well-being can be observed now in the baby boom cohorts.
Such characteristics as educational attainment, numbers of immi-
grants, mz:nbers of never-married persons, and the family relations
of the baby boom will affect their needs in retirement, and merely
the simple size and life expectancy of the cohort are, by them-
selves, insufficient information to identify what those future needs
may be.

The following sections provide some information about some of
the contrasting characteristics of the baby boom generation and
today's aged. Projections have not been made on the basis of these
characteristics, but some of the relationships understood today be-
tween them and different aspects of agir,e; are pointed out.

Although information will yield insights, these characteristics do
not predetermine how the members of the baby boom will act in
retirement or what their needs will be. As a specific example, con-
sider two current trends in retirement age: the average age of re-
tirement of many specific types of people is declining, but people
with higher levels of education may be retiring later than people
with lower levels.

If both trends continue, they would work in opposite directions to
determine the average ages of retirement of future retirees. The
first trend would be that of people in each educational level tend-
ing to retire earlier than did people in earlier generations with the
same educational level. The second trend would be the increasing
levels of education in each younger age group. These persons might
tend to retire later than their age peers with less education, so that
the average age of retirement could dee.line slower than might oth-
erwise be expected. The degree to which these two trends offset one
another, along with other important factors related to social condi-
tions and public policy, wculd determine the average retirement
age for the population as a whole.
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A. EDUCATION

Since the members of each new generation in American society
have gained rno.? years of education, the future aged cohorts will
be more educated than those of today. The differences in education-
al attainment of current and future elderly is striking; future gen-
erations of elderly will have substantially higher educational levels
than past generations. Among people aged 75 and over in 1980, as
Table 2.5 shows, fewer than one in ten persons attained a college
education; over half hat Jnly an eighth grade education or less.
The people who are now aged 25 to 34 will be turning 65 from 2010
through 2020; in contrast to the current elderly, nearly half of this
cohort already has some college education (and this cohort has not
yet completed its education). Just over 5 percent have attained only
an elementary education or less.

TABLE 2.5.-PERCENT DISTRIBUTION OF YEARS OF SCHOOL COMPLETED BY DIFFEUNT

AGE GROUPS: 1980

Elementary High school College

0 to 4 5 to 7 8 1 to 3 4 1 to 3 4 5 plus

Age.

25 to 34 1.2 2.1 21 10.4 381 22 8 13.1 10.2

35 to 44. 1.8 3.6 3.9 14.0 40.1 17.1 9 3 10.2

45 to 54 3.1 61 6.9 17.7 37 6 13 6 7 5 7 4

55 to 64. 4.3 8.5 107 19.6 34.3 11.6 5.8 52
65 to 74 6.8 13.7 17.4 19.4 ?4 2 9.6 4.9 41
75 plus 1 .6 17 8 22.9 15.1 17.2 8.3 4 4 2.8

Source US Department of Commerce Bureau of the CP^ is 1980 Census of Population Detailed Population Characteristics
Part 1 United States Summary PC80-1-D1-A Washiltr JC. March 1984 Table 262

Future differences in educational attainment may be associated
with differences in the needs of the elderly. Currently, people with
higher 'evels of education tend to have lower incidence of chronic
illness and to have more personal resources to bring into their re-
tirement years than people with less education. C1,1er men who
suffer from severe physical impairments are likely to have com-
pleted fewer years of schooling than their counterparts without
such impairments.27

Evidence about the retirement behavior of people with higher
education is somewhat contradictory. In general, people with
higher levels of education tend to retire earlier than people with
less education. For example, among men retiring between 1967 and
1976, only 31 percent with less than 12 years of education retired
early (before age 65), in contrast to 52 percent of men with 13 or
more years of education.28 However, this association is most likely
a result of the greater resources attained by people with higher
education. If factors such as fo.:2gone earnings (for the year follow-

27 Chirikos, Thomas N and Gilbert Nestel Impairment and Labor Market Outcomes A Cross-
Sectional and Longitudinal Analysis. In Work and Retirement Herbert S. Parnes, ed , Cam-
bridge: MIT Press. 1981 p. 100

"Tames, Herbert ,i and Gilbert Nestel The Retirement Experience In Work and Retire-
ment. Herbert S Parnes, ed. Cambridge. MIT Press 1981. p. 164.
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ing retirement), liquid assets, Social Security payments, and pen-
sion eligibility are taken into account, people with higher levels of
education are actually found to retire later.29 These findings sup-
port a more intuitive expection that if two people had the same
levels of asset-, potential Social Security payments, and pension
coverage, the Jne with more education would probably have a lob
that pays more and is otherwise more rewarding, and consequently
that person could be expected to work longer. The earlier finding is
likely a result of the high association between educational attain-
ment and such factors as earnings, assets, and pension coverage;
persons with greater accumulated resources at retirement are more
likely to retire earlier, as is noted in the chapter on the retirement
decision.

Because of the complex relationship between education and re-
tirement age, it is difficult to speculate what effects the higher edu-
cational levels of the future elderly might have on the timing of
their retirement. If the baby boom generation is able to translate
its educational resources into income flows and personal assets
then the better-educated baby boomers should retire earlier.

B. IMMIGRATION

A relatively large share of the current elderly came to this coun-
try during the large waves of immigration before the mid-1920s.
For some of these foreign born persons, life in the United States
has been very good. For others, life has been somewhat more diffi-
cult, with the major advantages of immigration to this country
sometimes being felt more in their children's generation. Foreign-
born members of an age cohort may have special problems in their
older years related to financial, health, and social differences from
the native population of the same age.

Nearly 12 percent of the current population aged 65 and over is
foreign-born, in contrast to just over 7 percent of the population
aged 25 to 64. The future generations of elderly are likely to have
smaller shares of foreign-born than is now the case. Table 2.6
shows the share foreign born in different age groups; among the
youngest groups shown, there will be more immigration so that by
the time these groups age, there will be a higher share, but since
most immigration occurs at younger ages, it is likely that among
these cohorts the Nation will not observe an aged population with
as high a share of foreign born as is the case today.

29 Hausman, Jerry A and David A Wise Social Security, Health Status, and Retirement In
Pensions, Labor, and Individual Choice David A Wise, ed University of Chicago Press. Chicago
1985 p 172.
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TABLE 2.6.PERCENT OF THE POPULATION THAT IS FOREIGN BORN, BY a GROUP: 1980

Percent

Age:

25 to 34 7.1

35 to 44 8.2

45 to 54 7.3

55 to 64 6.3

65 and over 11.7

Source U S Bureau of the Census 1980 Census of Population Detailed Population Characteristics Part 1 United States
Summary PC80-1-D1-A Washington, DC, March, 1984 Table 255

C. MARITAL STATUS

Within the aged population, persons who have never married
appear to show identifiable differences from persons who either are
married now or who have been married at some time. For example,
never-married men have lower income overall than widowed or di-
vorced men while never-married women have higher income over-
all than widowed or divorced women.3° Never-married persons also
have more health problems; they are more susceptible to chronic
disease and they have higher rates of mortality at relatively young-
er ages. In addition, their social contacts may be fewer; at a mini-
mum, as a group, they have fewer offspring with whom to keep in
touch and on whom they can rely in a crisis in their later years.
Like other persons living alone, they find that their incomes must
stretch further to cover fixed casts of living arrangements and
other needs; they do not benefit from the economies of larger
households.

The group of elderly who live alone are commonly considered to
have special needs. The share of older per' ins who live with their
chilu.en has decreased over the last twenty years.3' Among un-
married eld.rly in particular, the share living with kin has
dropped. In 1950, nearly 50 percent of unmarried men and 61 per-
cent of unmarried women lived with some relatives. By 1977, these
figures had declined to about 34 percent for men and 32 percent for
women. These data Include persons who have never married as
well as those who have divorced, separated, or been widowed. If the
preferences for independent living that these figures reflect contin-
ue, and the share of elderly persons who never married or who are
divorced increases, then in the future, the share of elderly living
alone could increase still more.

In its marital patterns, the baby boom may be more similar to
current aged cohorts than it is to the intervening age groups. In
the early decades of this century even up until World War II, both
young men and women delayed marriage. Both as a result of these
delays and because social custom did not appear to place as strong
a value on ever marrying as was later the case. a fairly significant

3° Grad, Susan Income of the Population 55 and Over, 1984. U S Department of Health and
Human Services, Social Security Mministration. SSA Publication Ne 13-11871 Washington,
D.0 Dec, 1985 Table 1.'

1' Shanas, Ethel Older People and Their Families The New Pioneers Journal of Marriage
and the Family Vol 42. Feb 1980 p 1?
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share of the population ended up never marrying at all. After the
war, however, and throughout the years of the baby boom, people
married at younger ages and a higher share of the total population
did eventually marry.32 Of cohorts that were in their 20s and 30s
in the 1930s and 1940s, nearly 10 percent of the population never
married at all. By the 1950s and 1960s, it is clear that significantly
higher shares of young adults were married; these cohorts were
marrying younger and more of them were to end up ever married.
By 1980, however, a sharp reversal to the earlier trend could be ob-
served; again, among both men and women, a mucli higher share
of young persons were not yet married; the baby boom delayed
marriage and a higher share .)f them are likely to never marry. It
is likely, though not certain, that by the time the baby boom
reaches retirement age, the share of the cohort never-married may
be more similar to the 10 percent observed before the war than to
the 5 percent the Nation has experienced in more recent years.

Another potentially important factor that may affect the marital
status of future generations of elderly is the high divorce rate of
recent years. In 1983, the divorce rate among married persons was
more than twice what it had been in 1950, even with a slight de-
cline from its peak in 1979. Although many of these divorced per-
sons will remarry, some will not, and when they are older, they
will have some of the same needs associated with living alone as
will the never-married persons.

D. POLITICAL PARTICIPATION

Two simple aspects of voting behavior are affected by the aging
of the baby boom: (1) a larger share of older persons tend to vote
than is the case with younger persons, and (2) persons with higher
levels of education tend to vote in higher percentages than do per-
sons with lower levels. As the baby boom ages, these two factors, in
combination with its large share of the population, may lead to this
group's forming a proportionately larger share of the electorate
than would be expected simply on the basis of its numbers alone.

Figure 2.14 demonstrates the tendency for older voters to vote to
a greater extent than younger voters; in Presidential elections
since 1972, the highest rate of voting has been among persons 45 to
64. The next highest level of voting participation has shifted from
being among those 35 to 44 in the earlier years shown to being
those 65 and over since 1980. This shift may reflect both the higher
levels of education among persons entering the latter age group in
these years and lower levels of foreign born population among the
same persons, in comparison to previous members of this age
group.

" Cherl,n, Andrew Marriage, Divorce, and liemarriage Harvard Universa: Press Cam
bridge, MA 1981 p 10-'
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The educational aspect of voting participation may also mean
that future older corts may vote to a greater extent than do the
current elderly. In 1984, just over 79 percent of persons with four
or more years of college voted in the Presidential election in com-
parison to 44 percent of persons with less than a nigh school educa-
tion.33 The higher educational attainment of the baby boom can be
expected to affect voting behavior. In 1980 over 61 percent of the
aged population had less than a high school education and 8 per-
cent had at least a college education. In contrast, among persons
aged 25 to 34, who will be 65 to 74 in 2020, a much smaller share
had less than a high school education (under 16 percent) anti a
much larger share had at least a college education (over 23 per-
cent).

E. FAMILY RELATIONS

Because of the declining fertility patterns by the baby boom gen-
eration, when it retires, it will have fewer younger family members
of familial support than its predecessors. Although such factors as
the increasing mobility of American society or problems of commu-
nication and transportation have been cited as the source of care-
taldng problems for today's elderly, it may be that a "dearth of de-

, scendan's" is the greater problem.34 The problems stem not only
from the share of childless persons but also from increasing num-
bers of families with only one or two children. In 1975, only about
80 percent of the elderly had living children. Of those with chil-
dren, half had only one or two." The total number of children
born to future generations of elderly is likely to be even smaller.
"Kin networks can offer fewer options and resources when there
are fewer members of the younger generations. All things consid-
ered, an aging couple will fare better when several children can
contribute to its support."38

Trends in the share of older men and women who live with rela-
tives other than their spouse show a sharp decline over the last 35
years; in 1940, 30.2 percent of women and 15.0 percent of men lived
with other relatives. By 1975, these figures had declined to 13.4 and
3.9 percent for women and men, respectively.37 Although some of
this decline might be attributable to demographic trends, there
also appear to be strong preferences for independent living on the
part of both the elderly and their adult offspring. The decline in
shared living arrangements, however, does not reflect a similar de-
cline in lack of familial support between households. There is evi-
dence that older parents living alone frequently see or are in con-
tact with the their children."

33 U.S. Bureau of the Census Stath-tical Abstract of the Unite! States 1986 Washington, D C
1985. Tahle 434

34 Tress, Judith. Family Support Systems for the Aged Some .social and Demographic Consid-
eratior... The Gerontologist. Vol 17, No. 6 1977. p 486-491

33 Shanas, Ethel. A National Survey of ti' Aged Final Repsrt to the Administration on
Aging. Washington D.C. U.S. Department of Health, Education, an 1 Welfare

36 Treas, Judith Family Support Systems. p 487.
" Mindel Charles H. Multigenerational Family Households Recent Tre ids and Implications

ftr the Future The Gerontologis.. Vol 19, No. 5. 1979
34 Shanas Older People and ' heir Families p. 12
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F. TIME SP7NT IN RETIREMENT

Since the time retirement age was "defined" through the Social
Security Act and other retirement programs to be age 65, the life
expectancy of Americans at birth as well as at age 65 has increased
considerably. As a result, people now retiring at age 65 can expect
to spend a longer period of time in retirement than was the case
for persons who retired at the same age 50 years ago. What is not
yet known s whether, just because people live longer, they will be
healthy longer. If longer life is not associated with a similarly ex-
tended period of good health, it may be difficult for people to work
longer.

The differences in the remaining lifetime of a retiree can be
viewed in at least two ways, using the concept of an "equivalent
retirement age" to relate changes in life expectancy to the age of
retirement. First, at what age would an average person have to
retire today to expect the same number of years in retirement as
someone who retired at age 65 in 1940, when benefits were first
paid under the Social Security system? Alternatively, the equiva-
lent retirement age could be defined by relating the time spent in
retirement to the time spent in the labor force. At what age would
an average person have to retire today to expect to spend the same
relative amount of time in retirementin comparison to the time
spent in the labor forceas a person who retired at age 65 in
1940? 39

In 1985, a person retiring at age 71 years and one month could
expect to live as long in retirement as a person retiring at age 65
in 1940. Figure 2.15 shows the projections of this equivalent retire-
ment age concept through to 2060.4° By 2020, if life expectancies at
age 65 increase as projected, the age at which people could retire
and expect the same time in retirement as persons retiring at age
65 in 1940 would be 74 years and 9 months, and by 2050 that would

!vase to 76 years and 7 months, more than a decade older than
was the case in 1940.

39 Concepts developed in Bayo, Francisco R. and Joseph F Faber Equivalent Retirement
Ages. :940-2050 Actuarial Note No 105. U S Department of Health and Human Services.
Social Security Administration June 1981 SSA Pub. No 11-11500 Figures used updated by
Alice Wade (Actuary Social Security Administration ) with life expectancies from the 1986 Trea-
suer's Report. Additional alternative concepts are developed in this paper.

40 Using the life expectancies projected in Social Security Administration Annui I Report of
toe Board of Trustees of the Federal Old-Age and Survivors Insurance and Disability Insurance
Tn.:4 Funds Woshingtcn, D.C., IV ,r. 31, 19F6, p. 35.
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The other line in figure 2.15 shows the alternative, relative con-
cept for measuring time spent in retirement. This line projects the
retirement age that would hold constant the ratio of years lived in
retirement to the years spent in the labor force. This concept of re-
tirement leads to slightly lower equivalent retirement ages in the
future. In 1985, a person retiring at age 69 years and 4 months
would spend the same share of life in retirement compared to the
labor force as a person retiring at age 65 in 1940. By 2020, that
would increase to 71 years and 7 months, and by 2050, to 72 years
and 10 months.

IV. LABOR FORCE PARTICIPATION AND THE BABY BOOM

In the decades since World War II, the nature of the labor force
has changed dramatically. Unfortunately, it is difficult to track
these changes to determine whether they stem from long-term
trends or whether they have been uniquely a characteristic of the
post-war western world. Detailed data on labor force participation
of different populations groups before 1947 are not available, al-
though limited but not comparable data from decennial censuses
are available into the last century.

A. RECENT TRENDS IN LABOR FORCE PARTICIPATION

1. Rates for Men and Women
In the last 40 years a shift has occurred in the rates of labor

force participation of men and women. Since 1948, male and female
labor force participation rates 41 have moved in opposite directions:
a smaller share of men aged 16 and over were in the labor force in
1984 than in 1947, while a substantially larger share of women in
the same age group were in the labor force. As figure 2.16 shows,
the share of the total male noninstitutional population aged 16 and
over that w^ 3 in the labor force declined fairly steadily from the
late 1940s rough 1984 (from 87 to 77 percent). At the same time,
women aged 16 and over increased their level of participation more
rapidly than men's declined, from about 32 percent in the late
1940s to 54 percent in 1984.

41 The Bureau of Labor Statistics defines persons aged 16 or older as in the labor force if they
are either employed or unemployed. Persons are defined as unemployed if they are not working
but are making active efforts to find a job and are available for work. Persons on layoff or wait-
ing to report to a job are also classified as unemployed. The Bureau also distinguishes between
the civilian labor force and the total labor force; the latter includes members of the ArmedForces stationed in the United States.

The civilian labor force participation rate is defined as the percent of persons in the civilian,
nor,institutionalized population who are in the civilian labor force

1f3
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In terms of the overall level of labor force participation in the
population, the increased participation by wumen more than offset
the declining rates of men. If both men and women had participat-
ed in the labor force at the same rate as they had in 1950, in 1983
there vz .,ild have been approximately 100 million persons in the ci-
vilian labor force. Instead, the labor force was 12 percent larger,
with about 112 million persons.42 lie overall rate of labor force
participation, for men and women aged 16 and over combined,
therefore, increases% from about 59 percent in 19E" to 64 percent in
1983.

The increase in female lal)or force participation has been partiLa-
larly rapid in the more recent part of this period. From 1948 to
1975, the rate increased an average of 0.5 percentage points per
year; from 1975 to 1983, though, it increased an average of 0.8 per-
centage points per year, with the most rapid increase occurring
frwa 1975 to 1980.43

The trends in the labor force participation of women have been
strengthened by increasing levels of educational attainment.44 At
each education level, relatively more women are now in the labor
force than was previously the ase. Betwcan 1970 and 1984, the
labor force participation rate o. women in every education category
and at all ages under age 55 increased, as shown in figure 2.17.
This figure also shows that the abor force participation 'att.
women is highly correlated with their educational level; women
with four or more years of college are generally about twice as
likely to be in the labor force as women with 8 or fewer years of
elementary school.

42 Based on data from U S Department -f Labor Hand' ook of Labor Statistics bulletin '4217.Washington, D.0 June 1985 Tablcs Z., and 5 Estimation procedure controls for age and sexcomposition of the labor force.
"Based on data in US. Department of Labor Bureau of Labor S atistics Haa b ok of Labor

Statistics. Bulletin 2217 Washington, D.C. June 1985.
"Kreps, Juanita and Robert Clark Sex, Age, and Work. The Changing Ca: position of the

Labor Force. Johns Hopkins University Press Baltimore, Md. 1975. p 20.
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At the same time that labor force participation was increasing at
all educational levels, the educational attainment of women was in-
ch-ising, as noted above. In 1985, the share of women aged 25 and
over with at least a college education was nearly twice as high at, it
had been in 1970 (16.0 and 8.2 percent, respectively). I! the sametime period, the share cf women with no secondary schooling simi-
larly declined, from 26.6 to 13.6 percent. Thus, there are two as-
pects of increasing labor force participation among women; one is
the increasing tendency for all women tc participate in the labor
force and the second is the increasing prevalence of that group of
women with the highest labor force participationthose with more
education. If the trend to higher levels of educational attainment
contEaes, regardless of the future nth of the general tendency
toward increasing female labor force participation, labor force par-
ticipation rates should continue to rise as a result of the changing
educational composition of the population.

The changing labor force participation rates of women will play
an important role in determining the size of the labor force in the
near- and long-term futures. Future patterns of i,:inavior will have
important effects on determining the impact of the retirement of
the baby boom. If women's labor force participation rates continue
to rise, then the size of the labor force relative to ilic size of the
aged population will be greater than we may otherwise anticipate.
If women today participated in the labor force at the same rate as
men, the total labor force would be twenty percent larger than it
now is. Generally, economic forecasters do not anticipate women's
rates rising to the levels , f men's because of competing societal de-
mands on women's time, primarily in childrearing and homemak
ing. Nevertheless, a comparison of such a hypothetical situation tc,
current rates indicates the potential impact of long-term increases
in female labor force participation. In contrast, if women's levels of
participation were today the same as in the late 1940s, the labor
force today would be 17 percent smaller than it actually is.45
2. Differences Among Age Groups

The changes in labor force participation have not been the same
at all ages, and even these differences have varied by sex. Figure
2.18 shows that the changes in the rates for men have been modest
at all ages except the youngest and oldest. At all ages, the rates
declined; however, in 1984 adolescent men participated in the labor
force at a considerably lower rate than they had in 1950. Above age
55, the labor force participation rate declined even more; the rate
for men aged 55 to 64 was over 20 percent lower in 1984 than it
had been in 1950, and the rate for men age 65 and over declined by
nearly 65 percent.

"Comparisons based on data in U S Jureau of Labor Statistics Handbook
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Figure 2.18
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Although these decreases for men were large, the differences for
women in particular age groups have been considerably larger and
in the opposite direction. The smallest increase in female labor
force participation was among adolescents. In the major childrear-
ing yearn, ages 25 to 44, the increases have been sharper than in
any other age group; in this 24-year period, the rate increased over
105 percent among women 25 to 34 and nearly 80 percent among
those 35 to 44. The only group in which the rate declined was
among women 65 and over, whose 1984 participation rate was
nearly 23 percent lower than it had been in 1950.

It is the women of the baby boom who are demonstrating the
veiy high female labor force participation rates in 1984; in compar-
ison to previous generations, they show the sharpest differences of
any of the age groups. To the extent that these women continue to
participate at these high rates, they will carry with them into re-
tirement whatever work-related advantages they have accrued in
their work life. This will be a uifference from preceding cohorts;
earlier cohorts of women have not participated in the labor force
over their lifetimes to nearly the same extent. The degree of differ-
ence will depend on the continuation of the recent trends in
increasing rates of labor force par .eipation over their lifetimes as
well as on their coverage under pension plans and other work-re-
lated entitlements that may continue into retirement.

There is some evidence that women are not covered by pensions
to the same extent as men of the same age. The lower coverage re-
sults from two factors: (1) lower coverage among full-time female
employees and (2) a smaller share of full-time employees among
women than among men in the labor force. Among full-time em-
ployees it 1983, compared to 51 percent of the men, 41 percent of
the women participated in a pension plan. One reason for this dif-
ferential is that male workers tend to be older and to have longer
tenure than female workers, both factors associated with higher
levels of pension coverage.46 Another reason is that fewer women
in the labor force are employed full time; while over 86 percent of
the male labor force was employee full time in 1983, less than 74
percent of the female labor force was.'"

The labor force participation rates among women, though Ir.-
creasing rapidly, still are substantially lower than those among
men. Among future cohorts of women in their forties and fifties in
particular, participation rates may continue to rise. This could
result from a combination of two patterns of work over women's
lifetimes. The first is the historical pattern of women's entering the
labor force after their children are older. A second force for a
future increase in rates at those ages, though, could lat: the continu-
ation of participation by women who started in the labor force atan earlier age, perhaps even ,hile raising a family, and who
simply continue to work. These double forces for increased labor
force participation will play out as the baby boom passes through

46 Beller, Daniel J Coverage and Vesting Status in Private Pension Plans, 1972-1983, in TheHandbook of Pen ion Statistics. 1985 Ippolito, Richard A. and Walter W Kolodrubetz, ech Cam -merce Clearing house, Inc., Chicago. Jan. 1986. p 87.
4' Based on data in U.S Bureau of the Census Statistical Abstract of the United States 1986106th Edition. Tables 660 and 665.
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these ages and into its retirement ages, if later cohorts of women
follow the same work patterns.

8. Rates for Blwis and Whites
Labor force participation rates have not changed to the same

extent among both the black and white populations; particularly
among women, there have been notable differences. Comparable
data for the race groups extend back only to 1972, but even if the
11 years from then to 1983, differences ar' apparent.

Among m , except at the very youngest and oldest ages, the dif-
ferences in rates of change in labor force participation between
blacks Pnd whites are small, as figure 2.19 shows. Among adoles-
cent black men, though, the rate has been declining more rapidly
than among adolescent white men; in latter group, the rate has
hardly declined while among black adolescents it dropped nearly 14
percent from 1972 to 1983. In the intervening ages, until age 65
and over, the decline in labor force participation has been close
among blacks and whites. 3ut among older men, the black rate has
declined by 42 percent, in comparison to a decline of about 28 per-
cent among whites.
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The levels of participation among black men are somewhat lower
than among whites, as the figure also shows. This is particularly
the case among adolescent men. Among men in the prime working
years, from age 20 through 64, black rates in 1983 were from about
7 to 10 percent lower than white rates. After age 65, the black
rates are still lower, but this is on a small base of participation for
both blacks and whites.

Among women, the relationship between black an'' white rates
of labor force participation is just the opposite, except among
women under age 25, also shown in figure 12. From age 25 on,
through the retirement years, black women are about 5 to 9 per-
cent more likely to be in the labor force than are white women, at
each age.

The rates among white women, however, have been increasing
more rapidly than those among blacks. A larger relative share of
the recent increases in female labor force participation has been
among white women, and their participation rates have begun to
approach those of Lack women. In this period, the rate among
white women agrd 25 to 34 increased nearly 50 percent while
among blacks, that figure was under 20 percent. The major excep-
tion to this pattern is among women 65 and over; in both race
groups, the rate declined, but among blacks it declined consider-
ably more (nearly 35 percent) than among whites (just over 13 per-
cent). As of 1983, about the same small share of black and white
women over age 65 were in the labor force.

B. r'ROJECTED LABOR FORCE PARTICIPATION

There are two major sets of national projections of labor force
participation, one produced by the Bureau of Labor Statistics (BLS)
for the years through 1995 and the other by the Social Security Ad-
ministration (SSA) for the years through 2060. Neither set of pro-
jections assumes continued rapid changes in labor force participa-
tion rates, although the SSA projections assume lower future in-
creases in female labor force participation than do the BLS projec-
tions. The projections are particularly useful for identifying the ef-
fects of future shifts in the age structure on the size and chaL
isties of the labor force.

I. Projections by Sex and Age
The Bureau of Labor Statistics projections 48 assume continued

increases in the participation rates among women in the prime
working years, from 24 to 54; from a rate of 68.2 percent in 1984,
they assume the rate will increase to 78.1 in 1995. This is not so
rapid as the increases from 1950 to 1984, but it does imply an in-
crease of 0.9 percentage points per year. The rates for women 16 to
24 would increase only modestly, from 62.E in 1984 to 65.3 in 1995.
At ages 55 and over, these projections would imply a decrease in
labor force participation from 22.2 percent to 19.1 percent. Overall
these figures imply an increase of about 0.6 percentage points per
year for women in this period.

48 Data for the following discussion appear in U S Bureau of Labor Statistics Employment
Projections for 1995 Data and Methods Bulletin 2253 Washington, DC, Apr 1986 Table B-1
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These projections assume that the rate among men would contin-
11 to decline, but at a more modest rate than over the past 34
years. Whereas the rate among men 16 to 24 is assumed to increase
slightly, that among men 25 to 54 is assumed to decline very slight-
ly. The most substantial shift would occur among men 55 and over,
for whom the rate would decline from 41.8 to 33.1 percent. On bal-
ance, the projections for men and women would imply a slight in-
crease in the overall labor force participation rate for persons 16
and over, from 64.4 to 66.6 percent in 1995.

The effects of these different trends for men and women of differ-
ent ages would be a total civilian labor force of 129 million persons,
14 percent larger in 1995 than in 1984, distributed differently
among age groups and between the sexes. Because in the next
decade the size of the female labor force is projected to grow faster
than the overall labor force, women would form a larger share of
the labor force in the future. Whereas in 1984, they were just
under 44 percent of the labor force, by 1995 under these projec-
tioas, they would be more than 46 percent. In the near future,
nearly 65 percent of the growth of the labor force would be ac-
counted for by women; this represents an increase over more
recent years wnen young men of the baby boom have been entering
the labor force in large numbers. This would actually represent a
return to patterns of the 1950s when increases in the female labor
force also accounted for this higher share of the growth.49

The projected shifts in the age distribution of the labor force are
even sharper. At 20 million persons, the entry age labor force (ages
16 to 24) would be 16 percent smaller in 1995 than in 1984. As the
baby boom fully enters the age groups with the highest labor force
participation, the number of persons in the labor force in prime
working years, ages 25 to 54, would increase by 28 percent to more
than 95 million. Although the size of the older population will in-
crease, because continued declines in the labor force participation
rates among alder persons are assumed, the size of the labor force
55 and over would decline by 11 percent. The combined result of
these shifts in the age structure of the labor force would be that
persons 25 to 54 would account for a much larger share of the total
labor force in 1995 than in 1984; this age group would increase
from nearly 66 to more than 74 percent of the labor force.

These trends indicate that the labor force in the 1990s will he
more experienced than in recent years when the baby boom has
been entering the labor force. Again, this circumstance is likely to
combine with the increases in educational attainment discussed
earlier, to produce a more experienced, more highly educated labor
force in the near future.
2. Projections by Race

These projections also include assumptions about future trends
in labor force projections by race. The rate for white men and
women would move in the same direction as has been recently ob-
served. The projected rate for white men would decline from 77.1 to
75.8 pere-nt, and that for white women would increase from 53.3 to

49 Fullerton, Howard N and John Tschetter The 1995 Labor Force. A Second Lo,k. rionthlyLabor Review. Nov 1983 p 6
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58.4 percent. Again, these projected changes are not at as high a
rate as recent trends. Among black men, the rate is projected to
remain the same; that would not reflect the long term trend since
1972, for in that period the rate among black men increased sligh.-
ly. However, it would reflect the shorter term trend since 1978; in
this period the rate for black men has been stable. The projections
reflect a trend for black women similar to that for white women, of
somewhat slower increases during this period.

Despite the somewhat slower rates of increase in the participa-
tion rates among blacks, because of the younger Age structure of
this population, the size of the black labor force would grow consid-
erably faster than the total labor force over the next decade. Al-
though blacks currently account for about 11 percent of the civilian
noninstitutional population, they would account for nearly 18 per-
cent of the growth of the labor force between 1984 and 1995.

3. Sensitivity of the Projections
The Bureau of Labor Statistics has conducted some sensitivity

analysis of their labor force projections.5° Two kinds of factors
must be examined in such an analysis, for both demographic and
L:onomic assumptions are included in the projection models. The
demographic assumptions regarding the rates of change in labor
force participation in different groups and, to a much lesser extent
future growth of the total population, have a large effect on the
projected size of the labor force. If the rate of increase in female
labor force participation continued to accelerate rather than to
slow, the labor force could be more than 7 percent larger, repre-
senting nearly 10 million more persons. An alternative assumption
about even slower growth in the female participation rate would
imply over 6 million fewer persons in the labor force in 1995, or
about 5 percent less.

Economic alternatives apprear to have substantially less effect
on the projected size of the labor force than do demographic as-
sumptions. Analysis of two types of economic trends was undertak-
en: (1) the details of labor force participation rates for age, sex, and
marital status groups and their relationship to real earnings and
unemployment rates, and (2) a macro labor force model relating
labor f._rce participation of all workers to trends in unemployment,
real wages, labor productivity, and other trends. The .-anges be-
tween high and low projections series reflecting these w.rying as-
sumptions led to much smaller changes in projected labor force
size, ranging from under 1.0 million to 2.8 million difference be-
tween high and low series. Relative to the demographic assump-
tions, then, the economic assumptions do not appear to have a very
large effect on the range of the projected labor force.

SO For a more complete chs,ut Ion of the sensitivity of the projections see Fullerton and
Tschetter. 1995 Labor Force

.1. 7, 4
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APPENDIX: SUPPORT TABLES FOR . IGURES

SUPPORT TABLE FOR FIGURE 2.1.-POPULATION AGED 65 AND OVER, 85 AND OVER, AND

TOTAL POPULATION: ACTUAL POPULATION 1900-80; PROJECTED POPULATION 1990-2060

[Bureau of the Census projections-Middle series]

Year Total population
Population 65 and

over

Population 85 and
over

Actual:
1900 75,995 3,084 123

1910. 91,972 3,949 167

1920 105,711 4,933 210
1930 122,775 6,634 272
1940 131,669 9,018 365
1950 151,326 12,270 577
1960 179,323 16,559 929
1970 203,302 19,980 1,409
1980 226,546 25,545 2,240

Projected:

1990.. 249,657 31,697 1 313
2000 267,955 34,921 4,926
2010 . 283,238 39,195 6,551
2020 296,597 51,422 7,081
200. 304,807 64,581 8,612
2040 308,559 66,988 12,834
2050 309,488 67,411 16,034
2060- 309,652 70,081 15,387

Source 1900 to 1980 US Bureau of the Census Decennial Census of Population 1990 to 2060 U S Bureau of the
Census Projections of the Population of the United States, by Age. Sex, and Race 1983 to 2080 Current Population Reports.
Series P-25 No 952 Washington, DC, May 1984 Table 6

SUPPORT TABLE FOR FIGURE 2.2.-PERCENT OF THE TOTAL POPULATION THAT IS AGED 65

AND OVER OR 85 AND OVER: ACTUAL POPULATION 1900-80, PROJECTED POPULATION

1990-2060

[Bureau of the Census proiections-Middle series]

Year 65 and over 85 and vver

Actual

1900 4.06 0.16
1910 . 4.29 .18
1920 4.67 20
1930 5.40 .22

1940 . 6.85 28
1950.. 8.11 .38
1960 S23 .52

1970 9.83 .69
1980 11 28 .99

Projected:

1990 ..... ............ .............. 12.70 l33
2000 13.03 1.84

2010 ... 13.84 2 31

20O' 17 34 2.39
2030 21.19 2.83
2040 21.71 4 16

1 75
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SUPPORT TABLE FOR FIGURE 2.2.-PERCENT OF THE TOTAL POPU1A1iTN THAT IS AGED 65

AND OVER OR 85 AND OVER: ACTUAL POPULATION 1900-80; PROJECTED POPULATION

1990-2060-Continued

[Bureau of the Census projections-Middle series)

Year 65 and over 85 and over

2050 21.78 5.18
2060 22.63 4.97

Spurn Based on data from U S Bureau of the Census Decennial Censuses o. Population, 1900 to 1980 And U S Bureau
of the Census Projections of the Population of the United States, by Age, Sex, and Race 1983 to 2080 Current Population
Reports. Series P-25. No. i2 Washington, DC, May 1984 Table 6 (1990-2060)

SUPPORT TABLE FOR FIGURE 2.4.-ACTUAL AND PROJECTED LIFE'EXPECTANCIES AT BIRTH

AND AT AGE 65 FOR MEN AND WOMEN: 1900-2060

(Bureau of the Census projections)

Year
Life expectancy at birth life expectancy at age 65

Male Female Male Female

Actual:

1900 46.3 48 3 11.3 12.0
1910 48.4 51.8 11.4 12.1

1920 53.6 54.6 11.8 12.3
1930 58.1 61.6 11.8 12.9
1940 60.8 65.2 11.9 13.4
1950 65.6 71.1 12.8 15.1

1960 66.6 73.1 12.9 15.9
1970 67.1 74.7 13.1 17.1

1980 70.0 77.5 14.1 18.3
Projected:

1990 71.6 79.2 15.0 19.5
2000 72.9 80.5 15.7 20.5
2010 73.8 81.5 16.1 21.2
2020 74.2 82.0 16.5 21.7
2030 74.6 82.5 16.8 22.1

2040 75.0 83.1 17.1 22.6

2050 75.5 83.6 17.4 23.1

2060 75.9 84.1 17.8 23.6

Source 1900 to 1890 At Birth National Center for Health Statistics Vital Statistics of the United States, 19809, Vol II-
Mortality Hyattsville, MI: 1985 At Age 65 Social Security Administration Social Security Area Population Projections, 1985
Actuarial Study No 95 SSA Pub No 11-11542 October 1985 1990 to 2060 US Bureau of the Census Projections of tie
Population of the United States, by Age, Sex, and Race 1983 to 2080 Current Population Reports Series P-25 No 952
Washington, DC May 1984 Table B-5
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SUPPORT TABLE FOR FIGURE 2.5.-ACTUAL AND PROJECTED POPULATION AGED 65 AND

OVER: 1980-2060

(Bureau of the Census projections, in thousands]

Year low series Medium series High series

Actual: 1980
Projected:

25,545

1990 31,352 31,697 31,990
2000 33,621 34,921 36,246
2010 36,548 39,195 42,067
2020 47,135 51,422 56,332
2030 58,066 4,581 72,588
2040 58,116 66,988 78,558
2050 56,337 67,411 82,745
2060 54,871 70,081 90,808

Source 1980 U S Bureau of the Census Decennial Censuses of Population 1990 to 2060 U S Bureau of the Census
Projections of the Population of the United States, by Age, Sex, and Race 1983 to 2080 Current Population Reports Series
P-25 No 952 Washington, DC May 1984 Table 6

SUPPORT TABLE FOR FIGURE 2.6.-ACTUAL AND PROJECTED POPULATION AGED 85 AND

OVER: 1980-2060

[Bureau of the Census projettons, in thousands]

Year low series Medium series High series

Actual: 1980
Projected:

2,240

1090 3,201 3,313 3,380
2000 4,444 4,926 5,386
2010 5,486 6,551 7,756
2020 5,532 7,081 9,016
2030 6,490 8,612 11,418
2040 9,391 12,834 17,568
2050 11,088 16,034 23,416
2060 9,865 15,387 24,459

Source 1980 U S Bureau of the Census Decennial Censuses of Population 1990 to 2060 U S Bureau of the Census
Projections of the Population of the United States, by Age, Sex, and Race 1983 to 2080 Current Population Reports Series
P-25 No 952 Washington, DC May 1984. Table 6
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SUPPORT TABLE FOR FIGURE 2.7.-PERCENT OF ACTUAL AND PROJECTED ELDERLY

POPULATION THAT IS AGED 85 AND OVER: ALTERNATIVF. SERIES 1900-2060

[Bureau of the Census projections]

Year

Pc of the population ages 65 and over that is
aged 85 and over

Low series Medium series H gh series

Actual: 1980
Projected:

8.77

1990 10.45 10.21 10.57
2000 14 i1 13.22 14.86
2010 16.71 15.01 18.44
2020 13.77 11.74 16.01
2030. 13.34 11.17 15.73
2040 19.16 16.16 22.36
2050 23.79 19.68 28.31
2060 21.96 17.98 26.93

Source Based on data from U S Bureau of the Census Decennial Censuses of Population, 1900 to 1980 And U S Bureau
of the Census Projections of the Population of the United States, by Age, Sex, and Race 1983 to 2080 Current Population
Reports Series P-25 No 952 Washington, DC May 1984 (1990-2060) Table 6

SUPPORT TABLE FOR FIGURE 2.8.-PERCENT OF TOTAL POPULATION THAT IS AGED 65 AND

OVER OR 85 AND OVER: ALTERNATIVE PROJECTION SERIES, 1980-2060

[Bureau of the Census projections]

65 and over 85 and over
Year

Low Middle High Low Middle High

Actual: 1980 11.28 11.28 11.28 0.99 0.99 0.99
Projected:

1990 12.76 12.70 12.59 130 1.33 1.33
2000 13.13 13.03 12 87 1.74 1.84 1.91
2010 13.98 13.84 13.57 2.10 2.31 2.50
2020 17.94 17.34 16.53 2.11 2.39 2.65
2030 22.56 21.19 19.63 2.52 2.83 3.09
2040 23.58 21.71 19.71 3.81 4.16 4.41
2050 24.26 21.78 19.33 4.7; 5.18 5.47
2060 25.20 22.63 19.78 4.53 4.97 5.33

Source Based on 6,, from U S Bureau of the Census Decennial Censuses of Populatic.. 1900 to 1980 And U S Bureau
of the C. s Njedions of the Population of the United States, by Age, Sec, and Race 1983 to 2080 Current Population
Reports Seri. 95 No 952 Washington, DC May 1984 (1990-2060) Table 6

17
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SUPPORT TABLE FOR FIGURE 2.9.-ACTUAL AND PROJECTED LIFE EXPECTANCY AT BIRTH

1900-2P50

[Bureau of the Census rojectionsj

Year Male Female

Actual:

1900 46.: 48.3

1910 48.4 51.8

1920 53.6 54 6

1930 58.1 61.6

1940 60.8 65 2

1950 65 6 71 1

1960 66 6 73.1

1970 671 74.7

1980 70.0 77 5

Year

Low Middle High

Male Female Male Female Male Female

ProjecU, 1 j mertalit,
series:

1990 72.2 79.8 716 79.2 71.1 78.6

2000 74.3 82.0 72.9 80.5 71.7 79 2

2010 83 7 73.8 81 5 /21 29.6

2020 , 4 84 7 74.2 82.0 72.3 79.9

2030.......... . 77 1 85.7 74.6 5 72 5 80.1

2040... ........ 77.8 86.7 75.0 ')..; 1 72.1 89.3

2850.. 78.6 .7.8 75 5 83 6 72 9 80.5

2060.. 19.3 88.8 75 9 84.3 .31 80.8

Source 1900 to 1980 At Birth National Center for Health Statistics Vital Statistics of the Untied States. 1980. vol II-
Mortality Hyattsville, MD 1985 Table 6-5 1990 to 2060 J S 9ureau of the Census Projections of the Populatio., of the
United States. by Age, Sex, and Race 1983 to 2080 Current Population Reporis Series P-2D No 932 Washingtoo, DC May
1984 Table B-5
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SUFPORT TABLE FOR FIGURE 2.10.-ACTUAL AND PROJECTED LIFE EXPECTANCY AT AGE

65 1990-2060

[Bureau of the Census projections]

Year Male Female

Actual:

1900 11.3 12.0
1910 11.4 12.1
1920 11.8 12.3
1930 11.4 12.9
1940 11.9 13.4
1950... 12.8 15.1
1960 12.9 15 9
1970. 13.1 1,.1
1980........... 14.1 18.3

Year

low Middle High

Male Female Male Female Male Female

Projected, by mortality
series:

1990 ....... ....... ..... 15.3 20.0 15.0 19.5 14 7 E.1
2000 ..... .......... ..... 16.4 21.7 15.7 20.5 15 0 19.6
2010 17.2 22.9 16.1 21.2 15.3 19.9
2020 17.8 23 8 16.5 21.7 15.4 20.1
2030.. 18.3 24.7 16.8 22.1 15.5 20.3
2040 ....... ........ 18.9 25.7 17.1 22.6 15 7 20.4
2050 19.6 26.6 17.4 23.1 15.8 20.6
2060 20.2 27.6 17.8 23 6 16.0 20.8

Source ,900 to 1980 At Age 65 Social Security Administration Social Security Area Population Proinctions, 1985
Actuarial Study No 95 SSA Pub No 11-1542 October 1985 Table 8b 1990 to 2060 U S Bureau of the Census
Projections of the Population of tha United Stales, by Age, Sex, and Race 1983 to 2080 Current Population Reports Series
P-25 No 662 Washington, DC May 1984 Taule B-5

SUPPORT TABLE FOR FIGURE ; 11.-EcFECTS OF MORTALITY ASSUMPTIONS ON

PROJECTIONS OF POPULATION AGED 65 AND OVER 1980-2050

[In thousands]

Year low Middle High

25,545 25,545 25,545
1990 ..................................................................... 31,941 32,697 32,480
2000 36,044 34,921 33,921

2010. 41,611 ?9,195 37,089
2020..... 55,372 51,422 48,052
2030 70,498 64,581 59,559
2040 75,160 66,988 60,228
2050 . 77,721 67,411 59,283

Source 1900 to 1980 U S Bureau of the Census Decennial Censu:s of Population 1990 to 2060 U S Bureau of the
Census Projections of the Population of the United States, by age, Sex, and Race 1983 to 2080 Current Population Reports
Series p-25 No 952 Washington, DC May 1984 Tables 7-9
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SUPPORT TABLE FOR FIGURE 2.12.-EFFECTS OF FFRTILITY ASSUMPTIONS ON

PROJECTIONS OF POPULATION AGED 65 AND OVER 1980-2050

[In thousandsl

Year 10 Middle High

1980..... .. ...... . .. 25,545 25,545 25,545
199n 31,697 31,697 31,697
2000. 34,921 3,1,921 34,921
2010 39,195 0,195 39,195

51,422 51,422 51,422
2030 .. ..... .... 64,581 64,581 64,581
2040 66,988 66,988 66,988
2050... 67,106 67,411 67,696

Source 1900 to 1980
Census Project Ions of th,
Series P-25 No 952 Wasrir.,

of the Census Decennial Censuses of Population 1990 to 2C60 US Bureau of the
the United States, by Age. Sex and Race 1983-2080 Current Population Repc:ts

1984 Tables 7-9

SUPPORT TABLE FOR FIC:-.E 2 13.-EFFECTS OF IMMIGRAT:ON ASSUMPTIONS ON

PROJECTIONS OF POPULATION AGED 65 AND OVER 1980-2050

[In thodsands]

Year low Mid(1,e High

1980 25,545 25.545 25,545
1990.. ... 31,571 31,697 31,744
2000 34,612 34,921 35,121
2010. 38,632 39,195 39,641
2020 50,456 51,422 52,342
2030. 63,004 64,581 66,767
2040 64,69i 66,988 70,145
2050 64,480 67,411 11,701

Source 1900 to 1980 US Bbreau of the Census Decennial Censuses of Population 1990 to 2060 US Bureau of th2
Census Projections of the Po i.. dation of the United States, by Age Sex. and Race 1983 to 2080 Current Population Reports
Series P-25 No 952 Washinton. DC May 1984 Table 8

181
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SUPPORT TABLE FOR FIGURE 2.14.-PERCENT OF POPULATION VOTING IN PRESIDENTIAL

ELECTIONS BY AGE GROUP ELECTIONS 1972 TO 1984

Year 25 to 34 35 to 44 45 to 6' 65 and over

1972 59.7 66 3 70.8 63.5
1976 55.4 63.3 68.7 62.2
19R0 54.6 64.4 69.3 65.1
1984 54.5 63.5 69.8 67.7

Source U S Bureau of the Census Statistical Abstract of the United States 1486 106th Edition Washington, DC 1985
Table 434

SUPPORT TABLE FOR FIGURE 2.15.-ESTIMATION AND PROJECTION OF EQUIVALENT

RETIREMENT AGES: 1940-2060

[Social Security Administration projections]

Year Actual years Relative years

Actual.

1940 65 0 65.0
1950 67.2 66.5
1960... 67.9 67.0
1970... 69.2 67.1
1980

Projected:
70 8 68.9

1990 72 2 69.9
2000 73.5 70.3
2010 74.2 71.2
2020 74.8 71.6
2030 75.3 72.0
2040 76.0 72.4
2050 76.6 72.6
2060 77.2 73.2

Source Based on concepts in Bayo, Francisco R and Joseph F Faber Equivalent Retirement Ages 1940-2050 Actuarial
Note No 105 U S Department of Health and Human Services Social Security Administration June 1981 Figures updated by
Ake Wade, Actuary, Social Security Administration

1 2
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SUPPORT TABLE FOR FIGURE 2.16.-LABOR FORCE PARTICIPATION RATES FOR MEN AND

WOMEN 1948-84

Year Male Female Year Male Female

1948 86.6 32.7 1967 80.4 41.1
1949 86.4 33.1 1968 80.1 41.6
1950 86.4 33.9 1969 79.8 42.7
1951 86.3 34.6 1970..... ...... 79.7 43.3
1952 86.3 34.7 1971.. 79.1 43.4
1953 86.0 34.4 1972 78.9 43.9
1954 85.5 34.6 1973 78.8 44.7
1955 85.4 35.7 1974 78.7 45.7
1956 85.5 36.9 1975 77.9 46.3
1957 84.8 36.9 1976 77.5 47.3
1958 84.2 37.1 1977. 77.7 48.4
1959 83.7 37.1 1978 77.9 50.0
1960 83.3 37.7 1979 77.8 50.9
1961 82.9 38.1 1980. 77.4 51.5
1962 82.0 37.9 1981 77 0 52.1
1963 81.4 38 3 1982 . 76.6 52.6
1964 81.0 38.7 1983 76.4 52.9
1965 80.7 39.3 1984 76.4 53.6
1966 80.4 40.3

Source US Bureau of tabor. Statistics Handbook of Labor Statistics Bulletin 2217 Washington, DC June 1985 Table 5

SUPPORT TABLE FOR FIGURE 2.17 -FEMALE ;ABU FORCE PARTICIPATION RATES BY AGE

AND EDUCATIONAL ATTAINMENT; 1970 AND 1985

Year 25 to 34 35 to 44 45 to 54 55 to 64

1970:

Less than 8 28.1 38.5 39.9 32.6
1 to 3 years high school.. 40.6 50.7 51.3 40.6
4 years high school 4.7 53.8 58.1 51.2
1 to 3 years college 4; .7 53.4 58.1 51.7
4 or more college 59.2 60.0 69.3 62.7

1985:

Less than 8 40.5 43.5 45.1 27.0
1 to 3 years high school 54.7 62.1 56.0 33.7
4 years high school 69 8 73.2 67.7 44.1
1 to 3 years college 75 2 77.4 71.1 51.2
4 or more college 82.4 79.5 79.7 610

Source Unpublished data from the Bureau of Labor Statistics
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SUPPORT TABLE FOR FIGURE 2.18.-CHANGES IN THE LABOR FORCE PARTICIPATION RATE

BY AGE AND SEX: 1950 TO 1384

Rates

Percent changeAge

1950 1984

Males:

16 to 19 63.2 56.0 -11.39
20 to 24 87.9 85.0 -3.30
25 to 34 96.0 94.4 -1.61
35 to 44 97.6 95.4 -2.55
45 to 54 95.8 41.2 -4.80
`5 to 64 86.9 68.5 -21.17
65 plus 45.8 16.3 -64.41

Females:

16 to 19 411 51.8 26.34
20 to 24 46.0 70.4 53 04
25 to 34 34.0 69.8 105.29
35 to 44 39.1 70.1 79.03
45 to 54 37.9 62.9 65.96
55 to 64 27.0 41.7 54.44
65 plus 9.7 7.5 -22.68

Source 1950. US Bureau of Labor Statistics Handbook of Labor Statistics US Department of Labor Bulletin 2217
Washington, DC. June 1985 Table 5 1984 US Bureau of the Census Statistical Abs,ract of the United States 1986.
Washington, DC. 1985 Table 660

SUPPORT TABLE FOR FIGURE 2.19.-CHANGES IN LABOR FORCE PARTICIPATION AMONG

MEN AND WOMEN, BY RACE AND AGE 1972 TO 1983

White Black Percent change

1972 1983 1972 1983 White Black

Male:

16 to 19 60. i 59.4 46.3 39.9 -1.2 -13.8
20 to 24 04.3 86.1 82 7 79.4 2.1 -4.0
25 to 34 96.0 95.2 92.i 89.0 -0.8 -4.0
35 to 44 97.0 96.0 91.1 89.7 -1.0 -1.5
45 to 54 94.0 91.9 85.4 84.5 -2.2 -1.1
55 to 64 81.1 70 0 72.5 62.6 -13.7 -13.7
65 plus 24.4 17.7 V 2 14.0 - 27.5 -42.1

Female:

16 to 19 48.1 54.5 32.2 33.0 13.3 2.5
20 to 24 59.4 72.1 57.0 59.1 21.4 3.7
25 to 34 46.0 68.1 60.8 12.3 49.3 18.9
35 to 44 50.7 68.2 61.4 72.6 34.5 18.2
45 to 54 53.4 61.9 57.2 62.3 15.9 8.9
55 to 64 41.9 41.1 44.0 44.8 -1.9 1.8
65 plus 9.0 7.8 12.6 8.2 -13.3 -34.9

Source. US Bureau of Labor Stabsto Handbook ..,f '.abor Statistics Bulletin 2217 Washington, DC June 1985 Table 5



CHAPTER 3. THE DEPENDENCY BURDEN OF AN AGING
POPULATION: WHAT MEASURES DO WE HAVE*

Concern about the aging of the U.S. population arises, at least in
part, from an apprehension that as society grows older, a greater
proportion of the population will ce..ne to "depend" on oth ,rs for
part or ,.".. of their economic well being. This concern has been
manifeste in both analyses and speculation of what the conse-
quences will be of an aging population.

But what exactly is "dependency?"
Some view it only as that situation in which certain members of

society, unable to provide fully f r themselves, must rely on others
to share their economic gains. It is the emotional condition, charac-
terized by despair and reflecting circumstances that are typically
viewed as degrading and demoralizing, that becomes the focus of
concern. From their perspective, addressing the problem of depend-
ency means distributing wealth in ways that lessen peoples' percep-
tions of their need to rely on others.

Others view it in a less personalized way. It is the economic con-
dition of society as a whole that concerns them. If fewer people are
able or willing to work, the relative burden on those who do work
must go up, or expectations about the standari of living that socie-
ty can sustain may have to be lowered. Fran their perspective, ad-
dressing the problem of dependency means reducing the number of
people who do not work and increasing the productiveness of those
who do.

This analysis looks at dependency from the latter perspective
i.e., in the aggregate economic sensebecause it hag been the focus
of recent policy discussions. Using historical data from the CE nsus
Bureau and projections from thP social czcurity actuariescovering
the period from 1920 to 2060two different approaches of measur-
ing dependency are examined. The firstreferred to as the "con-
ventional" approachmeasures dependency by comparing the sizes
of the younger and older segments of the population (under age 20
and age 65 and older) to that of the group commonly perceived to
be of working age (20 to 64). The second measures dependency by
comparing the size of the nonworking segment ci the population to
the size of the working segment, without regard to age.

These two approaches are the most common ways in which eco-
nomic dependency hz been discussed in terms of the aging of the
population. However, tey are clearly not definitive or comprehen-
sive measures. Denu,,,raphic statisticseven those which reflect
numbers of workers and nonworkersignore many factors that
have the potential to affect the prevalence -1 burden of depend-
ency in society; in particular, economic growth. They provide sig-

This chapter was prepared by David Koitz, Congressional Research Service.
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nals or clues, but as such they are only "rough" indicators. More-
over, many economic transfers between people are not reflected in
government statistics, so merely observing gong -term trends in
formal "transfer payments" from governments to individuals does
not provide a complete picture.

After describing what these two measures sh abort t long-term
trends in dependency, the ensuing discussion emphasizes why the
indices should be viewed as "rough" indicators only and how diffi-
cult it is to conceive of a feasible, all encompassing measure. If any
one theme emerges from the chapter as a whole, it is the sugges-
tion that there is no definitive or "most appropriate" way to meas-
ure long-term trends in economic dependency, .113.4 that many as-
sertions made about changes that are expected to occur in the
future largely reflect value judgments about policy choices, not
firm conclusions that can be gleaned from demographic or econom-
ic "facts."

I. THE BASELINE: THE POPULATION IS AGING, THE ELDERLY ARE
WORLING LESS, AM. THE DEMANDS ON "LISTITUTIONAL" INCOME
SOURCES ARE GROWING

There is no question that the U.S. population is aging rapidly.
In 1920, the median age was 25.9, by 1990, it is projected to be 33.1 In
1920, 11 percent of the population was 55 or older. By 1985 it had
risen to 21 percent. The 65 and older group rose from 5 percent to
12 percent.2 At the same time, there has been a trend toward earli-
er and earlier retirement, at least as reflected by the age at which
social security retirement benefits are first drawn 3 and by Labor
Department statistics of the number of older people ho are part
of the nation's workforce, and "institutional" means of providing
income to the elderlysocial security, private pensions, govern-
mentel staff sybtems, welfare programs, etc.have grown dramati-
cally. Representing 3.9 percent of the U.S. Gross National Product
(GNP) in the 1928-29 period, aggregate social we:fare spendirg by
Federal, State, and local governments' a ver' large portion of
which goes to the elderlyaccounted for 19.4 percent of GNP ir.
1983.6 Looking specifically at the post World War II period, social
welfare expenditures rose almost seven-fold from 1950 to 1983 (in
constant 1986 dollars 6).

' See "middle series" projections in U.S Bureau of the Census ^nrrent Population Reports,
Special Studies, Demographic and So..,:seconomic Aspects of Aging in the United States." Series
P-23, no. 138, Aug. 1984 (table 2-9).

Teeuber, Cynthia M. U.S. Bureau of the Census America in Transition. An An Society.
Current Population Reports, Series P-23, no 128, Sept. 1983, and (for 1985) Bureau of the
Census. Estimates of the Population of the United States, by Age, Sex Fld Rae 1.80 to 198;:.
Current Population Reports, Series P-25, no. 985, Apr. 1986, (tables A an- t3).

3 U S Social Security Administration (SSA) Social Security Bulletin, Annual Stab,. -1 Snp-
plemrnt, 1986, (table 44), and unpublished preliminary data for 1985 furnished by SEA'S Office
of Research, Statistics, and Internationa: Policy.

4 Facial welfare spending is measured annually by SSA It includes outlays for social security,
civil service and n'lltary retirement, State and local pensions, veteran benefits, medicare, med-
icaid, and other weld....e and related social probrams.

MerEam, Ida C, Skolnick, A' -red M, and Sophie R Dale Social Welfare Expenditures,
N8/89 Social Security Bulletin, Dec 1968 p 21 (table 2), and Bixby, Am. Kaftan Office of

Research, Statistics, and International Policy. Social Security Administration Public Social Wel-
fare Expenditures, Fiscal Yep 1983 ORSIP Dote no. 3, Dec. 1985.

6 Derived from data contained in Bixby, ORSIP note no. 3, loc. cit
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TABLE 3.1.TRENDS TOWARD EARLY RETIREMENT

Election of Social Security Retirement Benefits

Calendar year

Average age of election I Percent electing before age 70 Percent electing before age
65

Men Women Men Women
Men Women

1945.. ...... ..... . . 69.6 73.3 59 69 0 0

1965 ...... ....... ..... 65.8 66.2 88 86 30 48
1985 3 63.7 63.4 99 99 66 15

Labor Force Participation Rates by People 60-69 4

(In percent)

Ages 60-64 Ages 65-69

Total Men Women Total Men Women

1948 49 84 19 41 bl 16

1983 45 57 34 20 21 15

Gam for retired wooers only, excludes survivors, souses. etc
2 Benefits first became available before age 65 icr women in 1956 and for men in 1961

Preliminary
4 Derived from U S Bureau of Labor Statistics' (BIS') Employment and Earnings Reports Sei Goss, Stephen C, Glanz,

Milton, and Seung H An Office of the Actuary Social Security Administration Economic Projections for OASDI Cost and
Incor Estimates, 1984 Actuarial study no 94, Jan 1985

TABLE 3.2.GROWTH OF GOVERNMENTAL "SOCIAL WELFARE" SPENDING

Calendar year
Aggregate social

Social insurance '
Aggregate .ocialz

Social insurz.nce
welfare spending welfare spenJing

192E-29 3.9 0.3 30.9 2.7

1950 8.2 1.7 37.4 7.9

1983 19.4 10.0 54.8 28.2

As a percent of GNP
2 Percent of all government spending

Of the major categories of social welfare spending. social insur
ante saw the steepest rise.' In the 1928/29 period, public spending
un educatiai accounted for 62 percent of total social welfare spend-
ing. In 1983, social insurance, with 52 percent of the total, repre-
sented the, largest segment. (Education has fallen back to 22 per-
cent.) 8

Led by social security anu various health programs, Federal
social welfare expenditeres rose from 0.8 percent of GNP in the
1928/29 period to 12.1 pe-cent in 1983. Federal spending explicitly
for the eljerly has shown a particularly notable rise in the past
two decades, due primari1y to expansions and the maturing of the

' Social insurance consists of such programs as social security, medicare, public employee pen-
sions, unemple :rent insurance, workers compensation, etc

8 Derived fror.. data contained in Merriam, Social Security Bulletin, Dec 1968, Ice tit , a.id
Bixby, ORSIP ncte no. 3, loc cit
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social security retirement program and the introduction of medi-
care and medicaid in 1965.9

The rise in governmental spending on the elderly is just one
manifestation, albeit the most pronounced, of how the elderly have
come to rely on institutional sources of income. From 1945 to 1985,
the number of people age 65 and older receiving F.-ocial security
benefits grew from 800,000 to 26.8 million (i.e., from 7 percent to 94
percent of the age 65 and older population)." The number of re-tired Federal annuitants rose from 1.7 million in 1950 to 2.8 mil-
lion in 1984; recipients of State and local government pensions rose
from 300,000 to 3.3 million. The number of workers covered by
these systems grew rrom 1.9 million to 4.8 million in the Federal
Government and from 2.9 million to 14.8 million in State and local
governments. "

Similarly. the number of retirees receiving private pensions rose
from 300,000 in 1050 to 7.6 million in 1984 (not counting those who
received profit-sharing benefits)." And the number of wage and
salaried workers with some form of private pension coverage grew
from 9.8 million in 1950 to 38.3 million in 1984, representing an in-
crease from 22 percent to 45 percent in the segment of the labor
force covered.' 3

In 19'2, 36 percent of aged household units reported having earn-
ings from work, and those earnings repreEented 28 percent of their
aggregate income. In 1984, only 21 percent of aged housek old units
reported having earnings, and those earnings represented only 16
percent of their aggregate income. Some 40 percent of their aggre-
gate 1962 income came from institutional sources, such as social se-
curity, private pensions, etc.; 51 percent of their 1984 income came
from such sources." Thus, as the population ha been aging, the
elderly have relied less and less on income from c. 'Tent work, and
more and more upon institutional meant, be h governmental and
private, of sustaining themselves.

From this stream of statistics one could easily jump to the con-
clusim that the aging of the U.S. population has Ezlen rapidly rais-
ing society's dependency burden, particularly in the post World
War II period. The picture it paints is striking. However, whether
these statistics show that e.scessive ...conomic demands have been or
will be imposed upon society is unclear. They are only selected in-
dices. They are widely used in the debate because they are both

9 Federal spending on the elderly rose from $44 billion in fiscal year 1971 to $264 billion infiscal year 1985 (from 4 6 7 percent of GNP, See U.S Bureau of lie Census Statistical Ab-stract of the U.S., 1986, 41e no. 305).
'° Derivet1 from Statistical Abstr...i. of the U.S., 1986, Bureau of the Census' Current Popula-

tion Reports, Series P-23, no 985. loc. cit, and the Social Security Bulletin, Oct. "386. (The per-centage cited for 1985 is based on social security recipients as of. une 1985.)
" From the American Council of Life Insurance's Pension Facts, 1986 Update.
"See the Handbook of Pension Statistics, 1985, edited by Richard A Ippolito and Walter W

Kolodrubetz, Chicago, Illinois, Commerce Clearing House, Inc. Jan 1986 According to a 1977social security study (Martha Yohalem, Social Security Bulletin, No, 1977), in 1975, 71 million
,arsons re...ived private pensions, profit sharing benefits, or lump st.m distributions This figurewas 2.5 million higher than that which represented the number of "retirees" receiving prive'epensions in 1975 as shown in the Handbook of Pension Statistics. A comparable aggregatedfigure for 1984 is not available Figures cited in the text also exclude persons receiving benefits

from plans designed specifically for individuals, such as IRAs and Keoghs.
19 Ibid.
14 Reno, Virginia P, and Susan Grad Economic Security, 1935-85 Social Security Bulletin,Dec. 1985.
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easily observable and ry suggestive But they are not definitive.
There are other, perhaps broader, measures of "dependency" in so-
ciety, and other qualitative considerations that are often ignored
only because there is no way to measure them.

II. THE CONVENTIONAL "DEPENDENCY" DEBATE

By comparing the size of various age groups in the population,
proponents of one social policy or another often attempt to make a
case for how the burden of meeting society's demands for goods and
services is distributed. Implicit is the assumption that people gener-
ally begin and end the "productive" period of their lives at the
same ages. For instance, in some such analyses it is assumed that
people under age 20 and over age 64 are not "producer ," and that
only those the 20-64 age group work. Changes in society's de-
pendency burden are then 'mplied by the trends in the relative
sizes of these three broad age groups.

To support the premise that the relative growth of the elderly is
causing society's "dependency burden" to rise, it is pointed out that
the 65 and older age group has grown from almost 8 percent of the
population in 1945 to almost 12 percent in 1985, and is projected to
grow still further to almost 22 percent in 2035. Similarly, when
there were 7.5 people in the 20-64 age group for every person 65
and older in 1945, there were only 5 in 1985 and only 2.5 are prr-
jected for 2035.'5 Put more simply, this measure suggests that the
rowth of the elderly has raised the dependency burden on the 20-

b4 age group by 50 percent since 1945, and that it will double the
burden over the next 40 years.

To counter this contention, others point out flat comparing just
the elderly population to the 20-64 age group ignores changes in
the size of a much larger group of society's "dependents," namely
childrer They argue that it is the overall dependency Enure of
young (defined here as those under age 20) and old together that
best reflects the relative changes in the economic burden imposed
on the 20-64 age group.

Using this approach, dependency is shown to have been at its
highest point in this century sometime around 1965, when the
under-20 age group was composed almost entirely of the baby
boom. It is now descending and in 2010 is predicted to reach a
point lower than at any time in the 20th century. It then will rise
again as the baby-boom generation enters retirement and will flat-
ten out beginning around 2030-35.

Proponents of this approach point out that it does not show as
alarming a long-range picture as the "aged-alone" measure. In-
stead of showing a doubling of dependency it shows that the pro-
jected level of dependency in the next century actually would be
lower than it was in the 1950s and 1960s at the height td the baby
boom.' 6

" Derived from data contained in the 1986 Old-Age, Sumvu-s. and Disability Insurance
(OASDI) trustees' report. Intermediate II-B projections (table AD

6 See Aaron, Henry J When a Burden is Not a Burden' The elderly in America The Brook-
ings Review, summer 1986 p 17-24, and Kingson, Eric, Hirshorn, Barbara A , and Linda K
flareotyan The Common Stake The Interdependence 3f Generations A report published under
the au rtes of. the Guontological Society of America Potomac, Maryland Seven Locks Press,
1986

9
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TABLE 3.3.-AGE-DETERMINED DEPENDENCY RATIOS, 1920-2060

Calendar year
Aged dependency ratio

(65+ over the 20-64 age
group)

Youth and And dependency

ratio (under 20 and 65+
over the 20-64 age

group) 2

1920. .086 .831

1930. .097 .791

1940 117 702

1950. 137 719

1960 172 913

1970 183 899

198C .193 151

1985 .199 .703

2000 . 210 .677

2020 .301 732

2040 .38 .841

2060.. .404 .851

'The ratios or 1920-40 were derived from Historical Statistics e ne US, Colonial Times to 1970, (table A 119-134),
the ratios for ,ubsequent years are from the 1986 OASDI trustees report ,table Al) The Intermediate II-B projections were
used for the year 2003 and later

2 The high .re this series is 1965, when the ratio was 950

J 0

76-424 0 87 7
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Figure 3.1 Age-Determined Dependency Ratios
1920-2060
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Both of these measures of dependency have their uses. The
"aged" dependency figures are clearly not a gauge for "how much"
the aggregate dependency load is, has been, or will be on the pio-
clueing segment of society, and their use to "alarm" leads to misun-
derstanding. However, they do reflect the direction of a very large
segment of governmental and other institutional expend: ares that
are targeted much more heavily toward the elderly than any other
major age group.i7 More o than children, who depend in large
part on their families for their economic well-being, the elderly
rely on institutions (governmental or otherwise) to provide them
with the income to meet their economic needs.

One study done in 1978 suggested that "per capita" public ex-
penditures for the elderly were almost 2.5 times those made for
children under 18 (50 percent higher than those made for college
students). Using census populatior. projections, the study hypoth-
esized that whereas aggregate puOlic expenditures for the elderly
were approximately equal to tho made for children in the mid-
1970s, by the year 2050 aggregate i_ublic expenditures for the elder-
ly could be twice as large as those made for children."

Clearly, the shifts in the relative size of the elderly population
have the potential to cause large swings in the demands imposed
on governments and by them on the public for taxes. Thus, the
"aged" dependency ratio may suggest a strain on financial institu-
tionsincluding those of governmentwhile not being very useful
as a measure of the overall economic burden on society's workers.

The combined "aged-youth" dependency figures also are not a
gauge of the magnitude of the shifts in demands imposed on the
producing segment of society, but they do provide a broader meas-
ure of the direction those demands may go. They are hardly defini-
tive, but they do recognize that another, even larger, segment of
society generally does not "produce" goods and services for itself or
others. People under age 20 are now more than twice as large a
group as those age 65 and older, and even though the difference in
the size of the two groups is projected to diminish in the future, the
under age 20 group is expected to retain numerical dominance long
into the future." Children have to be clothed, fed, and sheltered
just as the elderly do. Jn other words, they "consume," and there-
fore they very much affect the economic demands imposed on the
producing segment of society. Economic demands on society's "pro-
ducers" are not measured merely by governmental tax rates.

However, frequently the combined "aged-youth" dependency
measure is used simply to deflect the concern raised by the "aged-
alone" dependency figures. Much less attention is given to what
the "aged-youth" dependency figures show in and of themselves.

"For additional discussion of the elderly's reliance on "governmental" sources of income see
Etheredge, Lyn An Aging Society and the Federal Deficit Milbank Memorial Fund Qualterly;
Health and Society, v. 62, no 4, 1984, and Longman, Phillip Justice Between Generatio.ks. The
Atlantic Montnly, June 1985.

'' This analysis considered only the change in the age mix of the population (other factors
were hel constant). See Clark, Robert L., and Joseph J Spengler Changing Demography and
Dep .dency Costs. The Implications of Future Depenuency Ratios and Their Composition 'In]
Bat bara Hemag Aging and Income, Programs and Prospects for the Elderly New York Human
Sciences Press, 1978.

19 Under the Intermediate II-B projections of the 1986 OASDI trustees' report, children are
expected to outnumber the elderly continuously for the next 7; years
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A close look at them would suggest that the dependency load has
undergone significant changes in recent decades and according to
current population projections will continue to do so over the next
40 years. Most pronounced was the rise in the 1950s and the de-
cline in the 1970s. They both were sharp, although the period of
"high dependency" between them was relatively short. At its peak
the dependency load was 30 to 40 percent higher in 1965 than it
was in the 1930-50 period Lower dependency levels are projected
for the 1985-2015 periodlevels that would be roughly comparable
to those of the 1930-50 periodbut with the baby boomers' entry
into their advanced years in the 2010-20 period, dependency levels
are expected to -ise again, to a plateau that will be roughly 25 per-
cent higher than the average dependency levels of the 1C85-2015
period. (From its low point in 2010, the dependency load would rise
by 30 percent before it flattens out.) 20

TABLE 3.4.SWINGS IN PROJECTED DEPENDENCY RATIOS, 1985-2035

(Percent difference in dependency (as measured agamt projected dependency ratios in 2010)]

Calendar year Aged dependency Youth dependency Combined aged-
youth dependency

1985 87 120 IOR
1990 92 115 107
1995 96 113 107
2000 95 109 104
2005 95 104 101
2010.. 100 100 100
2015 114 100 105
2020 132 i02 113
2025 154 105 122
2030 ...... ... ....... .... 170 106 129
2035 175 104 130

Dependency under th "youth" and combined aged youth measures is projected to be at its lowest point in c' around
the year 2010

20 This scenario reflects the Intermediate II-B population projections of the 14H6 OASDI trust-
ees' report
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Figure 3.2 Swings in Projected Dependency Ratios
1985-2035
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Often overlooked within these figures is the way the projected
number of children affect them. Typically, the dependency argu-
ment is framed in such a way as to suggest that the cost of the
growing number of elderly will be offset by savings from having a
smaller proportion of children in the population. The ratio of chil-
dren to people in the 20-64 age group has been falling in recent
decades and is projected to continue to do so for the next three, but
if current projections held, the "youth" dependency ratio actually
would end its decline, perhaps even rise slightly, early in the next
century, which would be the period when "aged" dependency is
projected to undergo its sharpest rise in the next 4 decades.21

The point is that the dimensions of the projected shifts in de-
pendency reflected by the "aged-youth" dependency measure have
and will continue to be significant, but those shifts are often ob-
scured in the debate by the emphasis given to answering allega-
tions about the growing burden the elderly will cause.22 The rela-
tively high levels of "aged-youth" dependency that prevailed in the
195-75 period are not the stepping-off point for the 2015-35
period. In the intervening years society will have become accus-
tomed to lower levels. A 25 percent rise in dependency in the next
century from levels projected to occur during the next three dec-
ades may not be alarming, but it is not necessarily minor. Of par-
ticular note is that, in contrast to the high dependency of the 1955-
75 period, the elevated levels projected for the next century are not
expected to decline when the baby boomers die off, as they did
when the baby boomers emerged from their childhood.

Granted, neither the "aged-alone" nor the combined "aged-
youth" dependency measure is an economic one. If a reliable value
could be determined for the per capita resources consumed by the
young vis-a-vis the elderly, a more definitive assessment of the ag-
gregate needs of each group could be made, and these two depend-
ency measures could take on greater economic meaning. And if one
then could assign an "investment" value to each dollar of resources
expended on the young vis-a-vis the elderly (for instance, that
which results from educational spending on children or from re-
s's.orative health measures that allow the elderly to be self-suffi-
zient longer), further insight could be gained about the economic
consequences of the U.S. society's changing age structure.

However, the paucity of studies on the subject reflects the inher-
ent difficulties of conducting such analyses. There is little data
available, the consumption patt3ins of each group change over
time (never mind that those who make up each age group are far
from being a homogeneous lot), and the idea of assigning "invest-
ment values" to expenditures made on the young and the old is
more a theoretical concept than something that can be done ana-

" Given that projections of youth dependency are highly sensitive to the fertilityassumptions
used, this point should not be overemphasized In the past, demographers have had great diffi-
culty in accurately projecting fertility Since fertility today is highly subject 'o personal control,
upward or downward shifts can occur unpredictably. Nonetheless, govt-nment and other demog-
raphers currently consider these assumptions to fall within a reasonaole range of r;ssible out-
comes given recent fertility trends, and as such the assumptions are used in font...dating finan-
cial projections for such programs as social security -nd medicare and in man other ways by
private actuaries and economists in meeting long-range forecasting needs.

22 For example, see James H S:hulz Voodoo Demographcs. The Christian Science Monitor,Oct 29, 1986.
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lytically (the value judgments about what constitutes such "invest-
ments" are too diverse to achieve a consensus for measurement)."

Thus, the persistent use of "age-determined" dependency statis-
tics as proxies for indices of the economic demands on institutions
or on the "producing" segment of society at large is not simply the
result of shortsightedness. Rather, it results from the lack of a
better measurable alternative.

III. ANOTHER DEPENDENCY PERSPECTIVE: THE RATIO OF
NONWORKERS TO WORKERS

Comparing the size of broad age groups in the population at dif-
ferent times gives hints of shifts in economic dependency, but "age-
determined" dependency figures alone ignore many other factors
that have the potential to affect economic conditions to a much
greater extent. The availability of jobs, attitudes about work, child
rearing, and retirement, productivity improvements, trends in per-
sonal and national savings, the availability of investment capital
are but a few of the variables which affect the incidence and
degree of economic dependency in society.

The uncertainty of what "age-determined" dependency figures
show is cryptically illustrated by contrasting their recent trends to
the performance of the economy over the past few decades. The
1950s and 1960s generally are perceived as periods of high depend-
ency because of the baby boomers' being in their youth, yet they
also were periods of considerable economic growth. Real GNP grew
by an average of 3.6 percent annually from 1955 through 1969, but
only by an average of 2.5 percent annually over the following 15
years.24 However, the combined "aged-youth" dependency ratio in-
creased substantially through most of the earlier period and de-
clined rapidly during the latter 15-year periodfrom 1970 to 1985,
it dropped by 22 percentand on average it was more than 10 per-
ceut lower during this period than during the 1955-69 period.

If dependency was so high in the 1950s and 1960s, why did the
economy perform so favorably? Is it that the "high dependency"
dampened what would have been even more favorable economic
conditions? Did the "declining dependency" later improve what
would have been even less robust conditions? Was there possibly a
favorable "consumption" effect from the "high dependency"i.e.,
did greater consumption demands spur economic growth? Just how
significant was the level of "age-determined" dependency in deter-
mining overall economic conditions?

While it is not possible to determine the E.) ent to which these
other economic factors influence or are influented by broad popula-
tion shifts, their potential significance can be shown by mak; ng a
relatively simple refinement of the concept of dependency. Instead
of assuming that everyone under age 20 and over age 64 is a soci-
etal dependent and that all those in the 20-64 age group are "pro-
ducers,' consider an approach that actually measures the change
in the relative composition of workers to nonworkers in the popula-
tion. Under this approach, the number of people wo are employed

" See Crown, William H. Some Thoughts on Reformulating the Dependency Ratio The Rer-
ontologist, v. 25, no. 2, 1985.

24 Derived from various data series contained in the 1986 Economic Report of the President
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(regardless of age) are considered to be the "producers." Those who
are not employed are considered to be society's dependents. Thus,
the index of overall dependency would be the ratio of the number
of people who don't work to the number of people who do.

Looking back over the past 65 years, this approach presents a
very different picture " overall trends in societal dependency than
the broad population approach.

Where dependency shown by comparing the young and old to the
middle age group appears to have risen dramatically in the 1950s
and 1960s from levels prevailing in the preceding three decades,
and has since fallen at an equally dramatic rate, the level of de-
pendency reflected by comparing nonworkers to workers shows a
slight downward trend over the 50-year period from 1920 to 1970
(ignoring the 1930s' depression and the World War II period). In
other words, the post World War II baby boom might have greatly
increased the number of children in society, and the labor force
participation by the elderly may have notably declined in the 1950s
and 1960s, but employment in the United States rose so significant-
ly that the overall relationship of nonworkers to workers in society
did not change very much.

Why? The principal reason is that women not only were bearing
children at a high rate in the post World War II period, but they
also were significantly increasing their participation in the work-
force. And their participation has continued to rise."

TABLE 3.5NUMBER OF NONWORKERS FOR EVERY WORKER IN THE POPULATION 1

Calendar year Workers 2 Nonworkers 2

Ratio of
nonworkers to

workers 3

1920 39,588 66,873 1.69
1930 44,443 78,745 1.77
1940 48,060 84,062 1.75
1950 60,399 91,872 1.52
196u 68,309 112,362 1.64
1970. 82,008 123,044 1.50
1980 101,441 126,297 1.25
1985 109,397 129,886 1.19
2000 129,943 147,536 1.14
2020 136,072 173,252 1.27
2040 136,993 189,133 1.38
2060 139,860 194,697 1.39

The statistics representing the number of people not working were derived from population statisticswhich include the
armed services overseas The number of workers was calculated by adding the number of people in the armed services to the
number of people "employed" in the civilian population (They are not to be confused with labor force statistics, which include
both employed and unemployed workers) Historical data were obtained from U S Bureau of the Census "Current Population
Reports Population Estimates and Projections," Series p-25, no 985, and Historical Statistics of the U S Colonial Times to
1970, the 1986 Economic Report of the Preside and BLS' Employment and Earnings Report for Jan 1986 Future projections
were provided by the Office of the Actuary of SSA based on the Intermediate II-B forecast of the 1986 OASDI trustees' report

2 In thousands

3 The ratios were 2 04 and 1 18 for 1935 and 1945 respectively

25 In fact, the increase in female workers has been so pronounced that a greater percentage of
the overall population is working today than 40 years ago, despite the declui ng labor force par-
ticipation rates among older men.

I
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Figure 3.3 Employment-Related Dependency Ratios,
1920-2060
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The most significant shift in dependency shown by this measure
is a decline that has occurred over the past 20 years. Dependency is
lower today than at any time since at least 1920 (the World War II
period aside), and under current projections it would fall a little
more over the next 15 to 20 years.

Since on average workers in the economy have tended to work
shorter and shorter hours in the post World War II period, one
might expect that the pattern of "nonworker-worker" dependencymight he different if a trend toward shorter workweeks were re-
flected in the calculations.26 For example, if average hours worked
per week fell by 10 percent over a particular period, while at the
same time the number of people working rose by 10 percent, the
actual number of hours worked in the economy would not have
changed. Therefore, a "nonworker-worker" dependency ratio that
only reflected an increase in workers would show a lower depend-
ency burden than if a drop in average work hours also were reflect-
ed.

TABLE 3.6.NUMBER OF NONWORKERS FOR EVERY WORKER !N THE POPULATION

[Adjusted for decline in average hours worked weekly)

Calendar year Workers
(adjusted) 2 Nonworkers 2

Ratio of
nonworkers to

workers

1950 60,399 91,872 1.52
1960 66,249 112,362 1.70
1970 76,445 123,044 1.61
1980 89,972 126,297 1.4C
1985 96,478 129,886 1.35
1990 102,794 139,819 1.36
2000 109,701 147,536 1.34
2020 108,037 173,252 1.60
2040 102,573 189,133 1.84
2060 98,394 194,697 1.93

'Adjustments were made based on statistics of "average weekly hours worked" in private nonagricultural employment since
1950 compiled by BLS (data for this series is derived from Census' Current Popitation Surveys) Although "average noun
worked" data for selected industries extends back to the late 18005, the aggregatei series used here dates back only to 1947
(see 1986 Economic Report of the President) Projections of average workweeks are from unpublished data furnished by the
Office of the Actuary of SSA based on the Intermediate II-B assumptions of the 1986 OASDI trustees' report (these futureassumptions attempt to extend the historical serie.)

It has to be kept in mind that this measure of average hours worked is not an allencompassing measure for work
performed in the economy, The measure used here is a proxy (for lack of more comprehensive data) Among its major
weaknesses is that it fails to include agricultural work and self employment

Similarly, the overall dependency figures shown in the table do not take improvements or expected improvements inprodirctivity into account
2 In thcesands

26 The decline has been most notable in the growing services sector of the economy and ispresumably due in part to rising part-time employment There has been virtually no change in
hours worked in the manufacturing or construction trades See the 1986 Economic Report of theFresident, table B-41
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Figure 3.4 Comparison of Alternative Dependency
Measures
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However, even after the "nonworker-worker" dependency ratio is
adjusted for the decline in average weekly hours of work from 39.8
in 1950 to 35.1 in 1985 (a 12 percent drop), its pattern of a relative-
ly long period of "stable" dependency followed by a sharp decline
in the past decade is changed only slightly. The adjusted ratio
shows a small elevation of dependency during the 1950s/1960s, and
a somewhat less pronounced decline since then."

In contrast to these historical differences, future projections of
these "nonworker-worker" approaches to measuring dependency
show considerable similarity to age-determined dependency figures.
After falling to a low point in or around 2000, dependency as meas-
ured by these two approaches is projected to rise again beginning
in the years in which the baby boomers begin entering retirement,and to continue to rise thereafter." Under the straight "non-
worker-worker" measure, the rise is projected to be somewhat
smaller than under the "aged-youth" measureincreasing by 22
percent between 2000 and 2060, in contrast to 31 percent under the
"aged- youth" figures. However, the "nonworker-worker" measure,
adjusted for a projected decline in average hours worked per week,
the rise is projected to be greater than that shown by the "aged-
youth" measure-48 percent vs. 31 percent."

This general similarity is due in large part to the assumption
that older workers in the future will choose to retire at approxi-
mately the same ages that people do today.3° Overall labor force
participation is projected to fall as an increasingly larger propor-
tion of the population is projected to be in retirement. Consequent-
ly, the pattern of rising dependency shown for the next century
under these two "nonworker-worker" measures is directly related
to the projected growing number of elderly people in the popula-
tion. If it were assumed that the recent trend toward early retire-
ment will continue into the future (instead of roughly leveling off),
the "nonworker-worker" dependency figures would rise at an evenfaster rate. If, on the other hand, it were assumed that recent re-
tirement trends were t reverse themselves or be reversed (i.e., if
future workers were to retire later than people do today), the
future rise in the dependency figures could be significantly tem-
pered. Similarly, if it were assumed that female labor force partici-
pation will remain at today's level (instead of rising by another 10
percent over the next 2 decades), 31 or that the decline in hours
worked per week were to fall ever. faster than projected, the de-
pendency figures would rise even faster, and vice versa under con-
trasting assumptions.

2' It should be recognized that adjusting these dependency figures for changes in the average"umber of hours worked per week is only one of a multitude of alterations that could b2 made
Productivity, for instance, can significantly affect total labor output, and it rose while average
weekly hours worl:ed fell (albeit not evenly) The adjustment reflected here for average hoursworked was made not so much to refine the "nonworker-worker" dependency concept, but toshow that it too can be significantly influenced by additional economic factors.

28 Although it tends to flatten out beginning around 2030
2 Under the Intermediate 11-B assumptions of the 1986 OASDI trustees' report, the averagework week is projected to decline from 35.1 hogs in 1985 to 28.0 in 2060
38 Under the Intermediate 11-13 assumptions, the average age at which social security retire-ment benefits are elected is projected to rise only slightlyfrom age 63 7 today to 64 2 in 2030for men, and from age 63.4 to 64.2 for women.
31 The assumption made under the Intermediate II-B forecast of the 1986 OASDI trustees'report.
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The basic point here is that the future pattern of rising depend-
ency could be signi Jantly influenced by labor market conditions,
attitudes about work and retirement, the availability and generosi-
ty of public programs for the elderly, and other factorsbesides
agethat determine the number of people who work in society.
Moreover, many of these other factors are influenced by demo-
graphic conditions: a sharp upswing in retirement, for instance,
could cause wage levels for experienced workers to rise, and there-
by induce longer working hours, discourage others from retiring,
etc. Thus, as in the past, it is possible that the future pat;.ern of
dependency shown by current projections of nonworkers to workers
could differ noticeably from the "age-determined" projections."

IV. WHO DOES SOCIETY'S WORK?

Beyond the question of how the aggregate proportion of workers
and non-workers in society has changed over time, there is the un-
derlying issue of whether and how the contribution to society's eco-
nomic well being may differ from one generation to the next. For
instance, do younger age groups have to work more because older
age groups are retiring earlier and growing as a proportion of the
population?

Labor force participation in older age groups has dropped signifi-
cantly since 1948, particularly among men. The participation rate
by those aged 65-69 fell from 40.5 percent in 1948 to 20.3 percent in
1983.33 In 1948 there were 15 people age 65 and older not working
for every 100 employed civilian workers in the population." In
1985, there were 21.4. Similarly in 1948 there were 3.1 people not
working in the 65 and older age group for every worker in that age
group; in 1985, there were 8.2. However, labor force participation
in other age groups for the most part has risen. For those aged 25-
29, it rose from 64 to 81 percent; for those aged 35-39, it rose from
66 to 82 percent; and for those aged 45 to 49, it rose from 66 to 79
percent.

Thus, if a constant proportion of the population needed to work
in order that society's demands for goods and services be met, it
could be argued that more people in the 20-64 age groupwomen
in particular have been forced to work today because the elderly
are working less.

However, the fact that relatively more people in the -64 age
group are working is the likely result of many economic and social
factors. On the one hand, it may reflect the economic strain im-
posed by the increasing chunk of family income and earnings that
has been taxed by the various levels of government to expand
public services and to increase transfer payments under social pro-

32 Unclear, however, is "how easily" these other variables could reduce the future ratios of
nonworkers to workers In 1950, with labor force participation by those ages 20-60 hovering in
the 65 percent range, there may have been more room for labor force expansion than when 30
percent of them are in the workforce, as is projected for the year 2010. See labor force participa-
tio.1 rate projections under the Intermediate II-B forecast in Goss, Glanz, and An, Actuarial
Study no. 94, loc. cit.

"See Goss, Glanz, An, Actuarial Study no. 94, ice cit.
34 The population data were derived from the Statistical Abstract of the U S 1986, and His-

torical Statistics of the U.S. Colonial Times to 1970. The employment data were derived from
the Handbook of Labor Statistics. June 1985, and BLS' Employment and Earnings Report for
Jan. 1986.
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grams, much of which goes to the elderly as a target group. Person-
al and social insurance taxes from all levels of government and
other deductions from income represented 7 percent of total per-
sonal income in the United States in the early 1940s; today, they
represent 29 percent.35

But it also may reflect changes in attitudes about child rearing
and the rising expectations of a society seeking ever greater mate-
rial well being. In 1957, after reaching its highest level in at least
40 years, the Nation's birth rate fell precipitously, and for 15 ye Irs
now it has been lower than in any preceding period for which esti-
mates exist." 37 This may have been accompanied by changes in
societal attitudes about women in the labor force. And while more
personal income in the United States is being taxed, aggregate per-
sonal incomes have risen by far more than the rise in taxes in the
past 40-50 years, perhaps driving or being driven by a desire for
more material well being.

Moreover, the productivity of the Nation's workers has risen sig-
nificantly over the past 40 years as machines have become of in-
creasingly greater assistance in the production process, and individ-
ual workers today are capable of producing much more than work-
ers did 40 years ago. As a result, society does not need to have as
many people working to maintain a given or even rising standard
of living. Thus, to some extent the decline in labor force participa-
tion by the elderly may have been offset not only by an increase in
workers in the 20-64 age group but by the increased productivity of
the Nation's workers.

The fact is ;la there have been a number of broad economic and
demographic trends over the past 40 years. They did not occur in-
dependently, but it is not possible to say that one was the cause or
consequence of another. Nor is it possible to say to what extent
they may have offset oue another.

V. THE DIFFICULTY ON' MEASURING INTERGENERATIONAL SACRIFICES

Whatever the cause of the increase in workers in the 20-64 age
group, can it be said that because they have to give up a greater
share of their incomes today to carry a larger number of people
who do not work, they are less well off than workers in the past?

As described earlier, w.1 can measure the growth of institutional
economic transfers fairly well, in both absolute and relative terms,
and we know that the share of income that current workers must

35 Derived fro" oo-:ans data series contained in the 1986 Economic Report of the PresidentFor these calculations, transfer payments e , social security, welfare payments, veterans' bene-
fits, governmental pensions, etc ) were excluded from personal income. The periods comparedwere 1940-42 to 1983-85.

361n the early 1920s, women were bearing children at a 'ate in excess of three babies per
woman in her lifetime The rate fell to a low of 2 2 in the 1933-40 period It subsequently rose toa high of 3 7 in 19f 7, and fell again to a low of a little more than 1 7 in 1976. It is new hovering
in the range of 1 80-1.86 See Wade, Alice H Office of the Actuary, SSA Social Security Area
Population Projections, 1986. Actuarial Study no. 97, Oct. 1986, (Table 3 3).

By the same token, it could be argued that the declining birth rate of the past two decadesi3 related in part to the rising tax burden and the making of the costs of raising children "more
apparent" in a family's economic choices at the came time that families have greater control
over the number of children they :hoose to have However, the rising t ix burden cannot beblamed for the very long-term decline in birth rates that seems to have taken place since themiddle of the 18th century Some demographers see current trends simply as a continuation ofthe trend.
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give up to f nance them has grown significantly. We know, for in-
stance, that the social security tax was 1 percent on the employee
in 1945, and that it is 7.15 percent today." We know that employer
contributions to social Lnsurance and other employee benefit pro-
grams were 5.3 percent of employee compensation in 1950 and that
they were 19.3 percent in 1983.39 And we know that individual
transfer payments other than social security have risen from 5.4
percent of riersonal income (excluding transfers) in 1948 to 8.2 per-
cent in 1984.4°

Thus, is can be said and documented that economic support for
the elderly through institutional means of transfer has grown quite
dramatically. But what about support that is not institutional?
That which goes on inside a famiiybetween children and parents,
brothers and sistersbetween neighbors and friends, or in a com-
munal or congregational setting?

To what extent have formalized means of economic transfer
taken the place of less formal family and communal means of sup-
port? We knov, much less about that.

It may have been more common 40 years ago to find elderly par-
ents living with their children, particularly even that 17 percent
of the U.S. households still resided in a farm setting (in contrast to
the roughly 2 percent who do today).4' Elderly parents may even
have owned or been the leaseholder of the house or farm where
their children's family lived. As such, they would have reaped the
benefits of the household's immediate income, even when they did
not contribute to it, and both provided and received other forms of
economic support. Today, the majority of aged couples and non-
married elderly live alone or with nonrelatives.42 In 1960, some 17
percent of people 65 and older lived alone. In 1983, almost 29 per-
cent did, and only 13 percent lived with relatives other than a
spouse.43 Ard between 1960 and 1980, the number of people resid-
ing in homes for the aged rose three fold, while the age 65 and
older population rose by only 54 percent.44

Similarly, communal, church, and other charitable support prob-
ably was made up heavily of what we now call "in kind" transfers
(i.e., the actual provision of food, clothing, shelter, etc.). Since
money wasn't the medium of exchange, there are few "data"
sources to draw upon here either.

Given these factors, how does one measure what the aggregate
economic transfers were between the young and the old 40 years
ago and compare them to what they are now?

We can speculate that perhaps these other means of support
were of greater prevalence and significance in the past. People

38 Including the Hospital Insurance IHD portion, the total tax rate will rise to an ultimate
rate of 7.65 percent in 1990 under current law.

39 Reno and C.ad, loc. cit.
40 Derived ft om data contained in the 1986 Economic Report of the President

Statistical Abstract of the U.S., 1985, and Historical Statistics of the U S , Colon .al Times to
1970

42 Office of Research, Statistics, and International Policy, SSA hicome of the Population 65
and Over. SSA publication no. 13-11727, Revised Sept 1986

43 Statisti;g1 Abstract of the U.S , 1985
44 Ibid.
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probably did not have much individual savings to draw upon,45 and
institutionalized transfer programs were only at their rudimentary
stajes.46 So where else could the elderly turn? If not paiu work,
family and communal support are the intuitive answers. But we
cannot documeht it.

Government survey takers ware not in the business of asking
family members about :low they provided for on . -other. It isonly in an era of major formalizzi transfer progra th it the ques-
tion has become a significant .--Jne. Even today, r ), ri vent survey
tal ers do not gather much info: nation about the _ "armal forms of
eci' iomic transfer between generations. Alimony and child support
i; Le.:.Jrded on income tax returns, but no institutionalized survey
process attempts to obtain comprehensive data about family gifts
and bequests. We know only a little more about charitable ex-
changes.

What then can be said abcut intra-family and other informal
means of support to the elderly? At a minimum, perhaps, that it
poses a significant void in trying to respond to the question about
whether the elderly receive more or less economically from their
children today than they did 40 years ago.

Perhaps one war to say that they do is by showing that their
overall economic s atus in society has improved much more than
that of other age groups. The percent of elderly families in poverty
dropped from 27 percent in IMO to 8 percent in 1983 (from ' to 28
percent for unrdated individuals). Both family and individual in-
comes of the elderly rose more sharply than that of the non aged
population. And while the mean household after-tax income of the
aged in 1983 was still only 64 percent as large as that of the non
aged, the per capita after-tax income of the elderly was 9 percent
higher than that of the non aged.47

Has this improvement in the economic status of the elderly been
achieved at the expense of other age groups?

Economists will tell us that we are a wealthier society on the
whole today than we were 40 years ago. After adjustment for infla-
tion, per capita disposable income has risen by more than 100 per-
cent since 1947.48 Similarly, the average "real" income of the Na-
tion's families (84 percent of which are headed by people under age
65) 49 also stands twice as high today as it did in the late 1940s,
and average "real" weekly earnings in private non-agricultural em-
ployment is 40 percent higher.5° If, in fact, these mush measures
of income indicate that as a whole we are better off today than
those who made up society 40 years ago, the burden on those who

" One study done in 1938 stated that possibly only one-third of the non-instito maimed el-derly were self-dependentsustaining themselves on earnings, income from asst veteran'sbenefits, or public or private pensions" tA study done by Majorie Shearon appe 1g in theMarch 1938 issue of the Social Security Bulletin ) For a lengthier description, see Reno andGrad, be cit.
46 For Instance, the Reno-Grad repo-, (loc cit ) showed that only 22 percent of the elderly re-

ceived public assistance or social security payments in 1940 (Inc ,ly public assistance), but by
1982, the figure had grown to more than 95 percent.

" Reno and Grad, loc. cit.
4° Derived from data contained in the 1987 Economic Report of the President
49 Based on survey of family structure in 1984 See U S Bureau of the Census Household and

Family Characteristics March 1984 Current Population Reports, Series P-20, no. 398, (table 3)
5° Derived from various data series contained in the 987 Economic Reports of the President
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make up the productive mainstream" today has not been made so
large as to cause them to actually "lose ground."

TALBE 3.7.MEASURES OF IMPROVED INCOME STATUS OF THE POPULATION, 1947-1985

]ln 1985 dollars]

Per capita Median family Average grossCalendar year
disposable income income weekly earnils I

1947 $5,400 $14,600 $217
1960.. 6,800 20,400 289
1985.. 11,800 24,580 299

I In private nonagricultural employment

Perhaps today's workers would be even better off if they did not
have to share as much of the fruits of their labors as they do, but it
does not appear that on the whole they are expected to get by with
less than those who worked 40 years ago. Thus, from this perspec-
tive, it could be argued that there is no greater "burden" on
today's workers than there was on workers 40 years ago, just a
little greater sharing of a larger harvest."

Furthermore, if today's elderly had saved while they worked in
anticipation of retiring early (either through individual or institu-
tional means), and those savings were directed toward increasing
the nation's ability to pr duce, then perhaps one can say that
today's retirees have prepared society for their early departure
from the productive mainstream. In a sense, they already would
have produced for their consumption during retirement. Frorn this
perspective, the apparent ldded burden on those who work today
would be an illusion.

If, on the other hand, today's retirees did not save more, but only
in different forms (in institutiont.1 ones, rather than individually),
their savings for retirement would not have enhanced the Nation's
productive capacity any more than had they been expected to work
to the ages their parents did. In other words, to the extent formal
saving for retirement simply substituted for society's "inherent fru-
gality," and as such did not cause it to save more than it would
have, then those who work today could be seen as shouldering a
larger economic burden than those who worked 40 years ago.

There is no definitive answer.

"The growth in Income for society as a wholeas reflected in the aforementioned statis-
ticswas so large over the period there is :.tile doubt that it occurred in all age groups. How-
ever, Income data broken down by age group does not appear to exist for periods prior to the
late 1950's Thus, it could not be determined fur this study to what extent the real growth in the
incomes of the elderly may have exceeded that of other age groups over the past 40-year period
as a whole It also should be noted that the income levels reflected by these indices have not
shown much change since the early 1970s Most of the growth reflected in the table was for the
period prior to 1973.

In this regard It is Important to note that at least for the past 2 decades income trends have
been very uneven between the elderly and younger segments of the population A SSA report
summarizing Census Bureau findings showed that between 1960 and 1970 the mean Income of
aged families rose by 24 percent, while that of non-aged families rose by 35 percf Nowever,
between 1970 and 1983. the mean income of aged families rose by 17 percent, Irr nat of non-
aged families actually fell slightly (Ignoring some small variations from this trend during the
intervening years) Similarly, the after-tax income of aged households rose by 6 percent between
1974 and 1983, while that of non-aged households fell by 7 percent See Reno and Grad, loc cit.
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VI. IN SUMMARY, DEPENDENCY IS A DiFFICULT CONCEPT To DEFINE
AND MEASURE

There is no conclusive or clearly preferential way to measure the
incidence or degree of economic dependency arising from the aging
of the U.S. population, nor to state what the changing demograph-
ics imply regarding the future demands that will be imposed on the
producing segments of society. Age-determined dependency ratios
are r.,4 -anomie ones. And the ratio of nonworkers to workers re-
flects only one of many factors that affect the overall economic
well-being of society.

It also is important to recognize that productive contributions to
society are made by people outside of the 20-64 age span and by
people who are not employed. Is a housewife unproductive if her
taking charge of the home and child-rearing means that her hus-
band is able to be employed full time? Or if she donates her spare
time to school or community work that would otherwise have to be
paid for or go undone? Is an elderly person caring for his or her
spouse at home, donating time to charities, or involving him or her-
self in civic issues being unproductive? Is a child being unproduc-
tive when getting an education?

There is little doubt that the changing age structure of the popu-
lation will affect society's economic well-being. And it appears clear
that the resource demands on governmental and private institu-
tions to provide income and other economic support to the elderly
will rise significantly as the population ages. Less clear, however, is
what can be said about whether and the extent to which these
changes will create a "severe" economic burden for society as a
whole.



CHAPTER 4. PREPARING FOR THE RETIREMENT OF THE
BAt3Y BOOM: SAVING AND INVESTING*

The demographic trends described in chapter II imply a sharp in-
crease in the retired population in comparison to thj workforce be-
ginning about 25 years from now. This chapter is concerned with
delineating the role that national saving and investing can play in
preparing for the baby boom's retirement years (and beyond). Sup-
plementary policies to raise retirement ages and increase the labor
force are considered in other chapters. After some introductory re-
marks concerning the roles of domestic and foreign investment, a
strategy for the timing of investment is presented. This is followed
by a summary of the state of knowledge on trends in saving behav-
ior. The chapter concludes with an overview of past trends and
future prospects for economic growth.

I. STRATEGY FOR THE BABY BOOM'S RETIR .BENT

A. HOUSEHOLD RETIREMENT PLANNING

National planning for retirement of the baby bet,m has much in
common with individual planning for retirement. Persons planning
for retirement would be advised by expert:, to work backward from
their ultimate goals. What level of bequests do they hope to make?
What level of income do they seek in their retirement years?

Having determined these goals, the householdgiven enough
time and subject to a number of constraintscan arrange its eco-
nomic behavior prior to retirement to attain them. These arrange-
ments can usually be divided into two categories: enhancement of
household income from productive activity and accumulation of
claims on others.

I. Income From Production
Until recent times, the major form of support for retired people

was income earned by their children. "Family planning" for retire-
ment me....at having enough childrenmeasured by number or by
income-earning potentialto support both themselves and their
parents. In modern times, a family business can play the same role.
During the family's lifetime, its business would be built up and, at
retirement, the household would derive income from its continuing
profits.

2. Claims on Others
As societies and economies grew more complex, new avenues of

support for retirees became possible. During their working life-
times today, most people accumulate claims against others that can

This chapter was prepared by Robert Hartman ald Larry Ozanne, Congressional Budget
Office.
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be converted into incc me during retirement. These claims can take
many forms such Ls pensions, stocks, bonds and other loans, annu-
ity contracts, and other financial assets, as well as such govern-
ment-provided assets as eligibility for social security (or other
public pensions) and entitlement to various forms of in-kind aid
(Medicare, for example). The common note in these sources of sup-
port is that the retired household itself does not have to be produc-
tive during retirment but can convert its stored, past productivity
into income during retirement by exercising claims against others.

3. The Need to Save
All these forms of household provisions for retirement require

that. nart of income be withheld from consumption during the
worbing years. Whether people are sending a child to school, plow-
ing earnings back into the haberdashery, or buying bondsnone of
these can be done without curtailing personal consumptionthat
is, without saving.

B. NATIONAL PLANNING FOR RETIREMENT

Not too much changes when we look at how a nation can prepare
for the retirement of some of its citizens, although the demarcation
lines (for claims on "others," e.g.) need to be modified. The provi-
sion of enough income for the baby boom cohort in its retirement
will require saving to fund some combination of net domestic and
foreign investment.

1. Net Domestic Investment
One way L.r the Nation to ease the burden of providing for the

baby boom's retirement is to build up the Nation's productive ca-
pacity over the next quarter century. By so doing, real GNP (per
worker) would be high enough to offset the expected decline in the
workforce relative to the retired population, providing adequate
real income for both groups.

Certainly a key to the productive capacity of the economy is the
amount of private sector capital in the form of factories, equip-
ment, and structures. But a full accounting of the Nation's produc-
tive capacity would also make due allowance for the skills of its
workforce (human capital) and the aids to commerce that are col-
lectively owned (infrastructure). In the United States these are pre-
dominantly financed through the public sector.

2. Net Foreign Investment
Opening up the economy to international trade and capital move-

ments is analogous to allowing the household to go beyond reliance
on its children and family-owned business. Specifically the accumu-
lation of foreign assets for the purpose of liquidating them during
the baby boom retirement represents a way for the United States
to live beyond its domestic productive capacity when it will need it
most.'

t It goes without saying that translation of the claims on foreigners Into imports presupposes
a continuation of open markets for trade in goods and services as well as capital movements
among nations.
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How is this done? The key to understanding the role of the inter-
national sector in providing assistance to the baby boom's retire-
ment is to recognize that international trade balances (and their
mirror imagesinternational capital movements) allow a nation to
consume goods and services at a different time from when it pro-
duces them. Thus, when the United States exports more goods than
it imports (concomitantly leading U.S. residents to accumulate
claims on foreign countries), production exceeds consumption. And
when the U.S. imports more than it exports, paying for the excess
by decumulating the previously earned claims on foreign countries
or accumulating debts to foreigners, it consumes more than it pro-
duces.

It follows that one of the ways that the baby boom's retirement
can be eased for U.S. residents is to raise the rate of investment
abroadthat is, run export surplusesin advance of that period in
the expectation of engaging in foreign disinvestmentan excess of
importsduring the baby boom retirement period. This would
allow U.S. consumption to exceed productive capacity as its labor
force shrinks relative to consumption needs during those years.2

C. PROVIDING FOR FUTURE GENERATIONS

One element of the household's retirement plansbequestshas
been neglected in this discussion of national planning, but it has an
important role. United States policy cannot singlemindedly focus
on the preparation for and duration of the baby boom retirement
years as if there was no concern beyond them. If it could, U.S.
policy would be enormously easier: between, say, 2010 and 2030 the
United States could just borrow whatever it needs from abroad and
forget the consequences. Those consequences, of course, would be
that the generations from 2030 on would have to export billions of
dollars of U.S. produced goods as foreigners liquidated the claims
that were acquired in 2010-30.

As part of the Nation's planning for the baby boom retirement,
therefore, it must be kept in mind that a legacy is owed to those
who live after 2030 in the form of domestic capital and claims on
foreign assets. It is well beyond the scope of this chapter to discuss
how big a bequest is desirable. But we can make two observations.
One is that the United States population in 2030 will be consider-
ably larger than it is today (25 percent larger under the IIB projec-
tions discussed in chapter II). Thus, to leave future generations as
well off as today would require a 25 percent increase in capital to
keep pace with population growth. Second, for as long as American
economic statistics have been able to track it, each generation has
left its children a larger capital stock than it inherited.

Suffice it to say, then, that one constraint on U.S. retirement
goals for the baby boom is that at the end of their lives, enough
capitalmeaning private/public, human/physical, domestic and
U.S.-owned forei: nshould have been left in place to have kept

2 An import surplus during the baby boom retirement years does not necessarily mean im-
porting more Mercedes to Palm Beach It could mean importing more French diapers thereby
releasing workers from the U S diaper Industry who could be absorbed as caregivers in nursing
homes No one would have to plan such resource reallocations, relative prices in domestic and in
foreign exchange markets would guide them

2 0t
} 1

' \ '
A.



186

pace with population growth and then some. Thus sufficient saving
and investing is needed to accommodate both the baby boom's re-
tirement and the needs of future generations.

D. A TIMING STRATEGY FOR THE BABY BOOM'S RETIREMENT

When should the saving and investment be undertaken? Specifi-
cally, consider the period from 1987 to 2010 and the period 2013-30.
In projections for the first period, the labor force grows more rapid-
ly than the overall population (though not as rapidly as in the past
20 years), the ratio of those of retired age to the total population
grows slowly, and the workforce composition is sharply improving
in experience and educational attainment (which usually also
means productivity). After 2010, the workforce grows much more
slowly than total population, the ratio of retirement-aged people to
the total population grows sharply, and the composition of the
workforce in terms of experience levels out.

These demographic recountings should make it clear that it is in
the earlier period that the bulk of the targeted growth in capital
stock should occur if living standards are to be maintained and if
internal conflicts are to be minimized. This is easier to see if one
imagines that all of the growth in the capital stock were to be in
the form of net foreign investment. In that case the demographic
trends imply that the optimum timing strategy would be for the
pre-2010 period to be devoted to export surpluses (when the labor
force is growing relatively rapidly) and then, conversely, for im-
por's to exceed exports during the baby boom retirement years. In
the latter period, foreign productive capacity would be used to sup-
plement an American economy in which the demands of a rapidly
growing retirement population would otherwise strain available re-
sources. Doing otherwiserunning import surpluses now and
export surpluses during the baby boom retirement periodis
almost certainly a recipe for conflict. Under that strategy, U.S.
output in the post-2010 period would have to be divided not only
between the workforce (and its children) and the growing retired
cohort but also by foreigners whose export demands would have to
be satisfied.3 Thus, under the optimum strategy, to the extent pos-
sible, net .onal policy should tilt towardor at least not detera
high investment economy in the period from now to 2010. This
means an economy with high total saving as well and this is the
obvious cost and limitation on an all-out devotion to this effort. The
strategy outlined here necessarily means deferring some consump-
tion (either private or public) over the next quarter century. This
can be done through higher voluntary saving by individuals or col-
lective saving through higher taxation or reduced government con-
sumption. Such savings would store resources in the form of
human or business capital, infrastructure or claims on foreigners
to be realized when the baby boom retires.

3 The only circumstance in which it would be advantageous to borrow from abroad in the
early period would be if investment opportunities in the United States were unusually high in
the immediate period and if domestic savings were unavailable In that case, early borrowing
from abroad would help sustain domestic investment and, if the return is high enough in added
capacity, more than pay for the exports later needed to meet the accumulated claims of foreign-
ers In this case as well as the one highlighted in the text, net investment (here domestic) is
kept high in the prebaby boom retirement period.
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E. PROSPECTS FOR HIGH SAVING, INVESTMENT, AND GROWTH

Instead of building up wealth more rapidly in preparation for the
baby boom's retirement, the United States has been moving in the
opposite direction. Some signs of a modern ion or reversal exist,
but there is no assurance they will be suffir...,ent to reach historical
rates of accumulation and economic growth, much less exceed
them, without further policy intervention.

In recent years the United States saving rate has been declining,
productivity growth has slowed markedly from the early post-war
period, and the United States has become a net borrower from
abroad. Total United States ravingthat of individuals, businesses,
and governmentsremained stable relative to fhe size of the econo-
my during the 1950s, 1960s and 1970s. Since 1U80, however, there
has been a sharp deterioration (see table 4.1). The predominant
source of the lower saving rate has been the sharp increase in the
Federal deficit.' The decline in saving has necessitated a decline in
investment. The decline in domestic investment has been less dra-
matic than the decline in saving, while the decline in our invest-
ment abroad has been greater. Whereas in 1960s and 1970s the
United States was accumulating assests abroad (positive amounts
for foreign investment in table 4.1) this has sharply turned around
in the 1980s; the United States is currently borrowing abroad.

Projecting future saving, investment, and economic growth is no-
toriously difficult, but some signs point to a moderation or reversal
of recent trends. ine saving rate may recover some in the near
term now that the Federal deficit has stabilized and targets for def-
icit reduction are being pursued. (However, the size of those deficits
and the likely paths of reduction mean that over the 1987-1992
years the Federal budget willcompared to post-war averagesbe
draining from rather than adding to saving for the baby boom's re-
tirement.) Over the longer run, private saving may be modestly
boosted as the baby boom moves into the life stage at which sav-
ings rates are highest. Productivity growth ray also rise partially
back to its post-war average as many of the factors contributir3 to
the past slowdown are reversed. Finally, increased saving in the
United States should reduce borrowing abroad and facilitate the
buildup of claims abroad. The Japanese particularly (and West
Germans to a lesser extent) will undergo a huge increase in the
ratio of elderly to workingage population l0 to 20 years before the
United States which should reduce their saving and increase their
imports, thereby helping U.S. exports and our building ur, of claims
abroad. (The imminent retirement booms in Japan and Germany
may help explain their current build-up of exports and claims
abroad.)

4 The -Nregation of savings by decades and into only two components masks some trends
that are di: cussed in the following section on savings
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TABLE 4.1.TRENDS IN U.S. SAVINGS AND INVESTMENT, 1950-86 (SAVING AND

INVESTMENT AS PERCENTS OF NET NATIONAL PRODUCT)

Years

Net private
and State/

local
saving I

Federal Total net Net private Net foreign
surplus U S domestic

investment
deficit , saving 3 investment

1950-59 8.0 0 8.0 8.1 0.2

1960-69................ .. .... ... . 8.9 -.3 8.6 7 8 .6

1970-79 9 8 -1.9 7.9 7.7 .2

1980-36 84 -4.7 3.7 54 -1.7
1986 7 6 -5.4 2.2 6.1 -3.8

I State and local government saving is primarily surpluses in employee pension funds
, Deficits are negative amounts
1 As defined in the National Income Accounts, total net saving (column 3) equals private net domestic investment (column

4) plus net foreign investment (colp 5) except for statistical discrepancies

Source National Income and Product Accounts data compiled by Congressional Budget office

These anticipated changes probably will not generate the rates of
saving and productivity growth needed to prepare for the baby
loom's retirement. Thus, policies to increase rates of saving and
productivity growth may be of interest. The remainder of this chap-
ter reviews past trends in saving and economic growth, considers
prospects for the future, and assesses past policies to alter savings.

II. THE SAVING RATE: PAST EXPERIENCE AND FUTURE PROSPECTS

From the late 1940s until the 1970s the United States saving rate
remained stable except for fluctuations with the business cycle.
Since the mid-1970s, however, the saving rate has fallen substan-
tially. ThP largest component of that decline is increased Federal
borrow:,,, although private saving has also declined. During the
entire post-war period the saving rate has responded quickly and
substantially to changes in the Federal deficit. Other major
changes that might have been expected to cause large shifts in
saving apparently have had minor effects, such as the expansion of
Social Security and employer pensions and changes in the rate of
return on saving. Consequently, prospects for increases in the
saving rate seem to depend most htlavily on reductions in the Fed-
eral deficit. The baby boom's movement through middle age may
also lift the U.S. saving rate over the next 20 years.

This discussion begins with a review of post-war trends in the
U.S. saving rate and its major components. It then reports on
events since World War II that might have been expected to influ-
ence personal saving.

A. TRENDS IN UNITED STATES NET SAVING

What is measured as U.S. net saving is the domestic funds avail-
able each year for investment in private capital formation. This
saving is net of that needed to replace depreciating assets, so it is
saving available for new investment. Saving by individuals, called
personal saving, is the largest component followed by corporate
savings as measured by retained earningsthat is, profits not paid
out in dividends. Surpluses or deficits of governments are included
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because deficits are financed by the sale of bonds which absorbs
private saving an 1 leaves less for private investment. By the same
token, government surpluses make saving available for private in-
vestment by retiring public debt or directly as when State and
local government pension funds invest in corporate securities. Thus
the total U.S. saving rate can be thought of as having four main
components: personal saving, corporate saving, the Federal Govern-
ment's surplus or deficit, and State and local governments' surplus-
es or deficits. Trends in each of these components are examined
below. In this examination saving is measured as a rate of saving
out of net national product 6 using National Income and Produce
Account (NIPA) data.

I. Total Saving and the Federal Budget
The total U.S. saving rate has averaged 7 to 8 percent of net na-

tional product since World War II; in particular yearb, the rate has
surpassed 12 percent and fallen nearly to 2 percent. Most of the
fluctuations have been associated with exceptionally large surplus-
es or deficits of the Federal Government (see figure 4.1), and the
swings in the Federal budget have mostly coincided with the busi-
ness cycle. Thus the recessions in 1949, 1953-54, 1957-58, 1974-75,
and 1981-82 led to sharp increases in Federal deficits and conse-
quent declines in the U.S. saving rate in those years. Similarly,
economic upturns starting in 1947-48 and again in the early 1950s
led to sizeable budget surpluses and upswings in total U.S. saving.
The economic upswing from 3975 through 1979 reduced the Federal
deficit and also led to an upswing in total saving although the
budget remained in deficit. Only the upswing in total saving that
occurred in the mid 1960s is not associated with fluctuations in the
Federal deficit.

' Net national product equals gross national product less depreciation on private capital
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The Federal budget has been in deficit since 1969, and since 1983
for the first time in the post-war era the large deficits associated
with a recession have not been reduced significantly by the subse-
quent recovery. The deficits have been associated with a decline in
saving since the early 1970s and particularly since 1982 (figure 4.1).
The failure of the deficit to swing sharply back towards balance
with the economic recovery since 1982 is due largely to the enact-
ment of tax cuts and tax index;ng in 1981 without similar reduc-
tions in spending. High interest rates also contributed. The Bal-
anced Budget and Emergency Deficit Control Act of 1985 legislated
that deficits be reduced progressively to zero by 1991, but experi-
ence since then suggests that deficit reduction will be more drawn
out. A large reduction in the deficit would be likely to raise U.S.
saving significantly, while continued deficits would seem to contin-
ue to depress total saving.6

,J2. State and Local Budget Balance
:./.= The budget behavior of State and local governments has been

substantially different from the Federal Government's. As shown
in figure 4.2, the total surplus or deficit of all State and local gov-
ernments stayed well below one percent of net national product
until the 1970s and since then a surplus has steadily risen, reach-
ing almost 2 percent in 1985.7

The growing surplus of State and local governments is due to
their buildup of social insurance trust funds, nearly all of which is
in pension funds for State and local employees' retirement. Data on
the size of these trust funds is available only since 1958, but it
shows a steady upward trend since then (see figure 4.2). Total State
and local surpluses and deficits have fluctuated around the rising
surplus in the trust funds, showing that State and local govern-
ments have continued to keep operating budgets near balance in
spite of the build up in social insurance funds.

6 Some analysts have suggested that increases in the Federal deficit would cause people to
Increase their personal saving in anticipation of the higher taxes that would be necessary in the
future to pay off the higher debt If people followed this course, an increase in the Federal defi-
cit would not lower total saving, nor would a reduction in the deficit raise total saving The
failure of personal saving to rise since 1982 in response to the unprecedented Federal deficits of
these years has cast serious doubt on this hypothesis For further discussion see James M. Por-
terba and Lawrence H Summers. Recent U S Evidence on Budget Deli Las and National Saving
National Bureau of Economic Research working Paper, no. 2144, Feb 1987.

The surpluses and deficits of State and local Governments fluctuate with the business cycles
of the economy, but the size of the fluctuations are much smaller than those of the Federal
Government State and local Governments, some of whom are constrained by balanced budget
laws, have responded quickly to recessions by raising taxes and holding down spending to reduce
deficits, and they have reversed course during prosperity The Federal Government, instead, has
used its budget as a counter-cyclical weapon, even augmenting the tendency for the deficit to
increase in a recession by Noting additional spending and tax reductions. State and local budgets
have also fluctuated less than the Federal deficit over the business cycle because their outlays
an revenues are less sensitive to economic fluctuations Moreover, the total of their budgets is
smaller than the Federal budget Total State and local budgets have fluctuated between half
and two-thirds of the Federal budget on a NIPA basis (which counts Federal grants that support
State and local government spending only as spending for State and local governments).
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Because the State and local budget surpluses represent retire-
ment saving for their employees, their surpluses are likely to con-
tinue rising until the baby boom retires. Public plans are less than
fully funded in most cases, however, and increased funding by
State and local governments could increase national savings. Be-
cease State and local governments have tended to keep their oper-
ating accounts in balance, they are unlikely to offset any increased
pensisr. contributions with greater deficits in other accounts. Their
employees would also be unlikely to offset this increased saving
with less saving of their own because the increased funding would
not be providing increased benefits.

The possibility of raising a budget surplus to fund future retire-
ments can be extended to Social Security. From now through the
first decade or two of the next century the Social Security Old Ag ,
Survivors, and Disability trust funds are scheduled to operate with
surplus receipts. If the surpluses are not offset by higher deficits
elsewhere on Federal accounts, they will raise national saving, in-
vestment, and economic growth which will ease the burden of sup-
porting the baby boom's retirement. However, if the surpluses are
offset by other Federal deficits, no increase in saving will have oc-
curred. In effect, the payroll tax will be funding other spending by
the Federal Government.

3. Private Saving
Like the surpluses and deficits of State and local governments,

private savings has been stable compared to the large fluctuations
in the Federal surplus or deficit. For most of the post-war era, the
private saving rate has been in a narrow range between 7 and 10
percent of net national product, largely due to the stability of its
major component, personal saving. The top line in figure 4.3 shows
private saving and the lower one shows personal saving; the differ-
ence is corporate saving (retained earnings). Offsetting char ges in
the personal saving rate and the corporate saving rate over the
business cycle have also moderated fluctuations in private savings.
In a recession individuals tend to save more causing the personal
saving rate to rise whereas retained earnings of corporations fall,
causing an offsetting decline in corporate saving.
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Although the private saving rate has chanbed relatively little
since World War II, it showed a slig zt upward trend from 1950
through the late 1960s or early 1970s, and a slight downward trend
since then. The decline has exceeded the earlier upswing, leaving
the private saving rate since 1982 at the bottom of its usual post-
war range. The post-war trend in private saving is followed by both
personal and corporate saving, although the decline in corporate
saving started in the late 1960s while personal saving remained
high until the mid-1970s.

The modest changes in private saving suggest that prospects for
change in the future are limited. A more detailed review of past
events and policies, however, evidences some potential for change.
The pattern of corporate savings is examined first, and then per-
sonal saving is explored in greater detail subsequently.

The decline since 1969 in corporate saving relative to net netion-
al prof!uct can be attributed most directly to the decline in corpo-- rate profits as a share of net national product. After all, corporate
saving is just the profits that corporations do not pay out in divi-
dends. Corporate profits suffered in the 1970s from inflation and in
the 1980s from high real interest rates. Corporate profits had
shown a slight downward trend from the late 1940s through the
late 1960s in addition to the sharp decline in the 1970s. This longer
trend partly reflects a shift in the mix of corporate finance from
equity to debt, so that the decline in retained earnings is partly a
reflection of decisions to finance more new investment with bor-
rowed funds. The longer trend also reflects a shift toward wage
income and a decline in business income. These influences lowering
corporate profits have all put downward pressure on retain-,d earn-
ings. Interestingly, corporations have not reduced corporate savings
in proportion to the decline in profits, choosing instead to cut divi-
dends disproportionately.

The prospects for corporate saving are unclear. In the near term,
corporate profits are projec. ed to recover further as the economic
expansioo continues, inflation remains moderate, and interest rates
fall. Higher profits should raise corporate saving, although higher
taxes imposed by the Tax Reform Act of 1986 will absorb some of
these projected profits. Over the longer term it is impossible to
project with any reliability whether economic conditions will favor
corporate profits. Longer run effects of the Tax Reform Act on the
debt-equity ratio and the size of the corporate sector are uncertain
as well.

Long term changes in the corporate saving rate do not necessari-
ly cause a change in total private saving. Higher interest rates or a
shift to greater debt financing transfer capital income from corpo-
rations to the individuals who buy bonds and save in financial in-
stitutions. These individuals may save as high a proportion of their
interst payments as corporations do of their profits. In some cases,
trends in corporate saving may just reflect changes in the place in-
dividuals choose to save rather than in the level of their saving. In
any event, trends in corporate saving need to be considered along
with trends in personal saving, and the following section reviews
the major influences on personal saving since World War IL
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B. INFLUENCES ON PERSONAL SAVING

Personal saving has ,13mained relatively stable in the post-War
era in spite of many influences which might have been expected to
change it substantially. Chief among these influences are the birth
and aging of the baby boom generation, the enrichment of Social
Security benefits, the spread of employer pensions and related sav-
ings incentives, and changes in the effective rate of return. While
none of these influences appears to have had a dramatic effect,
some may have had smaller or more subtle influences that portend
future changes or carry useful implications for future policies to
alter saving. Each of these influences is examined here, along with
the influence of recent capital gains. The overriding conclusion is
that personal saving cannot be expected to change dramatically in
response to policies and events like those in our recent past. Small-
er changes are possible, though, due to the aging of the baby boom,
and, possibly, in response to policy changes as well.

1. The Baby Boom Generation
The major upsurge in births between World War H and the early

1960s could have had as major an influence on saving as it has had
on many other aspects of the economy. In fact, the trends in the
personal saving rate since World War II, modest as they are, may
reflect the baby boom's effect, and may portend future changes as
well.

People tend to save at low rates early in their work years as they
start families, and borrow to buy homes, cars, and major durables.
Later in their working years people repay debts and begin to accu-
mulate assets for retirement and bequests. By the late 1960s and
early 1970s many parents of the baby boom generation had reached
the latter halves of their work careers when people begin saving at
higher rates. At the same time, many of their children delayed the
start of their families. This may account for some of the upswing in
personal saving through the early 1970s. Then when the baby-
boomers did start families, and made the purchases that this en-
tails, they may have caused the saving rate to fall. Limited evi-
dence for this life-cycle explanation of the trend in personal saving
comes from an alternative measure of saving collected by the Fed-
eral Reserve Board. This "flow of funds" measure includes the pur-
chase of major comsumer durables as saving, and it has shown less
of a decline in personal saving in the last few years, suggesting
that part of the recent decline in personal saving is caused by the
purchase of major consumer durables.8

If the modest trends in personal saving reflect the life-cycle of
the baby boom generation, then the saving rate could rise from the
late 1980s until the first wave of the baby boom retires beginning
in the first decade of the next century. This normal pattern of
saving for one's own retirement could fund much of the baby
boom's retirement. On the other hand, some observers wonder if
the slow earnings growth of the baby boom generation along with

8 So long as consumer durables ae considered investments, any decline in meavired saving
because of their purchase is just a statisical aberration The purchase of the durable in this case
is both saving and Investment. For a review of the flow of funds measure of saving see Personal
Saving. Not So 16w After All, Morgan Economic Quarterly, Sept 1986, p 13-16
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their delayed start of families may mean that they will fail to accu-
mulate as much in retirement savings as tk, viii need to main-
tain their current life style and current retirement ages.

2. Social Security
The major expansion of Social Security benefits since World War

II might be expected to have reduced personal saving. Social Secu-
rity, enacted in 1935, paid only small retirement benefits until a
series of changes starting in 1950 and continuing through the early
1970s. By today, Social Security benefits replace close to 40 percent
of the average worker's pre-retirement income. With this much re-
tirement income provided by Social Security, workers might be
thought to reduce their personal saving for retirement. Further-
more, since Social Security has not been funded in advance, any ra-
duced personal saving by individuals would mean lower total
saving.

Extensive studies of personal saving in the aggregate and in com-
parison among individuals have been conducted to determine
whether Social Security has led to this expected reduction in per-
sonal saving. The studies have been unable to reach any consen-
sus.9 Apparently Social Security also tends to raise saving and the
net effect has not been sorted out. Social Security may have stimu-
lated saving by making earlier retirement possible. The need to
supplement the partial replacement of earnings provided by Social
Security could have caused people to raise their savings. Another
possibility is that persons have kept up their savings in spite of
Social Security so they could pass along larger bequests.J°

3. Employer Pensions
In contrast to Social Security, the spread of advance-funded pen-

sions might be expected to have raised personal saving. Pension
assets grew from just over $10 billion in 1950 to almost $1 trillion
in 1985 as pensions grew from covering a few thousand employees
at the outset in World War II to covering about half of all workers
today.

In theory, pensions do not necessarily increase saving because
the growth of pension funds could be offset by declines in other
personal saving. Jndividuals might simply shift saving they would
otherwise have done to employer plans. Pensions do have special
features that could alter workers' savings, but these features could
either increase or decrease saving. The tax advantages, which are
like those for IRAs, could lead workers to save more because saving
is a better deal, or they could lead them to save less because less
saving is needed to reach their retirement targets." Aside frill'
the tax advantages, pensions could force additional saving from
those disinclined to save. Participation is mandatory for most em-
ployees once an employer initiates a plan, and workers without
much saving of their own would be unable to offset pension accru-

o Aaro , Henry J Economic Effects of Social Security, (Washington, DC.. The Brookings Insti-
tution 1982), p 40-52.

'° It seems reasonable that at some point further expansion of Social Security would begin to
reduce personal saving but the effect on total saving would depend on any offsetting steps that
might be taken with the Federal deficA

'' See chapter 9 for an analysis of hot- tax advantages alter saving.
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als by dissaving other funds. Additional features of pensions, such
as early retirement incentives, uncertain benefits, and favorable
annuity prices could on net raise or lower worker saving.

Detailed studies of wealth and saving by oker and higher-paid
workers have found that pension participants have greater wealth
than their counterparts without pensions. More precisely, these
pension participants have been found to have smaller amounts of
non-pension wealth and saving, but when their pension wealth is
included, the total is higher. Recent studies estimate that for each
dollar of pension wealth these workers reduce their non-pension
wealth by 60 to 70 cents, leaving their total wealth 30 to 40 cents
higher per dollar of pension wealth.' 2 Thus, about two-thirds of the
growth of pension assets among older and higher-paid workers is
being offset by reductions in personally held savings.

Studies have not paid as much attention to younger and lower-
paid workers, but pensions could have a significant impact on their
saving as well. The 1983 Survey of Consumer Finances has found
that over a quarter of U.S. households have less than $3,300 in net
worth. The pension participants among these would not have
enough other saving to offset mandatory pension saving and, be-
cause of low incomes as well as low assets, they could not borrow
much either.

The trend in the pension saving rate shown in figure 4.4 suggests
that pensions may well ave contributed to the modest increase in
personal saving "trough the mid-1970s. However, other influences
on personal saving appear to have overwhelmed the effect of pen-
sions since then. The lower line in Figure 4.4 is the saving rate in
pensions." The higher line is personal saving rate, which includes
pension saving." As the figure shows, the rate of saving in pen-
sions has risen very steadily in the post-war era from 1 percent to 4
percent of net national product. (The downturn in 19b3 and 1984
reflected an exceptional downward shift in funding targets due to
the decline in interest rates in those years and the rapid escalation

12 Munnell, Alicia H. The Impact of Public and Private Pension Schemes on Saving and Cap-
ital Formation, in International Social Security Association, Conjugating Public and Private.
The Case of Pensions (Geneva ISSA, 1987) p. 230-232. For further discussion see The Congres-
sional Budget Office. Tax Policy for Pensions and Other Retirement Saving, pp. 79-87

13 The pension saving rate includes private employer and State and local governmentpension
funds. Pension saving is measured as the chagne in assets of private pension funds, pension ac-
counts held by insurance companies, and State and local government pension funds These data
are taken from the Flow of Funds data compiled by the Board of Governors of the Federal Re-
serve System.

" The NIPA data Include pension saving of private employers in personal saving but leave
pension saving in State and local government funds in the net budget surplus of State and local
governments, as discussed above In figure 4, the pension saving of State and local governments
has been added to persoi.al saving because pension saving is probably viewed the same by work-
ers whether they are publicly or privately employed. Adding the State and local governments'
pension fund saving to the NIPA personal saving rate shifts the adjusted personal saving rate in
figthe 4 above the NIPA personal saving rate shown in figure 3 by the amount of the growing
surplus in State and local pension funds shown generally in figure 2. One explanation for the
decline in persona! saving as measured in the NIPA data is that a portion of personal saving is
being shifted to State and local pension funds Inclusion of that saving in personal saving, as is
done in figure 4, lessens slightly the decline in personal saving that has occurred since 1974, but
does not change its pattern.
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of stock prices in 1982.) The upward trend in pension saving is mir-
rored in the generally upward trend in personal saving through
1974. However, from 1975 through 1983 pension saving continues
its upward march while personal saving declines or holds steady.
Any increase in personal saving caused by pensions has been offset
by other influences since 1975.
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Because pensions have been found to raise saving, an expansion
of pensions in the future could be expected to raise saving. Pen-
sions have largely stopped growing however, so further policy
changes might be necessary that encourage or require additional
pension coverage." While such policies could raise saving by the
baby boom generation, they could also encourage the baby boom to
retire earlier and expect a higher living standard in retirement.
Thus this greater saving might raise the expectations for the baby
boom's retirement rather than reduce the burden of supporting it.

4. IRAs and Salary Reduction Agreements
IRAs offer individuals the tax advantages found in employer pen-

sions but not the institutional constraints of those plans. In 1982,

when IRAs became available to persons already participating in a
pension, contributions to IRAs mushroomed. Two initial evalua-
tions of IRAs have concluded that IRAs do increase saving." How-
ever, in both cases the saving increase was found to be independent
of a contributor's tax rate, which suggests that the tax incentive
may not have been the primary motivation to save. The authors of
the studies speculate that the strong advertising for IRAs by finan-
cial institutions in 1982 and 1983 may have spurred many to con-
tribute who would not normally have done so. If advertising was
the primary cause, the incentive itself may not have as large a
long-term effect. Further study is needed to determine the long-
term saving effect and validate the short-term effects found in the
initial studies. The limitations on deducting IRA contributions im-
posed in the Tax Reduction Act of 1986 will lessen any impact
IRAs have had on saving.

Salary reduction arrangements, most commonly in the form of
401(k) plans occup; an intermediate position between pensions and
IRAs. Contributions are voluntary as with IR As, but employers
who sponsor plans are constrained to ensure that contributions by
the highly compensated do not exceed those of other employees
under the plan by more than specified amounts. As a result, em-
ployers often make matching contributions to elicit greater contri-
butions from the non-highly compensated than such workers nor-
mally would make. Salary reduction plans are too new for their
effect on savings to have been quantified; however, they do seem to
be more successful than IRAs at securing contributions from
younger and lower paid employees.17 Still, their effect on saving
may fall short of that for traditional pensions which have mandato-
ry participation rules. In fact, if IRAs and salary reduction plans

' ' See chapter 9 for further discussion of current pension coverage and future prospects.
'6 The two stt.dies were both conducted by Steven F Venti and David A Wise and released as

working papers from the National Dureau of Economic Research, Cambridge, MA The first is
IRAs and Savings, Working Paper No 1879, April 1986 It found that the contribution would
come 50 percent from increased saving, 35 percent from reduced taxes, and 15 percent from the
shifting of liquid assets to IRAs The second study is Have IRAs Increased U S Saving?. Evi-
dence from the Consumer Expenditure Survey, Working Paper No. 2217, April 1987 It uses al-
teraative data and reaches the same general conclu,,ion.

"U S Congressional Budget Office The Tax Advantage of Pensions and Other Retirement
Saving, 1986, p. 63
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spread at the expense of traditional employer pensions, saving
might be reduced.'8

5. General Changes in the Rate of Return on Saving
Changes in inflation, interest rates, and tax rates change the ef-

fective rate of rettirn 18 for nearly all personal and corporate
saving. Such changes, therefore, could affect the level of nearly all
private saving 'in the same way that the tax advantages for quali-
fied employer plans and IRAs affect retirement saving. As noted in
the discussion of IRAs, however, changes in the rate of return have
an uncertain effect on saving. The uncertain effect is illustrated by
events since the 1970s. The personal saving rate has declined from
the mid1970s through 1985 in spite of big swings in the effective
interest rate. First, the effective interest rate declined during the
1970s as inflation both rose faster than interest rates and pushed
persons into higher tax brackets. Then in 1982, the effective inter-
est rate rose to a post-war high and has remained historically high
since. The increase resulted from declining inflation, high interest
rates relative to growth in net national product, and tax rate re-
ductions enacted in 1981. The continued decline in the personal
saving rate during these swings in the effective return shows the
difficulty of establishing any link between the rate of return and
saving, and also suggests that if a link exists, it is not of over-
whelming importance. The difficulty of finding any relation be
tween saving and the rate of return, as illustrated here, has been
found in repeated econometric studies as well. The general conclu-
sion is that existing data are inadequate to support a definitive
finding.2°

6, Capital Gains

The decline in personal saving since the mid 1970s has been at-
tributed by some to capital gains on existing assets. House values
rose rapidly in the 1970s and stock prices have risen rapidly since
1982. If these increases made people feel wealthier, they would
have less need to save and more reason to increase current con-
sumption. This could account for some of the decline in the person-
al saving rate since 1974. However, the reasoning is somewhat lim-
ited because stock prices fell dramatically in the 1970s while house
prices were rising, and then house prices stayed steady or decline'
in the early 1980s while stock prices soared. Even when capital
gains is included as saving, the saving rate in the 1980s is below
rates of earlier decades, although saving is up in the late 1970s.21

18 Salary reduction plans are spreading rapidly. Over one-quarter of t; e employees at medium
and large e aployers were offered 401(k) plans in 1935 and in 1987 the Federal Government is
extending salary reduction to its 3 million civilian employees. Salary reduction is also allowed
for non-profit and for public sector employees.

la The effective rate of return means the after-tax rate of return in dollars of constant pur-
chasing power.

2° See for example, King, Mervyn. The Economics of Saving- A Survey of Recent Contrib
tions. [In) Arrow, Kenneth J a..d Seppo Honkapohja, eds Frontiers of Economics Basil Black-
well (Oxford 1986), p 271-276. For a less technical discussion see McLure, Charles E. Jr. Taxes,
Saving, and Welfare: Theory and Evidence. National Tax Journal, .Sept. 1980. p 311-320.

21 Poterba and Summers, Recent Evidence.. . . p. 8 and table. 2

,... ;
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C. OVERVIEW OF SAVING

The U.S. saving rate rises and falls sharply with increases and
decreases in the Federal defic.f. Throughout most of the post-war
period these fluctuations have been short lived, reflecting the effect
of the business cycle on Federal revenues. However, the surge in
Federal deficits since 1982 has persisted through the recovery and
is causing a longer-term lowering of the U.S. saving rate. Private
saving has been comparatively stable since World War II but a de-
cline since the mid 1970s is aggravating the decline caused by
growing Federal deficits. The relative stability of personal saving
has persisted in spite of the birth and growing up of the baby boom
generation, the enrichment of Social Security benefits, the spread
of employer pensions and IRAs, and swings in inflation, interest
rates, and tax rates. While none of these events has caused major
changes in personal saving, the baby boom generation, pensions,
and changes in the effective rate of return may have had modest
influences on the saving rate. Future saving appears most likely to be
increased by reductions in the Federal deficit. The aging of the
baby boom may also raise future saving modestly. Policies to in-
crease saving will probably have only small effects, and some, such
as expanded pension coverage, could raise expectations for retire-
ment living standards as much as they reduce the burden of pro-
viding for existing standards and for future generations. Stable eco-
nomic growth would probably contribute most to increased saving
through the corporate sector.

III. ECONOMIC GROWTH: PAST EXPERIENCE AND FUTURE PROSPECTS 22

The ultimate objectives of increased saving are improved U.S.
productive capacity and increased claims abroad, both of which can
ease the burden of supporting the baby boom's retirement and pro-
viding wealth for future generations. Improved U.S. productive ca-
pacity, that is economic growth, will be the main source of greater
wealth for Americans, and that growth has been a source of con-
cern since the mid-1970s. Prospects for the future are mixed but
more positive than in the recent past. Furthermore, the Federal
Government could pursue additional policies to increase growth,
such as reducing the deficit to raise saving.23

A. SLOWER GROWTH SINCE THE 1970S

U.S. economic growth slowed beginning around 1973. Real Gross
National Product (GNP) grew at an average rate of 3.7 percent
from 1948 to 1973, but only at a 2.3 percent rate from 1973 to
1985a slowdown of more than one-third or almost one-and-a-half
percentage points. The slowdown appears to be attributable to a
slowdown in labor productivity growth (growth in output per hour).

"The material in this section was largely excerpted from the Congressional Budget Office
The Economic and Budget Outlook 1988-1992 (Jan 1987), p 80, 83-85, and 90-91

" The ability to build up Liaims abroad is influenced by many factors beyond increased
saving Among these are greaiLr integration of national economies through freer trade and cap-
ital movements and, more oroadly, greater stabilty of poliucal systems throughout the v. irld
These factors lie outside the scope of this paper
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That growth slowed in the late 1960s and virtually ceased in much
of the 1370s (see figure 4.5). In the 1980s, productivity appears to
have revived considerably in manufacturing and farming but not
in the services sector.
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Research has identified several factors that are believed to have
contributed to the slowdown in productivity growth. The relative
importance of these factors has not been settled.

The labor force grew exceptionally rapidly with the entry of
the baby boom into the labor force and the increased participa-
tion of wo:nen in the labor force. The new entrants reduced
the average level of experience and training of the labor force.
Furthermore, their rapid entry outstripped the rate of capital
formation, slowing growth in the amount of capital each
worker has to work with.
The shift of labor from the low-productivity farm sector slowed
markedly after the mid 1960s because the transition to a
mainly nonfarm economy had been largely completed. In addi-
tion, the share of total output in the service sector has grown.
Productivity in services seems to be lower than in other sec-
tors, and subject to the more under-estimation.

Energy prices rose extremely rapidly in the mid-1970s and
again in the late 1970s. Among other effects, the rise in energy
prices may have caused substantial amounts of existing capital
to become obsolete.

The economy experienced prolonged periods of high unemploy-
ment and low use of capacity. Some economists believe that
such conditions have a relatively long-lasting negative effect on
productivity and economic growth.

The high inflation of the 1970s may have had a damping effect
on productivity growth. Some analysts believe that during in-
flationary periods the efficiency of markets in allocating re-
sources may be impaired, partly because of the interaction be-
tween inflation and the tax system. Inflation also contributes
to greater uncertainty among decisionmakers, which may slow
investment and innovation.

The exchange value of the dollar and the foreign trade balance
have fluctuated very widely. One result may be the loss of
high-productivity jobs in such sectors as machine toors and pri-
mary metal manufacturing.
Public investment in physical capital and spending on research
and development slowed beginning in the late 1960s.
Government regulations grew in scope and degree, particularly
those concerning the environment, occupational health and
safety, and employment opportunity. The new regulations cre-
ated red tape for business and diverted the attention of man-
agement from productivity-enhancing areas. In some cases, the
regulations required major investmentfor instance, scrubbers
for electric utilities. However the impact on productivity of
such regulations is perhaps more usefully viewed as a problem
in the measurement of output. Measured output does not in-
clude, for example, clean air and water or occupational health
and safety.

B. THE OUTLOOK FOR PRODUCTIVITY

Many of the factors that are believed to have contributed to the
slowdown in productivity have reversed in recent years, or at least
moderated. The baby boom generation of 15 years ago is now swell-
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ing the ranks of the more experienced workers, and the number of
teenagers has been falling. Correspondingly, the labor force is
growing less rapidly, which should help to push up the amount of
capital per worker. Government regulations have in some respects
been eased, and at any rate are not being introduced as fast as in
the earlier period. Industrial research and development as a per-
cent of GNP has surged to new highs. Oil prices began plunging
late in 1985. Labor and management have put more emphasis on
increasing productivity. The Tax Reform Act of 1986 has reduced
marginal tax rates on individuals, which should encourage work,
arid has done much to equalize taxes on different kinds of business
capital, which should contribute to greater efficiency for any given
size of the capital stock. (These gains from tax reform will be offset
to some extent by the higher taxes on income from capital which
should discourage investment.) These new conditions have caused
some analysts to expect a major rebound in the performance of pro-
ductivity. Actual productivity performance in recent years, howev-
er, suggests little cause for optimism, particularly in the services
sector. The effect of the changes on productivity may simply have
not shown up yet.

Not all factors favor more rapid growth in productivity in the
next few years. Business fixed investment grew very rapidly in the
first two years of the current expansion but has not grown rapidly
in the last two years. The near-term outlook is not very positive
either. Among the reasons are low use of capacity, less favorable
tax treatment for new investment in tax reform, and problems in
the energy sector.

C. FEDERAL POLICIES TO ACCELERATE PRODUCTIVITY

Governmental policies can effect growth in productivity, but
whether they can have a major positive effect is debatable. Policies
designed to improve education, training, and public infrastructure,
tax incentives to spur research and development and investment,
and ocher tax-transfer policies re:,,ted to work and saving incen-
tives may ultimately help productivity. Their significance, however,
is in dispute. Policies that seek to stabilize the economy can help to
provide an environment favorable for growth in productivity if
they succeed, but some economists oppose them on the ground that
the government does not have the knowledge and skill to "fine-
tune" the economy. Even given these uncertainties, the Nation
could expect to increase productivity with a concerted policy to do
so.
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APPENDIX: SUPPORT TABLE FOR FIGURES
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1959 451200 4.831560 3.457446 8.289007 -0.08865 0.448803 -0.53745 -0.24379 -0.35460 7.934397 5.053191 1.676418
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1970 926600 6.227066 1.931'93 8.158860 0.194258 0.750053 -0.55579 -1.33822 -1.14396 7.014893 6.658752 1.718452
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1972 1104800 5.557566 3.113685 8.671252 1.221940 0.785209 0.436730 -1.52063 -0.30774 8.363504 6.010137 2.165767
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1974 1335400 7.241276 1.512655 8.753931 0.539164 0.823723 -0.28455 -0.86865 -0.32200 8.431930 7.735509 2.783476

1975 1436600 7.281080 2.582486 9.863566 0.313239 0.913615 -0.60037 -4.83085 -4.51761 5.345955 7.858833 2.969486

1976 1603600 5.974058 2.893489 8.867548 0.947867 0.975929 -0.02806 -3.33624 -2.39461 6.472935 6.616363 2.882247

1977 1789000 5.069871 3.482392 8.552263 1.503633 1.004751 0.498882 -2.57126 -1.06763 7.484628 5.729457 3.081543

1978 2019800 5.455985 3.416179 8.872165 1.430834 1.003812 0.427022 -1.45063 -0.01980 8.852361 6.109515 3.355278

1979 2242400 5.266678 2.764694 8.031573 1.230824 1.060247 0.170576 -0.71798 0.512843 8.544416 5.989118 3-376917
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1982 2782800 5.530401 0.718700 6.249101 1.261319 1.325104 -0.06378 -5.24292 -3.98160 2.267500 6.565329 4.446025

1983 3009100 4.340168 2.160114 6.500282 1.578545 1.431491 0.147053 -5.84892 -4.27370 2.226579 5.496660 3.905220

1984 3349900 5.035971 2.716499 7.752470 2.044837 1.459745 0.585092 -5.07477 -3.02994 4.722529 6.233021 3.148183
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CHAPTER 5. INCOME, WEALTH, POVERTY AND THE LIFE
CYCLE

I. INTRODUCTION

This chapter examines the current distribution of income (before
and after taxes), wealth, and poverty, in order to show the current
economic position of persons according to their age. The chapter in-
tends to serve as a point of reference and departure for the other
background papers. Unless explicitly noted, data displayed in this
chapter are cross-sectional, based on individual data at a point in
time.' The patterns depicted by the data should not be confused
with trends that follow individuals over time. The data presented
here purport neither to show how well present generations are
faring relative to past generations, nor to project what their future
income picture will look like. Rather, the intent is to show how the
aged are presently faring relative to other groups. Some of the
findings from this chapter are:

Income varies considerably over the life cycle. Cross-sectional
data shows that per capita income is highest among those who
are age 50 to 60. Per capita income shares are lowest among
very young children and among very old adults.

Although the aged tend to have lower incomes than their
younger counterparts, they face lower levels of taxation on
each dollar earned than that of their younger counterparts
when compared at equal incomes.

Assets provide a potentially imr- tart source of income to
many of the aged. Equity in a h, ne is the most important
asset that most aged hold.

Household net worth (wealth less unsecured debt) is more un-
equally distributed than family income. Of those households
with heads age 65 to 69, one-quarter had a net worth of $25,000
or less in 1984, whereas 10 percent had a net worth of $225,000
or more. When only assets other than a home are considered,
25 percent of households with heads age 65 to 69 had a total
net worth less than $3,000, and 10 percent had $148,000 or
more.

Net worth increases with income. However, at equal levels of
income, households with older heads have greater net worth
than households with younger heads.

The living arrangements of the aged can dramatically affect
their level of economic (as well as social) well-being. For exam-
ple, the income position of the aged differs significantly when

'This chapter was prepared by Thomas Gabe Congressional Research Service.
' Unless otherwise noted, data presented in his chapter are original tabulation, 'Tom the

Survey of Income and Program Participation (Sin; Wave IV data file. Dataare cross-sectional,
covering varying 44zonth retrospective accountir g periods for persons. Interviewswere conduct-
ed from Sept. to Dec. 1984, and the data cover thf' period between May and Nov 1984

(210)
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family size and economies of scale are taken into account. Ad-
justments for family size tend to improve the economic position
of the aged relative to the non-aged, since families with an
aged member typically have fewer members than families
without aged members. Howevar, smaller families face many
of the same fixed costs of large families; adjustments for econo-
mies of scale, which take into account such fixed costs, tend to
reduce the income position of the aged relative to other groups.
While non-aged adults and children depend largely upon earn-
ings for their income support, the aged depend upon a ...triety
of income sources.
Income available to the aged is directly tied to their earnings
history, savings and investments. Social security, employer pro-
vided pensions, and asset income, for the more well-to-do,
(upper income quartile) provide the bulk of income support
among the Jed. While public assistance (Supplemental Securi-
ty Income) helps to provide a minimum income floor for the
aged, social security preides the bulk of income going to the
aged whose incomes put them in the bottom quarter of the
income distribution.
Income among the aged is more equally distributed than
among other age groups, largely as a result of government
transfers, which tend to distibute proportional. ly snore dol-
lars to lower income groups.
While the aged account for only 11.5 percent of the population,
they receive over half of all cash and non-cash transfers.
Income transfer programs to the aged have greatly improved
their level of economic well-being and reduced poverty. Poverty
among the aged was once the highest of any age group, but, as
a result of government transfer progra:ns, it is now about
equal to that of the population as a whole.
While the incidence poverty among children and non-aged
adults was increasing during the period from 1980 to 1985,
largely due to recession, poverty was decreasing among tile
aged, largely as a result of government transfer programs (e.g.,
social security).

In spite of the lower pm ^rty sates among the ged than for the
population as a who, stain groups among the aged are
more likely to b a po. s and Hisparics, the very old, and
women, especially ti' are divorced or widowed.

II. INCOME DURING Ts.r MODS OF WORK AND RETIREMENT

Income and savings patterns vary widely across the life cycle.
Typically, incomes are lo v when workers are young, and increase
with age and experience. For many, during early years of work,
saving may help provide a cushion for starting a family, or to pro-
vide thL.. down payment on the purchase of a first home; during the
middle years, saving goals may focus on helping put a child
through school, and in later years to provide a nest egg for retire-
ment. For others especially those whose incomes are low, income
may go only toward current con. umptinn rather than toward sav-
ings.

2:4G
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After workers retire, income from a variety of sources can help
replay income once provided by earnings. Social security benefits,
for example are directly tied to career earnings received from occu-
pations covered by social security. Assets accumulated at time of
retirement may also be tied to career earnings, since workers who
earn more can generally save a greater share of their earnings
than workers whose incomes are stretched to meet basic needs. Ac-
quired assets will reflect not only the work career of the individual,
but the state of the economy over the individual's career as well.
The mechanisms by which individuals save and invest are impor-
tant, since differing returns on savings and investments may dra-
matically affeLi, the size of assets accumulated during working
years. The state of the ecomomy during retirement, and how long
the individual lives also affects the income available during retire-
ment. Pension equity may constitute an important asset as well.
Whether an individual is covered by an employer sponsored pen-
sion plan at the time of retirement has an important bearing on
one's retirement income. The establishment of pension coverage, as
discussed in chapter 9, is related to a host of factors reflecting. the
individual's work career, including the type of employer, the stabil-
ity of employment over the work career, and the individual's earn-
ings history.

Whether retirement income is considere%7 adequate, or not, de-
pends both upon societal standards and individual comparison. So-
ciety may consider a minimum standard income to meet basic
needs, such as the official poverty thresholds, as a benchmark to
judge issues of adquacy (level) of income as well as equity (distribu-
tion) of income. Individuals me.y consider the adequacy of income
in terms of both their absolute level of income and their relative
level of income. They may not only compare their retirement
income to what they formerly received as workers, or to whEt they
expected as retirees, but also to how well they are doing relative to
other retirees.

A. FAMILY INCOME AND AGE

Both the level and composition of income varies considerably
over one's lifetime. During the period of work, most families
depend upon earnings for income support. Income derived during
retirement is contingent, to some extent, upon assets accumulated
and claims established on pensions and/or social security during
the period of work.

Family income tends to be highest in working years. Med:, n
family income reaches its peak when the head is between the ages
of 40 and 54. Figure 5.1 shows income percentiles of the average
monthly income families and unrelated individuals received during
1984. The figure shows, for example, that half of all families (and
unrelated individuals) with heads between the ages of 40 and 54 re-
ceive more than $2,500 per month (the median amount) during the
latter part of 1984. The median income of families with heads age
40 to 54 was over twice as high as the median of families in which the
householder was age 55 or older, and twice the median of families
in which the householder was age 20 to 24.
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The data presented here are cross-sectional, so the patterns de-
picited reflect both current circumstances and the historical ex-
perience of each age group. To some degree, the data reflect the
effects of processes associated with aging, but they also reflect the
unique historical experiences of each age group. As a result, cau-
tion should be used in interpreting the data. As those currently
aged 40 to 45 grow older, one would not expect their income to ex-
actly parallel those who are currently older than age 45.

Take those, for example, who are presently age 80 to 84. Most of
this group's early work careers were spent during the Great De-
pression, being between the ages of 24 and 29 at its onset. They
were in their late thirties and early forties when the United States
entered World War II. Not until they were in their late forties did
they finally experience a period of sustained prosperity. Of this
group, most were likely to have retired some fifteen to twenty-five
years ago, between 1960 and 1970; before the prolonged period of
economic "stagflation" experienced during the 1970's. Their cur-
rent retirement income is in large part contingent upon their
career earnings and remaining accumulated assets. They have also
experienced social security cost-of-living adjustments (COLA's) and
ad hoc benefit increases, which help account for this group's cur-
rent income level.

In comparison, those who are presently age 50 to 54, many of
whom may be children of the 80- to 85-year-olds, were bora during
the worst of the Great Depression. This group would have been too
young to enter military service during World War II, but of prime
age to serve during the Korean War. After Korea, they faced a
period of nearly two decades of sustained economic growth as they
began their work careers. While most were securely established in
their work careers during the stagnant economy of the 1970's,
many found that their wages and salaries did not keep pace with
inflation of the period. With retirement not far off, this age group,
like much of the rest of American society, is presently reaping the
benefits of current economic growth. While the age 50 to 54 group
will most likely experience a decline in income when they retire,
the reduction probably will be smaller than that implied by com-
paring them with older groups on the basis of cross-sectional data,
since today's workers aged 50 to 54 have different histories from
their predecessors.

B. THE DIFFERING EFFECT OF TAXES ON FAMILY INCOME BY AGE2

Taxes can have a significant impact on disposable income. Most
persons find that while their incomes diminish once they retire,
their tax situation improves when compared to the period in which
they worked. This is true for a number of reasons. First, retirees
normally find themselves in lower tax brackets than when they
worked due to the lower incomes they generally receive in retire-
ment compared to that which they earned during the period of
work. Due to the progressivity of the income tax system, those with
lower incomes generally pay a lower portion of their total income
in taxes. However, as a result of the lax Reform Act of 1986, which

2 Tax treatment of income is discussed further In chapter 7 of this report
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establishes fewer tax brackets, not as many retireEs in the future
will find themselves in lower tax brackets when compared to the
period in which they worked. Second, the income tax system has
favored the aged in special ways. For example, persons age 65 or
older have been able to claim an addil ional exemption on their
Federal (and State) income tax, and certain low income elderly
may also claim a 15 percent tax credit.3 The aged also recei "1-
vorable tax treatment in other ways. For example, persons a _,,,

and older can avoid paying tax on capital gains up to $125,006 on
the one-time sale of a home. Before 1984, social security benefits, a
major source of income to the aged, were not subject to Federal
income tax; beginning in 1984, at most one-half the social security
benefit may be subject to Federal income tax. Another difference
between workers and retirees is that retirees are not subject to
FICA tax (taxes which amount to 7.15 percent of wage and salary
workers' first $43,800 in earnings in 1987). It should be remem-
bered that the tax treatment of the future aged will likely differ
from that of today's aged, due to the Tax Reform Act of 1986 as
well as changes that may occur in tax law.

Figure 5.2 compares mean income of households and mean
income per household member, before and after taxes, by age of
householder.4 Mean before and after-tax household income is great-
est among those households headed by someone between the ages
of 45 and 49; for this group the mean income per household in 1984
was $36,393 before taxes and $27,765 after taxes, an effective aver-
age tax rate of nearly 24 percent. The income position of elderly
headed households appears much improved, compared to non-elder-
ly headed households, when per capita household income is used as
the measure instead of total mean household income, which makes
no adjustment for household size. The shift in the peak of the dis-
tributions from 45 to 49 age group under the household measure to
the 55 to 64 age groups under the per capita measure is due largely
to the larger size households among the 45 to 49 age groups

, The Tax Reform Act of 1986 repealed the special exemption for the elderly In its place a
$6t, deduction for elderly married individuals and a $7.30 deduction for elderly unmarried indi-
viduals is provided. The elderly tax credit has not changed.

*Taxes in this section include Federal and State Income taxes, FICA payroll taxes, and prop-
erty taxes on one's own home Data presented in this section are derived from U S. Bureau of
the Census Currently Population Reports Series P-23, No 147 After-Tax Money Income Esti-
mates of Households. 1984 U.S. Government Printing Office Warhington, D C 1986.

4 It should be noted that while per capita income measures more accurately reflect the re-
sources available to each family member than total Income measures, it does not account for
things such as different consumption needs of individuals For example, the elderly have greater
medical expenses while housing costs are higher for younger families
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Households headed by persons age 65 and over face substantially
lower tax rates, at nearly every level of income, than those house-
holds with younger heads. Figure 5.3 shows household average tax
rates by householders' age and before tax household income in
1984. Households with lower incomes that are headed by persons
age 60 to 64 also show lower average tax rates than households
headed by persons in their fifties. A primary reason why average
tax rates are lower for the 60 to i4 year group is that a substantial
proportion of these households are no longer working and, thus,
are no longer subject to FICA taxes.
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III. THE PROFILE OF HOUSEHOLD NET WORTH AND HOME EQUITY BY
AGE

The life cycle theory of saving assumes that people try to attain
and at least maintain particular consumption goals over their life-
times. The fact that most people anticipate some period of retire-
ment, when they will no longer have earnings from work, :leoreti-
cally is a Lasic factor affecting savings behavior. It is common to
regard the ?eriod of work as the time when savings accumulate for
later retirement, and retirement as the time when assets are liqui-
dated to provide income for current consumption.

A. TOTAL HOUSEHOLD NET WORTH 6

Assets, accumulated from savings, investments, and bequests pro-
vide potentially important sources of income for many during re-
tirement. Figure 5.4 shows percentile d'stributions of household
total net worth 7 (wealth less unsecured debt) by age of the house-
holder. It is important to note that pension equity, a potentially
important asset, is not available from the SIPP and, therefore, is
not included in the figure. As with total income, net worth is
higher among households in each successive age group, peaking
among household heads between the ages of 55 and 59, and then
diminishing. The figure shows that half of all households headed
by someone between the ages of 55 and 59 have a total net worth of
$72,000 or more; this is over five times the median net worth of
households with heads between the ages of 30 and 34.

Halt of all households with a household head age 85 or older
have a total net worth of nearly $48,000 or more, which is about
two-thirds that of households with heads age 55 to 59. Again, the
cross-sectional data should not be confused with longitudinal data,
representing persons over their lifetimes.

Household net worth is more unequally distributed than family
income. A substantial share of households have near zero or nega-
tive net worth, while at the same time a sizable share have sub-
stantial net worth. The top line of figure 5.4 shows the net worth of

6 Asset information from the SIPP should be approached with some caution. For example,
while nonresponse rates for asset ownership are generally low (ranging from 0.9 percent for
rental property and royalties to 2 2 percent for certificates of deposit), nonresponse rates for
asset amounts tend to be much higher (ranging from 13 3 percent for the amount in checking
accounts to 41 5 percent for the market value of stocks and mutual fund shares). The Census
Bureau attempts to correct for underreporting by imputing values for nonresponse. A compari-
son of aggregate SIPP asset amounts (after imputation) with Independent estimates derived
from Federal Reserve Board (FRB) data indicates that SIPP accounts for about 92 percent of the
FRB derived estimate However, SIPP tends to overestimate the value of certain tangible assets
(e.g, equity in own home and motor vehicles), but underestimate the value of noncorporate busi-
nesses and financial assets, (e g., interest earning assets, corporate equities, etc ) Also, due to the
difficulties of gathering reliable data, certain assets (pension plan equity, cash surrender value
of life insurance policies, and the value of household furnishings such as furniture, antiques, art
and jewelry; are excluded all togethe!. from the SIPP Lastly, the SIPP sampling frame does not
deliberately attempt to oversample households at the top of the income distribution. Because
wealth tends to be concentrated, estimates could be affected by the possible exclusion of top
wealth holders from the survey.

Net worth is defined as total household wealth less unsecured debt (credit card debt, install
ment debt, etc 1. Household wealth includes. interest earning assets at financial institutions,
such as savings accounts and certificates of deposit, other Interest earning assets, such as money
market funds and government securities; checking accounts, stocks and mutual fund shares,
home equity and other real estate equity, vehicles, business or professional interests, IRA or
KEOGH accounts, and other financial Investments. Equities in pensions, cash surrender value of
life insurance policies, and the vlaue of jewelry and home furnishings are not included.
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households at the top 10th percentile of household net worth. For
example, among households with heads age 65 to 69, 10 percent
have a total net worth of $225,000 or more; the bottom 25 percent
have a r et worth slightly over $25,000 and the bottom 19 percent
have just over $1,000. Among those age 85 and over, the bottom 10
percent of households have a total net worth of just $400, and the
bottom 25 percent just slightly less than $15,000; the top 10 percent
of households with a head age 85 or older have a net worth in
excess of $160,000. To some extent, the difference in net worth be-
tween the "young-old", age 65 to 69, and the "old-old", those age 85
and older, may be due to the liquidation of assets to meet current
consumption needs. The difference may also reflect the difference
in net worth that each cohort had accumulated when they were at
comparable ages.

Households with higher incomes also have greater net worth.
However, even though total household net worth tends to increase
with income, when compared at equal income levels, net worth is
greater for households with heads who are older than for heads
households with heads who are younger (see figure 5.5). For exam-
ple, taking householders having annual household income of
$15,000 to $19,999, one-half of those age 65 and over have a total
net worth of about $82,000 or more, whereas half of those between
the ages of 45 and 64 have about $42,000 or more, and of those be-
tween the ages of 25 and 44, half have a total net worth of about
$7,500 or less.
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Clearly, while household net worth is related to current income,
it is also related to the householder's age. Households with higher
incomes tend to accumulate more assets than households with
lower incomes. Households with older heads have had a longer
time in which to accumulate assets. Since incomes tend to increase
with age, up until the period of retirement, and assets tend to accu-
mulate with age, assets represent a potentially important source of
income to persons during retirement.

B. HOME EQUITY

The purchase of a home is the largest investment that most
people make, so it is not surprising that home equity is the largest
component of total household net worth Figure 5.6 shows that
h,. :ne equity is the most important component of total net worth
for householders age 35 and over, comparing median total house-
hold net worth, median home equity, and media -. household net
worth other than home equity.
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For many persons approaching retirement, home equity may rep-
resent a substantial asset which potentially can be converted to
income; for others, equity in a home may be minimal or non-exist-
ent. Chapter 7 discusses ways, other than the out-and-out sale of a
home, to convert home equity into more liquid asr-As. While a
home represents an investment, it also provides sheik., a basic ne-
cessity. Even given substantial equity in a home, older persons will
need to purchase other shelter if that equity is liquidated; among
older persons, many may hold a strong preference to hold on to
this asset and may not perceive it as a source of spendable real
wealth.

As with total fami' income, there is substantial variation in
home equity among households of different ages. Home equity gen-
erally follows the same sort of age profile we have seen for total
income and total assets (see figure 5.7). At least one-quarter of
those householders under age 35, and one-quarter of those house-
holders age 70 and over, had no equity in a home in 1984. Median
home equity of all households in 1984 was highest among those
with heads between the ages of 60 to 64; home equity of these
households was two-and-one-half times that of households with
heads between the ages of 35 and 39 ($42,250 versus $17,500).

...1. Households with heads age 65 to 70 have median equity in a home
,.., that is 50 percent higher than that of those age 85 and over

($38,000 compared to $25,000). Ten percent of households with
heads age 65 to 69 have homes worth $90,000 or more; the top 10
percent of households with heads age 85 and over have homes
worth $70,000 or more.
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Much of the current value of home equity reflects the boom in
house prices during the 1970's. To the extent that future house
price inflation is more moderate, younger (more recent) home
owners may not experience the relative house values of those who,
for example, are presAmtly in their fifties.

C. NET WORTH FROM SOURCES OTHER THAN HOME EQUITY

Although typically of lesser value than the equity in a home,
there is sustantially greater variation in other components of
household net worth across the age profile when assets other than
equity in a home are considered. Figure 5.8 shows percentiles of
household net worth other than home equity by age of householder.
Median net worth less home equity is highest among households
with heads age 60 to 64, at nearly $22,000, however, 10 percent
have more than $161,000. Half of all households with heads age 85
and older have a total net worth less home equity of nearly $15,000
or more, 10 percent have $113,000 or more. A sizable share of the
population has negligible net worth when only sources of wealth
other than a home are considered. One-quarter of all households
have near negligible net worth when home ownership is excluded.
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IV. ADJUSTING INCOME FOR DIFFERENCES IN FAMILY SIZE

The distribution of family income that was shown earlier (in
figure 5.1) does not account for differences in "need" among fami-
liPs. In this section, income is adjusted to take into account differ-
ences in family size and the (dis)economics of scale associated with
family size. Larger families may require more income to maintain
the same relative consumption level as smaller ones. Young fami-
lies tend to be small, and grow in size as children are born. In later
years, families contract as children leave to begin separate lives, or
when a spouse dies. As a result, families' income and consumption
needs vary considerably over the life cycle, simply as a matter of
family size.

A. PER CAPITA INCOME

The age/income profile shows some interesting features when
family size is taken into account. Figure 5.9 shows average monthly
income per capita by age and income percentile. Per capita income
represents the family's total income divided by th' number of
people in the family, thereby assuming that family income, regard-
less of source, is shared equally among all family members. Unlike
family income, median per capita income shows a trough between
the ages of 30 and 39. Current per capita income levels of people in
their thirties are lower relative to those of their older and younger
counterparts largely because they are in the period of life when
children are born and when many mothers withdraw from the
labor force, reducing family earnings.
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Since aged persons tend to live in smaller families, the aged
appear economically Bette. .ff on a per capita basis than on a total
family income basis. As with family income, median per capita
income peaks at around age 50 to 54, with half of all such persons
receiving $980 or more per month on average. Median average
monthly per capita income is substantially lower among older per-
sons, most of them are no longer in the labor force. The median
income of persons age 65 to 69 ($740 per month) is about three-
quarters that of 50- to 54-year-olds, and about equal that of 40- to
44-year-olds. Among persons age 85 and over, median per capita
income is lower yet, at about $570 per month; this level is about 60
percent that of the 50- to 54-year-old group and about the same as
that attributable to 15- to 19-year-olds. Again, the relatively lower
income levels of the older persons shown in these data reflect not
only the life cycle effect of reduced income in retirement, but also
the relatively lower lifetime earnings of the elderly in comparison
to younger cohorts.

The distribution of per capita income varies considerably, not
only between age groups, but within age groups as well. Figure 5.10
shows various income percentiles as a percentage of the median.
Two points can be made. First, income is more unequally divided
among those who are younger than those who are older. Second,
the lesser inequality of income among the aged is due mostly to
lessened inequality among the lowest income strata which in turn
is due to government income transfer programs.
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Among the youngest age group per capita income tends to be
lowest and there is also greatest inequality. Median per capita
income of 0- to 4-year-olds is about $430 per month. However, the
10th income percentile within this age group is only about $15 per
month (i.e., 10 percent had lower income than $15 and 90 percent
had higher income than $15). In comparison, the 90th percentile
level (the income level at which 10 percent of those in the age
group had more and 90 percent had less) is about $1,020 per
monthover sixty times as much as the income of the 10th per-
centile. At age 5 to 9, the per capita income of the 90th percentile
($1,015 per month) is 17 times that of the bottom 10th percentile
($65 per month). Among duke age 15 to 19, the difference is fur-
ther reduced to where the 90th percentile is over ten times that of
the bottom 10th percentile.

There are many reasons for the greater inequality in per capita
income shares attributable to the very young. Very youngest chil-
dren tend to live in the most diverse of family circumstances. For
example, some may be only children, whereas others may have sib-
lings. The age of a child's parents at time of the child's birth may
vary widely. As a result, a young child's parents may be at very
different stages in their work careers. In comparison to the young-
er child, an older child is more likely to have parents who are
older, and further along in their work careers. Also, if the older
child does not have younger siblings, there is a greater likelihood
'that both parents will be contributing to family cash income
through market work than in the case where there is a younger
child. Lastly, the per capita income shares attributable to children
will vary widely depending upon whether the child lives with one
or both parents.

Among persons who are currently between the ages of 25 and 39,
per capita income of the 90th percentile exceeds that of the median
by a greater percentage than for any other age group. The peak
difference is among the 30- to q4-year-old group. The greater in-
equality at the top of the income distribution within this age is
probably due to a variety of circumstances, including the absence
of children among a sizable portion of women in this group and the
effect of two earner families. Looking at the lower part of the
income distribution, the difference between the lowest 10th per-
centile and the median is narrowed, so the difference between the
top 10th percentile and the bottom 10th percentile is not as 'Teat
as for younger age groups.

As per capita income tends to be highest among persons in their
fifties, the variation in income within age group remains relatively
stable across persons in their forties and fifties. The top 10th per-
centile consistently has about seven times the income of the lowest
10th percentile.

Although persons age 65 and older tend to have lower per capita
incomes than other groups, their incomes tend to be more equal.
The relative differences between those with relatively high incomes
and those with low incomes are less than at any other age. The dif
ference in per capita income between the top 10th percentile and
the bottom 10th percentile drop.' corsiderably among persons of re-
tirement age and is remarkably stable Among persons age 65 and
over, the difference between the highest -nd lowest 10 percent in
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the income distribution is nearly constant, with the 90th percentile
receiving about four-and-one-half times the income per capita of
the lowest 10th percentile.

The lesser income inequality among the aged is due largely to
the higher incomes of those at the bottom of the income distribu-
tion. For example, the bottom 10th percentile receives half the
amount of income per capita that the median receives, and the
bottom 25th percentile nearly 70 percent. As we will see later, gov-
ernment transfer programs are largely responsible for raising the
incomes of the lowest income groups among the aged relative to
the median.

B. ADJUSTMENTS TO INCOME FOR ECONOMIES OF SCALE

While the per capita income measure is a marked improvement
over the family income measure, it still has problems. Per capita
income assumes that an equal amount of income is required for
each additional person in order to maintain '1 given standard of
consumption. The per capita measure does not take into account
differences in economies of scale among families of different sizes,
failing to recognize that many consumption goods (e.g., refrigera-
tor) are shared within a family. Adjusting for economies of scale,
fewer dollars would be required with each additional person in a
family in order to maintain a given standard of living.

Figure 5.11 presents one of a number of possible ways to adjust
income for economies of scale. The figure is based on per capita
family income adjusted by economies of scale implied by the differ-
ence in official poverty thresholds for various sized families.8 Al-
though two families may actually have the same per capita income,
if one is larger than the other, this procedure will relatively in-
crease its adjusted per capita income relative to the other, because
larger families have greater economies of scale in their consump-
tion needs. The larger family's income, then, can stretch further
than that of a smaller _amily.8

8 The official poverty thresholds are adjusted for differences .n economies of scale for different
sized families For example, the poverty threshold for a person living alone, an unrelated indi-
vidual, was $5,469 in 1985, but $6,998 for a two person family, just $1,529 higher than that of a
person living alone The adjustment to per capita Income for economies of scale, used here, is asfollows:

Per Capita Income Adjusted for Economies of Scale =(Family's Income/Family
Size )x Economy of Scale Adjustment, where Economy of Scale Adjustment=t(U.S. Average Pov-erty Threshold)/(U S. Average Family Size))/((Family's Poverty Threshold)/(Family Size))

° Danziger, et al find the use of the official poverty standard deficient as a basis for adjusting
income for economies of scale, because it is based only upon food consumption needs for lower
income persons. They argue that an alternate scale, based upon expenditures on all consump-
tion categories, covering a wider range of income, is preferable However, they point out that a
poverty scale adjustment yields similar results to those obtained by using a "constant utility
equivalence scale" estimated from the Consumer Expenditure Survey. See: Sheldon Danziger,
Jacques van der Gaag, Eugene Smolensky, and Michael K Taussig Implications of the RelativeEconomic Stator of the Elderly for Transfer Policy In Henry J. Aaron and Gary Burt less (ed.)
Retirement and Economic Behavior. The Brookings Institution. 1984.
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Per capita income shares of the aged are markedly lower when
economies of scale are taken into account. Because so many of the
aged live in one- or two-person households, more income per person
is required to maintain a given level of consum ption than if they
lived in larger fimilies. Figure 5.11 shows, for example, that while
half of all persons age 65 to 69 have per capita incomes of $745 per
month, when economies of scale are introdted, the median income
per person is equivalent to $590 per month, about three-quarters of
that available on an unadjusted per capita basis. For persons age
85 and older, the gap bets ,en per capita monthly into ? and per
capita monthly income adjusted fo! (dis)economies of scale widens,
largely because a larger proportion of those age 85 and older are
likely to be widows or widowers living alone. Among those 85 and
older, 'calf had per capita monthly incomes of $575 per month or
more, but half had less than $375 per month when adjusted for
(dis)ecor -ies of scale, two-thirds that are attributable on a per
capita basis.

The relative economic well-being of the aged compared to chil-
dren differs markedly when economies of scale are taken into ac-
count. Under a per capita measure the aged appear to do better
than children; under a measure whi takes into account econo-
mies of scale, the aged appear to be v .use off than children.

A measure that takes into account economies of scale also elimi-
nates the trough among 30- to 39-yea -olds seen in per capita
income. The presence of children tends to diminish median income
per capita of those in their thirties relative to both younger and
older cohorts. However, when economies of scale are taken into ac-
count, persons in their thirf Is have median incomes per capita
that are equivalent to, or higner than, the younger cohort. On av-
erage, the presence of children does .ot appear to diminish the
income shares of those in their thirties relative to the younger
cohort, due both to the higher family incomes of this group, but
also due to economies of scale.

V. SOURCES OF INCOME AND AGE

This section examines how Sources of income differ by age. As
one would expect, the composition of income, as well as its level,
changes dramatically with age. Figures 5.12 and 5.13, respectively,
show the dispersion of earnings and other income by age. The fig-
ures are derived by dividing family income equally among all
family members, thereby assuming that income shared equally

.nong all members of the family.
Earnings are by far the predominant source of income among

persons under the age of 65. Since children are depender t. upon
parents who work, earning: Also represent the primary souv,e of
income support to children. Per capita earnings are highest an. ong
those who are between the ages 50 to 54; from that point on hey
are generally lower. For the 60 to 64 age group, the median vf,,Itie
of income derived from earnings is about equal to that derived
from other sources. However, it lc: important to realize that persons
age 60 to 64 are more likely to depend on one scurce or the other,
rather than having equal amounts of earnings and other incor : it
is only the age group as a whole that relies about equally on Each
source.
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Average Monthly Earned,Income Percapita
Percentiles by Age Group: 1984

2250. ............................................. . . .

2000

1750

1500

1250

From

Earnings 1000

...... .........

750 ......

500--

250

.......

0 I i i 11
)1( i0-4 5-9 10-14 15-19 20-24 25-29 30-34 35-39 40-44

:5-4'; 50-54 55-59 60-64 65-69 70-74 75-79 80-64

Age Gr iip

262

1

85+

90th Percentile

4 75th Percentile

0. Median

.4. 25th Percentile

43- 10th Percentile



$
1500

From
i250

Sources
Other

1000
Than

Earnings

FIGURE 5.13

Average Monthly Income from
Sources Other than earnings

Percentiles by Age Group: 1984

Age Group
2i 3

90th Percentile

.0. 75th Percentile

am Median

4 25th Percentile

Aa, tOth Percentile



239

The income received from earnings declines sharply among the
older age groups. At age 65 to 69, half of all persons have no
income from earnings; 25 percent have $225 ?er month or more,
and 10 percent have $715 per month or more. Among those age 70
to 74, three-quarters have no income from earnings, and one-tenth
have $435 per month or more. To some degree, the earnings attrib-
utable to older persons may be their own, or they may be those of
other, probably younger, family members.

Income other than earnings increases markedly among older per-
sons. Among those age 65 to :',3, half have $560 per month or more
in other income on a per capita basis; 90 percent have more than
$210 per month in other income.

What are the sources of other income upon which persons of dif-
ferent age and income levels depend? Thus far we have only shown
that the levels of earnings and other income varies by age. Figures
5.14 and 5.15 show the percent of aggregate income received by
each age group by source, for the lowest and highest income quar-
tiles in each age grout , respeaively.

In the lowest income quartile, social security is by far the most
important souce of income support for those age 60 and above.
Among those persons in the bottom forth of the income distribu-
tion, social seclirity represents nearly half (47 percent) of the
income of persons age 60 to 6' two-thirds (68 percent) that of per-
sons age 65 to 69, and over thee-quarters (77 percent) that of per-
sons age 70 to 74. With the exception of children under the age of
10, social security accounts for a share of income among the lowest
quartile that is nearly equivalent to that of cash welfare. Com-
pared to social security, cash welfare is the next most important
source of income received by those age 65 and older in the bottom
income quartile, representing about 10 percent of all income re-
ceived.
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The story is much different among the upper quarter of the
income distribution. Income sources of the upper income quartile
are much more diverse than those of the bottom quartile.

Earnings are the largest source of income received by persons
age 65 to 69 in the upper fourth of the income distribution, repre-
senting one-third (32 percent) of aggregate per capita income. For
those age 65 and over, earnings remain a consistently substantial
portion of total aggregate income, amounting to about 20 percent
for all but the age 75 to 79 year group.

Income from savings and investments is the next largest income
component among the aged who are in the upper income quartile,
representing about one-quarter (26 percent) of this group's aggre-
gate income. Savings and investments as a percent of total income
ranges irom 30 to 40 percent of the aggregate income cf the upper
income quartile. However, because the distribution of savings and
investment income is highly skewed, the average per capita share
is likely to be much smaller than that shown in the aggregate.

Social security is an important albeit, lesser component of aggre-
gate income among those aged in the upper income quortile. In
terms of size, social security and pension income are about equally
:-.1portant ammig the 65 to 69 age group in the upper income quar
tile, with each representing about 20 percent of aggregate income.
Among those age 70 and older in the upper income quartile, social
security represents about one-quarter of aggregate income.

The importance of pension income as a portion of aggregate
income of the upper income quartile generally diminishes with age.
Among those age 85 and older, pension income is a much smaller
proportion of aggregate income (13 percent) for thc3e between the
ages vf 65 and 84. Undoubtedly, part of the difference is due to the
"younger-old" being more likely than the "older-old" to have
reaped the benefits of expanded pension coverage. These issues are
discussed more in chapter 9.

VI. A MATTER OF ADEQUACYA LOOK AT POVERTY AND AGE

Whether income is considered "adequate", or not, depends in
part upon societal standards. The official definition of poverty is
often used as such a standard, defining a "minimum" social stand-
ard for judging the adequacy of income. IL 1986, for example, mem-
bers of a four-person family were considered poor if their combined
annual cash income, before taxes, was less than $11,203; a person
living alone was considered poor if his or her total income during
the year was less than $5,572. Poverty, as it is currently measured
in the United States, is based upon 1 fixed market of goods, reflect-
ing consumption standards established in the late 1950's and early
1960's. By definition, given real economic growth, the nation should
eventually outgrow poverty as we kncr. it today, all other things
being equal." However, in of der for this to happen, it . equires

"'Since poverty thresholds are adjusted for price changes each year, using the Consumer
Price Index (CPI), poverty thresholds will drop relative to real income if there Is real economic
growth, conversely, poverty thresholds will rise faster than real incomes it prices rise fasterthan incomes For purposes of illustration, assuming the same relative distribution of Income as

Cmn tin ued
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that all groups share in the economic growth. Groups that have
strong ties to the labor market are more likely to ride the wave of
economic growth than groups with little or no attachment to the
labor market (e.g., single women with young children, the aged, the
disabled). Groups that are more dependent upon public assistance
for their support (e.g., children in single parent families) are gener-
ally less likely to reap the benefits of economic growth, than
groups, such as the aged, who depend more heavily upon socia' in-
surance (i.e., social security) for income support, in which benefits
are tied to former earnings and indexed to prices."

A. PONTIMTY ACROSS AGE GROUPSI2

Poverty follows an inverse relationship to that which we have
seen regarding income and wealth, being highest among the aged
and children, and lowest among persons who are in the middle
years of life. Economic need, however, is not an absolute. Those
whose incomes put them slightly above poverty may not be much
better off than those whose incomes put them slightly below the
rnverty threshold. Thus, it 'is important to determine not only how

ly are poor, but also the severity of economic need, or the
a gree to which income falls short, or exceeds the poverty thresh-
old.

Figure 5.16 shows the ratio of family income to the poverty
threshold (income-to-need ratios) for persons of different ages, indi-
cating how well off people are relative to the poverty standard.
Persons in families that are considered poor will have income-to-
need ratios below 1.0, those that have family incomes above pover-
ty have income-to-need ratios greater than 1.0.

As shown in figure 5.16, the aged tend to have a lower incidence
of poverty than do children. However, there are considerable differ-
ences between age groups in terms of the .1.3gree of poverty. Per-
sons age 65 to 69 are about as likely tc be poor as persons age 30 to
64; the poverty rate for persons age 65 to 69 was about 9.3 percent.
The poverty rate for persons age 70 to 74 is nearly one-third higher
(12.1) than that of the 65 to 69 age group. The poverty rate contin-
ues to increan with age, reaching 16.2 percent for persons age 80
to 84, and 18.7 percei t for persons age 85 and over. In comparison,
the average poverty rate is 23.1 percent for 0- to 4-year-olds, 22.4
percent for 5- to 9-year-olds, and 19.4 percent for 10- to 14-years-
olds.

the present, a 1 percent annual rate of increase in real personal income each year in the future
would result in a pov...rty rate that is bets een one-quarter and one-third lower by the year 2010,
the time when the baby boom will begin to reach the age at which people a e currently retiring,
with a 2 percent annual rate of growth in real personal income, the poverty rate would be one-
third of what it is today Again, this assumes, among other things, that all groups share equally
in economic growth.

" See fo example, Sheldon Danzzger and Peter Gottschalk "Do Rising Tides Lift All Boats'
The Impact of Secular and Cyclical Changes on Poverty," American Econtomic Review v 76
May 1986 pp. 403-410 Also, "Families with Children Have Fared Worst" Challenge. v 29
Mar.-Apr., 1986 pp 40-47

'2 The poverty data presented in this section are original tabulations derived from the March
1986 Current Population Survey ICPS) data
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The aged poor are much more closely concentrated around the
poverty threshold than are poor children. Of the aged poor, about
three-fifths (61 percent) have incomes that are above three-quarters
of the poverty threshold; 15 percent have incomes that put them
below one-half the poverty threshold. In comparison, the poverty of
children appears to be much more severe. Over two-fifths (44 per-
cent ) of poor children age 0 to 4 live in families with incomes that
are less than half the poverty threshold, and slightly under two-
fifths (38 percent) of poor children age 10 to 14 are in such families.

A substantial portion of the aged, although not poor, art near
being poor, having incomes only slightly above the poverty thresh-
old. For many of the aged, a small reduction in income could put
them below the poverty line. Of those persons age 65 to 69, over
one-fifth (22.2 percent) have incomes less than one and one-half
times the poverty threshold. Of those age 85 and above, nearly two-
fifths (39.8 percent) have incomes below one and one-half times the
poverty threshold.

B. POVERTY BY RACE/ETHNICITY AND AGE13
.
The in "idence of poverty is especially high among blacks and

Hispanics when compared to whites. This is true at every age.
Figure 5.17 shows poverty rates by age, race and ethnicity in 1985.
Whereas about one out of ten (10.5 percent) of the white (and other
race) non-Fispanic aged are poor, nearly one-third (31.5 percent) of
black non-Hispanic aged and nearly one-quarter (23.8 percent) of
Hispanic aged are poor. The incidence of poverty among black and
Hispanic children is also much higher than that of white children.
In 1985, 15.7 percent of the very youngest (under age 5) white (and
other race non-Hispanic) children were poor, but 46.9 percent of
black non-Hispanic children and 41.6 percent of Hispanic children
were poor. While poverty for each racial/ethnic group is lower
among non-aged adults than for either children or the aged, the
differences in poverty between each racial ethnic group remain;
the black non-Hispanic and Hispanic poverty rates remain between
two and three times as high as those of white (and otner race) non-
Hispanics at each age.

" Caution should be used in interpreting t' Hispanic i nerty rates for those ab..ive age 65,
s rice some of the variation in poverty rates is due to sampling error associated with the small
site of the CI'S sample
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C. POVERTY AMONG THE AGED-DIFFERENCE BY SEX AND MARITAL
STATUS

Among those aged 65 and over, there are substantial differences
in the likelihood of being poor, depending on sex and marital
status. Table 5.1 shows poverty rates in 1985 for persons age 65 and
older by age, sex, and marital status. The incidence of poverty
among aged men is about half that of aged women, 8.5 percent
compared to 15.6. However, most of the difference in the incidence
in poverty among aged men and women is due to differences in
marital status. Comparing married men and women, the incidence
of poverty is essentially the same at each age. Among aged men,
poverty rates are highest. among those who are never married and
among widowed men age 85 and older. Among aged women, pover-
ty rates are highest among those who are divorced or separated
(27.9 percent), followed by women who are widowed (21.3 perce it)
and then those who are never married (18.8 percent). Aged women,
overall, havE higher poverty rates than aged men because over
three-quarters (76.2 percent) of all aged men are married, v :iereas
only two-fifths (39.1 percent) of aged women are marrief,. Since
over three-fifths o: all aged women are not married, with many
living alone, differences in economies of scale associated with the
official poverty measure represent part of the reason why such a
large proportion of aged women are poor. But certainly, much of
the difference in poverty is due to differences in income available
to widows compared to married couples.

TABLE 5.1.-POVERTY RATES AMONG PERSONS AGE 65 AND OLDER BY AGE, SEX, AND

MARITAL STATUS: 1985

65 and over 65 to 74 75 to 84 85 and over

Male total 8.5 7.5 9.2 16.6

Married 5 9 5.5 6.1 9.7

Widowed 14.7 12.5 13.3 23.6

Divorced/separated 16.4 14.9 18.9 N, A

Never married 22 8 19.8 28.0 ii/A
Female total 15.6 13.0 19.2 19.7

Married 6.1 5.5 7.6 10.7

Widowed 21.3 19.8 23.4 20.3

Divorced/separated 27.9 27.4 31.0 N/A
Never married 18.8 16.5 201 24.2

Source March 1986 Current Population Survey (CPS)

N/A-Not available due to unreliability of estimate. Percentage base represents fewer than 75.000 persons

D. GOVERNMENT TRANSFER PROGRAMS AND POVERTY OF THE AGED

Government transfers hove a significant effect upon income and
poverty of the population. This is especially true of the income and
poverty status of the aged. The aged depend upon government cash
transfers for a sizable share of their total income, -s shown earlier.
They also receive substantial benefit in the form of in-kind govern-
ment transfers.
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Since the early 1960s, Federal expenditures for social security,
which are largely targeted toward the aged and ai e not based on
an individual's need, have greatly outpaced other Federal cash
transfer spending for the poor (see figure 5.18)." From fiscal year
1960 to 1986, Federal constant dollar spending on social security in-
creased by nearly five times. Social security dwarfs Federal cash
welfare expenditures (Aid to Families with Dependent C' .ildren,
Supplemental Security Income, veteran's non-service connected
pensions) by comparison, being eight-and-one-half times larger.
Cash welfare expenditures rose by slightly over two-thirds over the
period from 1960 to 1976, at which time they peaked. Other in-kind
spending has also increased dramatically over the period shown; a
large share of these transfers, especially Medicare ($74.2 billion in
1986) and to a lesser extent Medicaid ($23.6 billion in 1986), are di-
rected toward the aged. In 1986, means tested in-kind spending
(Food Stamps, Medicaid, and housing assistance) ($45.3 billion) ex-
ceeded means tested cash spending ($23.1 billion) by about two
times.

74 See Gene Falk Congressional Research Service 1988 Budget Perspectives, Federal Spend-ing for the Human Resource Programs Feb 11, 1987,
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Clearly, government benefits such as Medicare and Medicaid,
public housing, and food stamps all have a value to those who re-
ceive them, and a cost to the taxpayer well. Figure 5.19 shows

at althouoh the aged account for only 11.5 percent of the popula-
tion, they receive over half of all government cash (56 percent) and
in-kind (52 percent) transfers.' 5

"Figu. .! 5.19 is based on estimates from the March 1986 Current Population Survey Eachsource
of Limit), income el,dally allotted among all family members in the figure Consequently, a
portion of a benefit that, for example, ma., be tprgeted toward an aged person, such as Medi
care, is shown as also going to other, perhaps younger, members A" tne family. Inkind benefits
useu :n this example are shown at their market v.lue, or estimated cost to the government
Government cash 'rangers shown here include. social security, unemployment compensation,
veterans' payments, worker's rnmpensation, Aid tc Families with Dependent Children (AFDC),
Supplemental Security Income (SSI), and General Assistance Government inkind transfers in-
clude Medicare, Medicaid, Food Stamps, public ant; subsidized housing, and free and reduced-
price school lunches.
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FIGURE 5.19
Share of Government Cash and In-Kind Transfers

Going to the Aged, Non-Aged muults, and Children: 1985
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E. PRE-POST TRANSFER POVERTYTHE EFFECT OF VARIOUS INCC
SOURCES ON POVERTY

There has been considerable debate on how in-kind benefits
should be counted as income. and whether they should be used for
estimating income poverty c` persons." Many argue that since in-
kind benefits have grow to be such a large part of the Federal
budget, and such an important part of the government's approach
to providing assistance, attempts should be made to estimate their
value to individuals and their effect upon reducing poverty. Some
argue that only including these sources of in-kind benefits IL.,torts
perceptions of the income distribution, by only including chose
sources that benefit the low income population. For example, pri-
vately provided benefits, such as employer sponsored health care,
company cars, and golf club member ships also have "income"
value to those who ree-' <3 them. However, they are difficult to
measure. In addition, e of public goods, such as highways,
education, and national ,.. should perhaps also be valued.
However, it is difficult to estimate the value of such publicly pro-
vided goods as income to indivi-Inals.

In recent years the U.S. Census Bureau has provided experimen-
tal estimates of the poverty population that assigns values to gov-
ernment in-kind benefits. The Census Bureau publishes a range of
"unofficial" poverty estimates using a variety of methods fo.- as-
signing values to in-kind benefits." Selected examples are present-
ed below to show the relative effects of inkind benefits upon those
who are poor.

The importance of various income sources in reducing poverty
can be seen by estimating the number of persons who would be
counted as poor under alternative income definitions. Figure 5.20
shows porerty rates by age using .1'.iforent income .oncepts. For ex-
ample, the percent of the population that would be counted as poor
based en earned income alone is shown as the top line. The second
line from the top shows the percentage counted as pLor if asset
income and inter-family transfers, such as alimony, child support
and gifts, are added to earnings. The third line shows the percent-
age poor if pension income is added to those sources above.

The poverty rates shown below are dependent upon the order in
which income is added. The rationale is to consider private sources
of income first, then social insurance, and finally cash welfare.
Cash welfare is considered last, since eligibility for welfare depend

16 See for example, U S Bureau of the Census Proceedings Vol I Conference on the Meas-urement of Noncash Benefits Dec 12-14, 1985
" Essentially three methods are used The first uses a market value approach, which assumes

that the value of the benefit to the recipient is the same as the cost to the government The
market value approach assi{,ns the largest value to in-kind benefits ofany of the methods usedMany argue that in-kind benefits are generally not as good as cash They argue that individuals
would generally prefer an amount of cash, equal or less than the cost of the benefit, since with
cash individuals may purchase any good, whereas in-kind benefits are for specific goods The
Cer 3US Bureau's recipient value approach discounts the value of the .1-kind 1K!refit to recipientsin rder to account for recipients' preferences for cash Some argue further that the market
value of the benefit may overstate Its value to the individual if, for example, the individual ispoor For example, is possible usir.g the market ,alue approach for a person who has no cash
Income, but is covered by the medicaid program, to be counted as non-poor, this result ntesincome needs for consumpt.on of other goods and services The Census Bureau uses a the ap-proach, the poverty budget sha,.e approac,, to limit the value of an in-kind benefit to heamount that a poor person would normally spend on stich goods if tl,ey received no subt:
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upon the other income sources available. Social insurance is treat-
ed after private sources in order to see poverty levels that would be
the case if only private sources of income were counted. The reader
should also be cautioned that pre-transfer poverty rates would most
likely differ considerably if, for example, social security were actu-
ally not available; workers then would most probably retire later in
life and save more for their own retirement. As a result, poverty
based on private sources alone would most likely be lower than
what is shown if only private sources were available. The bottom
line provides an estimate of poverty if government in-kind trans-
fers were valued as cash, using the poverty budget s:lare approach.

Social Security is especially important in reducing poverty
among the aged. Figure 5.20 shows, fcr example, that over three-
quarters of those age 65 to 69 would be considered poor on the
basis of earnings alone, the first dollars counted. Asset income and
inter family transfers reduce the poverty rate to about two-thirds,
and private and government pensions reduce the rate further, to
about 45 percent. Social security reduces the poverty rate sharply,
from 3.5 percent to just above 10 percent, and lastly, cash welfare,
the last dollars counted, reduces poverty only slightly, to 8.4 per-
cent.

Regardless of the measure used, in 1985 the reductior. in poverty
by including in-l; benefits, is greater for persons age 65 and over
than for other age groups. Figure 5.20 shows the effect on poverty
when food stamps, free and reds. ?xl price school lunches, public
housing, Medicaid and Medicare are counted as income against the
poverty threshold, using the poverty budget share approach. When
just food and housing benefits are added to total family income,
poverty among the aged is reduced from the official rate of 12.6
percent to 10.7 percent, a 15 percent decrease. When the insurance
value of medical benefits is included, the poverty rate declines to
7.6 percent, a 40 percent decrease. The effect of in-kind benefits on
the reduction of poverty among children is much smaller than that
of the aged. Among children, all in-kind benefits valued at their
poverty budget share values reduce poverty from the official rate of
23.1 percent for children under age 5 to 19.9 percent, a 14 percent
decrease; for children age 10 to 14, in-kind benefits reduce the pov-
erty rate from the official rate of 19.5 percent to 15.9 percent, an 18
pere-lit decrease. It should be remei :bered that the use of in-kind
benefits for estimating poverty is controversial, a-Ad that these esti-
mates are experimental.
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F. THE HISTORICAL TREND IN POVERTY

As we have seen, the incidence of poverty varies considerably
among persons of different age groups. Compared to children, the
aged are much less likely to be poor, but about as likely to be
"near poor" (e.g., having incomes above the poverty threshold but
below 125 percent of the poverty threshold). However, this has not
always been the case. In 1959, more than one in three persons age
65 and over (35.3 percent) was considered poor under the official
definition, a rate nearly one-third higher than that of children (see
figure 5.21). By 1985 the poverty rate among the aged had dropped
by nearly two-thirds, to about 12.6 percent of the aged population
(see figure 5.21). Until 1974, the poverty rate of the aged ext..e.eded
that of children. Since that time, the poverty rate of the aged has
remained below that of children, with the gap having widened with
time. Contrary to the trend in poverty among child en and non-
age! adults, the incidence of poverty among the aged was iieclining
during the period from 1980 to 1984, while it was increasing for
children and non-aged adults. As shown earlier, social security out-
lrys have risen substantially in recent years. Undoubtedly these
benefits have had an important impact upon reducing poverty
Among the aged; social security helped to reduce poverty among
the aged during the most recent recessions, when it was rising for
children and non-aged adults.
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VII. INCOME, WEALTH AND POVERTY IN THE FUTURE

A number of difficult questions about income, wealth and pover-
ty in the future arise. The questions elude simple onagers. How
rapid will future economic growth be? What will be each member's
claim to income in the future? How will standards foi judging
income adequacy change in the future given a presumed increase
in national wealth? Will the future aged depend upon tilt same
sources of income to the same relative degree as today's aged, or
will they be required to save more eor their own retirement? How
might the distribution of income change in the future, both among
the aged, and between the aged and others in society? Will the eco-
nomic position of aged women improve over what it is today? And
what of retirement in the future? Are individuals likely to 7 etire
later in ?!..R.- in order to help assure a desired income level during
retirement? For those who own their own homes, will new mecha-
nisms be in place to help them convert home equity into cash with-
out having to out-and-out sell their homes? What will happen to
those who don't own their own rimes, and have little in the way of
other accumulated assets upon which to retire? What sort of retire-
ment incomes will they have? And lastly, what about children?
One-fifth of all children, and two-fifths of all black and Hispanic
children, now live in families having incomes below the official
poverty line. What w'li these children contribute to future econom-
ic growth as they come of working age? What will they contribute
to the income support of the baby boom during its retirement?

APPENDIX: SUPPORT TABLES FOR FIGURES

SUPPORT TALE FOR FIGURE 5.1.AVERAGE MONTHLY TOTAL FAMILY INCOME

PERCENTILES BY AGE OF HOUSEHOLDER: 1984

Age
10th

percentile
?5th

percentile
Meilan

75th
percentile

90th
percentile

15 to 19 .. $150 $400 $878 $1,692 $2,772
20 to 24 358 755 1,255 2,084 3,001

25 to 29 456 1,002 1,671 2,4,58 3,366
30 to 34 646 1,260 2,008 2,928 3,925
35 to 39 683 1,380 2,273 3,270 4,521

49 to 44 719 1,509 2,526 3,734 5,019
45 to 49 737 1,534 2,625 3,L.171 5,641

50 to 54 668 1,424 2,526 3,919 5,527
5. `o 59 565 1,138 2,203 3,578 5,371

60 u 64 530 97J 1,761 2,876 4,555
65 to 69 464 803 1,311 2,135 3,29

10 to 74 385 583 1 041 1,690 2,74,

75 to 79 386 547 918 1,596 2,565

80 to 84 348 473 818 1,318 2,231

85 plus 334 426 687 1,118 2,107

Source Survey et Income and Program Participation [SIPP] !aye IV Table prepared by the Ciangrc sional Research Service

[CRS]



SUPPORT TABLE FOR FIGURE 52.-MEAN INCOME OF HOUSEHOLDS AND INCOME PER HOUSEHOLDMEMBER BEFORE AND AFTER TAXES, BY AGE: 1984

Age

15 to 25 26 to 29 30 to 34 35 to 39 40 to 44 45 to 49 50 to 54 55 to 59 60 to 64 65 plus

Mean household income:
Before 'axes ......... .......... ........... .. $16,644 $24,509 $27,729 $32,273 $34,761 $36,393 $35,603 $33,366 $27,660 $18,279After t? is 13,723 19,333 21,643 24,770 26,591 27,765 27,104 25,319 21,553 15,745

Income per household member.
Before taxes 7,151 9,260 9,056 9,45!' 9,869 11,042 11,881 12,976 12,608 10,316
After taxes 5,896 7,304 7,069 7,26u 7,550 8,424 9,045 9,846 9,824 8,886

Source Data from U.S Bureau of the Census, current population reports, series P-23, No 147, "After-Tax Money Income Estimates of Households !934 Table :,, p 29

SUPPORT TABLE FOR FIGURE 5.3.-AVERAGE TAX RATE BY HOUSEHOLDER AGE AND BEFORE-TAX INCOME LEVEL 1984

Income bracket 15 to 24 21; to 29 30 to 34 35 to 39 40 to 44 45 to 49 50 to 54 55 to 59 60 to 64 65 plus

$5,000 to $7,499 5.2 3.8 4 3 6 5 6.3 7.8 9 0 9.1 6.9 4.3' $10,000 to $12,499 12.5 12.7 12 3 11.7 11.6 12.4 14.2 13.8 10.1 5.0
$12,500 to $14,999 14 3 14.5 14.2 14.1 13 8 15.4 15.5 15.2 11.3 6.2
$26,000 to $22,499 18.1 18.7 18.6 18 0 17.6 17.9 17.7 18.5 15.4 9 5
$30,000 to $32,4b9 21.1 21.4 21.3 21.3 21.0 20 8 21.5 20 9 19 9 13.7
$50,000 to $59,999 ,'./a 25.8 25.7 25.7 25 4 24.6 24.4 24.9 25.6 20.8
$75,000 and over n/a 30.8 30.7 32.6 31.3 30.7 30.5 31.6 31.7 32.7

Total 17.5 21.1 21.9 23.2 23.5 23.7 23.9 241 221 13.9

Source Figures adapted from US Bureau of the Census, current population repots, series P-23, No 147, After
Congressional Research Service [CRS

Tax Money Income Estimates of Households 1984, table 1 Table prepared by the
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SUPPORT TABLE FOR FiGURE 5.4.-TOTAL NET WORTH PERCENTILES BY AGE OF

HOUSEHOLDER: 1984

Age
10th

percentile

25th
percentila

Median
75th

percentile

90th
percentile

15 to 19 -$690 0 $730 3,720 $12,594

20 to 24 -1,300 0 2,440 8,006 19,233

25 to 25 -1,095 $542 5,300 19,250 45,357

30 to 34 -167 1,700 13,5o5 41,470 79,756

35 to 39 0 4,850 28,320 68,124 130,173

40 to 44 650 11,364 45,825 92,000 177,598

45 to 49 520 13,500 52,341 105,344 197,225

59 to 54 600 19,618 64,475 123,105 220,835

55 to 59 1,600 25,401 72,125 139,649 250,441

60 to 64. 3,020 29,000 72,588 135,756 242,850

65 to 69 1,075 25,386 65,849 126,099 223,560

70 to 74. 528 18,000 59,885 112,196 197,767

75 to 79 999 18,200 58,200 114,990 190,918

80 to 84 683 15,479 52,07C 1.02,900 162,673

85 plus 400 14,649 47,599 100,439 160,400

Source Survey of Income and Program Participation [SIPPJ Wave IV Table prepared by the Congressional Research Service

4CRS1

SUPPORT TABLE FOR FIGURE 5.5.-MEDIAN TOTAL HOUSEHOLD NET WORTH BY ANNUAL

INCOME AND HOUSEHOLDER'S AGE: 1984

Income bracket
M

householdars

Householders
age 25 to 44

Householders
age 45 to 64

Householders
age 65 and

over

Negative $1,255 $1,942 $5,0: ., $32,240

$1 to $4,999 1,177 321 3,020 10,349

$5,000 to $9,999 8,050 750 19,899 28,835

S10,000 to $14,999 18,000 3,700 37,125 60,000

$15,000 to $19,599. 22,650 7,450 42,450 82,375

$20,000 to $24,999. 28,611 14,225 94,8/5 94,816

$25,000 to $29,999 32,395 18,200 63,200 128,015

$30,000 to $34,999.......... 43,400 27,400 73,206 152,449

$35,000 to $39,999 54,983 39,728 75,714 165,249

$40,000 to $44,999 61,025 40,748 8r1,574 159,923

$45,000 to $49,999 67,941 51,995 84,125 170,536

$50,000 to $74,999 98,100 68,475 118,995 228,559

$75,000 to $99,999 160,548 128,341 168,258 316,700

$100,000 and over 265,275 195,827 32/1,371 507,100

Source Survey of Income ana Program Participation [SIFT] Wave IV Table prepared by the Congressional Research Service

icasi
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SUPPORT TABLE FOR FIGURE 5.6.-COMPARISON OF MEDIAN HOUSEHOLD NET WORTH,

HOME EQUITY, AND NET V'TH LESS HOME EQUITY: 1984

Age Median total net
worth

Median total netMedian home
worth less homeequity

equity

15 to 19 ..

20 to 24.
25 to 29

$730

2,440
5,300

$600
1,820
2,82830 to 34 i3 665 $2,50 4,350

35 to 39 28,320 17,50 6,26040 to 44
45,825 28,00 9,83645 to 49 .. 52,341 31,99 11,04050 to 54 64,475 40,00 15: 1055 to 59 ...... .. 72,125 40,00 21,55060 to 64.. 72,588 43,25 21,877

65 to 69 65,849 38,00 21,11170 to 74
59,885 30,00 18,39975 to 79 58,200 28,00 20,00080 to 84 52,070 30,00 12,33885 plus 47,5A' 25,30 14,790

Source Survey of Income and Program Participation [SIPPJ Wave IV Table prepared by the Congressional Research Service[CRS)

SUPPORT TABLE FOR FIGURE 5.7.-HOME EQUITY PERCENTILES BY AGE OF HOUSEHOLDER:

1984

Age 10th 25th
Median

75th
percentile percentile percentile

90th
percentile

15 to 19 Ii 0 $953
20 to 24

0 7,777
25 to 29 ... ....... .. ...........

$9,000 25,000
30 to 34 $2,50 25,000 49,000
35 to 39 ......... ........ . ...... -1,50 43,000 71,000
40 to 44 3,00 57,500 92,375
45 to 49.... ....... ..... 31,99 60,000 98,000
50 to 54.... . ...... $6,00 40,00 70,000 100,000
55 to 59 7,00 40,00 70,000 105,000
60 to 64 8,00 43,25 71,000 )01,999
65 to 69 6,00 38,00 60,000 90,00070 to 74

30,00 60,000 92,00075 to 79
28,00 52,000 82,00080 to 84
30,00 50,000 75,000

85 plus
25,00 45,500 70,000

Source Survey of Income and Progi.m Participation ISIPPJ Wave IV Table prepared by the Congress Research Service(CRS]
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SUPPORT TABLE FOR FIGURE 5.8.-NET WORTH LESS HOME EQUITY I dICENTILES BY AGE

OF HOUSEHOLDER: 1984
44o. ,

Age
10th

percentile
25th

percentile
Median

75th
percentile

90th
percentile

15 to 19..... -$751 0 $600 $3,486 $8,875

20 to 24 . -1,545 0 1,820 5,358 11,700

25 to 29. -2,084 $40 2,828 8,575 20,592

30 to 34 -1,479 500 4,350 13,100 35,997

35 to 39 -1,200 939 6,260 22,399 68,638

40 to 44 -250 1,72/ 9,836 34,449 96,875

45 to 49 -882 2,131 11,040 42,691 116,879

50 to 54.... -348 2,250 15,100 55,300 136,933

55 to 59 ... ...... 0 3,455 21,550 66,800 154,575

60 to 64. 115 4,050 21,877 65,500 161,374

65 '. 69 . 0 3,000 21,111 68,398 148,194

70 to 74 0 2,300 13,399 56,961 116 700

75 to 79 ...... 0 2,878 20.000 63,500 113,700

80 to 84 30 1,610 12,338 52,868 108,399

85 plus. 0 1,563 14,741; 55,224 113,417

Source Survey of Income and Program Participation [ SIPPI Wave IV Table prepor .1 by the Conprecvonal Research Service

(CRS)

SUPPORT TABLE FOR FIGURE 5.9 -AVERAGE MONTHLY TOTAL PER CAPITA INCOME

PERCENTILES BY AGE GROUP: 1984

Age
10th

percentile
25th

percentile
Median

75th
percentile

90th
percentile

0 to 4 . $16 $207 $434 $699 $1,020

5 to9. 60 237 444 690 1,016

10 to 14. 100 272 486 /34 1176

15 to 19 . 121 310 585 906 1,277

20 to 24 172 419 742 1,121 1,569

25 to 29 196 414 139 1,243 1,806

30 to 34 235 422 681 1,134 1,846

35 to 39 . 219 120 690 1,133 1,765

40 to 44 . 250 478 756 1,194 1,788

45 to 49 275 543 900 1,361 2,025

50 to 54 306 568 977 1,465 2,185

55 to 59 305 548 920 1,440 2,134

60 to 64 326 513 826 1,283 1,984

65 to 69. 340 500 74' 1,098 1,577

70 to 74 320 446 639 936 1,453

75 to 79 307 417 592 925 1,410

80 to 84 302 391 567 871 1,308

85 plus.. 300 393 574 857 1,356

Source Survey of Income and Prop am Pacipalion [SIPP1 Wave IV Table prepared by the Congressional Research Service

[CRS)

.1 ; .....,
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2S6



262

SUPPORT TABLE FOR FIGURE 5.10.-AVERAGE MONTHLY PER CAPITA INCOME

PERCENTILES AS A PERCENTAGE OF THE MEDIAN, BY AGE: 1984

Age 10th
percentile

25th
percentile

50th
percentile

75th
percentile

90:h
percentile

0 to 4 . 3.7 47.6 100.0 161.0 235.0
5 to 9 . 13.5 53.3 100.0 155.2 228.6
10 to 14 20.6 56.0 100.0 150.9 221.3
15 to 19 20.6 53.0 100.0 154.9 218.3
20 to 24 23.1 56.5 100.0 151.1 211.4
25 to 29 26.5 56.0 100.0 168.1 244.2
30 to 34 34.5 61.9 100.0 166.5 271.0
35 to 39 31.7 60.8 100.0 164.1 255.7
40 to 44 33.0 63.2 100.0 157.9 236.5
45 to 49 30.6 60.3 100.0 151.3 225.0
50 to 54 313 58.2 100.0 150.0 223.7
55 to 59 . 331 59.6 100.0 156.5 231.9
60 to 64 39.5 621 100.0 155.2 240.2
65 to 69 45.7 67.1 100.0 147.5 211.9
70 to 74 50.1 69.9 100.0 146.6 227.6
75 to 79 51.9 70.4 100.0 156.3 243.2
80 to 84 53.2 69 0 100 0 153.7 230.9
85 plus 52 3 68.5 100.0 149.4 236.5

Source Survey of Income and Program Participation [SIPP] Wave IV Table prepared by the Congressional Research Service
[CRS]

SUPPORT TABLE FOR FIGURE 5.11.-MEDIAN PER CAPITA MONTHLY INCOME AND MEDIAN
PER CAPITA MONTHLY INCOME ADJUSTED FOR ECONOMIES OF SCALE, BY AGE 1984

Age
Median per capitaMedian per capita

income adjusted forincome
economies of scale

0 to 4
5 to 9 ..

10 to 14
15 to 19
20 to 2A
26 to 29 .

30 to 34
35 to 39
40 to 44
45 to 49
50 to 54
55 to 59
60 to 64
35 to 69
70 to 74
75 to 79
80 to 84
85 plus

$434

444

439
587

746
742
681

690
756
900
977

920

826
744

619

592

567
574

$463

474

519
604
651

647

646
679

739
825

364
786

682
592

491

434

395
375

Source Survey of Income and Program Participation [SIPP] Wave IV Table prepared by the Congressional Research Service
[CRS]
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SUPPORT TABLE FOR FIGURE 512AVERAGE MONTHLY INCOME PER CAPITA,

PERCENTILES BY AGE GROUP: 1984

Age
10th 25th

percentile percentile
Methan

75th
percentile

90th
percentile

0 to 4 $160 $40 $668 $976

5 to 9. 200 41 661 974

10 to 14 216 44 633 1,025

15 to 19 $2 233 51 823 1,200

20 to 24 8 351 67 1,058 1,500

25 to 29 . 11 365 69 1,186 1,756

30 to 34 14 375 65 1,089 1,798

35 to 39. 13 379 64 1 069 1,700

40 to 44 13 406 69 1,140 1,706

45 to 49 12 448 80 1,290 1,924

50 to 54.. 410 85 1,350 1,974

55 to 59 239 71 1,225 1,913

60 to 64 ........ 0 30 900 1,500

65 to 69.. 0 225 714

70 to 74 0 5 435

75 to 79 0 0 225

80 to 84.. 0 0 379

85 plus 0 0 332

Source Survey at Income and Program Participation [SIPP1 Wave IV Table prepared by the Congressional Research Service

[CRS]

SUPPORT TABLE FOR FIGURE 5.13.AVERAGE MONTHLY INCOME FROM SOURCES OTHER

THAN EARNINGS, PERCENTILES BY AGE GROUP: 1984

Age
10th 25th

percentile percentile
Median

75th
percentile

90th
percentile

0 to 4.. 0 $3 $24 $103

5 to 9.. 0 4 38 115

10 to 14.. 0 9 58 160

15 to 19.. $1 14 83 223

20 to 24 0 5 62 206

25 to 29 0 3 38 175

30 to 34 0
A 42 163

35 ti 39 0 7 56 171

40 te 44 1 13 76 243

45 to 49 1 17 113 299

50 to 54 . 3 36 200 481

55 to 59 . 9 99 349 683

60 to 64 .
88 337 638 1,060

65 to 69. zit 353 562 869 1,264

70 to 74.. ...... 242 374 555 795 1,197

/5 to 79 266 380 535 806 1,274

80 to 84 238 335 483 765 1,157

85 plus.. 238 344 479 726 1,068

Source Survey of In .e and Program Participation tSIPP1 Wave IV Table prepared by the Congressional Rese,rch Service

(CRS)
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SUPPORT TABLE FOR FIGURE 5.14.-PERCENT OF AGGREGATE INCOME BY SOURCE AND

AGE, LOWEST INCOME QUARTILE: 1984

Age Earnings

Income

from
saavinrr

invest-
ments

Public
and

private
pension

income

Social

security
Cash

welfare
Other

income , Total

0 to 4 62.4 1.7 0.4 3.7 19.7 12.3 100.0
5 to 9 68.4 .1 .9 6.4 11.2 13.0 100.0
10 to 14 71.8 .7 .8 8.2 8.6 9.8 100.0
15 to 19 70.0 1.9 1.6 12.4 7.4 6.8 100.0
20 to 24 80.3 1.6 1.3 5.3 4.4 7.1 100.0
25 to 29 83.5 1.1 .4 3.1 5.1 6.9 100.0
30 to 34 83.0 1.6 .2 4.3 3.5 7 5 100.0
35 to 39 83.0 .6 .4 5.8 3.9 6.4 100.0
40 to 44 79.0 2.3 1.1 6.7 4.6 6.4 100.0
45 to 49 75.1 3.4 7.4 9.4 4.1 5.6 100.0
50 to 54 64.4 3.8 5.6 13.5 6 0 6.7 100.0
55 to 59 48.1 6 2 11.7 19.6 6.9 7.5 100.0
60 to 64. 27.0 5.1 8.2 47.0 6.0 6.7 100.0
65 to 69 9.8 4.2 6.5 67.8 8.1 3.6 100.0
70 to 74 5.0 3.6 3.4 76.6 8.2 3.2 100.0
75 to 79 1.9 1.0 2.3 81.9 9.5 3.3 100.0
80 to 84 3.2 6.6 1.4 76.2 8.9 3.6 100.0
85 plus .8 3.4 1.0 80.5 10.8 3.6 100.0

, Mer income includes interfamily transfers. unemployment compensation, veterans payments, disability payments, and
miscellaneous income

Source Survey of Income and Program Participation [SIPP] Wave N Table prepared by the Congressional Research Service
[CRS)

SUPPORT TABLE FOR FIGURE 5.15.-PERCENT OF AGGREGATE INCOME BY SOURCE AND

AGE, LOWEST INCOME QUARTILE: 1984

Age Earnings

Income
from

savinand

invest.
ments

Public

and

private
pension

income

Social Cast.

security welfare
Other

income' Total

0 to 4 93.5 3.8 0.5 0.9 1.3 100.0
5 to 9 94.2 3.3 .5 .4 1.5 100.0
10 to 14 92.8 3.6 .7 .9 2.0 100.0
15 to 19 90.0 4.4 1.8 .9 2.8 100.0
20 to 24 92.7 4.2 1.0 .5 1.7 100.0
25 to 29 95.5 3.1 .6 .2 .0 .6 100.0
30 to 34 95.1 3.4 .4 .4 .7 100.0
35 to 39 94.3 3.7 .3 .4 1.3 100.0
40 to 44 93.0 4.6 .8 .4 1.3 100.0
45 to 49 93.0 4.4 1.1 .3 1.2 100.0
50 to 54 87.6 8.0 2.7 .5 .1 1.1 100.0
55 to 59 82.1 11.1 5.3 .6 .1 .9 100.0
60 to 64 63.4 18.4 11.8 4.8 1.6 100.0
65 to 69 32.2 26.2 19.8 20.0 .1 1.8 100.0
70 to 74 22.6 30.2 18.7 26.3 .1 2.2 100.0
75 to 79 14.2 34.4 20.3 28.9 .1 1.7 100.0

\ 209
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SUPPORT TABLE FOR FIGURE 5.15.-PERCENT OF AGGREGATE INCOME BY SOURCE AND

AGE, LOWEST INCOME QUARTILE: 1984-Continued

Age Earnings

80 to 84
85 plus

Income
from

savings
and

invest.
ments

Public
and

private
pension
income

Social Cash Other

security welfare income '
Total

20.0 34.4 15.7 27.9 0 2.0 100.0

20.6 41.0 12 9 24.5 .2 .8 100.0

Other tricorn includes interfamily trar,sters. unemployment compensation, veterans payments, disability payments, and

miscellaneous incone

Source Survey of Income and Program Participation [VP] Wave IV Table prepared by the Congressional Research Service

[CRS]

SUPPORT TABLE FOR FIGURE 5.16.-RATIO OF FAMILY INCOME IJ THE POVERTY

THRESHOLD BY AGE: 1985

Age
Under
0 50

0 50
to

0 74

0 75
to

0 99

100
to

124

125
to

149

150
to

199

2 00
to

2 99

3 00
and

over

0 to 4 0.1 7.2 5.8 5.9 66 115 22.1 30.9

5 to 9. 9.1 70 5.5 5.3 69 12.0 23.3 30.8

10 to 14 74 64 5.6 5.1 6.0 11.3 22.3 35.8

15 to 19 70 5.3 4.9 4.6 5.0 9.3 201 43.8

20 to 24 6.6 46 49 49 5.7 11.0 20.2 42.2

25 to 29 51 3.5 37 4.2 4.7 9.6 20.9 48 4

30 to 1,1 3.7 3 1 3.3 3.7 5.0 10.0 21.3 49.6

35 to 39 3.8 32 3.4 40 82 20.6 54.1

40 to 44 3.3 / 9 3.2 31 3.6 7 G 17.6 58.5

45 to 49 3.3 2.4 2.7 2.7 31 6.9 16.1 62.9

50 to 54 3.6 2.3 2.7 30 34 64 14.2 64.4

55 to 59. 3.8 29 3.2 33 34 7.1 16.0 60.4

60 to 64 . 3.6 3.4 4.2 4.7 4.8 9.5 17.7 52.0

65 to 69 19 2.4 5.0 63 66 11.3 22.0 445

70 to 74. 1 8 2.4 7.9 7.4 7.9 14.0 22.5 36.2

75 to 79 ...... ........ ..... ...... 1.9 3.5 95 9.6 8.5 15.7 20.5 30.9

80 to 84 21 3.7 10.4 112 8.9 15.2 18.9 29.4

85 plus.. 2.9 5.6 10.2 12.5 8.6 12.1 18.8 29.3

Total. 5.2 42 46 47 5.3 10.0 20.1 46.0

Source March 1986 Current Population Survey [CPS] Table prepared by the Congressional Research Service [CRS.]

SUPPORT TABLE FOR FIGURE 5.17.-POVERTY RATES CY RACE/ETHNICITY AND AGE: 1985

Age
While (and other)

non Hispanic
Black non Hispanic Hispanic

0 to 4. 153 46.9 41.6

5 to 9 136 47.2 41.8

10 to 14. 12.8 39.6 37.7

15 to 19 11.5 35.8 37.1

20 to 24 12.4 30.0 26 2

25 to 29 9.2 24.0 23 2

30 to 34. 7.4 21.9 24.0
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SUPPORT TABLE FOR FIGURE 5.17.-POVERTY RATES BY RACE/ETHNICITY AND AGE:

1985-Continued

Age White (and other)
non Hispanic Black non - Hispanic Hispanic

35 to 39
7.3 21.9 21.240 to 44....
7.4 19.7 20.645 to 49
6.4 18 4 16.450 to 54
6.8 19.6 14.055 to 59
7.9 242 15.560 to 64
9.0 27.7 22.865 to 69 71 29.7 16.870 to 74 10.0 27.0 28.675 to 79 12.4 36.0 31.080 to 84 14.7 33.6 23.085 plus

16.0 41.6 23.8

Source March 1986 Current Population Survey [CPS) Table prepared by the Congressional Research Servira [CRS)

SUPPORT TABLE FOR FIGURE 5.18.-TRENDS IN OUTLAYS FOR SELECTED FEDERAL

TRANSFERS TO INDIVIDUALS

[In millions of 1986 dollars 1960 to 1986)

Fiscal year Social Security Unemployment
assistance

Cash public

assistance

Medicare, food
stamps,

housing assist
Medicare

1986 $196,548 $16,427 $23,074 $45,266 $74,1841985 191,182 16,553 21,659 44,186 71,4241984 186,848 17,921 21,070 41,738 64,6881983 185,731 32,852 21,672 41,523 61,1701982 177,158 25,660 21,033 39,548 56,591
1981 168,939 22,541 22,003 40,327 50,5621980 157,667 22,702 21,352 36,200 45,7301979 152,921 14,527 21,978 32,914 41,9741978 149,679 17,460 24,144 29,919 39,303197i 144,998 24,678 24,342 29,771 35,9971,6 135,514 34,545 24,576 29,945 31,5791975 126,676 25,475 24,276 26 329 28,1441974 120,307 12,162 21,675 22,276 23,3661973 114,449 11,584 20,260 19,483 21,4761972 97,583 16,483 22,534 18,511 20,7341971 91,013 14,914 20,248 14,277 19,3721970 80,321 8,343 17,329 9,923 18,3771969 75,634 6,500 16,333 7,868 17,840

1968 68,992 6,713 15,439 6,497 15,1791967 65,095 6,243 14,105 4,561 9,6971966 63,779 6,490 14,692 3,305
1965 55,071 8,184 14,605 1,631
1964 53,195 9,869 14,302 1,372
1963 51,484 10,707 14,223 1,164
1962 47,590 11,783 13,428 939
1961 41,939 15,228 12,633 611
1960 39,745 9,704 11,588 48P

Source Adapted from Library of Congress, Cc igressional Research Service "1988 Budget Perspectives Federal Spending forthe Human Resource Programs By Gene Falk. Report No 87-129 EPW Feb 11, 1987

291
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SUPPORT TABLE FOR FIGURE 5.19.SHARE OF GOVERNMENT CASH AND INKIND

TRANSFERS GOING TO THE AGED, NONAGED ADULTS, AND CHILDREN: 1985

Total (in
millions)

Percent of total

Under age

18
18 to 64

65 and
Ova,

Population 236.594 21 5 62 0 11.5

Total cash income .. .... $2,484.213 17 6 70 4 12.0

Total Government cash transfers $208.753 9.0 34.7 56.3

Cash public assistance 1 $22.455 35 2 50.1 14.1

Cash social insurance 2 $186.298 5 9 32.8 52.3

Total inkind transfers 3 $100.354 15.3 32.3 52 3

Food stamps $7.374 48.4 46.2 5 4

Public housing $6.173 26.8 40.2 33 0

School lunch $3.368 56.6 42.5 1.0

Medical .
$83.439 9.9 30.1 60.0

Ard to families with dependent children [AFDC). supplemental security income [SS!). general assistance (GA)

= Social Security. unemployment compensation, veteran's payments. worker's compensation

3 Government in kind transfers are valued at their "market values '. or estimated cost to the government

Note Figures are estimates Dollar totals tend to be lower than administrative benchmark figures due to underreporting of

income on the CPS rercentage shares to different age groups are based upon family income amounts being allocated equally

among all members of the family Consequently, a portion of a benefit that. for example, may be targetted toward an aged

person. such as Medicare, is shown as also going to other. perhaps younger, family members

Source March 1986 Current Population Sarvey Table prepared by the Congressional Research Service [CRS)

2 Q 2



SUPPORT TABLE FOR FIGURE 5.20.-PRE-POST TRANSFER POVERTY RATES BY AGE: 1985

Age
Earnings

only 1

Asset income,
+ interfamily

transfers
+ Pension

income
,ocial+

Security 2

Cash

Welfare 3
+ official poverty

measure

Noncash benefits 4

tDcn

Housing+
assistance,

food stamps,
school lunch

Medicare,
+

Medicaid

0 to 4
5 to 9
10 to 14
15 to 19
20 to 24
25 to 29
30 to 34...
35 to 39
40 to 44
45 to 49
50 to 54
55 to 59.
60 to 64
65 to 69
70 to 74
75 to 79
80 to 84
85 plus

26.7
26.3
24.7
23.4
21.5
16 2
14.4

13.6
14.5
13.5
16.4
24.1
44.3

71.2
82.9
85.9

86.3
83.9

25.7
248
232
215
19.0
14.6
13.1

12.6
13.2

12.0
14.1

19.7
35.3

531
63.1

65 9
65.8
64 3

'.5.5
246
22.7

21.0
18.5
14.3

13.0

12.2

12.5
11.3

12.4

15.2

25.5
39.6
50.5
56.0
58.6
57 0

24.0
224
20.4

18.3
16.8
12 8
11.0

10.4
10.2

9.2
9.4

10.5
12.3
10.9
13.7
16.8
18.5
21.6

23.1

217
19.5
17.3
16.1

12.2
10.4

9.8
9 5
8.3
8 5

9.8
113
9.4

121
14.8

16.3
18.7

21.0
19.2
168
15.5
15.1
11.1

9.3
8.8
8.5
7.6
8 0
9.3

110
8.3
9.8

12.4
14.0
16.0

19.9
18.1

15.9
14.7

66

8.8

8.3

7.6

8.9
10.0
6.2
7.0
8.0
9 7

12.2

Total 27.8 23.7 21.3 14.9 14 0 12.6 11.6

a Includes wages. salaries, and farm Income
2 Includes unemployment compensation, veterans payments, and worker's compensation
t Includes Aid to Families with Dependent Children (AFDC). Supplemental Security Income (SSI), and General Assistance (GA)
4 Noncash benefits assessed at their poverty budget share values

Source March 1986 Current Population Survey [CPS) Table prepared by the Congressional Research Service [CRS)

2:),`3
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SUPPORT TABLE FOR FIGURE 5.21.-POVERTY RATES FOR THE AGED, CHILDREN, AND

NONAGED ADULTS: 1959 TO 1985

Year
Total

population
persons age
65 ?nd over

Related

children less
than 18

Nonaged

adults age !8
to 64

1985 14.0 12.6 20.1 11.7

1984 14.4 12.4 21.0 12.0

1983. 15.2 13.8 21.8 12.6

1982. 15.0 14.6 21.3 12.3

1981 14.0 15.3 19.5 11.3

1980 13.0 15 7 17.9 10.3

1979. 11.7 15 2 16.0 9.1

1978 11 4 14.0 15.7 8.9

1977 11.6 14.1 16.0 9.0

1976. 11.8 15.0 15.8 9.2

1975 12.3 15.3 i6 8 9.4

1974 11.2 14.6 15.1 8.5

1973 11.1 16.3 14.2 85

1972 11.9 18.6 :4.9 9.0

1971. 12.5 21.6 15.1 9.4

1970. 12.6 24 5 14 9 9.2

1969. 12.1 25.3 13.8 8.8

1968. 12 8 25.0 15 3 9.1

1967 . 14.2 29.5 16 3 10.2

1966. 14.7 28.5 17.4 10.6

1965. 17.3 n/a 20.7 n/a

1964 19 0 n/a 22.7 n/a

1963 19.5 n/a 22.8 n/a

1962. 21.0 n/a 24.7 n/d

1961 . 219 n/a 25.2 n/a

1960.... ....... . 22 2 n/a 26.5 n/a

1959 22.4 35.2 26.9 17 4

Poverty rates for nn aged adults are estimated. using the number poor and the poverty rats for the total population,

persons aged 65 and over and unrelated children und,r the age of 18

Source US Bureau of the Census, curent population reports, series P-60. No 127 and 154 "Money Income and Poverty

Status of Families and Persons in the United States 1980 (and 1985)
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CHAPTER 6. WORK, EARNINGS AND RETIREMENT*

I. INTRODUCTION

Retirement has become an accepted and expected fact of life for
American workers. Retirement is, however, a fairly recent phe-
nomenon. In the early part of this century, workers who depended
on earnings from employment to support themselves and their fam-ilies often expected to continue to work as long as they were able,
indeed, for their entire lives. Because there were no generally
available retirement income programs as we know them today, it
simply was not economically feasible for most people to stop work-
ing. Before the 1940s, employer-provided pensions covered only asmall segment of the workforce; social security for retired workers
did not come into being until 1935, with benefits first payable in
1940. Accrual of personal savings adequate to allow withdrawal
from the workforce later in life was beyond the means of most
workers.

This is no longer the case. Today, most workin,; Americans
expect to retire, and, during the past two decades, they have been
leaving the labor force at considerabl; younger ages than hadworkers of earlier generations. Although full social security bene-
fits were initially payable at age 65, in 1961 reduced social security
benefits were made available for men at age 62, and, by 1985, overhalf of working men were electing to draw social security before
age 65. (As of 1956, women could draw benefits at age 62.) Futher-
more, growing numbers of private and public pension programsmake it possible to draw retirement benefits before age 62. Thistrend toward early retirement, particularly among men, who tradi-tionally have been the primary family wage earners, has been oneof the most pronounced changes in labor force participation in thiscentury.

Who are these new "young" retirees? How can we explain the
steep descent in labor force participation of men age 65 and under
that became apparent in the 1970s and continues today? Is thistrend of declining labor force participation peculiar to an agecohort or will it continue across generations? As the baby boom
generation reaches their early 60s, will their labor force participa-
tion rates be as low as the rates that characterized workers in that
age group during the last decade? To answer these questions it is
instructive to look at the economic and social experiences of differ-ent generations.

Workers who reached their early 60s and wh-, withdrew from the
labor force at record rates in the 1970s would we been born be-
tween 1915 and 1920. In childhood, this age group experienced the
economic difficulties of the Depression years, and witnessed their

This chapter was prepared by Carolyn L. Merck, Congressional Research Service
(270)
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parents' financial struggles, an experience that must have colored
their expectations about what life would offer them in the future.
However, the Second World War brought jobs and prosperity, and,
as young adults entering the labor force in the early 1940s, this age
cohort took part in the economic boom that occurred during and
after the War. The economic growth of the 1940s, and '50s and '60s
afforded members of this generation opportunities and a standard
of living that vastly exceeded any expectations they could have had
based on their childhood experiences in the Depression years.

During the early and middle working years of those who grew up
around the time of the Depression, important new public and pri-
vate programs to provide retir'"nent income were implemented.
While these programs were to provide income for older people who,
for whatever reasons, could no longer be productive workers, the
availability of that income provided incentives for voluntary retire-
ment by making retirement economically feasible. The, number of
employer-sponsored private pension plans grew from under 700 in
1939 to over 100,000 by 1964 and over 800,000 by 1983. Social secu-
rity coverage was extended to virtually all employment, and bene-
fits were made available to retirees as early as age 62. During the
1970s. when the wags of many workers were being eroded by high
inflation, social security benefits were liberalized and protected
from inflation by full and automatic indexing, making social securi-
ty a substantial, safe and nearly universally available source of re-
tirement income.

Given the economic expericenes of workers who began to retire
"early" in the 1970s, when they were in their early 60s or even
their late 50s, and given that their economic situation at that age
probably greatly exceeded their expectations from early in life, it
should not be surprising that they began to leave the labor force
earlier than had previous generations: their social security benefits
were liberalized and protected from inflation (unlike their wages);
they had accrued assets; and, by 1976, more than one in five had a
pension. They were the first generation to be able to afford to
retire with some degree of financial security.

The trend toward retirement at younger ages causes concern as
the retirement of the baby boom generation approaches. Will early
retirement continue with the bay boom, thereby exacerbating the
problems of a large elderly population with increasing life expec-
tancies? Currently, the tren? toward early retirement that became
so pronounced in the 1970s has not slowed substantially. However,
the economic experiences of the baby boom generation over their
lifetime may be entirely different from the experiences of those
who retired in the last decade, and may lead to different retire-
ment behavior. Members of the baby boom grew up in relative af-
fluence, but, in young adulthood, they have experienced the high
inflation and low wage growth of the 1970s and strong competition
for jobs and promotions. Unless the Nation's economy maintains at
least moderate, but sust, ined, growth during the remainder of the
working years of the baby boom, they may reach early retirement
age, and the age at which their parents retired, in a relatively
poorer financial position than they had expected and might conse-
quently remain in the labor force longer. Nevertheless, because an
earlier generation had responded to the problem of loss of income
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in old age by establishing social security and employer-provided
pensions, this generation will have access to a basic floor of retire-
ment income that was not there two generations earlier. These rel-
atively new sources of retirement income give current workers
more discretion about retirement than was available to earlier gen-
erations and make it unlikely that the baby boom will have to
return to the patterns of life-long work and delayed retirement
that characterized the labor force participation of their grandpar-
ents.

The first section of this chapter documents the recent decline in
the labor force participation of men. The next section discusses
changes in the amounts and sources of income of the elderly that
have enabled many older persons to stop working. The third sec-
tion examines health. mandatory retirement rules, and discourage-
ment in job seeking as factors that affect the retirement decision.
The final section discusses policies that might be adopted to change
the retirement behavior of the baby boom generation and some of
the implications of those policies.

IL LABOR FORCE PARTICIPATION

A. TRENDS IN LABOR FORCE PARTICIPATION

Over the last 35 years, the labor force participation rates of men
and women have been vastly different. Not only did labor force
participation among young women rise dramatically, but also
women over age 45 joined the workforce at record rates. In con-
trast, as women were joining the labor force, men were leaving at
increasingly young ages. Figures 6.1 and 6.2 show the labor force
participation rates of men and women from 1950 through 1985.

2Q7
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Figure 6.1. Labor Force Participation Rates By Age

and Year Men a/
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Figure 6.2. Labor Force Participation Rates By Age
and Year Women a/
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In 1950, ,i6.8 percent of American men age 65 and over were in
the labor force. By 1985 only 15.8 percent of men this age were
working. In addition, in the last 35 yeas there has been a 22 per-
cent decline in the labor force participation of men between the
ages of 55 and 64. In contrast, among women between the ages of
55 and 64, there was a steady increase in labor force participation
from 1950 to 1970, although there has been a leveling out since
1970.

B. PARTIAL VERSUS FULL RETIREMENT

Workers nearing retirement age sometimes indicate that they
plan to work or think they would like to do some kind of work
after they retire from their main occupation, but the majority of
those who consider themselves retired simply do not work. In 1981,
Louis Harris and Associates conducted a poll about retirement and
work. Of the general population, 76 percent said they would prob-
ably like to work for pay after retirement; of those age 65 and over
31 percent sa:1 tney might like to work, but only 13 percent were
working. In a 1974 Harris survey, only 10 percent of nonworking
retirees between the ages of 55 and 64 said they had actually
looked for a job but hadn't found one.

Parnes and Less,' using data from the National Longitudinal
Survey of Labor Market Experience (NLS), studied the post-retire-
ment work experience of men who reported themselves as being re-
tired from their "regular" job. Among the men in this 1981 survey
N.N.,o reported that they had retired from their regular job, 22 per-
cent reported that they had worked at some time during the year
preceding the interview. However, "second career" full time post-
retirement workers were rare: those who worked essentially full
time at their post-retirement job constituted only 4 percent of all
retirees.

Labor force participation has been used as a proxy for measuring
the extent to which people are retired. The measure of labor force
participation used by the Bureau of Labor Statistics (BLS) is fairly
unambiguous, since people classified as not in the labor force are
not working in any job and are not looking for a job. Thus, older
people who are working but who might characterize themselves as
retired because they are no longer employed on a full-time basis or
in their main occupation are counted by the BLS as in the labor
force. As a result, by some measures, the BLS data may actually
understate retirement rates because workers who are retired from
their main job but who are continuing to work part time at some-
thing else perhaps, are not reported as "retired."

Research on retirement behavior indicates that retirement is not
necessa-lly an all-or-nothing situation, and that allowing for chang-
ing work patterns indicates that, at least for some people, retire-
ment is a process rather than a discrete and completed event.2
However, post-retirement work is reported by a minority of older
men. BLS data on full-time and part-time employment among men
indicate that of those older men remaining in the labor force, part-

Parnes, Herbert S and others Retirement Among American Men Lexington Press, 1985

2 Gustma.i. Alan L and Thomas L Stemmeier Partial Retirement and tne Analysis of Retire-
ment Behavior. Industrial and Labor Relations Review, v :37, no 3 Apr 1984
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time employment increased somewhat between 1967 and 1985, al-though there are interesting differences for different age grRips.
Table 6.1 indicates little change in the incidence of part-time work
ameng 60-61 year-olds between 1967 and 1985. However, among
62-64 year-olds and 65-69 year-olds, there has been an increase in
the incidence of part-time work. A 'though it is difficult to know the
real reasons for these difierences, it is possible that J: who canafford to retire early, retire altogether, and that ...,,),-e who stop
working early for health reasons do not attemp ' ork at all.
Neve -theless, even though there has been some ;ncr.a.se in the in-cid' :e of part-time work by older workers, the overwhelming
tread is total withdrawal from the labor force.

TAELE 6.1.FULL-TIME WORK VERSUS PART-TIME WORK FOR OLDER MEN IN 1967 AND

1985: PERCENT OF WORKERS BY AGE AND WORK SCHEDULE

Age of workers-

62 to 64 65 to 69 70 plus

1967 1985 1967 1985 1967 1985 1967 1980

Workers as a percent of all
men 88 70 81 55 55 36 23 14

Nuriber of men workers
(millions) 1.4 1.5 1.1 1.6 1.6 1.5 1.1 1.0

Total workers (percent) 100 100 100 100 100 100 100 100
Part-year 1 19 19 23 28 41 44 46 47

Full time 2 15 15 17 20 24 19 l') 15
Part time 2 4 4 6 8 17 25 30 32

Full-year 1 81 81 77 72 58 56 55 53
Full time 2 79 77 72 65 47 38 32 25
Part time 2 2 4 5 7 11 17 23 28

I Fullyear work is 50-52 weeks per year, partyear is less than 50 weeks
2 Full time v,ark is 35 hours per week or more, part-time is a regular wok schedule of less than 35 hours per week
Source Tabulations from ,.,e March 1986, Current Population Survey (unpublished data from the Bureau of labor

Statistics), Demographic and Economic Characteristics of the Aged 1968 Social Security Survey

III. INCOME

What explains the trend of the past 20 years toward withdrawal
from the labor force among men in their early and middle 60s?
While the retirement decision for any given individual is based on
a large number of personal factors such as health and preference
for leisure versus work, the economic situation of older workers ap-
pears to be the variable that dominates the decision. This ction
includes historical data on the retirement income availa, a to
workers of early retirement, and retirement age, and how the
income amounts and sourcea of income received by the elderly
have changed over time, altering the incentive to retire and the
feasibility of retirement. It is hard to dispu...?. the apparent casual
relationship between the availability of income from sources other
than earnings and the decline in work among older men.
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A. INCOME STATUS OF THE ELDERLY

Chapter 5 includes a detailed description of the income sources
and amounts of the elderly population in 1984. The data show that,
although the elderly have less household income than the non-el-
derly, they receive more of their income from sources other than
earnings, as should be expected. This chapter documents the chang-
ing tremis in income amounts an i sources for the elderly. In view
of the decline in labor forze participation over the past 30 years or
so, one would surmise that a concurrent trend was developing with
respect to the availability to older persons of income from sources
other than earnings. Table 6.2 shows the changes in the per capita
income ratio of families headed by an elderly person (age 65 or
over) to families headed by a non-elderly person between 1970 and
1983.

TABLE 6.2PER CAPITAL INCOME: ELDERLY AND NONELDERLY, 1910 -83 INCOME BEFORE

TAX

(1983 constant dollars]

1970 1983
Percent

change

Elderly (65 and over):
Family income $18,260 $21,420 +17
Family income per capita $7,630 $9,080 +19
Unrelated individuals $7,380 $10,040 +36

Non elderly (25 to 64)
Family income. $31,050 $30,940 0.4
Family income per capita $8,110 $8,960 +10
Unrelated individuals $15,820 $16,900 +7

Income ratios (elderly to nonelderly):
Family income 0.59 0.69
Family per capita .94 1.01
Unrelated individuals .47 .59

Source Economic Report of the President, 1985

The importance of the smaller family size of elderly families be-
comes apparent when the per capita income of elderly families and
non-elderly families is compared. Between 1970 and 1983, the per
capita pre-tax income of the elderly improved substantially com-
pared with that of the non-elderly, increasing by nearly 20 percent
in this time priod. The income of unmarried elderly individuals in-
creased by 36 percent, giving them somewhat higher per capita
income in 1983 than those living in families. While non-elderly
families have substantially more income than do elderly families,
in 1983 the elderly actually had somewhat more income per capita
than did non-elderly families. Even in 1970, when the labor force
decline among men in their early 60s began to accelerate notice-
ably, the per capita income of elderly families was very nearly the
same as that of non-elderly families.

The income of those over age 65 increased more in real .ms in
the 33 years between 1950 and 1983 than has the income o; young
famine:: headed by someone between the ages of 25 and 34 (table
6.3). In addition, the income of those over age 65 has increased



278

more consister,tly than has the income of those in their peak
earing years, between age 35 and 55. There was a dramatic in-
crease in the income of the non-elderly during the 1950s and 1960s,
but an abrupt drop in income growth among the non-ederly in the
1970s. During the 1950s and 1960s the income of the elderly in-
creased as more people received benefits from social security and
other pensions. During the '70s, the income of the over-65 group in-
creased or than that of any other age group, reflecting the liber-
alization of ne social security formula that occurred then and the
automatic indexing of benefits to the full CPI during years of high
in'ltion. Between 1970 and 198'i, the income growth of single indi-
v_aals over 65 compared with those between 25 and 35 is remarka-
ble, with the younger group of singles and families actually losing
ground during those years.

3 .-13



TABLE 6.3.-MEAN REAL MONEY HOUSEHOLD INCOME 1950-83 (BEFORE TAX INCOME: 1983 DOLLARS)

Household type/deade
Percent ei hea4 Percent Percenthead

Percent
A iec oto f headd Age of headAg of h3eiu A of head

ceange each
Percent

change each change each
45 to 54 r5 to h64

change each change each
65 plusdecade decade decade decade decade

Families:

1950 $14,910 $17510 $18,140 $16,900 $11,780 ...
1960 20,480 +37 24,130 +38 24,810 +37 22,160 +31 14,740 +25
1970 26,570 +30 31,850 +32 34,810 +40 30,730 +39 18,260 +24
1980 25,760 -3 32,420 +2 36,460 +5 32,890 +7 20,370 +12
1983 24,730 -4 32,460 .............. .... 36,530 ......... ........ 32,060 -3 21,420 +5
Percent change from 1950 +66 +85 +101 +90 .... ....... .... +82

Unrelated individuals:
1950 8,920 ....... 9,28C ........ ........... 8,270 .... 6,670 4,150
1960 11,880 +33 13,730 +48 11,230 +36 8,710 +31 5,510 +53
1970 18,640 +57 17,940 +41 15,740 +40 13,070 +50 7,380 +34 ND
1980 16,890 -9 19,730 -10 16,530 +5 13,150 + 1 8,640 +17 --I

CO
1983 16,420 -3 20,120 -1-10 18,200 +10 14,070 +7 10,040 +16
Percent change from 1950 +84 +117 +120 +111 +142

Source Economic Report of the President, 1985

...
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Table 6.3 shows the income of age cohorts over time. For exam-
ple, people born in 1J20 would have been 30 years old in 1950, 40
years old in 1960, etc. As this age cohort moves diagonally down
through the decades on the table, their income grows from $14,910
in 1950 to $24,130 in 1960, an increase of 62 percent in constant
dollars over those early working years, years during which the
post-war economy was expanding. By the time these workers
reached age 60 in 1980, their inccrie had increased in real terms by
over 100 percent.

In comparison, someone born in 1945, close to the baby boom,
would be 25 years old in 1970, when the average income for fami-
lies in that age cohort was $26,570. Ten years later, in 1980, at the
age of 35, these families would have experienced only a 22 percent
increPc.c in real income. Although it remains to be seen what the
income growth of the baby boom generation will be over their life-
time, they have started out their working years when real income
growth has been small or negative, a vastly different situation
from that faced by their parents at those ages.

Special tax provisions have helped improve the after-tax income
status of the elderly also. Until 1984, all social security income was
tax-free; from that year on, social security is partially taxable.
Under pre-1987 tax laws, all individuals age 65 and over could
claim an extra $1,000 personal exemption, and there was a special
lo percent tax credit for certain low income elderly. Also, because
the elderly generally have less income on a tax filing unit basis
than non-elderly, they are taxed at lower rates.

B. r" ANGING INCOME SOURCES OF THE ELDERLY

As discussed in the previous sections on changes in labor force
participation of the elderly and changes in the amount of income
received by the elderly over recent decades, the elderly are working
less than had older persons two or three generations ago. In spite
of their low rates of labor force participation, their economic cir-
cumstances have improved compared with earlier generations and
relative to younger, working people. There has also been a telling
increase in the portions of the elderly receiving income from assets
and pensions rather than from earnings.

Tables 6.4 through 6.6 show the percentage of "aged units" re-
porting receipt of various types of income in selected years. The
data are drawn from tabulations of census data prepared by the
Social Security Administration (SSA) according to SSA's definition
of an "aged unit." An aged unit is defined as a married couple
living together or a nonmarried person. Either one or both of the
persons in the unit must meet the age criteria specified in the
tables, that is, age 55-61, 62-64 or 65 or over. For married couples,
the age is the age of the husband, unless the husband is under 55
and the wife is 55 or over, in which case the age of the wife deter-
mines the couple's status. The income of the aged unit is only their
own income, and not that of other persons with whom they may
live.

The data show a consistent decline over time in the percentage
of aged units reporting income from earnings and an increase in
the proportion reporting retirement income and income from

3r)5
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assets. There has been a substantial increase in the availability of
private pension income over past years, with the largest increase
occurring between 1976 and 1984 for workers b the 62-64 age
group. For those over age 64, the incidence of private pension re-
ceipt doubled over the 17 years from 1967 to 1984. Public pension
receipt also increased during this time, by about 60 percent. In
combination, private or public pensions were received by 36 per-
cent of all units age 62-64 and by 40 percent of those 65 and over
in 1984.

TABLE 6.4.INCOME SOURCES OF HOUSEHOLDS, AGE 55 TO 61: 1976-84

[Percent reporting receipt of source]

Income source 1976 1980 1984

Number of units (thousands) 9,763 8,763 10,388

Earnings 83 83 80

Retirement 23 25 26

Social security 13 13 12

Public pensions 6 9 9

Private pensions 6 8 9

Veterans' benefits 8 8 5

Unemployment 8 8 7

Public assistance 5 4 8

Assets 55 72 66

Personal contributions 1 2 2

Source Income of the population 55 and over US Department of Health and Human Services. Office of Research and

St stns

TABLE 6.5.INCOME SOURCES OF HOUSEHOLDS, AGE 62 TO 64: 1976-84

[Percent reporting receipt of source]

Income source 1976 1980 1984

Number of units (thousands) 3,751 3,429 4,271

Earnings 67 64 59

Retirement 56 52 63

Social security 49 54 55

Public pensions 10 14 14

Private pensions 13 20 22

Veterans' benefits 5 8 6

Unemployment 6 4 4

Public assistance 7 4 11

Assets ..... ...... . 58 73 68

Personal contributions 1 1 1

Source Income of the population 55 and over U S Department of Health and Human Services. Office of Research and

Statistics
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TABLE 6.6.INCOME SOURCES OF HOUSEHOLDS, AGE 65 OR OVER, 1967-84

[Percent reporting receipt of source]

Income source 1967 1976 1980 1984

Number of units (thousands) 15,799 17,321 17,177 20,790
Earnings 27 25 23 21
Retirement 89 92 94 94

Social security 86 89 91 91
Public pensions.. 10 13 15 16
Private pensions 12 20 23 24

Veterans' benefits.. 10 6 5 5
Unemployment insurance ... .. 1 2 1 1

Public assistance 12 11 8 16
Assets 50 56 71 68
Pesonal contributions 3 1 0 1

Source Income of the population 55 and over (1976-84). Demographic and Economic Characteristics of the Aged 1968
Social Security Survey U S Department of Health and Human Services, Office of Research and Statistics

There are two other marked changes in the income sources of
the aged between 1976 and 1984. First, and most important, asset
income became available to a greatly increased number of those
age 65 and over; second, the reliance on public assistance income is
substantial among the over-65 group, and was 50 percent higher in
1984 than in 1967. Over 1 in 6 persons age 65 or over reported re-
ceipt of cash public assistance income in 1984, up from one in eight
in 1967, Wore the Supplemental Security Income [SSI] program
was enacted.

Income from assets appears to play a major role in the economic
well-being of older persons, and the relationship between earnings
and asset income seems to be a key factor in the decline of labor
force participation among older persons. The portion of units age
65 and over reporting asset income is large: one-half had asset
income in 1967, and this portion increased to two-thirds in 1984.
During this time the portion reporting earnings declined by 22 per
cent.

Not only has the portion of the over-64 age group reporting earn-
ings declined in recent decades, as would be expected with the
availability of full social security benefits at that age, but also, in
only 8 years between 1976 and 1984, there was a 12 percent decline
in the number of 62-64 year olds reporting receipt of earnings (no
data are available for this age group in earlier years). Among this
somewhat younger group there was a 57 percent increase in the
portion reporting receipt of asset income, and a 12 percent increase
in those receiving social security (table 6.5). Therefore, their earn-
ings were declining and ullearned income sources were becoming
widely available. This age group includes married couples with one
retired member and, presumably, individuals who might consider
themselves partially retired or retired from their main job. They
have income from accrued assets, and the data imply that many
who have earnings have begun to draw a pension from previous
employment.

The importance of earnings as an income source for those age
55-61 did not change much in the 8 years between 1976 and 1984
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(table 6.4) (data are not available for earlier years that would indi-
cate any trend toward very early retirement). However, in this
comparatively short time span there was an increase of 50 percent
in the portion reporting a public or private pension, from 12 to 18
percent. (Military pensions accounted for 25 percent of these pen-
sions in 1976 and 16 percent in 1984).

C. RELATIVE IMPORTANCE OF SPECIFIED INCOME SOURCES

The decrease in the reliance of the elderly on income from earn-
ings over past years is apparent not only in the decline in the pro-
portion of the elderly who report that they have earnings, but also
in the share of the aggregate income of the elde:ly that earnings
represent. This suggests, again, that other income sources have re-
placed earnings for older persons, there by allowing retirement
from wcrk. The proportion of aggregate total income specified
sources represented for aged units 65 or over from 1967 to 1984 is
shown in table 6.7 and figure 6.3. Of all income received by this age
group in 1967, 29 percent was from earnings. By 1984, only 16
pecent was earnings, a decline of nearly half.

3C8



TABLE 6.7.- SHADES OF AGGREGATE INCOME OF AGED UNITS AGE 65 AND OVER

Income source

All units Married couples Nonmarrie0 individuals-----
1967 1976 19841967 1976 1984 1967 1976 1984

Number of units (thousands) 12,100 NA 29,790 4,474 NA 8,289 7,779 NA 12,501
Percent of income 100 100 100 100 100 100 100 100 100
Earnings 29 23 16 39 29 21 15 13 8
Retirement 46 55 53 42 51 51,.. 51 61 57

Social Security 34 39 38 30 34 34 40 46 44
Public pensions 7 6 7 6 7 8 8 6 7,
Private pensions 5 1 8 1 7 6 1 9 1 8 3 1 7 1 5

Veterans' benefits .... ..... . . 3 NA NA 3 NA NA 4 NA NA

Public assistance 4 2 1 2 1 0 7 4 2

Assets 15 18 28 13 18 27 18 19 31

Personal contributions . 1 2 2 0 NA NA 1 NA NA

Other 3 2 2 2 2 1 4 3 2

Source Income of the population 55 and over 11976-84) and Demographic and Economic Cnaiacteristic of the Aged 1968 Social Security Survey U S Depaitment of Health Human Services

e

I Includes Railroad Retirement



Figure 6.3.

Income Shares of Aged Households a/

(All units, including married couples and nonmarried individuals)

10.00%
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a/ In i984 dollen

15.00%

34.00%

4.00%

7.00%
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Source: Income of the Population of 55 and Over (1976-0114
and Dowel:Alt and Econosic Characteristics of the eyed:'
LW Social Security Survey, U.S. Department of HIS.

310

social
security

g3 assets

earnings

0 public
pensions

private
pensions

II other



286

In 1984 social security and asset income ranked first and second
as shares of all income of the elderly; earnings ranked third. How-
ever, there is a substantial difference between earnings as an
income share for married couples and for nonmarried individuals:
earnings accounted for 21 percent of the total income of married
couples including at least one member age 65 and over, but they
accounted for only 8 percent of the income of nonmarried individ-
uals, presumably because it is more likely that one member of a
married couple will work.

The most striking change that took place between 1967 and 1984
in the aggregate shares of income sources of the elderly was that
the relative importance of earnings and assets reversed. Figure 6.3
shows that, as shares of Otal income, social security and pensions
remained approximately the same over this time period. However,
asset income doubled and earnings dropped by half. This reversal
in assets earnings as income shares occurred at the same time
labor force participation among ol,ler men was declining at unprec-
edented rates. Thus, the relationship between earnings and assets
appears to have been a pivotal factor in the decision to retire.

Three other points need to be made about figure 6.3. First, total
income of aged households was much larger in real terms in 1984
than it was in 1967. Second, the fact that the relative shares of the
different income sources stayed about the same, except for earnings
and assets, implies that there was substantial growth among all
sources of income during these years. Third, private pensions
changed little as a share of all income of the elderly during a time
when the number receiving a private pension doubled (table 6.6).
Thus, even though pension receipt was increasing, the amounts re-
ceived per recipient were not growing commensurately or the share
of the chart representing pensions would have increased. Thus,
more people were receiving pensions, but the amounts received
were relatively small. For example, in 1984 the median private
pension received by aged household units was about $2,900 among
single people and $4,500 among married couples. Also, in 1967, 16
percent of all married couples age 65 or over relied on a pension
for half or more of their income; in 1984 only 5 percent of aged cou-
ples receiving a pension relied on it to supply half or more of their
income. For unmarried people, 16 percent reported that their pen-
sion was at least half of their income in 1967, but in 1984 only 8
percent did.

Overall, these data demonstrate that the current generation of
retirees experienced real growth in earnings during their working
years and many of them were able to accrue sizable savings. The
rise in interest rates that began in the late 1970s and continued
through the early 1980s allowed their savings to compound and
grow in their early retirement years when their consumer spend-
ing was declining. Therefore they could supplement their employ-
ment-related retirement income with substantial personal assets.
Whether the baby boom generation will be able to do the same re-
mains to be seen. However, it appears that as long as social securi-
ty and pensions remain an approximately constant share of retire-
ment income, a pivotal factor in th?. retirement decision will be
income available from assets as a replacement for earnings.
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Although declining proportions of older people are in the labor
force and are reporting earnings, and although earnings have been
declining as a share of the aggregate income of the elderly, earn-
ings may still be an important income source for those who report
that they have earnings. In 1967, 50 percent of all married couples
age 65 or over reporting earnings indicated that those earnings
constituted over half of all ,:heir income (table 6.8). Twenty-four
percent reported that earnings were 80 percent or more of their
income. By 1984, only 38 percent reporting that their earnings con-
stituted over half of their income, and only 15 percent relied on
earnings for 80 percent or more of their income.

TABLE 6.8.AGED UNITS WITH EARNINGS: PERCENT OF TOTAL INCOME RECEIVED FROM

EARNINGS

[Couples reporting earnings as a percent of total income)

Unmarried individua's Married couples

50 percent
plus

80 percent
plus

50 percent
plus

80 percent
plus

1967:

55 to 61 NA NA NA NA
62 to 64 NA NA NA NA
65 plus 46 15 50 24

1976:

55 to 61 89 77 93 80
62 to 64 75 57 82 62
65 plus 30 20 46 19

1984:

55 to 61 89 74 91 73
62 to 64 76 53 77 53
65 plus 33 15 38 15

Source "Income of Population 55 and Over (1976-84), and Demographic and Economic Characteristics of the AgPd 1968
Social Security Survey" US Department of Health and Human Services

For couples and individuals between 62 and 64 who have earn-
ings, those earnings constitute an important component of income:
over half said earnings were 80 percent or more of their income.

As might be expected, earnings are a major income source for
those age 55-61. There was a slight decline in the importance of
earnings among this age group between 1976 and 1984, but eight
out of 10 units reported that they had earnings in 1984, which is
largely unchanged from 1976. Just under three-fourths rely on
those earnings for over 80 percent of their income.

Overall, those who continue to work are better off then those
who do not, a factor likely to be associated with higher-paying jobs,
good health and thus better opportunities for continuing employ-
ment. Among aged units 65 or over in 1984, earnings accounted for
23 percent of the income of those whose total income was $20,000
or more; earnings accounted for only 4 percent of the incomes of
those with $5,000 to $10,000 (table 6.9).
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TABLE 6.9.SHARES OF AGGREGATE INCOME FROM EARNINGS AND RETIREMENT FOR

AGED UNITS 65 AND OVER IN 1984

Total income in 144

All units Married couples Unmarried persons

S5 GOO to S20.000 S5.000 to S20 000 S5.000 to S20 000
S10 000 plus S10.000 plus SIO 000 plus

Retirement income 1
(percent) ... 81 37 84 39 79 30

Earnings 4 23 4 26 3 12
Other 15 40 12 35 22 58

' Includes social security and public and private pensions and annuities

Source Income of the Population 55 and over. 1984 U S Department of Health and Human Services Social Security
Administration. SSA Publication no 13-11871. December 1985 p 92

D. Income Distribution Among the Elderly
As might be expected, lower-income elderly households rely heav-

ily on social security and public assistance income and have little
in the way of asset income (table 6.10). Social security accounted
for 7 percent of the income of those elderly who had incomes
below $5,000 in 1984. Although 9 out of 10 elderly households re-
ceived social security, it accounted for only about one-fifth of the
income of the wealthier recipients (those with incomes over
$20,000).

TABLE 6.10.SHARES OF AGGREGATE INCOME BY SOURCES FOR ELDERLY HOUSEHOLD

UNITS, 1984

Income status

Employer
Employ pensions Income

Social Total
ment and from SSI Other

Security (percent)earnings private assets
annuities

Under $5,000
$5,000 to $9,999 .

$10,000 to $19,999 ... ....

$20,000 and over

0

4

10

23

77

71

48

20

3

8

17

15

4

10

21

39

14

3

0

0

2

3

2

1

100

100

100

100

Total 16 38 14 28 1 2 100

Source US Department of Health and Human Services Social Security Administration Income of the Population 55 and
Over. 1984" SSA Publication No 13-11871, December 1985

The economic situation of the over-65 group as a whole is much
improved over what it was in past generations, but large disparities
remain among certain subgroups of the elderly. In particular, the
incidence of poverty remains high among elderly single women.
Nearly 20 percent of all elderly women who live alone have in-
comes below the poverty threshold (a total of 1.4 million women),
about double the poverty rate for all elderly people. And, if not ac-
tually below poverty, many single elderly women have near-pover-
ty incomes: a total of 44 percent of all elderly widows have incomes
below 160 percent of the poverty level.
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The causes for poverty among older women are varied and com-
plex, but a few generalizations can be made. Many have been poor
or low income for a large part of their lives. If they spent time in the
labor force, it ',/as at low-wage work. The low-income and poor
elderly did not, in their younger years, have the kind of work and
income history that would permit accumulation of savings, pen-
sions and large social security benefits. A recent study on the
causes of poverty among widows found that these women were
likely to have had husbands whose health was poor, with the con-
comitant problems of lower earnings, less savings (or perhaps de-
pleted savings), early labor force withdrawal due to health factors
and early death.3 About half of poor widows had been poor before
widowhood, and half were left poor because of their husband's
death either through lack of accrual of retirement income or be-
cause of medical and death expenses. Recent legislation requiring
that the election or rejection of a spouse survivor benefit be a joint
husband and wife decision will have little effect on this group of
survivors because, for many, no pension rights were accrued and,
for others, the pension benefits are not large enough to provide a
survivor benefit of any size.

Review of the income sources of the poor and nonpoor elderly
who live alone (80 percent of whom are women) indicates how im-
portant social security is to these people (table 6.11). Social security
represents an estimr...t....d 79 percent of the income received by single
elderly persons living alone and below poverty; in comparison, it
represents an estimated 22 percent of the income of those who
might be classified as moderate to high income ($16,224 and over
per year). It is estimated that about one-third of this population re-
ceives public assistance (principally SSI), and, in combination with
social security, these two sources make up 93 percent of the income
of the poor, single, elderly population. Thus, in spite of receiving
social security and SSI, many elderly remain in poverty. This is
true because basic Federal SSI benefits (currently $340 per month
for a single individual) are below the poverty threshold, and they
are reduced dollar-for-dollar by any social security over $20 the in-
dividual receives.

TABLE 6.11.RELATIVE CONTRIBUTION OF INCOME SOURCES FrR ELDERLY PERSONS

LIVING ALONE, 1987

(Percent of income by source)

Poverty status
Emmpelont y Incom me

SSI Other
Social Employer Totalfro

earnings
security pensions (percent)

All elderly........... ...... ............. 9 40 12 37 1 1 100
Poor 1 (under $5,408) 1 79 3 3 14 100
Near poor 2 ($5,409-$8,112).. 3 81 6 8 2 100
Modest income 3 ($8,113-

$16,224) 7 56 13 21 3 100

Hurd, Micheal, and David Wise The Wealth and Poverty of Widows Assets Before and
After the Husband's Death Drift report to the Commonwealth Fund Commission .n Elderly
People Living Alone

3 1 4
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TABLE 6.11 RELATIVE CONTRIBUTION OF INCOME SOURCES FOR ELDERLY PERSONS

LIVING ALONE, 1987Continued

[Percent of income by source)

Poverty status
Employ. Income

Social Employer
ment from SSI Other

security pensions
earnings assets

Tc;al
(prqent)

Moderate -to -high income 4

(over $16,224) 12 22 13 52 ....... ..... 1 100

Estimated poverty threshold for single elderly persons i, 37

100 percent to 150 percent of poverty
3 150 percent to 300 percent of poverty

Over 300 percent of poverty

Source Esi' ,ales prepared for the Commonwealth Fund Commissions on Elderly People living Alone (1987) by ICf Inc
Estimates are eased on Current Population Survey (CPS) data adjusted for survey underreporting

On Ler projections of social security benefits published by the
Social Security Trustees based on their intermediate assumptions,
and projections of income from all sources prepud by ICF, Inc.,
also using the social security intermediate assumptions, future gen-
erations o' elderly persons could be better off in real terms than
today's retirees.4 Nevertheless, poverty among elderly people living
alone and among women in particular is potentially a problem that
will persist into the first decades of the next century; it would per-
sist if (1) women continue to work less steadily and at lower-wage
jobs than men and thus qualify for lower social security and pen-
sion L nefits, and (2) if working women continue to be employed in
industries with low pension benefit coverage rates. Thus, even
though various projections of economic and wage growth indicate
that the situation of the elderly in the future generally could be
good, and that the poverty rate among the elderly as a group would
c'nsequently fall, the situation for elderly single women might not
iLaprove accordingly because, in spite of increasing labor force par-
ticipation among women, their work might not provide significant
increases in their retirement income.

IV. HEALTH AND OTHER FACTORS

A. HEALTH

A factor often cited as an important reason for retirement is
poor health. Although disability, partial impairment or generally
failing health are the reasons some workers retire front the labor
force, it cannot be assumed that the early retirement trend of
recent years has been caused by an increasing rate of failing health
among American workers. It is difficult to measure accurately the
extent to which poor health is the real or central determinant of
the retirement decision, and debate on this topic has, in the past,
been stymied by data reliability. Survey data gathered during per-

The Common NI ralth Fund Commission un Elderly P' da Living Alone published a repot,
Old, Alone, and F ir. in April 1987 In the preparatioi ins report, the Commission contract-
ed with ICF, Inc., a research-consulting firm, for estimakr and projedions pertaining to income
sources and amounts for the elderly population 1CF data are included as an appendix to the
Commission report When used in this paper, these estimates and projediuns will be referred to
as prepared by ICF, Inc

3
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sonal interviews asking retirees to repc t retrospectively why they
retired seem to be biased by respondents' ex post jt.stification of
the retirement decision. Retirement due to failing health may seem
to be more socially acceptable than a desire for more leisure. Also,
the post-retirement health status of the respondent, which may be
deteriorating with increasing age, may color the retiree's percep-
tion of why he retired in the first place.5

The National Longitudinal Survey (NLS) attempted to deal with
this problem by monitoring the health status of the sample re-
spondents befo:'c and after retirements A cohort of men who were
between the ages of 45 and 59 in 1966 were followed for 15 years.
At the end of the survey in 1981, these men were between 60 and
74. Thus, the respondent population was followed during the years
in which retirement occurs.

The DM survey data indicate that health is an important factor
in the retirement decision. Of all the men who retired during the
survey, 35 percent cited health reasons. Poor health was more fre-
quently the reason for retirement among black men than among
whites (47 percent versus 34 percent, respectively). Also, among
those who retired "early" (under age 62), poor health was much
more likely to be the reason for retirement than for those who re-
tired at 65 or over: among white men retiring before age 62, 46 per-
cent retired for health reasons; 23 percent of those retiring at 65 or
over did so because of poor health. These figures are 59 percent
and 44 percent, respectively, for black men.

Identifying poor health as the primary cause of retirement is im-
precise at best. Nevertheless, the data from the NLS, which was de-
signed to establish the health status of retiring workers more accu-
rately than retrospective surveys in which retirees are asked their
reason for retirement, indicate that failing health is an important
determinant of the retirement decision, particularly among young-
er retirees. The incidence of social security disability awards is ad-
ditional evidence that health is a non-trivial factor in retirement.
In 1985, 45 percent of all new social security disability awards were
made to workers who became disabled between the ages of 55 and
65.

This evidence that failing health is a major factor in retirement
is interesting in the context of recent early retirement trends and
prompts questions about the relative importance of the availability
of retirement income and poor health in the retirement decision.
However, because there is no reason to believe that the health of
working men has been deteriorating at an increasing rate over the

' 13razzoll, Gloria J The Early Retirement Decision New Empirical Evidenc.: on the Influence
of Health The Journal of Human Resources, v 20, no 2 . spring, 1985, pp 214-234

6 The designation of health as the reason for retirement relied on responses to questions asked
before retirement and in contexts other than an explanation of the retirement decision Health
reti :ies lal reported poor health as a reason for leaving their pre-retirement job, (bi reported
poor health as a reason for absence from the labor force in the 12-month period prior to the
report of retirement, lc, revised their expected age of retirement downward for health reasons in
the interview preceding retirement, Id) specified poor health as the reason for not seeking work
either in the year of retirement or the preceding year. lel reported inability to work in the inter-
view in which retirement was first reported or in the preceding interview, or in reported a
work-limiting health problem in each of the two interviews preceding the interview in which
retirement was reported. Thus, although this research includes self reported data, it does not
rely totally on post-retirement reports and gets a picture of the respondents' health status
before retirement.

3 1 G
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past thirty years or so, one must conclude that it is the availability
of retirement income th, is allowing the rate

who
early retirements

to iderease among work ,rs in good health who have a preference
for leisure. Nevertheless, the availability of retirement income
allows workers with minor impairments to elect retirement rather
than continuing to work in spite of poor health.

B. OTHER FACTORS IN THE RETIREMENT DECISION

Two other factors often cited as causes of retirement are manda-
tory retirement rules and worker discouragement in job seeking.
As of January, 1987, legislation removed mandatory retirement
rules in most industries. Overall, even in jobs in which mandatory
retirement rules apply, (or applied under old law) an extremely
small portion of workers seem to have been forced into retirement
because of those rules. The NLS attempted to measure the propor-
tion of men affected by mandatory retirement. The data include as
mandatorily retired only those men who were covered by a manda-
tory retirement rule, who actually retired at the mandatory age
and who reported in the survey preceding retirement that they
would prefer to keep working. Workers covered under a mandatory
retirement plan who retired before the mandatory age were not
counted as affected by mandatory retirement. By this criteria, only
3 percent of the surveyed retirees retired mandatorily. However,
this does not mean that there are not subtle means used by em-
ployers to discourage older workers from continuing on the job nor
does it mean that discrimination against older workers has been
eliminated. Nevertheless, it does indicate that mandatory retire-
ment did not force out of the labor market very many people who
would otherviise have continued to work.

The NLS also investigated the extent to which people retire be-
cause of problems in finding work. In surveys relying solely on in-
formation reported retrospectively by the retiree such workers are
difficult to identify precisely because of post-retirement rationaliza-
tion of the retirement decision. The NLS classified retirees as dis-
couraged workers only if they did not meet the criteria for a
health-related or mandatory retirement and if their preretirement
record included an involuntary separation from employment and
an unemployment spell. Some consideration was also given to the
retiree's post-retirement report of the reason for retirement.

By these criteria, about 5 percent of workers retiring between
1966 and 1981 were discouraged by lack of job opportunities. The
protion varied from about 3 percent in the period 1966 to 1970 to 7
percent in 1976 to 1981.

Again, although discouragement in job seeking is difficult to pre-
cisely identify as the major cause for retirement, it seems to apply
to far fewer retirees than does health or purely voluntary with-
drawal from the labor market as factors leading to retirement.

V. CONCLUSIONS AND POLICY IMPLICATIONS

There is persuasive evidence that the decline in labor force par-
ticipation among older workers that has occurred in the last 35
years is largely attributable to the availability of income from
sources other than earnings. Further, even though the elderly are

3 1 7
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no longer depending heavily on earnings as a means of support, the
adequacy of the income of older persons has ,,,,, roved in spite of
the fact that work has declined. The basic cause for the improve-
ment in the economic status of the elderly is the availability of
social security benefits, which were liberalized and indexed in the
1970s, and the accrual of personal assets. Employer-provided pen-
sions, not widely available to earlier generations, are also received
by many retirees today. Overall, the increase in retirement income
programs and the favorable economic conditions that prevailed
throughout the working years of today's retirees made it unneces-
sary for a generation of workers to continue to work into later life.

Much of the cause for the overall improvement in the economic
situation of the elderly has been brought about because of public
policies and Federal laws, particularly the provision of social secu
rity, tax-favored pension plans, tax incentives to encourage retire-
ment savings, and special tax advantages for the elderly. However,
as the portion of the population that is elderly grows these pro-
grams will become increasingly expensive and could become a
burden that society is unable or unwilling to bear. In that case,
should the government intervene to keep older workers in the
labor force, and, thus, reduce their demand for retirement income?

In recent years several such measures have been legislated. The
1983 social security amendments gradually raise the age for full
benefits from 65 to 67. Persons become eligible for social security
(reaching age 62) between the year 2005 and 2016 will not become
eligible for unreduced benefits until age 66. Workers becoming eli-
gible in 2022 and thereafter will receive full benefits at age 67. The
1983 amendments also improved the actuarial fairness of the social
security system so that workers who delay receipt of social security
until after the age for full benefits will receive an increase in their
benefits. When the normal retirement age reaches 67, social securi-
ty benefits for a person waiting until age 70 to draw benefits will
increase to 124 percent of the benefits payable at 67. The law also
liberalized the earnings test, beginning in 1990. In addition, the
1986 Budget Reconciliation Act amended ERISA, the tax code and
the Age Discrimination in Employment Act to prohibit any private
pension plan from ceasing accruals or suspending plan contribu-
tions to an employee who works beyond normal retirement age.
The Age Discrimination in Employment Amendments of 1986 pro-
hibited use of a mandatory retirement age in most retirement
plans, thereby removing virtually all official vestiges of mandatory
retirement. (There are some exceptions for occupations in which
the public safety is at risk.)

The major policy tools that remain for inducing workers tc
remain in the labor force as they grow older are raising the age for
reduced social security benefits and further liberalization of the
social security earnings test. The 1983 amendments raised the age
for full benefits and reduced the percentage of the full benefit level
that will be payable at 62. However, the question is whether the
reduction in early retirement benefits is actually a deterrent to
early retirement. In general, there is evidence that older workers
tend to discount heavily promises of future benefits and, as long as
workers are aware that their lifetime benefits are approximately
actuarially equivalent at age 62 to what they will be if drawn later,

318
.. ,

(.. .:.

76-424 0 - 87 - 11
'_.......,



294

they may choose to purchase additional leisure with the reduction
in their current income. In 1985, 46 percent of all workers awarded
social security retirement benefits were age 62 about two-thirds
were under age 65.

The fact that failing health is such a significant determination of
.., Airement raises questions about public policies that have been or
might be proposed to delay payment of retirement income with the
intent of inducing workers to remain in the labor force. During
debate about the 1983 social security amendment to raise the re-
tirement age for full benefits from 65 to 67, there was considerable
discussion about the possible hardship this might cause for workers
in poor health. Although the increase in the social security retire-
ment age was justified by many on the basis of the increasing lon-
gevity of the American population, the high incidence of health-re-
lated retirements suggests that the benefits of increased life expect-
ancy or of continued good health in old age are not shared by all.
Thus, one reason that age 62 for eligiblity for reduced benefits wasretained was to provide income protection to workers in failing
health for whom continued employment would be difficult at best.

Further liberalization of the social security earnings test might
keep some workers in the labor force longer, and thus they would
be tax-payers for a longer time. However, to some extent, the prob-
lem of the cost of retirerient would be exacerbated as some work-
ers who would have kept 'orking anyway would continue to workand draw benefits.

Other interventions might be aimed at discouraging early retire-
ment under private pension plans, such as imposing a penalty tax
on pensions drawn before a specified age. The new tax law, for ex-
ample, imposes a 10 percent penalty tax on lump sums withdrawn
from pensions or IRAs before age 591/2. However, pension plans are
important to employers as workforce management tools, and early
retirement is important in industries that need the abilities of a
younger workforce rather than an experienced, older workforce.

The important question about the continued labor force partici-
pation of the baby boom generation as they reach their 60s is
whether their retirement will cause economic and social problems
that will make it necessary for further steps to be taken to keep
them on the job. The answer to this question lies primarily in the
Nation's future economic growth. It is apparent that the retire-
ment decision is highly conditioned by the availability of unearned
income, and that asset income is particularly important. Thus, the
retirement decisions that will be made by the baby boom willdepend to a large extent on their individual retirement savings,
which, in turn, are dependent on their wage growth. The si-9 of
their social security benefits will also reflect the wage growth that
takes place during their working years. At the same time, the con-
dition of the economy and the extent to which there has been real
growth by the first decades of the next century essentially will de-
termine the capacity of society to pay the costs associated with a
large number of retirees. Thus, from the standpoint of both the in-
dividual faced with the retirement choice and of taxpayers who
must pay certain bills associated with a large population of older
persons, sustained economic and real wage growth will be required

319



295

during the remaining working years of the baby boom if retirement
at fairly early ages is to be fcriible for this generation.

An additional economic factor that may come into play is the
possibility that a labor shortage may arise when the "baby bust"
generation cannot meet the demand for labor when their parents
retire. Should this occur (or, according to some, when this occurs),
older workers would be induced to remain on the job as employers
raise wages and curtail the availability of early retirement in their
pension plans.

Thus, the future of work and retirement for the baby boom gen-
eration will be determined in large part by the future of the econo-
my. At this time, projections of economic growth made by the
Social Security Trustees show that under the intermediate assump-
tions real wage growth will be about 1.5 percent between now and
2020. This growth rate is high enough to compensate for the peri-
ods of low wage growth the baby boom has experienced thus far in
their careers and should allow them to choose to retire in their
early 60s (or perhaps earlier). Further, these projections indicate
that growth in the economy in general will be such that there will
be adequate resources to support workers and retirees. However, if
the economy performs more poorly than the intermediate assump-
tions indicate, early retirement for members of the baby boom may
not materialize. If the Nation experiences slow economic growth,
the baby boom may not approach their retirement years with a dis-
tribution of income sources and amounts like those available to
today's retirees, and the trends toward early retirement may slow
or reverse.
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APPENDIX: BACKUP TABLES TO GO WITH FIGURES 6.1 AND 6.2

PERCENT OF MEN IN THE LABOR FORCE

Year
Age-

45 to 54 55 to 64 65 plus

1950 .. 95 8 86.9 45.8
1955 96.4 87 9 39 6
1960 95.7 86.8 33.1
1965.. 95 6 84.6 27.9
1970 94.3 83.0 26.8
1975. 921 75 0 21.6
1980 91.2 73.1 19.0
1985 91.0 67 9 15.8

Source Handbook of labor Statistics. June 1985, Employment and Earnings. January 1986

PERCENT OF WOMEN IN THE LABOR FORCE

Year
Age-

45 to 54 55 to 64 65 plus

1950 37 9 21.0 9.7
1955 . 43.8 32 5 10.6
1960 . 49.0 31.2 10.8
1965 50.9 41.1 10.0
1970 54.4 43.0 9.7
197, 54.6 40.9 8.2
1980. 59 9 41.3 8.1
1985. 64 4 42 0 73

Source Hancock of Labor Statistics, June 1985, Employment and Earnings, January 1986
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crIAY 1 Z.T2 7. INDIVIDUAL RETIREMENT SAVING AND
DISSAVING*

I. INTRODUCTION

Previous chapters have discussed the prospective retirement of
the baby boom generation starting around 2010. Given demograph-
ic and economic trends, it has been argued by some analysts that
our society should prepare for this retirement boom. Increased indi-
vidual saving is one way our sf,ciety can prepare. The Federal Gov-
ernment might want to encourage individual retirement saving for
two reasons: (1) it might stimulate economic growth; (2) it might
provide a source of assets that retirees could dissave later in life if
they need additional income. This chapter analyzes ways in which
the Federal Government can use incentives to encourage saving for
retirement, but it concludes that the effects of such policies are un-
certain.

The theory about the effects of tax incentives upon personal
sa :ng is ambiguous. A tax incentive for saving or dissaving can
lower an individual's expected lifetime taxes. This raises the after-
tax rate-of-return or "yield" on his assets, which could induce him
to save either more or less. Moreover, empirical evidence does not
show that tax incentives definitely increase personal saving.

This chapter analyzes incentives for retirement saving and dis-
saving. It has four parts: (1) a definition of a tax incentive for
saving and a discussion of its possible effects; (2) an analysis of in-
dividual retirement savings arrangements; (3) an analysis of dissav-
ing arrangements; and (4) a conclusion.

II. INDIVIDUAL TAX INCENTIVES FOR PRERETIREMENT SAVING AND
POSTRETIREMENT DISSAVING

A. DEFINITION OF A TAX `,NCE/CIVE FOR SAVING OR DISSAVING

An incentive promises a reward for a particular kind of behavior.
In the case of tax incentives for saving or dissaving, the reward is
lower lifetime taxes for additional saving or dissaving. For exam-
ple, a tax-deductible Individual Retirement Arrangement (IRA) per-
mits a taxpayer to defer taxts on his deposit and earnings until he
withdraws his funds. When he pays ordinary income tax on his
withdrawals after age 591/2, the present value of his taxes will be
lower than if he had paid current taxes on his IRA deposit and
earnings. Similarly, he must begin dissaving after age 701/2 based
on time schedules related to life expectancy, or he will face a pen-
alty of additional income taxes.

This chapter was prepared by Richard A Hobble. House Committee on Way:, and Means
staff (prevously with the Congressional Research Service

1297)
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A tax incentive for saving is often measured by the increased
after-tax rate of return or "yield" on an asset. For example, sup-
pose under the Tax Reform Act of 1986 (P.L. 99-514) that a taxpay-
er expects to be in the 28 percent tax bracket throughout his re-
maining life. Assume he can deposit $2,000 in a tax-deductible IRA
or $1,440 ($2,000 .28($2,000) = $1,440) after taxes in a taxable sav-
ings account. In the case of the tax-deductible IRA, $1,440 is his
"own money" and the remainder of $560 represents a deferred tax
liability. The total $2,000 IRA contribution would compound on a
tax-deferred basis until he withdraws his funds. If he withdraws
his funds after age 591/2, the withdrawl would be taxed as ordinary
income. The $1,440 in a taxable savings account would compound,
but the taxpayer would pay taxes on the earnings each year. He
would pay no additional taxes on his withdrawals from the ta.cable
account. If the taxpayer could earn 6 percent per annum in either
account for 30 years, his after-tax yield on his own $1,440 would be
6 percent in a tax-deductible IRA compared to 4.32 percent in the
taxable savings account. Thus, the total after-tax return in the IRA
at $8,271 would be 62 percent higher than the $5,121 in a taxable
savings account.

Assuming other relevant factors are equal, it might seem clear
that a higher after-tax return would increase individual savings. If
one couid earn a higher after-tax return for a certain type of
saving, one might shift not only other savings into that arrange-
ment, but he might save more, too. However, theory and evidence
on the possible responses to such an incentive are ambiguous.

B. POTENTIAL EFFECTS ON PERSONAL SAVING OF AN INCREASE IN THE
.FTER-TAX YIELD

Consider an individual allocating hit; income between current
and future consumption. The "price" the individual pays for cur-
rent consumption is the after-tax yield he could have obtained if he
had traded some of his current consumption for future consump-
tion, or in other words, if he had saved. If current consumption be-
comes relatively more expensive as a result of the Government's
introduction of a tax-favored individual retirement arrangement,
two effects would occura substitution effect and an income effect:

(1) Substitution Effect.Holding lifetime income constant, a
higher after-tax yield on retirement saving makes current cor
sumption relatively more expensive than future consumption
(saving). In response, the taxpayer would choose to consume
less currently and to save more. In other words, he would "sub-
stitute" saving for current consumption.

(2) Income Effect.A higher after-tax yield on retirement
saving would increase the taxpayer's lifetime income. A higher
lifetime income would allow an increase in current and future
consumption. However, because current income would not
change while current consumption would increase, saving
would decrease.

Since the income a, d substitution effects work in opposite direc-
tions on savings, the effect of an increase in after-tax yield, and
hence the effect of a tax incentive for saving, is theoretically am-
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biguous. Many empirical studies have addressed this question, but
no definite anover has been obtained.'
C. POTENTIAL EFFECT ON NATI iNt.' SAVING OF AN INCREASE IN AFTER-

TAX YIELD

Given the large projected Federal budget deficits, additional tax
deferrals for retirement saving in the near future would add to the
deficit unless increases in other taxes or cuts in expenditures offset
the lost revenue. Since national saving can be defined as the sum
of personal saving, business saving, and Government saving, an in-
crease in the Federal budget deficit resulting from a tax incentive
could offset any increase in individual saving.

R. is difficult to determine the net effect of a tax incentive on na-
tional saving because fiscal decisions often are not clearly linked.
Nevertheless, one must account for the possible effects of changes
in Government borrowing, taxing. and spending in assessing the
effect of a tax incentive for saving. Ignoring such fiscal changes
risks overstating the effects of a tax incentive on national saving,
which in turn risks overstating effects on investment, capital for-
mation, and economic growth.

Consider an example in which a tax incentive for retirement
saving has increased personal saving by $25 billion per year at the
cost of $20 billion in lost Federal personal income taxes. The Feder-
al Government could finance this cost in some combination of three
ways:

(1) borrow up to $20 billion;
(2) increase taxes by up to $20 billion; or
(3) cut expenditures by up to $20 billion.

If the Federal Government borrowed $20 billion, it would be dis-
saving by that amount. Since national saving is the sum of person-
al saving, business saving, and Government saving, the $20 billion
in additional Government dissaving would offset the $25 billion in
increased individual saving, leaving a net increase in national
saving of only $5 billion.

If the Federal Government increased taxes by $20 billion, this
could avoid an increase in Government dissaving. The net increase
in national saving could be as much as the increased individual
saving of $25 billion, particularly if the $20 billion were collected
through a tax that reduced consumption only. However, if some of
the taxes came from income that would have been saved, the net
increase in national saving would be less than $25 billion. Further-
more, the additional taxes might have work disincentive effects,
particularly if they reduced after-tax wages.

A $20 billion cut in expenditures would have an effect similar to
an increase in taxes. If the $20 billion cut came out of consumo-
don, such as from a cut in income transfers that would have been
spent otherwise, national saving would increase by $25 billion.
However, to the extent that Government expenditures involved
saving (e.g., partially deferred consumption in the form of durable
public goods such as bridges and highways or nuclear submarines),

' See for example, U S Library of Congress Congressional Research Service Individual Re-
tirement Accounts and Financial Savings Nev Evidence Report No 86-12:; E. by William Jack-
son Washington. 1986 p 19-22

a 2 4
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the decline in expenditures on this form of Government saving
would offset the effects of the increase in individual saving.2

11 WAYS TO INCREASE THE POSITIVE EFFECT ON SAVINGS OF TAX
INCENTIVES FOR SAVING

If additional steps are taken to increase tax incentives for indi-
vidual saving, changes in fiscal policy could offset them. However,
Congress could increase national saving directly by reducing the
Federal Government's dissaving, or in other words, by cutting the
size of the Federal deficit. Beyond general fiscal policy, tax incen-
tives for individual saving could be improved if th ?.37 would reward
only saving that occurred as a result of the tax incentive. However,
many tax incentives tend to reward saving that would have oc-
curred anyway.

Galper and Steurle have outlined three criteria that tax incen-
tives for saving should meet if they are to increase individual
saving:3

(1) The tax incentive should not be available to taxpayers
who merely shift other assets to the tax-favored saving ar-
rangement. Asset shifting would allow them to lower their life-
time taxes without increasing saving.

.2) The tax incentive should work "at the margin." In other
words, the incentive should apply to additional saving above
what was planned before the incentive became available. Oth-
erwise, taxpayers can lower their lifetime taxes on savings
without increasing their savings at all.

(3) "Tax arbitrage" should be limited. Tax arbitrage occurs
when the taxpayer is able to borrow funds, deduct the interest
on the loan, and save the principal in a tax-favored asset. In
this process, it is possible for some taxpayers to "save" in a
tax-favored retirement arrangement without reducing current
consumption. Consequently, a large portion of the contribution
to the tax-favored retirement arrangement could actually stem
from borrowing, or, in other words, dissaving.

Given the fungible nature of assets and income, these criteria are
difficult if not impossible to satisfy. In the case of asset shifting,
voluntary individual contributions to individual retirement savings
arrangements are usually limited to some proportion of compensa-
tion. For example, individual before-tax contributions to cash or de-
ferred arrangements, or so-called 401(k) plans, are limited to $7,000
annually. Under this limit, it is possible still for a high-paid indi-
vidual to contribute up to $7,000, to draw down other assets by the
same amount, and to consume at a level as high or higher than he
would have without the 401(k) plan. As a consequence, his lifetime
taxes would decline without increasing saving.

When a tax incentive for individual saving works "at the
margin," it rewards new saving, not saving that would have oc-
curred anyway. The "margin" is the line separating saving that

Currently, such Government expenditures are not, however, counted as saving or investment
in the national income accounts Although they might well yield future returns, they are treat-ed instead as current consumption

3 Galper, Harvey and Eu6rne Steurle Tax Incento.es for Savings Brookings Review, v 7, no2. winter 1983. p. 16-23
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would have occurred anyway from anditional saving induced by thE
tax incentive. Galper and Steurle gave the example of an exclusion
from taxable income of the first $500 of interest and dividend
income. This exclusion would reduce taxes for taxpayers who would
have earned at least $500 in interest and dividends anyway with-
out providing them any incentive to save more. Since these taxpay-
ers receive nearly all of the income and dividends that would be
excluded from taxes, most of the tax incentive would be a windfall
gain to these taxpayers.'

Tax arbitrage has been limited by the Tax Reform Act of 1986 in
two ways:

(1) Deductions for interest on certain consumer installment
loans will be phased out by 1991. Interest deductions are disal-
lowed also on home mortages in excess of the pur.:thase price of
the home plus the cost of improvements. Interest deductions on
home equity loans for qualified educational and medical pur-
poses are allowed up to the fair market value of the residence.5

(2) Marginal tax rates will be lower for most taxpayers,
which will drop the value of deductions, exclusions, and exemp-
tions still available under the new law. This will increase the
effective interest rate on mortage loans and other qualified
home equity loans for which interest is still deductible.

The phaseout of deductions for interest on certain consumer
loans will increase the after-tax cost of borrowing, or in other
words the Lost of dissaving. This in itself is an incentive fur saving,
because it raises the price of current consumption relative to
future consumption, which might encourage more saving if the sub-
stitution effect exceeds the income effect It also limits the taxpay-
er's ability to finance a contribution to a tax-favored retirement ar-
rangement out of dissaving instead of from saving. However, home-
owners still will have substantial room to borrow against the
equity in their homes, to deduct the interest on their home equity
loans, and to use the funds from the loans to finance deposits in
IRAs or other tax-deferred savings arrangements.

III. CHOICE OF INDIVIDUAL RETIREMENT SAVINGS ARRANGEMENTS

A. EMPLOYER-SPONSORED SALARY REDUCTION PLANS

In employer-sponsored salary reduction plans the employer gives
the employee a choice of receiving a given percent of his compensa-

n in cash or deferring the compensation and the income taxes on
the deferral and on the associated earnings in a salary reduction
plan.6 If the individual defers some of his compensation, his contri-
bution and earnings are sheltered from taxes until the individual
receives a distribution of funds from the plan, presumably during
retirement.

Ibid
U S Library of Congress Congressional Research Service Interest Deductibility After the

Tax Reform Act of 1986 The Home Equity Loan Interest Deduction Limits Apply to Loans
Made After August 16. 1987 Report No 86 :b-A; E. by Nono A Noto Washington, 1986

b Employer-sponsored salary reduction plans are a type of 'defined contribution plan That
is, the plim specifies the formula for contributions The overall Innit on annual contributions is
the lesser of 2 percent of compersation or 330,000
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There are five types of salary reduction plans: (1) Cash or de-ferred arrangements under 401(k) of the Internal Revenue Code
(IRC); (2) the Federal Thrift Savings Plan under the Federal Em-
ployees Retirement Systems Act of 1986 (P.L. 99-335); (3) tax-shel-
tered annuities under section 403(b) of IRC; (4) salary reduction ar-
rangements under set,tion 457 of IRC; and (5) Simplified Employee
Pensions (SEPs) under section 408(k) of IRC.

Cash or deferred arrangements (CODAs) or 401(k) plans are prob-ably the best known of the salary reduction arrangements. They
are generally available for private profit-making employers. TheTax Reform Act of 1986 prohibited State and local governments
and nonprofit organizations from establishing new 401(k) plans, but
"grandfathered" existing plans in these sectors. Ironically, at aboutthe same time, Congress authorized a 401(k)-type plan for Federal
employees which is called the Federal Thrift Savings Plan.

In 401(k) plans private -..znoloyers typically contribute 50 centsfor each dollar the employee sE ves up to 6 percent of compensation.
Beyond 6 percent of pay employees usually can add unmatched
contributions, often as high as a total of 16 percent of compensa-tion.' The Tax Reform Act of 1986 limited the voluntary employee
contributions to 401(k) plans, or so-called "elective deferrals," to
$7,000 annually, a figure that is indexed for inflation beginning in
1988.

According to the 1983 Current Population Survey (CPS), about 3
million workers then participated in 401(k plans, of whom 0.8 mil-lion were in State and local government jobs.8 A later survey of
medium and large firms found that about 5.3 million workers in
these firms had access to 401(k) plans in 1985.9

Tax-sheltered annuities under section 403(b) are available to cer-
tain tax-exempt nonprofit organizations and educational institu-
tions. Under the Tax Reform Act of 1986 employees can elect to
defer as much as $9,500 annually in a 403(b) annuity. This limit
will be indexed for inflation when the indexed $7,000 limit on
annual elective deferrals to 401(k) plans reaches $9,500. The Teach-
ers Insurance Annuity Association (TIAA), the largest non-Federal
pension program, provides 403(b) annuities for workers and retirees
from over 3,600 colleges, universities, and nonprofit educational or-ganizations." Other nonprofit organizations, such as the Young
Men's Christian Association (YMCA) or various churches, also have
403(b) annuity plans.

Salary reduction arrangements under section 457 of IRC are for
State and local Government employers and certain tax-exempt non-
profit organizations. However, if an employee can contribute to a
403(b) an-'uity and a section 457 plan, his total employee elective
contributions are limited to $7,500 annually.

'Hewitt Associates Survey of Plan Design and Experience in 401(k) Salary Reduction Plans1985 ed p 22-23.
"Rockwell, Lynn A Trends in Non-Traditional Pension Plan Coverage The Handbook of Pen-sion Statistics 1985, Commerce Clearing House, Inc p 412
9 U S Department of Labor Employee Benefits in Medium and Large Firms Bulletin 2262Washington, 1985 p 76
'° Statement of Ames G MacDonald, Chairman and Chief Executive Officer Teachers Insur-ance and Annuity AssociationCollege Retirement Equities Fund, before the Senate FinanceCommittee Hearings on H.R 3838, Feb. 4, 1986
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SEPs allow employers to contribute to employee IRAs up to the
lesser of 25 percent of compensation or $30,000 annually. The Tax
Reform Act of 1986 amended SEPs effective in 1987 to allow em-
ployers of no more than 25 employees at the beginning of the tax
year to operate SEPs on a salary reduction basis. These employers
can offer employees cash compensation or a deferral in a SEP. Em-
ployees elective deferrals are limited to the same indexed cap that
applies to elective deferrals in 401(k) plans, namely $7,000 annual-
ly.

The Tax Reform Act of 1986 established certain uniform rules for
te-t-qualified pension plans and certain other retirement saving ar-
rangerv,rits. In particular, the law made it more difficult to with-
draw funds from salary reduction arrangements.

There were five major changes:11
(1) The distribution rules establish a uniform distribution be-

ginning date for all qualified plans, IRAs, tax-sheltered annu-
ities, and custodial accounts: no later than April 1 of the year
following the year in which the participant attains age 701/2
without regard to the date of retirement or separation of serv-
ice. This is a requirement that an individual must dissave
during retirement. If pension plans to not comply, individual
participants are to be subject to a 50 percent nondeductible tax
on the amount by which an individual's required distribution
exceeds the actual distribution. This is effective as of January
1, 1988.

(2) Withdrawals before age 591/2 are allowed only in the case
of separation of service, death, disability, or for certain hard-
ships. Hardships withdrawals can come only from employee
elective deferrals. These provisions are generally effective
beginning in 1989.

(3) The additional income tax on early withdrawals of 10 per-
cent is a disincentive to consume the funds before age 591/2.
The goal of this provision is to discourage not only pre-retire-
ment consumption, but also to recoup some of the lost Federal
income tax on before-tax contributions that was provided as an
incentive to save for retirement consumption, not to save for
pre-retirement consumption. This tax is effective in 1987.

(4) The taxation of distributions was changed in part to dis-
courage consumption of the full amount of pension funds, or
so-called "lump-sum" distributions, upon withdrawal. Under
prior law, 10-year forward income averaging was available on
the lump sum, and favorable capital gains treatment was avail-
able on the portion of the lump-sum attributable to pre-1974
contributions. The Tax Reform Act of 1986 repealed the favor-
able capital gains treatment and replaced 10-year forward
income averaging with one-time 5-year income averaging. Ten-
year forward income averaging was originally provided to help
mitigate the higher taxes imposed on the lump sum by a pro-
gressive tax structure, but the need foi such treatment was re-
duced by a less progressive structure I.,,ider the new law and

" U S Congress House Conference Report Tax Reform Act of 19Sti p 11-4 19 to 11- 16:,
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the general ability to roll over such lump-sums into an IRA.
This is effectively in 1987.

(5) The treatment of loans was tightened so that individuals
cannot maintain continously a loan outstanding from a quali-
fied plan. Also, the deductibility of interest on such loans was
made subject to the c eneral restrictions under the new law,
which would deny deductibility for interest on certain con-
sumer installment loans. This is generally effective beginning
in 1987.

B. INDIVIDUAL RETIREMENT ARRANGEMENTS

Single taxpayers may contribute up to the lesser of $2,000 or 100
percent of their compensation annual:y to an Individual Retire-
ment Arrangement (IRA). Married taxpayers filing jointly can con-
tribute an additional $250 under the so-called "spousal IRA," but
no individual may contribute more than the $2,000 to his account.

Before the enactment of the Tax Reform Act of 1986, all taxpay-
ers could deduct their IRA contributions and defer income taxes
until they withdraw their funds. The Tax Reform Act of 1986 limit-
ed deductibility of IRA contributions beginning in the 1987 tax
year to rersons not participating in employer-sponsored pension
plans and to participants in employer-sponsored pension plans with
adjusted gross incomes below certain limits. For single taxpayers
participating in employer- sponsored pension plans, the IRA contri-
butions will be fully deductible if they ' 'lye no more than $25,000
in adjusted gross income. Above $25,06O, the deduction is phasedout t the rate of $200 for each $1,000 over $25,000. The law will
allow no deduction for single taxpayers with adjusted gross in-
comes above $35,000. A similar rule applies to married taxpayersfiling jointly who are participating in employer-sponsored pension
plans. They will be able to take the full deduction if they have no
more than $40,000 in adjusted gross income. The deduction isphased out similarly over the next $10,000, leaving no IRA deduc-
tion if their adjusted gross income is above $50,000.

Non-deductible IRA contributions will have a lowsr yield. For ex-
ample, sppose two taxpayers are in the 28 percent bracket, but
taxpayu A can deduct his IRA contribution and taxpayer B
cannot. If both taxpayers have $1,440 to contribute taxpayer A can
deposit z.ot only his own $1,440, but also the tax deferral of $560
(.28X$2,000= $560). Taxpayer B can deposit his $1,440 on1 Assum-ing they can earn 6 percent on their deposits for 30 ye.Ars, the
after-ta.. yield to taxpayer A on his ewn $1,440 will be 6 percent,
but for taxpayer B it will be only 5.08 percent.

The decline in after-tax yield of IRAs for persons who participate
in employer-sponsored pension plans and who have adjusted gross
incomes above the thresholds could cause then, to save more or
less. Savings might not change at all if these _ndividuals merely
shift their IRA savings to, say, municipal bonds. These individuals
already are receiving tax deferrals under qualified pension plans, a
growing number of which are salary reduction type plans. More-
over, any loss in individual saving must be weighed against the po-
tential increase in Government savings resulting from the cut in
their tax deferrals, or in other words, the increase in their income
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taxes. Unfortunately, the net effect on overall national savings is
uncertain.

C. HOMEOWNERSHIP

Home purchases represent another tax-favored means for accu-
mulating wealth in retirement. Most home buyers borrow to pur-
chase their homes, but their repayments of the mortgage principal
represent savings. Home purchases are tax-favored in several ways:

(1) Homeowners avoid paying rent, which, in a sense, yields
income to them. This "imputed" rental income is not taxed by
the Federal Government.

(2) Homeowners do not pay taxes on capital gains until they
are realized.

(3) If homeowners sell their home after they are 55 years old,
under certain minimal conditions, the first $125,000 of capital
gains is not taxed.

Mortgage interest deductions provide an incentive for saving
through buying housing This will increase the amount of housing
purchased by diverting other saving to home purchases, and it
might raise national saving too. Of course, some of the saving to
purchase homes would have occurred anyway. Therefore, tax incen-
tives given to this saving might not raise national saving at all.
Moreover, to the extent that homeowners do not pay off their mort-
gages, say by taking out second mortgages or refinancing, they are
getting tax advantages without increasing saving. This is perhaps
the most common form of tax arbitrage.

D. OTHER RETIREMENT SAVING INSTRUMENTS

Retirement saving outside participation in a qualified pension
plan or an IRA is often less attractive. Such instruments include
savings accounts, deferred annuities, bond:. common stocks and
mutual funds. Although the investments can be as safe and per-
haps more liquid than qualified pension plans or IRAs, the deposits
or purchase price and the earnings are often taxed currently.
Therefore, the yield can be lower than that in a residence, qualified
pension plan, or tax-deductible IRA. Also, estate planning can play
a key role, particularly if one wants to bequeath some wealth to his
heirs or transfer wealth to his relatives while still alive. In either
case, such intra-family transfers can yield an implicit stream of
income from family members to an elderly person that might
escape the elderly person's income taxes completely.

Savings accounts or money market accounts are among the
safest and most liquid instruments. However, because taxes on de-
posits and earnings are not deferred, their after-tax yields are rela-
tively low. Consequently, they do not yield returns as high as
tirement savings in qualified pension plans or tax-deductible IRAb.

Deferred annuities are more attractive retirement savings vehi-
cles than savings accounts because of their higher after-tax yields.
Although their purchaQe price or "premium" is not subject to cur-
rent taxes, the earni , accumulate on a tax-deferred basis. This
raises their after-tax yield, but they are less liquid than savings ac-
counts. Deferred annuities can be fixed annuities or variable annu-
ities. Fixed annuities are invested in fixed income securities, such
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as Government bonds, while variable annuities are invested in
variable return instruments, such as common stocks. The expected
yield on variable annuities tends to be higher than fixed annuities,
but they are more uncertain, making them riskier investments.

Debt instruments, such as corporate bonds, municipal bonds, or
U.S. Treasury securities, are bought with already taxed funds. Mu-
nicipal bonds are tax exempt, which makes them more attractive
to taxpayers in the higher tax brackets, but their before-tax yields
are lower than those from taxable assets. Bonds can provide a rela-
tively high before-tax yield because they don't mature for relative-
ly long periods of time, but their yield is taxed currently.'2 More-
over, they are not necessarily safe. The default risk is significant
on corporate and municipal bonds, but negligible on Federal Gov-
ernment bonds. Although one can buy and sell bonds, which makes
them relatively liquid, there is also market-price risk. If interest
rates increase, bond prices decline. This depresses the relative yield
on bonds whether one sells them at lower prices or holds them to
maturity at their original, but relatively low, coupon (interest)
rates.

Common stocks seem attractive because although they are
bought with already-taxed funds, one can reap relatively high re-
turns in the form of capital gains that are not taxed until stock is
sold. However, they are risky, and the Tax Reform Act of 1986 will
treat capital gains from common stocks and other investments less
favorably than prior law. Previously, an individual could deduct 60
percent of a net capital gain and be subject to at most a 50 percent
tax on the remainder, leaving a maximum tax rate on the full
amount of only 20 percent (.5x (1.0 .6)=.2). The Tax Reform Act
of 1986 repealed the capital gains deduction and treats capital
gains as ordinary income, effective in 1988. This raised the highest
statutory tax rate on capital gains by AO percent to 28 percent,
wnich lowered the yield. While this pro., _don treated capital gains
equi,.ly with other types of income, it is a disincentive to save com-
pared to prior law.

Finally, there are several tax provisions that promote intergener-
ational transfers that are incentives for the elderly to save until
they die. Three important ones are:

(1) the ex,mnption from estate taxes of the first $600,000 of an
estate;

(2) the exemption from estate taxes of bequests to surviving
spouses; and

(3) the adjustment of the "basis" of an inherited asset to its
value at the time of inheritance. The "basis" is the cost of the
asset against which capital gains or losses are calculated.

If an elderly person can trade the promise of bequest for implicit
income or services from relatives in the form of food, clothing,
housing, care, etc., this might provide a higher implicit yield than
a more explicit "arms length" transaction, such as the purchase of
an annuity, with persons or institutions outside the immediate
family.

12 Series EE U S Savings bonds provide the investor with the option to pay taxes on the ac-
crued interest each year or to pay taxes on the full amount at redemption
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The next section discusses incentives for dissaving during retire-
ment, ways to encourage elderly persons who have accumulated
assets during their work lives to convert them to income and con -
sumption rather than to save them for their heirs.

IV. CHOICE OF DISSAVING ARRANGEMENTS

The life cycle hypothesis of saving assumes that individuals try
to consume at a constant rate over their lifetimes. While working,
they save enough to retire at about the same standard of living
they enjoyed previously. Although this hypothesis is useful, it so .r-
simplifies in at least two ways: (1) it says nothing about the desire
to bequeath some assets to heirs; (2) it assumes that retirees dis-
save when many continue to save well into retirement.

Some analysts have argued that retirees could supplement their
retirement incomes if they were willing to convert some of their
assets to income. ." side benefit of such an approach, it has been
argued, would be a decline in the upward pressure on public retiree
benefits. As noted in Chapter 5, most retirees have few financial
assets available to convert to income. However, many have sub-
stantial home equity. This section analyzes various ways retirees
could dissave by converting their assets to income, and in turn
using the income to purchase additional current consumption. How
additional dissaving by retirees would affect the savino behavior
of subsequent generations and what :affect this would have on the
long-run national savings rate is uncertain.

A. FACTORS TO CONS:DrF.

At first glance, the problem of converting assets held at retire-
ment into a stream of income over one's remaining life seems
straightforward. One can sell the asset a id uze the proceeds to pur-
chase a life annuity from an insitranc-c ct mpany. Given .,his simple
understanding, it is surprising that private markets have failed to
develop widely enough to facilitate the conversion of home equity
to income. This subsection disc sses some of the reasons for this
apparent market failure. The ensuing subsections discuss available
arrangements for dissaving, with particular attention to -he incen-
tives or disincentives for convertn f, to income E e main vssets
available to most elderly peri.-:.: their h'mes.

A transaction converting - 1. to future income has at least
two sides: the seller of the ! the purchaser of the asset. In
both cases, the parties to E. ction must concern themselves
with several risks that could ,., , the future value of the transac-
tion. The main risks arc from changes in the general price level,
changes in mortality, and changes in property values. An asset con-
version will be a viable transaction if the parties can find a way to
share these risks so that both parties expect to benefit enough from
the transaction to make it economically attractive.

In considering an asset conversion to income, an elderly person
would first look at his current income to decide if he wanted to dis-
save in order to supplement his current income. The main source
of income for most elderly persons is social security. Many also re-
ceive income from private pensio! s, and they may have other
sources such as work, or interest and uividends from savings.
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About 2 out of 5 persons age 65 and over own their homes out-
right." it is often said that they own their homes "rent-free." An-
other way to look at this, however, is that they receive a stream of
"imputed income" from their homes. Unlike many other forms of
income, this imputed income is tax-free. This makes imputed
income more attractive than an equal amount of taxable income.

Suppose an elderly person decides to convert his home to a
straight life annuity, which yields constant periodic payments for
his remaining life. Already, he has overcome thc formidable fear of
losing his home in a complex deal. However, he will be concerned
about other risks also:

(1) Inflaticl; could erode the value of his annuity, but an in-
surance company could provide a partially indexed or "graded"
annuity to protect against some of this risk.

(2) Premature death could wipe out some of what he gave up
to purchase the annuity, but an insurance company could pro-
vide a mixed straight life annuity and a "term-certain" annu-
ity in which a certain number of years of payments would be
guaranteed to his survising spouse or estate.

(3) Alternatively, the annuitant could live longer than ex-
pected, wiping out the profits of the insurance company. The
property value could decline if he continues to live in the
house, and he could dissave by forgoing maintenance and re-
pairs. A financial intermediary could deb,' with this property
risk by purchasing only part of the value of the house so that
the owner would have some incentive to maintain his remain-
ing equity.

(4) The elderly person risks eligibility for income-tested bene-
fit programs, such as Supple:nental Security Income (SSI), food
stamps, and medicaid, which would count the additicnal annu-
ity income against eligibility limits, but not the value of his
home or its imputed income.

Beyond the economic risks involved in the transaction, there are
less tangible barriers that may be important too. Elderly persons
might avoid taking risks and might fear complex transactions with
financial intermediaries such as banks, savings and loan associa-
tions, and insurance companies. Moreover, elderly persons might
want to bequeath some of their ass,us, but they might fear that a
long-term illness would wipe out this possibility. Alternatively,
they might transfer their liquid assets to a family member and
hope to gain SSI, food stamp, and medicaid eligibility. Whatever
the choices, dissaving in retirement can be frightening for many if
for no other reason than the fear of outliving one's assets al:,
dying in poverty.

The next subsections discuss some of the available arrangements
for dissaving during retirement.

B. LIVE OFF THE CAPITAL AND EAR NINGS OR BUY AN ANNUITY

There is a saying in the insurance industry that "Annuities are
bought and life insurance is sold." This suggests that even when a

13 U S Library of Congress Congressional Researcn Seri Converting Home Equity Into
Income for the Elderly Issues ano Options. Report No 84-42 E, by B Ellington Foote Washing-ton, 1984 p 1
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salesman explains the advantages of annuities, it is still hard to
sell them unless the potential buyer has already decided to buy.
One reason this might hold true is that the monthly annuity looks
so small in relation to its premium and other income one could
earn with the premium. For example, if an individual has a life ex-
pectancy of 20 years and he purchases an immediate annuity with
$50,000 at an annnuity rate of 4 percent, his annual before-tax an-
nuity would be $3,680 or $309 per month. This seems relatively
small to potential buyers in relation to retaining the $50,000 and
earning, say, 6 percent per year for an annual before-tax yield of
$3,000 or $250 per month.

The difference between living off one's capital and earnings or
purchasing an annuity not only depends on the annuity rate and
potential yield of an alternative investment, but it depends also on
how much risk an individual is willing to take. One can take the
risk that inflation would lower the purchasing power of his capital
or buy 1 graded annuity that would be partially indexed for infla-
tion. One can take the risk of outliving his assets, or he can pur-
chase an annuity to insure against this risk. However, as one ob-
tains more insurance against these risks, the monthly payment
drops on a given premium paid for an annuity. Consequently, if
one finds the monthly payments from a straight life annuity rela-
tively unattractive, additional insurance against other risks such as
premature death or inflation only will reinforce this perception.

C. HOME EQUITY CONVERSION

If elderly homeowners need or want additional income, they
could look to their homes as a ,uurce. One should remember, how-
ever, that they reap imputed income from the home already. It
equals the rent they would have to pay otherwise to live in equiva-
lent housing. Moreover, this imputed rental income is not taxed,
and it keeps up with inflation in the rental price of equivalent
housing.

Despite imputed rental income, elderly homeowners might find it
increasingly difficult to nay rising property taxes, and maintenance
and repair bi:ls. At this point, they might consider selling the
house. In this regard, the $125,000 exemption from capital gains
tax on ..he sale of a principal residence for persons 55 years old and
older is a substantial dissaving incentive. Unfortunately, annuities
available to individuals do not seem attractive relative to the costs
of renting other acceptable housing. Moreover, the rent could in-
crease with inflation, while even a graded annuity probably would
not keep up fully with inflation.

In recent years a response to this problem has emerged called
"home equity conversion." This concept is not new tor younger per-
sons who expect to repay home equity loans out of future earnings.
Second trusts and home equity lines of credit are common today.
However, it is new to elderly persons who expect' little or no future
earned incon and who must repay the;r home equity loans out of
their assets, .lamely their homes. Although home equity conver-
sions for elderly persons have not been extensive, they hold the
promise of private supplemental income for elderly persons that
might enable them to remain in their homes until they die.
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There are several general types of home equity conversions for
the elderly:

(1) "Repayable loans" or "reverse mortgages" accumulate
principal and interest to a specified amount over a particular
time and then are repaid at maturity.

(2) "Nonrepayable loans," such as "reverse annuity mort-
gages," are not repaid during the borrower's remaining life,
but a lien against the property allows the lender to collect the
repayment after the death of the borrower.

(3) Split equities involve the purchase of the "residual
equity" in the house coupled with guaranteed lifetime occupan-
cy for the seller. The "residual equity" gives the buyer the
right to sell the property after the death of the occupant.

(4) Sale-leaseback agreements involve the sale of the house to
an investor with an agreement to lifetime occupancy for the
seller.

(5) Tax deferral plans allow the homeowner to defer property
or other taxes in exchange for a growing lien on the property.
The Government collects the future value of the taxes when
the property is sold.

1. Reverse Mortgages

"Reverse mortgages" are "repayable loans" to the homeowner
that are secured by the home. They are reverse mortgages in the
sense that the homeowner receives a payment from the lender in-
stead of making a payment to the lender. For example, suppose a
lender offers a $50,000 loan to the homeowner at 10 percent inter-
est compounded monthly for 30 years. The homeowner would re-
ceive a monthly payment of $22.14 The value of the loan after 30
years would be $50,000, $7,920 in principal (360 payments at $22
each) and $42,080 in interest. When the loan matures, the home-
owners could repay it by using his equity in the house.

Reverse mortgages have the advantage of being nontaxable be-
cause they are loans. If the individual does not outlive the terms of
the loan so that it is repaid after death, the tax treatment of the
interest on the loan would be irrelevant to the deceased. However,
under the Tax Reform Act of 1986 the payment of interest on a
home mortgage is tax-deductible up to the amount of the original
purchase price plus the cost of improvements. Amounts above
these limits might be deductible too, i': they were used for certain
medical expenses. This might reduce or eliminate any Federal
income taxes on the borrower's income in his last year of life,
which could increase the after-tax value of the estate.
2. Reverse Annuity Mortgages

Private reverse annuity mortgages have not been used in the
market to date, but they are conceptually possible. Instead of re-
ceiving a monthly loan payment, the borrower would instead take
out a loan and purchase an annuity with it. For example, a bank
might lend $50,000 in principal to a person and stimultaneously

' 4 ibid p 4
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purchase an annuity from an insurance comps ny." The gross
straight-life annuity for a male at age 65 would be $609 per month.
At a 10 percent per interest rate on his expected remaining
life (140 months based on 1983 data), the interest would be $417 per
month, leaving a net annuity of $190 per month. When the borrow-
er dies, the lender would collect the $50,00C in principal from the
sale of the house.' 6

The advantage to the homeowner of the reverse annuit. art-
gage is that the lender and the insurance company share in the
mortality risk of the homeowner outliving his assets. The main dis-
advantage to the homeowner is that he takes the risk of dying
early and losing part of his expected annuity premium. A mixed
straight-life and term-certain annuity would mitigate this problem,
but it would lower monthly payments.

Another barrier against reverse annuity mortgages might be in-
stitutional. Banks, savings and loans, and other potential lenders
are not accustomed to dealing with mortality risk. As a result, a
reverse mortgage with a certain term is easier for them to provide.
Even though they could arrange the purchase of the annuity with
a life insurance company, they must deal still with mortality risk
in determining the expected remaining life of the borrower, which
determines the term of the loan, which in turn determines the
monthly interest charges to be deducted from the gross annuity.
With rising expected life spans in recent years, this is a "ormidable
barrier for these institutions.

O. Split Equities
Split equities are similar to reverse annuity mortgages except

that instead of acquiring a lien against the property in exchange
for a loan, the investor purchases an interest in the house. One dis-
advantage to the seller is that the income derived from an annuity
that he might buy from the proceeds of the partial sale of his home
would be taxable. Also, because the investor owns part of the home
and the occupant retains the right of lifetime occupancy, the con-
tract spelling out the rights and responsibilities can be complex.
For example, the investor takes on property risk in acquit lig an
interest in the house. If the occupant dissaves by allowing the
house to depreciate, the investor would lose. Investors woula want
written protections against this risk.

Split equities can be private or public. Private split equities could
be attractive to an investor if various homeowning expenses could
be converted into deductible business expenses. However, the Inter-
nal Revenue Service (IRS) has not yet ruled on the legitimacy of
such arrangements. Public split equities set up by a Governmen
agency might avoid some of the problems with private tranqactions,
such as "fine print fraud or abuse," but they might entail subsi-
dies, also. Once subsidies are involved, a form of non-price ration-

" Note that this trt.nsaction is not financially equwdlent to the transaction discussed above
in the reverse mortgage example In the reverse mortgage the loan principal was $7,970 in con-
trast to $50,000 for the reverse annuity mortgage

16 Ibid., p. 8.
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ing or "targeting" of benefits might be necessary to allocate limited
funds to low-income populations.' 7

4. Sale-Leaseback Agreements
Private sale-leaseback agreements are similar to private split eq-

uities, except that the entire house is sold to an investor who
agrees to rent back to the seller for his remaining life. The con-
tracts can be as complex as split equities, and any annuity income
derived from the sale would be taxable. IRS does not allow the cap-
ital gains exclusion of $125,000 if rent is not charged, which re-
stricts this type of transaction, particularly for agreements be-
tweeo. f'amily members. Also, IRS might not allow the exclusion if
the rent does not reflect current market conditions.' 8

5. Tax Deferral Plans
Tax deferral plans might be the least risky conversion strategy

for a homeowner. For example, the homeowner could defer local
property tz.s.xe5 and accumulate a lien against his property until he
dies. Then, the Government could collect the deferred property
taxes plus interest. The Government would face some property risk
in the process, but it could lessen this risk by limiting the tax de-
ferral plus interest to some percent of the current market value of
the property. However, when the limit is reached, the Government
would need to negotiate a new limit or to foreclose on the property.

An advantage to the tax deferral approach is that it could in-
volve a well-known public agency. This could lessen the homeown-
er's fear of "fine print fraud or abuse." Another advantage is that
it involves no loans or annuity payments, but rather it is a cut in
out-of-pocket expenses. A disadvantage is that it might not involve
very much money, particularly if the home is not worth very
much. This could make tax-deferral plans regressive because the
benefit could increase with the value of the property. Also, it could
involve Government agencies set up to help the elderly in property
foreclosures and evictions.

V. CONCLUSION

In general, the effect on national saving of tax incentives for in-
dividual saving is uncertain. The theory about the effects on indi-
vidual saving of tax incentives is ambiguous and the evidence is de-
batable. Moreover, the tax losses ensuing from tax incentives for
saving could increase Government dissaving, thereby offsetting po-
tential increases in individual saving. A more direct way for Con-
gress to increase saving is by reducing the Federal budget deficit.
The way this is done, however, can have important effects on work
incentives and other economic factors.

The Tax Reform Act of 1986 includes provisions aimed at dis-
couraging preretirement consumption of savings in retirement ar-

" Guttentag, Jack M . Home Equity Conveision A New Factor in Retirement Planning
Saving For Retirement Phillip Cagan, ed Report on A Mini-Conference on Savings Ileld for the
1981 White Home Conference on Aging Sponsored by the American Council of Life Insurance
and Columbia University Graduate School of Business p 110

" U S Library of Congres,- Congressional Research Service Converting Home Equity Into
Income For the Elderly Issues and Options Report Nn 84-42 E, by B Ellington Foote Washing-
ton. 1984 p. 17-18
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rangements, but their effect on retirement saving in general is un-
certain. For example, the various provisions applied to tax-qualified
pension plans that discourage early withdrawals might help. How-
ever, decreased personal income tax rates have lowered the value
of tax deferrals in individual retirement savings arrangements,
which could discourage some retirement saving. Increased effective
tax rates on capital gains could hurt retirement saving, too, but
they are somewhat offset by lower corporate income tax rates. The
repeal of deductions for certain consumer installment loans might
discourage dissaving, but homeowners will be able to borrow
against the equity in their homes to purchase consumer items
under certain conditions. This has led to rapid growth in the home
equity loan market, which could stimulate dissaving of home equi-
ties before retirement. This could reduce one relatively untapped
source of additional retirement income for the elderly.

Post-retirement dissaving could be encouraged through favorable
tax treatment of income from home equity conversions. For exam-
ple, Congress could exempt from taxes or defer taxes on the income
derived from a home equity conversion if it were spent on a social-
ly desirable product, such as insurance against long-term health
care costs. This could lead in the shortrun to not only lower person-
al saving, but also to higher Government dissaving at a time whin
Congress is concerned about the national saving rate. In the long
run, the generation that would have received an inheritance from
the home equity might save more to offset the loss of inheritance,
but this would come at the cost of foregone current consumption.
The effects of such tax incentives are, however, so uncertain that it
is hard to predict accurately what would happen in the long run.



CHAPTER 8. SOCIAL SECURITY*

L INTRODUCTION

Perhaps the most manifest imnact of the aging of America and
the retirement of the baby boom will be on the social security
system. Because social security is basically a pay-as-you-go income
transfer program, payment of benefits when the baby boom retires
will come from resources acquired by the U.S. Government from
the Nation's productive capacity at that time. Although workers es-
tablish claims to benefits by contributing to social security in their
working years, benefits to current beneficiaries are financed mostly
from taxes on current workers. Because there are projected to be
fewer workers for each beneficiary in the future, the aging of the
population and the baby-boom's retirement cause social security's
costs 1 to rise rapidly in the next century. If social security were
actually financed on a "pure" pay-as-you-go basis, this could cause
wide and relatively rapid swings in the payroll tax. However,
under current law the payroll tax will remain fixed after 1990,
which under assumptions used most often in social security fore-
casting allows the social security trust funds to accumulate sub-
stantial surpluses while the baby boom is in its working years.
These surpluses presumably will be drawn down to pay for the ben-
efits of the baby boom and subsequent generations. In the aggre-
gate, then, over the next 75 years the system's resources are ex-
pected to match roughly its outgo.

Observers can, and often do, question the economic and demo-
graphic assumptions on which this forecast is based, but if one ac-
cepts them as fairly reasonable, then perhaps at first glance the
implications of the aging of America and the retirement of the
baby boom do not appear as greatly significant issues. This is prob-
ably not the case. There is a critical difference between accepting
projections that shcw the system to be in actuarial balance and as-
sessing how and to what effect the Government will be able to
garner resources to keep its commitments, to the trust funds in
particular and the aged population in general.

The maturing of both the program and the population also raises
another issue regarding Oyu., I among the generationsdeclining
"rates of return," or whether future beneficiaries will get their
money's worth out of social security. If social security is perceived
as a poor investment by the workers who mus` pay into the system,
their support for it will probably decline This issue too is closely
related to demographic changes.

This chapter was prepared by Geoff Ko Ilmann, Congressional Research Service
As the program is financed b!,, a tax on employment, costs are expressed as a percentage of

the Nation's taxable payroll

(314)
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H. BACKGROUND

A. HISTORY OF THE PROGRAM

The event that initially bred the Social Security program in the
United States undoubtedly was the Great Depression. That eco-
nomic crisis overwhelmed traditional sources of aid for th' jobless,
aged, wido wed, orphaned, and disabled. The Social Security Act of
1935 wat one result of the effort to help deal with the crisis. Based
in large part on the recommendations of a specially created Com-
mittee on Economic Security, President Franklin D. Roosevelt pro-
posed a national program of "social insurance," financed by payroll
taxes, Tor the unemployed and the aged, coupled with assistance to
the States for welfare benefits. Enacted on August 14, 1935, the
Social Security Act established a Federal system of old-age benefits
for retired workers who had been employed in industry and com-
merce and a Federal-State system of Unemployment Insurance. In
addition it offered States grants for cash relief for the needy aged,
the blind, and dependent children.

Although social security was given birth by the Depression, its
structure was shaped, and continues to be shaped, by longstanding
traditions and changing economic and social conditions. Always
rich in natural resources, for much of its history the United States
was an expanding country with open frontiers and a predominant-
ly agricultural economy. The virtually unrestricted opportunities
afforded by such conditions helped establish a concept usually
charaterized as "rugged individualism", whereby individuals,
through thrift, initiative, and hard work, could be expected to pro-
vide their own resources to meet any threats to their own economic
security. As the country evolved from a primarily agricultural
economy to a more urban, industrial one, and workers and their
families became more dependent on weekly paychecks provided by
others, risks to family security increasingly grew beyond individual
control.

By the m'd-1920s, both the States and the Federal Government
had begun to explore the idea that income losses from several
risksinjury, disability, old age, and deathcould beu be met by
the method already adopted by many European countries, that of
"social insurance." In concept social insurance provides protection
against these risks by paying benefits derived from pooling contri-
butions paid by employees and/or their employers. The first appli-
cation of this concept was in the area of workers' compensation.
The Federal Government enacted a law covering employees of the
Federal Government engaged in hazardous jobs in 1908, and the
first State compensation law to be held constitutional was enacted
in 1911. All but four States had workers' compensation laws by
1929. These laws protected employees against the economic risks of
occupational injury and, to some extent, occupational diseases, by
requiring that employers compensate workers or their survivors
when the worker was injured or killed in connection with his or
her job. The beginnings of social insurance can also be traced back
to retirement programs for certain workers in the late 19th centu-
ry, mainly government employees such as teachers, policemen, and
firemen.
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In general, though, European countries pioneered the develop-
ment of what is usually accepted as "social security." In the United
States, the tradition of reliance on individual effort, the relatively
high E4andard of living enjoyed by workers, and a Federal-State
constitutional system that was interpreted by the courts to limit
national government action on the subject all were forces acting
against expansion of social insurance concepts.

The Great Depression ushered in great social changes. To many,
old methods of meeting economic risks of unemployment, old age,
disability, and death no longer seemed adequate. As the States and
private organizations lacked adequate resources to provide relief
against a nationwide economic disaster, the focus of action swung
to the Federal Government.

The Social Security Act of 1935 created two national social insur-
ance programs to deal with two fundamental risks associated with
economic depression: unemployment and dependence in old age
brought about by depletion of lifetime savings. The system of Old-
Age Insurance created by title H of the Act provided benefits to in-
dividuals who were age 65 or older and who had "earned" retire-
ment benefits through work in jobs covered by the system. Benefits
were to be financed by a payroll tax paid by employees and their
employers on wages up to $3,000 per year (the wage base). Monthly
benefits would be based on cumulative wages in covered jobs. The
amount of the benefit was related to the amount of total wages cov-
ered by the program, but the formula was weighted to give a great-
er return, on payroll taxes paid, to low-wage earners. No benefits
were to be paid for months in which beneficiaries earned an:,
wages from covered employment (an "earnings test").

Before the old-age insurance program eras actually in full oper-
ation, important changes were adopted, based largely on the recom-
mendations of the first Advisory Council on Social Security. The
1939 amendments shifted the emphasis of the Old-Age Insurance
program from protection of the individual worker to protection of
the family, by extending monthly benefits to the worker's depend-
ents and survivors. There was also more emphasis placed on the
goal of providing socially "adequate" benefit payments, and some-
what less emphasis placed on the principle of individual equity
(amount of benefits linked to the amount of taxes paid). The basis
for computing benefits was changed from cumulative lifetime earn-
ings after 1936 to average monthly earnings in covered work,
making it possible to pay more "adequate" (i.e., higher) benefits to
many workers approaching retirement age at that time and to
their dependents. This shift was based on the concept that, as a
social insurance system, social security should replace wages lost
that formerly provided support for the beneficiaries, rather than
merely strictly reflecting the degree to which a person had worked
in covered employment. In addition to these changes in program
benefits, the 1939 amendments altered program financing, bringing
it close to "pay-as-you-go," with the Old-Age and Survivors Insur-
ance (OASI) Trust Fund serving as a contingency reserve fund (not
as an actuarial reserve for future liabilities).

For most of Olt history of social security in the decades that fol-
lowed, changes to the program were ones of expansion. Coverage of
workers became nearly universal; the only large groups remaining
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outside the system being employees of State and local governments
who have not chosen to join the system and Federal workers who
were hired before 1984. Congress established a disability insurance
(DI) program in 1956, and although it often is not considered
"social security," the Medicare program in 1965. Both these pro-
grams were financed in whole or in part by additions to the payroll
tax rate, which increased periodically, from 1.0 percent of pay on
employers and employees, each, to its present level of 7.15 percent.
(It is scheduled under current law to level off at 7.65 percent in
1990 and thereafter.) Types of beneficiaries eligible for benefits ex-
panded over the years, and benefit levels were also increased peri-
odically, culminating in a 20 percent increase in 1972.

The 1972 increase was the last of a series of benefit hikes in the
late 1960s and early 1970s that substantially increased the real
purchasing power of benefits. Coupled with the 1972 legislation was
a provision that mandated that, beginning in 1975, benefits rise by
the same percentage as the cost-of-living.

Ironically, shortly after the provision went into effect, the Nation
entered a prolonged period of inflation and economic stagnation. In
1973 the Social Security Board of Trustees began to project finan-
cial problems for the system in both the near and long term. The
financing problem grew worse throughout the mid-1970s.

The near-term problem was caused primarily by adverse econom-
ic conditions. Much higher-than-expected inflation caused benefit
levels and aggregate expenditures to rise rapidly, while lowe.-
7rowth in real wages and higher unemployment caused revenues to
grow at an inadequate rate.

For the long-term, (over the next 75 years; it was estimated that
costs would outstrip revenues by 75 percent. The large long-term
deficit reflected changes in the underlying assumptions about
future economic conditions and demographic trends. Under the
changed economic assumptions (the primary cause of the projected
deficit), future benefit levels would be much higher than intended.
In fact, it was projected that if the benefit computation rules were
not changed, benefits for many individuals retiring it the future
would exceed their earnings before retirement.

Less favorable demographic trend:. also contributed to the deficit.
In particular, the long-term fertility rate assumption was lowered,
reflecting a decline in the birth rates starting in the mid-1960s. In
a basically pay-as-you-go system suc.. as social security, declining
fertility rates are especially important because they mean that
fewer workers will be available to support beneficiaries in the
future.

The 0A._,I and DI trust funds would have been exhausted in the
early 1980s if legislation had not been enacted in 1977 raising taxes
and curtailing future benefit growth. The legislation also changed
the benefit formula and substantially reduced the long-run deficit.

Even though significant increases in social security taxes were
enacted in 1977, the major increases were not scheduled to take
effect until 1981 and later. In the meantime, the performance of
the economy was much worse than expected. This, caused continu-
ing decline in the OASI reserves.

As the forecasts of the condition of the OASI trust funds wors-
ened in the early 1980s, stopgap measures were enacted to buy
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time for the Congress to assess the 'gnificance o' the problem. To
resolve both the short- and long-term financing problems of the
social security system, and to remove it from the political arena,
Congress and the President formed a bipartisan panel, the Nation-
al Commission on Social Security Reform. Acting on its recommen-
dations, Congress passed legislation in 1983 that restored solvency
to the OASDI program in the short run and achieved balance over
the next 75 years under the mo.:t often-used actuarial assumptions.

Although the system now is projected to be in long-run balance,
and is running surpluses in the short run, social security no longer
enjoys the public's confidence to the ex,at it once did. In part this
may be due to the maturing of the program; for n-ia..y years social
security taxes were low in relation to the benefits they earned, but
now the payroll tax is the heaviest tax burden of many workers.
There can be little doubt, however that repeated adverse financial
reports during the decade preceding the 1983 amendments created
a significant degree of public pessimism about the longevity of the
social se arity system. Public 'nion polls consistently showed
that substantial "doubts" existea -s to whether the social security
system would survive, or if it did, whether it would drovide much
of a retirement benefit. S1 mticism was host notable among work-
ers under age 45.

B. PROGRAM PHILOSOPHY

Over the years, it has often been said (to the point of being a
cliche) that social security, as the basic retirement income mainte-
nance program in the United States, provides a "floor of protec-
tion," a base upon which other forms of retirer._;:nt income can be
built. Indeed, today social security covers virtually all categories of
workers, and 95 percent of those attaining age 65 are eligible for its
benefits.

Social security has been deliberately designed with social ft-,
tures that redistribute income. For example, benefits to dependents
are provided at no extra cost to the worker. In partici -, while
social security benefits are loosely related to the level of a worker's
covered earnings, the benefit formula is designed to replace a
higher proportion of average earnings for low-income workers than
for high-income workers.

These redistributive npects .ire usually referred to as a balanc-
ing of the social goals of individual equity and social adequacy.
This design provides higher benefi+s to low-wage earners than they
would have if benefits were strictly proportional to earnings. The
theory is that lower paid workers are less likely to supplement
their social secs rity benefits substantially, while higher paid work-
ers are more to save for retirement and are more likely to
have worked in employment tl-,at provides them with private pen-
sion income.

Other principles generally adhered to in the development of the
Social Security program include the notion that benefits are an
"earned right." Basically, this me zs that no "means test" is ap
plied to entitlement to benefitsthey are paid regardless of other
income (except earnings from work above a certain exempt amount
anti, in some circumstances, cash benefits from other Government
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programs).2 Traditionally, it has been axiomatic that means-testing
benefits would discourage the formation of pensions and individual
retirement assets, other forms of income protection that are meant
to supplement social security. (It should be noted, however, that
many people view the taxation of social security benefits initiated
in 1984 as an indirect means test, because whether benefits become
subject to the income tax depends so heavily upon rewipt of other
forms of income.) The linkage of work, payment of specially ear-
marked payroll taxes, entitlement to benefits based on covered em-
ployment, the connection of benefit levels to earnings (and hence
loosely to taxes paid), and the absence of a means test have but-
tressed this concept of an earned right, rather than a "welfare"
program, and thus fostered public acceptance.

Closely rehted principles are that coverage is compulsory and, as
it has expanded over the years, nearly universal. Because in almost
all cases social security is an automatic accompaniment of employ-
ment, workers maintain benefit rights as they in,. ie from job to
job. Advocates have maintain ,:d that if the program were not com-
pulsory, its financial soundness would be undermined because
there would be a strong tendancy for participation to be concen-
trated among those who could expect to bcr efit most by choosing to
be covered. Universal coverage has offer been promoted as provid-
ing every worker's family a bedrock level of economic security,
and, as in insurance, minimizing costs to each participant because
the risks insured against are spread among the widest possible
group.

C. FINANCING

The social security cash benefit programs (OASDI) and the medi-
care Hospital Insurance (HI) programs are financed primarily by
the social security payroll tax. The tax is a flat -rate tax that cur-
rently (1987) applies to the first $43,800 of a worker's earnings. The
current C ASDHI rate is 7.15 percent for employees and employers
equally, and the effective tax rate is 12,3 percent for the self-em-
ployed.

TABLE 8.1. -THE SOCIAL SECURITY TAX

[In percent)

Employee/employer each Self employed

OASI DI HI Total OASI DI HI Credit Total

1987 5.2 0.5 1.45 7.15 10.4 1.4 2.9 (2.0) 12.3
1988-89..... ..... 5.53 .53 1.45 7.51 11.06 106 2.9 (2.0) 13.02
1990-99 5.6 .6 1.45 7 65 11.2 1.2 2.9 (1) 15.3
2000 and later 5.49 .71 1.45 7.65 10 98 142 2.9 (1) 15.3

2 The self - employment credit expires at the end of 1989. but beginning 1990 self- employment taxes will be computed on
a lower basis and half of the tax will be deductible for income tax purposes

2 In terms of program philosophy, neither the earnings limit nor the offset of income from
other Government programs is justified on the base of testing means. Rather, the earnings limit
is described as a test of whether a person is actually "retired," r nd the offsets of receipts from
other Government programs are justified ,n terms of providing equity and of avoiding windfalls
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The CASDI program also are credited with income taxes levied
on social security benefits, interest income on the securities they
hold in their respective trust funds, and various other small inter-
nal "payments" from the Government.

Credits for income to social security are provided in the form of
Federal securities (not through the transfer of cash). The trust
funds hold very little cash; rather, cash income from social security
taxes is deposited into the Government's general treasury and a
corresponding amount of special Treasury securities are issued tc
the OASI, DI, and HI trust funds. Credit for interest income and
the various other internal "payments" from the Government simi-
larly is provided by recording securities on the books of the trust
funds. When disbursements are made to pay social security bene-
fits and other expenses, checks are drawn on the general treasury
and the securities held by the trust funds are reduced by an equal
amount.

1. The Near-Term Outlook
Since enactment of the Social Security Amendments of 1983, pro-

jections of the system's financial condition made by the social secu-
rity trustees and the Congressional Budget Office (CBO) have
shown steady improvement. The reports from the social security
trustees contain four separate sets of financial projections labeled
"optimistic, intermediate II-A, intermediate II-B, and pessimis-
tic." 3 The report shows that under all four forecasts the OASDI
trust funds' income will exceed otitlays this year and during the

5 years. Under the intermediate II-B forecastthe one used
r. ost oftenthe balance in the OSADI trust funds will increase
from $47 billion at the end of 1986 to $261 billion at the end of
1991.

2. The Long-Range Outlook
Under the 1987 intermediate II-B forecast, the tax income cred-

ited to the system is projected to cover 95.4 percent of the system's
costs during the next 75 years. As a result, the trustees deem the
system to be in "close actuarial balance." 4

While projected income and outgo are roughly balanced in the
aggregate, the year-to-year projections show a long period in which
income exceeds cutgo followed by an indefinite period in which
outgo exceeds income. The shift from surpluses to shortfalls results
from projected swings in the system's relative costs. When shown
in terms of the rate of tax that would need to be imposed each year
on the Nation's payrolls to cover program expenditures, the pro-
jected costs fall by 9 percent between now and 2005, and then rise
by 61 percent between 2005 and 2035. Put another way, if the
social security (OASDI) system were financed on a pure '.finual
pay-as-you-go basis and exclusively from the payioll tax, chat tax
would fall from 11.4 percent of the Nation's payrolls today to just
under 10 percent in 2005 and ''ten rise again to over 16 percent by

Social Security Administration Office of the Actuary The 1987 Annual Repo t of the Board
` Trustees of the 013 Age and Sur vors Insurance and Disability Insurance Trust Funds Mar

1987 (Hereafter cited as 1987 OASDI Trustees' Report)
1987 OASDI Trustee's Report, p. 1 Traditionally, the bounds of "close actual balance" have

,n defined as incolite killing within 5 percent of outgo, one way or the other
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2035 (it subsequently would drop slightly and level out at approxi-
mately 15.9 percent). In terms of the relative effect on the economy
of these swings, social security's costs are projected to drop from
4.73 percent of GNP today to 4.25 percent in 2005, peak at 6.51 per-
cent in 2035, and decline slowly to 6.12 percent in 2060.

However, under current policy social security tax recvipts do not
rise and fall in tandem with the system's costs. The social security
payroll tax (excluding medicare) is scheduled to rise in two steps to
a rate of 12.4 percent (employee and employer combined) by 1990,
and remain level thereafter. The 12.4 percent rate is considerably
more than is needed to finance projected costs through 2016, and
when coupled with incv le credited to the trust funds for interest
and income taxes levied on social security benefits, the system's
total income is projected to exceed its outgo until 2032. The size of
the trust fund would then peak at $12.5 trillion. However, in real
(uninflated) terms the peak would have occurred 10 years earlier,
when the trust fund would be worth $2.6 trillion in 1987 dollars.
This would be an amount equal to 120 percent of the current (end
of FY86) national debt and 29 percent of the GNP projected for
2022.

After 2032, income is projected to be less than outgo, but the
system is presumed to draw .)n its large reserve of Federal securi-
ties (IOUs from the Governrnent)resulting from the excess
income that arose during the preceding 45 yearsto offset the
income shortfall. The serve would offset the shortfall until 2051, at
which point the system would be technically insolvent.

3 d G
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Figure 8.2.
Long Range OASOI
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TABLE 8 2 LONG-RANGE OASDI TRUST FUND INCOME AND OUTGO IN CONSTA T 1987

DOLLARS

IDo;;ars in billions]

Income Outgo Difference
ncome as

percent of outgo

1987 $230 $210 $20 110
1995 321 251 69 127
2000 371 266 105 139
2010. 499 325 174 153
2020. 607 478 128 127
2030 664 641 20 103
2040 697 750 ---53 93
2050 724 862 138 84

Source Derived from Social Security Administration 3ffice of the Ltuary ALruariai Nc No 130 intermediate II B
forecast April :987

TABLE 8 3.LONG-RANGE OASDI TRUST FUND SECURITIES

I In bilhorc Of d411an I

Earl of-year balances

Nominal value
Constant 1987

1987. $67 $67
1995 591 425
2000 1,289 763
2010 4,489 1,794
2020 .... 9,392 2,536
2022. .. '0,283 ' 2,567
2030 . t2,411 2,264
2032 ' 12,488 2,106
204,., . 10,678 1,316
2050 778 65

I Represents peak of projected securities

Source Derived from unpublished tables furnished by the Social Security Administration Office of the Aduary refleang the
intermediate IIB forecast of the 1987 OASDI Trustee, Report

This long-range forecast reflects the projected effect of the post-
World War II baby-boom generation's retirement and an aging pop-
ulation. During the next few decades, the baby boomers will be in
their prime productive years, and the baby-trough generation of
the 1930s will be in its retirement years. These two demographic
trends are projected to have a stabilizing influence on the ratio of
covered workers to social security recipients. This rafio declined
steadily from the program's inception through the late 1970s. It
has since leveled out at a little more than three workers for each
recipient and is projected to remain fairly constant for the next 20
years. When the baby-boom generation retires, however, the

3 d 9



325

number of workers per social security recipient is projected to fall
from 3.1 in 2005 to 2.7 in 2015 and to 2.1 in 2025. 5

TABLE 8.4.LONG-RANGE RATIO OF WORKERS PER SOCIAL SECURITY RECIPIENT

Ratio

1987. 3 3 to 1

1990 3 3 to 1

2000... ... 3 2 to 1

2010. 2 9 to 1

2020.. 2 3 to 1

2030... . .
1 9 to 1

2040.... .
1 9 to 1

2050 1.9 to 1

Source 1987 OASDI Trustees Report, intermediate II-B forecast p 72

TABLE 8.5.LONG-RANGE OASDI COMPARISUN OF INCOME AND TAXES TO OUTGO, SHOWN

IN 25-YEAR AVERAGES

!rust fund
income 1 as

percent of outgo

Taxes, as percent
of outgo

1987-2011.
2012-36
2037-61.

.......

142 120

111 91

85 83

I Includes all income credited to the trust funds
Includes from all forms of taxes credited to trust funds

Source Derived from unpublished tables furnished by the Social Security Administration Office of the Actuary reflecting the

intermediate II-B forecast of the 1987 OASDI Trustees report

5 Under the rote, mediate II-B as,,umptions. the nt tnber (if %%orkers per recipient f..11, to a lost

point of 19 around .:039 and remains ..t that level throughout the remainder of the 7"-;,ear pr,
Jection period

35 0
76-424 0 87 12
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Fig..,oe 8.3. Projected Trust Fund Securities
1987-2050

In Constant 1987 Dollars

Von

$2500

$2000

Billions

$1500

$1000

$500

0

Peak of
Trust Fund Securities

$2567/

$1794

$763

$2264

$1316

$65
§k k Amm

1987 2000 2010 2022 2030 2040 2050

Year

3 5 :



600%

500%

400%

Percent
of Annual 300%

Outgo

200%

100%

0%

327

Figure 8.4.
OASDI Trust Fund Securities
As Percent of Annual Outgo
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III. POLICY IMPI ICATIONS

Of key significance regarding the way social security is struc-
tured to pay for the retirenient of the baby boom is its relationship
to Government finance. L, -cause they are invested in Government
securities, the social security trust funds hold part of the national
debt. Althoug% attention on the national debt usually focuses on
debt held externally to the Government, the debt actually has two
components: one consisting of obligations owed to private parties
and other non-Federal entitieswhat might be referred to as exter-
nal debt or debt held by the publicand another consisting of obli-
gations owed to varicus Federal agencies and trust funds, such as
social security's.

When social security takes in more income than it needs to meet
its immediate expenses, the new Federal securities purchased with
the excess income are credited to the social security trust funds
and become part of the federally held portion of the debt. Thus, to
the extent the trust funds rise, the national debt also rises. In ex-
change for the promise to redeem the securities held by the trust
funds at a future time, the Treasury has the use of the revenues
raised by the excess payroll taxes. Conversely, when social security
spends more than it takes in, the Treasury cashes in some of the
securities held by the trust funds. In effect, it repays the loans it
received so that social security can meet its immediate expenses. If
the Government does not reduce spending on other programs to
offset the value of the cashed-in securities, then it must raise reve-
nue through other forms of taxes or sell new Government securi-
ties in the financial markets, in order to raise the funds to cash in
the securities redeemed by the trust fund. The cashed-in securities
are then no longer a part of the national debt.

This arrangement illustrates taat although in a formal sense
social security income cannot be used for other governmental func-
tions, in certain circumstances it can have that effect. This occurs
when payroll tax receipts exceed program expenditures and the
Government uses these funds to increase spending or reduce taxes
(from what they otherwise would be), or to reduce borrowing from
the public that otherwise would take place. in the latter circum-
stance debt held by the Government would replace debt that other-
wise would he held by the public (other things being equal, the
total national debt would not change).

The actual use of surplus OASDI funds basically depends on fed-
eral budgetary policy. If the budget, which after FY 1985 no longer
includes OASDI, were in deficit, the surplus OASDI tax receipts es-
sentially would be used to help finance the deficit (replacing addi-
tional borrowing from the public that otherwise would take place).
If the excess OASDI tax receipts were greater than the budget defi-
cit, or the budget were balanced or in surplus, the Treasury could
use these funds to reduce (or "retire") the amount of the national
debt held by the public.

If borrowing from the public were reduced, more of the public's
savings would be available for alternative investments. Presumably
private investors instead of purchasing or holding public debt
would make investments in private enterprises, in this country or
abroad, over and above what they would have otherwise. This
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would allow a higher long-term growth in private capital stock,
and, assuming the investments are productive, greater future levels
of output, income and consumption. Thus, if the trust fund build-up
did result in a reduction of borrowing from the public, national
savings& would increase, which in theory would lead to increased
productive capacity. Indeed, it has been said that "the likely net
result of this trust fund buildup will be an increase in national sav-
ings and capital formation . . . . As a result of the surpluses then,
future generations will have a relatively higher standard of living
from which to contribute taxes to redeem the debt when the time
comes to pay future benefits."7

It is not clear, however, that the trust fund buildup will neces-
sarily lead to increased aggregate savings and capital formation.
First, it is impossible to say to what use the excess social security
taxes will be put in the coining decadesi.e., whether they will
cause less borrowing from other sources, higher spending, or lower
taxes than would otherwise occuror some combination of these
effects. If the excess social security taxes were spent on other Gov-
ernment programs or used as a substitute for other forms of taxes,
Federal borrowing from the public would not be lowered, and there
would be therefore no favorable effect on national savings.8 Several
considerations make this plausible. First, even under the conditions
specified by the II-B assumptions, the projected surpluses may
never materialize. For example, a potential drain on these project-
ed surpluses may be the Hospital Insurance (HI) part of medicare,
which, while highly volatile, is projected under the same II-B as-
sumptions to run a deficit of .44 percent of payroll over the next 25
years and 2.59 percent of payroll from 2012 to 2036. As HI is
funded from the payroll tax, and Congress has shifted resources
among toe OASI, DI, and HI trust funds in the past, it is possible
that OASDI surplus funds may be used to shore up HI.8

Also, to posit that the social security surplus will result in in-
creased national savings presumes that they will be "set aside" in
budget considerations. This outcome may be unlikely if, as they
have been for the past 20 years, fiscal decisions continue to be
based on a unified budget basis, i.e., including social security. In
this regard, it is highly significant that the Gramm-Rudman-Hol-
lings (GRH) deficit reduction measure, while taking social security
"off-budget" beginning in FY 1986, nevertheless includes social se-
curity's income and outgo to meet the GRH deficit targets. As rec-

6 In economic terms, the reduction in Federal borrowing would represent net savings by the
Government

7 Munnell, Alicia II , and Lynn E Blais Do We Want Large Social Security Surpluses' NeVr
England Economic Review, September/October 1984. p 14-15

8 If the excess social security taxes led to increased spending on Government programs, the
nature of the programs may have different effects on the level of national wealth For example,
greater spending on public Investments such as education or infrastructure could pay off later
in Increased productivity and wealth, whereas spending on programs that serve merely to raise
current living standards probably would not.

9 On the other hand, the use of excess social security taxes to help cover costs in the HI pro -
gram should not necessarily be considered inevitable Recently, the long-range picture for th,.
HI trust fund has been improving. Four years ago, It was pi ojected to become Insolvent by the
end of this decade Now, for a variety of reasons, including cost containment measures enacted
by Congress, that Insolvency is not projected to occ r until after the turn of the century Con-
tinuing concern about the sin of the health sector of tl-Q economy, and the growing share of the
gross national product that it represents, may lead to further measures to restrain Federal
health expenditures
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ognition grows that the true economic impact of Government defi-
cits is measured more by their effect on borrowing from the public
rather than by the balance sheet of the general fund, and that such
borrowing is directly affected by social security's surpluses or defi-c"-s, fiscal policymaking may in fact continue to be made on a uni-
fied budget basis.

Furthermore, even if more economic growth occurred because
these excess receipts led to increased savings and capital formation,
when the baby-boom retires the Government would still have to
Wain resources from the economy in order to redeem the securi-
ties held by the trust fund. Redemption of the Government bonds
would require higher taxes, less spending on other programs, or
greater borrowing from the publicjust as would be required if
social security were tacitly financed on a pure pay-as-you-go ar-
rangement. The question is, how should this "burden" on succeed-ing gei.erations be characterized?

It may be helpful to distinguish two elements of the various con-cepts of "burden" that often seem to arise in discussions of the
impact of the baby boom. One is the sense of dependency, and in
the context of the baby-boom's retirement, it is clear that regard-
less of the means used to finance their social security benefits, re-tirees basically will be dependent on the output of workers. An-
other synonym for burden, though, is "imposition," a sense of oner-
ous, even oppressive obligation, that impedes or hinders. In this
regard, the quest;.on of whether the baby boom is a "burden" onsucceeding generations concerns issues of equity and fairness. This
distinction between burden as dependency and burden as onerous-
ness can be crucial in discussing the nature of the claims the babyboom will have on the future economy.

For example, from the fairness point of view, it is posited that, if
the baby boom added to the productive capacity of the economy
through investment generated by their savings, they would not
impose a "burden" on society when they retire because the in-
crease in output a.. ibutable to that savings would pay for their re-
tirment income. In other words, the workers supporting the baby-
boom's retirement should not complain because they would be in
the same position they would have been in if the baby boom both
had not contributed to national savings during their wo2king years
and did not draw retirement benefits.1° Similarly, to the extent
that national savings resulted from an increase in U.S.-owned for-
eign assets over these 30 years, the cashing-in of such assets (by
using them to pay for imports) during the baby boom's retirement
might allow succeeding generations to feel less of a "burden" be-
cause part of the burden would have been felt earlierwhen theUnited States sent its exports abroad to acquire the foreign assets.
(See chapter 4.)

From the dependency point of view, however, the wrench pro-
duced by a large segment of the population changing from produc-
ers to consumers would in fact be viewed as a "burden." Reaching
a consensus on how to garner the necessary resources to make the

10 Aaron, Henry, J When is a Burden Not a Burden? The Elderly in America. The Brookings
Review, Su. ,mer 1986 P 19-20 Mr Aaron acknowledges that this perspective depends on theexistence of effective instruments to control the national savings rate
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promised benefit payments would remain a political problem.
Those who must do the producingthose who follow the baby
boomersmay be unimpressed to be told that they can more easily
do so because national savings have risen fnr 30 years, and there-
fore that they can bear the "burden" more easily because they are
better off that. they would have been. While the concept of the
baby boom saving for their retirement may describe economic reali-
ty, future workers may feel frustrated if they fail to achieve their
income expectations because of the high levels of economic re-
sources needed rt. meet the consumption needs of the generation
that preceded them. However unwarranted, the workers of that
period could perceive the change in their disposable income as a re-
duction in their standard of living."

The degree of this perception may depend in some measure on
how they view relative versus absolute changes in their standard of
living. While their economic position may have been enhanced over
the years in regard to what they can purchase compared to what
previous generations could purchase, they may be more concerned
that their standard of living is lower than they believe it otherwise
would have been were it not for the demand imposed on their
labors because of the retirement of the baby boom.

Also, the fact would remain that regardless of whether social se-
curity acquires a "surplus" of Government IOUs, benefits in the
future will have to be furnished predominantly by the Nation's
production of goods and services at that time." The Government
will be extracting relatively greater resources from the economy ln
order to sustain the consumption needs of a disproportionately
large non-producing segment of society. What the Nation will con-
sume 30 years from nov cannot, for the most part, be stockpiled.
Economic growth and technological advances in the meantime may
enhance the Nation's productive capacity, but that growth may not
change the significant, and potentially wrenching, effect of a large
part of the population changing from producers to retired consum-
ers. Medical care, transportation, food and other perishable goods
and many other services that the then-retired seg ?nts of society
previously helped provide really cannot be "stored" in advance."
On the other hand, investments such as skills inculcated to an en-
gineering student in the year 2000 lo represent stored ser'ices
available in 2030, and so would U.S. holdin7s of foreign assets.

In regard to social security, economic growth should not be
viewed as the sole solution to any potential problems arising from
the baby-boom's retirement. Because social security is basically an
indexed system, economic growth to a certain extent leads to
higher absolute (not relative) costs. This occurs because benefits are
tied to average wage levels. If economic growth is reflected in
higher wage levelE this will eventually lead to higher benefit
levels, and thus higher costs (measured in absolute terms). In other
words, the system has a self-adjusting element to it. Put another
way, if society grows wealthier and this increase in wealth leads to

" Koitz, David S (Forthcoming paper on the social security surplus ]
14 (Supplement d by the drawdown of capital and inventories, and perhaps by net imports, as

when Federal debt is purchased by foreigners i
2, Koitz

.356
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higl-er social security benefits, would not the "burden" remain ap-
proximately the same, even if the Nation's economic base were ex-
panded? This paint of view has some validity and does have a bear-
ing on the argument about whether the Nation can "outgrow" any
potential proti.;ms in the baby-boom's retirement. However, as il-
lustrated later, higher wage-growth does lower the system's rela-
tive costs as measured against the Nation s taxable payroll. (The
primary reason this occurs is because of the lag between the in-
creas' in taxes paid on on higher earnings and the lyment of
benefits based on these earnings.)

The key consideration is that social security cannot be regarded
as a fixed cost whose importance can be proportionately lessened
by simply expanding economic growth. To a certain extent, social
security will grow as the economy grows, and thus economic
growth -t,,ne will probably not substantially change the effect of
the retirement of the baby boom on social security.

Social security's effect on Government finance begets other
issues. Because social security's projected surpluses can lower Fed-
eral Government borrowing from the public, in eve present budget-
ary environment they can lower prey re to cut other programs or
to increase other Government revenu..s.

'al the 1990s, as the surpluses really begin to mount, they may
have the effect of hiding the true cost )f other Government pro-
grams, or they may permit expansion of Government programs or
cr-tailment of efforts to contract them. It is troubling to some ana-lysts that the functioning of Government could come to rely so
flea 'Iv on the payroll tax, wi ich they feel is regressive. Indirectly,
love er-paid people, who it is alleged have borne the brunt of cuts in
Fe feral social spending, would be paying heavily to finance Gov-
ernment, and their doing so would help keep more progressive
levies from being increased. From another perspective, however,
the mounting surpluses of the social security fund,: pose a different
problem. If the accumulation of surpluses drains purchasing power
from the economy, a case can be made that unless a deficit is run
on other Federal accounts, the Federal sector may exert too much
drag on demand and help cause recessions or worse. This point of
view was expressed by a Washington Post editorial of September 5,
1986: "As social security is currently set up, it is necessary to run
large deficits in tae general fund for the rest -..r the century, or

'cial security will choke off growth."
In any event, if the surpluses were used to reduce other taxes,

increase spending on other programs, or reduce borrowint;', this
might lead to long-term ex:',ctations of Governme it services that
would probably he deflated when the baby boom retires. For ey,am-
ple, people might come to expect more from the Government for agiven amount of other (non-social security) taxes. Later, wncr
t.xcess social security taxes were no longer available, that level of
Government service could be miaMtained on'y by raising those
other taxes. In other words, the "advance" fundilig of social securi-
ty might foster new forms of demands upon the Government. "',is
scenario could lead to additional taxes being levied on future w ark-
ers: to pay for higher social security outlays, and to pay for Govern-
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ment activities that formerly were financed from excess social secu-
rity taxes.14

Even if excess social security taxes did lead to natio-al wealth
that would not otherwise exist, these questions persist With all
these ramifications, one may azk why such surpluses should be ac-
cumulated. Why not create E. future schedule that would match the
system's immediate costs? Are not the practical consequences, for
the Government as a whole, the same? In effect, it could be averred
that the program will be financed on a de facto pay as-you-go basis
anyway, so why not make it explicit?"

Explicit pay-as-you-go financing would not alter (but would make
more evident) the growing dependence on future we kers to meet
the benefit commitments to the baby-boom and later generations,
7.,.d hence would not directly address the long-range political and
economic questions that arise therefrom. However, pay-as-you-go fi-
nancing would address several concerns regarding the potential
social security surplus. Some analysts are uncomfortable with the
possibility of social security potentially holding virtually all the na-
tional debt. They warn that this could disrupt traditional methods
of Government finance; for example, if the Federal Reserve could
not sell Government securities to banks and private parties (open
market operations), the ability t. use monetary rolicy for economic
stabilization and growth would be limited." Pay-as-you-go financ-
ing would also alleviate the cuncern that the surpluses might be
used, not to increase capital formation and economic growth, but
instead to offset deficits elsewhere in the budget, which would
cause general Government expenditures for the next 90 years or so
to be financed by the r-latively regressive payroll tax rather than
the more progressive i. ..ome tax."

Even if the surplus should lead to increased no.cional savings,
capital formation, and economic growth, there is debate about
whether the payroll tax is the appropriate means to promote such
growth. The issues involved are mostly ones of equity. Henry
Aaron, an economist at the Brookings Institution, has expressed
these concerns:

If our objective is to inciease the rate oC capital accumulation, we should ask
which instruments are best for achieving that end Prominent on the list would be
direct assaults on the federal deficits, incentives to bus' 'ess investment, and the
withdrawal of incentives that promise inefficient investments

If one turns to other instruments such as a reduction in the government
deficit to increase national saving, it might be argued that creating a large surplus
in the social security t -it funds is a good way to achieve one's goal

The question that t suggestion raises is whether reductions in social security
benefits or increases in the payroll tax are the ways to achieve a reduction in the

14 Ibid
I' The accumulation of the large reserve is n, 'ally a deliberate goal Congress over the

years has generally adhered to the recommendati . .f several Social Security Advisory Councils
that the trust funds build up a reserve sufficient only to allow the system to weather economic
downturns In 1972. when Congress enacted larg, benefit increases and introduced automatic
inc:exing for wages and benefits, it scheduled a tax hike in 2011 to cover the increased costs of
the baby boom's retirement and keep the system in actuarial balance As long range projections
worsened, Congress accelerated the 2011 increase. first to PM and then to 1988 These c'
were chosen 'is a means of reassuring the Nation that the system war .olvent in the long run,
the accumu'ation of surpluses was of secondary concern

" Munnell, Soci .1 Security Surpluses, p 17 It is not clear, however, why Federal open-
market operations could rot be conducted with any financial security and have the same effect
on the money supply

" Ibid , p 16
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government deficit that are most conducive to economic efficiency and fairness
Why shc'd benefit reductions or payroll tax increases, rather than increases in
other taxes or reductions in other government spending, be used as de instrt -*tentto raise total savings?

If we wish to increase capital formation, the proper objective is the total
saving rate, and that raising social security payroll taxes or cutting soma. security
benefits is a poor device for achieving that objective unless we favor them on other
grounds. We should make social security policy on the basis of considerations other
than its supposed effects on saving.18

There is another perspective on equity, however, and it has to do
with perceptions of fairness within the i4ation's retirement system.
In the social security system true pay-as-you-go financing would
likely raise broad questions of generational equity. Sometimes the
question is put in terms of the baby boom's laying its way by stor-
ing up funds for later use. As discussed above, this is not really
meaningful because of the way social security affects Government
financing. However, if one accepts that the social security surplus
would be used for capital formation and an increase in the Nation's
productive capacity, then "the projected trust fund accumulation
may be viewed as an attempt to avoid an excessive taY burden on
future generations after the first quarter of the next century." 19

If one views the incidence of the social security tax as regressive,
the roller-coaster effect on tax rates of pay-as-you-go financing
raises large distribution questions. The Federal Government must
extract resources from the economy at the time of the baby boom's
retirement irrespective of whether there is a large trust fund, but
the form of that extraction could be different if the method used
were to increase the payroll ta.- rapidly. I- terms of distributional
equity, the question is whether it is better to spread a "regressive"
tax evenly acrc3s the generations, or to allow the baby boom to pay
taxes equivalent to 9.94 percent of taxable payroll while succeeding
gene -ations would pay at rates as high as 16.06 percent (under the
11-B assumptions.) Although the current arrangement may be
viewed as not substantially different from true pay-as-you-go,
under it the benefit costs arising in the next century, ostensibly fi-
nanced out of social security reserves, would he met by less regres-
sive means.

A. RATES OF RETURN: THE RELATIONSHIP OF TAXES AND BENEWITS FOR
FUTURE BENEFICIARIES

Another matter of equity between the generations concerns the
rate of return, or "money's worth" that workers receive from social
security for their payroll taxes. Today's retirees on average receive
more, often far more, than the value of i.he social security taxes
they have paid. This is true whether or n-It contentious factors
such as interest or the employer's share are included in assessing
the value of accumulated taxes.

It has been stated that those retiring recently receive benefits
that are about three times as large as the sum of their employee
and employer taxes, assuming the taxes were invested and earned

18 Aaron, Henry J Economic Effects of &mil Securit: Washington, The Brookings Institution, 1982 p. 51-52
19 U.S General Accounting Office Social Se,urity Past Projections and Future FinancingConcerns March 1986 p 65.
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a real (i.e., above inflation) interest rate of three percent. Projec-
tions show that future recipients will get a much worse "deal"
from the program.2°

Analysis by the Congressional Research Service looks at this
issue a different way, comparing the amount of time it takes retir-
ees, now and in the future, to recover the value of their social secu-
rity taxes plus interest under the H-B assumptions. For example, a
worker retiring at age 65 in January 1987, after having always
earned an average wage in covered employment beginning at age
21, would recover the value of his and his employer's OASI taxes
plus interest in 9.8 years. This compares to a life expectancy of 14.7
years (men) and 18.9 years (women) under the H-B assumptions.
For a similar worker retiring at age 65 in 2000, however, it would
take 15.4 years to recover the value of taxes plus interest. This
compares to a life expectancy of 15.6 years (men) and 20.1 years
(women). In the year 2040, the recovery time becomes 19.3 years
compared to a life expectancy of 17.0 years (men) and 21.9 years
(women).2'

Defenders of social security' tend to discount this phenomenon,
arguing that the program serves social ends that transcend calcula-
tions of which individuals, or generations, obtain some sort of bal-
ance-sheet profit or loss. They point out that basically pay-as-you-
go systems such as social securit' by their nature provide large re-
turns on the contributions of the initial generations. In the early
y.iars of such programs, the ratio of workers to recipients is very
high, allowing tax rates to be low. As the program matures, tax
rates rise to reflect the increase in the number of beneficiaries.
This is not unique to social security. Establishing benefit levels for
early recipients in excess of what contributions would dictate is
also found in private pension systems.

Furthermore, proponents argue that providing "adequat " bene-
fits to initial recipients that were ?.:3sentially "unearned" in rela-
tion to their contributions to the system was a deliberate social
policy. Providing a minimum level of protection to the first work-
ers to participate in the system was considered more important, in
a period of economic depression, than concerns about excessive
rates of return on taxes paid. Besides, the social benefits of giving a
measure of economic independence for the elderly, and later for or-
phaned children, surviving spouses, and the disabled, are valued
highly. For example, younger workers are in large part relieved
from the financial burden of supporting their parents, and the el-
derly are afforded an opportunity to live independently and with
dignity.

Critics point to these social welfare features as a basic flaw in
the program that creates inequities. They say that one of these in-

20 Boskin, Michael J Lawrence J Kotlikoff, Douglas J Paffert, and John 13 Shaven Social
Security A Fir. nclal Appraisal Across and Within Generations Working paper no 1891 Cam-
bridge, Mass , National Bureau of Economic Research, Inc , 1986 p 4

21 These calculations do not take account c taxation of social security benefits, which will
increase in the future because the thresholw beyond which social security becomes partially
taxable are not indexeo tc' take into account expected increases in the income of future retirees
Although the social security benefits is stiil paid in full, the pro% ision may be regarded as a
reduction in benefits A rcluction of benefits, of course, increases the period e r which it takes
to recover social security taxes Because the taxation of bench's affects future beneficiaries
more, can exacerbate perceptions of intergenerational inequity
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equities is that fu:,ure beneficiaries will on the whole receive bene-
fits inferior to those that the equivalence of their taxes could pur-
chase in the private sector. Furthermore, it is averred that if inter-
est is included, .,ome categories of workers will not even recoup in
purchasing power what they and their employer paid in taxes.
Often buttressing these arguments are calculations that show what
individuals could receive if their social security taxes were invested
privately.

Such calculations can vary tremendously depending on the as-
sumptions and methods used. They may or may not include the
employer's share of the payroll tax or assign a value to su vivor
benefits-. They also are very sensitive to interest rate assumptions.
Regardless of the methods or assumptions used, the perception of
intergenerational inequity is heig-atened by such calculations.

A different picture would emerge, however, if social security
were placed on a true pay-as-you-go ba-is, that is, if surpluses were
not accumulated. If each year's income were made approximately
equal to outgo, OASDI tax rates would decline to about 4.8 percent
on employees and employers, each, by 2005 but rise to about 7.7
percent by 2035. Such variations in taxes would produce significant
swings in the relationship of taxes ver as benefits, depending on
one's age cohort.

The generations following the baby boom would be at a particu-
lar disadvantage. Their rates of return on their social security
taxes, already low because the system would be fully mature,
would be lowered further because of the higher social security
taxes they would pay under this arrangement. Under current law
and the II-B assumptions, a baby boomer born, say, iii 1955, and a
future worker born in 1995, both of whom always earned the aver-
age wage and retired at age 65 would recover the value of their
and their employer's OASI taxes in approximately the same
amount of time.22 Under pay-as-you-go financing, however, the re-
covers times become 17.4 and 24.8 years, respectively.23

TABLE 8.6.NUMBEE OF YEARS TO RECOVER COMF1NED EMPLOYEE-EMPLOYER OASI

TAXES PLUS INTEREST FOR AGE 65 WORKERS RETIRING NOW AND IN THE FUTURE
UNDER THE II-B ASSUMPTIONS 1

Minimum earner Average earner Maximum earner
(years) (years) (years)

Illustration 1 Current law.
Year of retirement:

1987. 7.2 9.8 12.2
2000 10.8 15.4 20 8
2020 13.1 19.5 31.3
2040 12.5 19 3 32.5
2060.. 12.4 19.3 32.4

33 19.i and 193 years, respects sly The slight difference is mainly due to high real interest
rates in the 1980's

23 One can argue that s 'wing recovery times on a true pay-as-you-go basis is really a more
accurate wa:, to assess intergenerational equity in regard to the relationship of social security
taxes and benefits, because the accumulation of social security surpluses masks thetrue demand
on the nation's resou7-es that social security benefits for the baby 'uocan will cause
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TABLE 8.6.NUMBER OF YEARS TO RECOVER COMBINED EMPLOYEEEMPLOYER OASI

TAXES PLUS INTEREST FOR AGE 65 WORKERS RETIRING NOW AND IN THE FUTURE

UNDER TF'E IIB ASSUMPTIONS 1Continued

Minimum earner Avenge earner Maxiri. m earner

,years) (years) (years)

Illustration 2. Pay-AsYouGo.
Year of retirement.

2020 11.9 17.4 27 4

2060... ......... ...... ..... .. 15 7 24 8 43 7

Taking into account projecteu cost of-living adjustments and continued accrual of interest after retirement

Source Congressional Research Service

B. INTERGENERATIONAL EQUITY AND WEALTH

Discussions of intergenerational equity usually evolve to a cen-
tral question, pertinent to social secarity as well es to other areas
that compare the well-being among age cohorts. What degree of af-
fluence do we expect society to have in the future? In one assumes
that future generations will be wealthier, a view consistent with
long-term historical trends, then one can plausibly argue that it is
wrong to over-tax current workers to accumulate surpluses (or
more accurately, to force the baby-boom generation to save more to
promote investment and economic growth) because the generations
that follow, being wealthier, car and should afford to pay for the
baby - boom's benefits.

There is another school of thought, though, that is concerned
that "We may be the first society in history of which it can be said
that children are worse off than their parents." 24 It has beer. ex-
pressed that "In the new America, the old are being enriched r...c
the expense of the young, the present is being financed from cax
money expropriated from the future and one of the legacies chil-
dren appear to be inheriting from their parents is a diminished
standard of living." 5 If current over-consumption is eatii:g the
seed-corn of future generations, in other words, these generations
may not be much wealthier, and not able to bear the burden of the
baby boom's retirement , asily.

While these views may be irresolvable, in regard to social securi-
ty their effects are quantifiable. Financing of social security is
predicated on the system being in actuarial balance, and under the
H-B projections it is. These projections assume real wage growth in
the future (leveling out at 1.5 percent a year in the next century), a
reflection of projected productivity increases and a steadily rising
standard of living. In other words, the II-B projections do assume
that society will be wealthier on a per capita basis. What is more,
if this increase in the standard of living does not occur, the system
will be under-financed. For example, if Ling-term real wage growth
were less, say 1.0 percent rather than 1.5 percent, the actuarial bal-
ance would drop by 0.81 percent of payroll, meaning that benefit

" Senator Daniel P Moynihan, as quoted by Pau' Taylor The Coming Cedlict As We Soak
the Young To Enrich the Old Washington Post. Jan , 19f;6 p 1)1

25 Taylor p. DI
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cuts or payroll tax increases would have to be put in place over the
next 75 years to restore the program to the financial position it is
projected to be in today.26 This obviously would affect calculations
of measures of ii. ergenerational equity.

What this means is that wealth, at least in the form of increased
wages, has to grow in the future in order to make meaningful com-
parisons of equity under current -law benefit and tax rates. If the
growth in wealth does not occur, intergenerational equity consider-
ations in regard to social security will probably become secondary
to solving persistent long-term fiscal crises. (Depending on how
these crises are solved, however, problems in intergenerational
equity may be exacerbated )

IV. POLICY OPTIONS

If Government retirement income programs, regardless of wheth-
er they use pay-as-you-go or partial advance funding, place the
Government in the position of having to impose additional taxes in
one form or another on future workers or to reduce other Govern-
ment programs, more eliance on private means might i.e explored
to relieve this potential p.-oblem. To the extent that private sour( es
of retirement inci.me were substituted for part of social security tn
the future, the need to increase taxation (or reduce benefits or
other Government spending) could be lessened.27

It is sometimes argued that substituting private retirement sav-
ings for social security taxes would promote greater economic
growth. This would, in theory, provide a greater economic base to
draw upon later to pay for the baby boom's retirement benefits.
However, a reduction in payroll taxes alone dc3s not guarantee
that private retirement savings will increase, i.e., the tax reduction
could be consumed. If a mechanism were used to ensure that equiv-
alent funds were invested privately rather than paid to the Gov-
ernment in taxes, it still would not necessarily result in increased
economic growthit depends upon how the money is used. This
would assume that those private sources were fully funded in wise
investments, and not allo wed to be drawn down for preretirement
consumption. As mentioned before, it has also been suggested that,
the Government could use excess social security taxes to raise sav-
ings and promote economic growth."

This discussion is part of a broader debate about the most effec-
tive means to stimulate economic growth. What is pertinent in this
analysis is the conclusion that replacing part of social security's
role by private retirement savings still raises the same question:
What are the economic ramifications of having fewer producers for
each retiree? Even if private investment of what would otherwise

26 1.987 OASDI Trustees' Report, p 98
" There have been several suggestions on how to do this One way is to reduc social securi-

ty's role by indexing future benefits to the change is prices rather than wages. As wages are
projected to grow faster than prices, future replacement rates would decline rather than be con-
stant as in current law This would cause social security's costs to drop and in theory make
more room for private sources of retirement income Other proposals would 111 allow workers to
forego part of their future social security benefits by contributing instead :o private instruments
such as IRAs, and n modify the social security program to pay welfare-related or annuity bene-
fits only Increased taxation of social security benefits could also be used to reduce payroll taxes,
and could be supported by some as an indirect way to better align benefits with need"Koitz
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be social security taxes resulted in greater economic growth, the
draw on society to meet the consumption needs of the retired baby-
boomers and later generations might not be essentially different.

The magnitude of the effect of the aging of America may depend
heavily on future attitude concerning retirement. Future genera-
tions are assumed to retire at about the same ages that people do
today. They are expected to live longer, but they are not expected
to work longer, even though the age for full retirement ber...lits
rises to 67 by 2027, and the delayed retirement credit and the earn-
ings test will be liberalized in the 1990s.29 A possible policy re-
sponse in this area might be to raise the retirement age further.
This might be justified not only as a way to reduce the costs of
social security, but also as a way to bring the time spent in retire-
ment for future beneficiaries closer to what was envisioned at the
time of the original Social Security Act. For example, a male retir-
ing at age 65 in 1940, the first year in which social security bene-
fits were payable, had a further life expectancy of 11.9 years. A
male retiring at age 65 in 2020 is predicted to have a further life

nectancy of 16.3 years. The figures for females are 13.4 years
21.0 years, respectively.) 30 As the raising of the full retire-

riient age to age 67 is not predicted to increase significantly the age
at which people retire, it probably would be more effective to raise
the age at which reduced retirement benefits can be taken. Alter-
natively, the amount of the reduction for early retirement could be
increased.

Weighed against such -_,roposals must be considerations that not
everyone may be likely to benefit from improvements in longevity.
Certain people may not be able to work longer because they are in
poor health. Others may be unable to locate work after losing their
jobs late in life. Li other words, there may be people who, through
no fault of their own, may be unable to fv.e. an alternative source
of income to make up for lower social security benefits. From one
point of view, such people should not be penalized for the longevity
of others.

Related to the issue of the elderly's inability to adjust to chang-
ing circumstan:es is the problem of the "old old." As highlighted in
chapter II, the proportion of people over age 30 is projected to in-
crease rapidly in the future. These people might remain on the
social security rolls for many years. Their social security benefits
would be fully adjusted for inflation, but other sources of income
might not. Indeed, income from assets might be fully exhausted.
Moreover, not only might their real income decline during retire-

" The full retirement age the age at which one receives unreduced benefits) will rise gradu-
ally from age 65 to ge 66 over the pencil 2003 to 2009, and will rise again to age 67 from 2021
to 2027 Bedefits will still be available as early as age 62, but the actui-i-ial reduction will in-
crease (benefits taken at age 62 ev, aually will be 70 percent of those taken at age 67, whereas
today they are 80 percent of those ta,cen at age 65).

The deleved retirement credit (DRC), which is a increase in benefits given 10 those who retire
later than the full retirement age, currently is equal to '4 of one percent for each month 13
percent a year beyond the full retirement age that a person does not rece.ve benefits The DRC
will increase gradually to % percent per month over the period 1990 to 2003

The earnings test currently withholds one dollar in benefit/ for every two dollars a benefice
ary earns from work above certain threshold amounts For those attaining the full retirement
age in 1990 and later, one dollar in benefits will be withheld for every three dollars in earnings
above the exempt amount.

" 1987 OASDI Trustees' Report. intermediate II-B forecast, p :if;

3 4
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ment, th' "i- living expenses might grow because of rising health
care costs associated with aging. Even if the purchasing power of
benefits were maintained, after a long period of time a benefi-
ciary's standard of living would, under the II-B projections, fall sig-
nificantly behind that of workers retiring then. It was these consid-
erations that led the 1979 Advisory Council on Social Security to
contemplate recommending that those over age 85 receive a social
security supplement (a one-time benefit increase of 10 percent). The
Council ultimately rejected this proposal, however, because it was
not tightly targeted to real need, and in many cases the problem
could be more appropriatedly addressed by welfare programs.

Other possible policy options in the area of benefit adjustments
could include an examination of the social security benefit formula.
For example, if there is concern that pension coverage will remain
inadequate for lower-paid workers in the future. some may advo-
cate that the weighting of the formula be increased to narrow the
gap in overall retirement income between lower- and higher-paid
workers. On the other hand, there may be pressure to increase re-
placement rates for higher-paid workers, because their lower ratesof return on taxes paid are the ones most often cited as to why
social security is a

paid
deal." Whichever way the formula is ad-

justed, if the change is not "cost-neutral," the program's actuarial
balance will be affected, with the ramifications on intergenera-
tional equity discussed previously. A zero-sum game occurs if it is
cost-neutral, as increases for one group come at the expense of an-
other.

Benefit computations may also be examined to see if they reflect
changing social conditions. The increased participation of women
in the work force and the change in the "traditional" family have
led to proposals for earnings sharing among couples and other
modifications of the way social security treats women. II-B projec-
tions show that the labor force participation rates for women will
increase in the future, but remain below those of men."

Proposals to make social security's future treatment of women
more fair seem to have two basic perspectives. One would improve
the relative position of women who work or are divorced. If costs
are not to be raised, payment for increased benefits would come
from a reduction in benefits for other workers. Another perspective
would be to reduce or eliminate spousal dependent benefits. It has
been postulated that in the next century "women without ten
years of paid work will be primarily those who have been disabled
(for whom there is a social security permanent disability benefit),
the very wealthy, and a few women who have relatively large fami-
lies." 32 Thus, it has sometimes been recommended that the de-
pendent spouse retirement and survivor benefit be gradually re-
duced or eliminated, on the basis that (1) the fewer number of
spouses qualifying for it would not really need it, and (2) it would
eliminate the disadvantage two-earner couples usually have com-
pared to single-earner couples, an inequity often mentioned in
regard to social security's treatment of women. Increasing work by
divorced spouses is also cited, not only as a reason for no longer

3' 1987 OASDI Trustees' Report, p 83
32 Campbell, Rita Ricardo Retirement Income National Journa: Issues Book 1980 p. 69
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needing dependent spouses' benefits, but as evidence of the inap-
propriateness of continuing the concept of the traditional family as
the basis for social security benefits.33

Nevertheless, women are still projected to work less, and may
continue to eain less, than men. It may be felt that protection for
dependent spouses should be left more or less intact. A pertinent
distinction in this discussion is that the two perspectives described
above tend to go in opposite directions in regard to the system's
costs. This distinction is important because of the role that future
benefits and tar es play in analyzing intergenerational equity.

Finally, it has been suggested that the shift in the profile of the
population may result in future labor shortages, and that this
could cause many workers who would otherwise choose to retire to
remain in the workforce. If there were more workers for each retir-
ee than is currently projected, it probably would reduce pressure
on all sources of retirement income, public and private. The cost of
these systems may or may not be lowerdepending c., whether
work tests or actuarial adjustments applybut more workers
would mean greater contributions to these systems. Also, a short
supply of labor may drive up its costs, so that increased wages
could perhaps offset the rising costs of providing for the retirement
of the baby boom. On the other hand, if people delayed retirement,
more workers might lead to higher economic output than would
otherwir -; occur, which would enable society to meet better the
needs )f those who do retire.34

The Nation may decide different ways of dividing the roles of
social security and private means in providing future retirement
income, but it should not be assumed that potentially higher retire-
ment costs can be provided simply by building up the social securi-
ty trust funds, or by altering the means by which those higher
costs are financed. In the final analysis, by whatever means retire-
ment income is provided in the future, the wrench produced on so-
ciety by the retirement of the baby boom in the next century may
be affected only marginally by market conditions then or by
changed policies or attitudes about later retirement. It is probable
that no matter how much economic wealth can be converted to pro-
vide given levels of retirement income, the amount of goods and
services that will be available at that time will depend heavily on
the part of the population able and willing to produce them." Fi-
nally, because of the way social security benefits are determined
and financed, economic growth in and of itse:f will probably not
substantially change the effect of the retirement of the baby boom
on social security.

Ibid , p 70
34 KOitZ
-, Itid



CHAPTER 9. PRIVATE PENSION PLANS*

I. THE LEGISLATIVE ENVIRONMENT OF PENSIONS AND 11.3LATED PLANS

Employer-sponsored pensions and deferred profit-sharing plans
began in the late 19th Century and ex -,ended steadily until they
covered about one-fourth of the labor force by 1929. In this initial
phase, the arrangements typically were informal, discretionary,
and financed from current operating funds. Pensions were regard-
ed more as gifts in recognition of "long and faithful" service than
as deferred compensation, as such. Employees rarely had any con-
tractual rights in their pensions, and no Federal statutes regulated
their terms and conditions. Although Congress gave pensions and
profit-sharing plans their key tax preferences in the 1920s, these
advantages probably contributed little to worker demand for such
plans during this initial period. Few households were then liable
for any income tax and, if they were, they faced low rates.

Pensions generally collapsed during the Depression; not until the
late 1930s did they begin to revive. In the 1940s, some special fac-
tors joined together to greatly encourage their growth. Pensions
and other deferred compensation were exempted from war-time
wage controls, and court decisions clarified that pensions were sub-
ject to collective bargaining. In addition, the expansion of the
income tax, especially with high progressive rates, made the tax
advantages of pensions considerably more valuable to large num-
bers of employees.

Pensions continued to grow during the 1950s and 1960s, probably
encouraged by the continuation of high income tax rates (and an
increasing payroll tax), and by the collective bargaining efforts of
organized labor. The nation also was growing increasingly wealthy
in an environment of relative economic stability; some of that in-
creased wealth was set aside for both future and current retire-
ment income. This period also saw the spread of the defined benefit
(DB) pension in settings where +1- at type of pension could serve var-
ious economic, as well as reti. ment, purposes. Between 1950 and
1970 the percentage of the workers covered by a pension or profit-
sharing plan maintained by a private employer doubly from 22.5
percent to 46.2 percent. Contributions also doubled, from 1.67 per-
cent of total payroll in the private sector to 3.25 percent. Since
1970 the growth in coverage has leve'ed-off, but the contribution
percentage has nearly doubled again (to 6.68 percent by 1980).

A. TAX rOLICIES

As pensions became ar imports nt component of retirement
wealth during the de ?ades since World War II, the Federal Govern-

This chrpter was prepared by Ray Schmitt. Congressional Research Service. David Linde-
man, Congressional Budget Office, and Edwin Hustead. Ho-Huggins. Inc

(3,12)
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ment increasingly intervened with more legislation and regolation.
The initial basis for Federal legislation was a policy concern that
the tax advantages of pensions and similar plans not accrue only to
a select few. The tax policy objective can be traced back to both the
1938 Revenue Act and the 1942 Revenue Act. The earlier law in-
cluded a "non-diversion rule." This rule stated that it must be im-
possible at any time prior to the satisfaction of all liabilities under
the pension trust for any of the funds to be diverted to purposes
other than the "exclusive benefit" of the employees covered by the
plan. The 1942 Revenue Act introduced into the tax code the prin-
ciple of "non-discrimination" in coverage, benefits, and contribu-
tions. Pensions and r ofit-sharing plans that conform to these and
other conditions in the tax code typically are called tax-qualified
or, more simply, "qualified" plans.

B. RETIREMENT INCOME SECURITY

In more recent decades, Congress also has legislated on the
premise that explicit national standards are needed to govern the
operation and terms of private pension planswhether Jr not any
tax advantages are involved. The need for legislative standards
concerning DB pensions was deemed particularly pressing given
the complex nature of those arrangements. In addition, Congress
has been concerned that employers' promises about their pensions
be backed with resources. The Employee Retirement Jncome Secu-
rity Act of 1974 ( ERISA) is the seminal legislation on these mat-
ters.

Some of ERISA's provisionsthose that concern reporting and
disclosure, fiduciary standards, and even those that prescribe cer-
tain standard termshave no direct bearing on eligibility for
promised benefits. Other provisionsthose concerning participa-
tion, vesting, benefit accrualdirntly affect eligibility and future
benefit payments. The latter provisions are contained in two titlep
of ERISA: (title I) as part of ERISA's labor law provisions, and
(title II) as part of the tax code's provisio..s for qualified plans. The
rules regarding the funding of pension plans also were included in
both titles.

C. EXEMPT PLANS

The only exceptions to ERISA's labor law provisions and the tax
code are for plans that pay benefits exceeding the levels allowed in
qualified plans ("excess benefit" plans) and for similar plans that
cover only select groups of management or highly compensated em-
ployees (often called "top hat" plans). These plans are excused
from most of ERISA's labor law provisions. Because they are not
tax-advantaged, they are known as "non-qualified" plans and are
beyond the tax code's rules. However, for participants in one of
these non-qualified plans to avoid having to pay taxes on their ac-
counts before retirement (that is, to avoid "constructive receipt"),
the non-qualified plan must be "unfunded" in the technical sense
that any assets 134:king it must be subject to the sponsoring em-
ployer's general creuitors.

3 R
f;-
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D. PENSION BENEFIT GUARANTY CORPORATION

ERISA also established the Pension Benefit Guaranty Corpora-
tion (PBGC). The PBGC assures that, up to certain levels, benefits
from DB plans will be paid even if a plan lacks sufficient assets
and the sponsoring employer is unable to make up the deficiency.
The PBGC is financed by premiums paid by plan sponsors or cov-
ered workers and earnings on assets.

As discussed later, the employer who sponsors a DB pension is
required to make up whatever funding shortfalls are necessary to
pay the plan's accrued benefits. In effect, the employer stands
behind the plan as an insurer against investment risk. Employers,
of course, can insure plans against investment risks only when
they continue in business. If an employer that is bankrupt or on
the verge of bankruptcy, closes down e DB plan that has insuffi-
cient assets to pay off accrued benefits, the PBGC assumes those
liabilities and makes the payments instead. For pension plans
ending in 1987, the maximum pension guarantee is $1,858 a month.
(The maximum limit is reduced for early retirement or recent ben-
efit increases.) All sponsors of DB plans must pay premiums to the
PBGC for this insurance. Currently, these premiums are an annual
flat dollar amount ($8.50) for each participant.

By its nature, the PBGC protection for participants is limited to
the nominal value of benefits that have accrued at the time the
plan ends. It does not apply to any increase in the value of those
benefits, or to credits for additional years of work, that workers
might have expected from the plan. Thus, the workers who receive
most protection from the PBGC system are those who either have
already retired or are relatively close to retirement.

II. TYPES OF RETIREMENT PLANS

Most retirement plans are sponsored by employers. A few, how-
evc, . are maintained by employee organizations (almost always,
unions) either solely or jointly with employers. Retirement plans
are either defined benefit (DB) or defined contribution (DC) plans.
Plans also are either pensions or some other kind of arrangement,
usually a profit-sharing plan.

In a pension plan, the sponsoring firm commits itself to annual
increments in benefits or contributions for each year of work under
the plan, regardless of the firm's profitability. All DB plans are
pensions. A relatively few number of DC planscalled money pur-
chase plansare classified as pensions. Most DC plans arc profit-
sharing plan.). In a profit-sharing plan, the sponsoring firm does
not have to make contributions in a year in which it has little or
no profits.

A. DEFINED BENEFIT PLANS

In a DB plan, the employer promises a benefit that is a product
of a worker's years of employment under the plan ("service") and
some factor for ea...h year of service. That factor either is a dolla:
credit (flat benefit plans), or a percentage credit that is applied to a

3R 9
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wage or salary base (earnings-related plans).' Some earnings-relat-
ed plans average all of a worker's wages or salary under the plan
(career average plans); most specify a salary or wage base that uses
the average sum earned by a worker in a period relatively close to
his retirement or departure from plan (final aye- ge plans).

An employer who sponsors a DB plan is essentially making two
commitment i. The first is the narrow commitment to pay accrued
benefits. These are the benefits that are legally owed workers at a
given moment if a DB plan should be discontinued at that moment
(or if the worker should move to another job not covered by the
plan). Accrued benefits are based on a worker's years of service to
the moment the plan is discontinued (or the worker leaves it) and
on the wage base or flat dollar factor that then exists, as expressed
in prices of that moment.

As noted earlier, plans may end because the sponsor is bankrupt
or is nearly so. In addition, an economically healthy firm that is
sponsoring a DB plan may voluntarily terminate it, provided that
the plan contains enough assets to pay the covered workers their
accrued benefits (usually as deferred annuities). A collective bar-
gaining agreement, however, can prevent a plan sponsor from vol-
untarily terminating a plan during the life of the bargaining agree-
ment.

The second implied commitment in a DB plan is to pay projected
benefits. These are the benefits that will be owed to a worker at
some future time when the worker eventually retires from the plan
(or otherwise leaves it) at that time. In general, employers who are
sponsoring DB plans are implicitly promising to continue those
plans. For workers who intend to stay under a plan until, for ex-
ample, retirement, this implicit promise presumably gives rise to
expectations that extend beyond the accrued benefits of a particu-
lar moment. At the least, they expect their eventual benefits to re-
flect additional years of service. In addition, they expect the wage
base or dollar factor used to determine past and future benefit ac-
cruals to be continually updated to reflect future wage growth. As
a result, the initial value of retirement benefits for workers who
stay with a firm until retirement will have been "updated" to keep
upto some degreewith their wages. (After retirement, however,
the value of benefits will erode relative to subsequent wace gruwth
and inflation. Some plans, however, provide ad hoc adjustments for
inflation.)

In earnings-relat,d plans, this process of updating is automatic.
In final average plans, because benefits are based on a worker's
most recent wages or salary, the updating is relatively strong. In
career average plans, because earnings close to retirement are
averaged with earlier earnings, the updating is relatively weak (al-
though the benefits may still meet a target replacement rate
through the benefit formula). In flat benefit plans, the dollar factor

' An example of a flat benefit plan formula is $10 per month for each year of :vice, yielding,
for example, a benefit of $300 per month for a 30 -yeas worker In an earnings-related formula,
the earnings base either is the worker's career average earnings under the plan or, more typi
tally, earnings during a scified number of years close to the time when the worker retires or
separates from the plan for example, the average of the final 3 years under the plan) A typical
perc.ntage credit in such a scheme is 1 percent for each year of service, yielding, in the example
of a 31,-year worker, an annual benefit equal to :)0 percent of the worker`s earnings base
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rarely is updated automatically for price changes; however, these
plans usually are collectively bargained, a- d their dollar factors
arc -eriodicallv adjusted in contract negotiations. In practice, the
upda.,ing in flat benefit plans has been relatively strong.

Accounting standards require sponsors to present their liabilities
for projected benefits in their financial statements. ERISA and the
tax code require thaL employers who are sponsoring DB plans set
aside funding in accord with one of six acceptabl? "actuarial" fund-
ing methods. In addition, the Financial Accounting Standards
Board (FASB) recently .equired that the accounting books of corpo-
rations and other businesses reflect DB promises and liabilities in
accord with a particular funding method (the so-called "nrojected
unit credit" method). The formulas inherent in these me. `rods an-
ticipate various factors, including the investment retrri 1 that the
funds ,vill earn, projected wage increases, and the dernogrPohic
characteristics of the wo.kers that the plan covers.

The demographic characteristics include assumptions about how
many workers will die or become disabled and, mos' important,
when workers will leave the plan. Funds must be set aside not only
to pay benefits to those who will retire from the plan and immedi-
ately receive payments ("immediate annuities"), but also to pay
benefit- to thc.3e who w,11 leave the plan before retirement and are
entitled to paymentsafter some gap in timewhen they event.. -
ally reach the plan's retirement age ("deferred annuities"). In addi-
tion, funds must be set aside to pay deferred annuitiP- to the su:-
viving spouses of wor' rs who o efore reaching the plan's retire-
ment age.

When investment returns, wage increases, and demor aphic ex-
periences cliffs from those originally edicted, the sponsor must
revise the assumptions in the plan's funding formula a ''d make Lp
for past deficiencies if they arise from earlier projections. By
making these continual readjustments, DB sponsors absorb the in-
vestment risks (both good and bad) that otherwiseas in DC
planswould fall on the workers. To minimize the investment
risks of plan sponsors, and to limit the exposure of the PBGC,
ERISA contains provisions specifying the fiduci, v responsibilities
of plan sponsors and their agents. Among these provisions is one
that generally prohibits the sponsorirg empl yer froi.i holding
more than 10 percent of a plan's assets in its ow a stock or proper-
ty.

Because the promise in a DB plan is expressed in terms of a re-
tirement benefit, these plans usually distribute their payments as
life, or as joint-and-survivor, annuities. Some DB plans will convert
their annui6es into equivalent (present value) lump-sum payments,
especia" when the value of a participant's accrued benefits is
below PAO.

B. DEFINED CON'IRIBLTION PLANS

Some DC plans are money purchase pensions in which the spon-
soring firm makes fixes payments tc each worker's account for
each year of additional work. Like DB r.lans, money purchase pen-
sions often make their payments as annuities. The largest private
retirement plan is a money purchase planthe Teachers Insurance

4
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and annuity Association-College Retirement Equity Fund (TIP
CREF) systemto which a great many universities, colleges and
non-profit institutions subscribe.

Most DC plans, however, are profit-sharing plans in which spon-
sors retain more funding flexibility. In practice, contributions to
the plans are often 3 automatic and fixed in size as cc..tri'outions
to money purchase plans. Though lump-sum distributions have
been the norm in profit-sharing plans, annuities are being increas-
ingly offered in these plans.

Many DC plans are structured as "Savings" plans, or they hay
savings plan components. In these plans, the workers may make
deposits to their own accounts, usually with some employer match-
ing. Where the workers' desposits are from after-tax income, these
plans have been traditionally labelled as "thrift" or savings plans.
A more recent variant is one in which the workers' deposits are
made f om before-tax income. These plans are called salary reduc-
tion plans, cash-or-deferred-arrangements (CODA; plans, nr
"401(k)" plans after the tax code section under which most of them
are authorized. Many thrift and salary reduction plans are profit-
sharing plans, although a few are money purchase pla,.s.

In a DC plan, separate accounts are maintained for each worker,
and the investment gains and loses of the plan's assets are p ed
to these accounts on a pro-rata Thus, unlike o DB plan,
workers covered by a DC plan can suffer investment losses. These
losses can be particularly severe if they occur just before a worker
had intended to retire. In these situations, individuals have either
to work longer than they intended or to have a lower living stand-
ing in retirement than they had hen planning. These investment
risks, however, are smaller for plans that have oroadly diversified
assets.

However, though most of ERISA's fiduciary provisions apply to
DC plans, the asset diversification requirement does not necessarily
apply. Profit-sharing, thrift and salary reduction plans are exempt
from the requirement that no ir than 10 percent of Won assets
can hr. held in employer stock or property. Though this require-
ment presumptively applies to money purchase plans, the presump-
tion can be overcome if the plan is structured as an iamployee
Stock Ownership Plan (ESOP). The investment risks inherent in
DC pl.,10 are the greatest in plans where assets are not diversified,
especially if all the assets are in one company's stock.

C. HOW INDIVIDUALS ARE COVERED

For the past decade or so, about one-half of the full-time labor
force has been covered by some type of qualified plan. In the main,
large plans and DB plans dominate the pension world. About one
percent of DB plans accr ant for about 74 percent of all participants
and 70 percent of all asset.. flans that contain 100 or more partici-
pants account for only 6 percent of all plans, but they account for
about 83 percent of all participants. Among the plans maintained
by private employers with 100 or more participants, 60 percent are
DB plans. N'arly all public employees covered by a plan are en-
rolled in a efired benefit plan. Conversely, though most plans are
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DC plans, they amount to a relatively small fraction if total enroll-
ment and benefit payments.

Increasingly, however, large employers are covering workers
through a combination of a 'base" DB plan and a "supplemental"
DC plan, such as a profit-sharing plan, a salary redut `:on plan or
an ESOP. If a small employer maintains a plan at all, it is more
likely to be a DC plan, again typically a profit-sharing or savings
plan.

1. Who Is Covered?

The degree of coverage varies widely in different segments of the
economy. For instance, at least four out of five workers are covered
by an employer-sponsored retirement plan if they:

work in a firm with FP or more employees;
are members of a L
have been on the job A, ore years; or

earn more than $25,000 a year.
2. Who Is Not Covered?

At least seven out of 10 workers are likely not to be covered by
an employer-sponsored retirement plan if they:

work in a firm with fewer than 100 employees;
have been on the job less than a year;
work part-time (less than 1,000 hours a year); or
earn less than $10,000 a year.

D. RETIREMENT PLANS AND SMALL BUSINESS

If retirement plan coverage is to expand significantly in the pri-
vate secto-.., it will have to be print:pa:1y among sm. 11 firms. Eighty
percent of workers already are covered by an employer plan in
firms with 500 oi more employees, compared to only 32 percent in
firms employing fewer than 100 workers. Moreover, cuture job
growth is expected to 1,-. among small firms and in industries
where pension coverage is relatively low.

Since the middle of the 1970s small businesses have accounted
for about 80 percent of all new jobs and 80 percent of job losses.
Seventy percent of the new jobs have been in firms with 20 or
fewer emplcyees.2 However, the mortality rate among small firms
contributes to the unlikelihood that they will adopt 4 retirement
plan.

A 1980 survey by the American Society of Pension Actuaries
shows that about half the small firms with retirement plans were
in operation at least 5 years before the adoption of a pension plan.3
However, Dun and Bradstreet data show that the percentage of
businesses that fail within 5 years of operation has historically
been above 50 percent.4 These findings indicate that many small
fir ns are unlikely to remain in business long enuugh to implement
a retirement plan for their employees.

2 Remarks of David Birch before the Nation:1 Commission on Small Business
Unpublished data American Society G. Pension Actuaries Prepared for the Presah

Commission on Pension Policy, 1980.
Dun and Bradstreet data do not cover all business discontinuances sue' as those with no

losses to creditors, nor does It cover all busiress sectors le g , finance and insi,ancel
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III. THE EMPLOYMENT INCENTIVES OF PENSIONS AND PROFIT-SHARING
PLANS

The earlier discussion of the history of pension plans h. the
United States showed why pension plans became very prevalent
after World War H. It is now almost routine that a pension plan be
part of the total compensation of a worker employed by a medium
or large employer. An employer who does not have a pension plan
is at a competitive disadvantage in attracting and retaining work-
ers. Though, as discussed later, the tax motivations for pensions
and other plans are important, employers and wcrkers have eco-
nomic reasonsindependent of the tax advantageswhy they may
want a pension or similar plan as jx-trt of a firm's compensation
structure.

A. EMPLOYMENT INCENTIVES COMMON TO DEFINED BENEFIT AND
MONEY PURCHASE PENSIONS

In the traditional pension plan, workers are assured that monies
are :-,.ing set aside each year for their retirement, that annuities
from the plan will be calculated at favorable group rates, that the
plan's assets are being invested in a broadly-diversified portfolio
under professional management, and that their livelihood in old
age is not deper-I-nt on the largesse and business acumen of past
employers. By ,.coring a plan, an employer largely satisfies the
responsibilities that society may feel that employers owe workers
after a certain age, and the einpiuyer does so in a way that corre-
lates the costs with the employees' working lives. These basic at-
tributes of a pension exist both in DB plans and in money purchase
pension plans (except ESOPs).

B. EMPLOYMENT INCENTIVES UNIQUE TO CERTAIN DEFINED
CONTRIBUTION PLANS

Certain types of DC arrangementsprofit-sharing plaits, ESOPs,
and thrift or salary reduction planslack, to a greater or lesser
degree, the attributes of a full fledged pension; they, however, have
other employment-related objectives.

Profit-sharing plans generally lack the certainty of fixed yearly
funding. However, by tying workers' retirement income deposits to
the firm's short and medium-term profitability, a profit-sharing
p1P,L may snake workers more produ:tive, and, thus, may allow the
employer to provide more compensation through higher retirement
income.

An ESOP is a profit-sharing i.,s Honey purchase plan in which
most of the plan's assets are invested in the sponsoring company's
stock. These plans lack the protection against investment risk that
diversified pension ,portfolios provide, and they may lack the cer-
tainty of fixed yearly funding. However, by tying the fate of work-
ers' retirement benefits to the firm's long-term viability, ESOPs
may prevent workers from exploiting temporary bargaining advan-
tages an I may induce them to focus instead on the firm's long-run
economic position.

A thrift and (salary reduction plan usually provides that the
sponsoring employer will match the workers' contributions or
income deferrals. At a relatively low cost to the employer, these

7 '3 ,i,
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matching incentives may cause workers to save more for their re-
tiren-ent in tax-favored accounts. Often these arrangements are
sup_ ' _ments to a basic pension plan that the employer also spon-
sors and are particularly attractive to higher income workers.

C. EMPLOYMENT INCENTIVES UNIQUE TO DEFINED BENEFIT PENSIONS

In a money purchase pension plan, a firm commits itself only to
fixed annual contributions to its workers' accounts. Workers in
these and other DC plans face the task of calculating the extent to
which the payout from their accounts will replace their pre-retire-
ment living standard. Although the investment risks of DC plans
can be, and often are, minimized through portfolio diversification,
workers in such plans bear the ultimate burden if the plan's in-
vestment experience is poor. In contrast, in a DB plan, the employ-
er promises an employee a fixed retirement benefit. This commit-
ment not only makes retirement calculations easier for workers, it
also represents a long-term commitment by the sponsoring employ-
er to whatever contributions are necessary to finance the promise,
including any extra contributions if the plan's investment experi-
ence is poor.

As outlined earlier, an employer's present legal obligations to
workers in a DB plan are based only on the workers' current earn-
ings. If the sponsoring firm should fail, if the sponsor discontinues
the plan, or if the worker changes jobs before retirement, inflation
will erode the value of the benefits before they are first payable.
Similarly, the value of the DB premise to any particular employee
depends on how long the employee is planning to stay with the
firm and how close he is to the plan's normal retirement age. A
worker who leaves a DB plan in the early or mi idle years of his
working life will suffer a loss in benefits, even though he is vested.
Again, this is because his benefits are based on a salary that, be-
cause of inflation, erodes in value between the time he leaves the
plan and the first time benefits a-e payable. However, because
most workers can expect to change j bs during their careers, they
may take this contingency into account.

While DB plans have been used by medium and large employers
as the traditional way of providing retirement income to their long-
service employees, some employers may use them to recapture
training costs, to encourage employees to stay on their jobs during
their prime productivity years, and to encourage older workers to
leave before their productivity begins to decline. In theory, a DB
plan provides these employment incenti, -.s.
The value and cost of accrued benefits in the first years of an

employee's tenure under a DB plan are quite small. According-
ly, an employer with a DB plan can offset high training costs
for new employees with relatively low pension contributions
for them (compared to what the employer would contribute in
a DC plan).

In a DB plan, long service workers during the peak productivity
years of their 40s and 50s will incur substantial losses in poten-
tial retiremeii` income if they switch jobs. If workers in these
situations fi: 1 it difficult to compensate for the potential losses
in retirement income through higher compensation in subse-
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quent jobs, they will be less likely to move in their prime
years.

Some DB plans pay relatively high benefits to workers after
they have satisfied a combination of age and service, such as
age 55 and 30 years. In addition, these early retirement bene-
fits are not always actuarially reduced to reflect the longer
pay-out. Accordingly, these employees are encouraged to leave
at ages when the employee predicts their productivity will de-
cline.

IV. TAX MOTIVATIONS FOR PENSIONS

Besides providing income to replace earnings upon ret cement,
the reason.. pensions and profit-sharing plans exist also can be
found in their tax advantages. Individuals are given tax incentives
to save for retirement. They are permitted to postp-me income tax
on current compensation set aside for retirement, including invest-
ment earnings on those savings. Under qualified plans, income tax
is generhlly postponed until the time benefits are paid, even
though the benefits (if funded and nonforfeitable) would otherwise
be considered constructively received or equivalent to cash. Em-
ployers are allowed to deduct (within limits) their contributions
made to furid retirement benefits.

Although large employers may not be motivated by tax advan-
tages .vhen establishing a retirement plan, small employers re-
spond more directly to the tax incentives inherent in qualified
plans because they may also be the chief beneficiaries of the plan.
For most workersespecially higher salaried employeesparticipa-
tion in a tax-qualified pension or profit-sharing plan is the best
way to accur iulate retirement income. In these plans, savings for
retirement can accumulate at a before-tax rate of return; in con-
trast, personal savings normally can accumulate only at an after-
tax rate of return. In addition, qualified plans allow workers to
shift the taxation of some of their compensation from relatively
high marginal tax brackets in their working years to relatively
lower tax brackets ;r1 their retirement years.5

A. SAVING INCENTIVES

As was discussed in earlier chapters, the evidence does not clear-
ly indicate that the tax advantages for qualified plans have caused
individuals to save morethat is, to defer greater E nounts of cur-

' In an income tax, savings are allowed to accumulate only at an after-tax rate of return. In-
vestment Income from rents, royalties, Interest, and dividends normally is taxed annually.
Though asset appreciation is not taxed annually, investment income and the sale of p.operty,
especially stocks and bonds, is taxed each time property is sold In contrast, investment returns
in a qualified plan, whether as annual income or capital gains, are Olowed to compound tax-
free Equally important, at the time of payout from a qualified plan, .ne investment accumula-
tions attributable to employer contributions are taxed away only in the same proportion RS
those contributions are taxed As a result, a worker retains the investment income or capital
that the net c')ntributions have earned In other words, these retiremem savings ha%e been al-
lowed to accumulate at a before-tax rate of return 'The investment income earned by after-fax
'ontributions to a qualified plan, however, is taxtu, although only once on a deferred basis, at
the time of distribution.)

In addition, if, as often happens, the worker's tax rate at the time of payment is lower than
was his rate at the time of deposit, he retains both a larger amount of the contributions and a
larger amount of the associated tex-deferred investment income In general, this allows workers
to shift the taxation of some of the present value of their compensation (rem high marginal tax
brackets in their working years to lower tax brackets in their retirement years.
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rent consumptionthan they would have anyway. By the same
token, the evidence does not indicate that the tax advantages have
;used individuals to save any less. Rather, the tax advantages
seem to have simply generated more retirement income for individ-
uals on the savings that they probably would have put aside in any
event.

While it is not clear what effect tax advantages have had on per-
sonal saving rates, studiez, have found that pensions add to the
wealth of participating employees. Recent estimates a:e that the
total wealth of older workers may increase 17 30 cents to 40 cents
for each dollar of their pension wealth. Though pensions may not
c iuse people to ea I more, the Congressional Budget Office (CBO)
concludes that thei._ higher retirement wealth represents greater
national saving unless the revenue loss from the tax advantages
hat., been financed by greater Federal borrowing or offsetting taxes
on capital income.6

B. PARTICIPATION INCENTIVES

Because the tax advantages do yield larger amounts of relire-
ment income, many individuals want to place a relatively large
amount of their retirement savings into qualified plans. Thus,
many want to bargain for qualified plans as pal t of their overall
compensation. Accordingly, in some settings, employers find it nec-
essary to sponsor pensions to attract and retain workers for whom
tax-advantaged retirement savings are an important consideration.
This phenomenon probably reflects itself mostly in the formation
of discretion...Ty salary reduction arrangements such as 401(k)
plans, rather than in the creation of DB plans.

In addition, employers and the management of firms may decide
that establishing a uualified plan is the best way for them to save
for their own retinue:mt. (Some small business owners, on the
other hand, may decide that it is preferable to plow back their sav-
ings into their firms and increase their potential retirement 'ealth
by that /nears.) ",..1 order to prevent key decisioninakers from c- st-
ing tax-advantaged vehicles solely for their own ends, the tax code
contains requirements that plans must cover a large percentage of
a firm's labor force, and places dollar limits on the amounts that
can be contributed to a DC plan or the benefits that can be paid by
a DB plan. These rules also require that, except for some permissi-
ble integration with social security, a plan's contributions or bene-
fit accruals must be Proportional across a firm's earnings distribu-
tion.

V. EQI IITY CONSIDERATIONS

Only about one-half of the Drkforce is covered by a qualified
plan at any moment. Yet all taxpayers indirectly bear the cost for
the tax advantages allowed qualified plans through higher taxes on
other income and savings, reduced spending on puh"" programs,
and/or increased borrowing to finance government debt. Because of
the structure of DB plan formulE.-3, the benefits are largely concen-

eZ for P isions and Other Retirement Savings Congressional Budget Office. Apr
1987.

3'7 ;7
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trated among those who have had most of their work lives under
one employer plan. In assessing the equities of this concentration,
it is useful to distinguish between the component of ? worker's ben-
efit that would exist even if the plan were not tax-advantaged
(which may be thought of as the "underlying benefits"`, and the
component that exists because of the tax-advantages (i.e., the "i_ax-
induced gains" in retirement income). As discussed before, these
tax-induced gains occur because individuals in qualified plans are
able to earn a before-tax rate of return on their retirement savings
that is higher than the after-tax return would be en the same
amount of deferred consumption.'

Though most workers will be covered by a retirerr...a. plan for
some period over their work lives, the length and depth of any o..e
worker's lifetime coverage will depend on his or her individt.ai
work history. In turn, the value of the retirement benefits earned
will be commensurate with the time spent under the plan. Thus,
the longer one works with the same employer, the greater the
value of the underlying benefits. This also holds true for the value
of the tax-induced gains. The CBO estimates that Vaese gains may
be leading to retirement incomes for today's workers that are
roughly 15-25 percent more than their ,.-etirement incomes would
otherwise be.8 However, the estimated gains are mostly among
those who are projected to be under (Jae plan for at least twenty
years; their eventual increases in retirement income from the tax
advantages are estimated in the 20 to 30 percent range. In con-
trast, those projected to never obtain twenty or more years under
one plan are estimated to eventually have increases in retirement
income from the tax advantages only in the five to thirteen percent
range. Moreover, in the aggregate, the projected tax-induced ,ains
are heavily concentrated in the upper-half of the income distribu-
tion. That result, however, tracks the concentration in lifetime
earnings on which the underlying benefits are based and reflects
the higher tax rates to which higher-income workers are subject.
By definition, any tax advantage is more valuable. to tl-ose facing
higher tax rates. These upper-income individuals also a:e sustain-
ing offsetting losses in their rates of return in social security.

VI. LOOKING INTO THE FUTURE

Pen __on -,:vipt among recently retired workers was greater in
the early 15,40s than it was a decade earlier. Morecvs i., pension re-
ceipt is expected to be still greater in the future as a result of a
growing economy and a maturing pension system. Still, a number
',f issues will affect the future of private pension plans and the r
role in providing retirement income to baby-boom and or er re ,ii
ees. These are related to the aging of America, changes related tc
workforce characteristics and the economy, and the regulatory role
of the Fer.lfral Government.

It should be noted that these issues arc relevant also to public sect( plan: 1 i e , Federal.
State and teal government! For example, the new Foal-al Employees Retirement System
(FERS) is modeled after typical private sector practices.

"Tar, Policy for Pensions and Other Retirement Sal ings Congressional L dget Office, April.
1987
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A. PROJECTIONS OF RETIREMENT INCOME AND ADEQUACY CONCERNS

The CBO proje' the retirement incomes of today's workers in
the year 2019. This study suggests that, for most of the baby-boom
elderly, retirement incomes will be well above the incomes of
today's elderly and will be more than adequate, when measured by
r verty or some similar absolute standard.

Retirement incomes, after taxes, are projected as beiro,---in 1984
doll( 's nearly $16,000 for fully retired couples in the 1 west quar-
tile to over $52,000 for such couples in the highest quartile. Among
singles at higher income levels, the projections indicate average
after-tax incomes around $14,000 (third quartile) and $29,000
(fourth quartile). Average incomes for singles at lower income
levels, however, are projected as relatively low. In the main, this is
the result of limited work histories. The projections suggest that
poverty rates will remain high among singles in the bottom quar-
tile, arid that circumstances will be only marginally better for sin-
gles in the next higher quartile.

Social security is projected to remain the primary source of re-
tirement income. For those in the bottom half of the retired popu-
lation, some 60 percent to 70 percent of their income will be from
social security. Even for 0- ise in the upper half, about one-third
will come from social r,ecurity.

Pensions and other qualified plans are projected as an important
source of retirement income. For those in the upper half of the re-
tired population, pension and other plan benefits are projected as
30 percent to 40 percent of their to al income. For those in the
bottom half. pension income is projected as less significant, at most
20 percent among fully retired couples.

These relatively large pension figures reflect the steady n atura-
tion of the pension system. Even though qualified plan coverage
may not be growing, workers are spending longer periods of their
work lives covered by a qualified plan in a post-ERISA environ-
ment (i.e., early vesting, participation requirements, break-in-serv-
ice rules, etc.). As a result, each cohort of retirees begins retire-
ment with larger amounts cf pension accruals than did the previ-
ous cohort.

Savings that are now going into qualified plans probably would
be saved for retirement evt.n if there were no such plans Thus,
much of this projected pension income represents asset incotne that
people would be receiving anyway. On the other hand, however,
distributions from qualified plans add to retirement income be
cause of the tax advantages that qualified plans enjoy.

B. CURRENT AND PREDICTE9 DIST. IBUTION OF BENEFITS

one Employee Benefit Research Institute (EBRI) has also made
some preliminary assessments of income among future retirees.
EBRI assumes that the rate of pension coverage will not change
over the 40 -yea; simulation period. Nonetheless, future elderly
were found to I, more likely to have employer-provided pension
assets at retirement than today's retirees. In part. this trend is ex-
plained by the longer opportunity young workers have to partici-
pate in retirement plans subject to ERISA minimum standards,
compared to workers now retiring. However, most of the growth is



355

attributable to the greater opportunity of young workers to vest
(acquire a nonforfeitable right to a pension) in several DC plans.
These plans tend to have faster vesting periods than DB plans.

Among married workers now retiring, EBRI estimates that 48
percent have pension income, compared to a 63 percent prediction
for future retirees now in the age 25-34 cohort. Table 9.1 shows the
expected future receipt of pension and other forms of retirement
income, by 1979 age cohorts.

TABLE 9.1.PERCENT OF FUTURE NEW RETIREE FAMILIES WITH RETIREMENT INCOME

FROM VARIOUS SOURCES

Income source 25 to 34 35 to 44 r 45 to 54 55 to 64

Social Security 96 93 90 86
Pensions 63 61 57 48
Earnings 29 37 35 35
Individual retirement account savings [IRA's]... . 41 37 24 3

Supplemental security income [SSI1 3 6 8 11

Age of each group In 1979

Source Employee Benefit Research Institute Preliminary results from :he Pension and Retirement Income Simulation Model
[PRISM] 1986

Besides an expected increase in pension receipt, the average
amount of pension income among retired married couples w th
pensions is projected to rise more than 83 percentfrom $7,100
among couples retiring today to $13,000 (in 1985 dollars) for those
retiring during 2004-2013. Among single retirees, average pension
income is projected to rise by 70 percent, from about $5,300 among
single workers now retiring, to $9,000 for the youngest c hort when
they retire.9 While pension recipiency and amounts are t-pected to
increase assuming a growing economy, the Overviev, section of this
report points outs that pension benefits may comprise roughly the
same overall share of retirement income for baby boom retirees as
it does for today's retirees.

While it is expected that pension coverage will not increase in
the future, there will he a significant shift in the source of pension
income. Even before the 1986 tax law there was evidence that the
prevalence of defined benefit (DB) plans was declining. As shown
later, passage of the 1986 law may accelerate the trend. The total
receiving pension plan income will probably eventually increase to
two-thirds of the families. but the growth will come mainly from
DC plans.

Recent analysis by the EBB I indicates that as a result of the
1986 Tax Reform Act, pens;on recipiency for baby-boom retirees
(es ose age 30 to 39 in 1985) is likely to increase. The shorter time
required for vesting and new tax penalties and changes designed to
disccilrage pre-retirement consumption of lump cum distributions
are .petted 'o increase the share of older persons receiving pen-
sion in the future. The following table shows estimated future
pension recipiency at age 67 for baby-boom retirees before and

° Chollet, Deborah America rn Transition Benefits for the Future Employee Benefit Re-
search Institute, 1987
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after tax reform by type of he fit and marital status. Nearly 74
percent of married men and nearly 56 percent of married women
are expected to receive retirement benefits under either a DB plan,
a DC plan, or both. Unmarried retirees also are expected to make
sizeable gains in pension receipt.

TABLE 9.2.FUTURE PENSION RECIPIENCY AT AGE 67 AMONG THE BABY BOOM (AGE 30

TO 39 IN 1985) BEFORE AND AFTER TAX REFORM BY TYPE OF BENEFIT AND MARITAL

STATUS

[In percent)

Type of benef'

Married men

Before
After reform

reform

Unmarried men

Before
After reform

reform

Defined benefit (DB) plan only .. . 34 3 32 0 36.3 33 0
Defined contribution (DC) plan only ... . 12 7 15 0 10 5 115
Both DB and DC plans . 22 5 26 7 16 6 24.6

Total recipiency 69 4 73 8 63 4 691

Typc of benefit

Married women Unmarried women

Before BeforeAfter reform After reform
reform reform

Defined benefit (DB) plan only 24.4 25.2 21.7 24.1

Defined contribution (DC) plan oily.. . 10.6 16 8 11 J 16 8
Both DB and DC plans.... ........... 7 9 13 7 10 5 14 0
Total recipiency 42.7 55 7 43 7 54 9

Source Employee Benefit Research Institute tabulations from the Fcu, n and Retirement Income Simulation Model (PRISM)
(EBRI 1986)

The EMU analysis also shows that total average income from
public and private employer-sponsored pension plans will increase
for ulen in the baby boom (age 30-39 and 1985) as a result of tax
reform fro -n $13,900 to $15,400 (in constant 1985 dollars)about an
11 percent gain. Similar gains are expected for unmarried men.
Married women are only expected to have a 3 percent gain as a
result of tax reformfrom $3,600 to $3,700. (The FBRI simulations
show an unexplained decrease in the average amount of pension
income received by unmarried women from $6,000 to $5,700.)

EBRI estimates that the effect of tax reform on the average
dollar amount of benefits received will differ considerably depend-
ing on whether the retirement income comes from a DB plan or a
DC plan. Average pension amounts from DB plans may decrease 'n
many cases because of the new 5 year vesting requirement which
will result in increased recipiency, but with benefits based on fewer
years service. Benefits from DC plans are expected to inclose as a
result of the elimination of the favorable tax treatment accorded
lump-sum distributions and the 10 percent additional tax levied on
early distribatfons (before age 591/2). Thus, cash-outs are more
likely to be saved for retirement income.

381
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In a report based on the same retirement income simulation
model, ICF Incorporated also estimated the potential impact of the
Tax Reform Act of 1986 on retirement incomes and employei
costs." The simulations indicated that the number of retirees in
2011-2020 receiving pensions will increase as a result of tax
reform, but that the number of people with IRAs will decrease.
This reduction reflects new limitations on IRA contributions by
workers covered by a pension plen. ICF notes that these simula-
tions are based upon a number of economic assumptions that have
a potentially large impact e-1 the results. For exami:e, if the econo-
my does not grow as qvickly as assumed, the average level of pen-
sion benefits will decline.

C. PENSIONS AND THE AGING OF THE POPULATION

At first sight, the agir. -, of the population would not sPem to have
the same effe-t on the private pension system as on social 2ecurity.
Legal and accounting requirements for DB plans assume that DB
contributions paid into the pension trust fund during the working
life of employees equal the present value of benefits earned by
them. During retirement, the retirees will draw down on the pen-
sion fund and, on average, the funds set aside will Le sufficient to
pay the promised benefits to those emp..oyees. Since all the benefits
are funded in advance, the ratio of retirees to workers is less im-
portant than it is in social security. However, his does not mean
that there is nothing to be concerned about.

The ratio of retirees to workers in the overall economy could
affect the relative supply of and demand for financial assets. This
in turn could affect the price of the financial assets backing up re-
tiree claims. These claims must be paid for by subsequent genera-
tions of workers. If the value of the pension assets drops, employers
may have to increase their future contributions to the plan. How-
ever, given the periodic actuarial valuations and the legal ana ac-
counting funding requirements, aggregate pc nsion funding would
tend to adjust automatically to these market changes.

Another reason why the effects of the aging of the population
likely will be smaller for defined bnefit pension plans than for
social sc - "rity is that few DB plans are automatically indexed after
retirement. A I hoc increases are typically one-fourth to one-half of
inflation, but these are not pre-funded and are paid at the option of
the employer. If funding were to become insufficient in the future,
companies might cease providing the ad hoc inn 'ses. The result
could be a hidden, but very significant, loss in ,....ome to retirees.
In contrast, changing the way social security provides inflation oro-
tection would be a very visible and controversial departure from
public policy.

1. Pension Accruals for Older Workers
One obvious response to the prospect of unprecedented numbers

of retirees as the baby-boom ages is to implemf nt policies to keep
older workers ir. the labor force by making continued employment

" Aennell, David L and John F. Shiels The Potential Impact of the Tax Reform Act of 1986
on Retirement Incomes and Employer Costs. ICF Incorporated, Jan. 1987



358

more attractive or possible. Three recent changes in the law are in
tulle with this goal. First, beginning in 1987, most workers cannot
be forced to retire when they reach age 70. They can continue to
work as long as they are able, with no mandatory retirement age.
Second, beginning in 1988, pension plans are required to give addi-
tional pension credit or to increase benefits for participants who
work beyond normal retirement age." In the past, the lack of pen-
sion accruals has caused a loss in total potential benefits paid out
to some older workers. Not only were pensions frozen at age 65, no
additional credit or adjustments were made to reflect delayed re-
tirement." Third, the Tax Reform Act of 1986 requires actuarial
reductions to the maximum benefits that may be paid from quali-
fied nlPns at early retirement. This will generally affect only
higher-paid employees, but it may discourage their early retire-
ment.

Even though over half of large and medium size firms already
provide some adjustment for service after the plan's normal retire-
ment age, relatively few elderly in the overall economy have
chosen so far to work after age 65, and this proportion has been
steadily declining. In 1983, only 11.5 percent of those age 65 and
older reported that they were in the labor force, compared to 16.6
percent in 1970. Experience to date suggests that these new incen-
tives for delaying retirement may have little effect on the demo-
graphics of the working population.

2. Pensions and Increased Life Expectancies
Chapter 2 of the background papers points out that the time a

person spends in retirement will continue to increase as life expec-
tancies increase. Mortality improvements will lead to payment of
retirement benefits over longer periods of time unless retirement
ages are increased substantially.

In the 20 years from 1960 to 1980, combined life expectancy for
men and women at age 65 increased nearly 14 percentfrom 14.4
years to 16.4 years. These trends are expected to continue. For ex-
ample, under the Census Bureau's low mortality assumption
(which shows higher levels of life expectancy), female life expectan-
cy at age 65 would increase by about 51 percent between 1980 and
2060, while for males the increase would be about 43 percent. If
this trend proves correct, by 2060 women agc 65 could expect to
live another 27.6 years, and men another 20.2 years.

In the ca e of DB plans, longer life expectancies will require in-
creased employer contributions. However, employer costs for DC
plans would not be affected by mortality improvements. This is be-
cause annuities purchased with a given amount of funds accumu-
lated in DC plans will be lowered as increased life expectancies are
reflected in the cost of the benefit provided by the insurance com-
pany.

" Defined under ERISA as no later than (a) age 65 or (b) 10 years after participation in the
plan commenced.

12 According to the EBRI, depending on a pension plan's provisions, an employee delaying re-
tirement just 2 years could lose from 4 to 23 percent of the value of accrued lifetime benefits,
while an employee delaying retirement for up to 5 years could lose up to half the lifetime value
of benefits accrued at age 65. (ERR' Issue Brief No. 35. Oct 19841
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As noted earlier, the age for full retirement benefits under social
security will increase from age 65 to age 67 during the first quarter
of the next century. Moveover, the Tax Reform Act of 1986 re-
quires that the normal retirement age under pension plans be the
same as the age for full benefits under Social Security. (The ter
"normal retirement age" has become a technicality that has little
relationship to the actual age at w ich full benefits are first paid.)
Employers have not yet begun to deal with this change but will
have to do so by the year 2000 to avoid increased pension costs, es-
pecially for plans that integrate their benefits with social security
under the "offset" method.13

Another cost consideration related to increased longevity is the
extent to which post-retirement adjustments are made to pensio.:
benefits. Over time inflation reduces pension purchasing power. A
fixed benefit (i.e., a DB or an annuity purchased with funds accu-
mulated in a DC plan) will lose about ha'_" its value ia 28 years at
an annual inflation rate of 4 percent.

Since the baby boom is expected to have a greater number of
years in retirement, the inflation protection of pensions and annu-
ities takes on greater importance. However, the cost of indexing
benefits to the rate of inflation can be high. Under the moderate
set of economic assumptions used in the Social Security program,
an inflation rate of 4 percent and annual increases equal to infla-
tion would increase the cost of a typical pension plan by about 50
percent. While private-sector DB plan benefits have not tended to
be fully indexed for inflation, some feel that other types of retire-
ment savings can be used to insure against that type of risk. For
example, supplemental DC plans could be used as an inflation
hedge, as could individual savings.

D. CHANGES RELATED TO WORKFORCE CHARACTERISTICS

A number of factors independent of the aging of America will
affect pension coverage rates and costs and the level cf benefits
and their distribution. They may even influence the way employers
provide retirement benefits. These relate to changes in the work-
force and the economy, the new tax rates, and employer response
to the regulatory framework governing retirement plans. This sec-
tion discusses the increasing participation rate of women in the
workforce, the decline in union membership, and the effect of job
mobility on the receipt and amount of benefits.

1. Participation of Women in the Labor Force
The labor force participati 1 rata of women has been steadily

growing for the last 40 years. The continuing increase reflects
chaiiges in marita' status, educational attainment, fez tility, and
rising career aspirations. Participation among women ages 25 to 44

" Retirement ,lan., have been designed explicitly or implicitly to coordinate or "integrate"
their benefit fcrmulas w th social security Most employers with integrated plans pay benefits
that are directly offset by a portion of social security A typical plan will offset, or subtract, 50
percent of a career worker's social security benefit from the pension accured under the plan
This integration technique counteracts social security's practice of replacing a higher percentage
of final earnings for a lower-paid worker than it does for a higher-paid worker

3 R .4
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is expected to exceed 80 percent in 1995, up from 70 percent in
1984 and 50 percent in 1970.'4

While women have made significant gains in pension coverage
and benefit entitlement over the last 10 years, they still are less
likely to be covered by a pension plan than men, and when they
are, they tend to receive lower benefits. This will continue as long
as women work in jobs not a. .ered by a pension plan and receive
relatively lower wages than men. Among full-time employees, 51
percent of men and 41 percent of women participated in a pension
plan in 1982. The higher coverage rate for men results from a com-
bination of factors. Male workers, on average, tend to be older and
have longer tenure than female workers. They are also more likely
to be represented by a union, to be employed by large-sized firms,
and to work in higher income industries and occupations. All of
these factors are associated with higher pension coverage rates."

The rise in the labor force participation rate of women has in-
creased the number of persons covered by pension plans. This
trend will continue as the labor force participation of women con-
tinues to increase through the rest of this century.
2. Decline in Union Membership

The rapid growth in DB pension plans during the 50s and the 60s
was partly the result of collective bargaining. Even though employ-
ees in collective bargaining units make up only 21 percent of full-
time workers, they accounted for over one-third of all pension plan
participants in 1982. Union membership is associated with very
high pension coverage rates even in smaller firms. Overall, 77 per-
cent of all bargaining unit employees are covered by a plan, com-
pared to only 40 percent of non-bargaining unit employees.' 6

Unions have strongly supported DB plans in preference to DC
plans. However, the percentage of union members in the work
force has decline I from 25 percent in 1970, to 16 percent in 1984. It
is not clear whether this trend will continue. Union membership
trends have fluctuated in the past." A further decline in union
membership may tend t lower pension plan participation in gener-
al, and DB participation in particular.

3. Pensions and Job Mobility
Whether job mobility has been increasing or decreasing over

time cannot be measured because current surveys on job tenure
are not fully comparable with previous ones. However, a large pro-
portion of American workers are thought to spend most of their
"mature" worklife with the same employer and in the same type of
work. Of course, there is significant job movement among young
workers, both in terms of employers and types of work. Still, once

"Fullerton, Howard N The 1996 Labor Force BLS' Latest Projections. Monthly Labor
Review, Nov. 1985

'5 U.S. Department of Labor. Handbook of Pension Statistics, 1985.
le Handbook of Pension Statistics, 1985. p. 90.
' U S Library of Congress Congressional Research Service Union Membership Trends The

Implications for Economic Policy and Labor Legislation Report No 86-197 E, by Richard S.
Belous Washington, May 29, 1986
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they settle into a career path, employees become considerably more
stable in terms of their work.' 8

As mentioned earlier, the current design of DB plans is not desir-
able for those workers who change jobs often or for people who
spend only part of their careers in the workforce. In the past these
persons often forfeited accrued benefits because they did not stay
on the job long enough to vest. This problem has been reduced by
the 1986 Tax Reform Act. Beginning in 1989, pension benefits must
either vest after 5 years of service, or be 20 percent vested (20 per-
cent of accrued benefits) after 3 years of service and rise to 100 per-
cent by gradual increases after 7 years. This change will also help
those who would have otherwise failed to vest in some DC plans.

It is expected that most employers will adopt 5-year vesting, but
a benefit based on a short period of service early in one's career is
not likely to be worth much." Because of the administrative costs
of providing small benefits, employers with DB plans probably will
continue to "cash out" small future benefits by providing the sepa-
rating employee with a lump-sum in cash. (The lump-sum repre-
sents the present value of the future "deferred annuity" to which
the separating employee is entitled.) If these lump-sum amounts
are not rolled over into an IRA or otherwise saved, they may not
be available for retirement income.

Studies show that workers usually consume lump-sum cashouts
they receive frcm retirement plans upon changing jobs.2° This can
substantially reduce the amount of income they have in retire-
ment. The Tax Reform Act of 1986 attempts to discourage this pre-
retirement consumption by repealing provisions in the tax code
(i.e., mpital gains treatment and 10-year forward income averag-
ing) that minimize the tax impact .1 recipients and with certain
exceptions, adding a 10 percent adLitional tax on amounts distrib-
uted before age 591/2, unless paid out in the form of an annuity.

Even if preretirerr ant distributions are saved for retirement pur-
poses, their value may fall short of what it would have been if the
funds remained in the employer plan. Simulations by EBRI show
that the value of retirement income benefits could be reduced sub-
stantially through poor investment performance. Even if cashed-
out benefits from a DB plan were reinvested by the participant at
an interest rate of 1 percentage point higher than that of the plan,
it would not significantly increase the value of future benefits. This
is because the value of the future benefits may be reduced to take
into account probability of the participant's death before retire-
ment age. (Under current law, the cost of providing a preretire-
ment survivor annuity to a plan participant who dies before reach-
ing retirement age may be passed on to the participant through re-
duced benefits or increased contributions)."

Sehgal, Ellen Occupational Mobil':, and Job Tenure in 1983 Monthly L a- Review, Oct

1984 (See also Hall, Robert E The lmportame of Lifetime Jobs in the U S Econ)my American
Economic Re 'ew. Sept. 1982,1

'9 For instance, if an employee were to work for one employer from age 21 through age 25
and then join a second employer from age 26 through 65, the benefit from the fir. employer
would be worth only one-hundredth of the benefit from the second employer if ea- had identi-

cal pay-related plans
20 Atkins, G. Lawrence. Spend It or Save lt7 Pension Lump-Sum Distributions and To.,

Reform An EBRI-ERF Research Report Employee Benefit Research Institute, 1986
21 Pension Portability and What it Can Do for Retirement Income A Simulation Approach

EBRI Issue Brief, no. 65, Apr. 1987

.11=12,1!.
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Even employees who change jobs after longer periods of service
may find that their DB pensions have lost significant value by the
time they reach retirement. Mobile workers are particularly affect-
ed by pre-retirement inflation. Changes in pension plan coverage
and vesting brought on by the 1986 Tax Reform Act will not alter
this outcome. For example, an employee who works 10 years for
each of four different employers would have total pension benefits
that are about half as large as the single benefit of a person who
stays with the same firm throughout a 40-year career, even V all
employers provide identical DB plans. (DC plans are not affectou by
job mobility since the account balance is furnished on separation of
employment and can be rolled over into an IRA, where it can con-
tinue to earn interest on a tax-deferred basis.)

E. CHANGES RELATED TO THE ECONOMY

Changes related to the economy will continue to influence pen-
sion plan cost, coverage, the level of benefits, and the types of ,fans
employers offer. For instance, business cycles affect the level and
prevalence of both DB and DC plans. Inflation affects the purchas-
ing power of retirement benefits. Investment returns affect the cost
of funding DB pension plans and the value of DC plans.
1. Pension Benefit Guaranty Corporation

Changes related to the economy have a direct impact on the
PBGC. In turn, the financial status of the PBGC is an important
factor in the dependability of DB promises.

The PBGC took a number of "big hits" in 1982, 1983, and again
in 1985, raising its deficit alarmingly to the billion-dollar mark.
The program for insuring single-employer pension plans was re-
vised in 1986 to put the Corporation on a more sound financial
footing. The Single-Employer Pension Plan Amendments Act closed
off what were viewed as program "loopholes" that had permitted
employers to terminate their plans deliberately and shift financial
responsibility for pension liabilities on to the PBGC insurance
_-stem. The legislation (1) more than tripled the annual per capita

insurance premium paid by DB plans from $2.60 to $8.50, (2) in-
creased plan liability to both the PBGC and plan participants, and
(3) placed strict limitations on the ability of a plan sponsor to end a
pension plan. A company can nc ,v end an insufficiently funded
plan if the company has serious financial problems under what is
called a "distress termination." This is defined as either (1) being
involved in bankruptcy or insolvency proceedings, (2) undergoing
reorganization, (8) being unable to pay debts unless the plan is
ended, or (4) having increasingly burdensome pension costs because
of a shrinking work force. The PBGC may also step in and termi-
nate a plan if it determines there is a reasonable expectation that
its long-run loss will substantially increase if the ?Ian continues.

Notwithstanding the 1986 amendments, a number of complex
issues confront the PBGC and directly affect the solvency of the
Corporation. For the fiscal year ending September 30, 1986, the
PBGC's deficit (i.e., its liability to pay benefits in excess of its
assets) from the single-employer pension plan termination insur-
ance program equaled $3.8 billion, nearly three times its deficit at
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the end of the 1985 fiscal year. During fiscal year 1986, the PBGC's
liabilities doubled, while its assets grew only 50 percent. Nearly 80
percent of its deficit is attributable to plan terminations in the
steel industry. Of additional concern are falterings of other steel
companies with substantial underfunded pension liabilities and the
vulnerability of firms in other industries that may experience busi-
ness decline.

Although ERISA funding standards have been in place for over a
decade, a number of plans are underfunded. If these plans were to
end, it could substantially increase the PBGC's current deficit. The
General Accounting Office (GAO) found that 3,351 of the 14,581
plans they examined were underfunded by about $21 billion.22 In
another study, the GAO found that most of the claims during 1983-
85 that they examined would not have been prevented by the 1986
amendments because the plans were ended by financially dis-
tressed employers. 2 3

The PBGC is currently paying out more in benefits than it re-
ceives in premium income and earnings on its assets. Under cur-
rent PBGC forecasts, all funds available to pay guaranteed benefits
will be depleted by the year 2003. This depletion date, however,
could be accelerated in the event of another large recession. The
recession would decrease PBGC premium income, and it might lead
to more bankruptcies and pension funding defaults.

2. Excess Pension Assets
While certain sectors of the economy pose a threat to the PBGC,

national surveys show that most pension plans have sufficient
assets to meet obligations if they were to end today. This is primar-
ily because investment performance has exceeded anticipated re-
sults. The GAO found that 70 percent of the 14,581 plar s they ex-
amined were overfunded by a total of $57 billion.24

Pension plan participants and retirees are concerned about the
practice of plan sponsors to recapture "excess" pension assets. This
has raised public policy questions: Against what measures should
"excess" assets be defined? What are the comparative claims of
sponsors and participants to a..y reversions, however, measured?

GAO reported that during the 6'/2 year period between January
1980 and June 1986, companies ended about 1,200 plans with
"excess" assets (covering more than 1.4 million participants) and
recaptured about $14 billion. Under current law, company can
obtain such excess assets only by ending the plan an I satisfying all
obligations of the plan to participants and retirees.

Some employers terminate their pension plan in order to use the
excess funds for non-pension purposes, such as alleviating adverse
business conditions or retiring long-term debt. Although most of
these companies usually establish a successor plan, albeit with a
smaller financial cushion, it is not clear what the long-term reper-
cussions will be on the PBGC. Under current law there is an incen-

"U S General Acccurlting Office. Pensions: Plans With Unfunded Benefits GAO/HRD-11-
15-BR, Oct. 1986. Washington, 1986.

23 U.S. General Accounting Office. Pension Plana. Government Insurance Program Threat-
enee. by its Growing Deficit. GAO/HRD-87-42, Mar. 1987 Washington, 1987

24 U.S. General Accounting Office. Pension Plans: Plans with Excess Assets GAO/HRD-86-
100f1R, May 30,1986. Washington, 1986.
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tive for some employers to maintain multiple plans funded at ,' f-
ferent levels in order to maximize their access to tax-favored plan
assets. It is asserted that some employers have obtained assets by
terminating their overfunde.1 plans and then haNq terminate* their
underfunded plans, in so. .e cases, shifting the unfunded liabilities
to the PBGC.

Another concern caused by the practice of ending plans to ac-
quire excess assets is the effect on retirees. Annuities that employ-
ers buy from insurance companies to discharge their pension obli-
gation. generally have no cost-of-living provision, and retirees thus
lose out an any future inflation adjustments the employer may
have provided if the plan continued.

Although many view the pension assets as deferred wages be-
longing to participants and beneficiaries of the plan, Federal law
and regulations generally hold that the employer owns any excess
assets left after satisfying all DB plan liabilities. In general, this
view has traditionally prevailed because the employer must make
up the investment losses when pension fund assets fall below fund-
ing targets. It, therefore, is argued that he should be entitled to
any surpluses.

It remains to be seen if there will be a significant reduction in
pension coverage or benefit levels as a result of this practice or if
the imposition of the 10 percent excise tax in the 1986 Tax Reform
Act, coupled with more realistic actuarial assumptions, will greatly
reduce the number of asset reversions.

3. Changes Related to Interest Rates
The financial position of a DB plan is extremely sensitive to both

current and long-term interest rates. In determining whether a
plan is overfunded or underfunded, the present value of the future
stream of benefit payments must be measured against the assets on
hand. The present value of these future liabilities is a function of
the rate of interest at which the payments are discounted. The
higher the int( rest rate assumption, the smaller is the present
value of the pension liabilities. It can be generalized that a change
(upward or downward) of 1 percent in the interest rate assumption
(e.g., from 5 to 6 percent) alters plan costs by about 25 percent.

Current interest rates also affect the prices quoted by insurance
companies in providing retirement annuities. If current interest
rates are higher than the rate assumed by the plan, the company
can purchase annuities discharging all pension benefits earned to
date at a lower cost than the liabilities altermined by the plan's
actuary. This in turn increases the amount of any excess assets.25

The sensitivity of pension plans to changes in interest rates is
dramatically shown by how much the funding status of the United
Airlines pension plan changed over 1 year. In June 1985, the com-
pany announced its intention to recapture $962 million from its
pension plan. By the time the reversion took glace 1 year later, the

25 Grubbs, Donald S Termination of Pension Plans with Asset Reversion. A bdution. Journal
cf Pension Planning and Compliance, June 1984
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sum amounted to only about $160 million because interest rates
had fallen so sharply, shrinking the amount of excess assets.26

F. TAX AND REGTJLATORY ENVIRONMENT

The tax and regulatory environment will continue to influence
retirement plans offered by employers and the role these plans
play in providing future retirement income.

I. Effects of New Tax Rates
The CBO concludes that the new simplified tax rate structure

with itz two broad brackets of 15 percent and 28 percent probably
will not by itself alter the basic demand among workers for quali-
fied plans. Most workers will not be facing marginal tax rates that
are much different than those that existed under prior law. Even
among the 3 percent of taxpayers whose earnings exceed $75,000,
for whom reductions in marginal rates will be most significant,
saving through qualified plans will continue to offer a higher rate
of return than any alternative. By the same token, however, the
lower-rate structure for the upper-income population will shrink
their advantage and thereby diminish the gains that c-,n be redis-
tributed to other workers.27

The CBO concludes that the combined effect of the pension plan
rule changes and the new tax rates on qualified plans may vary.
While large plans in the industrial and unionized sectors of the
economy will probably not be affected, those among medium- and
smaller-sized employers may. The tax and regulatory environment
may result in fewer traditional DB plans being established or con-
tinued in firms where worker demand for retirement savings is
weak. Thrift and salary reduction plans, which allow all workers to
sort themselves according to their savings preferences, may become
increasingly attractive in firms where some workers Beek tax-de-
ferred savings more than others.

2. Extent of Defined Benefit Plan Coverage
In contrast to the practice of small firms, which typically offer

DC plans, almost all large businesses have offered DB pension
plans since the 1950s. DB plans now are offered by nine-tenths of
large employers, but there is some indication of a small but steady
decline in the percentage of large employers with such a plan. The
Hay/Huggins Benefit Comparison Survey has reported a steady
drop of 1 percent a year in the number of DB plans offered by
medium and large firms, from 93 percent in 1979 to 87 percent in
1986.

" U S. Congress House Committee on Ways and Means. Subcommittees on Oversight and
Social Security. Pension Plan Under funding Hearing, 99th Cong , 2d Sess June 24, 198n Testi-
mony of Dallas Salisbury, Employee Benefit Research Institute Washington, U S Govt Print
Off , 1987 p 34.

27 U S Congressional Budget Office Tax Policy for Pensions and Other Retirenrnt Saving
Apr 1987.
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Year Firms with defined benefit plans
(percent)

1979 93
1984 90
1986 87

Note The Hay/Huggins Benefit Comparison focuses on med.um and large employers Only 4 percent had fewer than 100
employees. C9 percent had more than 1.000 employees

There are probably many reasons for this trend. First, the group
of large employers in the Hay/Huggins survey is a dynainl: group
and its terminating or merging employers have tended to be re-
placed by smaller ones. If current smaller firms are less likely than
earlier generations to introduce a DB pension plan, as they grow or
merge with other firms there may be a continual decline iii the
prevalence of traditional pension plans.

Second, employers who have plc.ns may be more likely to end the
plans for administrative reasons. Pension plan sponsors and em-
ployee benefit consultants charge that each new wave of ERISA
and tax code changes creates additional disincentives for employers
to adopt and maintain DB plans. It is not certain how some of the
new changes in the 'Tax Reform Act of 1986 will be greeted by plan
sponsors. Maximum benefits paid out at early retirement have
been significantly scaled back. Changes have been made in the way
plans can integrate their benefit formulas with Social Security.
Some argue that the faster vesting called for in 1989 will make DB
plans more like severance pay plans, diminishing then appeal for
retaining and rewarding long service workers.

Third, some employers may have terminated their DB plan to re-
capture "surplus" assets as a result of th. sharp increase in fund-
ing ratios brought on by recent high interest rates and favorable
investment performance. Others may have been the victims of
plant shutdowns caused by economic downswings in particular in-
dustries.

While some employers in the Hay/Huggins survey dropped their
DB plans, the survey shows a sharp and continuing increase in DC
plans with a 401(k) feature. In 1982the year after IRS issued reg-
ulations authorizing their establishmentonly 3 percent of the
firms had such plans, but this increased to 23 percent in 1984 and
62 percent in 1986.

The slight but steady erosion in DB plans found in the Hay/Hug-
gins survey and the sharp rise in supplementary DC plans raise
three questions: First, will the mix of retirement plans change
enough in the future to move DB plans from their historic role as
the primary employer retirement plan? Second, why has the slight
erosion of DB plans occurred? Third, does the drop in DB plans re-
fled a real trend? The decline could be a tempon disturbance or
an artifact of one survey, but the DC trend is shk....n in other stud-
ies as well.

Economist Richard Ippolito explored whether DC plans are en-
hancing or replacing DB plan assets.28 His examination confirmed

2 Ippolito, Richard A Pensions, Economics and Public Policy, 1986

39T
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the widespread belief that DC plans are becoming a progressively
more important component of the private retirement system. He
concluded, however, that in general no data suggest that DC plans
are replacing DB plans in the long run. Moreover, the data and the
theory suggest that there is no logical reason to believe that DB
plans will not continue to be the dominant type of retirement plan
in the United States. However, he cautions that if workers begin to
lose trust in the integrity of DB plans and the "implicit contract"
that firms will not voluntarily terminate the pension plan, it may
cause a large-scale reexamir-!ation of the pension contract. This
could lead to a dramatic shift in the relative proportion of assets
held by each type of plan.

A second effect of shifting to DC plans would be to reallocate em-
ployer contributions from long-service workers to short-service
workers. First, the allocation of defined contributions is much more
uniform than for DB plans, which pay substantially higher
amounts for older employees. Second, by practice rather than by
legal restraints, DC plans typically have much shorter vesting peri-
ods than DB plans.

Thus, the erosion of DB plans shown in the Hay/Huggins data
base may be only a temporary result of recent economic trends.
However, it must be recognized that the trend, if continued, could
substantially and permanently change the mix of retirement
income sources. It is very unlikely that large employers will totally
abandon DB pension plans, but these plans could eventually
become a secondary rather than a primary source of retirement
income offered by employers.

S. Tradeoffs Between Defined Benefit and Defined Contribution
Plans

Each type of plan offers distinct advantages and disadvantages to
both employees and employers. Many analysts feel that DB plans
provide greater retirement income security because the benefits
are defined and the employer is responsible for paying for them. If
pension assets backing up the retirement claims are insufficient,
employers must increase their contributions. A distinct advantge of
a DB plan is that it, more easily than a DC plan, can provide past
service credit for work performed before the establishmant of the
plan, and can be altered to meet the pension objectives of the em-
ployer. Benefits can also be tied directly to pre-retirement earn-
ingsan important measure of adequacy. Since the employer is le-
gally obligated to provide the benefits promised, employees can
plan on receiving a specified retirement income. Further, employ-
ers sponsoring DB plans frequently provide post-retirement adjust-
ments in benefits. On average, they have amounted to about one-
third of the vise in the Consumer Price Index (CPI). However, in-
creases are not pre-funded and are made at the option of the em-
ployer. An important DB advantage is that such plans are insured
by the PBGC.

On the other hand, when other factors are taken into consider-
ation, some analysts argue that DC plans are not only desirable,
but responsi Je to the changing economic and demographic environ-
ment. DC plans are advantageous to short-term, mobile and young-
er employees. For example, a DC plan that sets aside a level per-
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tentage of pay over an employee's working lifetime will accrue re-
tirement benefits faster in the employee's early years than a DB
plan costing the same overall amount. In addition to more rapid
benefit accrual, DC plans usually have more rapid vesting sched-
ules and pa; death and disability benefits at any point in the em-
ployee's working lifetime, rather than only upon satisfaction of cer-
tain age and service requirements. Moreover, it if: pointed out that
models exist for minimizing employee investment risk, and that at
retirement an annuity can be purchased with the funds accumulat-
ed based on the individual's life expectancy. From that point on the
annuity would function like a DB plan.

DC plans are neutral with respect to an employee's decision to
stay with or leave a firm for other employment, or on when to
retire. Howe,er, the deign of DB plans is unfavorable for those
workers who are laid off or change jobs often, or for those who only
spend part of their careers in the workforce. Not only may these
persons forfeit benefits because they do not stay on the job long
enough to vest, their ultimate benefits may be small. Because of
their disproportionately high administrative costs, employers will
normally cash them out by offering the employee a lump-sum in
cash. Unless these amounts are rolled over into an IRA or other-
wise saved, they may not be available for retirement income.
4. "Non-Qualified" Plans

A result of the 1986 tax law changes may be to increase the im-
portance of "non-qualified" retirement plans. Such plans, which
are for highly paid employees, do not enjoy the same favorable tax
treatment that qualified plans receive. Employers can use them to
exceed the limits on the benefits that can be paid out under a tax-
qualified DB plan.

Indications are that non-qualified plans are being used by more
and more firms to compensate their highly paid employees. The
public policy concern is ti it employers in the future could scale
back what they provide under tax-qualified plans. This in turn
could affect middle managers as well as rank-and-file employees,
since employers could freeze the tax-qualified pension plan forthem and provide deferred compensation to officers and other
highly paid employees through non - qualified arrangements.

G. POLICY OPTIONS

Projections show that even without an increase in the pension
coverage rate, future generations of retirees are more likely to re-
ceivo pension benefits than today's retirees. Moreover, these bene-
fits are expected to be worth more in real dollars. However, this is
based on the assumption of a growing economy. Of course, if the
economy does not grow as quickly as projections assume, the aver-
age le 7e1 of pension benefits will not be as high as predicted. Al-
though poverty rates are expected to remain relatively high among
single aged persons in the bottom quartile, incume projections for
other aging Americans are encouraging. One option would be to
take no action to alter these expected outcomes which depend upon
many economic and demographic assumptions.

(13
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1. Preservation of DefinRd Benefit Plans
There is public policy concern over which direction our private

pension system is headed. DB plans have been the tradtional way
large employers have provided their workers with retirement
income. Some analysts are concerned about the future of DB plans.
Rules for DB plats have been continually changed over the last 5
years. Legislative options are under study to raise PBGC insurance
premiums and to deal with both overfunded and under-funded
plans. There undoubtedly will continue to be pressure from interest
groups for more ERISA and tax code changes to achieve specific
goals. While each of the past changes and many of the proposed
changes may achieve desired social and equity goals, it is argued
that they all have made pension plans more complex and costly to
administer. There are some indications that employers may be
shying away from DB arrangements and instead may be placing
greater emphasis on DC plans. If Congress wishes to encourage and
preserve DB plans and keep them the cornerstone of the private
sector retirement income system, it may wish to weigh future legis-
lative changes in terms of their potential affect on DB plans as
well as on their own merits.

In addition to exercising care in adding new requirements for
plan sponsors, one option would be to ease the regulatory burden
in order to help promote DB plans. In this regard, current law
rules and regulations could be examined to determine if they can
be streamlined and the compliance burdens substantially re-
duced.29

2. Strengthening the Pension Benefit Guaranty Corporation
There is also public policy concern over the financial position of

the PBGC. The DB promise assumes a financially sound and equi-
table termination insurance program. While most plans are fully
funded, a small but significant number are seriously underfunded.
If these plans were to terminate, it would significantly worsen
PBGC's already precarious financial position, requiring DB plans to
pay higher premiums.

Under current PBGC forecasts, all funds available to pay guaran-
teed benefits will be depleted by the end of fiscal year 2003. The
need for additional PBGC revenue has led to proposals to -...olace
the uniform premium structure with a system that would charge
higher premiums or a variable rate to those employers who do not
adequately fund their pension promises. The premiums that PBGC
currently imposes are not related to the size, or reasons for, a
plan's funding deficiencies. Arguably, these factors, as well as an
uncertain global economy, make it possible that the PBGC will
become liable for the promises of additional failed DB plans. If so,
the premiums imposed on a declining base of DB plan sponsors also
would increase. While no evidence yet exists, such a reinforcing

" For example, many have questioned whether the restrictions on individual choice and the
compliance burdens imposed by the non-discrimination rules are worth whatever braader social
ends they are atteinping to acl.ieve In some firms the rules moy have restricted what upper-
income individuals can save through qualified plans In the extreme, the rules may prevent for-
mation of plans in firms where the intrinsic demand among the rank-and file workers for tax-
favored savings is very weak

3 9 4
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cycle eventually could lead to large scale withdrawals from the DB
system.

Options now being studied include more rapid amortization of
certain unfunded liabilities and waived contributions, minimum
funding requirements, and limiting the availability and attractive-
ness of funding waivers. However, these charges could be burden-
some for employers in declining industries and might increase
resort to bankruptcy. They may also cause a drop in the number of
firms willing to maintain DB plans in the future.
0 Tax Equity

Not everyone benefits equally from the estimated $60 billion
annual revenue loss from the tax advantages of qualified plans.
While these advantages boost retirement incomes, tax benefits are
skewed to highly-paid workers and, even more so, to workers who
spend 20 years or more under one vinsion plan.3° If all workers
had equivalent access to tax-advantaged retirement savings over
their worklives. then arguably no issues of tax equity would exist.
To achieve such equal access, however, would require either rela-
tively open-ended individual retirement savings on a tax-favored
basis (for example, large deductible IRAs) or some kind of mandat-
ed employer-provided systemat least, universal access to salary
reduction plans. Any such solution, however, would create its own
problems. For example, large scale IRAs could compromise the
goals of the nor-discrimination rules. It is also unlikely that low
income workers would save even if they had access to a large de-
ductible IRA. Moreover, employers might drop their plans covering
rank-and-file workers and let all employees f'nd for themselves.
Further, if a change successfully shifted more retirement savings
into tax-favored vehicles, larger revenue losses would occur unless
offset by a tax rate increase or reduced expenditures.

4. Preretirement Indexing of Deferred Annuities
Another means to alter the distribution of the underlying bene-

fits and the gains in income traceable to the tax advantages associ-
ated with DB plans would be to require a revision in the way the
DB plans calculate deferred annuities. If those benefits were based
on wages that were adjusted for inflation between the time a
worker earns them and the plan's retirement age, then more bene
fitsincluding the tax-induced portions of such benefitswould be
paid to worker- co: jobs that they held in early and middle portions
of their lives. This would be particularly advantageous for workers
who change jobs several times over their work lives. While such a
change would not alter the distribution of benefits among income
levels, it would change the distribution between stayers and leav-
ers.

Such a substantial revision in DB plans, however, implies either
significanCy higher plan costs 31 (and, therefore, shifting more cur-

3° For a complete discussion see U S Congressional Budget Office Tax Policy for Pensions
and Other Retirement Savings. Apr 1987

31 The Congressional Budget Office estimates that this would increase plan costs by roughly
20-25 percen..
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rent compensaaon to pension contributions) or a reshuffling of ben-
efits from long-service to short-service workers for the same aggre-
gate plan costs. Either solution would undercut the economic incen-
tives by which DB plans attract and retain qualified workers. Such
a change would have to be phased in to avoid large unanticipated
additional liabilities to be borne by plan sponsors and the PBGC.
As a result, its effects would be only slowly realized and probably
would not affect outcomes for most of today's middle-aged workers.

5. Greater Reliance on Defined Contribution Plans
The development of a global economy has made long-term com-

mitments in an increasing number of American industries more
problematic. Major industries are now operating in an environ-
ment in which their future markets are less secure and their cost
structures are undergoing constant reexamination. In light of these
changes, it may be unrealistic for workers to count on receiving the
large DB benefits implied in their current formulas. Many of these
plans may be Laminated or substantially reduced well before
today's workers reach retirement, thus reducing their retirement
incomes. One option is to move to a retirement G.fttem that is less
dominated by DB plans and make more use of DC plans.

There are also other reasons why it may not be desirable for the
Nation to rely heavily on DB plans. Because of their "lock-in" fea-
tures, DB plans penalize job mobility and pension portability. In ac-
commodating themselves to global markets, other trading nations
have found it necessary to encourage job mobility and retraining.
On the assumption that job mobility will contribute to increased
productivity, one policy option is to design E. pension system tnat
minimizes job mobility losses. While the faster vesting require-
ments scheduled to go into effect in 1989 will reduce forfeitures of
accrued benefits caused by job changing, they do not respond to the
loss in benefit value caused by preretirement inflation. A shift to
greater reliance on DC plans might 'oe a natural response to the
post-ERISA legal and economic environment. Moreover, the distri-
butional results might be a desired public policy outcome. In the
context of this country's pension structure, options might involve
some combination of three measures: (1) more reliance on social se-
curity; (2) more reliance on DC arrangements; or (3) a requirement
that DB plans index the wages on which they base benefits for
workers that leave the plan before retirement.

Analysis is inconclusive about whether DB plans contribute more
to economic growth through their lock-in incentives than they dis-
courage growth by limiting job mobility. In future considerations of
the Nations retirement policy, however, these interactions with
the larger issues of overall economic growth and international com-
petitiveness need to be studied.

Encouraging employees to delay retirement will offset some of
the additional cost resulting from increased life expectancies. DC
plans reward delays in retirement, but DP plans reward earliest
possible retirement. A study by the National Bureau of Economic
Research found that DB pension costs increase as retirement age

3q6
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decreases even if benefits are reduced.32 Since the reduction, if
any, is usually less than an "actuarial-equivalent" reduction, t' e
value of benefits is greatest for the youngest retirees. DC plans do
not provide any subsLiy for early retirement. In fact, the large in-
creases in the value of DC plan benefits caused by the' upound-
ing over additional years of service encourage emplr, 7 ,o delay
retirement. Thus, DC plat is encourage both job me' I', y And span
of yea s worked.

6. Pt Portability
One option to increase the likelihood that retirement benefits are

used for retirement income is to require that the assets remain in
the employer's plan until retirement age is reached or to have
them transferred to a Federal portability agency or a central clear-
inghouse. This would eliminate employee discretion over the use of
the funds prior to retirement. Another option would be to expand
existing retirement arrangements to facilitate or mandate roll-
overs of preretirement distributions to an individual retirement ac-
count or other emplerer plan. While such a scheme would place
constraints on particidants' discretion to use preretirement distri-
butions as they see fit, it would provide greater retirement income
security. The recent tax law re,;sions, including the 10 percei ad-
ditional tax on early distribution of benefits, already serve Lnis
same goal.

Legislation has been reported to provide greater assurance that
preretirement distributions are "locked-in" for retirement income
purposes and to offer incentives for small employers without retire-
ment plans to adopt simplified employer pension (SEP) plans.33
However, the legislation does not deal with the issues of crediting
all service toward an eventual pension or the effects of preretire-
ment inflation on DB plans.

7. Mandating Pr ate Pension Plans
In order to prepare for the aging of the baby-boom generation,

some economists urge a national policy that would encourage (or at
least not deter) more investment over the next 25 years. This
would require an increase in total savings. However, as shown in
chapter 4, recent history on total savings is not encouraging.
Rather than increasing the rate of growth in productivity or build-
ing up claims abroad by exporting more goods and services than we
import, we are now doing just the opposite. If Congress wishes to
increase overall retirement savings or the role the private ..,ecter
plays in delivering retirement income, it could reexamine e pro-
posal of President Carter's Commission on Pension Policy tc, ;tab-
lish a minimum universal pension system (MUPS). MUPS was a
direct response to the plateauing of the pension coverage fate at
about 50 percent of the workforce. The Commi' lion recommended
enat employers contribute 3 percent of payrc" in w a retirement ac-
count for each full-time employee over age 25 who had been with

32 Wise, David A. Pensions. Labor, and Individual Chc ..e National Bureau of Economic Re
search, 1985.

" See the Pension Portability Act of 1987 (KR 1961, 1962/S 944 and the Portable Pension
Plan Act of 1987 (H.R. 1992)
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the firm at least 1 year. Vesting of contributions was to be immedi-
ate.

While a MUPS proposal has many appealing features, it was es-
timated that pension coverage would have increased to only 56 per-
cent of the workforce. Moreover, it has been criticized for failing to
take into consideration the effects on workers and firms. It is un-
certain what the effects would be Jri small and marginal businesses
that generally are least able to afford an additional 3 percent of
payroll tax. Moreover, it is thought that many low-income and
younger workersthe ones most likely not to be covered by a pen-
sion planmight not desire such a proposal if it would come at the
expense of lower cash wages. The general consensus among econo-
mists is that pension plan contributions and social security taxes
ultimately offset wages paid to workers and are thus a substitute
for wage income. It is argued that a more direct way of increasing
the retirement income of low income persons is to increase the role
of social security. One way to achieve this through a "cost neutral"
approach would be to increase the tilt in the social security benefit
formula.

While a MUPS might increase the retirement savings of some,
the buildup in retirement assets would not equal the MUPS re-
quirement. Limited empirical data indicate that workers would
reduce their other savings, including those already going into pen-
sion plans, to offset a substantial portion of the MUPS contribu-
tions. Thus, much of the assets accumulated under MUPS probably
would be a reallocation of savings. However, to the extent that
some workers were now able to obtain tax-favored rates of return
on their savings and those tax advantages were financed by higher
income tax rates or spending cuts, some increase in net national
savings would occur.



CHAPTER 10. AGING, HEALTH, AND MEDICAL CARE*

I. INTRODUCTION

Uncertainties about the ability A the aged to pay for medical
care curing retirement years raises particular Federal policy con-
cerns. Federal policies affecting income needs of future retirees
generally focus simply on assuring sufficient levels of cash income.
If anticipated future levels materialize, the elderly will likely be
able to afford the cost of their housing, food, clothing, and similar
goods and services. Medical care needs of the aged, however, are
unpredictable and their cost is potentially so large that despite cov-
erage by Medicare for some of these costs, many of the future aged
may not be able to pay for it.

The aging of the population and the retirement of the baby boom
accentuate pressure on the Nation's future cost and financing of
medical care, and on the ability of the elderly to afford it. Some
argue that in the past there has been less tradition for saving for
unexpected medical care needs in old age than there has been for
other retirement living needs, in part, because of Medicare. Sur-
veys show that most elderly Americans think (with some justifica-
tion) that Medicare will adequately provide for their medical care
needs, particularly if they have purchased "medigap" insurance to
supplement their Medicare coverage. In fact, Medicarc pays about
half of average total health care costs for the elderly.

As described in some of the preceding papers and depending on
assumptions regarding the future rate of economic growth, it is
possible to be relatively sanguine about the Nation's abi ity to
adjust to many of the impacts of the demographic phenomena de-
scribed in Chapter 2. Health care may be the exception. Even with-
out the large scale future demographic shifts wider consideration,
issues of the cost and financing of health care rank high on the Na-
tion's legislative agenda. Over the past ten years, the costs of
health care have accounted for a large and growing share of the
Nation's Gross National Product. The projected long-run financing
of Medicare's Hospital Insurance trust fund is seriously out of bal-
ance. Major reforms are currently receiving consideration to ad-
dress these and other issues in the financing and delivery of health
care services. The future demographic changes highlight these
issues, and make the quest for reforms more urgent.

The potential impact on the health care system of the long-range
demographic extends beyond the increasing numbers of persons
over age 65. The most rapid growth (already underway) will occur
in the population age 85 and over. These so-called "oid-old" more
often require intensive and expensive acute medical care. In addi-

'This chapter was prepared by James Reuter and P Royal Shipp, Congressional Research
Service.
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tion, the 85 and older age group is most likely to require long-term
health care outside the hospital in the home or a nursing home set-
ting. This group is more likely to suffer from chronic ailments such
as dementia or chronic heart disease, ailments for which medical
practice can offer little hope for cure, but which may prevent them
from living alone and taking care of themselves. At present in this
country, insurance for long-term care is not provided by Medicare
and generally not provided by private Policies. Long-term care for
the elderly currently is financed primarily by consumer out-of-
pocket payments and through the Medicaid programthe Federal-
State program to pay medical costs of certain of the Nation's poor.

In summary, anticipated demographic changes will intensify
pressures for i-najor reforms in the health care system in general,
and in Medicare in particular. Demographic fortes, interwined
with continued concerns about health care costs. the Federal
Budget deficits, and with Medicare's benefit structure have created
an atmosphere of consensus that changes in the Medicare program
will be necessary.

However, little consensus has emerged out of these discussions
on what specific changes are needed. Policy-mal.-::rs differ on
whether national policy should encourage more pudic provision
and regulation of services, or whether a strategy of increased reli-
ance on more competitive health-care markets and private financ-
ing should be pursued.

H. THE ELDERLY: GROWING NUMBERS AND INTENSIVE USERS OF
HEALTH CARE

The connection between increasing numbers of elderly and pres-
sures on health care expenditures often is emphasized because the
elderly as a group use substantially more health care resources per
person than the non-elderly. Assuming that current age-specific
mortality, morbidity and health care utilization rates continue, the
retirement of the baby boom would result in a direct increase in
health care expenditures. However, it is not clear whether these as-
sumptions are valid, and this uncertainty raises important policy
considerations. While there is general agreement that age-specific
mortality rates will decline somewhat, there is a divergence of
opinion as tl how much these rates will decline. There is even less
agreement on how mortality improvements will affect morbidity
and health care utilization and expenditures. On the one hand, if
age; specific morbidity declines with mortality, health care expendi-
tures would increase simply because there are more elderly. On the
other hand, if increased longevity is accompanied by longer periods
of increased morbidity preceding death, health care expenditures
would grow faster than the growth in the numbers of elderly. In
other words, do health care costs increase more or less directly
with age, or ,.lo the bulk of the costs of the elderly come within a
short period preceding death (i.e., the last year of life)? If the
latter, then it is the number of elderly, not their longer lifespans,
that drives increases in expenditures.

As described in Chapter 2, the population aged 65 and over was
25.5 million in 1980, and is projected to raise to 39.2 million in 2010
(the approximate beginning of the baby boom's retirement) and to
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64.6 million in 2030 when the last of the baby boom reaches age
65). The size of the population 85 and over, which has particular
implications for the health care system, is projected to grow at an
even faster rate. The 2.2 million in 1980 will rise to 6.6 million in
2010, to 8.6 million in 2030, and to 16.0 million in 2050, (when the
youngest of the baby boom cohort reaches age 85). These projec-
tions are sensitive to certain assumptionsmost importantly to
continued declines in mortality rates (increases in life expectancy).
In 2050 the highest projection for the population 65 and over is
nearly 50 percent higher than the lowest. For the population 85
and over the highest projection is more than double the lowest.

The pressure on health care costs of an aging population occurs
because the elderly require more health care per person than the

.!erly. In 1984 the elderly (age 65 and over) represented about
12 percent of the total population but accounted for about one
third of national expenditures for health care. Average annual per
capita health care expenditures for persons aged 65 and over was
$4,200 in 1984. In the same year, the estimated average annual per
capita health care expenditures for persons under age 65 was about
$1,200.1

But important distinctions should be drawn within the 65 and
over age group. Health care expenditures of the age group 65 to 70
a:e about the same as for the younger age groups. However, the
old-old group (over age 85) consume substantially larger amounts of
health care resources. In 1983, Medicare beneficiaries over age 85
were hospitalized nearly twice as often as beneficiaries between the
ages 65 and 6(1 The old-old are also more likely to develop chronic
ailments and to suffer from such debilitating diseases as dementia
or emphysema. These ailments may require long-term custodial
care, usually in the form of nursing home care. In 1985, about 1
percent of persons ages 65 to 74 were institutionalized in a nursing
home while almost 22 percent of persons age 85 and over were in-
stitutionalized.3 Care of patients with severe chronic ailments can
be very expensive; the cost of nursing home care is currently about
$20,000 to $25,000 per person per year. Contrary to what most
people think, the cost of long-term care in nursing homes is not
covered by Medicare. Nor does the private sector provide long-term
care insurance at a cost affordable to many. As a result, the cost of
long-term nursing home care is borne either directly by consumers
and their families or, after exhausting their own resources, by
Medicaid. Given that the long range population projections suggest
that the old-old are not only a growing proportion of the total pop-
ulation but also a growing proportion of the population over 65,
these age-specific differences in health care utilization will have
major effects on future health care expenditures.

' Waldo, D R and Lazenby, H C Demographic characteristics and health care use and expend-
itures by the aged in the United States 1977-1984 Health Care Financing Review Vol. 6, no 1
Fall, 1984. p. 1-29.

Gornick, M , Greenberg, J N , Eggars, P W and Dobson, A Twenty years of Medicare and
Medicaid covered populations, use of benefits, and program expenditures Health Care Financ-
ing Review. Annual Supplement. 1985. p. 13-59

US Department of Health and Hum..., Services National Center for Health Statistics. Use
of Nursing Homes by the Elderly Preliminary Data from the 1985 National Nursing Home
Survey. Advance Data. No. 135 May 14, 1987. p. 2
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While the risk of incurring large health-care costs increases with
age, the distribution of health care costs within the Medicare-eligi-
ble population also varies widely. Studies have shown that 37 per-
cent of aged Medicare beneficiaries received no Medicare benefits
in 1983 and an additional 33 percent received benefits between $1
and $500. These two groups accounted for 70 percent of all benefici-
aries but only 3.2 percent of Medicare's benefit payments. About
one tenth of Medicare enrollees received benefits of $5,000 or more,
accounting for 72 percent of total Medicare benefit payments.4

Research also shows that Medicare reimbursements during the
final 12 months preceding death averaged $4,527 in 1978, while re-
imbursements to enrollees who survived were $729 per enrollee.5
Thus, Medicare enrollees in the last year of life use Medicare bene-
fits at a much higher level than do survivors.

Clearly long-range demographic shifts and potential changes in
patterns of health care utilization associated with an aging popula-
tion have serious implications for financing medical care needs of
the elderly. However, their effect should be kept in perspective. In
the first place, the baby boom cohort does not begin reaching age
65 for nearly 25 years, leaving some time for substantial political
and economic adjustment, as well as for innovation and change in
medical care practice that is impossible to anticipate.

Second, as noted earlier, two variables, the number of benefici-
aries and the nature of services provided, will drive the future rate
of increase in real (taking general inflation into account) medical
care costs for the elderly. Medicare's Board of Trustees projects
future trends in these variables, suggesting that the nature of serv-
ices provided will affect medical care costs substantially more than
mere increases in the elderly population. These projections include
implicit assumptions regarding, for example, the impact on expend-
itures of changes in technology and changes in attitudes about the
appropriateness of using "heroic" medical practice in prolong life.
Such assumptions are accompanied by a high-degree of risk be-
cause the methodology and data for making them are inherently
weak. Nonetheless, they do provide guidelines for understanding
what the future policy choices are. In particular, while policy-
makers can do little to change the number of future elderly, poli-
cies affecting the nature and patterns of medical services could be
established. Health economist, Robert G. Evans, has stated this
issue as follows:

it is not the increasing numbers per se of the elderly which are creating
strains on the health care system, and by extension increasing claims by that
system on the resources of the rest of society. Rather it is the way in which the
health care system reacts to the elderly, the expanding service mix on the intensive
and extensive margins, which is creating economic' strains as well as serious ques-
tions about the effectiveness and the appropriateness of that response.6

This point deserves emphasis. Continued mortality improvements
do not necessarily -esult in larger per capita health care expendi-
tures for the elderly. Data on Medicare reimbursement by age do

Gornick et al. Twenty years of Medicare and Medicaid.
Lubitz J. and Prihoda, R. The use and costs of Medicare services in the last 2 years of life

Health Care Financing Review Vol. 5, no 3 Spring, 1989. p 117-131
6 Evans, R G. Illusions of Necessity. Evading Responsibility for Choice in Health Care Journal

of Health Politics, Policy, and Law. Vol. 10, No 3, Fall 1985, p. 446 -'47



378

show increasing average costs as age increases. For example, aver-
age Medicare expenditures for enrollees ages 85 and over was 86
percent higher than for enrollees ages 65 to 69.7 If age-specific mor-
bidity and demand for health care resources remain constant, in-
creases in longevity could lead to the conclusion that the projected
increases in life expectancy would result in larger health care ex-
penditures. However, an alternative suggests that continued mor-
tality improvements wily ensure a larger surviving population at
each age group, but also less likelihood of illness or death ir, any
particular age cohort. Accordingly, since dramatic increase:, in
health care expenditures occur during the last year of a rarson's
life, declines in mortality rates could lower the average Medicare
costs per enrollee for the younger age groups, and perhaps even
overall. As stated by Victor Fuchs:

The relationships between utilization, age, and survival status will depend on the
reason for the lkser death rate If mortality falls because people are living healthier
lives or because of more effective preventive measures, the conventional extrapola-
tions will overestimate health care utilization. * ' On the other hand, if the
lower death rates are a result of ever more complex technological interventions, the
rising cost of such interventions will tend to offset the fact that fewer persons are in
the last year of life.8

At this time, there is no clear consensus as to which of these con-
ceptualizations will explain the future growth in health care ex-
penditures for the elderly. However, these differing views serve to
emphasize the uncertainty regarding these projections and to iden-
tify potential areas of policy concern.

III. RISING HEALTH CARE COSTS AND FEDERAL EXPENDITURES

The United States' systems of health care financing have experi-
enced major changes in recent years. Both public and private in-
surers are developing new and innovative methods for reimbursing
providers. While the nation's health care delivery system has been
characterized by independent, fee-for-service practitioners, provid-
ers are beginning to organize into large, incorporated groups pro-
viding a broad range of health care services.

In large measure, some of these changes are a response to a
health care : ystem whose costs rose rapidly relative to prices in the
rest of the economy, and whose growth led to the absorption by
health care of a growing share of the Nation's production of goods
and services since 1965. Many changes were intended to control
costs and price increases. In other cases, these changes represent a
response by providers to cost containment policies. Based on the
latest available data, the overall effects of these changes on health
care expenditures are still inconclusive.

From 1975 to 1985, health care expenditures in the United States
increased by an average of 12.3 percent per yeara rate far above
the growth of the overall economy. During the past two decades
(1965-1985) the share of the Gross National Product accounted for
by health care spending increased by 81 percent, rising from 5.9

Gornick et al Twenty years of Menicare and Medicaid
8 Fuchs, V The Hea1.4 Economy Harvard University Press Cambridge, Massachusetts. 19S

p. 310-331
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percent in 1965 to 10.9 percent in 1986an historically high level
for the United States. (See table 1) This percentage held relatively
constant between 1983 and 1985, leading some to conclude that
major growth in health care costs as a percent of GNP had abated.
However, the 1986 increase suggests continued cost pressure.9

TABLE 10.1.NATIONAL HEALTH EXPENDITURES

Year In billions As percent of GNP

1965 $4190 5 9

1970 75 00 7.4

.9i5 132 70 8.3

1980 248.10 9.1

1983 357.20 10.5

1984 391.10 10.4

1985 422 60 10.6

1986 1 458 20 10.9

I Updated data For source. see footnote 9

Sowce Waldo et al. National Health Expenditures. 1985 Health Care Financing Review Vol 8, No I Fall 1986 p 1-21

As overall health care costs and prices have risen, so also has the
cost of the Medicare progr ,m. Between FY 1977 and FY 1987, part
A of Medicare, the Hospital Ins Tame (HI) program that pays for
hospital care, has inzreased by an average of 12.4 percent per
year." The rate of annual increase in part A expenditures has de-
clined in recent years, due both to changes in policy and to a de-
cline in overall inflation (see table 2). Part B of Medicare, the Sup-
plementary Medical Insurance (SMI) program that pays for physi-
cian and outpatient care, has grown even faster than part Aan
average annual rate of increase of 17.0 percent between FY 1977
and FY 1987.11 These rates of growth translate into major pres-
sures on the Federal budget. The HI and SMI programs together
will result in expected Federal budget outlays 'adjusted for offset-
ting receipts) of $65.3 billion in FY 1987about 7.1 percent of the
total budget outlays as compared to 4.7 percent in FY 1977.

, U S Dept of Health and Human Services Health Care Financing Administration Office of
the Actuary. Division of Nation-al Cost Estimates June 1987.

lo The Board of Trustees, Federal Hospital Insurance Trust Fund 1987 Annual Report of the
Board of Trustees of the Federal Hospital Insurance Trust Fund Office of the Actuary Health
Care Financing Administration DHHS. March 30, 1987 80 p.

This report will hereafter be referred to as the 1987 HI Trustees' Report
I, The Board of Trustees, Federal Supplementary Medical Insurance Trust Fund 1987 Annual

Report of the Board of the Trustees of the Federal Supplementary Medical Insurance Trust
Fund. Office of the Actuary Health Care Financing Administration DHHS March 30, 1987 69

P This report will hereafter be referred to as the 1987 SMI Trustees' Report
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TABLE 10.2.EXPENDITURES FOR MEDICARE: FART A AND PART B

Fiscal year
Part A (HI) (in

millions)
Annual percent

change
Part B (SMI)
(in millions)

Annual percent
change

1977. $15,207 .... ........ ...... $6,342 .......
1918 i7,862 11.5 1,356 16.0
1979. 20,343 13.9 8,814 19.8
1980 24,288 19.4 10,137 21.8
1981 29,260 20.5 13,228 23 2
1982. ..... .... 34,864 19.5 15,560 11.6
1983 38,624 10.8 18,311 11.1
1984. 42,108 9 0 20,312 11.3
1985 48,654 15 6 22,130 116
1986 49,685 2.1 26,217 15.3
1981 (estimate). 49,000 1.4 30,543 165

Sources 1987 HI Trustees' Report and 1987 SMI Trustees' Report

Health care cost increases in recent years have been caused by
an interaction of several forces. Overall inflation accounted for the
largest part of the health care cost increases. In i ' iition, however,
increased case loads (particularly in Medicare) and more intensive
treatment per case have caused costs in health care to go up faster
than general inflation.

The methods of paying both physicians and hospitals, by Medi-
care as well as by private insurers, have made it difficult to con-
tain the rapid growth in the health care sector and annual in-
creases in its costs. For the most part, both Medicare and private
insurers pay physicians on the basis of fee-for-service charges. That
is, physicians are paid a price set by them, within some limits, for
whatever procedures or services they performalso largely deter-
mined by ".., physician. Before FY 1984, hospitals were paid for
the costs they incurredso-called retrospective cost reimburse-
ment. Under this payment system, hospitals had no incentive to
control costs as they would be paid whatever costs they incurred.
Thus, financial incentives acted on both doctors and hospitals to
encourage costly care.

In response to continuing pressures on health care costs, reforms
in Medicare's payments to hospitals were made as part of the
Social Security Amendments of 1983 (P.L. 98-21). These amend-
ments replaced Medicare's retrospective cost-based hospital reim-
bursement system with a prospective payment system (PPS). Under
PPS, hospitals are generally paid a fixed amount for treating a pa-
tient, with the amount varying depending on the diagnosis, regard-
less of the actual cost of the treatment or the length of the hospital
stay.

Many policy-makers believe that Medicare's method of paying
physicians also needs reform. While the Congress has not enacted
comprehensive reform to Medicare's physician payment system, it
has taken steps, in the context of annual budget legislation, to im-
plement changes designed to reduce the growth in budget outlays
for physician services. In particular, in 1984 (P.L. 99-369) the Con-
gress enacted a freeze on Medicare payments for physician serv-
ices. In addition, the Congress instituted a "participating physi-
cian" program to encourage physicians to accept Medicare's al-
lowed charge as the 111 rfnent for a treatment, and to collect
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from the patient only the 20 percent co-insurance amount and not
any difference between the doctors' billed amount and Medicare's
allowed charges. The Congress continues to explore other possibili-
ties for more comprehensive reforms in the way Medicare pays
physicians.

Private employers have also taken actions to reduce their costs
of employee health care. Over the past 10 years, employers have
become increasingly concerned as rising health care costs drove up
he cost of employer-paid health insurance and at the same time

became an ever larger component of overall employee compensa-
tion. Privately insured individuals, no less than Medicare benefici-
aries, generally did not have to face the full economic consequences
of their health care treatment because insurance often was paid for
largely by employers and payments for services were made directly
to hospitals and physicians by insurance companies and other in-
termediaries. In recent years, private employers have begun to
assert more control over employee health care costs by requiring
employees to pay more for their health care, encouraging employ-
ees to participate in prepaid medical plans where the plan sponsors
have strong economic incentives for efficient use of resources, es-
tablishing relationships with organizations of physicians and doc-
tors who agree to provide health care at reduced rates, and hiring
organizations to manage care by, for example, requiring second
opinions for elective surgery and monitoring the duration of hospi-
tal stays.' 2

Many employer-sponsored health plans include the provision of
some health insurance benefits after retirement. While these bene-
fits were not costly when they were originally included in the plans
(because there were few retirees in the early years), they have
major implications for future costs as the number of retirees in-
creases. Also, as these plans are generally designed to supplement
Medicare, their costs are sensitive to changes in this program. At
present, retiree health benefit plans represent a large and growing
future liability to employers. These future obligations have not
been funded and thus will have to be paid from current funds in
the years they become due. Only rough estimates currently exist
for the size of these future obligationsranging from $100 billion
to much higher figures, depending on assumptions of the future
cost of health care and possible changes in Medicare.

In summary, major changes in health care and its financing are
being driven by rapidly rising health care costs and a health care
sector that has represented an increasingly large proportion of the
Gross National Product. The Federal and State Governments have
taken actions to hold down expenditures because of the pressures
of the Medicare and Medicaid programs \ . their budgets. Private
employers have also responded to increasing health care costs by
implementing various cost-containment strategies.

Data suggest that changes in Federal Government and private
sector policies have slowed down health care cost increases in
recent years, at least temporarily. However, the combination of the
aging of the population, inefficiency in health-^are practices, and

12 Meyer, J A. Sullivan, S and Bagby, N S Health Care Today Issues, Trends, and Develop-
ments in Cost Management National Chamber Foundation Washington. D C 19K Ill p
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additional technological innovations in health care will place con-tinuing pressures on the health care system, its costs, and itsfinancing.

IV. CONTINUED PRESSURE FOR MEDICARE REFORM

The past two decades have produced continued change and evolu-tion in the American health care systemchanges driven by issuesof cost, coverage, and financing. These same issues will keep Medi-care and health care issues on the legislative agenda in comingyears.
Concerns about the elderly and the poor led to the enactment of

Medicare and Medicaid in 1965. However, the current Medicare
program has been criticized because it does not pay for long-term
care, preventive care, prescription drugs, and certain other healthcare services required by the elderly. As the population ages, thesegaps in coverage will become more visible, particularly Medicare's
lack of catastrophic insurance for ..:cute care and lack of long-termcare coverage.

The current imbalance in Medicare's Hospital Insurance (HI)trust fund will, by itself, require legislative corrections. If currentprojections, considered overly optimistic by some analysts, are real-ized, the trust fund appears adequate to pay benefits for the nextfifteen years. But, it will be depleted a year or two after the turn ofthe century (still several years before the baby boom begins reach-
ing retirement age).

Much of the uncertainty about the future of health care andMedicare is caused by uncertainties about the future course ofhealth care costs. Projected demographic changes and continued
changes in health care technology and the nature of health careservices will constitute continued upward pressures on health and
costs. Responding to these pressures the percent of the Gross Na-
tional Product going to the health care sector rose steadily in theUnited States before apparently leveling off at an historically high
rate of 10.7 percent in 1985. Recent analysis suggest a renewal ofhigh rates of growth in health care costs in relation to GNP. It hasbeen reported that health care expenditures will rise to 15 percentof the GNP by the year 2000.13 No one can say what an upperlimit might be, but a health care sector absorbing an ever increas-
ing share pf the Nation's production of goods and services, particu-
larly in times of slow economic growth, would heighten pressuresfor additional cost control measures.

A. ISSUES OF COVERAGE

Since the program's inception, Medicare's benefits have been tar-
geted toward providing financial protection for the costs of acute
health care needs of the Nation's elderly. The program provides
little protection against the costs associated with chronic illness.
Concerns relating to the adequacy of program coverage for thelong-term care of chronic illness will become more pronounced asboth the numbers and percentage of the old-old population (persons

" Spector, M Health Bill Seen a 15 percent of GNP ty Year 2000, Washington Post June 9,1987 p AL
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over age 85) continue to grow. In view of both budgetary consider-
ations and the status of the Medicare trust funds, it has long
suggested that a combined public sector/private _ector solution may
be the most appropriate and realistic response to existing program
gaps.

The original Medicare program, modeled after private health in-
surance plans for younger, employed populations, was designed to
meet the acute health care needs of the elderly. The acute care
focus is evidenced in the benefit design of the part A and part B
programs with fairly extensive coverage of short-term hospital
stays and coverge of a significant portion of the costs of physician
and other outpatient services. At the same time the program offers
less adequate protection against the costs of many other services
frequently used by the elderly. Overall, Medicare covered only 48.8
percent of the aged's health care costs in 1984.'4 The program's
benefit package excludes a number of services used by a large por-
tion of the elderly population (and now often covered by many em-
ployer-sponsored health insurance plans); namely prescription
drugs, routine eye examinations, eyeglasses, hearing aids, dental
care, and dentures.

In addition, Medicare offers little protection against expenses of
long-term care, in particular nursing home care and custodial
home care services required by chronically ill persons over an ex-
tended period of time. The range of chronic illnesses and conditions
resulting in the need for long-term care services is extensive.
Unlike acute care illnesses, which occur suddenly and are usually
resolved in a relatively short period of time, chronic conditions are
of an extended duration and may be difficult to treat medically,
except to maintain the status quo of the patient. Conditions that
may require long-term care include heart disease, stroke, arthritis,
and vision and hearing impairments. Dementia, the chronic and
often progressive loss of intellectual function, is also a major cause
of disability and need for long-term care. At least half, and perhaps
as many as 70 percent, of patients with dementia have Alzheimer's
disease, a chronic progressive neurologic degeneration of unknown
cause, which increases in prevalence with advanced age and for
which there is currently no effective treatment.

To the extent that Medicare covers the services that might be
needed by chronically ill patients, it does so only where a need for
short-term skilled nursing care is required. Medicare coverage of
nursing home care, for instance, generally is limited to short-term
post-hospital stays in skilled nursing facilities (SNFs). As a result
of this restriction, Medicare covered only 2 percent of the nursing
home costs of the aged in 1984:", Home health care is covered only
when the beneficiary can be shown to need intermittent skilled
nursing care or physical or speech therapy. Many chronically ill
persons do not need skilled care to remain in their homes, but
rather custodial care and assistance with daily routine (such as
shopping, cooking, cleaning) or other basic self-care functions (such

Is Waldo and Lazenby Demographic characteristics and health care use and expenditures by
the aged

Is Ibid
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as bathing or dressing). A beneficiary needing only this kind of as-
sistance cannot qualify for Medicare's home health care benefit.

The combination of cost-sharing charges for covered Medicare
services coupled with the potential for high out-of-pocket payments
for uncovered services has led the majority of Mc dicare benefici-
aries to purchase private insurance coverage to supplement the
program's benefit packay. This protection, frequently referred to
as Medigap coverage, is purchased by nearly 70 percent of aged
Medicare enrollees. Some Medicare beneficiaries have Medigaptype coverage as a retirement health benefit. About 15 percent of
low-income beneficiaries are also covered by Medicaid (the Federal
state program for certain low-income individuals, including the
aged and disabled). About 20 percent of Medicare beneficiaries
have no other health insurance coverage.

The principal protection offered by the majority of Medigap poli-
cies is coverage of Medicare's deductibles and coinsurance charges.
Some policies also provide protection against the costs of hospital
stays exceeding Medicare's coverage limits; however, few policies
cover charges above Medicare's reasonable charge amount onclaims for physicians services. Some Medigap policies cover a limit-ed number of additional services such as prescription drugs. In gen-
eral, Medigap policies do not provide coverage for long-term care.16

For those Medicare beneficiaries also eligible for Medicaid bene-fits, Medicaid generally pays the cost-sharing charges for Medicare
covered services. However, the primary Medicaid benefits used bydual eligibles are for long-term care nursing home careeither
provided in SNFs or in intermediate care facilities (ICFs). Medicaid
has become, by default, the primary source of financing for long-
term care services in this country. In 1984, Medicaid financed 42percent of the nursing home care for persons over age 65.17 In fact,
many beneficiaries do not become eligible for Medicaid benefitsuntil after they become institutionalized and reduce their incomes
and resources 1 3 the Medicaid eligibility standards through expend-itures on long-term care.

According to the CBO, spending for long-term care has grown
rapidly in recent years, driven by many of the same factors that
have pushed up acute-care costs. In 1986, total public spending for
long-term care is expected to amount to about $27 billion, or 0.6percent of GNP." Medicaid will account for about $20 billion of
the total, with the Federal Government paying about 55 percent of
that cost. Remaining public spending for long-term care is account-ed for by Medicare, programs funded under the Social Services
Block Grant to states, Veterans' Administration health care, Older
Americans Act programs, and resources provided by states and lo-calities out of their owr. revenues. Private spending for long-term
carean amount roughly equal to public spendingis almost all

" It should be noted that Medigap policies may increase Medicare expenditures That is, byeliminating beneficiaries' out-of-pocket expenses for deductibles and coinsurance payments,
beneficiaries may use more services than they would in the absence of such coverage, increasingMedicare's costs

17 Waldo and Lazenby Demographic characteristics, health care use, and expenditures by theage.
18

d
Penner, R.G , Director, Congressional Budget Office Statement before the Subcommittee on

Economic Resources, Competitiveness and Security Economics, Joint Economic Committee. July31, 1986.
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paid out of pocket by patients or their families, rather than
through the private insurance mechanism that is often used for
acute care. In addition, many services are provided without reim-
bursement by family members or by other informal caregivers.

According to Cie CBO, demand for long-term care services will
almost certainly increase steeply in the decades ahead as the
number of "old elderly" grows. While less than 2 percent of all
people between the ages of 65 and 74 reside in nursing homes, 7
percent of all 75-to-84 year olds and more than 20 percent of all
those age 85 or older live in such institutions. Thus, the expected
doubling in the number of 75-84 year olds between now and the
year 2050, and the projected six-fold increase in the number of
people over 8&, portend a potentially enormous increase in the
demand for long-term care.19

Private insurance policies for long-term care, while growing in
number, are not widely available nor affordable by large numbers
of the elderly. Of the existing long-term care policies, most provide
indemnity benefits, generally for nursing home care, that pay a
fixed amount for each day of covered service. Home care benefits,
especially those related to custodial care; are less common. Plans
that provide any coverage for home care may require a prior stay
in a skilled nursing facility. This limits benefit payments for home
care and helps to keep the premiums for these policies affordable.
However, this ben °fit structure does not assist persons who have
not been institutionalized and for whom home care services might
delay the need for admission to a nursing home.

Coverage gaps in both Medicare and supplemental policies are
reflected in out-of-pocket expenditures by the elderly for health
services. In 1984, average per capita health care spending for the
aged was $4,202. Of this amount, $1,059 (or 25.2 percent of the
total) represented out-of-pocket payments by the elderly, that is
payments not met by third-party payment sources such as Govern-
ment programs or private insurance.20 These out-of-pocket figures
do not include the additional amounts spent by the elderly for pay-
ment of part B premiums ($214.80 year in 1987) or private in-
surance (i.e. Medigap) premiums. OL `-of-pocket r Ayments by the el-
derly have declined as a percentage total health payments since
the inception of Medicare (dropping from 53.2 percent in 1966 to
25.2 percent in 1984).21 Howev-r, average out-of-pocket payments
(including insurance premiums) az, a percentage of average income
is estimated to be the same as that recorded before the start of the
Medicare program-15 percent in 1-oth 1966 and 1984.22 Assuming
continuation of past trends, out-of-pocket expenses for the elderly
will continue to represent a significant financial burden.

" Ibid
20 Waldo and Lazenby Demographic characteri.tics, health care U8C, and expenditures by the

aged
Gormck et al Twenty years of Medicare and Medicaid

" ibid
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B. FINANCIAL IMBALANCES IN THE HOSPITAL INSURANCE (HI) AND
SUPPLEMENTARY MEDICAL INSURANCE (SMI) TRUST FUNDS

Financing for Medicare's hospital insurance (HI) program (part Aof Medicare) was designed so that HI 1-anefits (primarily paymentsto hospitals, but also including payments to SNFs, hospices, andhome health agencies) are financed by HI trust fund revenues thatcome from a portion of the payroll tax on current workers. Howev-
er, current prob. ::tions from the program's actuaries show tl.,.3 pay-as-you-go method of HI financing to be badly out of balance. Aver-age projected outlays from the trust fund would greatly exceed av-erage HI payroll tax revenues ON, the next 25 years. HI financingis even more unbalanced if program cost. and revenues are project-ed for 75 years.

Curren4ly, HI payroll tax revenues exceed outlays. However,under the Health Care Financing Administration's (HCFA's) inter-media( (JIB) demographic and economic assumptions, this favor-able condition exists only through 1994. After that the relationshipreverses (outlays exceed revenues) until 2002 by which time thetrust fund balance will have declined to zero. If HCFA's more pessi-mistic economic and demographic assumptions develop, the trustfund would be depleted as early as 1996.23
Part B of Medicare pays for other non-institutional health careservices, principally physician services. This part of the program iscalled Supplementary Medical Insurance (SMI) and its benefits alsoare paid from a trust fund. Unlike HI however, the SMI trust fundcurrent receives 75 percent of its funding from the general reve-nues of the Treasury. The other 25 percent is financed by benefici-ary premiums. The SMI trust fund receives direct appropriationsfrom the general fund and thus does not face the issue of trustfund depletion in the same sense as the HI fund. Nevertheless, in

another sense, the SMI program can be considered to be financially
imbalanced because its rate of growth exceeds that of the growth ingeneral revenues.

1. HI Trust Fund Depletion
Over the past three years, concern about financial problems iMedicare's Hospital Insurance (HI) program shifted from the pro-gram's imminent trust fund depletion to its impact on the Federalbudget deficit. Two changes in Medicare's financial environmentexplain this shift. First, official 1985 and 1986, and 1987 projectionswere much more optimistic regarding the status of HI's trust fundin both the short and the long run than earlier projections hadbeen. Furthermore, concern over the Federal budget deficit intensi-fied and pushed issues of Medicare's effect on the budget deficitand the economy to center stagemoving earlier concerns over im-minent trust fund depletion (now thought to occur further in thefuture) .;o the back burner. The focus of concern may be different,but there is a direct relationship between Medicare's effect on thebudget and its trust fund status. Program r financial changes inMedicare made to shrink the budget defit,i, (either additional reve-

23 1987 H'. Trustees Report.



387

nues or smaller outlays) also shore up the trust 'und, both in the
short and the long run.

After several years of projecting the imminent depletion of Medi-
care's HI trust fund, the program's Board of Trustees have revised
their projections, to show an improved short-run financial status.
According to the most recent estimates of the Board of Trustees, if
intermediate (LIB) economic and demographic assumptions prevail,
the HI trust fund will be depleted in 2002. Only four years ago, this
Board had projected depletion several years earlierin the late
1980s. Despite an improved financial status, a trust fund deficit re-
mains when projected surpluses and deficits are averaged over a
25-year period. According to the most recent projections, trust fund
revenues will exceed expenditures from now until 1994, building up
a surplus of $102.7 billion. Beginning in 1995, projected program
expenditures will exceed annual trust fund revenues. Each year
that exrenditures exceed revenues the trust fund balance de-
clines ;ping to zero in 2002.24

One reason for trust fund improvements is Medicare's new policy
for paying hospitals, which has given Federal policy makers and
legislators more control over Medicare expenditures. Rather than
paying hospitals for whatever reasonable costs were incurred in
treating Medicare patients, as was done from the program's begin-
ning in 1965 until October 1, 1983, Medicare now pays a prospec-
tively-determined amount for each patient based on the patient's
diagnosis. Since these prospective payment levels are fixed on a per
case basis, declines in the rate of admissions and increases in the
payment rates of less than had been expected have improved the
projected financial basis of the trust fund in the long run as well as
the short run.

While the focus of concern has shifted for now from trust fund
depletion to budget deficit reductions, the issue of the HI trust
fund's financing will arise again, if only to address its insolvency in
2002. The long range (25 and 75 year) projections suggest the
extent of this financing prob.:UM

The Hi portion of Medicare is financed by the payroll tax. The
current tax rate for employers and employees combined is 2.9 per-
cent of the taxable payroll (payroll subject to the Social Security
tax). Current law does not presume future increases in this tax
rate (although the amount of earnings subject to this tax is in-
dexed). Financial adequacy is defined by the relationship between
the revenues generated by this payroll tax and program expendi-
tures; the program is said to be in "actuarial balance" (which de-
fines financial adequacy) over a specified time period if, on average,
payroll tax revenues are sufficient to meet obligations Based on
this criterion, the HI program is insufficiently financed in the long
run. 0\ er the next 25 years (1987-2011), the average contribution
rate is projected to be 2.9 percent of taxable payroll (current law).
A.erage HI program expenditures over this same period, expressed
as a percentage of the taxable payroll, are projected to be 3.34 per-
cent, leaving a difference between revenues and costs (the actuarial
balance) of 0.44 percent.25

" Ibid.
,, Ibid
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In fact, a financial "imbalance" has existed in HI almost from itsearliest years. Projections made in 17 out of 21 years since the pro-gram's enactment have slur .n negative actuarial balances over 25-year periods. These imbalances were corrected by periodic andrather modest payroll tax increases until the late 1970s and early1980s. Subsequent years of rapidly rising medical costs coupledwith slow economic growth produced projections for widening im-balances between program revenues and expenditures. The largestimbalances in the program's history appeared in the projectionsmade in 1982; the level of revenues projected over 25 years wasonly 60 percent of the projected cost of the program. Had the 1982projections been realized, the HI trust fund would have gone tozero in the late 1980s. Since that time the projected 25-year imbal-ance has declined, postponing, but not eliminating the program'sprojected demise.
These 25-year projections (through the year 2011) assume contin-ued increases in life expectancy, but they do not show the impact'of the demographic shifts in the population after 2010 when, withthe retirement of the baby boom generation, the number of Medi-

care beneficiaries increases sharply. The oldest baby boomers reach
age 65, starting in about 2010, and this will put even more pressureon the Medicare program. Even assuming that the amounts hospi-tals are paid for treating Medicare patients increasing only as rap-idly as increases in payroll taxable earnings, the changing relation-ship between eligible beneficiaries and working-age workers greatly
worsens Medicare's projected financial imbalance after 2020.

The financial imbalance in HI is deep, and its growth continuesover the actuaries' 75-year projection period. Using the mid-range(IIB) assumptions, average HI program costs over the 2011-2036period (during the baby boom retirement) is projected to be nearlytwice program revenues. At the present payroll tax rate of 2.9 per-cent, the actuarial balance is -2.59 percent of taxable payroll. Be-tween 2037 and 2061, the period after the baby boom cohort has
completely retired and is reaching age 85, program costs are ex-pected to be 21/2 times the current-law tax rate.26 If HI expendi-tures and revenues grow according to more pessimistic assump-tions, the ratio of costs to revenues will be even greater.

Projections are only as valid as the assumptions on which they
are based. While the IIB projections of the actuaries are based onassumptions that they feel are most likely to represent what will
actually happen, some analysis have suggested that some of theseassumptions may be too optimistic, leading to underestimates ofthe long run financial imbalance in the HI trust fund.27 For Exam-ple, the actuaries assume that productivity growth (linked togrowth in the taxable payroll and thus to trust funds revenues)will increase from its current level (averaging 1.5 percent per yearbetween 1966-75 and 0.9 percent between 1976-85) to 2.1 percentby 2010 and then remain constant thereafter. In addition, the ac-turaries assume an increase in total fertility (from the 1.8 total fer-tility rate prevailing between 1976-86 to 2.0) and a slower decline

26 'bid
22 Holahan, J Palmer, J L, Medware's fiscal problems an imperative for reform Unpub-lished paper February, 1987
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in the age-sex-adjusted death rates (from an average of 1.9 percent
per year between 1968 and 1983 to 0.6 percent Pti ear over the 75
year projection period).

The purpose of this andysis is not to issue dire warnings. Rather
it is to emphasize that current projections show the financing of
the HI program badly out of balance. Even under Social Security's
most optimistic assumptions, legislative action will likely be re-
quired to shore up the program's finacing it it is to provide the
baby boom with a comparable level of benefits when they retire as
current retirees receive.
2. Financing of Physician Care under Medicare

The Supplementary Medical Insurance (SMI) program, part B of
Medicare pays for physician and other medical services. The SMI
program also has been described as financially imbalanced. Howev-
er, SMI's financial difficulties are defined altogether differently
from those of the HI program. While SMI also pays benefits
through a trust fund, its financing source is not the payroll tax but
beneficiary premiums, (which currently account for 25 percent of
program costs) and annual appropriations from general revenues
(which account for 75 percent)." Unlike the HI trust fund, which
accumulates revenues to finance future HI benefits, the SMI pro-
gram and trust fund is financed on a "pay-as-you-go" basis. The dif-
ference in HI and SMI financing was built into Medicare at the
programs' enactment in 1965.29

Current law requires general fund appropriations sufficient to
maintain SMI trust fund solvency. Accordingly, there will be no
SMI trust fund depletion crisis as in HI. However, SMI payments
are increasing more rapidly than the growth of general revenues
and this constitutes an imbalance in the program's financing that
is similar to the HI imbalance. While long-run projections are not
available for the "MI program, there is little reason to believe that
its growth will be less than the HI program's. SMI's growth is ex-
pected to exceed growth in the general revenues and the general
economy. Accordingly, SMI will account for a growing share of the
Federal budget and of GNP over time. The Congressional Budget

'" Premium income was originally intended to finance 50 percent of the part B program's
costs However. beginning in 1973, the annual percentage increase in the premium was not al-
lowed to exceed the percentage increase in soLml security Lash payments As medical care infla-
tion exceeded inflation in the general economy, this limit caused the proportion of the program
costs paid by beneficiary premiums to decline to less than 25 percent by 197,1 A temporary pro-
vision of law has required that for 1964-1988, the part B premium will be Lakulated so as to
produce revenues equal to 25 percent of the program costs of the aged

29 It is not known why HI, but not SMI. was included in the "social insurance" system Icom-
pulsory participation, payroll tax financed. etc

According to Martha Derthick in Policymaking for Social Security, the Brookings Institution,
Washington, DC. 1979, p 332] the distinction arose because the Hospital Insurance bill, being
promoted by the Ways and Means Committee Chairnlan Wilbur Mills to be payroll-tax financed
and part of the social insurance system, did not include any provision for insurance to pay for
pnysician services An alternative bill, sponsored by Representative John Byrnes, included both
hospital and physician insurance, but was not financed by the payroll tax Mills merged his pro-
posal and the Administration's) for payroll tax t.nanced hospital insurance with the physician
insurance provisions of the Byrnes bill The Eyrnes proposal became part B of Medicare, fi-
nanced by a combination of general revenues and premiums The politics of the issues. rather
than substantive programmatiL differencos, caused different financing techniques to be enacted
Chairman Mills through general fund ani beneficiary financing for physician payments would
be more acceptable to the American Medic..' Assc,ciation and would forestall pressures for such
coverage under the social insurance system, a coni:oversial idea that Mills thought could endan-
ger the HI program
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Office has estimated that outlays for the SMI program, net of bene-
ficiary premiums, will grow from 0.5 percent oz the GNP in 1986 to
0.7 percent in 1992.

The long-range effect of SMI's financial imbalance will be the
same as the HI trust fund imbalance on the ability of the economy
to accommodate health care needs of the elderly as the population
ages and the baby boom retires. Furthermore, programmatic ra-
tionale may not support the current different financing arrange-
ments between Medicare's HI and SMI Programssignificant in
considering options for change.

C. CONTINUED COST INCREASES

Future demographic trends will create substantial upward pres-
sure on health care expenditures. As the population ages, utiliza-
tion will increase because, all else being equal, elderly persons
have more physical problems and illnesses. The elderly tend to
make greater use of some types of expensive technologies. For ex-
ample, the incidence of heart disease increases with age, leading to
a greater use of such technologies as cardiac catheterization and
open heart surgery. In addition, elderly persons suffer more from
chronic diseases that consume large amounts of resources. Overlaid
on this pattern of increa-4ng demand as the population ages is the
recent pattern of growth n prices. Since 1965 health care pricesgenerally have incased more rapidly than prices in other sectors
of the economy. For example, the medical care component of the
CPI has increased faster than the overall CPI in ten of the last
twelve years.

Research at the Health Care Financing Administration (HCFA)
has examined the components of increases in national health care
expenditures over a :went ten-year period. As shown in figure
10.1., 55.6 percent of the increase in health care expenditures be-
tween 1974 and 1984 was due to inflation in the general economy.
Inflation in the health care industry in excess of overall inflation
contributed an additional 13.6 percent to the growth in expendi-
tures. Population growth contributed 7.9 percent. Growth in real
services per capita accounted for 22.9 percent of total growth in ex-
penditures. This last category consists of a variety of factors that
are not measured separately, including the effects of technological
change, shifts in the types of services rendered, and increases in
per .apita utilization of services such as increase due to changes in
the age distribution of the population."

3° Arnett, R.H , McKusick, D R , Sonnerfeld, S T and Cowell, C S. Projections of health care
spending to 1990 Health Care Financing Review. Vol. 7, No 3 Spring, 1986, p. 1-36.
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Figure 10.1
Components of Growth in

National Health Expenditures:
1974-1984

Excess medical
care inflation

Source: Health Care Financing Administration
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The last component, growth in real services per capita, encapsu-
lates one of the major problems of controlling health care expendi-
tures into the 21st century. That is, this component of growth in
health care expenditures will reflect the changing demographics of
the population. An aging population may create a shift toward
more expensive services and technologies, and will increase in percapita utilization. As the population ages, this component may
become the dominant force in the growth of national health careexpenditures.

Recent experience suggests the magnitude of the problem ahead.
Real health care costs (adjusted for inflation) have grown rapidly
since 1965. However, studies by the Health Care Financing Admin-
istration have noted that demographic changes (population aging
in particular) accounted for only a small proportion of the real
growth in per capita services. The principal demographic phenome-
non during this period was the aging of the baby boom into their
mid-life years. And although the middle age cohort (now occupied
by the very large baby boom) demonstrates low average health care
expenditures per capita, real costs per capita rose during the entire
period because of the growth in services. Thus, this growth in percapita services reflects a general trend L. health care toward pro-viding more, and more intense and expensive services. Even with-
out demographically induced changes in utilization, this pattern
would imply health care expenditures consuming an ever growing
portion of the economy. As the baby boom enters retirement, demo-
graphic forces will reinforce this trend and accelerate growth in
real services per capita. As a result, this component of growfb :..ay
become the dominant force behind the growth in futtire expendi-
tures. Clearly, the major policy issues for control!:ng health care
expenditures as the baby boom ages will be driven by pressures
from growth in and cost of services per capita.

V. POLICY RESPONSE

Projecting the status of the medical care system and the needs of
the ropulation for services in 30 or more years is a more complex
problem than projecting the status of cash programs such as the
Social Security program. Projections for both types of programs are
based on assumptions of population growth and economic condi-
tions. In addition, actuaries and other projections of the health
care system assume specific changes in services delivery, in the
cost of medical care relative to the rest of the economy, and in the
impact of technological and behavioral change on mortality, mor-
bidity and the types of services provided. Furthermore, the current
status of the health care system does not represent a stable pointfrom which pre:ections can be made. The health care system is cur-
rently in a period of rapid changechange that could either ease
or exacerbate the problems that will have to be faced in the future.

However, if we leave aside the issue of the detailed accuracy of
the projections, the overall trends suggest that, barring unforeseen
breakthroughs in medical science, the policy issues raised by the
retirement of the baby boom are similar to the problems facing the
health care system today. The future demographic trends simply
exacerbate the seriousness of the problems and emphasize the need
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for solutions. Health care prices and expenditures are currently
rising faster than prices and growth in the overall economy. Our
current health care delivery systems are not as efficient and effec-
tive as some analysts believe they could be. Due to gaps in cover-
age, long-term care is currently a major financial burden on the
families of the chronically ill. Medicare's HI program is adequately
financed only through the end of this century, with a worsening fi-
nancial imbalance extending indefinitely into the future. These
issues create pressures on the economy, as well as on our health
care financing and delivery systemspressures that will increase
as the population ages.

The problems aren't new and neither is the search for solutions.
Recent changes in the health care system testify to efforts in both
the public and private sectors to control health care costs. Growth
of the health maintenance organization industry, declines in hospi-
tal use by both elderly and non-elderly populations, and the recent,
apparent stabilization of health care costs as a percentage of the
GNP suggest that these efforts are having some effect. With re-
spect to publicly financed programs, Congress has made substan-
tive changes to Medicare and Medicaid since 1981most impor-
tantly, the enactment of the Prospective Payment System for reim-
bursing hospitals in 1983. These changes have been important in
controlling program costs. But despite their cumulative effects,
there is a consensus that additional, perhaps major, changes in
Medicare and Medicaid will be necessary to achieve the competing
objectives of meeting the health care needs of the elderly and con-
trolling the cost of thtze programs to the Federal Government.
Gaps in program coverage, looming depletion of the HI trust fund,
and continued upward pressure on health care costs combine to
give impetus to the need for program reform.

Consensus may be near on the need for Medicare program
change, but there is less consensus on the form that such reform
should take. Specific proposals for change range from modest to
major overhauls of Medicare, and from increased emphasis on pri-
vate sector solutions to expanded Federal responsibilities. Within
this broad spectrum, however, the current Federal fiscal situation
dampens support for proposals that would require substantial addi-
tional Federal expenditures for improving health care for the elder-
ly.

The recent report to the President on catastrophic illness ex-
penses by the Department of Health and Human Services ex-
presses the dilemma faced by policy-makers. This report identifies
catastrophic illness expenses, particularly for the elderly, as a seri-
ous national problem and then goes on to say:

Unfortunately, no immediate resclution of this problem is possible without the in-
fusion of large sums of Federal monies. Given current budget constraints this is not
a feasible solution. Longer-term private sector partial solutions are feasible Howev-
er, decisive action is needed now if we are to have these mechanisms in place in
time to address the enormous public policy crisis that the baby boom generation will
Present when they become the elder boom in ensuing decades.3'

91 U.S. Department of Health and Human Services Catastrophic Illness Expenses, Report to
the President November. 1986 p ii.
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The following brief review of policy responses to adjust the
health care financing and delivery systems to the problems created
by the retirement of the baby boom is not intended to be compre-hensive. Rather, its focus is on issues of health care for the elderly.
But implicit in this discussion is the recognition that issues of el-derly health care arise from and may be resolved through changes
in the overall health care system. Accordingly, this policy responsesection begins with a general discussion of issues related to defin-
ing an appropriate Federal role. This section then considers three
types of changes in the health care system thought by some to beimportant in making it more efficient. These three are alternative
health care delivery systems, options to reduce and control utiliza-
tion of health care services, and options that control the impact ofhealth care technology on cost.

This general discussion will be followed by a brief description of
three recent proposals for changing the Medicare and Medicaid
programs. These options have been chosen because they representa range of possible approaches to program change. They include op-
tions that would be directed at Medicare's HI trust fund depletion;
and option that would change Medicare to include catastrophic in-
surance for acute care and would rely on private sector incentives
for providing the more expensive long-term care; and an optionthat would perform radical surgery on Medicare and Medicaid,building into the program explicit long-term care coverage andmaking basic changes in the way Medicare pays physicians and
hospitals. It would utilize both competitive forces and increased
Federal regulation to create incer'ive and pressures for more effi-cient and less costly health care.

A. THE FEDERAL ROLE

The aging of the populatha and the retirement of the baby boomwill raise many issues relating to the cost and financing of health
care. These issues include controlling the cost of health care serv-
ices, establishing an adequate financial base for the Hospital Insur-
ance program, and filling the gaps in existing coverage (i.e., lack ofcatastrophic and long-term care benefits) while providing the elder-
ly with financial protection against the high cost of illness. One
question that will have to be addressed in resolving each of theseissues is what is the most appropriate Federal role? This question
is of particular importance in the current environment of concernover the Federal budget and efforts to control costs.

The responsibility for financing health care services for the el-
derly currently is shared between public programs (Medicare andMedicaid) and the private sector. Medicare is responsible for fi-nancing many acute care services for the elderly. Medicaid, jointly
financed by Federal and State governments and administered by
the States subject to Federal guidelines, finances health care serv-ices including long-term care for qualified low income elderly per-sons. Private employers (through retiree health benefit plans), pri-
vate insurers (through sale of Medigap policies), and individuals
(through out-of-pocket payments) provide the remaining financing.On the other hand, the health care delivery system is made up,almost entirely, of private institutions and professionals. This mix-
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ture of public and private responsibilities for the financing of
health care services is unique among industrialized nations. In
other countries, national govenments finance the vast preponder-
ance of all health care, exerting ni.'ional control over both the ben-
efits and cost of health care provided to all citizens.

Given this dispersion of responsibilities, what role should the
Federal government play in the future financing and delivery of
health care services for the elderly? In the past, increases in the
Federal role often have been designed to increase access to certain
health insurance benefits. A Federal program, such as Medicare,
makes nationally uniform benefits available to the largest number
of individuals. A Federal program also spreads the financial risks
of the benefits across the largest possible number of persons (either
tax payers or beneficiaries). Part A of Medicare, for example,
spreads its financial burden across all workers through the HI pay-
roll tax. Federal and State programs can also establish benefits
when the private market fails to respond to the needs of certain
groups. For example, the Medicare and Medicaid programs were
enacted as a recognition of the failures of the private sector to pro-
vide access to adequate health insurance for the elderly and the
poor.

On the other hand, public programs may have significant budget-
ary effects. Existing budgetary constraints and inadequate financ-
ing of the HI program may preclude any increases in benefits that
are not financed through new sources of revenue. In addition,
public health care financing programs have not always been able
to provide benefits while controlling costs. These increasing costs
are due to several factors. First, Federal health care financing pro-
grams (Medicare and Medicaid) have been designed as open-ended
entitlements; that is, there is no upper limit to the potential
demand (and therefore cost) for the benefit. Second, the provision
of a benefit may remove or limit the financial barriers that other-
wise limited demand for the benefit, thereby increasing utilization
and costs. This factor has often been cited as being of particular
concern with respect to providing a long-term care benefit. Third,
the reimbursement methodologies used by public sector programs
to pay for benefits have not encouraged cost-effective delivery of
the services. For example, the retrospective cost-based reimburse-
ment used by Medicare to pay hospitals prior to 1984 and the
charge-based fee-for-service system used to pay physicians have
been criticized as encouraging increases in the cost and use of serv-
ices. These factors suggest that any proposal for expanding the
Federal role will have to address the issues of how to inc..:It the cor
Meting objectives of providing beneficiaries with increased finan-
cial protection while limiting the impact on the Federal budget.

Given a perceived need for a particular benefit, there are a varie-
ty of approaches that have been used in the past and may be adopt-
ed in future proposals. Which approach should be used in any par-
ticular case depends on many factors including the nature of the
problem, the target population, and the potential budgetary
impact. Nor are the alternatives mutually exclusive. For example,
some employers, Medicare and individually purchased supplemen-
tal health insurance policies all provide health benefits for the el-
derly; some elderly persons may use all three sources of coverage
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Thus, some policy options may simply shift the boundaries between
these participants. That is, expansion or reduction in Medicare'sbenefits may lead to a reduction or expansion of the burden on em-ployers and private sector insurers. The issue of this shiftingboundary recently has been raised with respect to providing a cata-strophic benefit under Medicare. Under one catastrophic health in-surance proposal, Medicare would have been expanded into areasof coverage currently provided by private Medigap policies, sub-stantially reducing this maeket.

Policy alternatives have often been categorized along dichoto-
mous linescompetitive versus regulatory or public versus priva'asector approaches. However, the options never fit neatly into thesecategories. What may be regulatory on one level may stimulate
competition on another. This discussion will avoid these simplisticterms whenever possible.

As one option, the Federal government could decline to acceptany role. That is, the Federal government would rely on the Statesand the private sector to provide the benefit. For example, whilethere are few private long-term care insurance policies currentlyavailable, there has been an increasing interest in the development
of such policies. It has been argued that if these policies are bothdesired by consumers and economically viable, private insurers willrespond to the demands of the market place to supply the product.The disadvantage of this approach is that while in the long run itmay provide benefits to some high income individuals, it also mayleave a large number of persons who are not financially well off
without such benefits. As a slight modification of this approach, ithas been suggested that the Federal government could indirectlyassist certain private sector activities. For example, support of re-search activities could remove some of the uncertainties associatedwith a long-term care benefit. Alternatively, the Federal Govern-ment could develop an::: operate a "model" plan. For example, theSecretary's Report to the President on Catastrophic Illness Ex-penses suggested that the Federal Employees Health Benefit Pro-gram could offer a long-term care insurance option to federal em-ployees that would serve as a model for the development of privatesector plans.32 The Office of Personnel Management responded tothis suggestion and has proposed that certain employees could con-vert a portion of their life insurance benefit to provide limitedlong-term care protection.

As a second alternative, the Federal government could adoptpolicies that would explicitly encourage or mandate certain actions.
Examples of the use of this approach in the past include tax incen-tives and regulations of employee benefits (e.g., the Employee Re-
tirement Income Security Act, or ERISA) that have encouraged the
provision of employer-based health insurance for current workers
and the establishment of pension plans. These policies place themajor financial burden of the benefit on employers, although thegovernment may share in the cost through tax expenditures. Thisapproach has the advantage over the first option of providing some-what broader accessibility to the benefit and at lower "group"

22 U.S Department of Health W..d Human Services Catastrophic Illness expenses, report tothe President. November, 1986 p. 83.
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rates. This approach also may allow for some flexibility in the
design of the benefit such that employers could structure the bene-
fit to meet local needs. However, unless participation is mandatory
for both employers and employees, a potentially large number of
persons could remain uncovered. In addition, there is a growing
concern that imposing additional burdens on employers may ad-
versely effect the "competitiveness" of U.S. products in internation-
al markets.

A third alternative, and the most complex, is for the Federal gov-
ernment to provide the benefit. In practice, tais would probably
imply expanding or restructuring the Medicare and Medicaid pro-
grams. This alternative is the most complex because it includes a
wide range of potential activities and involvement. On the one ex-
treme, the government could act simply as a financing conduit,
using ita taxing power to spread the financial burden as broadly as
possible while leaving the administration and provision of the ben-
efit to the private sector. Examples of this approach include the so-
called "voucher" proposals for Medicare. Under these proposals,
Medicare beneficiaries would receive a "voucher" that could be
use I to purchase health insurance in the private market. Propo-
nents of this approach argue that this would remove the govern-
ment from the business of providing health insurance while allow-
ing for competition and flexibility betwt:en plans that could lead to
lower costs and the development of policies that better meet the
needs of the elderly. On the other extreme, Medicare and Medicaid
could be expanded into broadly based "national health insurance"
plans, modeled after the plans in most other developed countries,
with uniform national benefits and tightly controlled fee schedules
for services.

Between these two extremes lies current practice, a mixture of
policies. In some cases (e.g., PPS), current practice represents an
"administered pricing system" wherein the government (acting as
prudent purchaser) sets the prices it will pay for certain benefits.
Sometimes, public policy relies on private sector devetopments (e.g.,
HMOs) to increase the options available to public beneficiaries. In
other cases, public policy has simply adopted the systems developed
in the private sector with limited modifications (e.g., Medicare phy-
oi clan reimbursement.)

A detailed exploration of the advantages and disadvantages of
each of the different roles that may be adopted by the Federal gov-
ernment is beyond the scope of this paper. The intent here is
simply 4-n point out the range of alternative roles that have been
used as guidelines for the development of future policy. This discus-
sion also provides a broader context for the following sections that
present a more detailed description of specific policy responses to
the problems created by the future retirement of the baby boom on
this nation's health care financing and delivery systems.

B. ALTERNATIVE DELIVERY SYSTEMS

Alternative delivery systems (ADSs) are private organizations of
health care providers that provide services to enrolled members.
The most common form of alternative delivery systems is the
health maintenance organization. Federal legislation passed in
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1982 has encouraged Medicare use of the concept of ADSs. This ap-
proach is consistent with the idea of increasing competition in
health care system as an incentive for more efficient and cost-effec-
tive care. Proposals replacing standard Medicare with a voucher
system, an idea promoted by the Reagan administration and
others, usually rely, in part, on increased use of ADSs.

To some extent, the recent rapid growth in health care prices
and expenditures is caused by the structure of the current methods
of financing and providing health care services. For example, fee-
for-service payment with limited beneficiary cost-sharing gives pro-
viders a financial incentive to overutilize services, as they receive
an additional payment for each separate service at minimal cost to
their patients. Dissatisfaction with these incentives has led to
design of alternative structures and delivery systems for insuring
and providing health care services that encourage more cost-effec-
tive and efficient delivery of needed services while maintaining the
standards for quality of care. In addition to their potential for re-
ducing the cost of care provided under their control, such delivery
systems also may compete with providers in the traditional fee-for-
service delivery system, thereby encouraging greater effectiveness
and efficiency throughout the health care industry.

In general terms, ADSs are privately sponsored health care deliv-
ery organizations. In some aspects of their operations, they resem-
ble traditional health insurance plans. That is, ADSs provide a
specified scope of benefits to enrolled members who are charged a
periodic premium. However, ADSs have special contractual rela-
tionships with hospitals, doctors and other health care institutions
and providers that distinguish them from the traditional fee-for-
service delivery system. The agreements between the ADS and the
providers usually specify that the providers will be paid for serv-
ices rendered to plan enrollees in some fashion that differs from
traditional reimbursement methodologies. These alternative reim-
bursement schemes may include: salaries, negotiated fees or rates,
modified fee-for-service, and discounted fees. In addition, providers
contracting with an ADS generally must agree to participate in the
plan's utilization and cost control programs. These programs may
include case management schemes wherein primary care physi-
cians are responsible for managing all of the care received by pa-
tients assigned to them, second opinion programs, preadmission
screening prior to admission to a hospital, selective referrals to par-
ticipating providers, and utilization review.

The structure of ADSs can vary considerably. In some cases, par-
ticipating providers may accept some financial risk for the cost of
care of patients under their supervision. An ADS may require en-
iollees to seek care from participating providers (so-called "lock-in"
provisions). ADSs may be sponsored by insurance companies, em-
ployers, health care institutions (e.g., hospitals), or groups of pro-
viders. They may be for-profit or not-for-profit. They may own their
own facilities or contract with existing providers and institutions to
provide services.

The special reimbursement schemes and utilization and cost con-
trol programs may give ADS the potential for reducing the cost of
health care. Through selective contracting, for example, an ADS
can direct its enrollees to low cost, high quality providers. These
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plans can also negotiate financial relationships with providers to
reduce or eliminate the financial incentives for over-utilization
that exist in the fee-for-service system. The utilization and cost con-
trol programs also may help the ADS to reduce unnecessary utili-
zation and costs while maintaining quality of care. These plans
may increase competition into the health care system. For exam-
ple, ADSs could compete with traditional health insurers by lower-
ing premiums (as result of lower costs) or by offering expanded ben-
efits for the same price.

On the other hand, increasing use of ADSs raises certain issues.
If the financial incentives to control utilization are too strong, ADS
enrollees could be denied access to necessary services. In addition,
ADSs (health maintenance organizations in particular) have gener-
ally enrolled younger employed populations, and it is not clear
whether their potential advantages will transfer to caring for an
elderly, less-healthy population.

The most common forms of ADSs are health maintenance organi-
zations (HMOs) and Preferred Provider Organization (PPOs, also
referred to as Preferred Provider Arrangements or PPAs).

HMOs are the oldest form of ADS in operation today. The first
HMOs were established in the 1930s. Nationwide, there are over
400 HMOs providing services to nearly 20 million subscribers. The
term "health maintenance organization" generally describes an
entity that provides a specified scope of health benefits to an en-
rolled population for a prepaid, fixed payment. Until recently,
HMOs had enrolled only a small number of elderly persons. Under
Section 1876 of the Social Security Act, as amended in 1982, feder-
ally qualified HMOs, and Competitive Medical Plans or CMPs (gen-
erally HMOs that are not federally qualified) are eligible to con-
tract with the Secretary of DHHS to provide services to Medicare
beneficiaries on a risk-sharing or so-called capitation basis. Cur-
rently, 152 plans have entered into risk-sharing contracts and are
providing care to 914,000 Medicare beneficiaries. Under a Medicare
risk-sharing contract, the plan at minimum must provide Medi-
care's current scope of benefits. These contracts are

provide

because the per enrollee capitation payment to the plan is prospec-
tively determined. If the capitation payments are insufficient to
cover the cost of providing care to a plan's Medicare enrollees, the
plan loses money; the plan can keep any profits if its actual costs
are below its revenues.

While some, including the Reagan administration, favor expand-
ing Medicare's risk-contracting program, others are more cautious.
There is concern that some HMOs may be making excessive profits
by restricting access to care or by reducing the quality of care. In
addition, the methodology used to set the level of the capitation
payments may not accurately reflect HMOs costs of providing serv-
ices. If the payments are too high, Medicare will not realize any
savings. If the payments are too low, HMOs will either be discour-
aged from participating, or be forced to reduce access and quality
of care to their aged enrollees. While there is disagreement over
the extent of these problems, Congress may deo,e whether exist-
ing regulation of these plans provides adequate assurances that the
elderly are well served before agreeing to any significant expansion
of the risk-contracting policy.

4 24



400

PPOs are a relatively new type of alternative delivery system.
The first PPOs were established around 1980. Compared to HMOs,
much less is known about the number of PPO plans, how many
members they serve, their organizational structures and financial
relationships. The information that exists suggests that there is
substantial variation in the design of PPOs.

In certain respects, PPOs have some characteristics in common
with HMOs. That is, they provide a specified scope of benefits to an
enrolled population through contracting hospitals and physicians.
In other respects, PPOs are more similar to traditional health in-
surance plans than to HMOs. PPO coverage includes traditional
cost-sharing provisions, usually requiring both deductible and coin-
surance payments. Payments to providers, and thus member cost-
sharing, is modeled on the fee-for-service system. Unlike HMOs
wherein non-premium member cost-sharing is minimal, PPO non-
premium cost-sharing liabilities increase as utilization or the cost
of care increases. In addition, PPOs generally do not impose any
lock-in requirements on their members. PPOs may va y the level of
cost-sharing as a function of whether or not the provider rendering
the service is participating in the PPO. For example, the coinsur-
ance rate could be 15 per-ent for services rendered by participating
providers and 25 percent for non-participating providers.

There have been other attempts over the past few years to devel-
cp alternative approaches to the financing, organization and deliv-
ery of health care lx,nefits. These efforts have spawned a bewilder-
ing variety of terms and acronyms that often are not clearly de-
fined nr distinguished from existing models.

On such approach is an employer s?onsored health insurance or
health 1.:enefit organization. Some employers offer their Medicare
eligiL le retirees a Medicare supplemental insurance policy (i.e., a
Medigap policy) that covers Medicare's deductible and coinsurance
requirements. These policies may also cover some additional bene-
fits, such as prescription drugs. Some employers believe that they
have developed effective strategies for controlling the costs of their
health benefits plan for active employees. These employers argue
that they would be able to reduce the total cost of c ire for their
retirees ,sing these same techniques, if they were given greater
control over the utilization and expenditures of their Medicare eli-
gible retirees. This has led to proposals, including a proposal in the
Administration's FY 1988 budget, that would provide for "(iclicaz e
capitation payments to employers who agree to provide -;ertain
minimu 1 benefits and who accept the financial risk of the cost of
such benefits.

C. REDUCING UTILIZATION

There is a wide variety of approaches (including HMOs and
PPOs) that could be used to establish control o patterns of care
could lead to a reduction in utilization. Two such approaches are
so-called "gatekeeper" systems and promotion of cost-effective pat-
terns of care.

Under a "gatekeeper" system, providers (generally primary care
physicians) are given the responsibility for all of a patient's care.
The physician acts as a "gatekeeper," controlling referrals to spe-
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cialists and hospitals. If this gate-keeping function is combined
with financial responsibility as in health maintenance organiza-
tions, the physician has the explicit financial incentive to control
both utilization and the total cost of care. The risk of this approach
is that the gatekeeper would also have a financial incentive for un-
derservice; that is, the gatekeeping physician may elect to provide
the care or treatment himself, when a referral to a specialist would
be more appropriate.

A variety of "gatekeeper" systems are currently being explored
or implemented. Health maintenance organizations and other types
of alternative delivery systems (see discussion of alternative deliv-
ery systems above) often make use of this concept. Some State Med-
icaid programs have experimented with systems wherein patients
who have over utilized services in the past are assigned to a par-
ticular physician who then coordinates all aspects of that person's
health care.

The second approach to reducing utilization is to promote the use
of effective patterns of care. This idea is based on the observation
that there currently are large geographic variations in patterns of
care. For example, studies by Wennberg showed that the likelihood
that a woman in Maine would have a hysterectomy by the time she
reached 70 years of age ranged from a low of 20 percent in one
community to a high of 70 percent in another.33 There may be jus-
tifiable medical explanations for this variation, but some observers
have interpreted these variations as indications of inefficiencies in
patterns of care. It has also been suggested that these variations
exist due to the lack of definition as to what the most appropriate
care is. That is, when there is disagreement among physicians as to
the best approach for treating a particular problem, there will be
large variations in practice patterns.

According to some, these variations identify opportunities for im-
proving both the quality of care and for reducing the number of
procedures that are performed inappropriately. However, before
these theories can be translated into specific actions, much more
needs to be known about reasons for practice pattern variations.
This suggests a policy option of support for research that (1) identi-
fies problems with substantial geographic variations in treatment
patterns, and (2) determines what the most appropriate care should
be. If successful and the results were widely disseminated, these ef-
forts could provide a double benefit: quality of care would be im-
proved, and utilization patterns would be more cost effective.

D. CONTIVALLING THE COST OF TECHNOLOGY

Technological change is believed by many to have contributed t
the rising cost of health care in recent years. Technological change
is not necessarily cost increasing falling prices in the computer
industry are a prime example of how technology can reduce costs
while increasing capaci*-r. However, technological change in the
health care industry h.. often increased costs. In some cases, the
technology itself has been expensive, such as in the case of comput-

" Wennberg. J E Dealing W;th Medical Practice Variations A Proposal For Action He.,Itn
Affairs. Vol 3, no 2. Summer. 19S4 p il-32.
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erized imaging systems (e.g., CAT scanners). In other cases, technolo-
gy may have added to costs by opening up new areas of treatment
(e.g., organ transplant technology).

From a public policy perspective, attention should be given to de-
veloping ways of controlling and directing technological change.
This effort can take several forms. First, there is a need to develop
gliklelines for the use of new and expensive technologies. For ex-
ample, while sophisticated imaging systems may provide a better
image, it is not true that this necessarily leads to a change or im-
provement in treatment. Guidelines to identify when the use of
these systems is appropriate could reduce instances when the more
expensive technology was utilized with little additional benefit. The
notion of controlling the spread and use of expensive technologies
is not new. On the Federal level, health planning and certificate of
need legislation represents one approach that was tried, with
mixed results.34 A second approach is to limit reimbursement
under Federal programs to facilities that meet specified standards.
This approach is in the process of being implemented under Medi-
care to limit reimbursement for heart transplants to selected facili-
ties that meet volume and quality standards. However, these ap-
proaches have been controversial in that some believe they repre-
sent Federal intrusions into the health care system to address
issues that could be resolved in the private market.

Incentives for the development and use of cost reducing technol-
ogies should also be explored. It has been suggested that the reim-
bursement system in use during the 1970s encouraged the use of
any technology, whether cost increasing or cost decreasing. While
the implementation of Medicare's PPS system for paying hospitals
has changed this incentive for hospital-based services, the incen-
tives for indiscriminate use of expensive technologies in other set-
tags should be examined. Alternativel, ome portion of the Feder-
al I .alth research budget could be directed toward research and
development that would insure that more cost-reducing technol-
ogies would be developed and made available for use.

E. STRENGTHENING HI'S TRUST FUND FINANCING

The depletion of HI's trust fund still looms as a serious issue that
will have to be resolved. The air of crisis of only a few years ago is
no longer evident. This is due, in part, to Congressional actions
(such as holding down the rate of increase in payments to hospi-
tals) that have delayed the depletion of the trust fund by over 10
years. However, it must be recognized that this has been achieved
during a period of relatively constant growth in the beneficiary
population. It is doubtful whether such evolutionary tactics will

growth in numbers of beneficiaries that will occur with the retire-
ment

an adequate financial base in the face of the much higher

ment of the baby boom. Thus, it is likely that the long-, inge fi-
nancing of HI trust fund may have to be addressed directly, either
by itself or in the context of overall Medicare reform.

'4 Federal health planning legislation was recently repealed (PI 99-GRJ due, in part, to con-
cerns over the cost and effectiveness of these programs
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The 1982 Advisory Council on Social Security, chaired by now-
Secretary Otis Bowen, addressed the HI funding issue.35 At that
time, HI's funding imbalance was viewed as a high priority, near
crisis problem. The preface to the Advisory Council's report, issued
in 1984, refers to the need to "restore [Medicare's] financial posi-
tion." It mentions tne "imminent financing crisis in the Hospital
Insurance trust fund", and promises a "plan to rescue a program
with a projected multi-billion dollar deficit." Most of the recom-
mendations in the report were directed toward improving the HI
trust fund's financing. Given the dire outlook prevailing at the
time of the report, it is not surprising that the Advisory Council
emphasized recommendations that would strengthen the HI trust
fund's financing in the short tun. Their recommendations regard-
ing the financing issues are presented here as examples of how the
financing issues ce ild be addressed, even though this package of
proposals may be out of date and was never seriously considered as
a whole.

The Advisory Council recommended interfund borrowing among
the trust funds for Hospital Insurance, Old Age and Survivors In-
surance and Disability Insurancenot as a permanent source of
funds, but in case it were needed to deal with a very short run
crisis." Others have suggested the possibility of financir1 the pro-
jected HI trust fund Shortfall by tra.:sferring fund balances from
the OASDI fund (which will be growing rapidly over the next 20
years) into the HI trust fund. This could avert a short run funding
crisis in HI, but it would have no effect on the overall Federal
budget deficit, would do nothing control health care costs, and
would leave the OASDI program with a long-run funding shortage
of its own.

The Advisory Council report emphr.:;.zei that its most imponant
goal was to solve the short run fu.-,ding crisis then crmsidered to be
imminent. The Council followed this finding with recommendations
not to use genera! revenues nor an increase in the payroll tax as
ways to shore up the fund's financing. Additional revenues to the
trust fund were proposed. but from other tax sources. Tor example,
the Council endorsed what was then .t Reagan Admi,) titration pro-
posal to consider part of an )loyer's "ontribution to employe
health benefit plans as vaxabl ne to the employee, and to ear-
mark an "appropriate portit .e additional reedci al revenues
to the HI trust fund. The Cc recommended increasing the
Federal excise taxes on aim. id tobacco, with the revenues
again earmarked for the HI trust nand.

The Council also endorsed the provisions for universal Social Se-
curity already included in the Social Security Amendments of 1983
(enacted before the Council report was released). This extended
Social Security to new Federal workers (who already had been cov-
ered by HI and were paying the tax), and to all employees of non-
profit organizations. Further, it repealed an option for State Gov-
ernments to withdraw from social security after choosing to partici-

35 Advisory Council on Social Security Medicare enefits and Financing, Report of the 1982
Advisory Council on Social Security. DHSS December 31, 1983 110 p

36 Authority for such interfund borrowing was enacted in the Social Security Amendments of
1983 (P.L 98-21). This authe. ity expires at t:.e end of calendar year 1987.
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pate in the program. A proposal not recommended by the Council
is to extend mandatory HI coverage to all State and local Govern-
ment employees nearly all of whom (estimated 94 percent) will
become eligible for HI upon reaching age 65 anyway by virtue of a
spouse's eligibility or because of their own part-time or other work
outside the State Government employment system. This proposal,
in a modified form, was enacted in COBRA (P.L. 99-272) which re-
quired that all State and local government employees hired after
April 1, 1936 are required to participate in the HI program. It has
been projected that, in part as a result of this provision, 99 percent
of State and local government employees will be paying the HI tax
by 2005-07. While further amendments along these lines would not
have much effect on the trust fund's revenues after 2007, the Ad-
ministration's FYE3 budget included a proposal to cover all State
and local government employees (including those hired before
April 1, 1986), effective January 1, 1988. This proposal would in-
crease the near-term revenues to the HI fund (between $9 and $10
billion by 1992, depending on the estimate), delaying somewhat the
projected date of insolvency of the fund.

As an alternative to increasing trust fund revenues by expanding
its tax base, decreasing the number of beneficiaries would lower ex-
penditures and thus also improve the trust fund's status.

The Social Security Amendments of 1983 g.adually advanced the
age of full retirement benefits under OASI from 65 to 67 by the
third decade of the next century. A major cost saving recommenda-
tion of the 1982 Advisory Council was to follow the lead of the
OASI changes and recommend increasing the age for Medicare eli-
gibility from 65 to 67, but much more rapidly, reaching 67 in 1990.
This proposal has not been enacted.

The Council considered the question of long-term care under
Medicare, but sidestepped it by agreeing only that the issue de-
served further study:

The growing cost of hospital and nursing home care has promoted studies of the
costs and cost-effectiveness of care delivered in alternative settings by both the
public and private sectors Some studies have shown that targeting the population
offered home care services as an alternative to institutionalization is a more effi-
cient and appropriate way to deliver care. ". le Advisory Council on Social Security
suggests that in developing a comprehensive long-term care program, the Secretary
of Health and Human Services be guided by the results of these studies.37

The Advisory Council report included other recommendations.
Those described above were not enacted are included here to

demonstrate the kind of concern that arose at that time about the
HI trust fund status, and the type of changes contemplated to dL.L1
with them.

F. CATASTROPHIC HEALTH INSURANCE

Proposals for catastrophic health insurance have received consid-
erable attention in recent years. Catastrophic protection would
place an upper limit on out-of-pocket beneficiary liability in con-
nection with a specified package of serviceseither tlu Medicare
benefit package or an expanded services package. Some proposals

37 Ibtd p 56.
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would provide this protection for the elderly by amending the Med-
icare program.

Generally, the catastrophic proposals that have been offered for
the Medicare population would build on the existing Federal pro-
gram. There are basically two broad categories of catastrophic pro-
posals for this population group. The first category would place an
upper limit on beneficiary liability for Medicare deductibles and co-
insurance; these proposals would also eliminate the durational
limits on covered hospital services. Under this type of proposal, no
catastrophic protection would be provided in connection with un-
covered services. Assuming this coverage were instituted on a man,
datory basis, it would have the effect of spreading the risk of cata-
strophic care over the entire Medicare population of 32 million
beneficiaries. It would be relatively easy and inexpensive to admin-
ister. The major impact of this apprach is that it could, in large
measure, supplant existing Madigap policies offered by private in-
surance companies. However, this approach would not address the
major catastrophic concern of the elderly, namely the need for pro-
tection against the costs of long-term institutional care. If, as in
many of the current proposals of this type, the benefit is fully fi-
nanced through beneficiary premiums, there would be little, ifany,
effect on the long range financing of the Medicare program.

The second broad category of catastrophic coverage would at-
tempt to provide protection against some of the costs associated
with services not covered under the Medicare program. Some,
though not all, proposals would include long-term care expendi-
tures in the benefit package. Several proposals would restructure
the current Medicare program )ffering, for example, expanded
services through an HMO or otb.Ir Alternative Delivery System. If
the coverage included long-term care, the future retirement of the
baby boom would have a significant effect on the long range cost of
the catastrophic benefit that would have to be considered.

A number of issues have been raised with regard to catastrophic/
expanded benefit proposals. These include whets c.r the Federal
Medicare program should be altered from its current acute care
focus, and if so how; and the appr'priate role of both the public
and the private sectors. A key concern is how to pay for a cata-
strophic/expanded benefit package and whether Federal general
revenues should be used to finance some of the cost. Also of con-
cern is whether and how an expanded benefit package would mesh
with implementation of other reform options.

In his February 1986 State of the Union Message, the President
asked the Secretary of DHHS to examine the issue of catastrophic
protection for all age groups (not just the Medicare population) and
report recommendations to him by the end of the year. The Secre-
tary appointed a Private-Public Sector Advisory Committee on Cat-
astrophic Illness to examine the issues. That Committee reported
to the Secretary :a August 1986 outlining the policy options and in-
dicating its support for a shared public-private sector response. The
Secretary tran 'lifted his report to the President in November
1986.38 With respect to the elderly population, the report recom-

38 U S Department of Health and Human Services Catastrophic Illness Fxpenses, Report to
the President. November 1986 117 p
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molded that Medicare be restructured to provide catastrophic pro-
tec.ion in connection with covered Medicare services. The benefit
would be financed with an actuarially sound premium, adjusted an-
nually, to be paid by beneficiaries in addition to the current p..)rt B
premium.

The report to the Presider also considered private sector options
for funding long-term care services. Private sector alternatives for
financing uncovered services have received considerable attention
recently, especially in the context of long-term care services for the
elderly. A number of private sector approaches have been suggest-
ed as potentially feasible alternatives for financing long-term care.
These options include: private insurance, life care communities,
and conversion of an elderly homeowner's equity into a source of
funds to pay for care. Individual retirement accounts (IRAs) for
medical services and other savings arrangements have also been
suggested as approaches for financing long-term care expenditures.
These options appear to provide only limited opportunities for al-
ternative financing schemes for long-term care. In addition, they
seem to have only limited applicability for the large numbers of el-
derly who are poor or those who may be poor in the future.

At the time of this report, the House Committee on Ways and
Means, House Committee on Energy and Commerce, and Senate Fi-
nance Committee have approved bills (H.R. 2470 and S. 1127) pro-
viding increased coverage for catastrophic health care expenses
under Medicare. While these bills have some significant differ-
ences, they suggest the general structure that Congress may follow
in providing such coverage.

H.R. 2470 limits out-of-pocket expenditures for part A covered
services in three ways. First it limits beneficiary liability to a maxi-
mum of one hospital deductible per year and eliminates durational
limits, hospital coinsurance and spell of illness provisions. Second,
it requires coinsurance charges for the first 7 days of an SNF stay
instead of the current law requirement of coinsurance charges on
days over 20. Third, it transfers the home health benefit to part B.
H.R. 2470 also places a $1,043 cap on beneficiary out-of-pocket ex-
penditures under part B (for 1988). The cap would be indexed to
the Social Security COLA after 1989. Expenditures counting toward
the cap are the part B deductible and 20 percent coinsurance, the
blood deductible, and $250 of reimbursable out-patient mental
health expenses. The additicnal part B benefits are financed by a
small increase in the monthly part B premium ($1 in 1990 and
$1.50 thereafter) and by an income related premium collected
through the income tax system. This tax is to be adjusted annually
to reflect increases in the cost of the benefits.

S. 1127 establishes for all part B enrollees an annual cap of
$1,700 (for 1988) on out-of-pocket expenses incurred under both part
A and part B. In addition, for part B enrollees the bill limits liabil-
ity to a maximum of one hospital deductible per year aad elimi-
nates duration limits, hospital coinsurance and spell of illness pro-
visions. The bill requires coinsurance charges for the first 10 days
of an SNF stay for part B enrollees, and extends the number of
covered SNF days from 100 to 150. The bill also expands part A
hospice and home health benefits for all part A beneficiaries. All
medicare deductible and coinsurance charges count toward the cap.
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Expenses for immunosuppressive drugs, and a limited number of
mammography and colorectal exams also count toward the cap,
even when they are not covered benefits. The catastrophic benefits
are financed through an increase in the part B premium ($4 per
month, with future increases linked to increases in the cost of the
catastrophic benefits but limited by increases in Social Security
benefits), and an income related premium collected through c
income tax system. After initial implementation, the premiums
indexed such that the new benefits are fully financed by these ad
ditional sources of revenue.

At this time, both bills have sidestepped the issue of catastrophic
costs for long-term care services, calling for studies of the issue.
Nor do these bills count certain out-of-pocket expenses for covered
services, such as charges in excess of allowed amounts on unas-
signed claims, toward their respective caps. These bills also suggest
the types of compromises for financing additional benefits that may
characterize future attempts to expand Medicare's benefits. That
is, the benefits are provided at no additional burden on existing
federal general revenues or on existing trust fund resources. The
burden is spread among beneficiaries, but in such a way that low-
income individuals receive improved financial protection with little
additional premium liability, at the expense of higher income bene-
ficiaries.

G. COMPREHENSIVE MEDICARE REFORM

Over the years, proposals have been advanced that would radi-
cally reform the Medicare program. They seek to remedy perceived
inefficiencies and design problems with the currert services provid-
ed under Medicare (i.e., gaps in program coveragelong-term care
most importantly). Through amendments to the Medicare program,
such proposals can be designed to deal with most of the problems
identified above in providing health care to the elderly. For exam-
ple, comprehensive Medicare reform might include:

Making catastrophic insurance (including long-term care) part
of Medicare.

Strengthening Medicaid so that it does a better job of servLg
the poor.
Restructuring the financing of Medicare by combining the fi-
nancing of parts A and B, and by explicitly designating per-
centage general of total program costs to come from the pay-
roll tax, from general revenues, and from beneficiary pay-
ments.

Reforming Medicare's payment system for paying physicians.
Reforming the way Medicare pays hospitals to yield better in-

centives for efficient operations.
Creating new incentives for controlling costs through increased

use of alternative delivery systems.
As noted, various proposals have been advanced for such compre-

hensive reform and it can be expected that others will be consid-
ered in coming years. A recent review of current proposals suggests
the impact (modest to revolutionary) of existing reform proposals
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on both the benefits and financing of Medicare.39 They differ on
the age at which individuals would become entitled to benefits
(ranging from a low of 62 to a high of 70) and on the basis of enti-
tlement (linked to cash programs or all per sons over specified age).
The proposals also represent a wide range of potential benefit
plans. In one case, existing benefits are reduced to finance certain
additional (catastrophic) benefits. In other cases, the benefits are
expanded to include prescription drugs and long-term care. The
proposals are financed by a variety of sources including premiums
paid by beneficiaries (sometimes means tested or income related),
taxes paid by the general population (income, payroll or excise
taxes), savings (i.e., medical individual retirement accounts), or by
combining the financing from existing programs (i.e., Medicare and
Medicaid).

While the components of the existing proposals could be used as
building blocks for even more proposals, they also serve to identify
the basic issues and tradeoffs (between changing benefits and fi-
nancing) that will have to be addressed if Medicare is to be adapted
to meet the needs of the elderly in the future. These include:

should Medicare eligibility continue to begin at age 65, or at
younger or older ages?
should Medicare's existing benefits be expanded or reduced?
should Medicare's cost-sharing be expanded or reduced?

should Medicare's benefits, cost-sharing or coverage limits (i.e.,
catastrophic coverage limits) be means-tested or income relat-
ed?
how, if at all, should public programs (Medicare and Medicaid)
be structured to provide appropriate long-term care coverage?

how much new revenue, if any, will be needed to finance Medi-
care's current and future benefits?

how much of Medicare's future obligations should be pre-
funded (such as through the HI trust fund) and how much
should be financed on a pay-as-you-go basis?
how much of Medicare's costs should be financed by the gener-
al population (general revenues and earmarked taxes) and how
much by enrollees (premiums and cost-sharing)?

Answering these questions will be difficult. However, the im-
pending retirement of the baby-boom increases the need to find an-
swers that will place the Medicare program on a firm financial
basis and that will continue to provide the elderly (and low-income
elderly in particular) with acceptable levels of financial protection
against the cost of illness. While greater than projected economic
growth would make these decisions easier, continued growth in
health care costs will make them more difficult. That is, how the
long-range issues arising out of the retirement of the baby-boom
should be approached depends, in part, on whether or not the
short-range objective of controlling care costs can be achieved.

" Etheredge, L Redesigning Medicare A Comparison of Benefit id Financing Refoin Pro.
posals Prepared for the National Health Policy Forum, Washington, i)C, March, 19s7 7.i p
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