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X.01 Abstract

The current pension system is failing American workers and their families.  Only about half of American workers have pension plans, and few of those workers can be confident that they will have enough income to meet their needs throughout their retirement years.  Moreover, the current pension system often has an adverse impact on individual decisions about work and retirement.  For example, traditional pension plans often push older workers into retirement just when those older workers should instead be encouraged to keep working and accumulating assets to fund their retirements.  In short, the current system is not working.

The purpose of this chapter is to consider how to reform the pension system so that it better meets the retirement income needs of American workers and their families and so that it helps make American workers as productive as possible.  To reform the system, pension policy should be redesigned to 1) strengthen the connection between pension benefits and work effort, and 2) to help ensure that all American workers and their families have adequate retirement incomes. 

At the outset, this chapter provides an overview of the current pension system and identifies some of its recent trends and problems.  Next, this chapter explains the financial incentives that are created by pension plans.  Finally, this chapter offers a variety of recommendations about how to make the pension system work better.  In short, this is a chapter about how to make the pension system work.
X.02 Introduction*
American workers receive more than one-quarter of their compensation in the form of fringe benefits.
  The structure of these fringe benefit programs can have a significant impact on the work and retirement behavior of those beneficiaries.
  In that regard, pension plans can have particularly significant impacts on the work and retirement choices of American workers.  The purpose of this chapter is to consider how pension policy should be redesigned to help make American workers to be as productive as possible.  This chapter also considers how pension policy should be redesigned to better meet the retiree needs of workers and their families.
At the outset, Section 3 provides an overview of the current pension system and identifies some of its recent trends and problems.  Next, Section 4 explains the financial incentives that are created by pension plans.  The remainder of the chapter then offers suggestions about how to make the pension system work better.  In that regard, Section 5 offers some modest changes that could help reduce work disincentives in the current system and help meet the retirement income needs of workers and their families.  Finally, Section 6 offers some more comprehensive solutions.

X.03  SEQ CHAPTER \h \r 1An Overview of the Pension System

At the outset, it is important to note that the United States has a “voluntary” pension system.  Employers are not required to have pensions, but if they do, they are subject to regulation.  Most private retirement plans are governed by the Employee Retirement Income Security Act of 1974 (ERISA).

Most retirement plans qualify for favorable tax treatment.  Basically, an employer’s contributions to a tax-qualified retirement plan on behalf of an employee are not taxable to the employee.  Moreover, the pension fund’s earnings on those contributions are tax-exempt.
  Workers pay tax only when they receive distributions of their pension benefits, and, at that point, the usual rules for taxing annuities apply.
  Nevertheless, the employer is allowed a current deduction for its contributions (within limits).
  
[1] Types of Retirement Plans

Retirement plans generally fall into two broad categories based on the nature of the benefits provided:  defined benefit plans and defined contribution plans. 

[a] Defined Benefit Plans
In a defined benefit plan, an employer promises employees a specific benefit at retirement.  To provide that benefit, the employer makes payments into a trust fund and makes withdrawals from the trust fund.  Employer contributions are based on actuarial valuations, and the employer bears all of the investment risks and responsibilities.  Benefits are typically guaranteed by the Pension Benefit Guaranty Corporation.

Defined benefit plans typically provide each worker with a specific annual retirement benefit that is tied to the worker’s final average compensation and number of years of service.  For example, a plan might provide that a worker’s annual retirement benefit is equal to two percent times years of service times final average compensation (B = 2% × yos × fac).  Under this final-average-pay formula, a worker with 30 years of service would receive a retirement benefit equal to 60 percent of her pre-retirement earnings (B = 60% × fac = 2% × 30 yos × fac).  Final average compensation is typically computed by averaging the worker’s salary over the 3 or 5 years immediately prior to retirement.

[b] Defined Contribution Plans
Under a typical defined contribution plan, the employer simply contributes a specified percentage of the worker’s compensation to an individual investment account for the worker.  For example, contributions might be set at six percent of annual compensation.  Under such a plan, a worker who earned $30,000 in a given year would have $1,800 contributed to an individual investment account for her ($1,800 = 6% × $30,000).  Her benefit at retirement would be based on all such contributions plus investment earnings thereon.  Defined contribution plans are also known as “individual account” plans because each worker has her own account, as opposed to defined benefit plans where the plan’s assets are pooled for the benefit of all of the employees. 

There are a variety of different types of defined contribution plans, including money purchase pension plans, target benefit plans, profit-sharing plans, stock bonus plans, and employee stock ownership plans (“ESOPs”).

Profit-sharing and stock bonus plans may include a feature which allows workers to choose between receiving cash currently or deferring taxation by placing the money in a retirement account (Internal Revenue Code § 401(k)).  Consequently, these plans are sometimes called “401(k) plans.”
  The maximum annual amount of such elective deferrals that can be made by an individual in 2004 is $13,000, although workers over the age of 50 can contribute up to another $3,000.

[c] “Hybrid” Retirement Plans
Alternatively, many employers rely on so-called “hybrid” retirement plans that mix the features of both defined benefit and defined contribution plans.  For example, a cash balance plan is a defined benefit plan that looks like a defined contribution plan.
  Like other defined benefit plans, employer contributions are based on actuarial valuations, and the employer bears all of the investment risks and responsibilities.  Like defined contribution plans, however, cash balance plans provide workers with individual accounts (albeit hypothetical).  For example, a simple cash balance plan might allocate six percent of salary to each worker’s account each year and credit the account with 5 percent interest on the balance in the account.  Under such a plan, a worker who earned $30,000 in a given year would get an annual cash balance credit of $1,800 ($1,800 = 6% × $30,000), plus an interest credit equal to 5 percent of the balance in her hypothetical account as of the beginning of the year.

Still another common approach is for an employer to offer a combination of defined benefit and defined contribution plans.  For example, many companies with traditional defined benefit plans have recently added 401(k) plans.

[d] Individual Retirement Accounts and Keoghs
Of note, favorable tax rules are also available for certain individual retirement accounts (IRAs).  Almost any worker can set up an IRA account with a bank or other financial institution and contribute up to $3,000 each year to that account, and workers who are not covered by another retirement plan usually can deduct their IRA contributions.
  If a worker is covered by another retirement plan, however, the deduction may be reduced or eliminated if the worker’s income exceeds $45,000 for a single individual or $65,000 for a married couple (in 2004).
  Like private pensions, IRA earnings are tax-exempt, and distributions are taxable.

Also, since 1998, individuals have been permitted to set up so-called Roth IRAs.
  Unlike regular IRAs, contributions to Roth IRAs are not deductible.  Instead, withdrawals are tax-free.  Like regular IRAs, however, Roth IRA earnings are tax-exempt.

Also, so-called “Keogh” plans give self-employed workers an ability to save for retirement that is similar to plans sponsored by employers, and these plans allow self-employed workers to contribute more than they could otherwise contribute to an IRA.

[2] The Regulation of Employment-based Retirement Plans

In the more than 30 years since it was enacted, the Employee Retirement Income Security Act of 1974 (ERISA) has been amended numerous times, and a whole regulatory system has grown up to enforce its provisions.
  The key agencies charged with the administration of ERISA are the U.S. Department of Labor, the Internal Revenue Service (IRS), and the Pension Benefit Guaranty Corporation (PBGC).
Pension plans must be operated for the exclusive benefit of employees or their beneficiaries, and plan assets generally must be held in a trust.  To protect the interests of plan participants, ERISA requires significant reporting and disclosure in the administration and operation of employee benefit plans.
  In addition, ERISA and the Internal Revenue Code impose many other requirements on retirement plans including, for example, rules governing participation, coverage, vesting, benefit accrual, contribution and benefits, and funding.

[a] Participation
For example, a retirement plan generally may not require, as a condition of participation, that an employee complete a period of service extending beyond the later of age 21 or one year of service.
  Also, a plan may not exclude employees from participation just because they have reached a certain age (e.g., age 65).  Employees can be excluded for other reasons, however.  For example, a plan might be able to cover only those employees working at a particular location or in a particular job category.

[b] Coverage
Under the minimum coverage rules, a retirement plan must usually cover a significant percentage of the employer’s work force.
  Alternatively, a plan may be able to satisfy the minimum coverage rules if it benefits a certain class of employees, as long as it does not discriminate in favor of the employer’s highly compensated employees.
[c] Vesting
Retirement plans must also meet certain minimum vesting requirements.
  A worker’s retirement benefit is said to be vested when the worker has a nonforfeitable right to receive the benefit.  For example, under the 5-year, cliff-vesting schedule, an employee who has completed at least 5 years of service must have a nonforfeitable right to 100 percent of her accrued benefit.
 ERISA only imposes minimum vesting requirements, and plans are free to use a faster vesting schedule.  Nevertheless, most plans use 5-year cliff vesting.  In the year 2000, for example, 85 percent of employees in private industry defined benefit plans faced the 5-year cliff-vesting schedule, and hardly any plans provide for immediate vesting or for 100-percent vesting after one year of service.

[d] Benefit Accrual
In keeping with the voluntary nature of our pension system, employers have relatively great freedom in the design of their retirement plans.  ERISA does not mandate any specific benefit levels, nor does it require that benefits accrue evenly over time.

When it comes to benefit accrual, there are just a few rules about how benefits must accrue.
  These rules help ensure that retirement benefits accrue at certain minimum rates, and these rules limit the extent to which employers can skew or “backload” benefits in favor of their long-service employees.  A typical plan must comply with at least one of three alternative minimum benefit accrual rules.  For example, under the so-called “3-percent rule,” a worker must accrue, for each year of participation (up to 33 and 1/3 years) at least 3 percent of the normal retirement benefit that she would receive if she stayed with the employer until age 65.  The minimum benefit accrual rules are intended to ensure that long-service employees will earn significant retirement benefits even if they do no stay with a single employer until the end of their careers.  All in all, a fair amount of backloading is permitted, but there are limits.
Another benefit accrual rule bars employers from reducing or ceasing an employee’s benefit accruals just because they have reached a certain age (e.g., age 65).
  Nevertheless, employers are permitted to design their plans in ways that result in benefit reductions that correlate with age, for example, by restricting the number of years of benefit accrual (e.g., 30 years).

[e] Contributions and Benefits
The Internal Revenue Code also imposes limits on contributions and benefits.
  In 2004, for example, generally no more than $41,000 can be added to the individual account of a participant in a defined contribution plan.
  Also, the maximum annual amount of elective deferrals that can be made by an individual to a 401(k)-type plan in 2004 is $13,000, although workers over the age of 50 can contribute up to another $3,000.

With respect to defined benefit plans, the highest annual benefit payable that can be paid to a retiree in 2004 is $165,000 or 100 percent of compensation.
  In that regard, the highest amount of compensation that can be considered in determining benefits in the year 2004 is $205,000.

[f] Funding
Retirement plans must also meet certain minimum funding standards.
  These rules help ensure that the money needed to pay the promised benefits is set aside in a trust fund where it can earn income until it is used to pay benefits when the employee retires.

[g] Other Requirements
ERISA also imposes extensive fiduciary responsibilities on employers and administrators of employee benefit plans.
  In addition, so-called “prohibited transaction” rules prevent parties in interest from engaging in certain transactions with the plan.
  For example, an employer usually cannot sell, exchange, or lease any property to the plan.

Title IV of ERISA created the Pension Benefit Guaranty Corporation (PBGC) and a plan termination insurance program.  Defined benefit plans generally pay annual termination insurance premiums to the PBGC.  In the event an underfunded plan terminates (for example, because the employer went out of business), the PBGC will guarantee payment of pension benefits to the participants (up to a maximum limit in the year 2004 of $44,386.32 per participant).

[3] Retirement Plan Trends and Problems
Our pension system should be designed to meet the retirement needs of American workers and their families, and it should be designed to help make American workers as productive as possible.  This section considers just how well the current pension system meets those goals.

[a] Only About Half of American Workers Have Pensions
Professor Daniel Halperin recently suggested that: 

Ideally, every employer would have a plan covering all their employees.  Employees would all earn a pension that, when combined with Social Security, would replace their final earnings, and this pension would be indexed for inflation.

Measured against this standard, however, the current pension system must be viewed as a failure.  The overall coverage rate for retirement plans has held relatively steady in recent years, with only about half of private-sector employees participating in an employer-sponsored retirement plan.  For example, just 48.2 percent of all wage and salary workers age 21 to 64 were participating in an employment-based retirement plan in 2002, up only slightly from the 46.1 percent participating in 1987.

Table 1 provides more details about employer sponsorship of retirement plans in 2002 and worker participation in those plans.  At the outset, it is worth noting that of the 151.3 million Americans workers in 2002, just 80.7 million (53.4 percent) worked for an employer (or union) that sponsored a retirement plan, and just 63.2 million (41.8 percent) participated in the plan.
  Table 1 shows that sponsorship and participation rates can vary dramatically based on such worker characteristics as age, educational attainment, and annual earnings.  
TABLE 1  Percentage of Various Work Forces Who Worked for an Employer that Sponsored a Retirement Plan and the Percentage Who Participated in the Plan, by Various Characteristics, 2002
	Worker characteristic
	Sponsorship Rate
	Percentage participating

	Age
	
	

	     20 or younger
	26.1
	4.6

	     21-24
	41.0
	19.5

	     25-34
	53.7
	39.5

	     35-44
	58.1
	48.8

	     45-54
	61.6
	54.7

	     55-64
	58.0
	51.0

	     65 and older
	38.3
	25.5

	Gender
	
	

	     Male
	52.8
	42.7

	     Female
	54.0
	40.8

	Race/Ethnicity
	
	

	     White
	56.5
	45.1

	     Black
	54.0
	40.3

	     Hispanic
	35.9
	25.5

	     Other
	50.6
	38.3

	Education
	
	

	     No high school diploma
	27.1
	15.1

	     High school diploma
	49.2
	37.9

	     Some college
	55.3
	41.5

	     Bachelor’s degree
	66.5
	56.0

	     Graduate/professional degree
	72.5
	65.3

	Annual earnings
	
	

	     <$5,000
	24.5
	5.7

	     $5,000-$9,999 
	31.6
	12.2

	     $10,000-$14,999
	36.2
	19.7

	     $15,000-$19,999
	43.8
	29.0

	     $20,000-$29,999
	54.7
	42.9

	     $30,000-$39,999
	66.0
	57.5

	     $40,000-$49,999
	72.5
	65.9

	     $50,000 or more
	74.1
	69.7

	Work status
	
	

	     Full-time, full-year
	61.1
	52.9

	     Part-time, full-year
	36.1
	19.2

	Employer Size
	
	

	     Fewer than 10 employees
	16.5
	12.8

	     10-24 employees
	31.4
	23.2

	     25-99 employees
	46.9
	35.0

	     100-499 employees
	59.5
	45.5

	     500-999 employees
	66.7
	51.9

	     1,000 or more employees
	72.0
	54.5

	     Public
	81.9
	71.5


Source:  Craig Copeland, Employment-Based Retirement and Pension Plan Participation: Declining Levels and Geographic Differences, Employee Benefit Research Institute Issue Brief No. 262, 7 (Figure 2) (2003).
For example, Table 1 shows that participation rates increase through age 55 and then decline.  But even among older workers ages 55 to 64, only 51 percent participated in a pension plan in 2002.
Table 1 also shows that the probability of participating in a pension plan increases significantly with income level.  For example, while 69.7 percent of workers with annual earnings of $50,000 participated in a plan in 2002, only 19.7 percent of workers earning between $10,000 and $14,999 participated that year.
  

Table 1 also shows that the probability of a worker participating in an employment-based retirement plan increases significantly with the size of her employer.  Workers in small businesses are particularly hard-hit:  while 72 percent of employees at large private firms (1000 or more employees) participated in a pension plans in 2002, only 31.4 percent of workers at  firms with 10 to 24 workers participated in a plan that year.

Gender no longer appears to bear much relationship to plan participation rates for current workers.
  There is, however, a large gender gap concerning the private pension income of retired persons.  While 44.2 percent of men over age 65 received income from employer pensions in 2003, only 27.3 percent of women over age 65 that year received such income.
  Moreover, women age 50 or over are more likely to receive a pension benefit through their husbands (as spouses or survivors) than through their own savings or employment. 
All in all, the empirical evidence shows that the probability of pension coverage is greater for older workers, for whites, for highly educated workers, for higher income workers, for full-time workers, and for workers at larger firms.
Participation in Individual Retirement Accounts (IRAs) plans is even lower than participation in employment-based plans.  For example, only 3.5 million tax returns for 2001 showed deductible IRA contributions, and their deductible contributions totaled just under $7.5 billion.
  Another 1.3 million returns showed Keogh/self-employed contributions totaling just over $13.1 billion.  All in all, only about 21 percent of Americans over the age of 21 had an IRA or Keogh in 2001.
  As with employment-based plans, participation tends to be highest among those who are older, those who have attained a higher educational level, and those who have a higher income level.

[b] Americans are Living Longer but Retiring Earlier
An important demographic trend is that Americans are living longer but retiring earlier.  For example, the life expectancy for a male born in the year 2000 was 73.9 years, up from 65.6 years in 1950.
  Moreover, a man reaching age 65 in 2000 could expect to live another 15.9 years, up from 12.8 years in 1950.

Despite the fact that life expectancies have gone up, there has been a trend toward earlier and earlier retirements.  For example, the average age at which workers begin receiving their Social Security retirement benefits fell from 68.5 years old in 1950 to 63.6 years old in 2002.
  All in all, older men leaving the work force today can anticipate 18 years in retirement, up from only 13 years just 30 years ago.

Of course, it is great that we are living longer and healthier lives.  And it is wonderful that most of us can look forward to decades of retirement.  But it is doubtful that either individuals or the nation can continue to afford ever-longer retirement.  There were 7 working age persons for every elderly person in the United States in 1950.
  By 2030, when the last baby boomers reach age 66, that ratio will shrink to less than 3-to-1.  With fewer workers relative to retirees, we will see increasing burdens placed on younger generations to support the elderly.  Social Security and Medicare are already in financial trouble, and in 30 years they will be all but bankrupt.
  Medicaid, Supplemental Security Income, food stamps, and the private pension system will also be stretched to the limit.  Meanwhile, the rate of economic growth will fall significantly.

All in all, it is striking that so many Americans retire while they are still productive.  In that regard, for example, more than 56 percent of new Social Security beneficiaries claim their benefits at age 62, and nearly 80 percent of new beneficiaries claim them before age 65.
  No doubt, many retirees will have the resources to enjoy all of their golden years.  Unfortunately, many others may face economic hardships after they have exhausted their own resources but have become too frail to return to work.
[c] The Current System Will Not Provide Adequate Retirement Incomes tc "
THE NEED FOR ADEQUATE RETIREMENT INCOMES " \l 2
The combination of earlier retirements and longer life expectancies has led a number of analysts to express concern about the financial prospects of elderly retirees in the 21st century.
  In that regard, it is worth noting that the United States already has 35.9 million residents who are age 65 and over and around 4.7 million who are age 85 and over.
  By 2020, however, the United States will have more than 53 million residents age 65 and over, and it will have almost 7 million residents age 85 and over.

The economic problems of these elderly citizens will be of paramount importance to the nation in the 21st century.  In particular, it is worth considering what it will cost to support the retired population.  According to Lawrence Thompson, a senior fellow at the Urban Institute, the economic cost of supporting the elderly is best understood in terms of the fraction of society’s goods and services that are consumed by the retired.
  Specifically, “the cost of supporting the retired is simply the product of three different economic and demographic ratios:
the aggregate consumption ratio, which is the fraction of total economic activity devoted to producing consumer goods and services;

the retiree dependency ratio, which is the fraction of the population that is retired (which is going to be very similar to the aged dependency ratio); and

the living standards ratio, which is the ratio of the average consumption of a retired person to the average consumption of all persons.”

The importance of this formulation is that it can be used to illustrate some rather direct and simple relationships between the ratios and the cost of supporting the elderly.
  For example, a 10 percent increase in the fraction of the population that is retired will result in a 10 percent increase in the cost of supporting the retired.  In that regard, only about 12.4 percent of the U.S. population consisted of persons age 65 or over in the year 2000, but by 2020, 16.5 percent of the population will be 65 or older.
  That is a 33 percent increase.

[d] There Has Been a Shift Away from Traditional Defined Benefit Plans
In recent years, there has been a marked shift away from traditional defined benefit plans and toward defined contribution plans and there cash balance cousins.
  For example, one study found that the total number of private defined benefit plans fell from a peak of 175,000 in 1983 to just 56,000 in 1998.
  On the other hand, the total number of private defined contribution plans increased from 208,000 in 1975 to 674,000 in 1998.
  Moreover 56 percent of the active participants in private-sector plans had a defined contribution plan as their primary plan, up from just 13 percent in 1975.
  Similarly, Table 2 shows the shift from defined benefit plans to defined contribution plans in medium and large private establishments.
TABLE 2  Percent of full-time employees in medium and large private establishments participating in defined benefit and defined contribution retirement plans, selected years, 1985-2000
	Year
	Defined benefit plans
	Defined contribution plans
	All retirement plans

	1985
	80
	41
	91

	1986
	76
	47
	89

	1988
	63
	45
	80

	1989
	63
	48
	81

	1991
	59
	48
	78

	1993
	56
	49
	78

	1995
	52
	55
	80

	1997
	50
	57
	79

	1999
	42
	52
	72

	2000
	36
	50
	70


Source:  Bureau of Labor Statistics, Employee Participation in Defined Benefit and Defined Contribution Plans, 1985-2000 (March 26, 2003, available at <http://www.bls.gov/opub/cwc/print/cm20030325tb01.htm>.

Also of note, 401(k) plans are the fastest growing part of the defined contribution world.  In 1998, for example, there were 301,000 401(k) plans, up from 17,000 in 1984, and the total number of active participants increased from 8 million to 37 million over that period.
  

At the same time, the nature of defined benefit plans has been changing:  defined benefit plans have been moving away from the traditional final-average-pay model.  For example, according to a recent survey of large U.S. employers that offer a defined benefit plan, the percentage utilizing a final-average-pay formula decreased from 85 percent to 72 percent from 1995 to 1999.
  Similarly, the percentage of large defined benefit plans using a career-average-pay formula declined from 15 percent in 1995 to nine percent in 1999, and utilization of cash balance plans increased from six to 16 percent.

Among the reasons for the shift toward defined contribution plans are the higher administrative costs associated with defined benefit plans, employment shifts from large to small firms, the decline in unionism, the rise of 401(k) plans, workers’ interests in having more portable pensions, and firms’ interests in attracting younger workers and in having pensions encourage later retirement.
  All in all, the era of the traditional defined benefit plan is largely behind us.

[e] The Trend toward Phased Retirement and Bridge Jobs
As America ages, the work force has also begun to change.  Since the Age Discrimination in Employment Act’s elimination of age-65 mandatory retirement, so-called “phased” or gradual retirement has started to replace the traditional “cliff” retirement pattern in which older workers would leave the work force and never return.
  Many older Americans stay in or re-enter the work force, especially in part-time and contingent work situations.
   According to a recent survey by Watson Wyatt, 16 percent of companies surveyed now offer phased retirement programs.
  Also, according to one estimate, roughly one-third of older workers leave their long-held career jobs in favor of new jobs that serve as a bridge to full retirement.

[f] The Decline of Annuitization tc "
The Decline of Annuitization. " \l 3
Another significant retirement plan trend is the general decline of annuitization among American workers.  The shift to defined contribution plans is part of the story, but defined benefit plans are also changing.
  For example, 43 percent of participants in medium and large defined benefit plans were permitted to take a lump sum distribution in 2000, up from 14 percent in 1991.
  Moreover, among defined contribution plans, lump sum payouts are increasingly prevalent, and a declining fraction of participants even have access to a life annuity as a payout option.  For example, one study of the plans of medium and large firms found that just 27 percent of those with 401(k) plans could take their funds as a life annuity.

X.04 The Financial Incentives Created by Pension Plans
tc "
An Overview of the Financial Incentives Created by Pensions. " \l 3Pension plan designs can create powerful financial incentives that influence individual decisions about work and retirement.
  At the outset, the tax preferences for pension savings reduce the work disincentives inherent in the taxation of earned income.

In addition, private pension plans can have a significant impact on the timing of retirement.  First, along with Social Security and other public benefits, private pensions help provide additional income and wealth that is needed for retirement.  Second, traditional defined benefit plans are typically designed to have financial incentives that induce most workers to retire during “windows” of opportunity that range from the plan’s early retirement age through the normal retirement age.
  These plans provide large financial incentives for workers to stay with a firm at least until they are eligible for early retirement, but they impose large financial penalties on workers who stay past the plan’s normal retirement age.
  Moreover, many of these traditional defined benefit plans provide early retirement incentives that push older workers out of the work force at even earlier ages.
Defined contribution plans can also influence the timing of the decision to retire, but their effects are typically less dramatic.

[1] The Tax Preferences for Pension Savings Reduce the Work Disincentives Inherent in the Taxation of Earned Income
At the outset, it is worth noting that the favorable tax treatment for retirement savings generally reduces the work disincentives that come from taxing earned income.  Under current law, earned income is typically subject to federal income tax rates of up to 35 percent and payroll tax rates of up to 15.3 percent.  But contributions to retirement plans are typically exempt from taxation, and benefits are typically not taxed until after retirement.
  The net effect of this tax regime is to reduce the effective marginal tax rates imposed on earned income and so reduce the work disincentives that result from the taxation of earned income.

Also, the favorable tax treatment of pensions reduces the price of pension benefits for employers and employees and can be expected to increase the demand for pensions by workers, especially those workers that are in higher tax brackets.
  As a result, workers in higher tax brackets are more inclined to seek employers that provide tax-favored pension benefits than workers in lower brackets.
  Similarly, workers in higher brackets are likely to voluntarily contribute a greater proportion of their income to 401(k) plans and IRAs than workers in lower tax brackets.

All in all, exempting pension contributions and earnings from taxation tends to encourage people to work.

[2] The Accumulation of Pension Wealth Encourages Early Retirement tc "
The Income (Wealth) Effect of Pensions. " \l 3
On the other hand, the accumulation of pension wealth enables pension plan participants to retire earlier than they would in a no-pension world.  Along with Social Security and Medicare, pensions provide a big chunk of the income and wealth that enable elderly Americans to choose retirement over work.  In short, pensions help provide Americans with the income they need for retirement.
Indeed, Dora Costa has argued that the decline in the average age of retirement is largely attributable to the increasing income and wealth of American families.
  From 1962 to 1995, for example, the average net worth of American families increased from $114,000 to $206,000.
  A large part of that increase in net worth is attributable to the rapid expansion of the private pension system after World War II.  Indeed, one study estimated that the growth of pensions could account for as much as one fourth of the decline in labor force participation in the early postwar period.
  Similarly, numerous studies have found that workers with access to pension income are more likely to retire than workers without such coverage.

Moreover, these income and wealth effects have an impact on people at all income levels.
  In particular, generous Social Security benefits, and the health security provided by Medicare and Medicaid have made early retirement possible for virtually all Americans.  In that regard, for example, most analysts believe that the availability of full Social Security benefits at age 65 and the availability of reduced benefits at age 62 have greatly contributed to the trend toward earlier retirement.

Of course, the income and wealth effects of pension plans probably have their greatest impact on the older workers in the upper half of the income scale.  In that regard, for example, Table 1 shows that while 69.7 percent of workers with annual earnings of $50,000 participated in a plan in 2002, only 19.7 percent of workers earning between $10,000 and $14,999 participated that year.  Table 1 also shows that only 58 percent of workers aged 55 to 64 are covered by a pension plan.  Moreover, while pensions accounted for 20 percent of the aggregate income of the top quintile of elderly Americans in 2001, pension income accounted for just 3 percent of the income of the lowest quintile of elderly Americans.

[3] Benefit Accruals Patterns Influence Decisions about Work and Retirement
Pension benefits typically accrue differently under defined benefit plans and defined contribution plans.  In particular, under a traditional defined benefit plans (that is, final-average-pay plans), benefit accruals increase significantly the closer a worker gets to retirement.

Indeed, one of the most obvious features of traditional plans is that they are “backloaded.”  See Figure 1.  That is, traditional plans tend to disproportionately favor older workers who have stayed with an employer for 25 or 30 years.  The primary reason for this backloading is that the value of benefit accruals typically increases as a percentage of pay as workers approach retirement age.
  In fact, well over half of the value of a worker’s pension can accrue in the last 5 or 10 years of service. In short, traditional plans provide relatively larger benefit accruals to older workers and relatively smaller benefit accruals for younger workers.
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Source: Based on Ron Gebhardtsbauer (Senior Pension Fellow, American Academy of Actuaries), testimony before the Senate Committee on Health, Education, Labor, and Pensions (September 21, 1999), available at <http://www.actuary.org/pdf/pension/retire99.pdf>.

On the other hand, defined contribution plans (and cash balance plans) typically provide for more uniform accruals over a worker’s career.  Of course, that means that defined contribution plans provide larger benefit accruals than final average pay plans for younger workers and smaller benefit accruals for older employees.
For example, Figure 2 provides a graphic comparison between a typical defined contribution plan and a traditional defined benefit plan.  Figure 2 compares the contributions made on behalf of an individual for the following two hypothetical pension plans.  The first is a simple defined contribution plan with a flat contribution rate equal to 6 percent of salary and interest accruing at the rate of 5 percent per year.  The second is a traditional defined benefit plan that pays a pension benefit at age 65 of one percent times years of service times final average compensation (B = 1% × yos × fac) (that is, a final-average-pay plan). 
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Source: Based on a chart from Ron Gebhardtsbauer (Senior Pension Fellow, American Academy of Actuaries), testimony before the Senate Committee on Health, Education, Labor, and Pensions (September 21, 1999), available at <http://www.actuary.org/pdf/pension/retire99.pdf>.

Figure 2 shows that the defined contribution plan has a level contribution rate at all ages.  On the other hand, the traditional defined benefit plan is backloaded.  There are severe financial penalties for leaving too early, and there are severe financial penalties for working past the normal retirement age.  All in all, Figure 2 illustrates that the typical defined contribution plan provides relatively larger benefit accruals than a final-average-pay plan for younger employees and relatively smaller benefit accruals for older employees.

The differing rates of benefit accrual under traditional defined benefit plans versus typical defined contribution plans result in different incentives that can affect employee decisions about work and retirement.  In particular, traditional defined benefit plans penalize workers who change jobs frequently and create large financial incentives for workers to stay on the job at least until they are eligible for early retirement.  On the other hand, traditional defined benefit plans also impose large financial penalties on older workers that tend to push them out of the work force once they have reached the plan’s early or normal retirement age.
  These are discussed in turn.
[4] Traditional Pensions Penalize Mobile Workers 

At the outset, it is clear that traditional defined benefit plans penalize workers who change jobs frequently.  tc "

a.  The financial penalty on mobile workers. " \l 4Table 3 shows the magnitude of the financial penalty.
  Table 3 compares the retirement benefits of four workers.  These workers all have identical 30-year pay histories (6 percent annual pay increases starting at $20,000 and ending at $108,370), and all their employers have identical final average pay plans (1.5 percent times years of service times final pay).  The only difference among these workers is that the first worker spent her entire career with one employer, while the other workers divided their careers over two or more employers.  Nevertheless, the long-tenure worker would receive a pension of $49,000 per year at retirement, while the worker who holds five jobs would receive pensions totaling just $27,000 per year.

TABLE 3  Non-portability of Final Average Pay Plans
	Worker no.
	Employer no.
	Yearly accrual rate

(percent)
	Years of service
	Final pay
	Total pension

	1
	1
	1.5
	30
	$108,370
	$49,000

	
	
	
	
	
	

	2
	1
	1.5
	15
	    45,219
	  10,174

	
	2
	1.5
	15
	  108,370
	  24,383

	
	
	
	
	
	  35,000

	
	
	
	
	
	

	3
	1
	1.5
	10
	    33,791
	    5,069

	
	2
	1.5
	10
	    60,513
	    9,077

	
	3
	1.5
	10
	  108,370
	  16,256

	
	
	
	
	
	  30,000

	
	
	
	
	
	

	4
	1
	1.5
	6
	    26,765
	    2,409

	
	2
	1.5
	6
	    37,967
	    3,417

	
	3
	1.5
	6
	    53,856
	    4,847

	
	4
	1.5
	6
	    76,396
	    6,876

	
	5
	1.5
	6
	  108,370
	    9,753

	
	
	
	
	
	  27,000


Source:  Michael Falivena, Pension Portability: No Easy Solution, Pensions & Investments, Feb. 5, 1990, at 15, as reprinted in John H. Langbein & Bruce A. Wolk, Pension and Employee Benefit Law 172 (3rd ed., 2000).

In short, the mobile worker covered by a traditional defined benefit plan will suffer large benefit losses each time she changes jobs.  Moreover, even greater financial penalties can result if a worker changes jobs without working enough years to vest (usually 5 years).  All in all, traditional defined benefit plans penalize workers who change jobs frequently.

At the same time, however, traditional defined benefit plans create large financial incentives for workers to stay with a single employer at least until they are eligible for early retirement.
  This is an example of the “golden handcuffs” phenomenon.

[5] Traditional Pensions Push Workers into Retirement tc "

b.  The financial penalties for staying too long. " \l 4
Traditional final-average-pay plans also typically push older workers out of the work force once they reach normal retirement age (often between ages 60 and 65).  Once a worker reaches normal retirement age and is eligible to receive full retirement benefits, delaying retirement can actually be quite costly.
  Those who delay retirement lose current benefits, but the increase in benefits that can result from an additional year of work rarely compensates for the benefits lost.  And those who work until they drop may leave nothing behind for their survivors.

Numerous studies of real world pension plans have found that particular plan designs can result in a significant loss in pension wealth for employees who work past age 65.
  Moreover, a number of studies suggest that employers can significantly influence the timing of retirement by offering subsidized benefits for workers who elect to retire early.
  Indeed, the structure of private pensions may well have a greater influence than Social Security on decisions about the timing of retirement.

Explicit early retirement incentives are, in fact, quite common among firms with traditional defined benefit plans.
  Indeed, at least 80 percent of Fortune 500 companies have used early retirement incentive plans.
  Moreover, it is not uncommon for employers to design their plans in such a way that benefit accrual rates turn negative at a relatively early age.

For example, because early retirees will receive benefits for a longer period of time, an actuarial reduction in monthly benefits should be required, and it is often suggested that a reduction of at least 6 percent is required for actuarial neutrality.
  In that regard, however, traditional final-average-pay plans often encourage workers to take their benefits prior to normal retirement by providing enhanced early retirement benefits.  In particular, current law permits employers to offer generous early retirement incentives and Social Security supplements.  Moreover, current law permits employers to design their plans in ways that impose financial penalties on those who work past the plan’s normal retirement age – for example, by not requiring that additional years of service count toward the accrual of benefits.

In short, “early retirement has been institutionalized,”
  Traditional defined benefit plans inherently provide incentives for workers to retire during “windows” of retirement opportunity that typically range from the early retirement age through the normal retirement age.  Moreover, the trend in recent years has been toward a decline in the normal retirement age and toward increased incentives for early retirement.

Ultimately, the problem may boil down to the fact that employers often have economic incentives to get rid of older workers.  Workers generally cost more to employ as they get older.
  As a result, the compensation of workers nearing the end of their careers can exceed their productivity.
  When that happens, employers have the economic incentive to avoid hiring or retaining older workers.
  Indeed, employers may find it advantageous to tap overfunded defined benefit plans or otherwise create early retirement “windows” to encourage older workers to retire.

[6] Defined Contribution Plans and Cash Balance Plans Tend to Be Neutral about the Age of Retirement
Defined contribution plans can also be designed to influence the timing of a worker’s decision about when to retire, but usually these plans have significantly less impact on those decisions.
  To be sure, defined contribution plans have large income and wealth effects.  Access to pension income, whether from a defined benefit plan or a defined contribution plan, just makes retirement more attractive, but defined contribution plans typically do not incorporate plan design provisions that are intended to encourage early retirement.
  Because these plans are not typically backloaded, vested workers do not suffer benefit losses from changing jobs or retiring too early,
 nor do workers face financial penalties for working past the plans’ normal or earlier retirement ages.  And the same can be said for cash balance plans.
X.05 Modest Changes That Could Promote Adequate Retirement Income Security and Reduce Work Disincentives in the Current System
The current pension system is failing American workers and their families.  Only about half of American workers have pensions, and relatively few of those workers have adequate pensions.  Moreover, under current law, pension plans regularly create cross-subsidies that, in effect, take money from some workers and give it to other workers and their families.  Like taxes and transfers, these cross-subsidies distort the relationship between a worker’s productivity and her compensation, and those distortions can have an adverse impact on work effort and retirement behavior.  Also, traditional final-average-pay pensions are often designed to push older workers into retirement just when those workers should instead be encouraged to keep working and accumulating assets to fund their retirements.  In short, the current pension system is not working, and it needs to be reformed.

The remainder of this chapter considers how to reform the current pension system so that it:  1) better meets the retirement income needs of American workers and their families; and 2) helps make American workers as productive as possible.  In that regard, this section offers some modest changes that could help the current pension system better meet the retirement income needs of American workers and their families and some modest changes that could help reduce the work disincentives in the current system.  The next section offers some more comprehensive proposals.
The basic approach is to expand coverage and to pay workers in proportion to their productivity.  Expanding coverage will ensure that more workers and their families have adequate pensions, and paying workers in proportion to their productively will minimize work disincentives and maximize worker productivity.
  In short, this approach will make the pension system work.
[1] Proposals to Expand the Pension System

This part offers a number of recommendations for changes that could help increase the number of Americans workers who can retire with adequate pensions.

[a] Make Retirement Plans Universal and Portable
At the outset, it would make sense to make retirement plans universal and portable.  Our goal should be to ensure that virtually every worker has the opportunity to participate in a meaningful retirement plan that can travel with her when she changes from job to job.  For example, federal pension policy should not permit employers to use onerous coverage and vesting requirements to limit or backload benefits in favor of their long-service workers.  Instead, pension rules should be changed to toughen coverage and participation requirements and to shorten minimum vesting schedules, and pension policy should be designed to enhance investment returns on retirement savings and preserve those savings until retirement.  
[i] Toughen Coverage and Participation Requirements

Tougher coverage and participation requirements should help ensure that more workers earn adequate pensions.  In general, employers should be required to cover virtually all of their workers, even those who work part-time.  To be sure, some employers might abandon their plans rather than comply with tougher coverage and participation requirements.  That can certainly happen in a voluntary pension system like ours.  On the whole, however, most employers need to offer a compensation package that is attractive to workers and so need to offer pension plans as part of that package. 
[ii] Shorten Vesting Periods

Vesting periods should also be shortened.  For example, it would make sense for workers to be 100 percent vested after they complete no more than one year of service.
  That way, workers who change jobs frequently or move in and out of the labor market would still earn significant retirement benefits along the way.
[iii] Enhance Investment Returns

Employees tend to be pretty poor investors.  For example, one recent study found that defined benefit plans that are managed by investment professionals tend to get annual returns that are 1.9 percent higher than defined contribution plans where individuals tend to choose the investments.
  In that regard, as the recent Enron scandal showed, employees tend to invest too heavily in the stock of their employers.
  High and hidden administrative costs and management fees can also reduce the investment returns, particularly on individual accounts.
  To help boost investment returns, it might make sense to let employers encourage employees to put more of their investments into premixed, balanced stock/bond portfolios.  Moreover, there is a desperate need for more financial education of all kinds – from elementary school through retirement.  In particular, it would make sense to give employers greater freedom to provide unbiased investment advice to their workers.
[iv] Preserve Benefits until Retirement

Another major problem with pension plans and IRAs is that they are leaky.  While defined benefit plans typically provide lifetime annuities for retirees and their spouses, defined contribution plans typically allow participants to withdraw all or a portion of their individual accounts, and many plans allow them to borrow against their accounts.  In 1997, for example, 52 percent of the savings and thrift plans of medium and large businesses permitted withdrawals, and 54 percent permitted loans.
  Dissipation of retirement savings is also a problem for IRAs, as pre-retirement distributions may be used for education, health, and first-time homebuyer expenses.

Unfortunately, a significant portion of these distributions and loans may end up being dissipated before retirement.
  For example, one study suggests that 60 percent of the lump sum distributions made to job changers from large plans are not rolled over into Individual Retirement Accounts (IRAs) or other retirement savings plans.
  It could make sense to prohibit cash-outs, distributions, or loans from pension plans and IRAs.

Along the same lines, it is worth noting that current law generally prevents creditors from seizing the pension benefits of plan participants and beneficiaries.
  It would make sense to extend the same creditor protection to IRAs.

Another problem has to do with the treatment of pensions under the asset tests used in such means-tested programs as Medicaid, food stamps, and Supplemental Security Income (SSI).
  The stringent asset tests under those programs often require low-income workers to withdraw the balances in their defined contribution plans and IRAs and spend those assets down before they can qualify for benefits.  Consequently, these stringent asset tests result in the dissipation of retirement savings, and there is even some evidence that these tests reduce saving by low-income families.  While actual withdrawals from retirement accounts should count as income in determining eligibility for means-tested benefits, it could make sense to exclude the amounts in retirement accounts from the asset tests used in those programs.
[b] Automatic Enrollment and Minimum Contributions
For employers with 401(k)-type plans that allow for elective contributions, it would make sense to move to the so-called “negative election” approach under which all employees are automatically enrolled in the plan unless they execute a rejection form opting out.
  Financial planners usually suggest that the easiest way to save is through a payroll-deduction mechanism: “If you don’t see the money, you won’t spend it.”  The plan could also set an initial minimum contribution rate of, say, 6 percent of income, unless the employee specifically opts for a smaller amount.

[c] Expand the Savers Credit and Make it Refundable
Another way to help increase the number of Americans with pensions would be to expand the savers credit and make it refundable.   Since 2002, certain low- and moderate-income individuals have been able to claim a tax credit of up to $1,000 for certain qualified retirement savings contributions.
  The credit is equal to a percentage (50 percent, 20 percent, or 10 percent) of up to $2,000 of contributions.  In effect, the credit acts like an employer match:  the government matches a portion of the employee’s contributions.  Employer matches encourage workers to contribute, at least up to the match level, and the saver credit should have similar pro-savings effects. 
Unfortunately, the credit is scheduled to expire in 2006.  Also, because it is not refundable, it provides little benefit to low-income workers.  For example, according to one study some 57 million returns in 2003 will have income low enough to qualify for the credit, but only one-fifth of those could actually benefit from the credit if they made qualifying retirement savings contributions, and only 64,000 (or slightly more than 1 out of every 1,000) could receive the maximum possible credit ($1,000 per person).

We should expand and extend the savers credit.  More specifically, we should make the credit refundable and extend the 50 percent credit rate further up the income distribution.

[d] Require Employers without Pension Plans to Offer Payroll-deduction IRAs
For employers without a retirement plan, it would make sense to require them to offer payroll-deduction Individual Retirement Accounts (IRAs) to interested employees.  Under current law, an employer can establish a payroll-deduction IRA program to help employees save for retirement through their own IRAs.
  These work much like the federal savings bond program.  Under a payroll-deduction program, an employee may contribute to an IRA by electing to have the employer withhold amounts from her paycheck and forward those amounts to her IRA.

Payroll deduction contributions are included in the employee’s wages for the taxable year, but (in the case of contributions to traditional IRAs) the employee may deduct the contributions on her tax return, subject to the usual limits.

To help encourage participation in payroll-deduction IRAs, it would also make sense to allow employers to adopt an automatic-enrollment arrangement.  It would also help if participating employees were allowed to exclude allowable contributions from their income.  Then, those contributions would not be taxed as earned, would not need to be reported as income on the employee’s Form W-2, Wage and Tax Statement, and the employee would not have to claim a deduction on her tax return for the year.
[2] Proposals to Reduce Work Disincentives

This part offers a number of recommendations for changes that could help reduce the work disincentives in the current retirement system.  In particular, this part offers a number of recommendations for changes that could help encourage older workers to remain in the work force longer so that they can accumulate more assets to support them throughout their retirement years.

[a] Toughen the Penalty on Premature Withdrawals
tc "
Raise the Eligibility Age for the Penalty on Premature Withdrawals from 59½ to 62. " \l 3I.R.C. § 72(t) generally imposes a 10-percent tax on distributions before an individual reaches age 59½.
  Toughening this penalty on premature withdrawals could have a significant impact on the timing of retirement.  In particular, it would make sense to raise the eligibility age to 62 and keep it tied to Social Security’s early retirement age, even if that age is, itself, increased.

There is every reason to believe that raising the age of initial eligibility for retirement benefits would increase the average age of retirement.  For example, in the Social Security context, there is a good deal of evidence suggesting that the age of initial eligibility for benefits “appears to be the most powerful influence” on the timing of retirement.
  In that regard, there has long been a “spike” in retirement levels at Social Security’s early retirement age of 62, with more than 56 percent of new Social Security beneficiaries claiming their benefits at that age.

It could also make sense to eliminate virtually all of the exceptions to the premature distribution penalty that currently allow many individuals to receive penalty-free withdrawals even before age 59½.
  In addition, to make the premature distribution penalty a more effective deterrent to early withdrawals, the tax rate could be increased significantly.  An alternative approach would be to significantly limit, or completely eliminate, the right to receive withdrawals before the age of initial eligibility.
  In any event, it would make sense to require that all lump sum distributions from pension plans be rolled over into another plan or into an IRA.
[b] Raise the Normal Retirement Age
Along the same lines, it could make sense to raise the normal retirement age.  ERISA  defines “normal retirement age” as the earlier of the time specified in the plan or the later of age 65 or the fifth anniversary of the time the employee commenced participation in the plan.

On the other hand, “full retirement age” under the Social Security system is currently age 65, but it is gradually being increased to age 67.
  It would make sense to gradually raise the normal retirement age for pension plans to 67 and keep it tied to the Social Security’s full retirement age, even if that full retirement age is, itself, increased further.  The empirical evidence suggests that raising normal retirement would encourage workers to stay in the work force longer.

[c] Raise the Minimum Distribution Age or Repeal the Rule 

tc "Raise the Minimum Distribution Age or Repeal the Rule. " \l 3I.R.C. § 401(a)(9) generally requires participants in retirement plans to begin taking distributions soon after they reach age 70½.
  An exception allows older workers with a pension plan from their current employer to delay distributions until they retire, but workers with pensions from prior employers and IRA holders must still begin taking distributions soon after they reach age 70½.  Failure to take the required minimum distribution can result in a 50-percent excise tax on the excess of the amount required to have been distributed over the amount that actually was distributed.
  In addition, a plan that fails to make the required minimum distributions can be disqualified.

Admittedly, most elderly Americans have retired long before age 70½.  Nevertheless, by compelling many of the remaining elderly American workers to take retirement distributions soon after age 70½, these rules invariably prod still more elderly workers into retirement.  Consequently, repeal of these rules or raising the minimum distribution age to say, 75 or 80, could help encourage those elderly workers to remain in the work force.

[d] Repeal the Age Discrimination Exceptions 

tc "
Age Discrimination Provisions. " \l 3The Age Discrimination in Employment Act of 1967 (ADEA)
 outlawed mandatory retirement before the age of 65.  The limit was raised to 70 in 1978 and finally removed altogether in 1986.  The Act generally prohibits employers from discriminating against workers over the age of 40.  Since 1988, employers have been prohibited from ceasing benefit accruals for employees who work beyond age 64 and from excluding participants who are hired within 5 years of normal retirement age.
Pertinent here, I.R.C. § 411(b)(1)(H) prohibits a defined benefit plan from ceasing accruals, or reducing the rate of benefit accruals, “because of the attainment of any age.”  Similarly, I.R.C. § 411(b)(2)(A) prohibits a defined contribution plan from ceasing allocations, or reducing the rate at which amounts are allocated, to a participant’s account, “because of the attainment of any age.”  Parallel provisions are found in ERISA and in ADEA.

These statutes clearly forbid a cessation of benefit accruals or a reduction in the rate of benefit accruals because of age, but they do not automatically prohibit benefit reductions that correlate with age.  In fact, various exceptions expressly allow plans to limit the total amount of benefits or the total number of years used to compute benefits.  Still other exceptions allow plans to provide subsidized early retirement benefits and Social Security supplements.
  Employers are able to take advantage of these exceptions to induce older workers into early retirement.  In short, despite the general prohibition on age discrimination, firms are still allowed to use “pension windows” to encourage older workers to leave their jobs.
tc "Repeal the Age Discrimination Exceptions. " \l 3
Still, it is not at all clear why federal retirement policy should allow employers to use tax-preferred retirement savings to push their older workers into early retirements.  So it would make sense to repeal some or all of these exceptions to the age discrimination rules.
 
For example, it would make sense to repeal the exception that allows plans to limit the number of years used to compute benefits.  tc "


(1) Repealing the years of service exception " \l 5Consider a traditional final-average-pay plan that provides workers with a pension benefit at age 65 equal to two percent times years of service times final average pay.  Under current law, the plan may also provide that no more than 30 years of service may be counted in computing a worker’s retirement benefits.
  In that situation, the maximum benefit payable to any worker would be just 60 percent of final average pay.  Final average pay might go up if a worker remained on the job for more than 30 years, but a worker with 35 years of service would still receive a benefit of just 60 percent of her then final average pay (60% = 2% × not more than 30 years of service).  With this type of plan design, the employer is able to significantly reduce the rate of benefit accruals for workers who stay past 30 years and so induce them to retire.  On the other hand, if the years of service exception to the age discrimination rules were repealed, this hypothetical worker would be entitled to a retirement benefit of 70 percent of her then final average pay after 35 years of service.  That change would significantly reduce her incentive to retire at 30 years of service.

It would also make sense to repeal the exceptions to the Age Discrimination in Employment Act that permit plans to subsidize early retirement.tc "


(2) Repealing the subsidized early retirement exceptions " \l 5
Repealing these age discrimination exceptions would curtail the ability of employers to use plan design provisions and tax-favored plan assets to provide explicit financial incentives for early retirement.
  As a result, more older workers would remain at work, and that would be good for them and society as a whole.

[e] Change the Limits on Benefits and Contributions
At the outset, it is worth thinking about simplifying and consolidating the limits on contributions.  For example, current law provides a rather arbitrary mix of limits on contributions, depending upon the type of plan involved.  In 2004, for example, some employees are able to put up to $41,000 in a defined contribution, while others can put no more than $11,000 into a 401(k) plan, or just $3,000 into an IRA.
  It might make more sense to have a single, uniform annual limit for all retirement savings.

Also of note, the I.R.C. § 415(b) limit on the amount of benefits that can be paid by defined benefit plans creates a work disincentive for some older workers.
  The provision limits the annual benefit that can be paid at the Social Security retirement age to the lesser of $165,000 (in the year 2004) or 100 percent of the participant’s compensation.  The dollar limit is actuarially reduced for benefits that are paid earlier than the Social Security full retirement age.  For a variety of reasons, many pension experts have called for repeal of section 415 or, at least, an increase in the 415 compensation limits.

To be sure, section 415 is unnecessarily complicated, and many lament that its stingy limits may actually discourage the formation of pension plans that could help expand pension coverage.  Pertinent here, however, is section 415’s impact on the timing of retirement.  In that regard, by limiting the maximum annual benefit that can be paid to a retiree, section 415 can discourage at least some elderly workers from remaining in the work force.
 
One possible solution would be to relax the normal retirement age dollar limit, at least for older workers who face the cap because of already long years of service.  In particular, a worker with 25 or 30 years of service should not be prevented from earning additional retirement benefits merely because she has already accrued a benefit equal to 100 percent of her final average pay (albeit under a rather generous plan).
 

On the other hand, if the government is interested in keeping older Americans in the work force, then it makes little sense to relax the rule requiring actuarial reductions for early retirement.  Employers want to relax the rule because they want the freedom to use their tax-favored pensions to provide subsidies to encourage their costly older workers to retire early.  But actuarially fair reductions are exactly what should be demanded if the government wants pension policy to be age-neutral as to the timing of retirement.

Indeed, even actuarially fair reductions are unlikely to be sufficient to encourage elderly workers to postpone retirement.  In the Social Security system, for example, the benefit reduction for taking benefits prior to age 65 is thought to be actuarially fair – 8.3% per year.
  Nevertheless, empirical research suggests that the related Social Security earnings test slightly discourages labor supply, leading Henry J. Aaron of the Brookings Institution to conclude that workers presumably undervalue higher future benefits relative to the loss of current benefits.

In short, government policy that is, at least, ostensibly neutral as to the timing of retirement should require actuarially fair reductions in benefits paid before normal retirement age.  Moreover, if the government actually wants to encourage workers to postpone retirement, then it might even want to impose greater financial penalties on early retirement (for example, by toughening the I.R.C. § 72(t) penalty on premature distributions).

[f] Require that Benefits be Paid as Indexed Annuities tc "
REQUIRE THAT BENEFITS BE PAID AS INDEXED ANNUITIES " \l 2
Most people think about retirement in terms of current dollars.  They look at the current monthly benefits available to them from Social Security and their traditional defined benefit plans, and they look at the apparently large sums accumulated in their defined contribution plans (and generally available to them only if they retire).  As a result, a kind of “money illusion” leads most older American to believe that they are better off than they really are.

Unfortunately, inflation after retirement almost invariably erodes the value of accrued pension benefits.  Post-retirement inflation is always a problem for defined contribution plans, and very few defined benefit plans are indexed for inflation.
  Moreover, older workers often fail to consider how their benefits and needs will change over the course of their retirement.
  In addition, many older Americans underestimate their life expectancies.  In short, many older Americans overestimate their financial ability to meet their future retirement income needs and, consequently, choose to retire too early.

Indeed, many workers lack even a rudimentary understanding of the financial resources required for a 20 or 30-year retirement.  What looks like an adequate retirement income at age 55, 62, or even 65 may not be enough to live on at age 80 when work is not a likely option and savings have been depleted.  Poverty statistics already show that Americans 80 and older are 40 percent more likely to live in poverty than those ages 65 to 69.

The government could combat this myopic decision-making by requiring retirement plans to pay benefits in the form of annuities, perhaps even indexed-for-inflation annuities.  The government might also want to increase and index normal retirement age to reflect longer life expectancies.
Defined benefit plans are typically designed to pay benefits in the form of a lifetime annuity.
  For married couples, joint and survivor annuities and pre-retirement survivor annuities are the default form of distribution.
  In recent years, however, defined benefit plans have been moving away from paying annuities, with more and more plans offering installment and lump sum distribution alternatives.
  Defined contribution plans typically make lump sum distributions.

It would also make sense for the government to encourage or even require that pension benefits be paid in the form of annuities, perhaps even indexed-for-inflation annuities.
  Annuities help ensure that workers and their families will not outlive their retirement savings.
  In that regard, the trend away from annuitization and towards lump sum distributions is quite troublesome, particularly, because older Americans trend to be so myopic in their decisions about when to retire.  That is, many Americans retire too early because they underestimate their life expectancies, overestimate their financial resources, and fail to understand the deleterious effects of inflation.  These “early” retirees are at serious risk of outliving their resources.

Consequently, it could make sense to require that all retirement plans pay at least a portion of their benefits in the form of an inflation-adjusted annuity.  Such annuities keep the purchasing power of benefits constant over time by lowering initial benefits enough to pay for higher benefits later on.
  Alternatively, it could make sense to require that all plans at least offer participants the option of taking benefits in the form of an inflation-adjusted annuity.
For example, the government might want to require that individuals take a basic pension distribution that, together with Social Security, would provide them with the equivalent of an indexed annuity that is targeted to, say, 200 percent of the poverty level.  Beyond that basic annuity, however, more relaxed distribution rules might apply.

In the year 2004, for example, the poverty level for a single individual is $9,310, and the poverty level for a married couple is $12,490.
  Consequently, assuming a 200-percent-of-the-poverty-level target, a single individual retiring in 2004 would need the equivalent of an indexed annuity that paid $18,620 that year ($18,620 = 200% x $9,310) and appropriately inflation-adjusted amounts in future years.
  For many retirees, Social Security would provide a good chunk of this minimum 200-percent-of-the-poverty-level benefit, leaving only the balance to be made up from the worker’s indexed-for-inflation pension.
[g] Make Phased Retirement Easier
Pension plans are generally prohibited from making distributions to active employees.  In that regard, for example, a Treasury regulation says that defined benefit plans can make distributions only in the event of retirement, death, disability, or other severance from employment.
  Somewhat less restrictive withdrawal rules apply to profit-sharing, stock bonus plans, and 401(k) plans.
 These rules make phased retirement difficult for workers and, consequently, push them to take full retirement when they would, in fact, prefer to keep working, albeit on a reduced basis.  It is worth considering whether we should make it easier for workers to tap their pensions to help them finance a phased retirement.

X.06 More Comprehensive Proposals
This section offers some comprehensive proposals that could help reduce work disincentives in the current pension system and help meet the retirement income needs of workers and their families.
[1] Mandate Age Neutrality tc "
MANDATE AGE NEUTRALITY " \l 2
One approach would be for the government to encourage, or even mandate, age-neutral pension policies.  Current pension rules permit employers to design pension plans in which pension benefit accruals vary dramatically over a worker’s career, and employers use those rules to manipulate their workers’ choices about work and retirement.  With 5-year cliff vesting, for example, an employer can prevent short-term workers from earning any pension benefits.  Also, with a final-average-pay plan, and employer can backload benefits in favor of long-service workers, and the employer can embed financial penalties that will push expensive, older workers into premature retirement once they have reached some arbitrary retirement age.  See Figures 1 and 2.  In short, the current pension system permits retirement plans to be non-neutral with respect to age, and employers use that permission to promote their own rather parochial interests.

On the other hand, the government has much different goals for pension policy.  The government wants workers to earn pensions that are adequate to support them throughout their retirement years, and the government wants to encourage Americans to be as productive as possible.  Measured against these goals, however, the current pension system must be viewed as a failure.
A big part of the solution would be to move toward a pension system that is age-neutral.  Under an age neutral approach, workers would earn meaningful retirement benefits virtually every year that they worked.  Employers would not be allowed to impose onerous vesting rules, backload benefits in favor of long-service workers, or impose financial penalties on workers who continue to work beyond some arbitrary retirement age. 
In that regard, for example, the last section of this chapter offered a number of recommendations that would help make the current pension system more age-neutral.  Toughening the coverage and participation rules, for example, would help ensure that more workers are covered by retirement plans, and shortening the vesting periods would help ensure that more workers actually earned benefits.  Moreover, with respect to older workers, it would make sense repeal the rules permitting retirement plans to limit the number of years that count for benefit accrual purposes and to repeal the exceptions to Age Discrimination in Employment Act that permit early retirement subsidies.  
The government could also adopt policies that require pensions to achieve actuarial neutrality, at least beyond some minimum retirement age.  Put simply, the government could mandate policies that ensure “that the present value of benefits accrued at a particular point in time is identical, whether those benefits are drawn early, late, or at the normal time.”
 In short, age neutrality would require plan changes to ensure that the value of any previously-accrued benefits would be actuarially adjusted for any delay in their receipt.

A more comprehensive approach, however, would be to expressly mandate age neutrality in all retirement plans for workers of all ages.  Presumably, benefits would accrue at a constant annual rate, like they do now in the typical defined contribution plan (or cash balance plan).   Indeed, the typical defined contribution plan could easily satisfy an age neutrality mandate.
  For example, a simple defined contribution plan might provide that an employee is entitled to a contribution of 6 percent of salary each year and that accumulations earn a market rate of return.  See Figure 2.  Such a plan does not penalize workers who change from job to job, nor does it impose financial penalties on those who keep working past some arbitrary retirement age.

On the other hand, most defined benefit plans would clearly flunk an age neutrality requirement.  After all, the typical final-average-pay plan is disproportionately backloaded, both because benefit accruals cease after some number of years of service and because such plans typically have backloaded benefit-accrual formulas.

Indeed, of defined benefit plans, only cash balance plans could easily meet an age-neutrality requirement.
  Like defined contribution plans, cash balance plans have individual accounts, albeit hypothetical.  For example, a simple cash balance plan might provide that the employee is entitled to a wage credit of 6 percent of a salary each year and an interest credit equal to the market rate on the balance of the employee’s hypothetical account at the beginning of the year.  Clearly, a cash balance plan like this would be age-neutral.

All in all, an age neutrality policy would be a major step forward.  Benefit accruals would be tied to productivity, not age or years of service.  Workers could be expected to respond by being more productive, and no worker would be pushed into retirement by financial penalties

The net effect of mandating age neutrality would be to shift the pension system into a world of individual accounts, both real (defined contribution plans) and hypothetical (cash balance plans).  In an age-neutral world, virtually all workers would see a flat percentage of pay contributed to individual accounts on their behalf, and those workers would earn interest on their accumulations at the market rate.  Under this kind of system, workers would no longer be locked in to a particular job, nor would they have an incentive to retire during artificially created retirement “windows.”  Consequently, more workers would remain in the work force, accumulating assets for their eventual retirement or for their survivors.

[2] A Mandatory Universal Pension System (MUPS)
A voluntary pension system cannot be counted on to meet the retirement income needs of American workers and their families.
  This goal could, however, be achieved by adopting some type of mandatory universal pension system.
  Under this approach, workers and their employers would be required to set aside a large enough share of their earnings over their careers to fund adequate retirement benefits.  Moreover, a mandatory universal pension system could also be designed to minimize work disincentives.

For example, in 1981, the President’s Commission on Pension Policy recommended adoption of a Mandatory Universal Pension System (MUPS). 
  Basically, the proposal would have required all employers to contribute at least 3 percent of wages to private pensions for their workers.  The proposal drew little interest at the time.  Recently, however, there has been renewed interest in mandated pensions.

Relatively few countries presently mandate private pension coverage of workers.
  Private pension coverage is mandatory in Australia and Switzerland, and industry-wide collective bargaining agreements make such coverage quasi-mandatory in Denmark and the Netherlands.
  Also, Chile requires its workers to contribute at least 10 percent of their wages to the privately-managed individual retirement savings accounts that have replaced that country’s social security system.
  But most private pension systems are voluntary.tc "2.  How a Mandatory Pension System Could Work " \l 3
The simplest design for a mandatory pension system would be to piggyback a system of individual retirement savings accounts (IRSAs) onto the existing Social Security withholding system.  For example, both employers and employees could be required to contribute 1.5 percent of payroll to these IRSAs (and the self-employed would be required to contribute the entire 3 percent).  These accounts could be held by the government and invested in secure equity funds, and annuitized on retirement.  Alternatively, these individual accounts could be held by financial institutions and their investment could be directed by individual workers.

A different approach would be for the government to mandate that employers provide a suitable pension plans for their employees.  In that regard, the government might authorize employers to use a central clearinghouse where employers could send pension contributions on behalf of their employees.  Over the course of her career, each worker would earn entitlement to a benefit which, at retirement, would supplement Social Security.
X.07 Conclusion

The current pension system is failing American workers and their families.  Only about half of American workers have pensions, and few of those workers have pensions that will be adequate to meet their retirement income needs.  Moreover, the current pension system often has an adverse impact on individual decisions about work and retirement.  In particular, traditional final-average-pay pension plans often push older workers into retirement just when those older workers should instead be encouraged to keep working and accumulating assets to fund their retirement income needs.  In short, the current system is not working, and it needs to be reformed.
To reform the system, pension policy should be redesigned to 1) strengthen the connection between pension benefits and work effort, and 2) to help ensure that all American workers and their families have adequate retirement incomes.  For example, to strengthen the connection between pension benefits and work effort, this chapter recommended a variety of ways to expand coverage and increase participation in pension plans.  Moreover, with respect to older workers, it would make sense to repeal the rules permitting retirement plans to limit the number of years that count for benefit accrual purposes and to repeal the exceptions to Age Discrimination in Employment Act that permit early retirement subsidies.

A more comprehensive approach would be to encourage or even mandate age-neutral pension policies.  Current pension rules permit employers to design pension plans in which pension benefit accruals vary dramatically over a worker’s career, and employers use those rules to manipulate their workers’ choices about work and retirement.  Under an age-neutral approach, workers would earn meaningful retirement benefits virtually every year that they worked.  Employers would not be allowed to impose onerous vesting rules, backload benefits in favor of long-service workers, or impose financial penalties on workers who continue to work beyond some arbitrary retirement age.  Presumably, benefits would accrue at a constant annual rate, like they do now in the typical defined contribution plan or cash balance plan.
The net effect of mandating age neutrality would be to shift the pension system to a world of individual accounts, both real (defined contribution plans) and hypothetical (cash balance plans).  In an age-neutral world, virtually all workers would see a flat percentage of pay contributed to individual accounts on their behalf, and those workers would earn interest on their accumulations at the market rate.  Workers would no longer be locked in to a particular job, nor would they have an incentive to retire during some artificially created retirement “window.”  Consequently, more workers would remain in the work force, saving for their eventual retirement.

Expanding coverage and participation in pension plans would also help ensure that more American workers and their families have adequate retirement incomes.  A more comprehensive approach would be to adopt some type of mandatory universal pension system.  The simplest design would be to piggyback a system of individual retirement savings accounts (IRSAs) onto the existing Social Security withholding system.  For example, both employers and employees could be required to contribute 1.5 percent of payroll to these IRSAs (and the self-employed would be required to contribute the entire 3 percent).  These individual accounts should be invested in diversified portfolios and annuitized at retirement.  This type of mandatory universal pension system could help ensure that all American workers and their families have adequate retirement incomes with a minimum of work disincentives.
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