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In the United States, retirement income is supplied through the combination of a relatively modest, contribu-
tory social insurance programme; employer-provided (increasingly defined contribution savings) pro-
grammes; and individual retirement savings. The public programme supplies the vast majority of the income of
the poorer half of the aged population; only the richest 20 per cent receive more from employer plans than
from the public programme. Projections show that the public programme will have financial problems in the
2030s. Thereafter, revenues would have to be increased by a third or benefits cut by a quarter to restore
financial balance. Despite widespread angst about the impact of longer lifespans and the retirement of the
baby-boom generation, however, there is little serious discussion about how either the public- or private-
sector programmes should be adjusted. In 2005, President Bush failed to generate significant public support
for a plan partially to privatize the public-sector programme.

1 E-mail address: lthompso@ui.urban.org
Any views expressed are solely those of the author and not necessarily those of the Urban Institute or its funders. The description

here applies to the system in existence at the end of 2005.

I. INTRODUCTION

Broadly speaking, the historical development, basic
structure, achievements, and future prospects of the
retirement income system in the United States
parallel those of most of the rest of the developed
world. For the most part, the system grew up in the
first two decades following the Second World War,
though some elements can trace their lineage to the
late nineteenth century. It has become an essential
part of the fabric of society, freeing most partici-
pants from the need to work during the final fifth of

their lives, and yet allowing them to continue to live
independently and in dignity.

In contrast, the basic approach to health-care fi-
nancing in the United States differs significantly
from that found in the rest of the developed world.
The United States has no national health service, no
national health insurance, and very little regulation
of the prices of many health services, notably
prescription drugs. Programmes are available to
help cover the medical costs of the aged, but they
require the aged to cover a significant portion of
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their health costs out of their own resources. Be-
cause of this arrangement, increases in health costs
are both a fiscal challenge for the government and
a threat to retirement income adequacy among the
aged.

By most measures, the retirement income system
has been very successful and is immensely popular.
The system now faces some serious challenges,
however. Chief among these are the impacts of
population aging and of health-cost escalation, each
of which threatens to make the system as it cur-
rently exists unaffordable in the future.

This paper describes the current US retirement
income system, outlines the challenges it currently
faces, and discusses the prospects for addressing
those challenges. It focuses primarily on the institu-
tions that provide income support to the aged popu-
lation, but cannot avoid some mention of health-cost
issues, since developments in these two areas are so
closely linked.

II. THE CURRENT RETIREMENT
INCOME SYSTEM

The retirement income system in the United States
relies on a combination of public-sector programmes,
private-sector programmes, and individual private
efforts, though most of the private programmes and
many of the private individual efforts enjoy public
subsidies in the form of tax preferences. If the
richest 10 per cent of the aged population is ex-
cluded, the public programmes and the various
private-sector efforts supply roughly equal shares
of the aggregate income of the aged. The public-
sector programmes are dominant among the lower
half of the income distribution, however, while the

private programmes are dominant among the upper
half.

(i) Public Programmes

The foundation of the system is a contributory social
insurance programme popularly known as ‘Social
Security’, which provides cash benefits to the aged,
survivors, and the totally disabled.2 Social Security
covers virtually the entire economically active popu-
lation.3 It is financed almost entirely from employer
and employee contributions.4 The total contribution
rate is 12.4 per cent, divided equally between em-
ployers and employees, and levied on all annual
earnings up to a specified ceiling. That ceiling was
$90,000 in 2005, about 2.5 times the national aver-
age of annual earnings under the programme.5 The
ceiling is sufficiently high that only about 7 per cent
of the work-force earns more in any given year and
roughly 85 per cent of all earnings in employment
under the programme are taxed. The ceiling is
adjusted annually in line with the growth in average
earnings. Of the 12.4 per cent contribution rate, 1.8
per cent finances disability benefits and the remain-
ing 10.6 per cent finances retirement and survivors’
benefits.

Benefit amounts are based on a measure of the
individual worker’s career average earnings and
calculated using a formula that scales retirement
benefits to prior earnings but redistributes from
higher earners to lower earners. The career aver-
age is calculated by indexing the worker’s actual
prior earnings for changes in average wage levels
and computing the monthly average of the highest
35 annual indexed amounts. This indexed average
wage figure is then multiplied through a three-
bracket formula to produce the basic retirement
benefit. The formula is adjusted annually in line with

2 The official name is Old-age, Survivors’ and Disability Insurance (OASDI). ‘Social Security’ is a term coined in the 1930s to
refer to the entire package of income support programmes (including unemployment insurance and social assistance) contained
in the ‘Social Security Act of 1935’. In the USA, the term subsequently became identified solely with the OASDI programme,
even though it retained its original meaning in most of the rest the world. A detailed summary of current programme provisions
is available in the Annual Statistical Supplement to the Social Security Bulletin (US Social Security Administration, 2004).

3 The only significant group not covered by the programme is certain employees of state and local governments in jobs that are
covered by alternative pension programmes. The self-employed, members of the armed forces, federal civilian employees, and most
employees of state and local government are covered.

4 Excluding investment earnings, social insurance contributions provide 93 per cent of total annual receipts. The other 7 per cent
comes from a budget transfer calculated to represent a specified fraction of the revenue derived from subjecting the cash benefits
paid to higher-income individuals to the federal income tax.

5 In the annual actuarial report issued in April 2005, average earnings under the programme in 2005 were estimated to be $36,600
(see Board of Trustees of the Federal Old-age, Survivors, and Disability Insurance Funds, 2005).
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the growth of average earnings so that the whole
structure of new benefit awards grows over time at
the same rate as average earnings are growing.6

The basic retirement benefit is the benefit paid to
someone retiring at the ‘normal retirement age’.
Until 2001, the normal retirement age was 65, but
under legislation enacted in 1983, it is now gradually
rising. It is 66 for persons turning 62 in 2005 and will
be 67 for those turning 62 in 2022 and later.7

Benefits are available as early as age 62, but they
are permanently reduced if taken early. Those
reaching age 62 in 2005 would receive 75 per cent
of their basic retirement benefit if they filed for it on
their 62nd birthday. Those reaching age 62 in 2022
will receive 70 per cent of their basic benefit at age
62. After retirement, benefits are indexed for infla-
tion.

The data in Table 1 show retirement benefits and
replacement rates for illustrative workers after a full
career of steady earnings at various relative levels.
The higher earners receive higher benefits than the
low earners, but their benefits replace a lower
fraction of their pre-retirement earnings.

The illustrative average earner in Table 1 is a
common focus for Social Security policy discus-
sions in the USA. The system is usually character-

ized as paying a benefit of about 43 per cent to an
average earner. In actual fact, however, this hypo-
thetical, illustrative worker is substantially better off
than the actual average retiree. In 2005, the actual
average retired worker benefit was $915 a month,
about one-third less than benefit calculated for the
illustrative average earner and about 30 per cent of
the national earnings average. Two factors account
for most of this difference. First, the majority of
workers file for benefits when they are 62 years old
and receive permanently reduced benefits. Second,
many workers, particularly women, have fewer
than 35 years of positive earnings, reducing their
calculated lifetime earnings average relative to that
of the hypothetical average earner.

Persons over the age of 65 are also eligible for
Medicare, the health insurance programme for the
aged and disabled. Medicare has two (soon to be
three) parts. Hospital Insurance (Part A) is con-
tributory social insurance that covers in-patient
services and is financed by employer and employee
contributions totalling 2.9 per cent.8 Supplemental
Medical Insurance (Part B) is a heavily subsidized,
voluntary insurance programme that covers outpa-
tient services. Roughly one-fourth of the cost of the
programme is covered through monthly premiums
paid by beneficiaries, and transfers from the general
budget cover the balance.9 Beginning in 2006, the

6 The formula for those reaching age 62 in 2005 is 90 per cent of the first $667 in indexed monthly earnings plus 32 per cent of
the next $3,112 and 15 per cent of the remainder. Bracket boundaries are adjusted annually by the rate of growth of average earnings,
so each birth cohort has a different benefit formula.

7 The normal retirement age increased 2 months for each birth cohort beginning with the 1938 birth cohort and ending with the
1943 cohort. It will again increase by 2 months for each cohort born between 1955 and 1960.

8 The annual ceiling does not limit the earnings upon which Hospital Insurance contributions must be paid.
9 Beginning in 2007, beneficiaries with very high incomes will have to pay higher Part B premiums. By 2011, a single individual

with annual income in excess of $200,000 will have to pay enough to cover 80 per cent of the cost of the programme, or some 3.2
times the premium charged to average and below-average earners (Fronstin et al., 2004).

Table 1
Social Security Benefits and Replacement Rates for Hypothetical Workers with Full Career

of Constant Relative Earnings

Illustrative worker Earnings relative to Annual earnings Annual retirement Replacement
national average (%) (2004, $) benefit (2005, $) rate (%)

Low earner  45 15,821 9,305  58.3
Average earner 100  35,157  15,335 43.2
High earner 160  56,251  20,222 36.1
Maximum earner 245  87,900  23,285 30.1

Source: Board of Trustees of the Federal Old-age, Survivors’ and Disability Insurance Funds (2005).
.
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aged will also have the option of buying subsidized
insurance covering the cost of prescription drugs, to
be known as ‘Part D’. This insurance will be offered
through private insurance companies. It is expected
that the average premiums will cover about 15 per
cent of the total cost of the programme, with the
balance financed by additional transfers from the
general budget.

The Part B premium is deducted from participants’
Social Security cheques. In 2005 the premium was
$78.20, some 8.5 per cent of the average monthly
cash benefit. The average Part D premium is
expected to be $32 a month. Most middle- and
upper-income beneficiaries also purchase private
insurance to cover some or all of the health ex-
penses not covered by Medicare. The cost of these
policies varies geographically and according to what
they cover, but typically runs at about $100 a month.
That would represent another 11 per cent of the
average benefit. (The cost of some of these policies
will fall when the new prescription drug benefit
comes into effect.) Persons with incomes below
120 per cent of the poverty line may be eligible to
have their Medicare premiums and all or a portion of
their deductibles and co-payments covered by a
separate, means-tested medical assistance pro-
gramme.

(ii) Employer-sponsored retirement
programmes

Employer-provided retirement programmes first
emerged in the late nineteenth and early twentieth
centuries, initially in large manufacturing and trans-
portation companies and later in the public sector.
Employer-sponsored programmes spread particu-
larly rapidly during the decade of the 1950s, during
which the fraction of private-sector wage and sal-
ary workers covered by pensions increased from

about 25 per cent to about 50 per cent (Seburn,
1991). Coverage rates continued to increase, though
more slowly, through the early 1970s, but they show
no clear trend since then (Reno, 1993).

Until recently, most employer-sponsored pro-
grammes were defined benefit (DB) plans and, at
least in the private sector, were typically financed
entirely by the employer. Employers often offered
additional retirement savings opportunities through
voluntary defined contribution (DC) arrangements,
but these were usually supplements to the basic DB.
Most (currently 90 per cent of) public-sector em-
ployers continue to offer DB pension plans, but
beginning in the 1980s, the structure of private-
sector retirement plans changed significantly. In-
creasingly, those private-sector employees who are
offered any plan at all are offered only a DC plan.
In 1983, only 15 per cent of employees participating
in employer-sponsored retirement plans were with
an employer that offered only a DC plan. By 1998,
almost 60 per cent of participating employees had
this kind of arrangement.

In 2001, 62 per cent of all wage and salary workers
aged 21–64 worked for an employer that offered
some form of retirement plan. Four out of five of
these workers participated in the employer plan.
Among full-time and full-year workers, 68 per cent
had an employer-provided plan and seven out of
every eight participated in the plan. Among those
who did not participate, some were not eligible to
participate (most likely because they had worked
for their employer for less than a year) and the rest
chose not to participate.

Both the availability of employer-sponsored plans
and the probability that an employee will participate
in an available plan vary widely. Private employers
are less likely to offer retirement plans than are

Table 2
Percentage Distribution of Employees Participating in Employer-sponsored Retirement Plans

Type of pension plan 1983 1998

DC only 15 59
DB only 40 20
Both 45 20

Source: Friedberg and Owyang (2002).
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public-sector employers and, among employers of-
fering plans, employees in the private sector are less
likely to participate than employees in the public
sector. Younger workers and lower earners are less
likely to have an employer-sponsored plan available
and are less likely to participate when one is offered.
Small employers are less likely to offer a plan than
larger employers, but participation rates among
those that do offer a plan are similar to those for
larger employers.

The most common form of DC plan is a salary-
reduction plan (or ‘401(k)’ plan) under which indi-
vidual workers elect to divert a portion of their salary
to accumulate a tax-deferred retirement account.10

Income taxes are deferred on amounts diverted to
these accounts (up to a specified annual limit) and on
investment earnings until the resources are with-
drawn from the account.11 A recent study of the
salary-reduction plans operated by larger employ-
ers found that 90 per cent of the employers provided
matching contributions, sometimes in shares of the
company’s stock.12 Among the plans in the study,
employee contributions averaged 6.8 per cent of
pay and, among employers that provided a matching
contribution, the average employer contribution was
3.2 per cent of the employee’s pay (Holden and Van
Derhei, 2001). Since the employers in the sample
tended to be larger firms, both the incidence and the
average size of the employer match may exceed the
true national average.

Most salary reduction plans give workers the option
of withdrawing all or a portion of their account
balances when they cease employment with the
plan sponsor. The balances can be shifted to an
individual retirement account (discussed shortly) or
another employer’s retirement plan account with no
tax penalty. Otherwise, withdrawal triggers the

deferred income tax liability. Use of the funds for a
purpose not specifically approved in the law triggers
an additional 10 per cent penalty tax.13 Surveys
suggest that only about 40 per cent of the workers
who take such lump-sum distributions prior to reach-
ing the minimum retirement age transfer the entire
balance to another retirement account. The rest
either consume all or a portion of their balance or use
it to pay off debts. Leakage out of the retirement
income system appears to be a bigger problem
among young workers and workers with relatively
small balances than among older workers or those
with larger balances (Copeland, 2002). To encour-
age the preservation of account balances for retire-
ment, the law now specifies that account balances
in excess of $5,000 are to be automatically con-
verted into individual retirement accounts unless the
departing worker makes an alternative selection.

Historically, most DB pension plans required par-
ticipants to take their benefits in the form of a life
annuity, although the supplemental DC, thrift plans
typically did not. With the growth of salary reduction
plans and the shift to other forms of DC retirement
plans, the prevalence of annuity pay-outs has de-
clined. In recent years, moreover, many private DB
plans and the nation’s largest multi-employer DC
plan have allowed participants to select alternative
pay-out strategies, including taking their entire balance
as one lump sum.14

A recent survey of retirees from large salary-
reduction plans found that 10 per cent of all retirees
were required to take an annuity, 20 per cent were
required to take their balance as a lump sum, and 70
per cent had an option. Where multiple options were
offered, an annuity was usually one of the options,
but only 23 per cent of the retirees having an option
selected the annuity option.15 Broader surveys of

10 The combination of the higher incidence of such plans in the private sector and the requirement that workers elect to divert
a portion of their salary to participate in them may explain why private-sector workers have a lower participation rate than public-
sector workers.

11 The most common salary reduction plan is usually referred to as a ‘401(k)’ plan after the section of the tax law that authorizes
the tax preference that these plans enjoy. Technically, however, that section only applies to for-profit companies. Other sections of
the tax law enacted subsequently authorize similar plans for non-profit organizations and government agencies. In 2005, the limit on
tax-deferred contributions to salary reduction plans was $14,000. The limits are not indexed, but are adjusted periodically by Congress.

12 About 15 per cent of the assets in 401(k) plans are in stock in the account-owner’s employer (Holden and VanDerhei, 2005b).
13 Approved uses vary somewhat from programme to programme. Funds in accounts organized under section 401(k) of the tax

code, the most common of the various salary-reduction plans, can be used without penalty if an employee reaches 55, becomes
totally disabled, incurs major medical expenses, or uses them to purchase a life annuity.

14 Traditionally, the largest DC plan, TIAA-CREF, required participants to take life annuities. They dropped the requirement
in 1989 and by 2001 only 45 per cent of new retirees selected a life annuity (Yakoboski, 2005).

15 ICI (2000). Most of the plans that required annuities were sponsored by public-sector or non-profit organizations.
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Table 3
Percentage of Workers Whose Employer Sponsors a Retirement Plan and Percentage Who

Participate When a Plan is Offered (wage and salary workers aged 21–64; 2001)

All workers Full-time, full-year workers

Plan available Participate in plan Plan available Participate in plan

All workers 62 81 61 86
By sector
 Private sector 57 79 63 84
 Public sector 85 89 89 94
By Age
 20–24 43 48 50 61
 55–64 65 87 70 92
By annual earnings
 Less than $20,000 40 54 43 61
 $50,000 or more 80 94 81 95
By employer size (private sector)
 Fewer than 10 employees 23 80 27 86
 10–99 employees 40 77 49 82
 1,000 employees or more 78 80 82 85

Source: Copeland (2003).

the retiree population find that only about 12 per cent
of retirees converted salary-reduction plan bal-
ances into annuities (Olsen and Yakoboski, 1997).

Annuities in the USA are either fixed in nominal
terms, grow annually at a predetermined fixed rate,
or fluctuate each year in line with the value of a
specified investment portfolio. Since the US gov-
ernment now sells price-indexed bonds, it is theo-
retically possible to purchase a price-indexed annu-
ity by buying one whose value is tied to a portfolio of
these indexed bonds, but apparently few people now
do that.

Household surveys found that 25 per cent of all
Americans aged 21–64 owned a 401(k)-type ac-
count at the end of 2001. On average, owners had
contributed for 7.2 years to their accounts. The
average (mean) balance was $36,244, but the me-
dian value was only $15,000, suggesting that a large
fraction of the accounts have rather modest bal-
ances. Older workers, those aged 55–64, had con-
tributed an average of 10.3 years and had account
balances roughly double the average for all workers

(a mean of $62,438 and a median of $30,000). The
distribution of account ownership varies by income
level in much the same way as the distribution of
retirement plan participation varies (Copeland, 2004).

(iii) Individual Retirement Accounts

Individual retirement accounts (IRAs) are tax-de-
ferred retirement savings accounts that individuals
create themselves. The self-employed, employees
not covered by an employer-sponsored retirement
plan, and lower-income individuals who are covered
by an employer-sponsored plan are allowed to
contribute to such accounts (up to a specified annual
limit) on a tax-preferred basis. Non-working spouses
of workers eligible to participate in tax-deferred
IRAs may also contribute to an IRA. Contributions
may be deducted from their taxable income in the
year that it is made and income tax on both the
contribution and investment earnings deferred until
funds are withdrawn. Alternatively, contributions
can come from after-tax income, in which case all
withdrawals are tax exempt (that is, investment
earnings are never taxed).16 Contribution limits for

16 Persons who do not qualify to deduct their contributions from their taxable income can still contribute to an IRA and defer
tax on their investment earnings.
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most IRAs are only about one-third of the limits for
salary reduction plans.17 Self-employed individuals
can either create an IRA or set up a somewhat
different form of self-directed retirement savings
account that is available only to the self-employed.
The alternative allows substantially higher total
annual contributions.18

Workers separating from an employer that sponsors
a retirement plan can transfer their vested balance
in the employer-sponsored plan to an IRA without
generating a tax liability. Such ‘rollovers’ appear to
be the source of about half of the assets now held in
these accounts.

The rules for withdrawing IRA balances are similar
to those for withdrawing balances in employer-
sponsored salary-reduction plans, with a few signifi-
cant differences. The age limit for IRAs is 59½,
whereas that for salary-reduction plans is 55, pro-
vided the individual is no longer working for the plan
sponsor. On the other hand, IRA balances may be
withdrawn without penalty under certain circum-
stances in which salary-reduction plan balances
cannot be withdrawn, including the purchase of a
first home, expenses for higher education, and the
purchase of health insurance by an unemployed
worker. In either case, withdrawals must begin by
the age of 70.

At the end of 2001, about 18 per cent of Americans
aged 21 and older had IRAs. Average balances
were similar to those found in salary-reduction
plans. Overall, the mean account balance was

$37,015 and the median was $15,000. Among those
aged 55–64, the mean balance was $58,169 and the
median was $25,000.19

III. INCOME OF THE AGED

The US retirement system produces a rather un-
equal distribution of retirement incomes, and projec-
tions indicate that the distribution may become even
more unequal in the future. In a research project
financed by the US Social Security Administration,
the Urban Institute, a non-profit, non-partisan re-
search institution in Washington, recently prepared
detailed projections of the impact of current trends
on the level and distribution of the income of the
population of the aged.20 Some of the results are
summarized in Tables 4 and 5.

The figures in Table 4 show estimated average per
capita income at age 67 for workers retiring today
and for those that will retire some 30 years in the
future. Estimated incomes are expressed as a ratio
to national average Social Security earnings in the
year each worker turns 67. The first column of
figures is the estimate for the entire sample of
people in each cohort. The next five columns divide
each cohort into income quintiles. The last two
columns show the impact on average incomes when
the richest 5 per cent of the population is excluded.

Average total income at age 67 for all workers
retiring in the early 2000s (the 1936–40 birth cohort)
is estimated to be 1.02 times average earnings. The

17 In 2005, contributions to most IRAs were limited to 100 per cent of earned income or $4,000 per year for those under age
50 and $4,500 for those aged 50 and over. Under a law passed in 2002, the contribution limits are scheduled to increase to $5,000
and $6,000 for those under and over 50 respectively in 2008 and to be adjusted in line with price increases thereafter. Technically,
the limits fall to $3,000 a year in 2011 if the Congress does not renew the 2002 law before then.

18 The alternative accounts are known as ‘Keogh plans’. Contributions to these plans are limited to 25 per cent of net earnings
from self-employment, but can be as much as $42,000 a year (including any sums contributed to other tax-qualified plans that year).
The $42,000 ceiling also applies to employer contributions to a regular DC (as opposed to salary-reduction) plan.

19 In 2005, a $100,000 balance in the federal government’s salary reduction (‘Thrift Savings’) plan would buy an annuity of about
$366 a month if the annuity is taken at age 62, the benefit is price indexed (up to a maximum of 3 per cent per year), and a surviving
spouse receives 100 per cent of the monthly benefit. This is the set of features closest to those offered under Social Security. A
$100,000 balance thus translates into a benefit equal to 40 per cent of the average Social Security benefit; a $50,000 balance provides
20 per cent. The annuity rates offered under the federal government’s plan are probably more favourable than most. See the annuity
calculator at www.tsp.gov

20 The project, entitled ‘Modeling Income in the Near Term (MINT)’, developed estimates of the economic status of successive
cohorts of retirees up to and including the year 2039. The projections used household-level information collected in the 1996 waves
of the US Census Bureau’s Survey of Income and Program Participation (SIPP), matched to the actual Social Security historical
earnings records of the respondents. The economic status of future retirement cohorts was based on information about their economic
and demographic status in 1966 and projections of the changes in earnings, pension benefits, housing, and financial assets likely
to occur over the subsequent 40 years. The process and results are described in Smith et al. (2005).
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Table 5
Percentage Distribution of Non-labour Income at age 67 by Source of Income and Income Quintile

Income quintile

Total sample 95% sample

Income source All 1st 2nd 3rd 4th 5th All 5th

1936–40 birth cohort (aged 67 in 2003–7)
Social Security 32 70 62 46 37 16 41 27
Financial income 45 6 15 24 31 66 28 38
DB pension income 18 8 14 23 26 14 23 28
Imputed rental income 6 6 9 8 7 4 7 6
Total non-labour income 100 100 100 100 100 100 100 100

1966–70 birth cohort (aged 67 in 2033–7)
Social Security 24 69 65 53 41 10 43 26
Financial income 63 15 21 30 37 81 36 49
DB pension income 8 4 7 10 13 7 13 18
Imputed rental income 5 7 8 7 8 3 8 7
Total non-labour income 100 100 100 100 100 100 100 100

Source: The Urban Institute, MINT4 (Smith et al., 2005).

Table 4
Ratio of Average Per-capita Income at age 67 to National Average Earnings under Social

Security by Source of Income and Income Quintile

Income quintile

Total sample 95% sample

Income source All 1st 2nd 3rd 4th 5th All 5th

1936–40 birth cohort (aged 67 in 2003–7)
Social Security 0.28 0.15 0.27 0.29 0.32 0.35 0.27 0.35
Financial income 0.39 0.01 0.07 0.15 0.27 1.43 0.19 0.50
DB pension income 0.15 0.02 0.06 0.15 0.23 0.31 0.15 0.36
Imputed rental income 0.05 0.01 0.04 0.05 0.06 0.09 0.05 0.08
Total non-labour income 0.87 0.22 0.43 0.64 0.87 2.18 0.66 1.29
Labour income 0.15 0.01 0.04 0.11 0.20 0.37 0.14 0.40
Total income 1.02 0.23 0.48 0.75 1.07 2.55 0.80 1.69

1966–70 birth cohort (aged 67 in 2033–7)
Social Security 0.26 0.14 0.25 0.28 0.30 0.35 0.26 0.35
Financial income 0.70 0.03 0.08 0.16 0.27 2.95 0.22 0.65
DB pension income 0.09 0.01 0.03 0.05 0.09 0.25 0.08 0.24
Imputed rental income 0.05 0.02 0.03 0.04 0.06 0.11 0.04 0.09
Total non-labour income 1.10 0.20 0.39 0.53 0.71 3.66 0.60 1.33
Labour income 0.20 0.01 0.05 0.13 0.29 0.52 0.20 0.61
Total income 1.30 0.21 0.43 0.66 1.01 4.18 0.79 1.94

Source: The Urban Institute, MINT4 (Smith et al., 2005).
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average for workers in the 1st quintile, however, is
only 0.23 times average earnings, while that for
workers in the 5th quintile is 2.55 times average
earnings. Average income for the richest quintile is
ten times the average for poorest quintile and five
times the average of the 2nd quintile. Of the total
income flowing to the current retirement cohort,
one-half accrues to the richest 20 per cent, while the
poorest 20 per cent receive just 4.5 per cent. The
richest 5 per cent of the cohort accounts for 17 per
cent of the cohort’s total income, and excluding
them from the analysis would cause the global
average to drop by 22 percentage points.

Average Social Security benefits for the poorest
quintile are only about half the average for the
cohort as a whole, but among the top four quintiles,
average Social Security benefit levels do not vary
substantially. The progressive benefit formula com-
presses the benefit distribution among all but the
poorest recipients. Among the top four quintiles,
income differences are dominated by the variation
in income from financial assets and, to a lesser
degree, income from work and from DB pension
plans. These income patterns reflect the patterns of
pension plan participation and of the asset balances
in retirement accounts that were discussed in the
previous section. DB pensions and asset income
accrue primarily to the upper half of the income
distribution. Asset income is heavily concentrated
among the richest, as indicated by the large differ-
ence between mean and median balances in retire-
ment accounts.

The projections suggest that the overall average
income at age 67 will rise more rapidly than average
earnings over the next 30 years, but this increase is
entirely the result of an increase in asset income
accruing to the richest quintile and particularly to the
richest 5 per cent. Among the four bottom quintiles,
income at age 67 is projected to decline relative to
average earnings. Relative to average earnings,
average income is projected to decline by about 10
per cent in the 1st and 2nd quintiles and by about 17
per cent in the 3rd and 4th quintiles. If the richest 5
per cent are excluded, even the top quintile experi-
ences a slight decline relative to average earnings.
In these projections, the income distribution be-
comes even more skewed, so that 30 years hence

the richest 20 per cent of the retirement cohort will
account for almost 65 per cent of the cohort’s total
income and the richest 5 per cent will account for
over a third of the total.

The trends captured in these projections reflect the
interaction of two major factors: differences in the
cohorts’ economic status during their working years
and the shift in the structure of the retirement
income system. Members of the younger cohorts
are less well educated, have lower earnings, and
(except for the richest) fewer assets than did the
members of the older cohorts when they were a
similar age. In the methodologies employed for
these projections, this translates into lower pensions
and smaller retirement asset holdings. The some-
what larger decline experienced by the 3rd and 4th
quintiles is largely the result of the decline in DB
pensions, which were not as important a source of
income for the 1st and 2nd quintiles. The projections
suggest that the decline in DB pensions will not be
offset by an increase in DC balances.

Table 5 shows the relative importance of the differ-
ent retirement (i.e. non-labour) income sources to
the members of each quintile.21 Among the cohort
now retiring, financial assets are the single most
important income source, followed by Social Secu-
rity and DB pensions. The primacy of financial asset
income is due entirely to the large amounts accruing
to the richest 5 per cent, however. Among the
remaining 95 per cent of the population, Social
Security is half again as important as financial
assets; it is the most important source of income for
all but the highest income quintile. The projections
suggest that, if the richest 5 per cent are excluded,
Social Security income will actually be relatively
more important 30 years from now. While the
gradual increase in the normal retirement age will
cause Social Security benefits to fall slightly relative
to average earnings, DB pension benefits (and,
hence, the other sources of retirement income) fall
even more rapidly. The projections suggest that 30
years from now Social Security will remain the most
important source of income for all but the highest
income quintile.

An assessment of the adequacy of the income of the
aged in the USA depends on the standard used to

21 Social assistance income is not shown separately in these tables, which is why the components for the 1st quintile add to only
90 per cent.
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measure it. In the 1960s, the US government devel-
oped a set of rather arbitrary poverty standards to
assess the adequacy of the incomes of different
segments of its population. 22 It has continued to use
these standards ever since in measuring poverty.
The standards bear no particular relationship to
average income levels in the population as a whole.
They are updated annually to reflect changes in the
general price level, but not changes in general living
standards. The data in Table 6 show poverty rates
at different points in time for the aged (those aged
65 and over) and the population as a whole as
measured by the official government standards. For
comparison, it also shows poverty rates as meas-
ured by one of the poverty definitions used more
generally in the developed world.

The first attempt to measure poverty in the USA
used data on incomes in 1959. At that time, the
government found that over one-third of the aged
were poor, half again the rate for the population as
a whole. General economic growth halved the
poverty rate for the population as a whole between
1959 and 1974. Economic growth, the maturation of
the private pension system, and some substantial
Social Security benefit increases in the 1960s and
early 1970s caused the rate for the aged to fall even
faster. By the 1990s, in the official statistics, the
poverty rate for the aged had fallen below that for
the population as a whole. Since 1991, the rate for

the aged has continued to drift down, while that for
the population as a whole has shown no clear trend.

A different picture emerges when poverty is meas-
ured relative to the median income of the population.
If poverty is defined as having income less than 40
per cent of the median, some 15 per cent of the aged
were poor in 2000, and the poverty rate for the aged
was half again the rate for the population as a
whole.23

The differences in the method for updating these
two poverty lines suggest that the differences be-
tween the two will grow over time. The income
projections just noted suggest that the income of
future retirees, particularly moderate and lower
income retirees, is likely to fall relative to incomes of
the population as a whole, implying a rising rate of
aged poverty when measured as a ratio to the
median. Retirement incomes are likely to rise more
rapidly than prices, however, implying a declining
rate of aged poverty when measured against the US
government’s official poverty criteria.

IV. CURRENT POLICY DEBATES

There appears to be little interest at the moment in
addressing retirement income issues in a compre-
hensive and coherent fashion. Instead, policy dis-

22 The original poverty lines were derived by multiplying the cost of a minimally adequate food budget by three, and making
some rather arbitrary adjustments for age of head, rural and urban residence, and family size.

23 Apparently the relatively more favourable rate for the non-aged is the product of two offsetting impacts. The poverty line
in the USA is significantly lower than 40 per cent of median earnings, so the poverty rate before adjustment is substantially higher
using the median earnings measure. In the figures reported here, however, the analysts at the Luxembourg Income Study have made
adjustments to reflect income taxes, which, in the USA, include refundable tax credits for the working poor. These have the effect
of removing a number of the non-aged from poverty, but cause little change in the poverty rate among the aged.

Table 6
Poverty Rates for Aged and for all Individuals (%)

US official poverty definition 40% of median income definition

Year All individuals Aged individuals All individuals Aged individuals

1959  22.4  35.3
1974 11.2 14.6  10.7  16.5
1991 14.2 12.4 12.1 12.6
2000 11.3 9.9 10.8 15.0
2004 12.7 9.8

Source: US Census Bureau and Luxembourg Income Study.
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cussions and legislative activity in several distinct
but related areas proceed independently. The two
highest-profile policy discussions involve the struc-
ture and financial status of the Social Security
programme and the impacts of rising health-care
costs on both the financial status of Medicare (the
national programme of health insurance for the aged
and disabled) and the economic status of the aged
population. Less prominent discussions focus on
ways to increase participation in either individual or
employer-sponsored private retirement savings pro-
grammes and how to protect the benefit promises of
the remaining private-sector, DB pension pro-
grammes. There is virtually no discussion of the
economic status of the aged as a whole or of the
relationships among these different topics.

(i) Social Security Reform

At least during the first half of 2005, the retirement
policy debate with the highest profile was that
surrounding the structure and financing of the Social
Security programme. Each year the government
updates and releases projections of the financial
status of the Social Security and Medicare pro-
grammes for the next 75 years. For a number of
years, these projections have shown that both
programmes will face serious financial difficul-
ties as the baby-boom generation moves into
retirement.

Social Security programme finances are handled
through a special Treasury account. All contribution
income is deposited in the account and all pro-
gramme expenditures are charged to the account.
The balance in the account earns interest at the
government bond rate.24 So long as this account has
a positive balance, the programme runs on auto-
matic pilot, requiring no further action by the Con-
gress or the President.25 On the other hand, there is
currently no authority to pay benefits from any other
source, so that (absent a change in the law) full
benefits could not be paid if the balance in the
account ever fell to zero.

For the past 20 years, the income from Social
Security payroll tax contributions has been substan-

tially higher than annual Social Security expendi-
tures, causing the balance in the programme’s
special account to grow. The annual surpluses will
continue until the baby-boom generation begins to
retire at the end of this decade, after which rising
benefit payments will produce growing annual defi-
cits. Under the most recent projections, annual
expenditures will begin to exceed annual contribu-
tion income beginning in 2017, by which time the
balance in the account will equal 4.5 times annual
expenditures or about 20 per cent of gross domestic
product (GDP). The projected 2017 account bal-
ance is large enough to cover the annual deficits for
another quarter century, so that the account is not
exhausted until 2041 (Board of Trustees of the
Federal Old-age, Survivors’ and Disability Insur-
ance Funds, 2005). By that time, annual expendi-
tures will have risen to exceed annual income by
over 30 per cent.

The most common metric used to measure the
financial condition of Social Security is the average
actuarial balance over the next 75 years. It is
computed by dividing projected income and pro-
jected outgo in each future year by that year’s
projected total earnings subject to the Social Secu-
rity tax. On this measure, the system had an average
deficit of just under 2 per cent of taxable payroll
according to the valuation prepared in early 2005.
Bringing the system into 75-year balance would
require: (i) an increase of 2 percentage points in the
combined contribution rate (from 12.4 to 14.4),
effective immediately; (ii) a cut of some 12 per cent
in programme expenditures, effective immediately;
(iii) some combination of the two; or (iv) progres-
sively larger rate or benefit adjustments with de-
layed effective dates.

The use of the 75-year figure to frame the policy
debate, while following long-standing practice, has
the drawback of understating the size of the longer-
run problem, since it involves averaging years of
surplus in the near term with years of rising deficits
in the out years (the last 40 or 50 years of the
projection period). While the average gap is about 2
per cent of total wages over the entire 75-year
projection period, by 2040, when account exhaus-

24 Actually, there are two accounts, one for disability insurance and one for retirement and survivors insurance. The balances
are ‘invested’ in special-issue government bonds that pay the average long-term government bond rate prevailing at the time of
issue and can be redeemed at any time at par.

25 The Congress does have to appropriate funds to cover the administrative costs each year, however.
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tion is now projected, the gap between annual
income and outgoings is projected to be over 4 per
cent, and by 2080, the end of the valuation period, it
is projected to be almost 6 per cent.26 In other words,
the eventual adjustments will have to be some two
to three times larger than suggested by the 75-year
average calculation.

As significant as this sounds, the financial problem
in the pension programme actually would be fairly
manageable if it were the only long-term fiscal
challenge facing the government. While the pro-
jected 2080 deficit looms large compared to current
contribution rates, it is actually less than 2 per cent
of the projected GDP and, therefore, a smaller
problem than is posed by the government’s current
fiscal deficit. The more worrisome trend involves
heath-care costs. Similar long-range projections of
the Medicare programme suggest that net outlays
could exceed scheduled payroll tax contributions by
5 per cent of GDP in 2040 and 10 per cent of GDP
in 2080.27 Under these projections, the long-run
fiscal problem in the health insurance programme is
five times as serious as that in the pension pro-
gramme.

Various efforts over the past decade to develop an
acceptable pension reform plan have failed. In part,
the failure reflects the natural tendency of the
political system to postpone painful decisions about
revenue increases or benefit reductions, particularly
when the changes are not absolutely necessary for
several decades. The failure is also in part a conse-
quence of the emergence of a philosophical divide
between those who favour maintaining the basic
structure of the current system and those who want
to change the basic structure by introducing ad-
vance-funded, DC accounts into the current Social
Security programme.

Not surprisingly, public opinion polls suggest majori-
ties oppose each of the three conventional ap-
proaches to closing the current financial gap. The

polls are fairly consistent in their assessment of both
the strength of the opposition to each approach and
in the approaches’ rank order. Increasing contribu-
tion rates generates the least opposition, gaining the
support of approximately 40 per cent of the popula-
tion. Increasing the retirement age gains the support
of some 25–30 per cent of the population and
reducing monthly benefits is supported by from 15–
30 per cent of the population, depending on how the
question is asked.28

A handful of conservative commentators began
advocating the introduction of advance-funded, in-
dividual accounts as a replacement for all or a
portion of the current Social Security system at least
a quarter century ago, but the idea did not percolate
into mainstream policy debates until the mid-1990s.
A principal argument made for this kind of reform
was that the financial markets would produce a
higher return on worker contributions than was
possible under the current pay-as-you-go system,
thereby helping to close the financing gap without
increasing taxes or reducing benefits. (Early advo-
cates tended to ignore—or at least minimize—the
cost of the transition from a pay-as-you-go to a
funded system; that cost comes from the need to
finance asset accumulation for current workers
while continuing to pay benefits to current retirees.)

Disagreement over the role of individual accounts
and of a change in the retirement age caused the
failure of one of the earliest attempts to develop a
concrete pension reform plan. An advisory council
established by the Clinton Administration in 1994
and tasked with developing a reform proposal frac-
tured into three camps over these questions. The
largest group favoured maintaining currently sched-
uled benefits and financing them, in part, by invest-
ing a portion of the balance in the special account in
private equities. The second largest favoured di-
verting about half of the current contribution rate to
individual accounts and using the rest to finance a
much reduced benefit that was the same, regardless

26 The 1.92 point rate increase that would balance the programme, on average, over the next 75 years would produce a deficit
in the 76th year equal to 3.5 per cent of payroll.

27 Board of Trustees of the Federal Hospital Insurance and Federal Supplemental Medical Insurance Funds (2005). The estimates
include the deficit in the hospital insurance programme and the budget expenditure needed to finance projected spending in the
medical insurance and prescription drug programmes. The Hospital Insurance programme is financed in the same way as the Social
Security programme. Its special account is currently projected to be exhausted in 2020.

28 Pew Research Center (2005) and Washington Post et al. (2005). ‘Slowing the growth of future benefits’ generates less
opposition than ‘reducing guaranteed benefits’.
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of pre-retirement earnings level. The third group
favoured scaling back the current programme to
what could be financed at current contribution rates
and adding a system of individual accounts on top of
the current system (1994–96 Advisory Council on
Social Security, 1996). The latter two groups also
favoured increasing the retirement age to around
the age of 70 by 2085, while the first would have kept
it at the age of 67 as scheduled in current law.

Both President Clinton and President Bush have
floated reform ideas. The Clinton proposal involved
transferring some of the general budget surplus then
projected for the twenty-first century, investing part
of the centrally managed fund in private equities,
and creating a system of voluntary individual ac-
counts as a supplement to the current programme.
President Bush has advocated giving workers the
option of diverting a portion of their current contri-
bution into individual accounts and endorsed a par-
ticular approach to slowing the growth of future
benefits, but has not made a specific reform pro-
posal. Moreover, the last 10 years have seen a wide
variety of additional proposals generated by various
commissions, ad hoc committees, individual policy
analysts, and members of Congress. The proposals
and the debate they have generated have failed to
produce a reform plan that is both fiscally adequate
and broadly acceptable, but have served to narrow
(although perhaps only temporarily) the range of
options currently being discussed.

President Clinton’s proposal to invest a portion of
the centrally managed, special account in private
equities is not under active consideration (at least at
this time).29 Opposition stems primarily from a
concern about undesirable government interfer-
ence in the private sector. One suspects, also, that
any attempt to create a government-sponsored
programme for voluntary supplementation of Social
Security benefits would face strong political opposi-
tion from the financial services industry.

Few politicians will currently admit to favouring
either an increase in the contribution rate or an
increase in the retirement age, although some indi-
vidual analysts and ad hoc groups have endorsed
one or both. There does seem to be receptivity,
however, to making the whole system somewhat

more progressive. In public opinion polls, majorities
support increasing the ceiling on annual taxable
earnings and reducing the benefits paid to the
highest earners. President Bush has also endorsed
both changes.

Taken by themselves, however, the fiscal impact of
the two changes may not be all that great. As noted
earlier, the ceiling already captures 85 per cent of
earnings in employment covered by the programme.
The change most frequently proposed is to increase
the ceiling gradually until it captures 90 per cent of
covered earnings, which would increase revenues
by about 6 per cent. Nor is there much to be gained
from reducing benefits to the highest earners, unless
benefits to average and below-average earners are
also reduced. Recall that the average Social Secu-
rity benefit received by those in the highest income
quintile is not all that much higher than the average
received by those in the 2nd quintile. Converting the
system to one that capped benefits at the level
currently paid to the middle-income quintile would
not come close to producing the savings needed to
balance the programme in the long run.

President Bush did once voice support for a particu-
lar proposal that would have preserved scheduled
benefits for low earners while reducing them for
high earners. The benefit reductions in the proposal
he endorsed would have been large enough to
produce long-run financial balance, but they would
have also reduced the benefit of the hypothetical
average earner by 30 per cent between now and
2080. That proposal has found almost no support
among members of Congress.

Recently, most attention has been focused on how
an individual account programme would be struc-
tured, should such a programme be adopted. Virtu-
ally all current proposals make participation volun-
tary because opinion polling and political soundings
have found significant opposition to mandating par-
ticipation. Most current plans finance the accounts
by diverting (or ‘carving out’) a portion of the
current contribution rate because most of the advo-
cates of this kind of reform have a general prefer-
ence for minimizing the size of government and
therefore oppose any increase in the total contribu-
tion rate. Since the total contribution rate for retire-

29 This, however, is an important element of the long-range financing plan recently adopted by our northern neighbour, Canada.
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ment and survivor benefits is only 10.6 per cent, the
amount that can be carved out for this purpose is
rather limited. Many proposals call for diverting just
2 percentage points of the current contribution rate.

Most current proposals also call for central manage-
ment of the individual accounts by a government
agency. Participants could invest their account bal-
ances in a relatively limited number (5–10) of stock
and/or bond funds, each of which had a portfolio
matched to a broad market index. Private asset-
management companies would manage the invest-
ments, but the government agency would keep track
of each worker’s account. Upon retirement, the
regular Social Security benefit of participating work-
ers would be reduced by an amount somehow
related to the amount of the diverted contributions.

Central management of the system is dictated by the
need to minimize the cost of maintaining a large
number of relatively small accounts. With a 2 per
cent contribution rate, the average annual deposit in
the account would be less than the minimum amounts
required to open an IRA at most private-sector
financial institutions. Private management of the
funds through accounts linked to market indices is
designed to prevent the government from using
these funds to influence private business decisions.

This institutional arrangement mimics that of the
Federal Thrift Savings Plan (TSP), a very success-
ful programme that the federal government set up in
the mid-1980s to give its own employees access to
a retirement savings plan similar to the 401(k) plans
in the private sector. The TSP offers participants a
choice of seven indexed funds, each managed by a
private investment manager to match a market
index calculated by a different private entity.
The plan currently manages over $100 billion at an
annual cost of about 0.05 per cent of assets. Whether
a similar agency maintaining accounts for millions of
workers in the private sector would be nearly as
cost-effective is a matter of current controversy.

If participation is to be voluntary and financing is to
be through a carve-out, a mechanism is needed for
reducing the value of the traditional Social Security
benefit for those workers electing to participate.
The approach used in most current proposals is to
reduce a participant’s traditional Social Security
benefit by the actuarial equivalent of the balance
that would be in the worker’s account if diverted
contributions had been invested entirely in govern-
ment bonds. In effect, workers are borrowing at the
government bond rate, investing the proceeds in the
financial markets, and then paying off the loan (with
interest) at retirement. Two drawbacks to this
approach are that it increases benefit variability and
will make more obvious those cases where the
individual would have been better off not participating.

It is not clear how easy it would be to implement this
kind of Social Security reform. Even the advocates
admit they do not know how to handle cases where
a worker dies or becomes disabled before reaching
retirement age. Moreover, ‘actuarial equivalence’
is likely to be easier to define in theory than to
calculate in practice. The actual calculation would
have to deal with a variety of supplemental benefit
entitlements found in the current programme.30 It
would also require various assumptions about future
demographic and economic trends (notably, future
inflation rates) that will prove to be wrong shortly
after the benefit adjustment has been calculated.31

At the time of writing, the prospects for adopting
some form of individual account, carve-out proposal
are unclear, although the odds seem to be against the
change. As noted, the President favours this ap-
proach. He made a significant effort to generate
political support for it early in 2005, including several
personal appearances each week over a period of
several months at rallies around the country. The
critics seem to have made the more effective case,
however, as support for the general approach ap-
pears to have declined between the autumn of 2004
and the spring of 2005.32 By the autumn of 2005,

30 The programme offers additional benefits for family members dependent on a retired worker as well as certain former spouses,
subject to a rather complicated limit on the total monthly benefit that can be paid on the basis of any one record.

31 An alternative approach used in many earlier proposals was simply to recapture a specified fraction of the final balance, either
directly or through an ‘actuarial equivalent’ reduction in the traditional benefit. The drawback to that approach was that the recapture
rate would have to be rather high (80 per cent or more). Direct benefit offsets are necessary because the three-bracket benefit formula
prevents adjustments through changes in the amount of earnings credited for benefit calculation purposes.

32 Measuring the degree of support for these kinds of proposals is difficult, as the results of public opinion polls are quite sensitive
to the way the question is asked. However, by last spring, most measures showed that a majority opposed the approach and that
opponents tended to hold their views more firmly than proponents. One source reports that support fell from 58 per cent in
September 2004 to 46 per cent in February 2005 (Pew Research Center, 2005).
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Congressional leaders had all but abandoned efforts
to develop a specific plan. Among the general
public, opposition to the approach appears to centre
primarily on distaste for having workers assume
greater financial risk and the desire to avoid reduc-
tions in the traditional DB benefit. A number of
Congressional and business leaders are also wary of
the transition costs, which would likely sum to
several trillion dollars over a 20- or 30-year period.

(ii) Income Adequacy

Several policy initiatives either recently undertaken
or now being debated are designed to fill specific
gaps in the current retirement income system. Each
tends to be an ad hoc response targeted on a
particular adequacy problem or beneficiary group.
Generally, the cost and impact of each is considered
individually; they are not independent elements of a
comprehensive strategy.

A couple of rather modest interventions are moti-
vated by the desire to increase participation in
employer-sponsored retirement plans. One is a tax
credit to encourage savings among low-income
workers. The provision was adopted in 2001, but will
expire at the end of 2006 if not renewed by the
Congress. Under the provision, below-average earn-
ers can claim an income tax credit equal to 50 per
cent of any contribution to a tax-deferred retirement
savings account, such as an employer-sponsored
salary reduction plan or an IRA. The credit applies
to contributions up to $2,000 a year.33 In effect, the
government provides a 100 per cent match for the
first $1,000 contributed to such plans by qualified
households. The government’s matching contribu-
tion is in addition to any employer match.

The interaction of the mathematics of the credit and
the threshold below which households pay little or no
income tax makes the actual impact of the credit far
less dramatic than the theoretical description im-

plies. The credit is not currently ‘refundable’, which
means that the amount of the tax reduction that a
household can actually receive is limited to its tax
liability before the credit.34 It is estimated that while
77m people are potentially eligible for the credit, only
about 12m could actually benefit from it and only
about 100,000 could qualify for the maximum credit
(Gale et al., 2005). The credit is popular and is likely
to be renewed. It would be much more effective if
it were made refundable, so that those whose credit
exceeded their tax liability would receive a rebate.
Whether or not this will be done and what impact it
would have on the retirement savings of lower-
income households is not currently known. Given
the government’s current fiscal problems, a sub-
stantial increase in the cost (and value) of the credit
seems rather unlikely in the near future.

A second modest intervention would encourage
employers to change the way the election to partici-
pate in a salary reduction plan is handled. In the vast
majority of plans, employees must make an affirma-
tive election in order to participate in the plan. A few
employers have changed their policy so that new
employees are automatically enrolled in the salary
reduction plan (although usually not at the maximum
contribution rate) unless they elect out. The experi-
ence of these employers suggests that such a
change will substantially increase the fraction of
new employees that enrol in the plan.35 Under
normal circumstances, enrolment rates increase
with age and job tenure, so many of these people
would have enrolled in the plan eventually. Earlier
enrolment produces more adequate balances owing
to higher contributions and a longer accumulation
period, however, which simulations suggest will help
lower earners the most (Holden and VanDerhei,
2005a). Automatic enrolment would increase the
fraction of covered workers that participate in the
retirement programme, but would not help the 40 per
cent of the work-force that does not currently have
access to an employer-sponsored programme.

33 Couples with incomes above $30,000 but below $50,000 are eligible for a credit of 10 or 20 per cent of any contribution. The
income thresholds are lower for single individuals (see Gale et al., 2005).

34 In contrast, a credit based on the level of earnings of lower-income individuals, the Earned Income Tax Credit, is refundable.
Under that programme, if an individual is entitled to a credit that is larger than his or her tax liability, the government pays the
individual the difference.

35 For example, Madrian and Shea (2000) and Choi et al. (2004). The legislation would insulate employers from liability for
financial losses suffered by employees enrolled automatically, provided the employees are notified properly and are enrolled in
relatively riskless investments.
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There is concern about the low incidence of
annuitization of retirement account balances. While
there is no support for mandating the purchase of
annuities, there is discussion of using tax credits or
deductions to encourage their purchase.36

In recent years, public policy debates linked to
benefit adequacy have focused not on income levels
and distribution as such, but rather on the affordability
of essential services, particularly health care. One
health financing issue likely to be a continuing
public-policy issue is the new prescription drug
insurance programme. The structure of benefits
under that programme is likely to prove politically
unstable and require further adjustments.

As enacted, the new benefit must cover 75 per cent
of the cost of the first $2,000 in prescription drug
expenditures (after a $250 deductible) and 95 per
cent of the costs of expenditures in excess of $5,100,
but expenditures between $2,250 and $5,100 need
not be covered. The reimbursement structure is the
product of balancing competing desires to help as
many people as possible cover the cost of routine
prescription drugs, protect them from catastrophic
expenses, and satisfy a budget constraint. The
structure is likely not to look quite as logical from the
perspective of beneficiaries as from the perspective
of budget and policy analysts and will probably
generate considerable pressure for expansion of the
programme to eliminate this ‘doughnut hole’ shortly
after the new benefit becomes effective.

V. CONCLUSIONS AND FUTURE
PROSPECTS

The income projections described here suggest
gradual erosion in the relative income of all but the
wealthiest segment of the aged population, largely
due to a decline in Social Security and private DB
pension incomes that is not offset by significant
increases in other sources of retirement income.
Long-range projections of the Social Security and
Medicare programmes suggest, moreover, that av-
erage earners will find rising Medicare premiums
and other out-of-pocket health-care expenses are

offsetting virtually all of the real growth in Social
Security retirement benefits (Thompson, 2005). If
these projections prove reasonably accurate, pro-
tecting the economic status of the aged will be a
continuing focus of public policy in the years to
come.

Absent a major shift in the political paradigm, poli-
cies to improve protection for the aged will probably
consist primarily of continuing efforts to improve
coverage of both employer-based and individual
retirement savings programmes and to cushion the
effect of rising health costs. As far as the retirement
income system is concerned, the likeliest outcome
over the next few years will be further liberalization
of the limits for contributions to IRAs and salary
reduction plans along with an expansion of the
savers credit or the creation of some other subsidy
strategy. There could even be a new programme of
government-subsidized (for low-income people),
supplemental retirement savings plans, if the Presi-
dent’s Social Security reform continues to falter. If
such a new plan does not emerge, and if someone
can think of a public policy that could further
encourage small employers to offer retirement sav-
ings programmes, short of a direct subsidy, that may
also be adopted. Given the tenuous fiscal position of
the federal government, none of the changes is likely
to be very dramatic and their impact on future
income adequacy is likely to be equally modest. At
the same time, one should not expect to see any new
mandates to improve economic protection, either on
employers to offer salary reduction plans or on
individuals to annuitize all or a portion of their
retirement accounts.

The more dramatic changes in the immediate future
are likely to be in health financing arrangements.
The ‘doughnut hole’ in the coverage of the new
prescription drug benefit is likely to generate pres-
sure for programme expansion. A separate medical
assistance programme pays the Medicare premi-
ums for the low-income aged. Since premiums in the
future are almost guaranteed to rise more rapidly
than the cash benefits from which they are paid, one
can expect pressure for further changes to reduce
the burden of these premiums, at least on middle-

36 Most of the Social Security individual account proposals include some form of annuity mandate, but it is applicable only to
the balances generated from the diverted contributions. Some proposals require annuity purchase only to the extent needed to
guarantee a specific level of income.
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and lower-income households. If a political para-
digm shift does occur, it is probably more likely to
occur in health financing than in income security,
since pressures for a major structural change are
building on several fronts simultaneously.37 Fortu-
nately, speculating about when and what changes
may occur is outside the scope of this paper.

Both the Social Security and Hospital Insurance
programmes face serious long-range financing short-
falls, and the general budget subsidies that will be
required to maintain benefits in the rest of the
Medicare programme are projected to grow sub-
stantially faster than the economy. As noted, at the
time this is being written, debate over reform of the
Social Security programme has stalled. Also, at
present there is very little discussion of how the
financial problems of the Medicare programme
might be addressed—largely, one presumes, for lack
of credible suggestions for acceptable alternatives.

Absent the paradigm shift alluded to previously, the
odds of a major reform in the near future in either the
Social Security or Medicare programmes appear
slight. A financial crisis in the Hospital Insurance
programme appears at least a decade away and the
crisis in Social Security is even farther in the future.
Although all would agree that desirable reforms in
either programme should be enacted as soon as
possible, most also believe that, as long as benefits
can continue to be paid, having no reform is better
than agreeing to (what they consider to be) an
undesirable reform. Also, at least with respect to the
Social Security programme, time is on the side of
those who prefer closing the gap through revenue
increases, as these can be implemented much more
rapidly than can benefit reductions.

Particularly with respect to Social Security, the
recent debate over individual accounts appears to
have poisoned the political well rather effectively. It
is likely that no serious discussions will take place at
least until a new administration takes office, and
even then it is not clear what the various parties
would talk about. It may be possible to develop a
package with increases in the taxable ceiling and

reductions in the benefits of only the highest earners
that has the potential to garner majority support, but,
absent some more dramatic additional changes, the
package would probably fall well short of closing the
deficit now projected.

Roughly half of the long-range deficit in Social
Security is attributable to the assumption of in-
creased life spans (Thompson, 1999). The most
recent projections assume that life expectancy at
age 65 will increase by 20 per cent—roughly 4
years—between 2005 and 2080. It is not realistic to
expect that the entire adjustment to a 4-year in-
crease in retiree life expectancy would be through
contribution rate increases, although some rate in-
creases are likely. Part of the adjustment will also
have to be through reductions in scheduled benefit
payments. The current rather modest average
monthly benefit under Social Security and the pro-
jection of declining relative incomes for most future
retirees argue against reducing average monthly
benefits below currently scheduled levels. That
means that, sooner or later, there will have to be a
further adjustment in the retirement age. Next time,
however, the increase needs to be in both the normal
retirement age and the age of first eligibility to avoid
further depressing monthly benefits.

Taken together, the current surpluses, an increase in
the ceiling on taxable earnings, and, perhaps, a
modest reduction in benefits for the highest earners
would be enough to keep the system going for half
a century. That would give US policy-makers the
opportunity to take the steps that must eventually be
taken, but with a lead time long enough to insulate
them from significant political backlash. They could
legislate now increases in the retirement age and in
future contribution rates the would be effective
some 30 or more years in the future and that were
sufficient to close the fiscal gap currently projected
for the latter half of the century.

As long as the philosophical debate over programme
structure continues, however, the current political
process is unlikely to be able to produce such a
package.

37 For instance, the number of households without health insurance coverage is increasing; workers that do have health insurance
are being asked to pay a higher fraction of the cost; the number of employers willing to help finance health care for their retirees
is declining rapidly; and the costs of employer-provided health care are increasingly being viewed as placing US firms—most notably
those that manufacture automobiles—at a competitive disadvantage.
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